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The Western Balkans region is a key part of Eastern Europe. It comprises
a group of diverse countries at different stages of accession to the European
Union (EU)—the Former Yugoslav Republic of Macedonia and Croatia are
candidate countries (with Croatia having started negotiations); Albania and
Montenegro have signed Stabilization and Association Agreements (SAAs),
an important step in the accession process; and Serbia, along with Bosnia and
Herzegovina, has initialed a draft SAA with the European Commission.
The SAA process is also expected to be open to Kosovo, once its status
issues are fully resolved. 

An increasing part of the World Bank’s activities are at a region-wide
level. As such, this book is part of the institution’s efforts to understand
the Western Balkans better, and to put forward ideas that could merit
further exploration at both the regional and country levels. It will feed
into ongoing activity within the Bank at the country level and into the
dialogue with development partners, especially the European Commission
and others actively engaged in the Western Balkans. 

Instead of focusing on current constraints to development, the book
draws attention to possible constraints to faster and higher levels of pri-
vate-sector-led growth in the future. It does this, among other ways, by
using the Slovak Republic as a comparator, and by analyzing possible
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binding constraints if growth were to accelerate and be led by the pri-
vate sector to a much greater extent than is currently the case. 

The findings merit close attention. Given the small size of the countries
involved, the book focuses on the critical importance of exports for
growth, and in turn on the importance of foreign direct investment (FDI)
for exports. It uncovers export patterns that, for most countries in the
Western Balkans, could constrain sustained export growth and identifies
priority areas that may call for more attention from policy makers. First, it
points to the need for deeper integration between countries in order to
increase the region’s FDI inflows and help overcome disadvantages associ-
ated with the small size of individual country markets. Second, it calls for
developing human capital as a centerpiece of country strategies in the
Western Balkans—to improve productivity and thereby reduce the
handicap of relatively high wages, to help overcome the predominance of
low skill content in exports, and to attract FDI. Third, it indicates a need
to reduce telecommunication costs, which would improve competitive-
ness, offset disadvantages associated with small individual markets, and
facilitate regional integration. Finally, it calls for action to avoid possible
energy shortages, the emergence of which can negatively affect the volume
and pattern of investment. 

This book comes at an important juncture in the history of the region’s
development, with the erosion of preferences for Western Balkan coun-
tries in their EU trade (Bulgaria and Romania have joined the EU, and
overall EU imports are being liberalized further), the increasing presence
of China and other Asian countries in European imports of a wide range
of products, and the high and often increasing external imbalances in
many countries. 

I trust the book will help to increase understanding of the underlying
dynamics of the economies of the Western Balkans and help provide the
analytical foundations for policy actions needed to foster their eventual
integration into the EU. 

Pradeep Mitra
Chief Economist, Europe and Central Asia 

The World Bank
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Motivation for the Study

The last decade, especially the last five years, has been relatively good
for SEE5 countries. With the exception of FYR Macedonia, all other
countries of SEE5 have witnessed annual growth rates over the last
decade in excess of 5 percent, and even FYR Macedonia has seen accel-
eration in its growth rates since 2003. As a separate entity, Montenegro
has witnessed accelerated growth since 2002. UNMIK/Kosovo’s growth
is estimated at 3 percent in 2006, which is also up from lower or nega-
tive growth in previous years. Growth has accelerated in most countries
in the last few years, as recovery from conflicts and disturbances takes
root. Only FYR Macedonia is a candidate country within SEE5 for EU
accession, while the others are potential candidates at different stages of
the pre-accession process.

However, SEE5 countries now need to improve and then sustain their
past growth performance, amidst concerns about sustainability and the
need to avoid a possible “middle-income trap.” With still-high poverty
rates and EU aspirations, SEE5 countries need to accelerate their growth
rates and sustain them. However, this is made more difficult because
much of the easier part of transition-driven growth has already been
achieved. Future increases in total factor productivity (TFP) may need to
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depend more and more on within-sector improvements. In addition,
much of the trade preferences enjoyed by SEE5 countries has been
eroded. China, through the dynamic of multilateral trade liberalization,
looms increasingly large in SEE5 markets for both low-skill as well as
skill-intensive products, even as exports from SEE5 are dominated by
low-skill and natural-resource-intensive products. Indeed, China’s export
performance has led to some pessimism in neighboring Asian countries
about their competitiveness (the middle-income trap). Finally, many
SEE5 countries are also witnessing increasingly large current account
deficits (CADs), which raise concerns about macroeconomic stability.

Sustaining and improving growth in SEE5 countries will require top
priority being assigned to improving export performance. There is little
doubt that the key response to the challenges of improving and sustain-
ing growth would involve a sustained increase in exports, given small
country size and the experience of EU8 countries. Exports also have to
increase to keep pace with the likely increase in imports driven by
increasing integration with the EU. So far, trade has not played a com-
pelling role in the SEE5 growth story, and exports, especially merchan-
dise exports, are in fact the weak link in growth. Despite recent faster
growth in exports, the region has been undertrading relative to its
potential, and per capita exports of both goods and services are much
lower than in comparator countries.

Bulgaria, Croatia, and Romania (BCR), which are at the same time
regional collaborators, comparators, and competitors, show that faster
development is possible in SEE5. Croatia (an EU candidate country) is
by far the richest country in the region and has a current GDP per
capita approaching $10,000, more than 70 percent higher than
Romania’s. Compared with SEE5, BCR has seen steadier growth in the
last five years, never falling below 4 percent. In Romania and Bulgaria,
the latest EU members, growth has accelerated to an average of around
5.5 to 6 percent over 2004–06. The BCR examples demonstrate (as do
those of other neighbors, such as Slovakia and Slovenia) that faster
development is possible in SEE5, including in those countries that were
part of former Yugoslavia (both Croatia and Slovenia were part of the
former Socialist Federal Republic of Yugoslavia). 

Key Messages

The association of convergence-driven, growing CADs in SEE with
improved fiscal prudence means that exports and thus foreign direct
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investment (FDI) will remain a key determinant of external sustainability.
While the CADs may be at least partially widening because of conver-
gence factors, they will nevertheless create actual and perceived macro-
economic vulnerabilities. In this situation, export growth becomes crucial
for the sustainability of the CAD, in addition to its importance for GDP
growth. Both in SEE and in ECA as a whole, FDI is strongly correlated
with exports. 

In addition, relatively inflexible currency arrangements and strong
remittances in many countries place the onus for competitiveness and
export performance on structural reforms and productivity growth. The
exchange rate is a very important adjustment mechanism in an open
economy. In many SEE countries, relatively inflexible exchange rate man-
agement would call more strongly for structural reforms, other things
equal. In this situation, the onus for competitiveness and export perform-
ance shifts clearly to structural reforms—a line of thought pursued in this
report—and implies primacy to improvements in productivity. 

The report suggests that improving and sustaining export perform-
ance and thereby GDP growth will require sustained improvement in
FDI inflows, pointing again to the need for significant structural reform.
Despite recent increases, FDI inflows in SEE5 remain low and below
potential. The onus for encouraging FDI falls on structural reforms, given
the above limits on both fiscal and monetary policy. 

Deeper integration within CEFTA countries will increase market size,
improve service quality, and help attract FDI. Deeper integration among
SEE countries—such as through the completion of the implementation of
CEFTA 2006, the reduction of border frictions through the establishment
of a single management of Border Crossing Points, the regionalization of
the rules of origin among CEFTA 2006 countries, and the expansion of
SEE participation in pan-European/Mediterranean Cumulation of Origin
arrangements (an ongoing process)—would contribute to market contesta-
bility and the development of a larger market, thereby helping to attract
FDI. Deeper integration among CEFTA countries in services could also
contribute to improving service quality significantly, thereby enhancing
the overall productivity of the economies. This report mentions several
areas, in different sectors, where there could be opportunities for regional
harmonization and cooperation, including those areas where the agenda is
defined by commitments to the acquis. 

Benefits from EU and regional integration would be maximized by
creating a “shadow customs union” with the EU for industrial products.
Currently, CEFTA countries’ tariffs are higher and more dispersed than
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those of the EU, providing scope for trade diversion. It is suggested that
all CEFTA countries (who are simultaneously adopting CEFTA and the
trade components of their Stabilization and Association Processes)
adopt EU MFN tariffs for industrial products. This would amount to
creating a virtual customs union encompassing the SEE5 countries and
the EU, and thus would reduce the extent of trade diversion. Also,
speedy implementation of CEFTA would help ensure that firms in
SEE5 countries have as much access to each others’ markets as would
EU firms (following the SAAs).

Attracting more FDI in SEE5 would also require (apart from a larger
market size and deeper integration) improvement in selected areas with-
in each country. This report suggests that there are a few areas which
may hitherto not have received as much attention as they deserve from
policy makers. These areas include human capital, telecoms, and power. 

Human capital development and return migration can help the
region to attract FDI and prepare for faster and more export-oriented
growth. Human development—both in terms of quality and quantity of
skills—is critical to upgrade the skill content of exports and reduce vul-
nerability to low-wage competition (in exports as well as increasingly
open domestic markets), to prevent human capital from becoming a
bottleneck to FDI and investment in general, and to prepare for faster
and more export-oriented firm growth. It is urgent that this process of
upgrading skills start now, considering the region’s poor education out-
comes, long gestation lags in human capital formation, the likely
increase in demand for skills, and the fact that education and health are
not part of the EU acquis. This apart, countries can also use return
migration programs to encourage people to return to their countries,
which would help reduce skill and other bottlenecks because the
returning migrants bring with them skills, entrepreneurship, networks
of contacts, and financial resources. 

In the shorter run, reducing labor taxation can at least partially help
address problems of relatively high wages and informality. While SEE5
wages may not be high compared with those of the EU or most EU8
countries, these wages are still high in relation to the product composi-
tion of exports, which are dominated by low skill-intensive and natural
resource-intensive products, and which leave SEE5 vulnerable to com-
petition from the lower-wage countries of Asia. This vulnerability can
also affect FDI flows. In addition, the wage gap between SEE5 and
neighboring countries has been insufficient to attract large volumes of
FDI to SEE5, due in part to business climate disadvantages found in
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SEE5 when compared with EU8 or BCR. In this situation, lowering
labor taxes aimed at reducing gross wages and the cost to business may
provide at least a partial and temporary palliative, and could help
increase the attractiveness of the wage component of the overall invest-
ment decision to investors, even as the long-run solution will continue to
lie in accelerated skill acquisition. Lowering labor taxes is also expected
to help reduce the pervasive informality in the work force in most
SEE countries (recognizing that labor taxes are only one reason why
workers/firms choose to remain informal). 

Reduction in telecommunication costs can have high payoffs and also
help deeper integration. Telecom costs in many SEE5 countries, includ-
ing FYR Macedonia, Bosnia and Herzegovina, and Albania, are still very
high. Potential payoffs for reduction in such costs can be large, based on
an analysis of infrastructure and productivity growth in ECA and on the
ubiquitous application of telecoms in virtually every aspect of the econ-
omy. Better telecom infrastructure also helps in regional integration by
enabling better coordination, specialization, and supply chain manage-
ment. It can also help firms partially overcome diseconomies of scale
arising from the small size of most countries in SEE5. 

Preemption of energy shortages will help avoid potentially significant
impacts on growth. In Albania and other countries (such as in South
Asia) where there are power shortages, business surveys show that
power availability emerges as one of the biggest constraints to doing
business. The recent experience of Albania shows that such shortages can
have a significant impact on GDP growth. Energy shortages can there-
fore have a major impact on both FDI and domestic investment. 

In addition, each of these areas has a regional dimension. Each coun-
try can potentially benefit from exploiting regional integration in these
areas by using the undefined part of the policy space that is not covered
by EU agreements (if any):

CEFTA agreement on movement of skilled labor. This report argues
that CEFTA could negotiate an agreement on preferential liberaliza-
tion of professional services that focuses on the movement of natural
persons (mode 4). A starting point for this would be mutual recogni-
tion of professional qualifications. Over time, this could progressively
be extended to all labor, skilled or unskilled (following the Caribbean
example in the CSME), and would help present the region as a single
economic space. Regional cooperation could extend further upstream
to the supply of skilled labor in tertiary and technical education, where
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different countries could seek to specialize in different areas (given
high fixed costs and hence scale economies in tertiary education). This
could help attract more FDI to the region and better utilize its labor
force (people would move to maximize their private returns), while
setting in place a mechanism to improve the supply of skills. Another,
not mutually exclusive, approach is for countries to negotiate bilateral
temporary worker agreements, which are classified as win-win for both
host and source countries. 
Coordination in telecoms. In telecoms, regulators in the region could
gain from sharing experiences and information, because they often
face similar problems requiring similar solutions. 
Progress in the regional energy market. In energy, regional cooperation
is well advanced through the Energy Community Treaty for SEE. Areas
where regional-level initiatives could be useful include power-sharing
arrangements between countries, cooperation in regulatory practices,
and the creation of strong and independent regulators.

The suggested emphasis on human capital, telecoms, and energy
implies an eye on the future. The above agenda does not mean that the
most important current constraints (as revealed by business surveys),
which include tax rates, anti-competitive practices of others, access to
finance, the judicial system, etc., should be neglected. However, the
report suggests that government priorities may need some reordering to
avoid potential constraints to future and possibly faster growth in SEE5 (as
well as in SEE in general).2 The italicized part of the last sentence implies
that as the easier, post-transition phase of growth winds down, future
growth will increasingly be led by the private sector, and based, among
other things, on stronger export performance and improved labor skills.

Reordering priorities does not necessarily mean reordering govern-
ment expenditures, and certainly not to the same relative degree as
would be suggested by changes in priorities. In different countries,
improving human capital formation may require more expenditure, but,
knowing that expenditure and outcomes are very loosely related, it may
need greater attention to improving the quality of education.3 In tele-
coms, the private sector could take care of most investment needs, but
more competition and stronger regulators would be needed to further
reduce costs of telecommunications. In power, too, more effort at attract-
ing private sector investment within a sound regulatory framework and
furthering regional energy cooperation could help alleviate current and
future energy shortages.
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The focus on human capital and productivity is also consistent with
recent findings on poverty. Ongoing research in the World Bank is finding
that the phenomenon of the working poor is quite common, arising,
among other things, from low productivity and hence poorly-paid jobs.
This report’s focus on human development and productivity enhancement
would therefore be fully consistent with a focus on poverty alleviation.

A question that may arise is whether SEE5 should target EU integra-
tion and not be diverted by the process of intra-SEE regional integration.
This study argues strongly in favor of intra-SEE integration. The reason
is that for most of the Western Balkan countries (noting that Croatia
and FYR Macedonia are candidates), accession is still some (indetermi-
nate) time away. In the interim, regional integration can help to secure
FDI and exports, and hence improve sustained growth prospects. Also,
since much of the process of regional integration is best addressed by
advancing the adoption of the relevant EU acquis, it can in fact help to
reduce the time lag for accession. Moreover, even after EU accession,
free movement of labor may not come about for a while (as recent
experience shows). This paper, therefore, will suggest that SEE adopt
economic integration as a key objective for economic reasons, including
the goal of free labor movement (starting with skilled professionals)
as a means to deepen its own integration and attractiveness as a single
economic space. 

Notes

1. In this report, SEE5 refers to all the former Yugoslav countries and Albania,
irrespective of how many countries are actually being referred to. Thus, SEE5
refers to Albania, Bosnia and Herzegovina, the Former Yugoslav Republic of
Macedonia (FYR Macedonia), and Serbia and Montenegro. UNMIK/Kosovo
is usually not included in the discussions, because of a lack of data. For the
same reason, Montenegro is not always included separately in the discussion,
although for the period of the analysis of this report (with much of the data
going up to 2005), Montenegro usually enters as part of Serbia and
Montenegro. The Western Balkans refers to SEE5 plus Croatia (i.e., former
Yugoslavia plus Albania); BCR refers to Bulgaria, Croatia, and Romania; and
SEE refers to SEE5 plus BCR. In the case of Serbia and Montenegro, data may
include Montenegro, but does not include Kosovo after 1999. UNMIK/Kosovo
and Montenegro data is recent and often on a shaky foundation.

2. There could be nuances or variations of priorities between different countries
in the region, which can only become apparent through an in-depth analysis
at the country level. This report tries to suggest some broad directions, based
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on its interpretation of some common emerging constraints in the countries
of the region. It is hoped that this work could be used as one of the starting
points for further in-depth work (including for World Bank country eco-
nomic memorandums [CEMs] in the region that are slated to be done in
2008 and 2009). 

3. This report chapter does not examine health issues and the relationship
between health and productivity, but it is undoubtedly important. Issues
relating to health benchmarking, financing, sources of revenue, etc., are being
studied in the regional context in the World Bank’s Human Development
Department in Europe and Central Asia. 
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Motivation for the Study

Many countries in SEE5 have witnessed significant growth since the
mid-1990s.1 With the exception of FYR Macedonia, all other countries
of SEE5 witnessed annual growth rates over the last decade in excess of
5 percent, and even FYR Macedonia has seen acceleration in its growth
rates since 2003 (see table 1.1). The growth performance of UNMIK
(United Nations Interim Administration Mission in Kosovo)/Kosovo
and Montenegro, considered separately from Serbia, has been mixed
(see table 1.2). Montenegro’s growth has accelerated since 2002 and
is estimated at 6.5 percent in 2006. UNMIK/Kosovo’s growth was
estimated at 3 percent in 2006, which was lower than in previous years.
Moreover, while growth rates have been significant in some cases, they
fall short of the highest growth rates in the region. Even the growth rate
of Albania, the top performer in SEE5 since 2000, falls short of the 7
to 8 percent growth rate of the Baltic countries. The other three SEE
countries have seen steadier growth that has not fallen below 4 percent
in the last five years. Growth in Romania and Bulgaria has accelerated to
an average of around 5.5 to 6 percent between 2004 and 2006.

However, SEE is now faced with the challenge of improving upon
and sustaining this growth performance. Growth accounting shows that
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Table 1.1. Key Economic and Social Indicators, SEE and Slovakia

Bosnia and Serbia and Slovak

Albania Herzegovina Bulgaria Croatia FYRM Romania Montenegro Republic SEE5 SEE

GDP growth average (1996–2006) 5.0 9.2 3.6 3.9 2.4 2.5 2.2 4.5 4.19 3.37

GDP growth average (2000–06) 5.3 5.1 5.1 4.7 1.7 6.0 5.1 5.4 4.74 5.34

Fiscal balance (% GDP, 2005) –3.6 0.8 3.2 –3.9 0.2 –0.8 0.9 –3.1 –0.4 –0.7

Fiscal balance (% GDP, 2006) –3.2 2.6 3.4 –3.1 –0.6 –1.7 –1.5 –3.5 –0.7 –0.6

CAB (% GDP, 2006) –7.2 –11.6 –15.8 –7.4 –0.4 –10.5 –11.3 –8.5 –7.6 –9.2

FDI (% GDP, 2006) 3.7 4.6 12.7 7.8 5.6 9.8 — 6.9 4.7 7.4

Gross domestic investment (% GDP, 2006) 25.3 20.3 31.9 29.8 22.1 24.7 21.5 29.0 22.3 25.1

GDP per capita 2006 (current US$) 2,825 2,924 4,089 9,646 3,052 5,579 4,220 10,219 3,514 5,011

Government expenditure (% GDP, 2005) 27.8 48.6 38.3 48.8 35.3 31.1 — 38.0 37.2 38.3

External debt (% GDP, 2006) 20.8 52.2 80.4 89 38.4 32.4 62.1 56.6 43.4 53.6

Exports of goods and nonfactor 

services (% GDP, 2005) 21.8 36.2 60.8 47.1 45.1 33.0 26.9 78.7 32.5 38.7

Exports of goods and nonfactor

services (% GDP, 2000–05) 14.2 28.0 52.8 42.9 40.0 29.0 22.9 62.7 26.3 32.8

Merchandise exports (% GDP, 2005) 7.9 24.1 44.0 22.9 35.4 28.1 19.3 68.9 21.7 26.0
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Merchandise exports (% GDP, 2000–05) 7.7 19.5 39.2 22.6 32.7 29.2 16.6 63.5 19.1 23.9

Sovereign rating (S&P) 05/2007 — — BBB+ BBB BB+ BBB– BB– A — —

Sovereign rating (Moody’s) 05/2008 — B2 Baa3 Baa3 — Baa3 — A1 — —

Transparency International Corruption 

Perception Rank (2006) 111 93 57 69 105 84 90 — — —

Worker remittances (net, % of GDP, 2005) 13.86 13.50 3.78 2.23 3.18 3.81 — — 10.2 6.7

Worker remittances (received, % 

of GDP, 2005) 13.86 13.22 3.78 2.17 2.94 3.81 — — 10.0 6.6

Labor force participation Rate 

2005 or 2006 (%) 64.7 74.4 64.5 64.2 60.6 63.6 65.5 69.4 66.3 65.4

Unemployment rate (%, 2004 or latest 

year available) 15.2 42 12.1 12.7 37.2 8 15.2 18.1 — —

Source: World Bank World Development Indicators database; national authorities.

Notes: The IMF Staff Report for 2006 for FYR Macedonia puts private transfers at 17.7 percent of GDP in 2005. Growth averages and GDP per capita for country groups are population weighted.

The rest of the indicators are simple average of the respective country group averages (SEE5 and SEE). Sovereign rating refers to long-term foreign currency debt. Participation rates data is

drawn from ILO, Eurostat, and the World Bank. Serbia and Montenegro refers to Serbia and Montenegro prior to 2006 and to Serbia only for 2006. All data for Serbia excludes Kosovo. Unem-

ployment rate for Bosnia and Herzegovina includes voluntary unemployment as well.

— = not available.
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this may become more difficult. Given their still significant poverty
levels and their EU aspirations, SEE countries need to improve upon
and sustain their growth performance. Growth accounting shows that
this may become harder than in the past. Post-transition, the simple
reallocation of resources may explain most of the increases in total
factor productivity (TFP), which can in turn be the driver of growth.
However, this source of TFP growth can run its course over time, and
would require harder reforms to enable within-sector TFP growth. A
regional study of Europe and Central Asia finds a decline in TFP growth
from more than 4 percent during 1995–98 to 2 percent during 1999–2005
for SEE as a whole.2 Because the share of the public sector in Serbia
and Bosnia and Herzegovina is still large, there is still significant room
for reallocation-based TFP growth, but the opportunities for this kind
of growth may reduce over time. This can be seen, for example, in the
dominant contribution of within-sector productivity growth to labor
productivity growth in the EU10 over 1999–2004. For SEE, on the
other hand, the between-sector component was still important. For
the CIS countries, labor productivity growth was dominated by the
between-sector component as well. With development, therefore, it
can be expected that the within-sector gains will dominate, but these
are not achieved automatically.

Sustainable future growth must now be more export-led than in the
past. This will, in turn, create demand for improvements in TFP. Small
countries gain more than larger ones from trade-induced expansion in
market size, which makes the effect of trade on per capita income and
rate of growth on small countries much larger (Helpman 2004). In the
Balkans, there is little doubt that the key response to the challenges of
improving and sustaining growth would involve a sustained increase in
exports, given small-country size and the experience of the EU8 coun-
tries. Unfortunately, exports have not played a compelling role in the
SEE5 growth story, and exports, especially merchandise exports, are in
fact the weak link, despite the EU’s extension of trade preferences. Per
capita exports of both goods and services are much lower than compara-
tors, notwithstanding the recent improvement in export growth, and the
region has been undertrading relative to its potential.

Greater trade integration with the EU also demands increased
exports. To the extent that there are still some restrictions on imports
into SEE5, the ongoing process of EU integration, as represented, for
example, by the Stabilization and Association Agreements (SAAs),
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would lead to a lowering of barriers and an increase in imports. External
sustainability would then require a concomitant increase in exports. The
bottom line is that exports have to increase, both for reasons of growth
and to keep pace with the likely increase in integration-driven imports.
This will not occur automatically and will need concerted policy actions
on several fronts.

At the same time, the export imperative must confront the reality of
erosion in trade preferences for SEE5, which is caused by Bulgarian
and Romanian EU accession, other preferential trade agreements nego-
tiated by the EU, and the progress of multilateral trade liberalization. In
2004, EU enlargement brought 10 countries with 75 million inhabitants
into the Single Market. In January 2007, the accession of Bulgaria and
Romania brought in two SEE countries with a joint population of 30
million. This reduces the relative attractiveness of SEE5 countries as
trading partners and as a destination for FDI, because they are not yet
a part of a pan-European cumulation of rules of origin (although this
is in process for countries that have signed SAAs). Moreover, the EU
has concluded many free/bilateral trade agreements with countries
around the world, such as Chile, Mexico, South Africa, and the
Mediterranean, to name a few. Multilateral liberalization is also pro-
viding better access to Asia, such as in apparel and textiles. Indeed,
stronger competition from China and other Asian countries is already
felt in such products.

Persistently-high current account deficits (CADs) also raise concerns
about macroeconomic stability. CADs of SEE countries, with the
exception of FYR Macedonia, consistently widened since 2000, reached
an average of 8.8 percent in 2005, and rose further in 2006. While there
are mitigating circumstances (see the third section of this chapter), the
persistence of such deficits is likely to raise increasing concerns about
macroeconomic stability. Moreover, to the extent that large privatiza-
tions are complete, FDI financing of CADs in several countries can no
longer be taken for granted.

Thus, the environment for sustained, export-led growth is expected to
become more difficult for SEE5 countries; hence, the context for this
study. For all the above reasons, sustained growth cannot be taken for
granted, but the EU will help provide an incentive/anchor for reform as
well as the opportunities for deeper integration.

The objective of the study is to analyze selected issues that could
have a potentially significant impact on growth and, by implication,
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exports. In particular, issues relating to deeper economic integration,
trade in services, and selected aspects of the business environment are
considered. Some of the questions this study deals with include: Can
SEE countries improve competitiveness through deeper regional inte-
gration, such as by encouraging supply chains and trade in services?
Can integration be used creatively to reduce costs of investment and
regulation? Within the large business environment agenda, what could
be priorities for governments to focus on? How important is human devel-
opment in the overall agenda to accelerate exports and sustain growth?

The report suggests that SEE5 countries may need to avoid a possible
“middle-income trap.” This means that they have a certain structure of
production and exports that competes with countries with a more com-
petitive wage structure, such as China.3 Moreover, SEE5 countries may
find it increasingly harder to move into product spaces already occupied
by lower-wage countries such as China and India, even as the world
becomes increasingly globalized. In addition, SEE5 countries are sur-
rounded by countries that are larger and more attractive for foreign
direct investment, which raises the question as to whether and how they
can attract a sustained flow of high-quality investment. This study poses
these and related questions, and seeks to provide possible ways of
addressing them.

The study often focuses on SEE as a unit. On the one hand, this
study is about development in the SEE5 countries. On the other
hand, regional integration has been increasingly encouraged since the
EU-initiated Stability Pact for South Eastern Europe began in
Cologne in 1999 (Moldova is the other country in the Stability Pact).
Because the impact trade and regional integration have on growth
form core elements of the report, the unit of analysis often shifts to
the level of SEE.

The rest of this chapter is organized as follows. The next section
links the implicit theoretical framework to the questions posed in this
report. The third section places the subsequent analysis of the report
in the context of large and often rising CADs, which serve as a
reminder that macroeconomic stability is a necessary condition for
sustained growth.

The Implicit Theoretical Framework 

With sustained growth being the objective, the implicit theoretical
framework of this study is the growth accounting/production function
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approach. Growth can be increased through a combination of increases
in capital investment, labor (quantity and quality) and improvements
in TFP.

The proximate filter is export growth, with the underlying assump-
tion that export growth is good for economic growth. This is true in any
case if the target is net exports,4 but this paper proposes to go further
and offers that any action that would increase (gross) exports in the long
run would also increase GDP-growth.

The paper will explore selective ways to increase growth rates of K
and L (utilization of capital and labor is low) in order to sustain and
find new sources for the growth of TFP. The analytical link between
the areas proposed for analysis and K, L, and TFP will be made in the
following paragraphs.

Capital Accumulation
Capital accumulation averages 20 percent of GDP in SEE5, which is
probably too low for sustained growth. High-growth countries often see
high investment rates, especially in East Asia (although this is not always
the case).5 In SEE5, by contrast, investment rates average 20 percent
of GDP and have not increased since the late 1990s (see also the sec-
tion on investment rates later in this chapter). The hypothesis is that
investment rates, particularly private investment, need to increase in
order to raise and sustain growth, especially because reallocation-based
gains in TFP have most likely run their course in many countries in the
post-transition.

In SEE5, given already large CADs, the most obvious reason for
low investment rates appears to be low domestic (private) savings. On
the other hand, a more productive use of foreign savings would also
foster investment. Thus, even within the same or lower level of CADs,
a higher share of FDI-originating CADs would help increase overall
investment rates. This, of course, leads to the question of the determi-
nants of FDI, which is the subject of much of this report. Finally, the
identity S – I = X – M shows that low domestic savings are consistent
with low exports; this is another issue examined in this paper.

This report explores low domestic-private savings indirectly, through
the lens of corporate profitability, and assumes that the investment cli-
mate and provision of key services are crucial determinants of profitabil-
ity.The hypothesis is that low private enterprise savings are linked to low
enterprise profitability; similarly, low investment demand is also linked
to low enterprise profitability. Enterprise profitability, in turn, depends
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on the business environment, the price and quality of infrastructure
services, the size and contestability of the market (especially the input
market, hence the role of deeper integration), and unit labor costs.

Growth in Labor (Quality and Quantity of Labor Skills)
Low levels of labor force participation and the high degree of infor-
mal employment undermine the growth potential in the Western Balkan
countries. Labor force participation rates (see table 1.1) vary from 52
percent in Kosovo to 74 percent in Bosnia and Herzegovina, and aver-
age about 65 percent for SEE. Participation rates in the EU25 are 70
percent. Moreover, high levels of informal employment tend to reduce
productivity and undermine revenue collection and fair competition.
Unemployment levels are also much higher than in EU25.

The low use of L in the production function will be explored in this
report through an analysis of high costs and inadequate quality of labor
skills. The report will flag the issue of human capital development as a
priority for sustaining growth. Improved skills will lead to increased
employability of labor and will also endogenize the creation of new
enterprises through the creation of more entrepreneurs. In some coun-
tries, such as Bosnia and Herzegovina and FYR Macedonia, high labor
costs also appear to be an issue.

TFP Growth 
Private-sector TFP growth is ultimately the most sustainable source of
long-run growth. Growth is driven by the private sector throughout the
world, and 90 percent of all jobs are provided by the private sector. In
SEE5, the private sector on average comprises only 58 percent of GDP
(Albania and FYR Macedonia, however, have higher shares) versus 78
percent for the EU8.

However, much of the private sector in SEE5 is not competitive, and
cannot provide sustained growth and job-creation. Low exports to GDP
ratios and merchandise trade deficits in excess of 20 percent are indica-
tors of the lack of competitiveness.

TFP growth can occur in many different ways. The challenge is to find
new sources of TFP growth. In this report, the link will be made through
the investment climate. SEE5 countries need to accelerate the growth of
exports and also move toward more skill-intensive exports. The link with
these objectives will be made, inter alia, through the investment climate,
skill development, and expanding regional integration.These changes are
expected to increase TFP growth.6
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Table 1.2. Key Indicators, Montenegro and UNMIK/Kosovo

Current Gross Unemployment

GDP growth Fiscal account domestic GDP per External Sovereign rate (%, 2006

average balance (% balance (% FDI (% GDP, investment capitaa debt (% rating (S&P) or latest 

(2002-2006) GDP, 2006) GDP, 2006) 2006) (% GDP, 2006) (current US$) GDP, 2006) 05/2007 year available)

Montenegro 4.3 1.1 –26.0 23.7 36.2 3,540 49.0 BB+ 14.7

Kosovo 1.9 3.4 –19.3 10.2 30.3 1,380 — — 45

Source: National authorities; World Bank regional tables.

a. Montenegro data is for 2006 and Kosovo data is for 2005.
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A Preliminary Analysis of Current Account 
Imbalances in Southeast Europe

Introduction
Current account deficits (CADs) among the countries of SEE have
widened substantially since 2000, have reached levels above those observed
in most other emerging-market countries, and are currently in excess of
conventional benchmarks of vulnerability.7 The increase in external deficits
has been accompanied by substantial fiscal adjustment in most countries
and by progress in advancing structural reforms, including rapid bank
privatization. The simultaneity of worsened external imbalances with
improved fiscal and structural policies challenges the conventional wis-
dom. This creates a policy conundrum for those governments that embark
on fiscal tightening to help offset vulnerabilities arising from widening
external shortfalls.

Wider CADs in recent years have been part of the process of conver-
gence of SEE countries and are facilitated by abundant global liquidity,
significant financial deepening, and increasing openness of the economies
in the region. Understanding current account imbalances in the region
should help assess vulnerabilities and strongly underpin the policy response.
Even though wide CADs are driven at least partly by convergence factors
and increasing financial integration,8 they nevertheless represent vulner-
abilities that need to be addressed. Focusing solely on tightening fiscal pol-
icy, however, will not achieve results. Boosting the economies’ productive
and export capacity, which would ultimately result in narrower deficits
and help reduce the countries’ foreign liabilities, will require structural and
institutional reforms.Tighter prudential banking supervision is needed to
ensure that banks account properly for the risks inherent in surging credit
portfolios.This is important because foreign investors may misjudge some
of the risks associated with large capital flows, as has happened often in
more developed parts of the world.

In addition to the correlation observed between deterioration in CADs
and improvement in fiscal deficits, two other observations help explain
the recent developments. First, there has been a strong negative correla-
tion between public and private savings in the region. Second, there is a
robust and high positive correlation between national savings and
domestic investment; the correlation is well-documented for developed
countries (i.e. the Feldstein-Horioka puzzle, see Feldstein and Horioka
(1980)). These observations support the conclusion that prudent fis-
cal policy must accompany determined structural and financial sector
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Box 1.1

Exchange Rates in the Western Balkans 

The table below shows estimated deviations of real effective exchange rates

from their medium-term trends (estimated from quarterly data) for SEE coun-

tries together with potential determinants of such deviations, including labor-

productivity growth, terms-of trade growth, the real interest rate, and external

debt. The last column shows the type of applied exchange rate regime in a

given country.a Positive labor productivity growth or terms-of-trade growth

is expected to result in an appreciation of the equilibrium exchange rate. An

inflow of remittances can have a similar impact provided that it is permanent

or at least longer than medium term. If such an inflow is temporary, it can be

seen as affecting the deviation of the exchange rate from its equilibrium

rather than affecting the equilibrium itself. Similarly, a positive interest rateb

makes the actual exchange rate deviate from its equilibrium. External debt is

used here as an indicator of an exchange rate risk premium which also contri-

butes to a deviation of the exchange rate from its equilibrium. The exchange

Deviations of Real Effective Exchange Rates from Their Medium-Term Trends

(Q1 2001–Q2 2007) and Key Indicators in 2006

Exchange Labor

rate mis- produc- Terms of Remit- Real External Currency

alignment vs. tivity trade tances interest debt arrange-

trend (%) growth (%) growth (%) (% GDP) rate (%) (% GDP) ment

Albania 0.4 4.8 –2.7 15.4 9.3 16.8 Loosely

managed

float

Bosnia and 2.5 –5.2 0 19.5 8.1 52.2 Currency 

Herzegovina board

Croatia 6.1 5.2 1.0 3.1 7.8 89.6 Tightly 

managed

float

FYR 0.2 –4.0 –1.1 3.9 8.7 38.8 De facto 

Macedonia euro peg

Montenegro –2.0 5.0 1.3 17.7 8.3 61.3 Euro

Serbia 2.9 –3.4 1.3 17.7 1.5 62.1 Tightly

managed

float

Source: The table was calculated using data from the International Financial Statistics and the Central Database of the

World Bank. Labor productivity growth calculations are based on real GDP and labor force data. 

Note: Exchange rate misalignment is a percent deviation of REER from its estimated trend using double exponential

smoothing. A positive sign indicates an overvaluation compared to the trend. 

(continued)
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rate is expressed here as units of foreign currency (basket) per unit of domestic

currency, so that an upward movement in the exchange rate represents rela-

tive appreciation of the domestic currency.

Overall, the exchange rates show a mild positive deviation from the medium-

term trend, suggesting slight overvaluation of the currencies. The real effective

exchange rates closest to their equilibriums are those of Albania and Macedonia,

while Croatia shows the most positive deviation of about 6 percent. On the

other hand, only the exchange rate of Montenegro shows a negative deviation

from its trend, implying a possible undervaluation of the currency. The absolute

value of the estimated deviations do not seem to be strongly associated with

the applied exchange rate regimes (although a mechanical filtering as done

here is not expected to yield a good estimate of an exchange-rate equilibrium

and is likely to show low or zero misalignments of managed exchange rates). 

For the sake of interpretation, Croatia’s case is instructive. Strong labor pro-

ductivity growth in Croatia is expected to make its currency appreciate through

the Balassa-Samuelson effect, so that the equilibrium exchange rate increases.

Additional appreciation pressure would arise from the positive real interest rate.

On the other hand, the high external indebtedness of Croatia may result in a

significant risk premium on the currency, and a decline in the actual exchange

rate. There is not much impact from terms-of-trade growth, and the inflow of

remittances is rather low in the regional context. What we finally observe is

therefore an indication of a possible overvaluation of the currency beyond the

equilibrium appreciation implied by productivity growth (which is assumed to

be reflected in the medium-term trend). 

It is difficult to draw any firm conclusions as to the degree of overvaluation (or

otherwise) of exchange rates based on this limited exercise. In general, regimes

of managed exchange rates can lead to exchange-rate misalignments, which in

turn can hinder export performance and result in accumulation of external imbal-

ances. The exchange rate is a very important adjustment mechanism for an open

economy. If this adjustment mechanism is not flexible enough, the adjustment

has to go through domestic markets, such as through prices, production vol-

umes, and wages. In turn, the often inflexible nature of such markets in transition

countries calls for structural reforms to increase their flexibility. To sum up,

exchange-rate management in the Western Balkans may call more strongly for

structural reforms, ceteris paribus.

a. See Sorsa (2006) for more details of exchange rate arrangements in SEE.

b. The formulation for interest rates as well as all other variables should be in terms of differentials 

compared with comparators. Here, we assume that most of the variation in REERs is due to changes in

domestic variables and implicitly assume no change in variables of foreign comparators.



reforms, since improved public savings are likely to provide only a small,
and typically temporary, boost to domestic savings. Private savings become
the key resource for boosting investment, which in turn require policies
to boost corporate profitability. Improving corporate profitability will
also help create demand for investment, which is low in SEE.

The Size of External Imbalances9

The CADs of the SEE countries have followed an upward trend since
2000. The region’s CAD has widened from 4.1 percent of regional GDP
in 2000 to 8.8 percent in 2005, compared with little change on average
for all countries of emerging Europe.10 CADs rose substantially during
2000–05 among all SEE countries except in FYR Macedonia, where the
CAD actually narrowed in 2005 and 2006 (see table 1.3). Given the
policy advice, CADs have paradoxically widened most in countries
where fiscal policies tightened most.

Higher prices for imported oil and natural gas added about 2.5 per-
centage points of GDP to the region’s CAD between 2000 and 2005.
This terms-of-trade shock has been partly offset for exporters of non-oil
commodities whose prices also rose sharply, including metals (Bosnia and
Herzegovina) and electricity (Bosnia and Herzegovina and Bulgaria). On
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Table 1.3. Current Account Balances 

(in percent of GDP)

2000 2001 2002 2003 2004 2005

SEE a –4.1 –5.4 –5.9 –6.9 –7.5 –8.8

Albania –6.6 –5.8 –10.0 –8.1 –5.5 –7.6

Bosnia and Herzegovinab –10.6 –13.9 –17.5 –17.3 –16.4 –18.1

Bulgaria –5.6 –5.6 –2.4 –5.5 –5.8 –11.3

Croatia –2.6 –3.7 –8.3 –7.2 –5.4 –6.6

Macedonia, FYR –2.0 –7.1 –9.4 –3.2 –7.7 –1.4

Romania –3.7 –5.5 –3.4 –6.0 –7.5 –9.0

Serbia and Montenegrob –3.0 –3.5 –6.8 –7.2 –9.7 –7.5

Memoranda: (in percent of official GDP)

CEE, SEE, and Baltics –4.8 –4.4 –4.7 –5.0 –6.1 –5.0

Bosnia and Herzegovina –12.8 –16.8 –21.2 –20.9 –19.9 –21.9

Serbia and Montenegro –3.9 –4.6 –8.8 –9.3 –12.6 –9.8

FDI, % of CAB in SEE 99.1 77.8 53.5 69.4 69.1 66.8

Sources: World Bank regional tables, selected IMF reports. 

Note: The above pattern as implied in footnotes a and b to this table will be repeated throughout the tables in this

section, but the footnotes will not be repeated. 

a. Weighted by nominal US dollar GDP.

b. Relative to GDP adjusted upward for the size of the nonobserved economy (21 percent in Bosnia and 

Herzegovina and 30 percent in Serbia).



balance, terms-of-trade losses appear to have accounted for about one-half
of the worsening of the external imbalances from 2000 through 2005.

Underlying the high CADs are relatively low levels of exports of goods
and nonfactor services (GNFS). Exports of GNFS in 2005 amounted to
39 percent of regional GDP, compared with 68 percent in Hungary (see
table 1.4). In Albania, an extreme case, exports per capita in euro terms
amounted to only 8 percent of the level in Hungary. Of course, the low
base of exports has also meant fast growth in most cases, leading to an
increase in the share of GNFS exports in GDP, and in a rapid increase in
per-capita exports. These initial observations are amplified in chapter 2,
in which comparisons are made with Slovakia and other comparators.
Despite high growth, the gap in volume of exports is still very large,
especially for SEE5 countries. The slowest growth in per-capita exports
occurs in FYR Macedonia, which is interesting because of its very low
CAD. This suggests low foreign investor confidence (and thus small cap-
ital inflows), low domestic demand for foreign savings, or both.

FDI-inflows rose by about 2 percent of regional GDP from 2000 until
2005, which was much less than the region’s CADs widened and thus
coverage declined. FDI-inflows covered just two-thirds of the deficit in
2005, down from almost full coverage in 2000 (see table 1.3).11

However, regional averages of FDI inflows hide significant variations. For
example, inflows as a share of GDP rose substantially in Serbia and
Montenegro, Romania, and Bulgaria (with Bulgaria having the highest
levels), whereas inflows fell relative to GDP in the other countries, and
FYR Macedonia experienced the largest decline (see table 1.5).12
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Table 1.4. SEE: Exports of Goods and Services 

(in euros per capita unless otherwise indicated)

2000–05, 2005, GNFS

2000 2001 2002 2003 2004 2005 % change % of GDP

SEE 38.9

Albania 213 291 322 391 447 458 115.2 21.8

Bosnia and 

Herzegovina 392 467 473 606 688 753 92.0 40.1

Bulgaria 815 998 1,073 1,364 1,581 1,670 104.9 60.3

Croatia 1,851 2,359 2,663 3,559 3,509 3,595 94.3 51.5

Macedonia, FYR 759 747 749 886 907 994 31.1 43.6

Romania 511 648 810 1,004 1,104 1,210 136.6 33.2

Serbia and 

Montenegro 287 358 436 536 611 683 138.4 26.9

Hungary 3,690 4,184 4,423 4,565 5,329 5,925 60.6 67.9

Sources: National authorities; IMF, selected reports. 
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Gross external debt in SEE has fallen from about 52.5 percent of
GDP in 2000 to 47.7 percent in 2005. Wider CADs have been financed
by foreign direct investment, capital transfers from foreign donors, and
other non-debt-creating inflows of uncertain composition and kind.
Serbia and Montenegro’s external debt fell by over 54 percentage points
of GDP (see table 1.6), which was driven by debt cancellations. Bulgaria
undertook pre-payment of Brady bonds to achieve its debt reduction.
Croatia’s external debt rose by the largest amount relative to GDP.
Overall, the broad stability of external debt despite the wider deficits
and lower FDI coverage may indicate a possible upward bias in the
measurement of CADs. This study does not address this issue, but notes
that in Bosnia and Herzegovina, positive errors and omissions inflows
were about 5 percent of GDP on average in recent years, despite a fair-
ly well-understood capital account composition. This suggests that errors
and omissions reflect current account transactions. In Albania, errors and
omissions, which include unidentified private transfers, rose from 0.3
percent of GDP to 2.8 percent of GDP in 2006 (IMF 2007b).

Changes in CADs are typically judged as less of a concern if they
reflect higher investment rather than lower savings. The following sub-
sections address these issues and note that while CADs increased, gross
domestic investment rose by about 4 percent of GDP from 2000 to
2005 for the region as a whole. At the same time, national savings fell
only by about 0.75 percent of GDP (see figure 1.1).13

Table 1.5. Net Inflows of Foreign Direct Investment 

(in percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 4.0 4.2 3.1 4.8 5.2 5.9

Albania 3.9 5.0 3.0 3.2 4.6 3.1

Bosnia and Herzegovina 2.4 1.9 3.6 4.0 5.5 2.5

Bulgaria 7.9 5.9 5.9 10.5 13.9 10.8

Croatia 5.9 6.0 2.9 6.8 2.6 3.8

Macedonia, FYR 4.9 12.8 2.0 2.1 2.9 1.7

Romania 2.8 2.9 2.5 2.2 4.2 6.3

Serbia 0.2 1.1 2.8 5.2 3.2 5.9

Memoranda: (in percent of official GDP)

ECA 2.6 2.6 2.5 1.3 2.3 3.0

CEE, SEE, and Baltics 5.8 4.6 5.3 1.8 4.2 4.5

Bosnia and Herzegovina 3.0 2.3 4.3 4.9 6.6 3.0

Serbia and Montenegro 0.3 1.4 3.6 6.8 4.2 7.7

Sources: World Bank regional tables; selected IMF reports.
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Table 1.6. Gross External Debt 

(in percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 52.4 49.9 48.7 50.6 49.9 47.7

Albania 31.6 28.5 25.2 22.2 20.2 19.7

Bosnia and Herzegovina 43.8 40.7 43.6 48.4 46.6 45.0

Bulgaria 86.9 78.6 65.1 60.2 64.4 67.4

Croatia 61.2 59.8 68.0 83.6 87.9 78.5

Macedonia, FYR 43.2 43.5 43.3 39.6 37.9 39.2

Romania 28.7 30.7 33.4 33.3 32.0 33.5

Serbia and Montenego 102.0 79.4 58.7 53.2 47.0 47.6

Memoranda:

Czech Republic 38.0 35.0 33.7 35.0 36.6 38.6

Estonia 54.7 55.7 60.2 70.5 84.1 90.5

Hungary 65.0 61.4 53.8 64.7 66.3 75.2

Latvia 61.0 67.7 75.7 82.6 82.8 87.9

Lithuania 43.7 43.9 44.0 45.2 43.1 43.2

Poland 38.7 36.8 40.3 47.5 41.6 42.9

Slovak Republic 53.4 52.9 54.1 55.4 45.1 38.4

Slovenia 46.4 47.7 48.9 54.1 59.4 62.1

Sources: Quarterly External Debt Statistics, World Bank/IMF; national authorities.

Figure 1.1. SEE: Change in Current Account Deficits and Change in Investment Rates

Sources: World Bank World Development Indicaors database; World Bank ECA regional tables.
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Savings Rates
National savings rates fell from about 15 percent of regional GDP in
2000 to 14.3 percent in 2005. These reflect sharp declines in Bosnia and
Herzegovina and Albania, and to a lesser extent in FYR Macedonia,
Romania, and Serbia and Montenegro. Savings rose (sharply) in Bulgaria
and Croatia (see table 1.7). Public savings rose during 2000–05 for all
countries in the region except FYR Macedonia (where they fell sharply).
This means that private savings in most countries continued to fall and
dissavings in Bosnia and Herzegovina increased (see tables 1.8 and 1.9).
The decline in public savings in FYR Macedonia in 2001 and 2002
reflects the ethnic conflict.14

Table 1.7. Gross National Savings 

(in percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 15.1 14.9 14.3 15.0 15.8 14.3

Albania 20.8 23.0 16.1 17.3 20.6 15.9

Bosnia and Herzegovina 6.4 1.7 –0.7 –0.4 –0.9 –2.2

Bulgaria 12.7 17.0 19.1 17.4 19.0 17.2

Croatia 19.2 18.1 14.0 22.4 24.5 23.3

Macedonia, FYR 20.2 12.0 11.2 16.8 13.7 18.6

Romania 15.5 15.9 17.8 14.6 14.9 13.2

Serbia and Montenegro 7.9 7.0 5.5 7.3 7.8 6.4

Memoranda: (in percent of official GDP)

Bosnia and Herzegovina 7.8 2.1 –0.8 –0.5 –1.1 –2.7

Serbia and Montenegro 10.3 9.1 7.2 9.5 10.1 8.4

Sources: World Bank regional tables; selected IMF reports.

Table 1.8. Public Savings 

(in percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 1.3 1.4 1.5 2.1 3.2 3.7

Albania –1.6 –0.6 0.0 –0.1 0.1 1.2

Bosnia and Herzegovina 0.3 1.0 0.9 3.0 3.8 4.9

Bulgaria 6.8 6.4 4.1 4.6 7.0 8.4

Croatia –0.7 –0.5 1.4 1.5 2.9 3.2

Macedonia, FYR 5.1 –3.0 –2.0 4.1 3.6 2.4

Romania 0.3 1.4 1.8 2.0 2.6 2.8

Serbia and Montenegro 1.8 1.0 –0.5 –0.5 1.8 2.7

Memoranda: (in percent of official GDP)

Bosnia and Herzegovina 0.4 1.3 1.1 3.6 4.6 5.9

Serbia and Montenegro 2.4 1.3 –0.6 –0.6 2.4 3.5

Sources: World Bank regional tables, selected IMF reports.
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Our estimates suggest that corporate savings fell from 2003 through
2005 in Albania, Bosnia and Herzegovina, Bulgaria, and Romania, but
rose in FYR Macedonia and Serbia and Montenegro.15 The drop was
most pronounced in Bosnia and Herzegovina (about 9 percent) and
Bulgaria (8 percent) (see annex tables 1.1 and 1.2).These numbers should
be interpreted with care. The estimation is from the equation that links
household incomes to household consumption (derived from national
accounts or estimated indirectly), household savings (proxied by bank
deposits) and household consumer credits. For Serbia and Montenegro
only, the study uses the outcomes of a report that directly measures
corporate profitability (Cvetkovic and Lieberman 2006).

Corporate savings amounted to 8 percent of regional GDP in 2005,
and the low and declining level remains a key explanation for low
investment rates. It is possible that the decline in savings is a result of
reduced profitability, in turn reflecting more competitive market condi-
tions (see chapter 2). Whatever the reason, the problem would need to
be addressed through measures that improve the business environment
and render production costs more competitive. This is the subject of
much of this report.

Deterioration in CADs is positively correlated with improvements in
fiscal balances (changes in public savings) for SEE, which partly reflects
improved confidence by foreign investors. This correlation is strong for
the countries in the region and for the economies of emerging Europe.
This study builds upon Mukhopadhyay (2006) but tests the hypothesis
of convergence using a cross section rather than a time series. This is pre-
sented in the annex, table 1.3. Model 1 of annex table 1.3 seems to best

Table1.9. Private Savings 

(in percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 13.8 13.5 12.8 12.9 12.6 10.6

Albania 22.3 23.6 16.1 17.4 20.5 14.7

Bosnia and Herzegovina 6.1 0.7 –1.6 –3.4 –4.7 –7.1

Bulgaria 6.0 10.6 15.0 12.8 12.0 8.8

Croatia 19.9 18.6 12.6 20.9 21.6 20.1

Macedonia, FYR 15.2 14.9 13.2 12.6 10.1 16.2

Romania 15.1 14.5 16.0 12.6 12.3 10.4

Serbia and Montenegro 6.1 6.0 6.0 7.8 5.9 3.7

Memoranda: (in percent of official GDP)

Bosnia and Herzegovina 7.4 0.8 –1.9 –4.1 –5.7 –8.6

Serbia and Montenegro 7.9 7.8 7.8 10.1 7.7 4.9

Sources: World Bank regional tables; selected IMF reports.
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capture developments.16 The analysis demonstrates that fiscal prudence,
determined implementation of structural reforms, and stronger output
growth have been associated with larger CADs as countries tap foreign
savings (and foreign investors develop more confidence to invest) to
accelerate convergence.17 Countries with currency boards also tend to
have larger CADs, reflecting the oft-quoted “overborrowing” syndrome
related to fixed-exchange-rate regimes.18

The correlation between changes in current-account and fiscal balances
are related to the policy advice countries have received. Annex table
1.4 displays outcomes and projections for key macroeconomic variables
under IMF supported programs (for Croatia, the projections are forecasts
in Article IV documents). Countries committed under Fund-supported
programs (as per Fund documents of 2002 or before) to tighten fiscal
deficits by 1.4 percentage points of regional GDP (weighted by nomi-
nal GDP) from 2002 to 2005. The intent was to help reduce CADs by
1.5 percentage points of regional GDP. Notice the one-to-one corre-
spondence between the two, reflecting the understanding that there
should be one-to-one offset between an increase in public savings and
a decrease in foreign savings. In reality, fiscal deficits were tightened by
2.5 percentage points of regional GDP, while CADs widened by 2.3
percentage points. There are two key exceptions, FYR Macedonia and
Albania, for which the standard policy advice of tightening fiscal deficits
was accompanied by reduced CADs. In the case of FYR Macedonia, the
development likely reflected investor concerns (see above).

The data for the SEE countries display a strong negative correlation
between public and private savings. The correlation coefficient between
change in public and private savings during 2000–05 increases almost
threefold to 0.9 if Bulgaria and Croatia are excluded from the sample.
For Bulgaria and Croatia, the correlation tends to be positive. The neg-
ative correlation is likely to reflect a link similar to the one between the
CADs and fiscal deficits: increased public savings afford more room for
the private sector to expand capacity and consumption in the process
of convergence.

Investment Rates
Investment rates among the SEE countries are substantially lower
than among the EU8 countries. This bodes poorly for future growth (see
table 1.10).

Excluding Bulgaria and Croatia (countries where investment rates in
2005 were in line with the EU8 average), investment rates in the
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remainder of the region have remained relatively consistent at about 20
percent of GDP during 2000–05 when compared with increases of
about 10 percent of GDP in Bulgaria, 8 percent in Croatia, and 2.6 percent
on average among the EU8. Investment rates in Romania also increased,
but only by about 3 percent of GDP. Investment rates in Serbia and
Montenegro and Bosnia and Herzegovina are the lowest among the ECA
countries (even when measured relative to official GDP), followed by
Poland, FYR Macedonia, and Albania.

The data suggest a strong and positive correlation between national
savings and investment rates, regardless of the degree of openness of
economies. This correlation is well-documented for developed countries
(i.e., the Feldstein-Horioka puzzle) and holds true for the countries in the
region. The correlation between national savings and investment rates in
SEE was 0.8. Further, among the SEE countries, the largest increases in
investment during 2000–05 were in Bulgaria and Croatia, countries with
the largest increases in national savings. Both countries, moreover, had
large increases in their CADs, as noted above. Bulgaria’s was the largest
increase in the region.

Given the above link, domestic savings become extremely important.
It suggests that governments should focus on boosting domestic savings
to help finance domestic investment and try to limit vulnerabilities relat-
ed to tapping foreign savings. This also means that once fiscal prudence
is secured (and hence public savings are appropriate), policies should

Table 1.10. Gross Domestic Investment 

(in percent of GDP)

Change, 

2000 2001 2002 2003 2004 2005 2000–05

SEE 19.1 20.5 20.5 21.9 23.5 23.5 4.4

Albania 27.4 28.8 26.1 25.4 26.1 23.5 –3.9

Bosnia and Herzegovina 17.0 15.6 16.9 16.9 15.5 15.9 –1.2

Bulgaria 18.3 22.6 21.5 22.9 24.8 28.5 10.2

Croatia 21.8 21.8 22.3 29.6 29.9 29.9 8.1

Macedonia, FYR 22.3 19.1 20.6 20.0 21.4 20.0 –2.3

Romania 19.1 21.4 21.2 20.6 22.4 22.2 3.0

Serbia and Montenegro 10.9 10.5 11.7 11.4 17.3 14.2 3.2

Memoranda: (in percent of official GDP)

ECA 22.9 21.8 21.4 22.0 23.1 22.7 –0.2

CEE, SEE, and Baltics 26.0 26.6 26.7 25.1 27.5 28.6 2.6

Bosnia and Herzegovina 20.6 18.9 20.4 20.4 18.8 19.2 –1.4

Serbia and Montenegro 14.2 13.6 15.2 14.8 22.5 18.4 4.2

Sources: World Bank regional tables; selected IMF reports.
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focus on boosting domestic private savings. This suggests a focus on
advancing structural and financial sector reforms.

Overall, reforms that result in stronger corporate profitability and pru-
dent bank lending are key to increasing incentives for foreign investors and
to strengthening domestic savings and investment.Together with increased
investment in human capital arising from reforms in education and other
key areas, higher investment rates should boost growth in output and
employment.

Finally, to reiterate, while the growing CADs in the region could
perhaps be explained by relatively benign factors, the sustainability of
external finances will demand strong attention to structural reforms.
Some of these concerns are addressed in this report.

Notes

1. SEE5 refers to Albania, Bosnia and Herzegovina, the Former Yugoslav
Republic of Macedonia (FYR Macedonia), and Serbia and Montenegro. It
refers to the geographical area that is included in these countries, and so
remains SEE5 even after Montenegro became a separate nation in 2006.
The Western Balkans is SEE5 plus Croatia. Bulgaria, Croatia, and Romania
(BCR) plus SEE5 refer to SEE.

2. See World Bank (2007c), appendix 1. Looking at individual countries,
Albania and Croatia (as well as Turkey) show significant decline in TFP
growth between the two periods. In the case of FYR Macedonia, the TFP
contribution to growth increases marginally over the two periods.

3. See World Bank (2007d) and Beattie (2007). These documents point to the
increasing export of more sophisticated products from China, which are
hurting its immediate middle-income Asian neighbors.

4. In terms of the simple identity, Y = C + I + G + (X – M), where Y is income,
C, I, and G are consumption, investment, and government expenditure respec-
tively, and X – M is net exports.

5. For example, Estonia grew at 0.2 percent per year from 1990–2000, and 7 per-
cent per year from 2000–04, whereas its investment rate over the same period
grew from 0.2 to 12 percent per year, and the investment to GDP ratio rose
from 27 to 31 percent over the entire period.

6. The factors that influence TFP growth are not fully understood in the liter-
ature. In fact, in the production function approach, TFP growth is calculated
as a residual. There are also problems of measurement of K and L, which can
result in an attribution of GDP growth to the residual (for example, if
improvements in the quality of K and L are not fully captured).
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7. This section is based on a mimeo by Ivailo Izvorski. It includes all countries of
South East Europe, incorporates data up to 2005, and hence refers to Serbia
and Montenegro and not Serbia.

8. For example, Abiad et al. (2007) find that in Europe, a country’s CAD is high-
er the lower its income level and the higher its degree of financial integration.
IMF (2007c, chapter 2 in part 2) points to the strong convergence in income
levels in Europe (fastest progress in the Baltics, Bulgaria, and Romania), as well
as the negative correlation between per capita income and the CADs in Europe.

9. The data in this section is not exactly the same as in the rest of the report, as
it has been drawn from different sources, including the World Bank and the
IMF. However, the important point here is not the absolute magnitudes, but
the relationships analyzed as well as the changes over time.

10. Averages in this section of the chapter are weighted by nominal GDP. The
nominal GDPs for Bosnia and Herzegovina and Serbia and Montenegro are
adjusted upward by 21 percent and 30 percent respectively to account for the
size of the nonobserved economy; an adjustment that does not reflect the offi-
cial views of the World Bank or the countries’ statistical authorities. The
adjustment for Bosnia and Herzegovina is smaller because the authorities
made an upward correction of 9 percent in mid-2006 to reflect imputed rent.

11. These levels are likely to be lower for inflows of direct equity investment,
given that a large share of the inflows into Bulgaria, Romania, and some of the
other countries have been in the form of inter-company borrowing from for-
eign parents.

12. Note that while table 1.5 shows FDI as a share of GDP, table 2.8 reports FDI
per capita.

13. The text uses the equation: current account balance = national savings – gross
investment. Government savings (see definition in next note) is calculated
from government finance statistics. Private savings is the residual from the
above equation. Within private savings, the paper uses corporate savings as
primary (as calculated in a paper quoted below Cvetkovic and Lieberman
(2006) and derives household savings as a residual for Serbia. For the other
countries, household savings is primary, corporate savings is the residual.

14. In the metric used here, government domestic savings equals revenues less the
sum of current noninterest spending and domestic-interest payments.

15. This data pertains to 2004 and 2005 only.

16. The change in the current account balance relative to GDP from 2000 to
2005 is the dependent variable, and is regressed on change of the fiscal bal-
ance (relative to GDP) over the same period, the change in GDP relative to
Slovenia, the change in the EBRD structural reform score, and a dummy
equal to 1 for countries with a currency board arrangement.



17. As noted earlier, the IMF (2007c) report shows that the lower the initial
income per capita, the higher the size of the CAD, noting that initial per capita
income is positively correlated with convergence. In annex table 1.3 of this
report, we use GDP growth (relative to Slovenia) and the degree of reforms
to indicate convergence.

18. Somewhat surprisingly, the coefficient on the dummy is significant only when
the dummy refers to a currency board (and Latvia’s peg); if a dummy for fixed
pegs is included, the coefficient is insignificant.
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Introduction

The previous chapter indicated that the problem of low exports is at the
heart of concerns relating to sustainable growth in most SEE countries.This
chapter frames the problem in a comparative context and analyzes trends
in trade flows, direction and patterns of trade, and labor competitiveness.

The analysis finds that exports from SEE have been growing,
especially in services, in which the trade balance is positive. However,
low merchandise exports have been a major problem, and could be an
important factor in the unemployment problems of many countries.
Despite strong service exports, overall export levels still fall significantly
short of potential and needs. Albania, Bosnia and Herzegovina, and
Serbia and Montenegro are laggards on almost all fronts. Bulgaria and
Croatia are strong performers. Romania, the largest country by far, has
somewhat lower export intensity than Bulgaria and Croatia, but its
exports have been growing faster than either countries’ exports.

Regional trade has been influenced by two exogenous forces. States of
the former SFRY trade significantly with each other, the exception being
trade between Serbia and Croatia. Bosnia and Herzegovina, Serbia and
Montenegro, and FYR Macedonia are the largest intraregional traders.
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In addition, the EU has encouraged trade between SEE and EU countries
through its Stabilization and Association Agreements (SAAs) and within
SEE through the Stability Pact-induced free trade agreements (FTAs),
which culminated in a single FTA for the region (known as CEFTA
2006). Analysis shows that overall intra-SEE trade is higher in 2003 than
what gravity models would predict, even though “overtrading” has
declined compared with earlier periods. In any case, most countries have
not been able to take advantage of fast-growing regions such as East Asia
and South Asia. Also, further economic integration within SEE is likely
to be driven by FDI rather than through trade.

Overall patterns of trade in the region are not favorable, and are
inimical to sustainable growth of exports. Albania is an outlier in most
respects. It has high product concentration and almost 90 percent of its
exports are unskilled-labor or natural-resource-intensive products.
Most countries have moved only slowly away from such exports and
are vulnerable to low-wage competition from Asia and other regions.

The shift from “buyer-driven” to “producer-driven” networks has also
occurred slowly, and is dominated by Romania (at the same time, Bosnia
and Herzegovina has seen a recent surge, but it is too soon to tell if
this growth is sustainable). This implies that, overall, SEE is not partici-
pating at its potential level in the international division of labor. Much of
this network trade can be explained by FDI stocks and inflows, as can
overall export performance.

Labor costs in the region, along with a large share of unskilled and
natural-resource products, mean that lower-wage countries can undercut
SEE countries. This has happened already in apparels. Albania is espe-
cially vulnerable here. Bulgaria, with similar wage levels as Albania, is in
a better position to face low-wage competition and move up the value
chain. Of the higher-wage countries, Croatia has wage levels that are
considerably higher than in the Slovak Republic, according to one data
set (MIGA 2006); whereas less than 40 percent of Croatia’s exports are
in capital-intensive or skilled-labor (SL)-intensive products (compared with
71 percent of the Slovak Republic’s). According to official data compar-
isons, Bosnia and Herzegovina is a relatively high-wage country within
SEE5, but only about 33 percent of its exports are capital-intensive (CI)
and skilled-labor-intensive products (similar to Bulgaria). However, differ-
ent (nonofficial) data sets also indicate that FYR Macedonia, and Serbia
and Montenegro are higher-wage countries within SEE5.

Skill acquisition is clearly an urgent need. With a high share of
unskilled and natural-resource-intensive exports, SEE is vulnerable to
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competition from Asian countries. The skill content of exports from
Bosnia and Herzegovina and Croatia is not aligned (i.e., it is much lower)
with their wage levels. In general, the transition to more skill- and capital-
intensive exports is complicated by a shortage of skilled workers in many
of these countries, which is reflected partly in high skill premia. The
percentage wage differentials between SEE5 and EU8 countries appear
to reduce as skill content increases. All this points to the need for more
emphasis on human development in the region, but this will not be easy
(see also chapter 5).

Governments may also wish to consider whether or not labor taxes are
too high in the overall context of competitiveness of gross wages and
increasing competition from Asia. This consideration would also require an
examination of the overall tax strategy and tax administration in each coun-
try, as well as the mix between labor taxes (health, social security, personal
income taxes, and so on) and general taxes such as VAT and excise.

The rest of this chapter elaborates on the above themes. The next
section focuses on trends and directions of trade, key developments in trade
policy, and trade within SEE and with the EU. The third section looks at
composition of trade and the fourth analyzes the role of production net-
works and FDI. The final section looks at labor costs and competitiveness.

Trends and Direction of Trade in SEE Countries

Trends in Merchandise and Services Trade
Overall trade flows of SEE countries have steadily grown, despite disrup-
tions from regional conflicts and sanctions during the 1990s. The value of
total exports and imports of goods and services has steadily expanded over
the past decade, and most of the growth has occurred after 2000 during a
period of relative political stability. Trade flows (in dollar terms) tripled in
SEE countries over 1996–2005, with growth somewhat faster in Romania
and Bulgaria than growth in the Western Balkans as a whole. However,
Bosnia and Herzegovina and Albania witnessed faster growth than all other
countries, at least partly because of their low starting point (see table 2.1).1

Services have performed better than goods, but the growing net
surplus in services exports has been insufficient to cover the growing
goods deficit.The export to import coverage of goods and services remains
below 60 percent in SEE5 (see figure 2.1), compared with an average
of about 95 percent in the Slovak Republic and Slovenia, 89 percent in
Tunisia, and 84 percent in Turkey. Despite a small decline in this coverage
for Bulgaria, Croatia, and Romania (BCR), their average 75 percent ratio
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in 2005 is much higher than for SEE5. Merchandise exports coverage
has steadily deteriorated in BCR and FYR Macedonia, but has improved
significantly in Serbia and Montenegro. The worst performers remain
Albania and Bosnia and Herzegovina, and their coverage ratios do not
exceed 25 and 35 percent respectively. Services performance is much
stronger. Export to import coverage ratios average 157 percent in BCR
and 135 percent in SEE5 for the period 2000–05. These exceed levels
achieved in the Slovak Republic and Slovenia (117 and 133 percent
respectively) but remain lower than those registered in Turkey and

Table 2.1. Growth of Goods and Services Trade in SEE

Export growth (%) Import growth (%) Total trade ($ millions)

1996–2005 2000–05 1996–2005 2000–05 1996 2000 2005

Albania 22.9 19.8 17.3 20.0 1,468 2,228 5,844

Bosnia and 

Herzegovina 14.6 19.9 12.0 18.4 2,592 4,269 10,960

Bulgaria 10.9 18.2 14.2 20.6 12,576 15,171 37,608

Croatia 10.2 17.4 9.2 17.6 17,200 18,211 40,653

Macedonia, FYR 5.6 10.1 6.4 11.6 3,238 4,001 6,247

Romania 14.2 20.9 14.1 23.0 23,031 27,161 78,582

Serbia and 

Montenegro 10.4 22.5 10.4 20.1 5,944 6,339 17,796

Western Balkans 10.8 18.0 9.9 17.9 30,441 35,047 81,501

SEE 12.0 19.2 12.1 20.3 66,048 77,379 197,691

Source: World Bank World Development Indicators database and IMF Balance of Payments Statistics.

Figure 2.1. Export Coverage of Imports and Share of Exports in Total Trade, Bulgaria,

Croatia, and Romania (BCR) and SEE5, 1996–2005 
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Tunisia (221 percent and 194 percent respectively). Indeed, the share of
services in total SEE exports rose substantially from 23 to 29 percent
between 1996 and 1999. However, this share has stagnated at 29 percent
since then. The relative importance of services is also reflected in a grow-
ing surplus, which helps partially offset the widening deficit of goods
trade (see table 2.2), most prominently in Croatia.

Merchandise exports remain very low in most countries, which may
also account for their high unemployment rates. As seen in chapter 1,
low exports to GDP ratios are a major issue in SEE. Table 2.3 shows that
the ratio of goods and service exports to GDP (in PPP terms) in 2005
varied from highs of 32 and 23 percent in Croatia and Bulgaria respective-
ly, to 17 percent for Romania and FYR Macedonia, and to only 11 percent
for Albania, Bosnia and Herzegovina, and Serbia and Montenegro (the lat-
ter figure is comparable to Turkey’s in 1996). The state of merchandise
exports presents an even worse picture than do overall exports.The region’s
average merchandise exports accounted for only 13 percent of PPP-GDP,
which was a third of the Slovak Republic’s ratio in 2005 and even below
its ratio in 1996 (15 percent). Albania, Serbia and Montenegro, and
Bosnia and Herzegovina were again at the bottom of the table and had
ratios of 4 to 8 percent of GDP. This most likely creates problems with
employment generation, given the employment-intensity of merchan-
dise (especially manufacturing) exports. In services, the region performed
better, and services exports accounted for about 5 percent of PPP-GDP.
Croatia’s 17 percent ratio was the highest, followed by 6 to 7 percent in
Albania and Bulgaria.

Thus, despite good recent growth, overall export and trade volumes,
especially in SEE5, fall short of their potential (based upon comparator
performance) and the need for export-led growth. A recent World Bank
study used a gravity model to predict trade openness in the region and
compared the results with actual trade. In 2003, SEE was trading at
only 77 percent of its potential (EU8 at 133 percent); Albania was at
53 percent; Bosnia and Herzegovina was at 56 percent; FYR Macedonia
was at 61 percent; and Bulgaria, Croatia, and Romania were at 94, 98
and 102 percent respectively (Broadman 2005, chapter 2). Exports of
goods and services per capita in SEE5 countries in 2005 ($887 on aver-
age) were much lower than the comparative figure for the Slovak
Republic in both 2005 ($5,940) and in 1996 ($1,778). Albania, Bosnia
and Herzegovina, and Serbia and Montenegro again brought up the low
end. Thus, despite strong recent export performance, SEE5 countries
must traverse some distance in order to reach their export potential and
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Table 2.2. Developments in Trade in Goods and Services in SEE Countries, 1996–2005 

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 Growth (%) 

SEE7 ($ millions) 1996–05 2000–05 

Exports of goods 

and services 27,517 30,018 30,890 28,942 33,644 36,523 41,841 54,478 70,699 82,068 12.0 19.2 

of which services 6,406 7,855 8,573 8,354 9,832 11,055 12,486 17,656 20,975 23,953 14.4 19.2 

Imports of goods 

and services 38,531 41,338 41,880 38,760 43,735 49,776 58,094 74,101 96,428 115,622 12.1 20.3 

of which services 5,400 6,099 6,161 6,279 6,738 7,124 8,343 10,831 13,822 16,039 11.7 18.8 

Total trade balance –11,014 –11,320 –10,990 –9,818 –10,091 –13,252 –16,254 -19,623 –25,730 –33,554 — —

Balance of goods –12,020 –13,076 –13,402 –11,894 –13,185 –17,184 –20,396 -26,449 –32,883 –41,468 — —

Balance of services 1,006 1,756 2,412 2,076 3,094 3,932 4,142 6,825 7,153 7,914 — —

(in %) Average share (%) 

Exports of goods 

and services 

in % of imports 71 73 74 75 77 73 72 74 73 71 73.3 73.4

Exports of goods

in % of imports 64 63 62 63 64 60 59 58 60 58 61.2 60.0 

Exports of services 

in % of imports 119 129 139 133 146 155 150 163 152 149 143.5 152.5 

Share of services 

in total exports 23 26 28 29 29 30 30 32 30 29 28.7 30.1 

Source: IMF Balance of Payments Statistics.

Note: — = not available.
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Table 2.3. Exports and Total Trade in Goods and Services as Percent Share of GDP-PPP (Openness) by SEE Country, 1996–2005 

Exports of 

goods and
Exports as % of GDP (PPP) Total trade as % of GDP (PPP) services

Merchandise Services Goods and services Merchandise Services Goods and services per capita

1996 2000 2005 1996 2000 2005 1996 2000 2005 1996 2000 2005 1996 2000 2005 1996 2000 2005 2000 2005

Albania 2.4 2.3 4.0 1.45 3.95 7.00 3.8 6.3 11.0 12.9 11.9 19.8 3.57 7.74 15.31 16.4 19.7 35.1 232 584

Bosnia and

Herzegovina 3.5 4.4 8.2 — 2.22 3.40 3.5 6.7 11.6 21.5 17.6 31.8 — 3.53 4.93 21.5 21.1 36.8 350 883

Bulgaria 11.3 10.0 17.2 3.15 4.51 6.25 14.4 14.5 23.5 23.0 23.5 43.9 6.03 7.98 11.31 29.0 31.5 55.2 868 2065

Croatia 13.1 10.6 15.0 9.25 9.74 16.95 22.3 20.3 31.9 35.6 29.5 46.7 14.20 14.09 22.76 49.8 43.6 69.5 1941 4206

Macedonia,

FYR 11.5 10.9 14.0 3.25 2.60 3.25 13.0 13.5 17.3 27.8 28.1 36.3 4.65 4.80 6.73 32.4 32.9 43.0 816 1236

Romania 5.9 7.8 13.9 1.55 1.32 2.49 7.0 9.2 16.4 14.2 17.7 34.2 2.55 2.83 5.22 16.7 20.6 39.5 540 1511

Serbia and

Montenegro 3.9 5.8 7.6 1.44 2.11 3.49 5.3 7.9 11.1 12.6 18.4 22.8 2.08 3.11 5.75 14.7 21.5 28.5 287 848

Western 

Balkans 7.2 7.5 10.3 3.09 4.59 6.91 10.3 12.1 17.2 22.0 22.6 32.8 5.05 7.01 10.07 27.0 29.7 42.8 678 1541

SEE 7.2 8.1 12.9 2.18 3.12 4.85 9.4 11.2 17.8 18.5 20.6 35.1 4.02 5.30 8.11 22.5 25.9 43.2 648 1607

Slovakia 15.0 19.5 36.1 4.14 3.68 — 19.2 23.2 — 33.9 40.5 74.9 8.21 6.64 — 42.1 47.1 — 2621 5940

Slovenia 31.8 26.0 43.3 8.16 5.63 8.96 39.9 31.7 52.3 67.8 56.2 89.0 13.87 9.92 15.43 81.6 66.1 104.4 5339 11649

Tunisia 12.0 9.8 12.6 5.73 4.63 4.81 17.7 14.4 17.4 28.8 24.1 28.5 8.44 6.67 7.44 37.2 30.8 35.9 901 1447

Turkey 6.4 6.3 12.0 3.72 4.65 4.22 10.1 10.9 16.2 18.3 18.6 31.1 5.59 6.72 6.16 23.9 25.3 37.2 711 1368

Source: UN COMTRADE database, World Bank World Development Indicators database, and IMF Balance of Payments Statistics.

Notes: — = not available.
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match the performance of countries such as the Slovak Republic (even
to reach its level eight years before it entered the EU). Finally, sustain-
able growth for the mostly-small SEE5 countries demands a strong rate
of growth in net exports.

Below-potential export performance in SEE5 can be attributed to
conflicts and sanctions, as well as to delayed transition in some coun-
tries. The loss of markets of the former Yugoslav Republics2 following
the breakup of the SFRY was aggravated by the effects of conflicts, by
economic sanctions, and by the destruction of infrastructure following
the NATO bombings of Serbia and Montenegro in 1999. This seriously
disrupted commercial and economic links among several former SFRY
neighbors and their main trading partners, as well as with international
production and distribution networks.3 These effects were compounded
by delayed transition and poor economic management in some countries,
including increased government intervention in markets (for example,
through price and exchange controls), lack of market-oriented
ownership structures, protectionism, and repressive regulation and
taxation, all of which hampered the development and performance of
export-oriented industries.

Expanding the industrial base and deepening services-sector liberal-
ization appear to be the core elements of a sustainable growth strategy
for SEE5 countries. The experience of EU8 countries demonstrates that
an expansion of merchandise exports may be necessary for job creation,
but would need to be accompanied by modernization of the services sec-
tor. Liberalization in services (see chapter 4) is necessary not only to
improve the growth of services, but also to increase the competitiveness
and efficiency of the manufacturing sector and aid its rapid integration
with international production and distribution chains.

Main Developments in Trade Policy 
Trade reforms accompanied other market-oriented reforms in the
Western Balkans. Policy reforms accelerated during the last five years and
included numerous early measures to liberalize the trade and foreign
exchange systems. For example, in December 2000, the Serbian author-
ities unified the exchange rate, restored current account convertibility,
removed bureaucratic trade and foreign exchange restrictions (including
almost all licensing and quantitative restrictions), and reduced tariff dis-
persion and average tariffs. For the Western Balkans, average tariffs were
reduced from 8.8 percent to 5.3 percent (see table 2.4).Agricultural tariffs,
however, stayed at about 11 percent in the Western Balkans and even
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rose in Serbia and Montenegro. Also, nontariff barriers on selected
products continue to be significant.

Market reforms were accompanied by policy-induced trade integra-
tion, both with the EU and with neighboring countries, which further
improved opportunities for export growth. As of 2000, the Stabilization
and Association Process (SAP) launched by the EU provided all Western
Balkan countries with nonreciprocal free access to EU markets through
autonomous trade preferences (ATPs). Access to EU markets was free of
tariffs and quantitative restrictions for almost all products, except for a
few products regulated by preferential tariff quotas.4 The ATPs were fully
extended to Serbia and Montenegro in November 2003.

In parallel, the SAP explicitly linked liberalization of trade with the
EU to regional cooperation and liberalization among the countries of
SEE.5 All SEE countries completed their commitments under the
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Table 2.4. Comparisons of Applied Tariff Rate (Simple Average in %) on SEE Imports,

by Product Type

Product Reporter 2001 2005

All goods Western Balkans 8.8 5.3

Albania 11.6 6.3

Bosnia and Herzegovina 5.3 n/a

Bulgaria 8.4 10.6

Croatia 7.6 2.4

Macedonia, FYR 10.3 4.1

Romania 11.6 6.6

Serbia and Montenegro 9.1 8.2

Agricultural Western Balkans 11.0 11.2

products Albania 12.7 8.3

Bosnia and Herzegovina 4.3 n/a

Bulgaria 21.9 21.4

Croatia 8.8 6.7

Macedonia, FYR 15.4 12.9

Romania 24.5 18.8

Serbia and Montenegro 13.7 16.8

Industrial Western Balkans 8.6 4.7

products Albania 11.5 6.0

Bosnia and Herzegovina 5.4 n/a

Bulgaria 7.3 9.9

Croatia 7.5 2.1

Macedonia, FYR 9.8 3.5

Romania 10.6 5.6

Serbia and Montenegro 8.7 7.3

Source: UNCTAD TRAINS database.

Note: Applied tariffs include MFN and preferential tariffs.



“Balkan” Stability Pact Memorandum of Understanding (MOU) on Trade
Liberalization and Facilitation in 2005.6 By the end of 2005, 32 bilateral
free trade agreements (FTAs) were being implemented within the group.
These FTAs liberalized almost all trade in industrial products between
the parties and significantly reduced tariffs and nontariff barriers on agri-
cultural products. In 2006, all SEE countries agreed to establish a single
FTA among themselves by expanding and negotiating terms and provisions
of a new CEFTA (see box 3.2).

Trade within SEE and with the EU 
Over the decade 1996–2005, SEE countries saw their share of exports
to the EU15 growing, but this change was more dramatic in some
countries. The share of SEE merchandise exports sold in EU15 rose
over the decade from 48 to 54 percent. This was particularly pro-
nounced for Bosnia and Herzegovina, Serbia and Montenegro, and FYR
Macedonia, is more dramatic over 1996–2003, and arose at least part-
ly from the EU’s generous trade preferences for the Western Balkan
countries (see annex table 2.1). This is in line with the experience of
Central European economies of similar size, in which preferential mar-
ket access to the EU under the Generalized System of Preferences and
later under the Europe Agreements (EAs) contributed significantly to
export expansion to the EU and compensated for the collapse of their
exports to former CMEA countries (World Bank 2000). Albania pres-
ents an extreme case: it exports about 90 percent of its products to the
EU, but more than 75 percent go to Italy and Greece (see annex table 2.1
and figure 2.2).

SEE exports have not been able to penetrate fast growing markets in
East and South Asia. Annex table 2.1 shows that the share of North
American Free Trade Agreement (NAFTA) countries in SEE exports has
expanded marginally, whereas the already low shares in the two fastest
growing regions in the world, East Asia and South Asia, have fallen. In
this context, Turkey’s experience is instructive. Turkey had similar dollar
exports ($23 billion) as SEE ($21 billion) in 1996, but much larger
exports by 2005 ($74 billion versus $58 billion). Although diversifica-
tion is not the only factor in this export growth, Turkey did spread its
exports to a much wider set of countries, including EU27, North
America, MENA, and SEE. In SEE, the one country that appears to have
taken advantage of East Asia’s fast growth is Bosnia and Herzegovina, in
which the share of exports to East Asia rose from 0.1 to 3.9 percent over
1996–2005.
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On the other hand, SEE countries are sourcing imports from a more
diversified base, including from East Asia. Annex table 2.2 shows that
SEE countries have been taking increasing advantage of competitive
imports from East Asia, whose share increased from 4.3 to 7.7 percent
of SEE imports over 1996–2005. All countries of SEE increased their
imports from East Asia except Serbia and Montenegro, whose dominant
change over this period was to increase imports from the new member
EU8 countries.

Within SEE, merchandise trade flows more than doubled over the past
five years in dollar terms. This has occurred both on the import and the
export side, with growth particularly high for Romania for exports to
SEE, and for Croatia, Romania, and Bulgaria for imports from SEE (see
table 2.5). In terms of nominal dollar values, Croatia, Romania, and Serbia
and Montenegro contributed to about 65 percent of total intraregional
exports, and Bosnia and Herzegovina contributed to about 30 percent of
intraregional imports in 2005.

Sharp recent growth has helped to reverse the 1996–2003 decline in
the share of intra-SEE trade in total trade. Trade preferences partly
helped increase the share of EU15 exports in total exports of SEE from
48 to 63 percent over 1996–2003, and to a lesser extent were mirrored
in EU15 share of imports (see annex tables 2.1, 2.2, and table 2.5 in this
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Table 2.5. Intraregional Merchandise Exports and Imports by SEE7 Country, 1996–2005

Growth rate (%) 

Country 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 1996–2005 2000–05 

Intraregional exports ($ millions)

Albania 11 10 5 8 11 16 12 14 12 22 8.6 8.2 

Bosnia and Herzegovina 298 435 423 319 273 275 414 314 611 944 7.3 23.8 

Bulgaria 514 329 289 370 612 494 526 717 961 1,144 12.2 15.5 

Croatia 624 777 752 652 679 787 973 1,226 1,647 1,873 11.5 21.5 

Macedonia, FYR 372 407 375 365 447 373 360 408 538 699 4.7 9.9 

Romania 257 241 238 262 484 411 381 611 1,041 1,489 19.2 25.4 

Serbia and Montenegro 725 814 939 533 530 521 675 428 1,123 1,488 3.3 20.0 

Western Balkans 2,030 2,443 2,495 1,878 1,939 1,972 2,434 2,390 3,930 5,026 7.3 19.5 

SEE 2,801 3,014 3,021 2,510 3,035 2,877 3,342 3,718 5,932 7,660 9.5 19.7 

Intraregional imports ($ millions)

Albania 97 35 43 66 77 77 107 102 122 177 12.1 15.7 

Bosnia and Herzegovina 952 1,132 1,302 889 794 848 1,079 750 1,603 2,335 5.1 19.8 

Bulgaria 163 124 140 113 285 216 221 352 561 901 19.6 26.0 

Croatia 131 233 256 215 194 264 347 557 848 1,206 21.0 37.5 

Macedonia, FYR 341 399 416 359 368 325 394 455 653 671 6.1 15.0 

Romania 125 137 129 126 170 199 179 282 471 710 17.8 29.1 

Serbia and Montenegro 799 824 682 584 817 723 773 969 1,401 1,828 8.3 17.8 

Western Balkans 2,321 2,622 2,699 2,113 2,250 2,238 2,700 2,833 4,627 6,218 8.4 20.9 

SEE 2,610 2,883 2,968 2,352 2,705 2,652 3,101 3,467 5,660 7,829 9.8 22.0 

Intraregional export share in total exports (%)

Albania 5.3 7.3 2.6 2.3 4.2 5.3 3.9 3.2 2.0 3.4 –6.1 –11.8 

Bosnia and Herzegovina 70.1 61.3 52.5 38.0 30.4 29.2 36.8 25.2 30.9 38.8 –8.4 2.9 
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Bulgaria 10.5 6.7 6.7 9.4 12.7 9.7 9.2 9.5 9.7 9.8 2.0 –3.6 

Croatia 13.8 17.9 16.6 15.2 15.3 16.9 19.8 19.8 20.5 21.3 4.0 6.4 

Macedonia, FYR 32.4 32.9 28.6 30.7 33.8 32.3 32.3 29.9 32.1 34.2 0.4 –0.1 

Romania 3.2 2.9 2.9 3.1 4.7 3.6 2.7 3.5 4.4 5.4 4.9 4.4 

Serbia and Montenegro 39.4 34.4 32.8 35.6 30.9 27.4 29.7 17.7 27.8 31.3 –4.4 –1.2 

Western Balkans 24.9 27.8 25.7 23.0 22.5 22.0 25.0 20.5 24.1 26.9 –0.7 2.8 

SEE 13.3 13.6 13.5 12.2 12.7 11.3 11.4 10.1 11.9 13.2 –1.7 0.6 

Intraregional import share in total imports (%)

Albania 10.3 5.6 5.1 5.7 7.1 5.8 7.1 5.5 5.4 6.7 –2.0 –2.1 

Bosnia and Herzegovina 43.9 41.9 44.9 33.2 29.9 30.1 32.1 20.9 32.5 33.1 –5.0 0.9 

Bulgaria 3.2 2.5 2.8 2.1 4.4 3.0 2.8 3.2 3.9 5.0 4.9 4.5 

Croatia 1.7 2.6 3.1 2.8 2.5 2.9 3.2 3.9 5.1 6.5 11.4 19.4 

Macedonia, FYR 21.0 22.4 21.7 20.2 17.6 19.3 19.7 19.8 22.5 20.8 –0.3 3.7 

Romania 1.1 1.2 1.1 1.2 1.3 1.3 1.0 1.2 1.4 1.8 3.2 5.7 

Serbia and Montenegro 19.5 17.2 14.1 17.7 22.0 15.0 12.2 15.1 16.0 19.3 –1.0 -0.7 

Western Balkans 14.0 13.8 14.3 12.7 12.9 11.3 11.3 10.0 13.0 15.2 –1.1 3.2 

SEE 7.9 8.2 8.3 7.2 7.3 6.2 6.2 5.5 6.9 7.9 –2.4 1.5 

Share of intraregional exports in SEE (%) 

Albania 0.4 0.3 0.2 0.3 0.4 0.6 0.4 0.4 0.2 0.3 –0.9 –11.5 

Bosnia and Herzegovina 10.6 14.4 14.0 12.7 9.0 9.6 12.4 8.4 10.3 12.3 –2.2 4.1 

Bulgaria 18.4 10.9 9.6 14.7 20.2 17.2 15.7 19.3 16.2 14.9 2.7 –4.2 

Croatia 22.3 25.8 24.9 26.0 22.4 27.3 29.1 33.0 27.8 24.5 2.0 1.8 

Macedonia, FYR 13.3 13.5 12.4 14.6 14.7 13.0 10.8 11.0 9.1 9.1 –4.7 –9.8 

Romania 9.2 8.0 7.9 10.4 15.9 14.3 11.4 16.4 17.6 19.4 9.8 5.6 

Serbia and Monte 25.9 27.0 31.1 21.2 17.4 18.1 20.2 11.5 18.9 19.4 –6.2 0.3 

Western Balkans 72.5 81.1 82.6 74.8 63.9 68.5 72.8 64.3 66.3 65.6 –2.2 –0.3 

SEE 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 — —

(continued)
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Table 2.5. Intraregional Merchandise Exports and Imports by SEE7 Country, 1996–2005 (continued)

Growth rate (%) 

Country 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 1996–2005 2000–05  

Share of intraregional imports in SEE (%)

Albania 3.7 1.2 1.4 2.8 2.8 2.9 3.4 2.9 2.2 2.3 2.2 –6.3 

Bosnia and Herzegovina 36.5 39.3 43.9 37.8 29.4 32.0 34.8 21.6 28.3 29.8 –4.7 –2.2 

Bulgaria 6.3 4.3 4.7 4.8 10.5 8.1 7.1 10.2 9.9 11.5 9.7 4.0 

Croatia 5.0 8.1 8.6 9.2 7.2 9.9 11.2 16.1 15.0 15.4 11.2 15.5 

Macedonia, FYR 13.1 13.8 14.0 15.2 13.6 12.3 12.7 13.1 11.5 8.6 –3.7 –7.0 

Romania 4.8 4.8 4.3 5.3 6.3 7.5 5.8 8.1 8.3 9.1 8.0 7.1 

Serbia and Montenegro 30.6 28.6 23.0 24.8 30.2 27.3 24.9 28.0 24.8 23.4 –1.5 –4.2 

Western Balkans 88.9 90.9 90.9 89.8 83.2 84.4 87.1 81.7 81.8 79.4 –1.4 –1.1 

SEE 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 — —

Source: UN COMTRADE database.

Note: — = not available.

38



chapter). This came at the expense of intra-SEE exports and imports,
which fell over this period by 2 to 3 percentage points. However,
between 2003 and 2005, intra-SEE trade increased sharply, and its share
in total exports and imports increased by 2 to 2.5 percentage points. The
signing of bilateral FTAs within SEE, as well as recovery from post-conflict
situations, may explain some of this reversal.

However, the importance of intra-SEE trade in total flows varies sig-
nificantly across countries and reflects a legacy of the past. Trade flows
among the successor states of the SFRY are higher. The SEE region
absorbs about 30 to 35 percent of exports of Bosnia and Herzegovina,
Serbia, and FYR Macedonia, and 20 to 35 percent of their imports. On
the other hand, only 5 percent of Albania’s trade flows are to SEE coun-
tries. Similarly, Bulgaria has developed greater ties with the rest of the
world (including Turkey), and Romania with the EU (see annex tables
2.1, 2.2). In this context, a gravity model analysis found that in 2003,
SEE countries were already “overtrading” with each other, compared
with the intra-SEE trade predicted by the model. However, the extent of
overtrading had reduced from a factor of 3.5 in 1994 to 1.8 by 2003
(Broadman 2005).7 Given this, it is likely that further economic integration
within SEE will be driven by FDI rather than by trade, which in turn
would be attracted by a more integrated regional economic market (see
the next section).

Composition of Trade

Albania is an outlier in terms of product concentration of its export
basket. Annex table 2.3 shows that the top three products of Albania (at
the three digit level) made up one-third of exports, the top 10 made up
59 percent, and the Hirschman concentration index (which varies from
0 to 1 as concentration increases) was 0.23 in 2005.Textiles and footwear
dominate Albanian exports. For other SEE countries, the index is lower
or slightly higher (FYR Macedonia) than comparator countries like the
Slovak Republic.

Most of the SEE countries have experienced significant restructuring
in the commodity composition of foreign trade. Table 2.6 shows that all
countries have moved away from agricultural exports. The share of food
and agricultural raw material exports in total SEE exports has declined
from 18 percent in 1996 to 10 percent in 2005, offset by an increase in
the share of ores and metals and fuel exports from 12.6 to 17.8 percent.
The positive development was an increase in the share of manufacturing
exports for most countries. Import structures also changed, and a sustained
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Table 2.6. The Structure of SEE Exports by Major Product Category, 1996 and 2005

Share of total exports (%)

Agricultural Motor Misc.

Food & raw Ores & All Leather & Wood & Textiles & Machinery vehicles manufac-

Exporter Year feeds materials  metals Fuels manufactures Chemicals rubber papers  clothing excl. auto and parts turing

Albania 1996 11.1 9.0 11.6 3.0 65.3 1.4 20.2 1.9 25.0 1.7 0.0 15.1 

2005 5.7 4.4 7.4 2.6 79.8 0.5 19.9 2.3 30.4 3.8 0.3 22.6 

Bosnia and 1996 15.2 20.2 6.0 3.3 54.4 2.9 3.9 3.8 8.9 8.8 4.7 21.4 

Herzegovina 2005 4.6 7.1 24.0 6.5 57.6 2.7 2.8 3.1 7.5 15.4 1.5 24.6 

Bulgaria 1996 18.1 2.9 9.7 6.5 60.2 18.3 1.8 1.8 9.4 11.7 0.8 16.4 

2005 10.5 1.6 14.2 10.4 59.5 7.5 1.2 1.9 17.6 13.6 0.7 17.0 

Croatia 1996 11.4 4.7 2.2 9.2 72.4 14.1 2.3 2.7 16.5 20.0 1.4 15.4 

2005 10.5 3.4 3.8 13.9 68.2 9.8 1.7 3.0 7.7 27.0 2.0 17.0 

Macedonia, FYR 1996 21.2 3.5 9.5 0.9 64.8 5.9 0.7 0.9 27.9 5.9 1.8 21.7 

2005 16.3 0.8 3.0 8.0 71.6 4.3 1.2 0.5 26.9 4.0 1.4 33.5 

Romania 1996 8.5 3.4 3.2 7.4 76.7 9.8 3.6 1.7 21.4 11.7 2.1 26.4 

2005 2.9 2.3 4.2 10.7 79.2 5.7 3.6 2.4 19.1 21.1 4.7 22.5 

Serbia and 1996 28.2 4.0 14.8 2.2 48.9 8.9 3.8 1.4 5.6 10.3 1.7 17.3 

Montenegro 2005 19.0 3.1 12.7 2.9 61.9 10.2 5.5 3.6 6.5 8.3 1.6 26.3 

Western Balkans 1996 16.8 5.3 6.5 6.0 64.9 10.9 3.0 2.2 15.5 14.7 1.6 17.0 

2005 12.3 3.5 8.7 9.1 66.0 8.1 3.4 2.9 10.3 17.4 1.7 22.4

SEE 1996 13.9 4.0 6.0 6.6 68.4 12.2 3.0 1.9 16.3 12.9 1.6 20.5 

2005 7.5 2.6 7.7 10.1 71.0 6.8 3.1 2.4 16.0 18.4 2.9 21.4 

EU-8 1996 10.1 3.1 4.0 5.2 77.3 9.4 2.3 4.7 10.4 19.8 7.3 23.4 

2005 6.5 1.7 2.7 5.0 81.6 6.9 2.2 3.6 4.4 32.1 12.9 19.5 

Source: Computations based on UN COMTRADE statistics.
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increase in the share of machinery and equipment since 2000 could be
one sign that obsolete production capacity is being replaced, at least to
some extent. However, this should be kept in perspective because the
EU8 is increasing its already-large share of machinery imports twice as
fast as SEE.

Export and import structures for SEE have, on the average, moved
slowly toward more skill- and/or capital-intensive products, but there are
wide variations among countries. Annex table 2.4 shows that Romania,
Croatia, and Serbia and Montenegro had the highest share of SL-intensive
and CI exports. Both Serbia and Montenegro and FYR Macedonia
recorded a major jump in the share of SL-intensive exports between
2003–05, while Bosnia and Herzegovina did the same for CI exports. All
countries except Albania have a SL and CI export share of between
33 and 46 percent. Bulgaria is the only country to record a drop in the
share of both SL and CI exports over 1996–2005. Albania is again the
extreme case, and has only a 10 percent share of SL and CI exports. With
respect to merchandise imports, the restructuring has been stronger and
homogeneous. SEE is shifting toward more SL-intensive and CI imports,
which account for 56 percent of total exports in 2005 versus 50 percent
in 1996. Nevertheless, the share of capital-goods imports (30 percent)
remains much lower than that of EU8 countries (40 percent).

The example of the Slovak Republic highlights the distance that most
countries in SEE need to traverse. The Slovak Republic’s share of SL
exports grew by 13 percentage points to 48 percent of exports by 2005.
This is by far the highest share of any country included in annex table
2.4, and again points to the importance of human capital in sustaining
export growth (see chapter 5). Starting from a significant export base in
1996, the Slovak Republic managed to sustain an export growth rate of
more than 15 percent over the decade to 2005, and even accelerate the
growth rate to 22 percent over 2000–05. The only other comparable
country in SEE is Romania, which started from a similar export base and
sustained a growth of over 14 percent. Other countries with a reason-
able base level of exports, Croatia and Bulgaria, could not sustain such
growth rates (Bosnia and Herzegovina exports grew at almost 16 percent
over the period, but the base was very low).

By contrast, the continued concentration of exports in unskilled-labor
(UL)- and natural-resource (NR)-intensive products puts future export
growth prospects at risk in some SEE countries. In SEE countries, UL- and
NR-intensive products formed an average of over 60 percent of exports in
2005, ranging from 89 percent for Albania to 53 to 67 percent for other
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countries (annex table 2.4). In Albania, 15 years after the transition, the
share of SL and CI products has barely increased, despite starting from
a very low base. The high share of UL- and NR-intensive products in the
export basket of all SEE countries contrasts with the experience of the
new member states. For example, as early as 1996, eight years prior to
accession, the share of UL- and NR-intensive products in EU8’s exports
was 48 percent, which reduced further to 33 percent by 2005.The expe-
rience of the EU8 countries shows that a rapid shift toward SL-intensive
and CI exports (which followed completion of their free trade agree-
ments with the EU and WTO accession, and was also accompanied by
growing FDI) can contribute to more integration with EU markets at
more sophisticated levels.

The factor content of exports matters for several reasons. First,
SL-intensive and CI industries tend to pay higher wages, and growth of
exports in these sectors would likely lead to an increase in the standards of
living of the population. On the other hand, excessive reliance on exports
of natural-resource-based products that involve little processing8 (which is
the case in some SEE countries) may not have the same effect on wages.
Second, labor costs in many SEE countries are relatively high (see the con-
cluding section) and therefore, reliance on unskilled-labor-intensive
exports, such as textiles and footwear, may not be sustainable in the long
run, given the increasing competition from low-wage countries like China,
India, and Bangladesh. Third, the lower return to labor in UL products, for
example, and the large weight of such products in export production
reduces the incentive of workers to invest in their own human capital.

Global Production Sharing Networks and FDI

SEE economies have been active in buyer-driven production chains but
have not yet managed to make a significant transition toward producer-
driven supply chains. During the initial phase of the transition, most SEE
countries relied on unskilled-labor-intensive exports associated with buyer-
driven production chains in clothing and furniture (in which global buy-
ers, typically large retailers, branded marketers, and manufacturers create a
supply base without direct ownership). A few of these countries have
managed to shift toward SL and CI exports through producer-driven net-
works encompassing automotive and information technology industries
(in which there is common ownership of vertically-integrated stages of
production, and emerge usually as a result of FDI). On the other hand,
EU8 countries made this transition successfully, and, over time, have

42 Western Balkan Integration and the EU



increased their dominance in such producer-driven supply chains, i.e.,
goods that are part of production-sharing networks.9 Annex table 2.6
shows that the share of parts and components (P&C) trade in their man-
ufactured exports rose from 12 to 20 percent, with their dollar value grow-
ing from $8 billion to $50 billion over 1996–2005.10 In this process, the
EU8 countries exploited the somewhat faster growth in world trade in
P&C over 1996–2005. World-manufactured exports grew by an annual
average rate of 6.6 percent, whereas P&C exports grew by 7.3 percent.

The aggregate data for SEE reveals increased participation in producer-
driven networks, but this has been dominated by Romania. Over 1996
to 2005, SEE exports of parts and components grew fivefold in dollar
terms, and from 6 to 11 percent of manufactured exports (see table 2.7).
However, this performance is propped up largely by Romania, which
provided 60 percent of regional P&C exports in 2005, significantly more
than its 36 percent contribution in 1996.

Performance in such network trade is highly variable. Albania, Serbia
and Montenegro, FYR Macedonia, and Bulgaria are the underperformers
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Table 2.7. Trade in Parts and Components by SEE Country and Other

Selected Comparators, 1996–2005

Exports Imports P&C as % P&C as % P&C as % P&C as % 

of P&C of P&C total total manufac. manufac.

Reporter Year ($ millions) ($ millions) exports imports exports imports 

Albania 1996 2 52 1.0 5.6 1.5 9.1

2005 18 152 2.7 5.8 3.3 8.2

Bosnia and 1996 13 114 3.0 5.2 5.5 9.4

Herzegovina 2005 336 426 13.8 6.0 23.9 9.3

Bulgaria 1996 130 254 2.7 5.0 4.4 10.4

2005 497 1,078 4.2 5.9 7.1 9.0

Croatia 1996 321 448 7.1 5.8 9.8 8.4

2005 762 1,275 8.7 6.9 12.7 9.4

Macedonia, 1996 29 84 2.5 5.1 3.9 7.9

FYR 2005 46 126 2.3 3.9 3.2 6.2

Romania 1996 314 862 3.9 7.5 5.1 11.7

2005 2,664 3,870 9.6 9.6 12.1 12.6

Serbia and 1996 52 247 2.8 6.0 5.8 10.1

Montenegro 2005 160 745 3.4 7.9 5.4 10.2

Western Balkans 1996 416 945 5.1 5.7 7.9 8.9

2005 1,322 2,725 7.1 6.7 10.7 9.3

SEE 1996 861 2,060 4.1 6.2 6.0 10.1

2005 4,482 7,673 7.7 7.7 10.9 10.7

(continued)
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Table 2.7. Trade in Parts and Components by SEE Country and Other

Selected Comparators, 1996–2005 (continued)

Exports Imports P&C as % P&C as % P&C as % P&C as % 

of P&C of P&C total total manufac. manufac.

Reporter Year ($ millions) ($ millions) exports imports exports imports 

Memo Items:

EU8 1996 7,702 11,277 9.4 10.3 12.2 13.8

2005 49,520 48,566 16.1 14.5 19.8 19.3

CIS12 1996 2,120 4,293 1.9 5.0 6.0 11.4 

2005 4,418 13,325 1.5 8.2 5.5 12.5

Slovak 1996 659 836 8.8 8.9 11.0 12.7

Republic 2005 3,679 5,481 11.5 15.9 13.7 21.3

Slovenia 1996 954 890 11.5 9.4 12.7 12.4

2005 2,782 2,099 14.4 10.3 16.4 13.8

Tunisia 1996 187 585 3.4 7.6 4.2 10.1

2005 954 1,501 9.1 11.4 12.1 15.8

Turkey 1996 664 3,053 2.9 7.1 3.9 10.2

2005 4,057 9,635 5.5 8.3 6.8 12.4 

in P&C exports. Serbia and Montenegro and FYR Macedonia have low
and even declining shares of such exports in total manufactured exports.
Albania’s share is also very low. Bulgaria’s network trade share does
increase from 4.4 to 7 percent of manufactured exports, but this is still
a low share and starts from a small base. Croatia’s share is larger and rose
to 12.7 percent in 2005, but the starting base was small and the value of
its exports in 2005 amounted to only $760 million. Bosnia and
Herzegovina witnessed a jump from 5.5 percent to 22.5 percent over
1996–2005 in its network trade share, but the small base does not enable
certainty as to whether such growth will be sustained. Only Romania
holds both a significant share (12 percent in 2005) and a significant vol-
ume ($2.6 billion) of network trade.

FDI explains much of the P&C trade. In the experience of most EU8
countries and Turkey, FDI has been found to be strongly correlated with
network export performance (Broadman 2005). This is not surprising,
given the higher technological content of such trade and the production
and distribution networks that multinational corporations are able to
marshal.11 In SEE, this holds in most cases. In Romania, although the
FDI per capita is not as large as in Croatia and Bulgaria (because of
Romania’s higher population), its sheer volume ($24 billion FDI stock as
of 2005, compared with Croatia’s stock of $13 billion) and sustained
inflows have allowed it to dominate network trade in SEE. Croatia’s

Source: UN COMTRADE database.



large inflows of FDI have helped it increase its network exports. In
Bulgaria, although FDI flows have been sustained and significant, they
have largely occurred in sectors not directly related to P&C trade, such
as finance, electricity, telecom, and so on. For Albania, Serbia and
Montenegro, and FYR Macedonia, network trade remains quite insignif-
icant and FDI volumes also remain low. Bosnia and Herzegovina’s sur-
prising export surge in network exports, accompanied by a doubling of
dollar merchandise exports over 2003–05, may be attributed in part to
a fivefold jump in cumulative FDI over 2000–05 (see also box 2.1).
Annex table 2.6 shows the details of export performance for each of the
SEE countries as well as for the world as a whole.

FDI is crucial for boosting export performance and technology
absorption. Whether FDI is attracted by the domestic market, or is seek-
ing the most efficient production base as part of a production network,
it brings in technology and organizational skills, and in the process also
creates positive spillovers to domestic firms. The experience of transition
economies linking trade and FDI is documented in Broadman (2005).
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Box 2.1

Network Trade Helps but Is Not the only Source 
of Skills and Technology

Countries with participation in network trade have benefited in terms of

knowledge and capital, but network-related investment is not the only source of

technology and skills. For example, although the network share of manufactured

exports from Serbia and Montenegro and FYR Macedonia is negligible, the skill

content of their overall exports is 29 to 30 percent. This is possible because some

of the non-network portion of manufactured exports can also be skill-intensive

(or capital-intensive)—a point illustrated by the fact that the fastest growing

exports from these countries, such as ferro alloys, bars of waste metal, and scrap

in the case of FYR Macedonia, and hydrocarbons, acids, and alcohol in the case

of Serbia and Montenegro, appear to fit this description. Moreover, FDI also

occurs in non-network sectors, such as infrastructure.

Other SEE countries fit the model more easily. Romania and Croatia have a

higher share of skilled-labor and capital-intensive exports, and also have more

network exports. Albania (at one extreme) and Bulgaria (at the other) have low

network exports and low skilled-labor and capital-intensive exports. The Bosnia

(continued)



In general, foreign firms are more export-oriented than domestic firms.12

Although it is true that countries can develop and grow without signifi-
cant inflows of FDI, these tend to be the exception rather than the rule.
An example in the region is Slovenia, which has the lowest stock of FDI
to GDP (21 percent in 2006) among the countries of Central and South
East Europe.13 However, it seems unlikely that SEE5 countries could
increase exports and grow in a sustainable manner without significant
increases in FDI inflows, given their product mix and low participation
in producer networks.

Unfortunately, most countries in the region have received lower FDI
flows than their potential or comparators. Table 2.8 below shows the
very low FDI per capita of countries in SEE5. The cumulative FDI in
SEE5 countries (more than 17 million people) was $11 billion in 2005,
significantly less than in smaller countries such as the Slovak Republic
(population: 5.4 million) and Tunisia (population: 10 million).
Moreover, much of the FDI inflows into SEE5, including a recent surge,
have arisen from a few large privatization deals, which are not sustain-
able sources of FDI growth (World Bank 2004b). Fortunately, SEE can
do more to attract FDI. An IMF paper on FDI in SEE shows that the gap
between actual and potential non-privatization-related FDI stock in
2003 was very high for most SEE countries: 82 percent for Bosnia and
Herzegovina, 68 percent for Albania, 66 percent for Croatia, 64 percent
for FYR Macedonia, and 50 percent for Serbia and Montenegro versus
31 percent for the Slovak Republic and 38 percent for Romania
(Demekas et al. 2007).
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and Herzegovina case is very interesting. Its surge in the share of network

exports from 9 percent in 2000 to 23 percent in 2005 arises from some of its

fastest growing products. Between 2000–05, for example, its exports of parts of

internal combustion engines and parts of compressors rose from $0.6 and $0.5

million to $165 and $64 million respectively. These are annual growth rates of

125 and 93 percent respectively versus their overall export growth of 23 percent.

At least some of this may owe to the recent increased activity of an oil and water

pump manufacturer, established in 1954, which now exports to 22 countries.

Note: Privatization of this company began in 2003 and was completed in 2006. It received the ISO

9000 certification in 1998, and ISO 14000 certification in 2005. According to the company’s website,

sales rose from 10 million KM in 2004 to 13.5 million KM in 2005. See http://www.pobjeda-tesanj.ba

for details.



Table 2.8. Stock of Foreign Direct Investment (FDI) by SEE Country and Other Selected Comparators, 1995–2005

2006 FDI

Cumulative FDI ($ millions) 2005 index FDI stock per capita 2005 index stock

Country 1995 2000 2005 1995=100 2000=100 1995 2000 2005 1995=100 2000=100 (% GDP) 

Albania 201 568 1,680 836 296 64 185 537 837 290 26

Bosnia and Herzegovina 9 398 2,067 22546 520 3 103 529 19736 512 29

Bulgaria 445 2,257 9,173 2059 406 53 280 1,185 2235 423 63

Croatia 478 3,523 12,516 2620 355 102 804 2,816 2753 350 59

Macedonia, FYR 160 538 1,880 1176 350 81 268 924 1135 345 42

Romania 821 6,480 23,818 2901 368 36 289 1,101 3042 381 32

Serbia and Montenegro 329 1,319 5,428 1648 411 31 162 665 2129 410 33

Western Balkans 1,177 6,345 23,571 2003 371 50 296 1,087 2192 367 38

SEE 2,443 15,083 56,562 2315 375 45 290 1,108 2485 382 41

Montenegro — — — — — — — —  —  —  69

Comparator

Slovak Republic 810 3,733 15,324 1891 411 151 693 2,845 1883 411 41

Slovenia 1,886 2,894 8,064 428 279 948 1,455 4,036 426 277 21

Tunisia 10,967 11,545 16,924 154 147 1,224 1,207 1,689 138 140 —  

Turkey 14,977 19,209 42,170 282 220 243 285 581 239 204 —  

Sources: UNCTAD World Investment Report Web data (FDI data); World Bank World Development Indicators database (population data).

Note: — = not available.
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The general experience of FDI and exports is closely replicated in
SEE, with SEE5 countries performing poorly. Figure 2.3 shows the very
close correlation between FDI per capita and export performance (per
capita) in SEE countries. With poor FDI inflows, Albania, Bosnia and
Herzegovina, FYR Macedonia, Serbia, and Montenegro are faced with
the problem of weak export capacity.

The question then remains as to what can be done to attract more FDI,
which is the subject of much of this report. SEE countries have the
potential to exploit new opportunities for the relocation and fragmenta-
tion of production, given that their location is at the heart of the transit
corridor between the EU, Eastern Europe, Turkey, and the Middle East. A
more integrated SEE market can help to attract FDI that seeks to exploit
larger domestic markets. Beyond that, each individual country needs to
strive to improve its policies and investment climate in a focused and pri-
oritized manner, but priorities will differ for each country. To the extent
that some general statement can be made about common constraints, this
report argues that SEE countries would be better prepared for future firm
growth and for the inevitable increased competition from lower-wage
countries by developing human capital, further reducing telecommunica-
tions costs, and removing potential constraints to power supply.

Labor Costs and Competitiveness

This section reviews labor costs and labor costs per unit of output, and
also attempts to relate wages to ongoing developments in trade. In the
discussion on labor costs, the SEE situation is compared with the Slovak
Republic and some other EU8 countries. The section tries to show that

Figure 2.3. FDI and Exports in SEE, 2005

Source: UNCTAD World Investment Report Web and World Bank World Development Indicators database.
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wage levels are inconsistent with the content of exports and raises con-
cerns about the sustainability of export growth.

Introduction
Wages are a significant element in investment decisions. In the business
press and management consultants’ reports, wages are often seen as the
driver of investment decisions (box 2.2 provides an example). Whereas
wages are only one factor in investment decisions (other factors include
the investment climate, exchange and interest rates, and agglomeration
effects), this section reviews some evidence on wage levels in SEE to
provide an indication of whether these are constraining investment and
growth. In general, low value-added products (which include most of
unskilled-labor-intensive products) have thin profit margins, and wages
can make a big difference in the decision to invest.

Box 2.2

Eastern Europe Hit by Shortage of Workersa

Growing labor shortages are now affecting Eastern Europe too. These shortages

in the new member countries of the EU arise from a combination of three pri-

mary factors: emigration, uneven distribution of skills, and lack of labor mobility.

While investment in Eastern Europe is still on the rise, companies find that they

have to either increase pay or look well beyond local labor markets for qualified

workers (with some employers turning to Uzbekistan and Tajikistan, and even

considering China as a possible source for labor). One Swiss textile company in

fact employs over 800 Chinese workers in eastern Romania. 

Despite the relatively high unemployment rate in new member states (for

example, 13 percent in Poland), companies often struggle to fill positions.

Interviews with firms suggest that attempts to encourage labor mobility in

countries such as Hungary and Czech Republic have failed, owing to traditional

unwillingness to move for jobs. Furthermore, throughout Eastern Europe the

educational and vocational training systems are unable to keep up with the

rapid growth in inward investment and resulting labor demand. 

Economists warn that labor shortages in the new member states can ulti-

mately constrain growth. Until now, robust growth was promoted by invest-

ment attracted by low wages. However, if the continuing labor shortages lead to

wage increases that outpace productivity gains, the region will become less

attractive for foreign investment. 

a. This is a summary of a Financial Times article by Condon and Cienski (2007). 
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Table 2.9. Trends in EU27 Market Shares of Apparel and Clothing by SEE

and Other Selected Countries, 1996–2005 

Partner 1996 2000 2001 2004 2005 

World ($ millions) 38,363 43,250 44,242 67,183 74,124 

Western Balkans 2.53 2.27 2.57 2.08 1.95 

SEE 7.71 9.93 11.93 11.80 10.52 

Albania 0.19 0.21 0.27 0.21 0.19 

Bosnia and Herzegovina 0.06 0.22 0.26 0.21 0.21 

Bulgaria 1.04 1.70 2.10 2.17 2.06 

Croatia 1.54 1.05 1.14 0.87 0.74 

Macedonia, FYR 0.54 0.55 0.57 0.52 0.51 

Romania 4.15 5.96 7.26 7.55 6.51 

Serbia and Montenegro 0.20 0.24 0.32 0.27 0.30 

CIS12 1.53 1.81 1.88 1.67 1.54 

Middle East and North Africa

& Sub-Saharan Africa 27.79 26.37 27.72 27.63 24.98 

Turkey 12.73 12.74 13.49 15.82 14.79 

Morocco 5.93 5.40 5.72 4.88 4.25 

Tunisia 6.79 6.02 6.46 5.19 4.50 

East Asia & South Asia 49.29 51.74 51.40 55.17 61.09 

Bangladesh 3.97 5.74 6.16 7.64 6.61 

China 16.48 21.23 22.16 27.67 35.86 

Hong Kong, China 11.67 7.76 6.42 4.72 3.86 

India 6.89 5.79 5.94 5.89 6.85 

Indonesia 3.66 4.41 4.26 3.01 2.52 

Pakistan 2.41 2.06 2.13 2.29 1.90 

Source: Based on EU data from UN COMTRADE database.

There is concern about the export structure of SEE countries, as seen
earlier, and the increasing possibility of getting squeezed out by lower-
wage countries. The share of SL-intensive and CI products only gradually
rose over 1996–2005 in all SEE countries except in Bulgaria and Serbia
and Montenegro. Thus, in 2005, a very large share of merchandise exports
continued to be based on natural resources or unskilled labor: an average
of 60 percent for SEE versus 33 percent for EU8 in 2005 (and 48 percent
in 1996). The lack of restructuring in exports leaves the region vulnerable
to competition from low-wage countries.

Indeed, competition in the most visible low-wage product, apparel
and clothing, is already felt. The abrogation of the Agreement on Textiles
and Clothing on January 1, 2005, led to a dramatic increase in imports
from Asia, especially from China (see table 2.9). With tariffs already at
levels of less than 10 percent, quotas were the major source of protection
for SEE countries. Despite examples in the region of apparel companies
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who succeeded in the new competitive environment (see chapter 5), the
region is unlikely to see future gains in market share in low-skill prod-
ucts such as apparels and clothing. Even the lower-wage countries such
as Albania, Bulgaria, and Turkey lost market share in 2005, whereas
China and India were the notable gainers.

Measuring Wage Competitiveness
A number of different measures of wage competitiveness are used in the
literature. In the business press, the most popular measure is the average
wage measured in an international currency. Further refinement is
obtained by comparing wages at different skill or responsibility levels, or
by industry. Thus, the Federation of European Employers maintains a
database that provides salary data for 48 European countries within
32 standard categories for small and large companies. A midpoint and
range is provided for each job. Although wages measured in international
currency provide an intuitive and easily understandable measure, they do
not account for productivity differences between workers. For example,
although workers in the United States are paid more than those in
Vietnam, potential investors may be looking at comparisons of wages per
unit of output, rather than wages alone.

The focus of this study is on a comparison of gross wages in Euros.
One reason for this is that productivity-adjusted wage comparisons
across countries are notoriously hard to interpret, given that the denom-
inator is a heterogeneous mix of different products of varying quality. The
other reason is that for many reasons, productivity differences should in fact
not be considered: a German company investing in Serbia might believe
that it can achieve German productivity levels when operating in Serbia,
assuming that it largely controls its own operating environment. For this
company, existing productivity levels in the countries it is investing in
may not be relevant, but the wage levels will matter.

Although aggregate wage data is always subject to measurement error,
the data used here is subject to a particular bias that suggests caution in
interpreting the results. The primary sources of data are the official data
published by the statistical offices. This data might be increasingly less
representative for several countries. For example, in the case of Serbia, a
recent World Bank Labor Market Study noted that the RAD-1 Survey
has not been redone since 2001. The sample size in the meantime has
fallen from 13,000 reporting units in 2001 to 8,500 units in 2005.
Because the sample consists entirely of survivor firms, with weak firms
dropping out due to restructuring, privatization, or liquidation, and of



public sector firms which pay higher wages than private sector firms, the
wage data is expected to systematically overestimate wages. Estimates of
wages from tax data appear to confirm that the enterprise data bias
wages upwards in Serbia. This problem also exists in Bosnia and
Herzegovina. Ongoing work in the World Bank confirms that this bias is
most clear for Serbia and Bosnia and Herzegovina. In Albania, published
wages, which refer to public sector wages, appear to be about 25 percent
higher than economy-wide wages. FYR Macedonia, on the other hand,
appears to be improving the representativeness of its wage data
(Arandarenko and Vukojevic 2007). As a check, gross wage data from
alternative sources is also presented, including data from a MIGA study
and from World Bank salary surveys across different countries.

Labor Costs and Competitiveness
Wages are highly variable in SEE. Gross labor costs (wages plus employer
and employee contributions for social security) in Euros are presented in
table 2.10 for the countries of SEE as well as a few new member states for
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Table 2.10. Gross Labor Costs 

(in euros)

2003 2004 2005

Albania All sectors 134 148 161

Industry 132 138 155

Services 144 151 173

Bosnia and Herzegovina All sectors 395 402 420

Industry 307 318 344

Services 409 426 451

of which Federation of Bosnia All sectors 394 401 419

and Herzegovina Industry 332 331 352

Services 436 446 464

of which Republika Srpska All sectors 294 329 362

Industry 243 281 322

Services 335 365 392

Macedonia, FYR All sectors 322 335 343

Industry 323 337 349

Services 374 387 403

Montenegro All sectors 271 303 326

Industry 217 271 303

Services 307 332 355

Serbia All sectors 255 281 307

Industry 205 252 269

Services 306 336 367

(continued)



comparison. Albania and Bulgaria are the lowest-wage countries in SEE.
Average monthly wages are almost half of the next lowest country Serbia.
According to the data, Bosnia and Herzegovina and FYR Macedonia are
the two high-wage countries in SEE5. However, wages are appreciably
higher in Croatia, Hungary, and Poland than in Bosnia and Herzegovina
or FYR Macedonia. Although Romania gross wage data could not be
obtained, other wage information indicates that Romania wages are
about the level of Serbia. There appears to be some trend toward wage
equalization. Wages over 2003–2005 grew slowly in FYR Macedonia and
Bosnia and Herzegovina and much faster in the lower-wage countries,
especially Serbia and Montenegro. Albania’s wages grew faster than
Bulgaria’s over the same period, resulting in an apparent parity between
the two countries’ wages by 2005.

A recent MIGA study (2006) provides data on gross wages based on
interviews with a limited number of firms in the industrial sector.Although
the data are from a very small sample (80 firms in the Western Balkans)
relative to the official sources presented above, and collected through a
nonstandardized methodology, they provide a useful check on the gross-
wage data, especially considering the bias mentioned above. Data are not
available for all comparator countries, and it should be noted that the data
for Serbia and Montenegro are reported together. The data are collected
for skilled and unskilled workers and presented in table 2.11. The official
data from table 2.10 are presented here for comparison.

For Bosnia and Herzegovina, the MIGA study indicates that wages in
industry are higher than those reported in the official data, whereas for
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Table 2.10. Gross Labor Costs (continued)

(in euros) 

2003 2004 2005

Bulgaria All sectors 142 150 161

Industry 128 136 148

Services 149 152 163

Croatia All sectors 740 794 841

Industry 734 787 842

Services 815 870 925

Hungary All sectors 541 578 638

Industry 488 538 583

Services 582 610 678

Poland All sectors 497 501 586

Industry 486 489 570

Services 516 517 596

Source: Official data from country statistical offices. 
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Table 2.11. Alternative Sources for Gross Wages in Industry 

(in euros for 2005)

Official data MIGA study

Average Skilled Unskilled

Albania 155 239 149

Bosnia and Herzegovina 344 515 367

Macedonia, FYR 349 383 274

Serbia and Montenegroa 269/303 384 289

Croatia 842 767 518

Hungary 583 588 512

Slovak Republic — 345 248

Sources: Statistical offices and MIGA (2006).

Note: — = not available.

a. For official data, Serbia and Montenegro are reported separately.

Table 2.12. Ratios of Cost of Labor Relative to Albania, 2005 

Unskilled Skilled Management

Albania 100 100 100

Bosnia and Herzegovina 247 215 166

Croatia 348 320 261

Macedonia, FYR 184 160 194

Serbia and Montenegro 194 160

Comparators

Czech Republic 297 263 157

Hungary 344 246 275

Slovak Republic 167 144 157

Average comparators 269 218 196

Average comparators 

and Croatia (A) 289 243 212

Average SEE5 (B) 181 159 153

Ratio B to A 0.63 0.65 0.72

Source: MIGA (2006).

Croatia, the wages reported to MIGA are lower than the official estimates.
For the other countries, the officially reported average wage lies in between
the wages for skilled and unskilled workers, as might be expected. For
Serbia, there is some ambiguity because the MIGA study reports Serbia and
Montenegro data together. If the MIGA study represents mostly Serbian
data, it suggests that the official wages may be underreported, which would
be contrary to the World Bank study discussed earlier.

The MIGA data also indicate some change in the comparative rank-
ings. In the official data, Albania is listed as a low-wage country; Croatia
and Hungary are listed as high-wage countries; and Bosnia and Herzegovina



Trade Trends and Patterns and Labor Competitiveness 55

follows closely behind. According to the MIGA data, wages in FYR
Macedonia appear lower and in Serbia and Montenegro higher than in the
official data.

Yet another data source on wages uses the World Bank’s comparative
salary surveys across countries. Table 2.13 shows the index of skilled and
highly-skilled wages for World Bank positions across the countries of
SEE, Poland, and the Slovak Republic.The table presents wage indexes for
individual countries over the years 2006–08, and the index is constructed
by normalizing against skilled wages in Bulgaria in each time period. The
data provide a valuable perspective on the cross-country differences in
wages because the job positions are fully harmonized across countries so
that the data bear minimum noise. The data confirms that Croatia is the
highest-wage country in the region for skilled labor, even higher than in
Poland and the Slovak Republic. Within SEE5, Serbia and Montenegro
have the highest wages for skilled and highly-skilled labor. On the other
hand, Bulgaria, followed by Albania, FYR Macedonia, and Kosovo, has
the lowest wages for skilled labor. In the highly-skilled category, the most
competitive wages in SEE5 are found in Albania, followed by Kosovo,
Bulgaria, and FYR Macedonia. Serbia and Montenegro turn out to be the
highest wage-paying countries in SEE5, both in the skilled and highly-
skilled category in SEE5.

Differences are to be expected in the results of the official data and the
World Bank surveys. The job descriptions are highly specific to the needs
of the World Bank and may not represent the economies as a whole.

Table 2.13. Index of World Bank Wages 

Skilled Highly skilled

Country FY08 FY07 FY06 FY08 FY07 FY06

Albania n/a 130 133 n/a 441 475

Bosnia and Herzegovina 187 176 191 629 605 486

Kosovo 166 167 159 522 489 397

Macedonia, FYR 161 166 198 628 587 563

Serbia 209 197 169 936 807 565

Montenegro 196 197 169 877 807 565

Bulgaria 100 100 100 618 578 505

Croatia 231 244 293 886 810 743

Romania 147 127 125 1,195 918 773

Poland 194 184 176 1,250 1,164 1,240

Slovak Republic 166 144 151 1,256 1,043 1,061

Source: World Bank data.

Note: In the index, Bulgaria skilled = 100 for the respective years.
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However, a major advantage of that data is that they are comparable,
because uniform job descriptions are followed across countries. Despite
these differences, there appear to be some broad patterns in the wage
data. Albania and Bulgaria are confirmed as having the most competitive
wages for unskilled and skilled labor. Romania and the Slovak Republic
are also highly competitive in the skilled-wage segment. Within SEE5,
the official data reports that Bosnia and Herzegovina and FYR
Macedonia are the higher-wage countries, but Serbia and Montenegro
wages are higher on the World Bank salary scales.

The overall weight of evidence (giving more weight to the official
data) seems to suggest that Bosnia and Herzegovina should be worried
about its wage competitiveness within the region. On the other hand,
Albania and Bulgaria have the most competitive wages in SEE.The other
countries, FYR Macedonia, Serbia, and Montenegro (we do not have
enough data for Kosovo) appear to fall between Bosnia and Herzegovina
and Albania.

The relative wage differential between countries appears to reduce
with higher skill content. Table 2.12 is calculated from the MIGA data
and presents wages in different categories of employment. Wages are cal-
culated relative to Albania, the country with the lowest wages in the
MIGA data. Relative to Albania, the higher-wage countries (Croatia,
Czech Republic, Hungary, and the Slovak Republic) have an average
index of 289 for unskilled labor, but this reduces to 243 on average for
skilled labor and to 212 for management. This pattern is repeated in
most cases. Within SEE5, Bosnia and Herzegovina, for example, has
unskilled-wage levels at 2.5 times that of Albania, but only at 1.7 times
at the management level.

A rough and ready “returns to skills” story shows that in general, there
appears to be a higher premium to acquiring skills in the developing
countries of SEE5.14 The returns are computed simply by calculating the
higher wages paid to skilled workers and those in management, relative
to the wages of unskilled workers in each country (see table 2.14). On
average, returns to skilled workers are 41 percent in SEE5, but as high as
418 percent to management.The average returns are 36 percent and 349
percent respectively for the three EU8 countries and Croatia. The high-
est returns to management (544 percent) are in FYR Macedonia, which,
given relatively slow growth and hence low growth in demand, seem to
arise from a shortage of management skills. In Albania, the high returns
of 511 percent possibly arise from both high demand and short supply.
The Slovak Republic’s case is interesting as well as instructive. Despite
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its high education outcomes and strong supply of skills, the Slovak
Republic appears to have a very high demand for management, which
leads to returns of 473 percent.

These numbers support the argument that attracting investment in
higher-skilled activity will not be easy. The high skill premia signal a
shortage of relevant skills in many SEE countries. This theme will recur
in chapter 5. Although high skill premia do send the right signals to indi-
viduals to acquire scarce skills, the skill shortage is a current reality for
investors. In addition, higher profit margins in skilled-labor-intensive
products presumably mean that, at least at the margin, factors other than
wages could play a more important role than in the case of products with
low profit margins.15 And if workers in richer countries are more produc-
tive, it further cuts the unit labor cost differential between countries
(moreover, most richer countries will be better off in nonwage elements
of the business environment). The bottom line is that SEE countries may
not find it easy to move up the value chain, and will need to invest
urgently in skill acquisition.

In terms of the skill content, exports of Bosnia and Herzegovina and
Croatia appear misaligned with their wage levels; Bulgaria appears fine;
but the Slovak Republic appears to point the possible way ahead. With
its lower wages, Bulgaria appears best positioned in the region to keep
lower-wage competition at bay, but even here there is cause for concern
because of a decline in the share of CI and SL-intensive exports over
1996–2005 (see table 2.15). Albania’s situation is illustrated well by

Table 2.14. “Returns” to Skills 

Skilled Management

Albania 61% 511%

Bosnia and Herzegovina 40% 312%

Croatia 48% 359%

Macedonia, FYR 40% 544%

Serbia and Montenegro 33%

Comparators

Czech Republic 43% 222%

Hungary 15% 388%

Slovak Republic 39% 473%

Average comparators 30% 344%

Average comparators and Croatia (A) 36% 349%

Average SEE5 (B) 41% 418%

Ratio B to A 1.04 1.15

Source: Calculated from MIGA (2006).
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comparison with the similar-wage country, Bulgaria. Albania’s share of
CI + SL intensive exports is only 11 percent, compared with 34 percent for
Bulgaria, whereas Bulgaria also has other attractions, namely, a stronger
investment climate. Even if competition from outside SEE is neglected,
wages in Bosnia and Herzegovina and Croatia appear misaligned with
the skill and capital intensity of their exports. To put all this in
perspective, however, it is worth noting again that the Slovak Republic
has 71 percent of its exports in the CI+SL category, and its wages
(according to MIGA data) appear to be lower than in several SEE coun-
tries and substantially lower than in Croatia. The Slovak Republic is thus
well-positioned to compete in high-skill segments, while at the same
time its competitive wages (at least until 2005) suggest that it can still
compete in low-skill exports as well.

Labor taxes have led to high tax wedges in the region. In 2003, the
tax wedge in SEE countries (over 35 percent, based on average wages)
was found to be higher than in low-income OECD countries. Although
most countries have since embarked on reforms of their labor and/or
personal income taxes, the tax wedge on labor in SEE5 countries remains
high, varying in 2007 from 32.4 percent (Bosnia and Herzegovina) to 41
percent (Montenegro) of average wages. Only in the case of Albania does
the tax wedge of 29 percent (2007) appear lower than the correspon-
ding figure for low-income OECD countries (2003).16

In the short run, reducing labor taxation can help to at least partially
address problems of high wages and informality. Although SEE5 wages
may not be high compared to the EU, the product composition of
exports leaves these countries vulnerable to lower-wage competition
from Asia. In this situation, reducing labor taxes aimed at reducing gross
wages and costs to business may provide at least a partial and temporary
palliative to this problem, even as the long-run solution will continue to

Table 2.15. Wages and Capital- and Skilled-Labor Intensity of Exports 

CI + SL (%) Official wages (2005)

Albania 10.9 165

Bosnia and Herzegovina 33.2 408

Bulgaria 34.2 161

Croatia 39.3 841

Macedonia, FYR 35.2 348

Serbia and Montenegro 46.8 307

Slovak Republic 71.0 296

Sources: UN COMTRADE database; official data from country statistical offices.

Note: The Slovak Republic’wages are based on an average of MIGA data.



Trade Trends and Patterns and Labor Competitiveness 59

lie in accelerated skill acquisition. In addition, lowering labor taxes is
expected to help reduce the pervasive informality of the work force in
most SEE countries (recognizing that labor taxes are only one reason
labor/firms choose to remain informal).

Employment Protection Legislation
In addition to the direct labor costs of hiring workers, firms also have to
bear the costs of complying with regulations in hiring and firing workers.
These regulations are meant to protect workers from the risk of losing
their jobs. Although they may work toward reducing the probability of
an employed worker being fired, they may also reduce the probability of
new workers being hired. Table 2.16 presents summary data on employ-
ment protection legislation. The indexes are scored from 0 to 100, with
higher scores representing more rigid legislation. The rigidity of the
employment index is the average of the three subindices indicated in
the table.17

Within the West Balkans, Croatia and FYR Macedonia have the
strictest employment protection legislation, followed by Bosnia and
Herzegovina and Serbia. For Bosnia and Herzegovina, this rigidity along
with its relatively high wages creates disincentives for investment and
job creation. This is also true for FYR Macedonia. Its relatively high
employment rigidity index combines with wages that, on several meas-
ures, are second only to those in Bosnia and Herzegovina. As table 1.1
showed, Bosnia and Herzegovina and FYR Macedonia have the highest
rates of unemployment in the region. Albania and especially Bulgaria
have relatively flexible employment regimes, which add to their wage
cost advantage.

Table 2.16. Employment Protection Legislation, 2007

Difficulty of Rigidity of Difficulty of Rigidity of

hiring index hours index firing index employment index

Albania 44 40 20 35

Bosnia and Herzegovina 67 40 30 46

Macedonia, FYR 61 60 30 50

Montenegro 33 40 40 38

Serbia 67 40 30 46

Bulgaria 17 60 10 29

Croatia 61 40 50 50

Hungary 0 80 10 30

Poland 11 60 40 37

Slovak Republic 17 60 30 36

Source: World Bank and International Finance Corporation (2008).
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Conclusion
Bosnia and Herzegovina appears to be the high-wage country of SEE5,
and Albania as well as Kosovo are the low-wage countries. FYR
Macedonia, Serbia, and Montenegro fall in between, with relative rankings
among them differing according to the data source. Among other SEE
countries, Bulgaria is a low-wage country and this, along with its overall
stronger investment climate, can be expected to continue to pose serious
competition to SEE5 for investments. Employment protection legisla-
tion is least flexible in FYR Macedonia, followed by Serbia and Bosnia
and Herzegovina. The combination of relatively high wages and employ-
ment rigidities is also reflected in high unemployment rates in FYR
Macedonia and Bosnia and Herzegovina.

Skill acquisition is an urgent need. With a high share of unskilled
and natural-resource-intensive exports, SEE is vulnerable to competi-
tion from Asian countries, which has already happened in apparels. The
skill content of exports from Bosnia and Herzegovina and Croatia is
not aligned to wage levels. In general, the transition to more skill- and
capital-intensive exports is complicated by the shortage of skilled
workers in many countries, which is reflected partly in high skill pre-
mia. The percentage wage differentials between SEE5 and EU8 coun-
tries appear to reduce as skill content increases. All this points to the
need for a greater emphasis on human development in the region (see
also chapter 5).

The implications of this section are that policy options could focus on
ways to improve labor force skills and at the same time keep wages in
check. In terms of the latter, it should be noted that gross wages can be
kept in check through lower wage increases (i.e., not above inflation
levels) and can also be reduced by lowering labor taxes, which on the
whole account for a relatively high share of GDP in SEE5 and are even
higher than in low-income OECD countries. It is therefore suggested
that each country take another look at its overall tax package and consider
lower labor taxes within the bounds of overall fiscal sustainability.

Although wages are a significant element in investment decisions,
there are many other elements as well, including productivity, the busi-
ness climate, infrastructure, and so on. The fact that FDI flows in SEE5
have been low and below potential does imply that their lower wages
compared with EU8 countries or Croatia have not helped to overcome
other disadvantages compared with these countries. Reducing labor
taxes and labor costs can at least help to make the wage component of
the investment decision more attractive to investors.
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Notes

1. The Western Balkans is SEE5 plus Croatia, a grouping used often in this
chapter since Croatia is part of CEFTA 2006, whereas Bulgaria and Romania,
as EU members, are no longer part of it. The trade data for Serbia and
Montenegro includes Montenegro.

2. Trade between Serbia and Montenegro and Croatia was especially hard hit,
whereas Serbia and Montenegro’s trade with Bosnia and Herzegovina and
FYR Macedonia was less affected, partly because such trade was used to
bypass the sanctions.

3. For example, prior to the dislocation of the SFRY, Serbia and Montenegro’s
exports and imports were 42 and 48 percent of GDP in 1989 respectively,
comparable to those of other countries of similar size. (In 2005, the ratios fell
to 11 and 28.5 percent respectively). Inter-republican trade amounted to 54
percent of GDP, while trade with the rest of the world was only 36 percent
of GDP.

4. The only exceptions apply to the following: wine, certain fisheries, and sugar
are subject to preferential tariff quotas; “baby beef” is no longer subjected
to the specific import duty, but the ad-valorem duty of 20 percent continues
to apply; quotas still apply to imports of textile products originating in the
customs territories of Montenegro and Kosovo. In 2005, the ATPs were
extended until the year 2010 (taken from the DG Trade website:
http://ec.europa.eu/trade/ issues/bilateral/regions/balkans/index_en.htm).

5. EU council regulation (No. 2007/2000) of September 2000: “The entitle-
ment to benefit the preferential arrangement shall equally be subject to their
readiness to engage in regional cooperation with other countries concerned
by the EU’s SAP, in particular through the establishment of free trade areas
in conformity with Article XXIV of the GATT 1994 and other relevant
WTO provisions.”

6. Signed in Brussels on June 27, 2001, by Albania, Bosnia and Herzegovina,
Bulgaria, Croatia, FYR Macedonia, Romania, and Serbia and Montenegro.
Moldova joined in 2003. The MoU calls for trade liberalization of at least 90
percent of all tariff lines as well as 90 percent of the value of bilateral imports.

7. See also EC (2006a, chapter 4). The EC report points to some commonalities
in different model estimates regarding trade within SEE: i) significant under-
trading among the three subregions of Albania; former Yugoslavia; and
Bulgaria and Romania; ii) under-trading between Croatia and Serbia, the
largest Western Balkan countries; and iii) over-trading between Croatia and
Bosnia and Herzegovina, and between Serbia and Bosnia and Herzegovina.

8. Natural resource products can also have high value added, as shown by Australia
and Chile in mining products (see de Ferranti et al. 2002). Also, in recent times,
high commodity prices have helped to improve returns to producers.
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9. The indicator of participation in producer-driven networks is the share of parts
and components exports in manufacturing exports (excluding chemicals). See
notes in annex table 2.6 for details.

10. Kaminski and Ng (2001) categorize P&C trade into three broad networks:
automotive products; telecommunications equipment, office equipment, and
automatic data processing machines; and furniture. They show how these EU-
based networks played a growing role in Central European countries’ trade
with the EU. Specific industries in which production sharing arrangements
are common across the globe include, among others, television and radio
receivers, sewing machines, calculators, office equipment, electrical machinery,
power and machine tools, typewriters, cameras, and watches.

11. See OECD (2001), which analyzes the broader economic gains of production
sharing from FDI, including diffusion of technologies, management, labor
skills, and information about world markets. FDI flows in turn stimulate trade.

12. For example, in the 2002 BEEPS survey for the Europe and Central Asia
region, exports to sales ratios for foreign firms was 20 percent, compared with
12 percent for state-owned firms, 15 percent for privatized firms, and 9 percent
for de novo firms (Broadman 2005, p. 191).

13. Of course, per capita FDI is relatively higher, given Slovenia’s small popula-
tion, but still lower than in Hungary, the Czech Republic, the Slovak
Republic, Estonia, and Croatia. See Mrak et al. (2004) for a comprehensive
discussion on Slovenia’s development strategy. Data for FDI is partly drawn
from the Vienna Institute for International Economic Studies.

14. The analysis on skills as well as on wage differentials is based on an admittedly
thin sample of firms, but the results appear important and warrant more
in-depth work.

15. In labor-intensive exports, profit margins are usually very thin (Radelet and
Sachs 1998).

16. See Rutkowski et al. (2005) for 2003 data and OECD comparisons. See
Arandarenko and Vukojevic (2007) for 2007 data.

17. The difficulty of hiring index measures: (i) whether term contracts can be
used only for temporary tasks; (ii) the maximum cumulative duration of
term contracts; and (iii) the ratio of the minimum wage for a trainee or first-
time employee to the average value added per worker. The rigidity of hours
index has five components: (i) whether night work is unrestricted; (ii) whether
weekend work is unrestricted; (iii) whether the workweek can consist of
5.5 days; (iv) whether the workweek can extend to 50 hours or more
(including overtime) for 2 months a year; and (v) whether paid annual vaca-
tion is 21 working days or fewer. The difficulty of firing index has eight
components: (i) whether redundancy is disallowed as a basis for terminating
workers; (ii) whether the employer needs to notify a third party (such as a
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government agency) to terminate 1 redundant worker; (iii) whether the
employer needs to notify a third party to terminate a group of 25 redundant
workers; (iv) whether the employer needs approval from a third party to
terminate 1 redundant worker; (v) whether the employer needs approval
from a third party to terminate a group of 25 redundant workers; (vi)
whether the law requires the employer to consider reassignment or retrain-
ing options before redundancy termination; (vii) whether priority rules apply
for redundancies; and (viii) whether priority rules apply for reemployment.





Introduction

For small countries such as those in the Western Balkans, sustainable
growth should be export-led, but this process has fallen short of its
potential. Small countries gain more than larger ones from trade-induced
expansion in market size, which makes the effect of trade on per capita
income and rate of growth on small countries much larger.1 In the
Balkans, there is little doubt that the key response to the challenges of
improving and sustaining growth should involve a sustained increase in
exports. Yet, the region has been undertrading relative to its potential, as
chapter 2 discusses.

This chapter suggests that deeper integration in the world economy
may help and is typically more easily achieved in the proximity of the
country and region. The term “deep integration” goes beyond merchan-
dise trade liberalization, as it also includes government actions to reduce
the market-segmenting effect of domestic regulatory policies. Such inte-
gration is happening, to different degrees, at the levels of the region
(SEE), the EU, and the world. Typically, owing to both physical and cul-
tural proximity, such integration usually occurs or starts at a regional level.
In SEE, the conclusion of CEFTA 2006 represents a major step forward
in this regard.

C H A P T E R  3

Deepening Integration
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The benefits of deep integration go beyond those of merchandise
trade. The benefits arise from the objective of creating a single economic
space, and include greater contestability, a larger market, greater
economies of scale, and so on. Benefits would manifest, for example, in
intraregional supply chains and higher FDI. These benefits would be
magnified by an increase in the efficiency of those services sectors that
supply crucial backbone services. Deeper integration would also enhance
intraregional trade to a greater extent than a pure trade focus would.

In the next two sections, this chapter will briefly discuss develop-
ments in, and benefits of, deepening integration at the world and EU levels,
including SEE regional integration and policy measures needed to foster
deeper integration. Note that some of the integration agenda is discussed
elsewhere in the report. Chapter 2 discusses trade integration (at world,
EU, and regional levels), as well as supply-chain integration, and chapter 4
discusses integration in services, largely at the EU and regional levels.
Note also that the geographical dimensions are not exclusive.For example, if trade
logistics were to improve for intra-SEE trade, it would also lead to better
trade linkages with the rest of the world. In services, chapter 4 argues
that in fact liberalization is best done on an MFN basis, and will have
benefits at world, EU, and regional levels.

Accession to the WTO and MFN Tariffs

The multilateral trade regime remains very attractive to existing and
prospective members. New candidates, including countries from SEE, are
in the fray. The WTO provides a set of rules, safeguards, and redressal
mechanisms for the conduct of international trade in goods and services.
It is even more useful for small countries, for which multilateral, rule-
bound negotiations would be much preferable to bilateral negotiations in
which bigger countries would have the upper hand. Bosnia and
Herzegovina, Serbia, and Montenegro are negotiating WTO accession,
but currently have only observer status.

Countries gain by accessing markets and anchoring their own commit-
ments to the rules of the WTO. Countries completing their WTO acces-
sion process, such as Bosnia and Herzegovina, Serbia, and Montenegro, can
use the process to reduce further existing trade controls, both in terms of
nontariff barriers, and, where needed, further tariff liberalization. WTO
accession will provide these countries with an anchor for the conduct of
trade and tariff policy and will contribute to the removal of quantitative
barriers and restrictions not acceptable under the GATT. The practice of
binding tariffs to an upper bound greatly reduces the risk of any policy
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reversal, and provides more credibility to policy commitments.2 A case in
point is Serbia and Montenegro, a nonmember, which is the only SEE
country in which applied tariffs increased between 2001 and 2005 (for
agricultural products, see table 2.4). Second, accession will allow guaran-
teed MFN access to other WTO members’ markets. Third, countries have
offered to subject (few or many) of their services sectors to multilateral dis-
cipline under the GATS, although this process is less advanced for services
than for goods trade (see chapter 4). As for existing WTO members, they
will need to seize the opportunity provided by the ongoing Doha Round
of multilateral trade negotiations to further reduce barriers in merchandise
and services trade.

Benefits from EU and regional integration would be maximized by
creating a “shadow customs union” with the EU for industrial products.
Currently, CEFTA countries’ tariffs are higher and more dispersed than
in the EU, providing scope for trade diversion. The Stabilization and
Association Process (SAP) will not drive the countries toward further
multilateral trade liberalization, nor toward the adoption of a common
external tariff. It is therefore suggested that all CEFTA countries (who
are simultaneously adopting CEFTA as well as the trade components of
their SAAs) adopt EU MFN tariffs for industrial products.3 This would
amount to creating a virtual customs union encompassing the SEE5
countries and the EU, and would reduce the extent of trade diversion.
Also, speedy implementation of CEFTA would help to ensure that firms
in SEE5 countries have as much access to each others’ markets as EU
firms would have after the implementation of the SAAs (see also the
section titled “Policy Measures to Foster Deeper Integration” below).

The European Dimension

Access to important EU markets has improved for most SEE countries.
Countries that signed their SAAs (Croatia and FYR Macedonia in 2001,
Albania in 2006, and Montenegro in 2007) have locked in the otherwise
temporary or informal nature of the Autonomous Trade Preferences
(ATPs) provided since 2000, and have managed in some instances to gain
further preferential access for their agricultural exports. Both Bosnia and
Herzegovina and Serbia are in the process of negotiating SAAs. The ATPs
have helped to increase the share of EU15 in SEE exports from 48 to 54
percent over 1996–2005.

The most important benefit from the SAAs is generated by the
dynamic gains in the medium to long term. These benefits derive from
the alignment of the legal and regulatory frameworks to the EU acquis,

Deepening Integration 67



as required under the rules for accession (see box 3.1). Experience from
Central European economies and recent evidence from other signatories
to the SAA point to the positive effect exerted by the dynamic of reform
required under the SAA, in areas related to state aid, competition, stan-
dards, and technical regulations.

Another benefit derives from increased competition as a result of tariff
dismantling. The SAAs have opened up (preferentially) a very large
market to SEE countries.4 But they also bring obligations of progres-
sive import liberalization on a preferential basis, which vastly increases
the competition in SEE countries. In 2005, imports from EU27 formed
62 percent of total imports into SEE, and this is likely to increase with
further preferential liberalization. Although the relationship between
trade barriers and growth is complex and is probably predicated on the
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Box 3.1

Regulatory Convergence and Acquis Compliance 

A prerequisite for EU membership is the full adoption of the acquis communau-

taire. This body of EU law comprises an estimated 80,000 pages of text, and the

process of regulatory harmonization is therefore complex, time-consuming, and

costly, especially for the smaller countries of the Western Balkans. In general,

careful phasing of such regulatory convergence would help to keep countries’

development priorities in the forefront and would also be sensitive to the specific

needs of countries with low income levels and weak administrative capacity.

The economic essence of the EU Single Market is the four freedoms for the

movement of goods, services, capital, and workers. The quickest way to achieve

those freedoms is through a targeted removal of barriers that currently obstruct

these freedoms. In addition, acquis compliance not only requires legislative

approximation but also effective enforcement of these rules. This, however, remains

a major problem throughout the Western Balkans. Hence, the main priority for

most countries in the region will be to strengthen administrative capacity and

build functioning market institutions, since introducing laws which cannot be

enforced can in fact create problems for the rule of law. In this context, it is useful

to note that the transposition of the acquis into national legislation often con-

tains a clause which postpones the entry into force of the relevant legislation

until the date of accession.



conditions that prevail in each country, a review of the historical evi-
dence points out that “the evidence favors a negative effect of protection
on rates of growth in the post-World War II period” (Helpman 2004,
p. 79). Import competition tends to reduce the anti-export bias, reduce
price-cost margins in manufacturing, and be particularly powerful when
a few oligopolists dominate markets. Also, the benefits of FDI are greater
when trade barriers are lower.5 Other aspects of deeper integration with
the EU are discussed in chapters 2 and 4.

Deepening Integration at the Regional Level 

Context for Deep Integration in SEE
Economic integration between countries is a continuum from shallow to
deep integration. Shallow integration normally focuses on trade liberaliza-
tion for goods, whereas deep integration refers to explicit government
actions that reduce the market-segmenting effect of domestic policies and
regulations, other than tariffs and formal nontariff barriers (Hoekman and
Konan 1999). The vision as well as the challenge for SEE countries is to
implement deep integration policies that will make each market more
contestable. The conclusion of the CEFTA 2006 agreement represents a
significant step forward in that regard (see box 3.2), since the agree-
ment seeks to go well beyond trade. The eventual goal, of course, is full
EU membership, which would allow the region to take advantage of a
framework that in practice constitutes the deepest integration between
countries.This report makes the case that regional integration is a stepping
stone to the eventual goal of EU membership.

Increasing market contestability involves addressing the barriers to
trade and resource flows between countries as well as behind-the-border
policies. Although classical trade liberalization focuses on the removal of
tariffs and quotas, a multitude of other barriers obstruct trade and
resource flows between national economies. They can arise, among other
things, from at-the-border policies such as customs clearance and certi-
fication requirements. Behind-the-border policy constraints can arise
both through sector-specific policies affecting trade in services and
through horizontal policies (e.g., competition policy or investment climate
rules relating to FDI). While deep integration between economies ulti-
mately manifests at the company-level through phenomena such as
cross-border supply chains, retail networks, or foreign direct investment,
such meshing requires reforms at the policy level to address both hori-
zontal and sector-specific constraints.
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Box 3.2

CEFTA and Other Regional Agreements in SEE

The patchwork of 32 bilateral free trade agreements between the countries of

SEE was consolidated into the Central European Free Trade Area (CEFTA) agree-

ment, which entered into force in July 2007 for Albania, UNMIK (United Nations

Interim Administration Mission in Kosovo)/Kosovo, FYR Macedonia, Montenegro,

and Moldova, and in August 2007 for Croatia. In September 2007, the agreement

was ratified by Serbia and Bosnia and Herzegovina. (Bulgaria and Romania, the

latest EU members, who were signatories to the earlier CEFTA agreement, are no

longer part of CEFTA). The CEFTA 2006 agreement will not only simplify the

regional trade regime but also considerably deepen regional integration by

including provisions on trade in services, intellectual property rights, public pro-

curement, and investment.

While the CEFTA 2006 agreement liberalizes intraregional trade in SEE,

trade between the Western Balkans and the EU is governed by a series of Sta-

bilization and Association Agreements (SAAs). The trade protocols of the SAAs

are already being executed with FYR Macedonia (since 2001) and Croatia (since

2001). SAAs were agreed with Albania in June 2006 and with Montenegro in

October 2007, and have become partially effective through Interim Agree-

ments, before the full SAAs become applicable upon ratification by all EU

member states. Draft SAAs have been initialed in the case of Bosnia and

Herzegovina and Serbia. This process is also anticipated to be open to Kosovo,

once its status issues are resolved. For these countries, the EU has already

granted far-reaching trade concessions through “autonomous trade measures

until 2010.”

In addition to the CEFTA and SAA agreements, there are two regional integra-

tion agreements for specific sectors: the Energy Community Treaty (ECT) and the

European Common Aviation Area (ECAA) agreement. In both cases, the signato-

ries include not only the countries of SEE but also the EU (this is not the case with

CEFTA). The agreements oblige signatories to fully adopt sector-specific EU regu-

lations by a given deadline (2015 for energy and 2010 for aviation) and will

amount to a partial expansion of the EU Single Market to SEE. A similar agree-

ment is now being discussed for railways. The pursuit of deeper integration in

individual sectors will significantly facilitate eventual EU membership (see chapter 4

for more details).



The gains from deep integration are high, but so are the complexities.
The benefits arise from the objective of creating a single economic space,
and include greater contestability and a larger market size. Since deep
integration targets a wider range of at-the-border and behind-the-border
distortions, it tends to yield larger benefits, especially through its impact
on the sectors that provide critical services to both exporting and non-
exporting firms.The outcomes of deep integration will include more FDI
and intraregional supply chains and will therefore enhance intraregional
trade, more than would be yielded by a pure focus on trade issues. Since
deep integration involves more complex behind-the-border reforms,
however, it requires substantial negotiation, transition, and compliance
costs. To tackle these complexities, a selective and prioritized approach
to deep integration is likely to yield more dividends. These issues will be
pursued further in this chapter and in chapter 4.

Geographic and cultural proximity generally facilitates deeper inte-
gration. The Western Balkans has some specific characteristics that make
it particularly well-suited for regional integration. First, most countries
were previously part of one national economy (Yugoslavia) and signifi-
cant economic gains can be reaped from reintegrating fragments of
former regional systems such as power grids, rail networks, or supply
chains. Second, the Western Balkans is mostly comprised of small
economies, which would benefit disproportionately from participation
in a larger regional market, and Montenegro’s independence in mid-
2006 increases the number of small economies.6 Third, a number of
geographic and ethnic factors increase the interdependency between
these countries: common languages, common ethnic minorities, and the
crescent-shape geography of Croatia, which wraps around Bosnia and
Herzegovina. Fourth, all Western Balkan countries aspire to EU member-
ship (Croatia has started negotiations and FYR Macedonia is a candidate)
and are thus converging toward the same regulatory framework over the
medium to long term. These positive aspects notwithstanding, the prox-
imity has also brought with it political and ethnic divides in the region.
These challenges need to be overcome through economic integration and
political statesmanship.

Cross-Border Supply Chains and Regional Production Networks
Trade integration between countries has allowed the emergence of produc-
tion networks. In general, a reduction of trade barriers between countries,
along with a reduction in transport costs and improvements in informa-
tion technology has allowed countries to specialize. This has resulted in
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the emergence of business trends, such as outsourcing and supply-chain
management, with individual production stages in manufacturing
becoming increasingly fragmented. Production stages have moved to for-
eign countries (offshoring) with comparative advantages (e.g. countries
with low labor costs for labor-intensive tasks). This is most apparent in
the increasing importance of trade in intermediates; especially in the
emergence of production chains (see chapter 2). Since 1980, the
export of P&C has increased significantly faster than world exports
(Broadman 2005).

There are similar opportunities in services sector offshoring. With
falling telecommunications costs and increasing openness to FDI, global
sourcing of services is also increasing (more and more segments are
becoming tradable) and follows the earlier trend of production sharing
in manufacturing. Global sourcing has increased competition in services
markets, ranging from low-skill activities such as data entry and call
center work, to higher-end activities such as software development,
medical services, consultancy, and R&D. The growth rate of this market
has been high, especially for a few countries like India, Estonia, and
Romania. One estimate puts the expected growth of the services market
at 30 percent annually over 2003-08.7 Estimates of the potential market
size for such services vary, but the market is large. An OECD estimate
puts the eventual impact of information-and-communications-technology-
enabled services offshoring at about 20 percent of total employment (see
World Bank 2007b, chapter 4).

Although offshoring is conducted on a global scale, geographic prox-
imity facilitates the maintenance of complex supply chains. Nearshoring
is particularly common in those industries in which just-in-time produc-
tion is important. Examples include much of car manufacturing and
segments of the garment industry in which short-term repeat orders are
demanded. SEE is close enough to the EU to permit such tight integra-
tion of its companies into pan-European production networks. Although
geographic proximity to the EU Single Market constitutes an important
source of comparative advantage for SEE, the region is competing with
other emerging economies in the EU’s periphery, such as Turkey,
Ukraine, and several countries in North Africa. To attract nearshoring
activities, Western Balkan countries need to raise productivity and offer
an attractive business environment.

Effective participation in supply chains also demands minimal disrup-
tions in transport and communication between the different stages of pro-
duction. Trade in P&C is particularly sensitive to delays and disruptions
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between individual stages of the supply chain. A range of trade-related
services is needed for cross-border supply chains to function properly.
These include transport, telecommunications, financial, distribution, and
business services. Improving the efficiency of these services is thus impor-
tant for the region to participate more effectively in supply chains, and is
the subject of chapter 4.

The region suffers from considerable frictions in border crossings.
Widespread problems in the region include administrative red tape,
corrupt practices, a multitude of border controls by different agencies,
and a lack of cooperation between authorities on both sides of common
borders. This is illustrated by the fact that a relatively small region (i.e.,
the Western Balkans) with a population equivalent to that of Romania is
divided into eight countries and entities, all of whom maintain their own
external borders and border-crossing regimes.A freight truck, for instance,
traveling between Salzburg and Thessaloniki must cross four different
borders—each with its own controls. At these borders, the truck is sub-
ject to customs and other freight-related controls, such as sanitary and
phytosanitary controls in the case of agricultural products. In addition, the
driver must present his or her visa and driving permit, and the truck may
be checked for compliance with vehicle standards, insurance, and so on.
Table 3.1 presents some general data for trading across borders.

However, customs and border restrictions between SEE countries
have eased in recent years. The multidonor Trade and Transport
Facilitation Program for Southeast Europe (TTFSE), managed by the
World Bank, has provided assistance to customs reforms, the removal of
physical bottlenecks at border crossings, and better coordination
between border control agencies. Launched in 2001 and largely com-
pleted by 2006, the project helped to improve the efficiency and reduce
corruption in target sites in Albania, Bosnia and Herzegovina, Bulgaria,
Croatia, Moldova, FYR Macedonia, Romania, Serbia, and Montenegro.
For example, between 1999 and 2004, import clearance times for trucks
at Tirana, Albania, fell from 245 minutes to 74 minutes; between 2001
and 2004, it fell from 239 to 67 minutes in Banja Luka, Bosnia and
Herzegovina (see table 3.2).

In addition, more recent data shows major improvement in border
clearance times in Serbia, Romania, and Croatia. Between 2005 and
2006, the World Bank’s Doing Business data shows that the time taken to
export and import improved significantly for these countries. The result
was an improvement in “trading across borders” rank from 121 to 35 for
Romania, 142 to 51 for Serbia, and 140 to 92 for Croatia (table 3.1).
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Table 3.1. Doing Business Data for Trading across Borders

Trading across Borders

Documents Time for Cost to Documents Time for Cost to

for export export export (US$ for import import import (US$

Economy Year Rank (number) (days) per container) (number) (days) per container)

Albania 2005 91 6 37 818 12 38 820

Albania 2006 101 7 34 818 12 34 820

Bosnia and Herzegovina 2005 53 5 22 1,150 7 25 1,150

Bosnia and Herzegovina 2006 56 5 22 1,150 7 25 1,150

Bulgaria 2005 95 7 26 1,232 10 25 1,201

Bulgaria 2006 104 7 26 1,233 10 25 1,201

Croatia 2005 140 9 35 1,250 15 37 1,250

Croatia 2006 92 7 26 1,250 9 18 1,250

Ireland 2005 29 5 7 1,145 4 14 1,139

Ireland 2006 30 5 7 1,146 4 14 1,139

Macedonia, FYR 2005 123 10 32 1,070 10 35 1,070

Macedonia, FYR 2006 127 10 32 1,070 10 35 1,070

Montenegro 2005 72 6 19 1,515 8 17 1,715

Montenegro 2006 80 6 19 1,515 8 17 1,715

Romania 2005 121 7 27 1,300 15 29 1,200

Romania 2006 35 4 14 1,300 4 14 1,200

Serbia 2005 142 9 32 1,240 15 44 1,440

Serbia 2006 51 6 11 1,240 8 12 1,440

Slovakia 2005 79 9 20 1,015 8 21 1,050

Slovakia 2006 88 9 20 1,015 8 21 1,050

Slovenia 2005 101 9 20 1,069 11 24 1,107

Slovenia 2006 108 9 20 1,070 11 24 1,107

Tunisia 2005 36 5 18 770 8 29 600

Tunisia 2006 39 5 18 770 8 29 600

Source: World Bank and International Finance Corporation (2006).
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However, despite such improvements, SEE countries have some way
to go before their overall logistics measure up to those of competitors.
Figure 3.1 shows that the Logistics Perception Index (LPI) in 2006 for
almost all SEE countries falls below expectations at their PPP income
levels. Although Albania is an outlier, other countries also fall well below
their norms, except for Bulgaria and Romania. And while the coverage
of the LPI is somewhat wider than the Doing Business indicator for “trading
across borders,”8 the essential point is that without a further reduction in
the transaction costs of cross-border trading, the region will be unable to
function as a single economic space.

Also, network trade within the region is well-below potential. Chapter 2
shows that P&C trade of the region with the rest of the world was below
potential. Given the geographic and cultural proximity, one would expect
that intraregional P&C trade in SEE form a significant and growing share
of overall manufactured exports. Not so. Table 3.3 indicates that intra-
SEE P&C exports were only 5.2 percent of manufactured exports in
2005, down from an already low 6.2 percent in 1996; in dollar terms, the
amount in 2005 is less than $200 million. This contrasts with the more
respectable figure of 11.3 percent P&C export share to EU27 in 2005
(however, recall that this is dominated by Romania) but is well below the
20 percent figure of EU8 countries (which represents a much larger
figure in dollar terms).

Although FDI and P&C trade is low overall, there has been some
FDI from the broader neighboring region, and much of the investment
is in services. For reasons stated earlier, the Western Balkans has many
advantages in its pursuit of deeper integration. In practice, some neigh-
boring EU countries tend to be more active investors. Depending on the
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Table 3.2. Clearance Times for Import Shipment

Clearance actual time (minutes)

1999 2001 2003 2004

Tirana, Albania 245.0 — — 73.9

Banja Luka, Bosnia and 

Herzegovina — 239.1 — 66.9

Plovdiv, Bulgaria — 218.2 — 58.4

Jankomir, Croatia — 246.3 — 151.4

Kumanovo, Macedonia — 352.7 — 118.3

Bacau, Romania — 160.2 — 68.0

Belgrade, Serbia — — 190.6 228.7

Source: TTFSE project.

Note: — = not available.



sector, companies from individual EU neighbors tend to be particularly
active in the region, examples include Austrian banks, Italian textile
manufactures, and Greek energy companies. Hungarian telecom and
banking companies are also active: Magyar Telecom, majority owned by
Deutsche Telekom, bought telecom operators in Montenegro and FYR
Macedonia, and Hungary’s OTP Bank has recently acquired banks in
Croatia, Serbia, and Montenegro. Geographic proximity plays a role here.
Albania, for instance, has a particularly close relationship with Italy and
Greece, and the same is true for trade between FYR Macedonia and
Greece; Croatia has close links with Austria and Germany. These patterns
are the result of migration, as well as geographic, economic, and historical
factors. There are also some intraregional FDI flows from the more
developed countries of former Yugoslavia like Slovenia (an EU member)
and Croatia (an EU candidate) to their less developed peers (see box 3.3).
Box 3.4 documents the development of a steel-related supply chain
between Bosnia and Herzegovina and FYR Macedonia, arising from a
common overseas investor.
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Table 3.3. P&C Trade to Total Manufactured Exports 

(%)

1996 2000 2003 2005

SEE to SEE 6.15 5.59 5.51 5.23

SEE to EU27 5.13 9.74 9.29 11.35

SEE to world 5.96 9.02 9.13 10.88

EU8 to world 12.20 17.74 20.86 19.76

Source: Calculated from the UN COMTRADE database.
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Box 3.3

Intraregional FDI Flows in the Western Balkans

Even though the bulk of FDI to the Western Balkans continues to come from the

EU, intraregional investments are on the rise. Intraregional FDI flows are mostly

concentrated in a few sectors (e.g., banking, retail, and energy) and the bulk orig-

inates from Slovenia and Croatia. Half of Slovenia’s FDI outflows between 2002

and 2004, for instance, went to other countries of former Yugoslavia. Nova Ljubl-

janska Banka, Slovenia’s largest bank, has subsidiaries in all countries of the West-

ern Balkans. Slovenia’s largest retailer Mercartor has opened supermarkets and

grocery stores in Croatia, Bosnia and Herzegovina, and Serbia and plans further

expansion across the region. Slovenia’s oil and gas company Petrol maintains a

network of gas stations that stretches across Slovenia, Croatia, and Bosnia and

Herzegovina. Agrokor, a leading Croatian food processing company, has made a

series of investments in Serbia and Bosnia and Herzegovina, while its branded

products are being sold throughout the region. In December 2006, Serbia’s

Telekom Srbija paid € 646 million for Telekom Srpske in a privatization tender.

Box 3.4

The Privatization of Zenica Steel Mill and its Impact on 
Regional Supply Chains

In 2004, the world’s largest steel company, Mittal Steel, bought a 51 percent

share of the Zenica steel plant in the Federation of Bosnia and Herzegovina, in

Bosnia and Herzegovina’s largest foreign investment to date.a Mittal Steel paid

$80 million in share capital and committed itself to investing a further $200 million

within a decade. According to Mittal, production is meant to increase from

120,000 tons in 2004 to 2.2 million tons by 2007/08, with employment rising

from 2,900 in early 2006 to 4,600. The mill had lain idle for several years following

the war in 1992.

In a complementary investment, Mittal entered into a joint venture to operate

and modernize the iron ore mines near Ljubija, which are located across the

inter-entity border in Republika Srpska and have been cut off from the mill for

political reasons. These large-scale commitments of Mittal are also encouraging

investments in related companies. In mid-2005, for instance, Slovenia’s Livar

(continued)



A recent MIGA study found that there is potential in the Western
Balkans to attract more FDI. This study analyzed FDI potential in car
parts, food processing, and leather and shoe production. It found, for
instance, that Croatia and Serbia have potential for FDI in the automo-
tive component industry; Serbia is well positioned to export berries
and greenhouse fruit/vegetables; and Albania has a competitive edge in
fish products as well as shoe and leather manufacturing (in which
Italian investors already play a key role). The findings would, among
other things, feed into efforts of the European Investor Outreach
Program (EIOP) to attract sector-specific FDI to these countries.9

Another example of a donor-funded initiative to foster regional supply
chains in a specific sector is an automotive cluster project for SEE by
Germany’s GTZ.
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bought the Jelsingrad steel foundry from the government of Republika Srpska.

Most of the production of the Zenica plant is exported and has already given a

boost to Bosnia and Herzegovina’s overall exports. Since the main target

markets are in South East and Eastern Europe, this also increases the extent of

intraregional production networks. In fact, around half of the output is exported

to FYR Macedonia for additional processing in another one of Mittal’s 2004

acquisitions, Mittal Steel Skopje. The latter produces more downstream steel

products such as coils and sheets, and in turn exports to the Balkans, Turkey, and

the rest of Europe.

Zenica not only illustrates the importance of FDI for the development of

exports and cross-border supply chains, but also the potential productivity

increases associated with the transfer of FDI-related know-how. Mittal operates

a sophisticated knowledge-management and staff-exchange program on 25

different technical and organizational themes to help spread best practices

among its plants around the world. As part of that scheme, experts from sub-

sidiaries in Germany and South Africa were seconded to help improve the

performance of Zenica’s electric arc furnace, while employees from Bosnia

were sent to provide assistance with the handling of iron ore by their

colleagues in Algeria.

a. Information on the Mittal Steel case study was taken from: Marsh (2005a, 2005b); EBRD Feature 

Story (January 2006), see http://www.ebrd.org/new/stories/ 2006/060111.htm; EBRD (2005); the 

Mittal Steel website (http://www.mittalsteel.com/Facilities/Europe); and Economist Intelligence Unit,

Bosnia and Herzegovina Country Profile 2005.
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Policy Measures to Foster Deeper Integration
Although deeper integration is a company level phenomenon, different
initiatives can encourage companies to more actively seek economic
relationships within the region. These are discussed below, and include
rules of origin, border frictions, standards, public procurement, and state
aid. Other issues relating to regional cooperation in services are discussed
in chapter 4.

Implementing CEFTA—While the SAAs offer prospects for attracting
FDI, an effective implementation of CEFTA is necessary to reduce the
potential hub and spoke effect. The decision to replace the complex
system of bilateral FTAs with CEFTA, a regional FTA, is a critical step
that needs to be consolidated. CEFTA is expected to reduce trade diversion
and distortions and to serve as a springboard for eventual EU accession.
Trade diversion could be reduced further if all CEFTA countries adopted
the EU MFN tariff. It is also expected to reduce business transaction costs
and the administrative strain on customs, enhancing the flow of exports
and imports across SEE countries. It is important to ensure that CEFTA
is well-implemented in order to ensure successful liberalization of trade
among SEEs. Failure to do so could give rise to negative “hub and spoke”
effects. The latter emerge because of distortions that provide EU firms
(the hub) with better market access to other SEE markets (the spokes)
than that provided to SEE firms. If this occurs, it could work against the
objectives of increasing intraregional trade and investment.

The multilateral aspects of CEFTA 2006 need to be stressed through
consolidating a common list of exemptions and reducing the extent of
nontariff barriers and quantitative restrictions in agriculture. Tariffs on
industrial products will be eliminated once CEFTA 2006 is effective in
Albania, Bosnia and Herzegovina, and Serbia; FYR Macedonia, Moldova,
and UNMIK/Kosovo have kept a few exceptions. Liberalization of trade in
agricultural products remains similar to that which occurred under the
bilateral FTAs, as CEFTA adopts a system of quantitative restrictions and
maintains a series of differentiated exemptions by country. The parties
have committed to reviewing these exemptions and concessions by
May 2009.

Border frictions—Despite improvements, border frictions remain an
impediment.10 In the planned second phase of TTFSE, the scope of the
project is to be extended to cover additional border crossings and border-
related agencies and to fund infrastructure investments along the main
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regional corridors. Other initiatives to increase the efficiency of border-
related controls are the EC’s assistance to customs authorities throughout
the region and the Ohrid Process on Border Security and Management
under the auspices of the Stability Pact. Despite progress made through
these and other initiatives, many border-related controls in the Western
Balkans remain cumbersome and a key impediment for deeper regional
integration. Additional progress can be made through the implementation
of domestic integrated border management (IBM) programs aimed at
improving interagency coordination and cooperation within an individual
country.Also, an integration of common border formalities across countries,
including the establishment of a single management of border crossing
points, should be seriously contemplated.11 Based on these programs,
countries within CEFTA can start discussing the establishment of joint
border crossing facilities designed to allow for integrated border manage-
ment and nonduplication of work across agencies.

Standards can be harmonized and technical barriers reduced. Sanitary
and phytosanitary measures (SPS) and technical barriers to trade (TBT)
are addressed in Articles 12 and 13 of CEFTA 2006. The agreement calls
for cooperation between the parties under the overall umbrella of the
relevant WTO agreements. It may be useful to harmonize CEFTA stan-
dards according to EU regulations, which would help achieve the objective
of developing a full FTA between CEFTA and the EU. In any case, col-
laboration between CEFTA parties would be necessary to achieve the
goal of reducing disparities in SPS and reducing TBT, both for intrare-
gional trade as well as for trade with the EU.

Rules of origin—Diagonal cumulation needs to be effective at the CEFTA
level first.12 Diagonal cumulation allows economic operators to use com-
ponents originating from any of the participating countries in the agree-
ment without losing the preferential status of the final product when
exported to the EU.As a first step, CEFTA countries need to agree to diag-
onal cumulation among themselves, so that the origin of the product, as
long as it is made within the CEFTA region, is not an issue in qualifying
for free trade status. In this context, the CEFTA 2006 agreement (Article
14, annex 4 and 5) includes provisions on the adoption of pan-European
and Mediterranean rules of origin within the CEFTA region.

Increased intraindustry trade, exports, and FDI inflows could result
from the planned diagonal cumulation of rules of origins under the Pan-
European Cumulation of Origin across all countries.13 The European
Commission (EC) is currently preparing a zone of diagonal cumulation
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involving the EU and all countries of the Western Balkans which have an
FTA (SAA) with the EU.14 As a second step, these countries will integrate
into the pan-Euro-Mediterranean zone of diagonal cumulation.15 The
CEFTA 2006 agreement has similar rules of origin (Article 14, annexes 4
and 5) as those applied to the pan-Eur-Mediterranean cumulation system,
which allows for smoother integration. Application of these rules will help
overcome current asymmetries, which stem from a lack of diagonal cumu-
lation implementation. Under this system, CEFTA exporters are con-
strained when using inputs from their SEE partners, as only inputs sourced
from the EU would be accepted as local content under the bilateral cumu-
lation of origin rules, thereby discouraging intraregional trade.16,17 FYR
Macedonia and Croatia will be the first ones in the Western Balkans to
receive the benefit of the pan-Euro-Mediterranean cumulation system.18

The extension of the cumulation system to SEE5 requires concerted
efforts to strengthen the capacities of customs and local producers. Even
though the EU has in principle agreed to permit cumulation in its trade
with the Western Balkans (see EC 2006b), further action is needed to
ensure the full integrity of certificates of origin. Failure to do this in a
system allowing for cumulation could lead to considerable abuse.
However, rules of origin under the Pan-Euro-Med system are sophisticated
and could be difficult to implement by local customs authorities and by
small and medium enterprises of EU partner countries.19 Targeted support
is needed to integrate the cumulation system into the customs regime
and strengthen the capacities of customs. A parallel effort is needed to
raise the awareness of local producers and exporters about the require-
ments for proving origin and to support them in bearing its cost.

Public procurement—Fair and transparent cross-border competition for
public contracts is an important building block of a truly integrated
regional market. The procurement of goods and services by the govern-
ments and public entities can account for 10 percent of a country’s
GDP. Across the Western Balkans, however, discrimination in favor of
national companies remains widespread. This can take the form of local
content rules or residency requirements as well as more subtle forms
such as biased product specifications, noncompetitive contract awards or
rigged tenders.These types of discrimination not only constitute important
nontariff barriers for trade, but also impose significant costs to the gov-
ernment budget. An analysis of OECD countries (Francois et al. 1997)
found the “margin of preference” (i.e., the premium paid by govern-
ments to favor domestic suppliers) ranged between 13 and 50 percent.
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Moreover, nontransparent procurement practices create a fertile breeding
ground for corruption, which constitutes a major impediment for
economic development in the Western Balkans.

Moving toward nondiscrimination in procurement laws, especially in
practice, is a challenge for the future. The two accession candidates
Croatia and FYR Macedonia started to open their procurement markets
by introducing the principle of nondiscrimination between domestic and
foreign suppliers in their procurement laws, in compliance with the
respective EU acquis. In most Western Balkan countries, however, non-
transparent practices and discrimination between domestic and foreign
suppliers remain widespread. The CEFTA agreement contains provisions
on public procurement in Articles 34 to 36. Even though it introduces
the principle of nondiscrimination, a transition period until May 2010
will apply. In fact, the CEFTA provisions go beyond WTO rules and
contain an evolutionary clause with a review mechanism. As with most
other policies that are of relevance for deeper integration, however, the
challenge for the Western Balkan countries is not to make de jure adjust-
ments in line with international norms, but to de facto enforce these new
rules. The annual progress reports of the EC contain procurement chapters
and monitor progress in this regard.

Competition and state aid policy—Anticompetitive behavior by firms
not only reduces economic efficiency at the national level, but also can
be an important barrier to market access and thus reduce trade
between countries. Small markets like those in the Western Balkans are
particularly prone to cartels, restrictive practices, or the abuse of market
power. This, along with state aid to national companies, can reduce the
incentives as well as the flow of cross-border investment. The EU’s
strict competition and state aid rules constitute a central pillar of the
Single Market and are enforced both by the EC and by national
antitrust authorities. Whereas pro-competitive regulation in the network
industries tends to be targeted at well-defined incidences of market
failure (e.g., vertical unbundling in electricity, network access in railways,
and slot allocation at airports), cross-sector competition rules are a
flexible instrument to counter anticompetitive behavior on a case-by-
case basis. This, however, requires a high degree of institutional capacity
and technical skills of antitrust authorities.

Compliance with, and enforcement of, EU rules on competition and
state aid can only be a long-term goal, owing to capacity bottlenecks. Most
Western Balkan countries have adopted competition laws in compliance
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with EU rules and several have established independent competition
authorities. The laws as such, however, are only a fraction of the relevant
acquis, which mainly consists of a vast body of case law. The poor enforce-
ment track-record in terms of cases investigated and volumes of fines col-
lected indicates that significant capacity building for antitrust authorities
in the Western Balkans will be needed. Given the small size of these
countries, it might be useful to contemplate the establishment of multi-
regulators or certain regional-level regulatory structures. As far as state
aid is concerned, compliance with EU rules is a long way off and even
reliable data on the flows and magnitude of state aid is hard to come by.
Both the CEFTA 2006 agreement (in Articles 20 and 21) and the SAAs
between the EU and the Western Balkan countries contain some general
provisions on these issues. Most importantly, perhaps, the annual progress
reports by the EC contain chapters on competition and state aid and are a
useful instrument to monitor and encourage the gradual convergence
toward EU practices.

Notes

1. See E. Helpman (2004). Helpman quotes a study showing that an increase
of one standard deviation in the degree of openness increased the growth
rate of a small country like the Seychelles (population less than 100,000) by
1.4 percent. However, a larger country like Mali (population more than 10
million) increased by only 0.4 percent with a corresponding increase of one
standard deviation.

2. According to the GATT, tariff binding cannot be changed without compensa-
tion or resorting to the dispute settlement mechanism.

3. The complexity and extent of EU farm support, of which tariffs are just a
component, could imply that convergence to EU agricultural tariffs may not
be beneficial.

4. Of course, for those that are now part of the EU, namely Bulgaria and
Romania, EU access is even more complete and across a broader range.

5. For a survey, see World Bank (2003), chapter 3.

6. With 660,000 inhabitants and a fraction of the EU’s income level, Montenegro’s
economy is equivalent to that of a Western European town of about 150,000
people. The joint GNI of all Western Balkan countries (21 million inhabitants)
is a quarter of that of Austria (8 million inhabitants). See World Development
Indicators (2005).

7. This is almost certainly an underestimation. For details, see World Bank
(2007b), chapter 4.
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8. Also, the LPI is based on perceptions.

9. MIGA (2006). The EIOP is also managed by MIGA through a European
investor outreach office in Vienna (www.miga.org/index.cfm?aid=141). An IMF
study also shows a considerable gap between actual and potential FDI
(Demekas et al. 2007; see also chapter 2 in this book).

10. See chapter 5, the section on “Key Bottlenecks,” which shows that within
many countries in SEE5, perceptions are more favorable to the quality of
infrastructure than to overall logistics, which supports an emphasis on the
softer side of infrastructure.

11. National and regional EU CARDS financed projects have supported the
development of “Guidelines for Integrated Border Management in the
Western Balkans” in 2003.

12. The concept of cumulation is an important element of preferential rules of
origin. It allows inputs originating from one party in a preferential agreement
to count as originating in another when those goods are used in further pro-
cessing. Diagonal cumulation applies, for example, in preferential trade
between the EU and groupings of countries in which the parties to an agree-
ment share identical rules of origin (for example, EFTA countries). It allows
materials originating in the EU or in one or more of the country groupings to
count towards fulfillment of the rules of origin. The same concept applies
within CEFTA countries.

13. EU preferential rules of origin define the requirements for the local content
of raw materials, components, and value added, including the minimum level
of transformation necessary for a final product to qualify as originating and
thus for it to benefit from preferential treatment in access to the EU market.
Since 1997, a system of European cumulation, based on a network of free
trade agreements and protocols, has been established among the EU, the
EFTA countries, the Central and Eastern European countries, and Turkey.
Since 2002, the system has been extended to the Southern Mediterranean
countries as signatories of Association Agreements with the EU.

14. At present these comprise Croatia, FYR Macedonia, and Albania. Montenegro
signed the SAA in 2007 and will be able to benefit from the cumulation
arrangements since an Interim Agreement (pending full ratification of the
SAA) has now entered into force. Serbia and Bosnia and Herzegovina are still
negotiating the signature of the SAA.

15. This zone includes the EU, Turkey, EFTA countries, and the Mediterranean
countries participating in the EU’s Barcelona process.

16. Thus, if Albania took in inputs from, say, Montenegro, it would not enjoy pref-
erential access to the EU; inputs from Hungary or Bulgaria (as EU members),
however, would qualify it for such status.
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17. See “Study on the economic impact of extending the pan-European system of
cumulation of origin to the Mediterranean partners’ part of the Barcelona
process,” the Sussex European Institute, University of Sussex.

18. See http://ec.europa.eu/taxation_customs/customs/customs_duties/rules_
origin/preferential/article_784_en.htm. All SAAs allow for bilateral cumula-
tion only. The SAAs with Croatia and FYR Macedonia are now being amended
to establish the so called “SAP + DC” (where DC is diagonal cumulation),
which would include the EU, the SAA countries, and Turkey.

19. The cost of proving origin involves a number of administrative procedures,
and there is also the cost of maintaining an accounting system that accurately
accounts for imported inputs from different geographic locations (Brenton
and Manchin 2003).





Introduction

Services play an increasingly important role in the development of an
economy. For SEE, the share of services in GDP rose from 55 percent in
2000 to 58 percent in 2005, but was still low compared with EU levels
(78 percent in EU27 in 2006). Across countries, the share of services
varies from 51 percent in Serbia and Montenegro to 65 percent in Bosnia
and Herzegovina. Given their weight in the economy, services play a key
role in the growth of GDP. Perhaps more importantly, services play a key
role in the competitiveness of all firms, across all sectors, in open
economies (Hoekman 2006). Over time, the services content of goods
keeps rising, as an increasing share of the value of any product originates
from R&D, finance, design, marketing, distribution, and so on. In many
areas, such as business-process outsourcing, the quality of telecommuni-
cations is fundamental to the success of firms. Thus, an increase in the
efficiency and productivity of services will add to economic growth,
both directly through the services sector’s share in GDP, and indirectly
through improvements in the efficiency of the rest of the economy.

Liberalization of trade in services could become a powerful driver
for growth in SEE for several reasons. First, many services sectors have
traditionally been government-controlled and shielded from competition.
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Hence, a liberalization of services trade could induce substantial efficiency
gains. Second, most trade barriers for services come in the form of
behind-the-border policies (such as a limit on the number of mobile
phone operators) and thus the full liberalization of services trade
includes broad domestic reforms. Third, most trade in services takes
place through commercial presence and thus entails significant FDI
flows and knowledge spillovers. Fourth, barriers to trade in services
penalize in particular small- and medium-sized enterprises (SMEs),
because SMEs are disproportionately affected by complex administra-
tive and legal requirements. SMEs, a key driver of growth, will greatly
benefit from liberalization because the present barriers mainly protect
the large incumbent firms from competition. Not surprisingly, the
potential gains from full liberalization in services trade are significant,
and usually exceed potential gains from liberalization in merchandise
trade.1 It is important to note that full liberalization is key, because the
literature suggests that what matters most in enhancing performance
in any services sector is competition in general (whether domestic or
foreign), complemented by effective regulation.2

Trade in services differs fundamentally from trade in goods. Since
services tend to be intangible and nonstorable, their trade often
requires a direct interaction between buyer and seller. As a result, there
are four different modes of supply: mode 1) cross-border supply occurs
when consumers and producers do not interact (for example, financial
services transacted online); mode 2) consumption abroad occurs when
the consumer moves to the producer (for example, tourism or port
services); mode 3) commercial presence occurs when the producer
comes to the consumer (for example, bank branches or retail outlets);
mode 4) presence of natural persons occurs through, for instance, short-
term assignments of architects or consultants. The relative importance
of the four modes differs between sectors and liberalization should
ideally cut across modes. Nevertheless, commercial presence tends to
be the dominant mode. Consumption abroad is mainly relevant for
tourism, while technological progress is increasing the feasibility of cross-
border supply for a growing number of services (for example, IT-enabled
services). Due to its peculiar nature, services trade entails substantial flows
of capital, labor, intellectual property rights, and knowledge spillovers
between jurisdictions.

Barriers to trade in services mostly come in the form of behind-the-
border administrative barriers or regulations targeted at services suppliers.
In contrast, the main barriers to trade in goods are tariffs and quotas
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enforced at national borders. If cross-border trade in services is to be
liberalized, a wide range of domestic policies need to be reformed.
These include rights of establishment (for example, for foreign retailers
or hotel chains), rules for market access (for example, network access
for telecom operators or electricity generators), licensing regimes (for
example, for accountants or medical staff), investment rules (for example,
restrictions on foreign ownership or the repatriation of profits), visa
regimes, and competition rules. Free trade in services requires an elimi-
nation of discrimination in terms of nationality of ownership and relaxation
of policies that affect entry (such as government monopolies). In other
words, many of the reforms needed for full liberalization in services
trade require that domestic policy reforms address such practices as legal
exclusivity rights, state-owned monopolies, anticompetitive behavior,
and red tape.3

The General Agreement on Trade in Services (GATS) under the aus-
pices of the World Trade Organization (WTO) is the main multilateral
vehicle for services trade liberalization. Trade between WTO members is
governed by a number of principles, such as the most-favored nation prin-
ciple (no discrimination between trading partners), the national treatment
principle (no discrimination between domestic and foreign firms), the
transparency principle (all remaining trade barriers need to be explicit),
and institutionalized dispute settlement (to enforce compliance with
WTO rules). As far as services are concerned, each WTO member can
select sectors for which it is willing to subject itself to GATS disciplines.
For each of these “bound” sectors, all remaining trade restrictions must be
explicitly listed in a country’s schedule of commitments (“negative list-
ing”). Schedules are divided into horizontal commitments (for example,
general rights of establishment) and sector-specific commitments. For each
of the various sectors and subsectors, commitments can then be made for
the four modes of supply (which yields a matrix of commitments).Among
Western Balkan countries, Albania, Croatia, and FYR Macedonia are
already WTO members, while Bosnia and Herzegovina, Serbia, and
Montenegro are negotiating accession.4 Their GATS commitments or
offers are generally quite comprehensive.

At the regional level, it is hard to undertake preferential liberalization
in services except for skilled labor. In general, legislative changes to accom-
plish services liberalization are usually easier to do on a nonpreferential
basis (Mattoo and Payton 2007). This is also implicitly recognized in the
CEFTA 2006 agreement, which addresses services trade in Articles 26 to
29 but does not make any binding commitments and only declares intent
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regarding a gradual liberalization of services trade. This paper suggests that
skilled labor services is the one area in which preferential liberalization
could be undertaken at the CEFTA level.

The underlying assumption of this chapter is that investment in services
will be attracted by, and also contribute to, further economic integration.
FDI in services will be attracted by a larger economic space, as well by
other elements of a good investment climate (see chapter 5). Of course,
the services sector itself contributes significantly to the integration of
economic space (sectors such as transport, telecom, and finance are
key elements of the web of economic linkages between countries).
Note that services trade liberalization is also a key element in deeper
regional integration.

This chapter illustrates how a focus on the regional dimension can
help in the development of the services sector (referring to either the
Western Balkans or South East Europe as a whole). The regional dimen-
sion can be seen as a key element in the development of services, which
can be visualized in the following three-stage process: i) barriers to trade
in services; ii) regional cooperation and harmonization; and iii) hard
infrastructure provisions (including cooperation thereof). The targets
imposed by the EU convergence agenda will need to be considered,
especially in the first and second stages.

The next section examines case studies of several services sectors
within the implicit or explicit framework of the three-stage process,
including transport, telecommunication, energy, financial, and distribu-
tion services. Its last subsection explores the possibility of a regional market
for skilled labor. The final section provides conclusions.

Trade in Specific Services Sectors

Progress varies between sectors, despite the fact that overall liberalization
of trade in services in the Western Balkans is well-advanced. In financial
services and tourism, most market-access restrictions have already been
removed.The regional agreements on air transport and energy are expected
to gradually remove most remaining barriers in those two markets. The
telecom sector has seen an influx of FDI (mode three), and planned
reforms should lead to a further expansion of trade (for example, liberal-
ization of fixed-wire services, privatization of state-owned operators, and
the issuance of additional mobile licenses). Distribution and construction
services are also relatively open to cross-border trade, even though some
restrictions continue to exist. For professional services, a lack of mutual

90 Western Balkan Integration and the EU



recognition significantly restricts trade. State ownership remains an
obstacle for trade via mode three for several services sectors (for
example, transport, energy, and environmental services). In those cases
in which formal market access restrictions have been removed, anti-
competitive behavior by incumbents still constitutes a barrier to
trade. Table 4.1 shows the status of EBRD Infrastructure Reform
Indicators in different sectors.

The Concessions Law provides an important support for efficient
and prioritized investments and is applicable to all potential public-
private partnerships in infrastructure provision. In many areas, including
roads, railway operations, and airports, the private sector may wish to
partner with the government if the former foresees a profit opportunity.
Here, the quality of the Concessions Law is critical, as it is supposed
to ensure a competitive and transparent process in the selection of the
investor, and transparent provision of any government guarantees. A
competitive process with minimal and transparent guarantees also helps
ensure that the proposed investment is the right priority from the public
point of view.

Transport
Efficient transport is a catalyst for development and deeper regional inte-
gration. It facilitates the cross-border flow of goods, tourists and business
travelers, and it connects the region to its large emigrant communities.

Regional integration is also taking place within the transport sector.
Unlike in the telecommunications sector, in which regional integration
is primarily driven by cross-border investments, the main driver of
integration in the transport sector is regulatory harmonization and
coordination between authorities. The policy issues, reform challenges,
and investment needs vary between transport modes (air, rail, road,
maritime, and inland waterways). One of the most important sources
of transport frictions in the region, however, is border crossings (see
chapter 3 discussion).

Air transport––The acquis defines much of the liberalization agenda in
air transport and contains ambitious goals. In June 2006, the EU and the
countries of SEE signed an agreement to establish the European
Common Aviation Area (ECAA).5 It commits all signatories to remove
existing barriers and fully liberalize air traffic among themselves, as well
as to adopt the entire aviation-related acquis by 2010. This will effectively
extend the EU’s single market for air transport to SEE. Implementing this
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Table 4.1. EBRD Reform Indicators and Selected Infrastructure Performance Data

Electricity

production

Banking Domestic Skype per labor

reform and credit to Overall LPI LPI rates to force

interest rate private sector infrastructure overall overall mainline, Electric participant

liberalization (% GDP) reform score rank Telecom 2007 (US$) Railways power (kWh)a Roads

Albania 2000 2.33 4.6 2.00 — — 3.00 — 2.00 2.33 5318 2.00

2006 2.67 14.9 2.00 2.08 139 3.00 0.17 2.00 2.67 4112 2.00

Bosnia and 2000 2.33 40.8 2.00 — — 2.33 — 2.00 2.33 5304 2.00

Herzegovina 2006 2.67 47.9 2.33 2.46 88 2.33 0.20 3.00 3.00 6168 2.00

Bulgaria 2000 3.00 12.6 2.67 — — 3.00 — 3.00 3.33 8192 2.33

2006 3.67 44.5 3.00 2.87 55 3.33 0.07 3.33 3.67 13127 2.67

Croatia 2000 3.33 37.4 2.33 — — 3.00 — 2.33 2.33 9086 2.33

2006 4.00 61.2 3.00 2.71 63 3.67 0.07 2.67 3.00 6745 3.00

Macedonia, 2000 2.67 17.8 2.00 — — 2.00 — 2.00 2.33 4467 2.33

FYR 2006 2.67 25.9 2.33 2.43 90 3.00 0.22 2.00 3.00 7766 2.33

Montenegro 2000 1.67 — 1.33 — — 1.67 — 1.00 1.00 — 1.67

2006 2.67 — 2.00 — — 3.00 0.12 1.00 2.33 — 2.00

Romania 2000 2.67 7.2 3.00 — — 3.00 — 4.00 3.00 8316 3.00

2006 3.00 20.0 3.33 2.91 51 3.33 0.12 4.00 3.33 5443 3.00

Serbia 2000 1.00 — 2.00 — — 2.00 — NA 2.00 12570 2.00

2006 2.67 — 2.00 2.28 115 2.33 0.12 2.33 2.33 9091 2.67

Slovak 2000 3.00 51.3 2.00 — — 2.33 — 2.33 2.00 13943 2.33

Republic 2006 3.67 36.2 3.00 2.92 50 3.67 0.07 3.00 4.00 11452 2.33

Slovenia 2000 3.33 35.8 2.67 — 2.33 — 3.00 3.00 3787 3.00

2006 3.33 53.3 3.00 3.14 37 3.00 0.06 3.00 3.00 14936 3.00

Source: EBRD Transition Reports. 

Note: — = not available.

a. Latest data is for 2004.
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ambitious agenda will require a revision of national aviation codes, the
liberalization of cross-border traffic rights, capacity building for civil-
aviation authorities, and improvements in the safety and security regimes.
Much closer regional cooperation will also be needed in air-traffic manage-
ment (ATM), considering that planes on some routes cross five different
countries in the course of an hour.

The ECAA has significant potential to reduce passenger and transport
costs in the region, increase traffic flows, and thereby enhance regional
integration. According to a Booz Allen Hamilton study in 2005 for the
EC (quoted in Müller-Jentsch 2007a), over two-thirds of routes between
city-pairs to and from SEE are served by one airline only, and most
remaining routes are operated on a duopoly basis. Another important
indication of the lack of competition due to market entry barriers is the
lack of Western Balkan destinations on the map of Europe’s low budget
and charter airlines, with a few exceptions such as Dubrovnik, Split, and
Zagreb. Within the EU, these airlines have played a pivotal role in the
stimulation of competition and market development. International
experience suggests that ECAA-induced competition should bring down
airfares in the Western Balkans significantly.6 Also, air traffic is likely to
increase significantly, because the demand is both price-elastic and
income-elastic. In turn, increased business and personal traffic will facil-
itate regional integration and make the Western Balkans/SEE more
attractive for investors. Efficient air transport is also critical for tourism,
which is an important sector for the areas along the Adriatic coast.
Moreover, air transport is an integral part of the multimodal system and
thus the ECAA has repercussions for other transport modes.7

Regional cooperation (integration) will help enhance economies of
scale in airport development. Many airports in the Western Balkans are
close enough to national borders to serve parts of neighboring countries.
Both the FYR-Macedonian airport of Skopje and the new Albanian air-
port of Kukes, for instance, are less than 20 kilometers from the Kosovo
border and their hinterlands overlap with those of Pristina airport. In
recent years, the small airport of Mostar (in Bosnia) has lost much of its
traffic to nearby Split and Dubrovnik (in Croatia). Dubrovnik can also
serve parts of Montenegro. Sarajevo in Bosnia and Osijek in Croatia are
both close to the Serbian border.The small size of national aviation markets
in most Western Balkan countries and the geographic location of many
airports have implications for airport development. Thus, investment costs
can be minimized if airport development is coordinated at the regional
level, while allowing the market to point out which of the airports with
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overlapping hinterlands should be chosen as the subregional hub(s). For
this to happen, some secondary-airport expansion and construction projects
would need to be reconsidered, road and rail links improved, and border-
crossing procedures streamlined. Reaping such synergies will require
regional coordination as well as a willingness to concede that there cannot
be a hub in every country.8 The memorandum of understanding for the
South East Europe Core Regional Transport Network, signed by national
transport ministers and the European Commission in mid-2004, identified
eleven priority airports, but modalities to coordinate airport develop-
ment have not yet been established.9

Sound policies and implementation will help to attract the private
sector and minimize the impact of ECAA on government budgets. With
the right policy framework and a privatization of state-owned airlines
and airports, the private sector should be able to provide most of the
investment needs for fleet renewal and infrastructure expansion. EU
state-aid rules, which are part of the ECAA package, will cap subsidies to
loss-making flag carriers. Moreover, a division of labor between regional
airports would reduce infrastructure costs (see below). The upgrading of
air traffic control infrastructure, on the other hand, can be recovered
through charges levied on airlines for the use of airspace. Examples of
successful cost-recovery in air traffic management, the concession of the
Tirana airport, and public-private partnerships at Belgrade airport all
illustrate that it is possible to keep budgetary impact low, even after the
possible initial costs associated with sector restructuring. Overall, once
air traffic growth is taken into account, the impact of ECAA adoption on
the fiscal space of governments could be minimal or even positive.

The small airlines pose a challenge, but also provide an opportunity to
realize significant efficiency gains, in keeping with the vision of ECAA.
A particular challenge will be the restructuring and consolidation of the
many small national airlines in the face of impending competition.
Together, the six Western Balkan flag carriers carried a total of 3.2 million
passengers in 2005, about one-third the figure of Austrian Airlines.These
airlines will need to be restructured in the context of ECAA, which renders
the notion of flag carriers obsolete. ECAA will abolish national owner-
ship restrictions for airlines and prohibit governments from subsidizing
airlines, which should lead to the emergence of new private carriers once
a level-playing field for competition is established. Interesting examples
for the Western Balkans could be Central America’s Grupo Taca (which
consolidated existing flag carriers), Sky Europe (which was a de novo
private airline) (see box 4.1), or the Scandinavian countries Denmark,
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Box 4.1

Private Sector Airlines: Grupo Taca (Central America) and
Sky Europe (Slovak Republic)

Similar to the Western Balkans, Central America is a region with seven small coun-

tries, whose flag carriers were too small to compete on their own. Over the past

two decades, the private El Salvadorian airline Taca acquired strategic stakes in

the flag carriers of Guatemala (Aviateca), Costa Rica (Lacsa), and Nicaragua (Nica),

and integrated their operations. In 2001, it also established a subsidiary in Peru.

The Taca group now serves 35 cities across the Americas, has the newest fleet in

the Americas (with 32 aircraft), operates three hubs in El Salvador, Costa Rica, and

Peru, and plans to expand to additional countries in the region. With 3.5 million

passengers a year, Grupo Taca is as large as all Western Balkan flag carriers com-

bined. And, there is another analogy: 40 percent of its passengers are migrants

(Latin Americans living in the United States).

When the Slovak Republic was left without a flag carrier after its separation

from the Czech Republic, the country adopted liberal air-transport sector policies

that led to the birth of Sky Europe, a private airline based in the capital Bratislava,

which subsequently became Central Europe’s leading budget carrier. In

September 2005, the airline was quoted on the Vienna Stock Exchange. The IPO

receipts will be used to triple the fleet size from 15 to 47 planes by 2009 and

increase the number of passengers from one to six million annually. Thriving in

an open-skies environment, the stock-market value of Sky Europe is almost as

high as that of Austrian Airlines.

Source: Frankfurter Allgemeine Zeitung (26 October 2006) and the Taca Web site.

Norway, and Sweden, which established a tri-national “flag carrier” decades
ago: the Scandinavian Airlines System (SAS).

Railways––The case for deeper regional integration in rail transport is
based on the value of foregone opportunities. Railways constitute a network
industry with substantial economies of scale. In small countries, seamless
operations with neighboring countries are critical to profitable operations.
The break-up of the former Yugoslavian railways created several small
systems that are barely viable on their own. In freight traffic, rail only
tends to be competitive for bulk cargo and on long-distance routes
beyond 500 kilometers. The fact that less than five percent of traffic



between the EU and Turkey is carried on this mode indicates the poten-
tial loss of transit traffic by Western Balkan rail companies, a consequence
of low efficiency and border-related disruptions of rail traffic. Reform
challenges throughout the region include overstaffing, high costs, and a
lack of modern management. The EU acquis will also require far-reaching
adjustments, such as open network access or a separation of infrastructure
from service provision. The World Bank (2005d) published a regional
study on railway reform in the Western Balkans in December 2005 and
has proposed a regional rail initiative in close cooperation with the
European Commission. This would entail an agreement between govern-
ments on a set of common objectives as well as complementary technical
assistance and investments at the national level. A working group under
SEETO (South East Europe Transport Observatory) has been helping to
prepare the ground for a Common Network Statement for the region.
Eventual implementation of the initiative could, however, take several years.

Roads––A third priority for regional integration in the transport sector is to
continue close coordination of infrastructure investments and facilitation
measures along land corridors. The bulk of cross-border transport among
Western Balkan countries and with the EU moves along a limited number
of road and rail corridors. In June 2004, governments signed a memoran-
dum of understanding on the development of the South East Europe Core
Regional Transport Network.10 Based on the analysis conducted under two
technical studies in 2002 and 2003 (the TIRS and REBIS studies), the core
network consists of a backbone system of roads and rail lines plus the main
ports and airports of the region. At the heart of this multimodal system lie
the pan-European Corridors V, VII, VIII, and X, which traverse the region.
As in the case of Railways, a Steering Committee of government represen-
tatives, supported by SEETO, has been established to oversee the imple-
mentation of the memorandum of understanding.

Regulatory and institutional reforms can go a long way in alleviating
infrastructure constraints. The focus of the discussions to date has been
on possible priorities for infrastructure investments (“hard measures”)
along the core network. Although some missing links have been con-
structed (for example, several hundred kilometers of motorways in
Croatia) or are under construction, Croatia’s experience shows the pitfalls
of an excessive focus on capital expenditures (World Bank 2006). On
the other hand, the less expensive but more complex coordination of the
regulatory and institutional reforms (“soft measures”) that is needed to
render transport flows more efficient will be a challenge. This includes a

96 Western Balkan Integration and the EU



streamlining of border-crossing procedures, more effective maintenance
of existing infrastructure, the privatization of state-owned transport
companies, road pricing and cost-recovery schemes, more efficient
modal interfaces, and measures to improve road safety. Another chal-
lenge will be to identify parts of the core network for which private
investments could be mobilized (for example, ports and airports) and to
put in place the necessary regulations, an area in which Concessions
Laws will be critical. A discussion of these is beyond the scope of this
study, but does suggest that the regional-integration agenda on roads in
particular and on transport in general recognize that coordination and
regulatory harmonization (and the resultant encouragement of private
investment) may be at least as important as government expenditure.

Fiscal space limitations demand strong prioritization of government
expenditures. If governments do invest on their own, they would need
to subject the proposed investment to rigorous cost-benefit analysis, and
look at foregone opportunities. In particular, consideration would need
to be given to fiscal space limitations; competing uses for government
investment, especially for human development (which is a priority, see
chapter 5); and the extent to which other measures outlined above can
substitute for expensive investment in new roads and railways.

Telecommunications
Besides being an important sector in itself, telecommunications is one of
the key services sectors that drives productivity enhancement and
growth, and enables specialization, regional integration, and linkages
with production networks. Spending on telecommunications accounted
for some 4 percent of GDP in the SEE and Turkey, compared with 2.6
percent in the EU. More importantly, telecommunications is a critical
input for many other industries and sectors. Evidence on productivity
impact is plentiful and includes some popular examples such as the success
of the Indian business-process outsourcing industry; Indian fishermen
whose use of mobile phones enabled an increase of profits by 8 percent
while fish prices fell by 4 percent;11 and the more general Mattoo et al.
(2006) finding that countries with open financial and telecommunica-
tions sectors grew, on average, about 1 percentage point faster than other
countries. Development of telecoms allows an expansion of trade in
services, which can be delivered through mode one, namely, cross-border
trade (online transactions in business-process outsourcing, for example),
as well as through mode three. It also allows regional integration (by
enabling better real-time coordination and specialization in different
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aspects of the business process) and better links to regional or other
production networks, both in services as well as in other sectors.

The process of telecom liberalization and privatization in the Western
Balkans has gathered momentum, and is most visible in mobile tele-
phones. Mobile penetration rates (subscribers as a percent of the popu-
lation) are a multiple of fixed-line penetration rates in most countries
(see figure 4.1); however, in most countries, they are below the average
EU level. Mobile penetration in 2006 varied from 16 percent in Kosovo
(although this could be an underestimate) and 44 percent in Bosnia and
Herzegovina, to 90 percent in Bulgaria, and may be as high as 99 percent
in Montenegro.12 These unfolding market dynamics are a reflection of
substantial policy reforms, which have encouraged modern management
and competition and thereby led to improved services and significant
price declines. In the last few years, most Western Balkan governments
have introduced modern telecom laws in line with EU rules, established
independent telecom regulators, and liberalized market access for new
services providers (see box 4.2 for a description of some of the invest-
ments that have taken place). However, it should be noted that a lack of
secondary regulation can prevent laws from being implemented, as in
the case of the Serbian fixed-line market. Even where implementing reg-
ulation has been enacted, such as in FYR Macedonia, implementation
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and enforcement are often lacking as a result of inadequate capacity of
the regulator.

Although prices have fallen, call rates are still high and internet pene-
tration is still low. Different indicators show that there is still some work
to be done in telecommunications. Table 5.2 shows the EBRD transition
reform scores in telecommunications, and the cost of a one minute call to
a fixed line using Skype. Figure 5.7 also shows the price of a 10-minute
incoming call from the United Kingdom. Although the Western Balkans
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Box 4.2

Significant Investments Have Occurred in the Telecom 
Sector in the Western Balkans

Cross-border investments by a handful of European companies are driving both

infrastructure modernization and the process of regional integration. Hungary’s

Magyar Telekom, majority owned by Deutsche Telecom, has acquired controlling

stakes in fixed-wire operations in FYR Macedonia and Montenegro. Deutsche

Telecom has bought a 51 percent share in Croatia’s main telecom company H-HT

from the government. Greece’s OTE controls the largest mobile provider in Alba-

nia and the second-largest provider in FYR Macedonia, and has a 20 percent

stake in Serbia’s fixed-wire operator Srbija Telekom. Telecom Austria owns the

second-largest mobile operators in Slovenia and Croatia, the mobile market

leader in Bulgaria, and has acquired the third mobile license in Serbia and FYR

Macedonia. The U.K.-based Vodafone has mobile operations in Albania and

Greece. Furthermore, Slovenian Telekom bought the largest alternative operator

in FYR Macedonia (On.Net) in late 2006 and has started to offer fixed-wire services.

In a rare case of intra-regional FDI, Serbia’s Srbija Telekom won the tender for

Telekom Srpske in Bosnia and Herzegovina in late 2006. 

These investments have been sizable. In August 2006, for instance, the

Serbian government sold the country’s leading mobile operator to Norway’s

Telenor for €1.5 billion. A few months later, Telecom Austria paid $427 million for

Serbia’s third mobile license and plans to invest a further $333 million in the roll-

out of the network.

Further privatization is in the offing. The governments of Croatia and

Montenegro plan to sell further stakes in their partially-privatized telecom com-

panies in 2007. Serbia and Albania have been trying to sell majority stakes in

their national telecom companies. Operations in Bosnia and Herezegovina and

Kosovo also remain publicly owned.



have certainly benefited from the increased availability and quality of
telecoms (see chapter 5), most telling are the substantial gaps that still
exist in prices of incoming calls. This may also be reflected in Skype
international-call rates to the destination countries (FYR Macedonia,
Bosnia and Herzegovina, and Albania are the most expensive, falling
between 17 and 22 cents). Internet penetration is also quite low compared
with the EU average, especially in Albania, FYR Macedonia, and Serbia.
These outcomes are mirrored, albeit not exactly, in the EBRD infrastruc-
ture transition scores, in which Bulgaria and Romania both score 3.33 and
Croatia scores 3.67. All the other countries score 2.33 or 3.

Although trade in telecom services has been largely liberalized, there
are still some de facto barriers to entry. All networks and services have
been fully liberalized except in two specific cases.13 However, effective
fixed-network competition is obstructed by lack of appropriate secondary
legislation for authorization of entry into fixed-line services, very high
authorization fees, or lack of a viable interconnection offering. Only
Romania has fully implemented the EU framework. FYR Macedonia
has created the legislation, but its implementation has been delayed.
Croatia has also advanced in this process. Overall, all Western Balkan
countries need to fully transpose the EU telecom acquis (both for mar-
ket access as well as for all other areas) in order to advance in the EU
accession process.

The key challenge to achieving better outcomes lies in implementa-
tion. Although there are still some issues in transposing the EU acquis to
the different countries, the main challenges will be the effective enforce-
ment of EU rules and the encouragement of effective competition
through follow-up secondary legislation, and through independent and
competent sector regulators. This is an area where much remains to be
done. In this context, a specific concern relates to the advantages of
incumbents. It is possible that, in some countries, concession agreements
give incumbents preferential treatment compared to new operators who
are regulated by primary and secondary legislation. Hence, concession
agreements should be harmonized with the laws to ensure equal market
access to all participants.

The private sector can provide much of the requisite investment.
Trade in telecom services mainly takes place via mode three and, as out-
lined above, FDI in the sector is already widespread. It should receive a
further boost through planned privatizations and the issuing of additional
licenses. For example, even though network digitalization is well-advanced
across the region, substantial (private/corporate) investments will be
required to increase the availability of broadband and UMTS services.
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Slovenia, Croatia, Serbia, and FYR Macedonia have already issued third
mobile licenses, and Montenegro and Kosovo/UNMIK are preparing to
do the same. Some countries have also started to liberalize fixed-wire
services (for example, Croatia, FYR Macedonia, and Serbia). However, to
achieve full benefits of increased entry, implementation of the policy
agenda needs to advance.

A framework for regional coordination is already in place through EU
institutions. Relevant regional institutions are already in place to help
achieve economies of coordination and harmonization. The relevant
bodies are the European Regulators Group (ERG) for electronic commu-
nication networks and services and the European Telecommunications
Standards Institute.The ERG is intended to help encourage coordination
and cooperation between national regulatory bodies, promote the internal
market, and achieve consistency in application of the EU directives. The
telecom regulators in the Western Balkans should aim at becoming more
closely involved in the work of the ERG, which would offer a forum for
them to share experiences and information and possible solutions.

Energy
Energy is potentially a major constraint to private sector development in
the region. Business surveys show energy as a major barrier to doing busi-
ness in Albania (see chapter 5), but this is a problem that could easily
spread to other counties, given energy shortages throughout the region.

Fortunately, energy is one of the sectors in which regional integration
is most advanced. Based on two previous memorandums of understanding
on electricity and gas (the Athens Memoranda), the European Commission
and nine SEE partners signed the Energy Community Treaty for South
East Europe in 2005.A Vienna-based Energy Community Secretariat was
established to oversee the implementation of the treaty.14 The agreement
commits all signatories to implement gradually the energy acquis, which
should lead to the full integration of the Western Balkans into the EU’s
internal energy market by 2015. The agreement is based on the entire
acquis for electricity and gas as well as sector-related regulations on compe-
tition policy and the environment. In the electricity subsector, for example,
the acquis obliges all members of the Energy Community to unbundle
generation, transmission, and distribution, while establishing independent
sector regulators and transmission system operators (TSOs).

This integration agenda is being supported by the development com-
munity. Especially for small systems such as those of the Western
Balkans, the benefits of regional integration stem from cross-border com-
petition, the ability to reduce expensive reserve capacity, and the ability

Services as an Engine of Growth: The Regional Dimension of Trade in Services 101



102 Western Balkan Integration and the EU

to trade electricity with neighbors that have different energy endow-
ments (for example, hydro-power in Albania and lignite in Kosovo). To
help unlock these synergies, the World Bank, with funding from the
European Commission, prepared a South East Europe Generation
Investment Study in 2004 (World Bank 2004a). Based on a demand
forecast, this study mapped out a least-cost generation expansion plan
for the region as well as a strategy for regional energy trade. This analytical
work and the Energy Community Treaty was the foundation for the
World Bank $1 billion horizontal Adaptable Program Loan (APL).
Under this APL, the World Bank is implementing a series of complemen-
tary projects at the national level, which supports sector restructuring
through technical assistance and investment lending.

The standards and harmonization required for integration will be pro-
moted by the institutional framework of the Treaty. Forging a regional
energy market requires close cooperation between national regulators,
and hence the policy framework for the EU Single Market in electricity
has not only a regulatory but also a regional institutional dimension. As
discussed in box 4.3, the UCTE ensures technical cooperation and thus
the stability of the interconnected grid. ETSO facilitates cross-border
network access and electricity flows. The CEER ensures the compatibility

Box 4.3

National Sovereignty and Cross-Border Institutions

If the Western Balkan countries are to develop modern market economies and

comply with the EU acquis, they will have to establish a wide range of specialized

institutions: i) market institutions in the more narrow sense such as stock markets

and power pools; ii) technical institutions to ensure proper functioning of

markets like air traffic control, railway network management, and electricity

transmission system operations; and iii) regulatory institutions to tackle market

failure such as competition authorities, telecom and energy regulators, civil

aviation authorities, and financial sector regulators. Many of these institutions

tend to be seen as quintessentially “national,”either because they execute govern-

ment functions or because they relate to strategic assets (for example, domestic

airspace and energy supply). In many cases, however, economic institutions

that have historically been regarded as symbols of national sovereignty are better

organized at the cross-border level. This holds particularly true in the case of

small countries. 
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The EU has been a pioneer in the development of cross-border regulatory

institutions. The European Commission, for instance, acts as the central antitrust

authority enforcing the EU’s competition and state-aid rules. In aviation, the

European Aviation Safety Agency (EASA) has central oversight functions with

regard to safety and security, while Eurocontrol and regional air-traffic control

centers manage air traffic at the cross-border level. In financial services, cross-

border stock markets such as Euronext and OMX have emerged and further con-

solidation is underway. In electricity, the Union for the Coordination of the

Transmission of Electricity (UCTE) is responsible for the technical integrity of the

European grid; the European Transmission System Operators (ETSO) coordinate

economic aspects of interconnection; and the Council of European Energy

Regulators (CEER) ensures regulatory cooperation. As these examples illustrate,

regional markets need regional institutions. 

The Western Balkan countries are gradually becoming part of these

European structures. They have all joined Eurocontrol and the UCTE. With the

implementation of the Energy Community Treaty, they will also join ETSO and

CEER. As part of the establishment of the European Common Aviation Area, they

will become members of EASA, and discussions about a regional control center

for air traffic management are ongoing. Another case in point is railways, in

which the EU acquis obliges all countries to separate rail infrastructure from

operations and establish a rail regulatory authority, a rail-licensing body, a rail-

safety authority, an accident investigation authority and a notified body. 

Apart from regulatory institutions, SEE countries would also benefit from

cooperation in operations in order to reap the benefits of scale economies.

Possibilities include railways, airlines, and stock markets, all of which are small

and would benefit from a regional approach. An interesting model is provided

by three Nordic countries, who established the tri-national flag carrier

Scandinavian Airlines Systems (SAS) five decades ago.

A recent study on the EU services market (Kox et al., 2005) found that is that it

is not only the degree but also the heterogeneity of regulations across services

industries in EU countries that hamper trade in services within the EU. Given their

varying progress in transposing EU directives, Western Balkan countries would

have even greater heterogeneity of regulation than within the EU. This calls for

strong cooperation among national institutions that regulate services industries

within the Western Balkans and SEE. In this context, intra-SEE cooperation would

benefit from following an approach similar to the new Services Directive, which

requires EU member states to establish one contact point where all information

about services provision would be accessible (including electronically).



of economic regulation between countries.15 The countries of the
Western Balkans were reconnected to the continental European grid in
October 2004 (they had been cut off in 1991 in the wake of the war)
and have become full members of UCTE. In due course, transmission
system operators and sector regulators from the region should also join
ETSO and CEER.

SEE-regional cooperation can focus usefully on capacity building for
regulators, and power-sharing arrangements. Independent and strong reg-
ulators are the key to successful and sustained private interest in the
power sector, as well as to protect consumers from the possibility of misuse
of market power. To the extent that SEE regional cooperation allows for
multiple sources of supply of power, the consumer as well as the business
sector would benefit. Apart from capacity building, regulators would
also benefit from regional cooperation in regulation.

Trade can take place via mode one (cross-border supply) or mode
three (commercial presence). Cross-border electricity supply requires
sufficient interconnection capacity and a regulatory regime that permits
cross-border trade. Commercial presence requires governments to allow
FDI in electricity sector assets. In the oil and gas subsectors, FDI also
plays an important role, but because oil and gas are energy goods and not
services, trade mainly takes place through cross-border transport (often
via pipelines). Despite significant endowments of coal deposits and
hydropower, the region remains a net energy importer. In oil and gas, the
security of supply and cross-border pipelines is an important theme for
regional cooperation. In fact, the EU has a strategic interest in diversify-
ing its oil and gas supplies toward the Caspian region and Iran via
pipelines crossing SEE. The gas subsector is also covered by the Energy
Community Treaty, but the sector is less developed and the process of
regional integration less advanced than in electricity. The World Bank
plans to prepare a horizontal APL for the gas sector that is modeled on
the APL for electricity, and preparation for this is ongoing.

The energy sector in the region has already attracted significant
amounts of FDI.The Croatian government, for instance, sold a 25 percent
stake in the oil and gas company INA to Hungary’s MOL in 2003. INA
owns two large refineries, a network of 400 petrol stations, and a 38 percent
stake of the Adriatic oil pipeline (Janaf), which begins at an oil terminal
on the island of Krk and is linked to a pipeline system extending to
Hungary, Serbia, and the Slovak Republic (Economist Intelligence Unit
2006b). In 1999, Hellenic Petroleum of Greece bought a majority stake
in FYR Macedonia’s Okta refinery and subsequently built a 220-km oil
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pipeline from the port of Thessaloniki to Okta. In December 2006, the
Czech power company CEZ reached an agreement with the government
of Republika Srpska to invest $1.5 billion into a joint venture with the
Serbian group ERS for a coal-fired power plant, as well as the develop-
ment of a coal mine to supply it (Krosnar 2006). FDI inflows into the
sector are expected to continue as state-owned energy assets are being
privatized and as reformed sector frameworks open new opportunities
for green-field investments.

Financial Services 
The financial sector in the Western Balkans has improved significantly
in recent years.16 This owes to comprehensive reforms by governments
and the support of international financial institutions like the IMF, the
World Bank, and the EBRD. The turbulence associated with banking
crises, hyperinflation, and pyramid savings schemes have been left
behind. Regulatory frameworks have been modernized and financial
supervision has been strengthened. The share of bad loans has been
reduced dramatically. Privatization has helped to reduce state owner-
ship in banking down to less than 20 percent in most countries and has
attracted foreign banks into the market. Branch networks are being
expanded and a range of new financial products, such as mortgages and
leasing, are being introduced. Thanks to these developments, financial
intermediation is growing at double-digit rates and central banks have
even been forced to introduce specific measures to control, for example,
rapid expansion of consumer credit and foreign exchange exposure of
the financial system.

Despite these positive developments, financial markets in the Western
Balkans remain small, fragmented, and at an early stage of their develop-
ment. In most countries of the region, banks account for over 90 percent
of financial sector assets, while capital markets and insurance subsectors
play only marginal roles. All banks of the Western Balkans taken together
had €57 billion worth of assets in 2005 (of which Croatia alone had
60 percent), which was comparable to that of a single mid-sized bank in
the EU. The total market capitalization of the nine stock exchanges in the
Western Balkans amounted to €54 billion in 2006, merely a third of the
already small Vienna Stock Exchange. The gap is even larger when meas-
ured by market turnover. Financial intermediation in most Western Balkan
countries, measured by banking assets as a share of GDP, is still only equiv-
alent to 40 to 70 percent.The notable exception is Croatia, where the ratio
is 114 percent.

Services as an Engine of Growth: The Regional Dimension of Trade in Services 105



Regional integration can help financial companies achieve greater
efficiency and consumers improve their choices and reduce risks. Scale
economies are significant in financial markets. Hence, regional integra-
tion, especially in small countries, can help banks and insurance com-
panies gain critical size, and the markets provide more liquidity, choice,
and competition.

Financial markets have seen impressive regional integration. The main
driver of cross-border linkages has been foreign direct investment by EU
banks. In all Western Balkan countries, financial-sector restructuring and
bank privatization has brought the market share of EU banks up to
between 50 and 80 percent of banking assets. A handful of EU banks
have established a presence throughout the region, including Unicredito
and Intesa from Italy, Raiffeisen and Erste Bank from Austria, Société
Generale from France (present in Croatia, Serbia, Montenegro, FYR
Macedonia, Bulgaria, and Romania), and the National Bank of Greece.
Similar developments are now underway in the insurance subsector. The
market entry of EU banks has not only brought privatization receipts,
but also investments into branch networks, better management, and new
financial products (see box 4.4).

Complementary efforts at the policy level are needed to support and
safeguard the integration process that has been driven by the private
sector, and to improve efficiency and competition. Significant overseas
investment in the form of subsidiaries of financial institutions falls under
the host-country supervisor. However, effective supervision and control of
regulatory arbitrage between jurisdictions by such multinational institu-
tions requires close cooperation and sharing of information between
financial-sector regulators. Also required is the capacity to ensure that
the banking sector continues to function competitively over time in
order to ensure that the high level of concentration (the market share of
the top five banks in 2005 varied between 47 percent in Serbia to 77 per-
cent in Montenegro and Albania) does not prevent dynamic market
competition.17 In this context, high interest-rate spreads point to the
need to further increase effective competition and improve efficiency.
Interest-rate spreads in SEE range from 4.3 percent to 13.1 percent,
compared with 4.1 percent in the Slovak Republic and 3.5 percent in
the EU15 (NBRM Annual Report 2006). In general, regulatory priorities
in the Western Balkans need to aim at basic financial and insurance sec-
tor reforms, rather than harmonization of rules with EU rules, which
relate largely to developed financial markets and should have a lower
priority.18 Another priority for regional integration would be closer
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cooperation and, if possible, mergers between stock exchanges. In fact,
Vienna Stock Exchange has already launched efforts to forge closer links
with other bourses across SEE. In the longer term, the extension of the
Euro Payment Area to the Western Balkan countries would be another
building block for the development of a truly regional market.
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Box 4.4

The Knock-on Effects of Erste Bank’s Entry into 
the Serbian Market

As part of its privatization program, the Serbian government sold an 83 percent stake

in Novosadska Banka to Austria’s Erste Bank for €73 million in 2004. Novosadska is 

the second largest bank in the northern Vojvodina region, but with 71 branches it

ranks only number 13 in the country as a whole. However, it is contiguous to Erste’s

existing branch networks in neighboring Hungary and Croatia, and Erste intends to

use it as a launching pad for expansion across Serbia. One of its first measures was

to rename Novosadska as Erste Bank Serbia. Erste launched an ambitious restructur-

ing program soon after the takeover, focusing on organizational reform, the

replacement of key managers, and the upgrading of risk management and

accounting procedures to the standards of the parent institution. Erste is also

redesigning existing financial products and introducing many new ones. These

initiatives include the development of mortgage business and financing programs

for SMEs. Investments are being made in staff training, branch refurbishing, and the

modernization of the IT infrastructure. Erste aims to add 55 branches over 2006-08

and increase its Serbian market share of banking assets from 2 to 10 percent.

In many respects, Erste Bank’s entry into the Serbian market is typical of the

activities of foreign banks in the Western Balkans. Like other foreign banks, Erste

Bank treats the region as a common market and builds a border-spanning

branch network and consumer brand. It transfers know-how through the sec-

ondment of experts, the development of local staff, and the implementation of

its standard business practices. At the same time, it brings considerable new

investment as it recapitalizes its new subsidiary, modernizes the physical infra-

structure, and expands the branch network. It also brings privatization receipts

and taxes to the government budget. Other benefits include new financial

products, an impetus to banking competition, a deepening of financial markets,

and increased confidence in the banking sector. 

Sources: Erste Bank, Annual Report 2005; Simonian (2005); and interviews with Erste 

Bank staff.



Distribution 
As the final stage of the supply chain, distribution constitutes a “backbone”
service that facilitates deeper integration in goods markets.19 Without
access to wholesale and retail distribution networks, foreign companies
will have difficulties selling their wares to potential clients. Inefficiencies
or constraints in that market can constitute an important nontariff
barrier. Distribution is also an important sector in its own right. Trade
in distribution services is mainly conducted via mode three (commer-
cial presence) and to a lesser extent via mode one (cross-border supply).
Barriers to trade include restrictions to the right of establishment,
zoning laws for the construction of retail outlets, limitations on the
acquisition of real estate by foreigners, or restrictive rules on the distribu-
tion of certain products. Due to significant scale economies, distribution
tends to be highly concentrated and competitive in industrialized
countries. Across much of the Western Balkans, however, the retail
sector remains fragmented and poorly developed, despite the fact that
the EU is home to important global players in the distribution sector,
such as Carrefour, Metro, Safeway, Ahold, IKEA, and H&M. In the
past decade, many of them have expanded their retail networks deep
into Eastern Europe and some are now turning their attention to the
Western Balkans. The complex logistics networks needed by these
retailers create an economic rationale for regional integration at the
company level. Given the nature of the industry, the market entry of
foreign suppliers tends to significantly enhance competition and is
associated with significant investments in infrastructure and the training
of local staff.

Skilled Labor Market 
CEFTA countries can try to define a regional market for skilled labor.
Currently, there are no WTO or EU offers for movement of natural per-
sons for nationals of Western Balkan countries. This report suggests that
CEFTA countries try to define a preferential market for skilled labor.
The key ingredient in this would be mutual recognition of professional
qualifications and of training and educational institutions, followed by a
CEFTA agreement on unrestricted access of defined categories of skills.
Such qualifications would need to be decided on a sector-by-sector
basis, but adoption of EU requirements would help set the goals. Such
a regional market may be appropriate even for the new EU members,
Bulgaria and Romania, because there are transition periods before their
citizens will have full access to the EU labor market.
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A CEFTA market for labor could help solidify specialization at the
regional level. Such a market could create incentives for FDI and allow
prospective investors to contemplate hiring from all of SEE, not just the
host country. Conceivably, this could also promote specialization in differ-
ent parts of the supply chains in different countries, although that may also
require agreement between countries to not engage in incentive contests
to attract FDI.

With labor skills emerging as a possibly key constraint in many coun-
tries, regionalization can help. In the short term, labor would move to
countries that offer higher returns. However, the regional market could
also create significant demand and incentives for better education (the
market for job seekers, not just employers, would be bigger), which
would help address the emerging bottlenecks in supply of skilled labor
(see chapter 5).

To start the process, a market can be created with two countries, and
others could join when they are ready. Because a labor market agreement
needs political buy-in, it is suggested that any two countries that are
ready start the process by agreeing on the categories of labor that will
have unrestricted access to each other’s markets. The initial agreement
can be limited to certain professions and/or those with tertiary degrees.
This can be accompanied by mutual recognition of educational institu-
tions and degrees.

Cooperation can extend upstream to tertiary education. Mutual recog-
nition of standards and qualifications as well as a regional labor market
would provide a natural incentive for the private sector to invest in
tertiary and technical education, given the possibility of spreading the
high fixed costs. Again, different countries could specialize in different
areas of technical education. Governmental involvement would be nec-
essary to agree on a framework for such cooperation, set the standards,
provide the supervision, approve the curriculum, and set limits on any
budgetary support. One example in this context is the University of
the West Indies (UWI), established in 1962 as an autonomous regional
institution supported by and serving 15 countries in the Caribbean, and
governed by a pan-Caribbean University Council (see World Bank
2005a, chapter 7 for details).

A different but not mutually exclusive approach would be temporary-
worker agreements between countries, offering a win-win alternative to
migration. Remittances are key to the sustainability of the current
account in many countries in SEE, and Greece, Italy, and Germany are
significant host countries (see box 4.5). However, this does not necessarily

Services as an Engine of Growth: The Regional Dimension of Trade in Services 109



110 Western Balkan Integration and the EU

Box 4.5

Temporary Worker Agreements: Win-Win

The Western Balkans have seen some large-scale migration flows, including

negative side-effects like illegal migration and human trafficking. Estimates of

migration abroad include about 2 million Bosnians, 1 million Albanians (mostly

to Greece and Italy) and 1 million Croatians (mostly to Germany).a Kosovo also

has a large diaspora relative to its population. Moreover, the series of wars and

civil conflicts has led to the displacement of ethnic minorities within the region.

An economic consequence of these migration flows is workers’ remittances:

in 2005, Albania received $1.2 billion worth of remittances per year, Bosnia

and Herzegovina $1.3 billion, Croatia $0.9 billion, FYR Macedonia $935 million

(estimated, see IMF 2007a), and Serbia and Montenegro $1.4 billion (2004). For

Albania, Bosnia and Herzegovina, and FYR Macedonia, remittances account for

about 14 to 15 percent of GDP and finance a very large part of their respective

trade deficits (see table 1.1).

However, continued migration can lead to skill bottlenecks in the sending

countries and may also be against the preferences of potential migrants, who

often prefer to accumulate human and financial capital in short stints and then

return home. In the host country, too, increased migration can set off resentment

and hostility and lead to more restrictive immigration policies.

Negotiations at the multilateral level on commitments on mode 4, or the

“temporary presence of natural persons,” have not made much progress and do

not seem to hold much promise even in the Doha round. This is because the

framework does not allow host countries to make binding commitments to

ensure temporariness of skilled-employment contracts.

In this situation, temporary worker programs can offer “gains without

pains” as an alternative way to capture gains from labor mobility and avoid

the permanent loss of skills and the hostility to permanent migration. Such

programs are best negotiated bilaterally, and many successful examples exist,

such as agreements between the Caribbean and Canada, the Caribbean and

the United States, Ecuador and Spain, Poland and Germany, and so on. Such

bilateral agreements enable commitments that are harder to make or enforce

multilaterally, such as source-country commitments on screening, selection,

and facilitating repatriation of the temporary workers.

Sources: World Bank (2005a), Mattoo and Payton (2007), Mansoor and Quillin (2007).

a. Taken from Economist Intelligence Unit. Country Profile Albania 2005.



imply that more migration should be encouraged from SEE, given the
emerging human capital shortages. Rather, temporary or circular migra-
tion can offer an alternative that is beneficial to both sides.

Both migrants and temporary workers can act as catalysts for deeper
integration and provide a potential pool of skills which home countries
can tap into. They establish border-spanning, personal networks which
can facilitate the flow of ideas and business contacts. If skill shortages
emerge in the home country, migrants can be induced to come back if
the investment climate is exciting and growth is dynamic. In fact, return-
ing migrants bring back not only skills but also capital, and often set up
firms or work for the subsidiaries of foreign companies.

Conclusions

Services are critical for growth and development, simply because of their
growing share of GDP in any economy. Apart from this, efficiency in the
supply of services, especially infrastructure services, is critical to efficient
production in manufacturing, other services, or agriculture. Infrastructure
services are also vital for participation in production networks and the
international division of labor. Fortunately for developing countries, much
of the needed investment in infrastructure services can be undertaken by
the private sector, provided the regulatory environment is appropriate.

The quality of services is a function of the presence of FDI, the quality
of regulation, and the degree of competition. FDI in services is a key
determinant of the quality of services provided, as well as a key measure
of liberalization in services policy. However, FDI itself is not enough. It
needs to be complemented by strong and independent regulation that
is fair to both the producer and the consumer, and a pro-competitive
environment with hard budget constraints.

This chapter has focused on the development of the services sector at
the regional level (the Western Balkans as well as SEE as a whole). This
process can be visualized in three stages: i) barriers to trade in services;
ii) regional cooperation and harmonization; and iii) hard infrastructure
provision (including cooperation thereof). In addition, the targets
imposed by the EU convergence agenda are part of the equation, espe-
cially in the first and second stages.

The overall services trade liberalization agenda has advanced with
some variation across sectors. In the sectors explored in this chapter, there
appear to be no major barriers to FDI (i.e., discrimination by nationality)
per se. Rather, market access is constrained for different reasons, such as
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state-ownership restrictions, anticompetitive behavior of incumbents,
restrictions on the number of operators, and so on. The most important
restriction appears to relate to a lack of mutual recognition that limits
trade in professional services. In other areas, restrictions exist, but are not
as significant, or are being reduced.

The EU process defines much of the convergence agenda on liberal-
ization and standards, but there are important degrees of freedom in
many cases. In many of the sectors covered here, such as air transport,
SEE has already signed on to the ECAA and committed to adopting the
entire aviation acquis by 2010. In road and rail transport, there are no such
commitments, which allows more time and freedom for the Western
Balkans to choose their path. In telecoms, the potential candidate countries
need to adopt the relevant telecom acquis. In energy, the Energy
Community Treaty for SEE defines standards and harmonization require-
ments, with the goal of full integration into the EU energy market by
2015. In financial services, the EU is undertaking a review of those parts
of the acquis that need to be completed by 2010.

CEFTA preferential liberalization could focus on skilled labor, a case
backed by economic logic as well as room in the EU convergence agenda.
At the CEFTA level, this chapter argued that preferential liberalization in
services at the CEFTA level should focus on only one area, namely, profes-
sional services within mode 4 (movement of natural persons). A starting
point for this would be mutual recognition of professional qualifications.
Over time, this could be progressively liberalized to both skilled and
unskilled labor (following the Caribbean example in the CSME), and will
help the region to be seen as a single economic space, which is critical for
attracting FDI. Regional cooperation can extend further upstream to the
supply of skilled labor in tertiary and technical education, where different
countries can specialize in different areas (given high fixed costs and hence
scale economies in tertiary education).

Opportunities for regional cooperation and harmonization are sig-
nificant, even in areas where the agenda is defined by commitments to
the acquis:

In air transport, with overall liberalization defined by the ECAA, regional
cooperation can help enhance scale economies in airport development,
identify hubs, reduce investment costs, and therefore passenger costs. It
can also encourage the formation of regional airline/s.

In rail transport, the way forward is not fully defined yet (the acquis
defines longer-term commitments), but border disruptions in rail traffic
are relatively easy to address.

112 Western Balkan Integration and the EU



In road transport, policy coordination is needed to address border-crossing
procedures, improve modal interfaces, and enhance road safety.These are
at least as important as capital expenditures on roads.

In telecoms, regulators in the region can gain from sharing experiences
and information, because they often face similar problems that require
similar solutions.

In energy, regional cooperation is well advanced. Areas where regional-
level initiatives are useful include power-sharing arrangements between
countries, cooperation in regulatory oversight, and creation of strong
and independent regulators.

In financial services, home–host regulatory cooperation will be a sig-
nificant contribution to safeguarding of the ongoing private-sector-led
integration.This cooperation will need to extend not just to SEE coun-
tries but also to “home” countries such as Austria, Greece, and Italy.

In any sector in which large foreign companies can potentially crowd
out competition, competition authorities can gain significantly from
home-host as well as regional cooperation in information sharing,
from enforcing competition rulings, and from boosting the capacity of
competition authorities. Although this situation could apply to any
sector, examples include distribution, energy, and telecom services.

In many cases, an appropriate regulatory framework with safeguards
and regional coordination will be sufficient to attract private investment in
services. Thus, private investment has been growing in financial services,
telecommunications, and energy. Once ECAA is implemented, private
interest is expected in the airlines business, and will be encouraged by
regional cooperation that could potentially expand market size (see above).
In general, sustaining private-sector interest while also ensuring that the
interests of both the consumer and the investor are safeguarded will require,
among other things, strong and independent regulators who are able to
share information and cooperate in decision-making and enforcement on a
regional basis. Coordination in specifications is also needed to ensure that
the same standards are being followed (which are not defined by the EU
acquis, or where the acquis standards are too high at this stage).

In other areas, such as roads, governments should subject proposed
investments to rigorous scrutiny. However, in the case of roads and railways,
the private sector could enter if it foresees a profit opportunity. Here, the
quality of the Concessions Law becomes critical to ensuring a competitive
and transparent process in selection of the investor, and to making any
government guarantees transparent. If the government does invest on its
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own, it needs to subject the investment to rigorous cost-benefit analysis,
and look at foregone opportunities. In particular, consideration would
need to be given to fiscal space limitations, competing uses of government
investment, especially for human development (which is a priority, see
chapter 5), and the extent to which other measures (such as better main-
tenance, cost recovery schemes, and streamlining of border crossings) can
substitute for expensive investment in new roads and railways.

Notes

1. Also, with services accounting for an estimated 10 to 20 percent of production
costs in manufacturing, the liberalization of trade in goods to historically low
levels without a liberalization of trade in services may well imply negative
effective rates of protection for manufacturing (Hodge 2002). For a literature
review on trade in services, including its economic benefits, see Hoekman
(2006). A key paper for Eastern Europe is Arnold et al. (2006), which finds a
positive relationship between FDI in services and the performance of domestic
firms in the Czech Republic’s manufacturing sector. The paper concludes
“. . .that the presence of foreign service providers as the measure of services
policy is the most robust services variable affecting TFP in user firms”
(Hoekman 2006, p. 23).

2. In developing countries, effective competition is most likely to be provided
by foreign providers. This is implied in Arnold et al. (2006), see previous
footnote.

3. Such restrictions do not generate fiscal revenues (as tariffs do) and thus entail
deadweight loss to the economy.

4. Albania joined in September 2000, Croatia in November of the same year,
and FYR Macedonia in April 2003. The accession negotiations are in their
final stages for Bosnia and Herzegovina, in an advanced stage for Serbia, and
at an earlier stage for Montenegro. Also, Bulgaria became a member in 1996
and Romania in 1995.

5. For details on air transport reforms and the ECAA, see Müller-Jentsch (2007a).
This subsection provides a brief summary of that paper.

6. In Ireland, economy fares between London and Dublin (with three operators)
were reduced by half within two years after liberalization, while those
between Dublin and other European capitals (where duopolies persisted)
actually increased. In Germany, fares declined by 10 to 20 percent between
1992-97 on most domestic routes where the incumbent Lufthansa encoun-
tered competition. On monopoly routes, they rose by 20 to 50 percent (see
Müller-Jentsch 2007a, which quotes the U.K. Civil Aviation Authority for the
data on Lufthansa).
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7. At the same time, air transport should be integrated properly into the broader
multimodal system. Improving hinterland connectivity by linking the main
airports to the road network is key.

8. The two main airports with regional hub potential are Belgrade and Zagreb.
Most other airports are either capital airports of smaller countries, airports in
remoter areas, or airports near important tourist destinations.The experience in
the EU suggests that the market entry of low budget airlines, which provide
point-to-point services and often use secondary airports, could generate addi-
tional traffic for some of the smaller airports in the region.

9. See www.seerecon.org/infrastructure/sectors/transport/documents/REBIS/. Priority
airports include all the capital airports of countries and entities (Zagreb,
Sarajevo, Banja Luka, Belgrade, Podgorica, Pristina, Tirana, and Skopje) as well
as two coastal tourism airports in Croatia (Split and Dubrovnik) and a sec-
ondary airport in Serbia (Nis).

10. Memorandum of Understanding on the Development of the South East European
Core Regional Transport Network. June 2004.

11. See The Economist, May 10, 2007, quoting a forthcoming study by Robert
Jensen in the Quarterly Journal of Economics and Lakshman (2007), “India’s
Cell-Phone Ride Out of Poverty.” Calderon (2007), quoted in chapter 5,
argues that the growth in output per worker was driven largely by
improvements in the quality of telecommunications.

12. The high penetration rate in Montenegro (and to a much lesser extent in
Croatia) is partly attributed to the purchase of prepaid cards by tourists
(prepaid cards are not counted after 12 inactive months).

13. In Albania, there is no licensing category for urban areas, even though licenses
have been defined for national operations and for rural areas. In Kosovo, the
incumbent operator has been allowed exclusive control over international
gateway access until the end of 2007. This paragraph draws from the compre-
hensive review of the sector by Cullen International (2007).

14. Website of the Energy Community (www.energy-community.org).

15. Websites of UCTE (www.ucte.org), ETSO (www.etso-net.org) and CEER (www.
ceer-eu.org).

16. This section is based on a more detailed overview of the sector, see
Müller-Jentsch (2007b).

17. Currently, as the markets are evolving, well-capitalized foreign banks are
competing strongly for market share.

18. The EC is also undertaking a review of those parts of the financial sector
acquis that need to be completed by 2010.

19. This paragraph will lay out only the issues in the distribution sector and will
not discuss them in depth.
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Introduction

Earlier analysis in this report has indicated that sustained growth demands
significant improvements in export performance in most SEE countries.
Export patterns are inimical to sustained export growth and in many cases
are vulnerable to competition from lower-wage countries. FDI remains
low, despite recent increases in inflows. Deeper integration between SEE
countries—such as complete implementation of CEFTA 2006, the reduc-
tion of border frictions, effective implementation of rules of origin within
CEFTA 2006 countries, and the expansion of SEE participation in pan-
European-Mediterranean Cumulation of Origin arrangements (an ongoing
process)—would contribute to market contestability and the development
of a larger market, and thereby help attract FDI. Deeper integration
between CEFTA countries in services could also contribute significantly to
improving service quality and thereby enhance overall productivity of the
SEE economies.

FDI could be considered the centerpiece of efforts to sustain and
improve export growth and thereby GDP growth. FDI would be attracted
by a larger, single economic space, but FDI (such as in services) would itself
contribute to the creation of such a space. Creating a single economic
space requires some coordinated policy action at the regional level, as
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discussed earlier. It would also need each country to implement its own
policies in support of the regional agenda (such as improving customs to
allow cumulation of rules of origin with the EU).

By itself, however, policies to create a single economic space will not
be enough to attract FDI; otherwise all large, middle-income countries
would be receiving significant FDI. In addition to these policies, attracting
FDI would require the improvement of selected aspects of the invest-
ment climate; an agenda that is particular to each country. Given the
problem of low capital investment in most SEE countries (see chapter 1),
investment climate improvement should also help attract not only more
FDI but also more (and better quality) domestic private investment.

Investment climate analysis is subject to the pitfall that it ends up with
a laundry list of “priority reforms” that are demanded by business. To over-
come this, the next section of this chapter adopts an eclectic approach,
which relies, in the first instance, on distance of constraints from the
comparator country, the Slovak Republic. It then differentiates responses
from different types of firms, and points out that high-performance firms
face multiple constraints. The third section discusses some case studies of
firms in different environments. The fourth section discusses possible
priorities for investment-climate reform. The fifth section examines the
regional institutional dimension for investment-climate policy coordina-
tion, and the final section offers concluding remarks.

The central theme of the chapter is that SEE countries need to improve
the quality and quantity of human skills (echoing one of the findings of
previous chapters) in order to prepare for faster and more export-oriented
growth and for the demands of increasingly privatized economies. This
is urgent, given the long lags in human capital formation and the below-
par quality of education outcomes in many countries. Failure to do so would
also leave countries vulnerable to low-wage competition in their increas-
ingly open export and domestic markets.Another priority includes improv-
ing the quality of telecommunications, given high costs (and therefore
large potential payoffs) despite improved penetration of mobile telephones.
Besides enhancing economic productivity in general, this would also help
improve logistics and enhance regional integration.A third priority involves
preemptive action to prevent possible future shortages in power availability.
This agenda does not mean that the most important current constraints,
which include tax rates, anticompetitive practices of others, access to
finance, the judicial system, and so on, should be neglected. However,
this chapter suggests that there are other areas which have not received the
attention they deserve, and that government priorities may need some

118 Western Balkan Integration and the EU



reordering to accommodate human capital, telecoms, and power as likely
future and possibly binding constraints to future and faster growth in
SEE. It is important to remember that the italicized part of the last sen-
tence implies that as the easier, post-transition phase of growth winds
down, future growth will increasingly be led by the private sector, and be
based, among other things, on stronger export performance and improved
labor skills.

Reordering priorities does not necessarily mean reordering govern-
ment expenditures, and certainly not to the same relative degree as would
be suggested by changes in priorities. In different countries, improved human
capital formation could mean more expenditures, but, recognizing that
expenditure and outcomes are very loosely related, perhaps more atten-
tion could be paid to improving the quality of education.1 In telecom, the
private sector could take care of most investment needs, but more com-
petition and stronger regulators would be needed to further reduce costs
of telecommunications. In power, too, more effort at attracting private
sector investment within a sound regulatory framework and furthering
regional energy cooperation could help alleviate current and future
energy shortages.

Business Perceptions

Figure 5.1 presents a variant of the usual business perceptions survey. It
shows the top five gaps (as opposed to absolute values) in perceptions of
constraints between SEE countries and the reference country, the Slovak
Republic, using BEEPS data.2 In 2005, firms in Albania and Serbia and
Montenegro reported significant gaps (in excess of 40 percentage points) in
perceptions of constraints: tax rates for both countries; electricity, anticom-
petitive practices of others, and corruption in Albania; and macroeconomic
instability, cost of financing, access to financing, and regulatory policy
uncertainty for Serbia and Montenegro. For FYR Macedonia and Bosnia and
Herzegovina, the gaps are not as large, but are still in excess of 30 percent-
age points in the case of cost of finance and access to finance.

Perhaps a more interesting story is the increase in the gaps over time.
Figure 5.2 shows the difference in key perceptions between a SEE country
in 2005 minus the same difference in 2002, again presenting the five
cases where the difference has been the highest. In general, given that the
SEE5 countries are at an earlier stage of reforms and have EU aspirations,
one would expect the gaps with the Slovak Republic, an EU member
country since 2004, to close over time.3 However, the reverse has happened
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Source: BEEPS 2005.
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(figure 5.2 shows the changes between 2002 and 2005). In 2002, the
overall gaps between perceptions in SEE5 and the Slovak Republic were
much lower for all countries, and for FYR Macedonia the overall gap4

was actually in favor of FYR Macedonia. Areas where the gaps are now
significantly higher for SEE5 include access to and cost of financing in all
cases. Macroeconomic instability is another area, as well as tax rates and
corruption.This is largely because the Slovak Republic improved substan-
tially between 2002 and 2005 in several dimensions in terms of perceived
constraints, especially in the areas of access to and cost of financing, tax
rates, and macroeconomic instability. Perceptions deteriorated markedly
in Serbia and Montenegro with respect to macroeconomic instability
(coinciding with a surge in inflation), judiciary functioning, and cor-
ruption. Deterioration was also significant in several dimensions in FYR
Macedonia: access to and cost of financing, contract violations, and, signifi-
cantly, telecommunications.

For BCR, the overall picture is similar. The gaps increase between
2002 and 2005 (see figure 5.2). For Croatia, like FYR Macedonia, the
overall business perceptions gap appeared to be in its favor in 2002, but
the story changed in 2005 because of improved perceptions in the
Slovak Republic. For BCR, there is some overall improvement in their
business perceptions between 2002 and 2005, but the Slovak Republic
reformed faster, at least as perceived by business. Thus, significant gaps
emerge in 2005 in perceptions of constraints for tax administration and
tax rates, macroeconomic instability, business licensing and permits
(Romania), functioning of the judiciary (Croatia), and cost of financing
(Bulgaria) (see figure 5.1).

These are average pictures for the countries as a whole, based on the
perceptions of all firms as a whole, which imply the view of the median
firm. However, firms that perform better, export more, or grow faster
usually face different constraints. Also, newly entering firms can be
expected to face more hurdles. This is borne out by the data.

For example, new firms (most of whom are small) perceive the business
environment to be more constraining than do state-owned and priva-
tized firms (World Bank 2007a). For SEE as a whole, newer firms find
taxation, regulation (land titling and leasing, customs and trade regu-
lations, business licensing, and permits), the judicial system, and crime
and corruption to be major deterrents, more than do state-owned and
privatized firms. Assuming the superior performance of small firms
(along the dimensions of labor productivity, technology, subsidies and
arrears),5 a case can be made for attending to the constraints faced by

122 Western Balkan Integration and the EU



small firms (which governments often tend to ignore, at least in practice,
as their attention is often taken up by large FDI projects).

Similarly, exporting firms in SEE find that customs and trade regulations,
as well as macro instability, pose a greater constraint than do nonexporting
firms. On the other hand, corruption appears to constrain both exporters
and nonexporters equally.Again, given the superior performance of export-
ing firms,6 their concerns should matter to policy makers.

Thus, high-performance firms face multiple constraints. This is to be
expected. For example, if a firm grows fast, it is likely to face a shortage
of labor even if the average firm does not. Goldberg et al. (2005), in their
global sample of 15,051 firms, find that firms that are growing and
investing, and that have characteristics (such as export orientation and
private/foreign ownership) that can be associated with good perform-
ance are more likely to face all kinds of significant investment climate
constraints. The one exception is finance, about which poorer performing
firms complain more (high performance firms can generate profits and/or
find it easier to borrow). This finding is echoed in their analysis of firms
in Serbia: privatized firms faced greater skill shortages and bigger con-
straints from business licensing; new private firms found licensing to be
a significant constraint; foreign-owned firms perceived greater constraints
than domestically-owned firms across the board (except for finance and
taxation); and exporters faced excessive customs and trade regulations.

In general, high performance firms are held back by the overall invest-
ment climate. This means that the performance of such firms could have
been even better, and that the share of firms in the overall distribution
of firms that exceed a benchmark performance indicator could have
been higher. Although a better investment climate helps to create more
of such high performance firms in the first place, their fast growth can
quickly bring them face-to-face with multiple constraints.

The precise goal of policy is to create conditions for better perform-
ance. For example, a lower share of state-owned firms in Serbia would
help overall productivity and growth. Currently, the private sector gen-
erates only 55 percent of GDP in Serbia, which is far lower than the
75 percent in Albania. A more active privatization agenda would help.
Another way of increasing the share of the private sector is to encour-
age entry of new firms and exit of failed firms. Here, Serbia does better
in entry (Doing Business 2007 rank for starting a business is 60) than in
exit (rank for closing a business is 103). The general point is that an
investment climate should aim to create a wider mass of more productive
firms. The fact that developed economies are able to do this better can
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be seen, for example, in the larger share of small (new) firms in their
GDP (Beck et al., 2005).

The analysis of gaps in constraints compared with the Slovak Republic
could be a starting point for further analysis in each country.7 If the Slovak
Republic is accepted as a reasonable comparator, and there are many rea-
sons why that should be so, individual SEE countries have some clear-cut
signals from figures 5.1 and 5.2. Although business perceptions should
not be the sole basis for policy action, they are a valuable tool for helping
guide further analysis, such as benchmarking and quantitative analysis of
the impact of policies. Countries such as Albania have already embraced
much of the agenda (although much remains to be done) that is implicit
in figure 5.1, as they reduce labor and corporate taxation, strive to improve
the electricity situation, try to reduce anticompetitive practices by target-
ing the informal sector, and embark on a wide-ranging program to reduce
the opportunities for corruption. To sum up, countries should pay close
attention to what firms say (if they have been surveyed systematically
and without biases, as in the BEEPS), and even closer attention to
high-performing firms, because they reveal the constraints in an (future)
economy that is likely to be moving closer to its potential.

Case Studies 

There are many stories of firms overcoming investment climate constraints.
The following section brings up a selection of such case studies.

Firms can buck general economy-wide trends and grow even as the rest
of the sector declines. Although this may seem obvious, it has important
lessons. Box 5.1 shows how a Romanian company has gradually expanded
its output in textiles and clothing in a sector that employed 393,000 in
2002 but dropped to 326,000 in 2005. Success factors for the company
include foreign ownership, which has helped in terms of access to export
markets, and availability of skills to enable its upgrading to higher-quality
output. Here, the lesson for government is at least not to discriminate
against what it might perceive as a declining industry, and also to try to
ensure that skills keep pace with the demand for higher quality outputs.

EU entry for Bulgaria and Romania can mean significantly lower
transactions costs. The recent EU accession of Bulgaria and Romania
gives them the benefit of rules of origin cumulation (see chapter 3). This
reduces their transaction costs (such as paperwork) if they are importing
fabrics from EU countries like Greece or Italy. It also reduces border
controls, so that their shipments can reach Europe faster. These factors
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Box 5.1

Higher Quality Helped This Romanian Firm to 
Expand Clothing Output

This company demonstrates the possibilities as well as challenges that lie

ahead for an industry that is still important in Romania. At the end of 2005, the

contribution of textiles and clothing to total industrial production in Romania

was 5.4 percent, down from a peak of 6.6 percent in 2003.

The company is probably the largest clothing firm in Romania, employing

about 8,000 people in several factories scattered across Romania. It produces a

whole range of clothing products, including approximately 125,000 pieces of

suits, 180,000 trousers, and 30,000 blouses per month. The company was priva-

tized through a management-employee buyout in the early 1990s, similar to

most of the textile factories in Romania, and subsequently was taken over by a

foreign investor. In general, the management staff is Romanian, with long-stand-

ing careers in textiles. About 95 percent of production is exported, mostly to

Germany, Italy, France, the United Kingdom, Sweden, Denmark, the Netherlands,

Greece and, increasingly, Russia. Most of the orders are placed by large European

retail chains and fashion houses, who predominantly sell the production through

outlets in Western Europe.

The company does not seem to be overly concerned about competition

from China. In spite of worsening conditions for the industry, it has succeeded

in maintaining its employment and even gradually expanding output. The

elimination of the Agreement on Textiles and Clothing in January 2005 led to

temporary declines in orders, but these have fully recovered since. The explana-

tion provided by the managers was that the distributors' initial expectations of

cost reductions from China were belied. Company management tends to

believe that, for items of similar quality, Romanian labor costs are comparable

with China (average gross wages in the industry are about 960 RON or $286 per

month). In addition, the company enjoys a huge advantage in transportation

costs to Europe. In any case, the company strategy to cope with emerging com-

petition has been to move toward higher value-added, better-quality products

that, in management's perception, face less competition from China, India, and

other Asian countries. To do this, and to cope with the rapidly changing trends

in fashion, the company has acquired increasingly complex machines.

Immediate concerns relate to the rising utility tariffs (electricity, gas, water, and

steam), which, management believes, are lower in neighboring countries, such as

(continued)
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Moldova and Ukraine. Although wage levels do not seem to be a concern so far,

the managers do complain however about the collective-bargaining system,

through which wage agreements that are negotiated at higher levels (national

and branch) are imposed upon them without their participation in the process.

The export model followed by the company, namely, its dependency on

orders from major retail chains and fashion houses, is quite common in the

clothing industry. It ensures a steady flow of orders, hence a steady income

stream to the company. Design and development is provided by the buyer.

The risks are relatively low and are matched by low profit margins (average of

4-6 percent in the industry). Expensive attempts to diversify this model and

develop the company's own brand have not yet succeeded.

Source: World Bank staff interviews.

mean that Bulgarian and Romanian companies now have a preferential
edge in access to the EU relative to the rest of SEE.8

Lack of privatization and delays in signing an SAA agreement have
held back the textile industry in Serbia. Between 1990 and 2004, Serbian
textiles and clothing exports stagnated at about $209 million, whereas
those of FYR Macedonia rose from $89 million to $541 million.9 Box 5.2
shows the contrasting fortunes of Leskovac (Serbia) and Stip (FYR
Macedonia). According to ESI (2006), three factors explain the superior
performance of Stip. One, privatization and liquidation were completed
by 2001 in Stip in contrast to Leskovac. Two, FYR Macedonia continued
steadily on the EU path, signed the SAA in 2001, and was granted candi-
date status in 2005. Three, companies in Stip never cut off contacts with
EU partners to the extent that those in Leskovac did.

Key Bottlenecks: Human Development, Quality of 
Telecommunications, and Power Availability

Labor shortages have appeared as key bottlenecks in several case studies
across countries. Box 5.3 shows that Bulgarian and Albanian firms pro-
ducing textiles and footwear have encountered shortages of skilled labor.
All these firms face these constraints as output expands. On the other
hand, another Romanian firm that is not growing as fast as these firms
complains about labor costs rather than skill shortages, which is what
one would expect. Evidence in chapter 2 also shows that labor shortages
can appear rather quickly, and this has been experienced by many
investors in Eastern Europe.10



The BEEPS data provides an interesting validation of the above anec-
dotal evidence. Figure 5.3 shows that in 2005, countries with a higher
private share in GDP had a larger percentage of firms citing skills and
education as a business constraint. This is as true for SEE countries as for
other ECA countries.The partial correlation coefficient between the two
variables is as high as 0.80 for SEE. Again, this is not surprising, given the
evidence (see previous section) that private sector firms in ECA coun-
tries are more dynamic and productive than socially-owned enterprises
and are seeking to expand much more than their public sector counter-
parts. Hence, countries with more private firms, on average, find skill
availability to be a greater constraint.

The Slovak Republic demonstrates the importance of human capital
for achieving high export-orientation and attracting FDI. It appears to

Box 5.2

Privatization and EU Prospects Have Seen Contrasting 
Fortunes of Leskovac (Serbia) and Stip (FYR Macedonia)

A major textile cluster in the town of Leskovac is symptomatic of the decline of

the Serbian textile and garments industry. Leskovac has all the institutions and

traditions for a textile cluster—a textile school since 1947, an Association of Textile

Engineers, a textile fair, and a textile magazine. In 1990, it had 17 socially-owned

textile and clothing companies, which employed 11,000 workers. In 2006, these

companies employed less than 900 workers, and the privatization process had

barely begun. Of these 17 companies, only two are now privatized and active;

four are bankrupt; one was recently liquidated; and ten await privatization,

although four of these are now inactive. The private sector has been unable to

make up for the job losses of the socialist enterprises, and the eleven largest textile

companies now create less than 500 jobs.

In contrast, the town of Stip in FYR Macedonia has successfully transformed

itself. Stip, in Eastern FYR Macedonia, also saw a decline in the 1990s in its textile

output and employment. But unlike Leskovac, it completed its privatization pro-

gram in 2001 and, in the same year, signed the SAA with the EU. Employment in

Stip's textiles rose from roughly 4,000 in 2002 to 7,000 in 2006. There are many

signs of further foreign investor interest, including from Greece, Turkey, Germany,

and Switzerland. Foreign firms have also opened up four logistic centers.

Interestingly, many of the managers in Stip's companies were educated and

trained in Leskovac.

Source: ESI (2006).
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Box 5.3

Availability and Cost of Labor is Manifesting Itself
Differently in Different Countries

Rodina Popovo, one of the largest textile firms in Bulgaria, has a workforce of over

900. This firm, privatized in 1996, creates its own designs and does not have a prob-

lem financing its operations. It exports all of its output. Its major problem is finding

skilled labor, especially quality controllers, designers, and supervisors. To overcome

this, the company gives serious attention to training and professional development.

Another Bulgarian company, also exporting all of its production, has a similar

problem. It is medium-sized and has a work force of over 300. It reinvests all of

its profits, faces no financial difficulties, and can also finance its own labels. To

overcome labor shortages, it has started a cooperation arrangement with the

vocational schools in Bulgaria and invests in training; it is also located in a region

where the population is dominated by women, which gives access to a wider

pool of potential workers.

Emka Plc., a leading Croatian company producing women's wear, exports

about two-thirds of its output under subcontracting arrangements and the rest

is sold domestically (29 percent of output) and to Bosnia and Herzegovina 

(3.5 percent) under its own brand name. Production has been fluctuating. There

was an increase in output in 2006 following declines during 2002–05. Employment

has stagnated since 2000. Not surprisingly, the company sees productivity-

adjusted wages as too high, with Turkey and China key competitors. According

to the firm, Croatia's textile industry faces serious problems of high labor costs

(see also chapter 2, final section),a competition from imports and from the infor-

mal sector, and a liquidity problem.

On the other hand, another Croatian firm, JGL, which produces pharmaceu-

ticals and cosmetics, has been growing at over 30 percent per year for the last

eight years. JGL is a fully private company, invests significantly in R&D, and has

been exporting an increasing share of its output, with exports now at 50 percent

of total sales. This firm has been able to create value and high productivity to

sustain Croatia's high wages.

Several Albanian firms in footwear and garments encountered shortages of

skilled labor. One firm pointed out that it was not the cost of skilled workers

but their availability that was the issue. Migration of skilled labor may be a key

reason for the problem.

Source: Field interviews by World Bank staff.

a. Our field interviews showed that overall wages in the Croatian textile firm were 2.3 times as high (in

euro terms) as in the large Bulgarian firm.
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have had the benefit of both quality and quantity of skills. Average years
of schooling of its population aged 15 and over were 9.27 in 2000
(Barro-Lee data set), higher than in Singapore (7.05), Taiwan (8.76), and
Hungary (9.12), and somewhat lower than in high-performing and inno-
vating economies such as Ireland (9.35) and Finland (9.99). Similarly,
80 percent of the 25 to 64 age population had achieved at least upper-
secondary education by 1998, which exceeds most countries in the EU.11

This increased further to 89 percent by 2006. A recent study cites abun-
dance of skilled labor as a key factor in attracting FDI in the automobile
industry in the Slovak Republic (Jakubiak, et al. 2007). In a comparative
study by MIGA, wages in the Slovak Republic have been found to be
cheaper, for example, than in Poland or Croatia, despite the Slovak
Republic’s higher average income per head.12 This skill endowment has
also enabled the Slovak Republic to increase the share of skilled labor-
intensive exports in its total basket from 35 percent in 1996 to 48 per-
cent in 2005 (see chapter 2), and is likely to be a key element in its path
toward sustained export growth.

Human capital is a significantly greater constraint than physical capi-
tal in the BEEPS data. Table 5.1 shows that between human and physi-
cal capital, a significantly larger percentage of SEE firms reported that
finding skilled and educated workers was more of a constraint than those
who reported that they suffered from constraints of transport, telecoms,
electricity, or land (BEEPS 2005). This also extends to labor regulations.
The only exception was electricity in the case of Albania.

In the future, human capital constraints will only become bigger. As
the private sector contributes an increasingly larger share of GDP, its

Figure 5.3. Private Sector Share in GDP (%) vs. Skills and Education Constraint, 2005
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greater dynamism will lead to increased demand for labor and skills. This
could happen even faster in economies like Serbia and Bosnia and
Herzegovina, where the private sector shares of GDP are only 55 percent
(EBRD Annual Transition Report). Experience in fast-growing economies
including those that receive sustained FDI further suggests that demand
for skills can increase very rapidly.

Against this, education outcomes in many SEE countries are well below
expectations. For example, the actual average ranks of FYR Macedonia and
Romania (represented as MKD and ROM, respectively) across six interna-
tional tests (PISA, TIMSS, PIRLS, mostly 2002–03) are well below their
expected values, represented by the fitted regression line in figure 5.4,
given their stage of development (GDP per capita in PPP terms).
Similarly, the second part of the figure shows that the ranks are also
lower than would be predicted by looking at enrollment ratios (which
are often taken as an indicator of government's education performance).
In other words, the issue is not one of inputs but of efficiency, namely,
translating the inputs into acceptable outputs. The OECD's Investment
Reform Index (see next section) corroborates these results on a more
general SEE basis.

Improved skill formation appears to be an unambiguous necessity in
most if not all SEE countries. The process of human capital formation is

Table 5.1. Share of Firms Reporting Constraints in Infrastructure, Human 

Development, and Land Markets

Land

Human development Title or

BEEPS Infrastructure Skills and Labor Access leasing 

2005 Telecom Electricity Transport education regulations to land of land

SEE 0.152 0.212 0.167 0.261 0.256 0.153 0.165

ECA 0.114 0.159 0.141 0.298 0.252 0.193 0.218

Albania 0.238 0.574 0.256 0.333 0.267 0.253 0.247

Bosnia and

Herzegovina 0.170 0.241 0.247 0.156 0.185 0.123 0.142

Bulgaria 0.094 0.124 0.094 0.295 0.172 0.088 0.127

Croatia 0.043 0.043 0.077 0.200 0.085 0.066 0.088

Macedonia, FYR 0.240 0.239 0.187 0.218 0.270 0.166 0.156

Romania 0.142 0.176 0.190 0.345 0.403 0.206 0.197

Serbia and

Montenegro 0.182 0.191 0.159 0.234 0.352 0.175 0.197

Slovak

Republic 0.055 0.073 0.068 0.196 0.142 0.125 0.136

Source: BEEPS 2005.
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the longest-gestation element in the list of factors that make up the
investment climate. Urgent action is therefore needed to improve both
the quality as well as quantity of skills available in order to prepare for
faster and more export-oriented growth, and to attract more FDI. To
reiterate, this is because:

• Education outcomes are poor.
• Demand for skills is likely to increase.

Figure 5.4. Average Rank on Mean Achievement in Six Tests vs. GDP per Capita, 2003

and Gross Secondary Enrollment Ratios
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• Given wage levels, export sustainability demands a much higher share
of skill- and capital-intensive products in total merchandise exports.

• Education and health are not part of the acquis and so are not given a
push by the EC as part of the preaccession process; thus, if important,
require focused and prioritized attention by national authorities.

Does the low weight to infrastructure constraints mean that these are
not a problem? In the short-term (based on the immediate past), this is
indeed what business perceived. However, we know that infrastructure
can have high rates of return in many different situations (see, for exam-
ple, Easterly and Serven 2003). In the BEEPS survey, it is possible that
business perceptions reflect improved infrastructure performance. Indeed,
this has been the case over the last few years and is encapsulated, for
example, in the EBRD index of infrastructure reform (see table 4.1).
Another indicator is the Logistics Perception Index (LPI), which is a
combination of perceptions of infrastructure, customs, ease of shipment,
timeliness, logistics services, ease of tracking, and internal logistic costs.
Here, FYR Macedonia, Albania, and Serbia perform much worse on the
overall LPI than they do on indicators of infrastructure (see figure 5.5),
which implies that the “softer” elements in the LPI require more attention.
Compared with physical infrastructure, on the other hand, human-capital
formation takes longer, which means skills are more likely to continue to
be a problem for business.

Figure 5.5. Logistics Perceptions Index 2006: Overall Rank vs. Infrastructure Rank
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In the future, constraints will of course change. Past constraints are
based on a situation in which there may have been slack capacity in the
countries, and where reallocation of resources provided most of the
impetus for TFP growth and GDP growth. In the future, as capacities
become more fully used, demand for labor will increase, and constraints
not perceived in the past may emerge.

Telecommunications could merit further attention, given potentially
large payoffs to its further development. Several pieces of evidence point
in this direction. First, a recent study for ECA (Calderon, 2007) finds a
positive and robust relationship between aggregate indexes of infrastruc-
ture stock and quality and growth in real output per worker, when com-
paring 2001–05 with 1991–95 for 18 ECA countries.13 It also calculates
the potential payoff of different aspects of infrastructure improvement
for productivity growth. It finds that achieving the infrastructure levels
of the ECA leader would improve productivity growth in the average of
18 ECA countries by 1.8 percent per year, and the highest contributions
would arise from improvements in telecom quality. The results for the
three SEE countries (Serbia, Bulgaria, and Croatia) are very similar, and
telecom quality improvement contributes to over half of the 1.8 percent
improvement in productivity growth (see figure 5.6). Second, the gap in
telecom costs between many SEE countries and the EU is quite high.
This is particularly true when comparing the prices of incoming calls. For
example, for a 10-minute incoming call from the United Kingdom, prices
for all countries of SEE are two to three times as high as the EU average
price (figure 5.7), and in most cases incoming calls are more expensive
than outgoing.This implies that the accounting rates demanded by incum-
bent operators are still not subject to competitive pressures or strict
regulatory requirements (Cullen International, 2007, p. 148 and figures
47 and 49). This gap in telecom costs is also reflected in Skype call costs to
a fixed line, especially for calls to FYR Macedonia, Bosnia and Herzegovina,
and Albania (see table 5.2). The Calderon (2007) results suggest that the
potential payoffs from the reduction in such costs could be high. Third,
the potential impact of telecom improvement is widespread, because it
is an input into virtually every aspect of the economy (see World Bank
2007c), and can also help in the process of deepening integration within
SEE. Efficient telecommunications can also help smaller countries over-
come at least some of the diseconomies of small size by making distance
irrelevant for provision of some services and allowing some leveling of
the playing field between large and small firms (World Bank 2005a,
chapter 5; and World Bank 2007b, chapter 2).
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Figure 5.6. High Payoffs to Telecom Quality Improvement

Impact of infrastructure improvements on productivity growth:
catching up with the median industrial country
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Figure 5.7. Cost of a Ten-minute Call from the United Kingdom 

0

2

4

6

8

10

12

eu
ro

s,
 in

cl
u

d
in

g
 V

A
T

inbound 6.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4

A
lb

an
ia

B
os

ni
a 

an
d

H
er

ze
go

vi
na

 (
S

ar
aj

ev
o)

B
ul

ga
ria

C
ro

at
ia

M
on

te
ne

gr
o

R
om

an
ia

S
er

bi
a

K
os

ov
o

M
ac

ed
on

ia

Tu
rk

ey

EU average
distant EU
country  

Source: Cullen International (2007).



Attracting Private Investment 135

Power is the other element of infrastructure that could prove problem-
atic in the future. If power is in short supply, it can become a binding con-
straint, and can reduce economic growth, as it did in Albania in 200514

(see also BEEPS 2005). FYR Macedonia's similar experience in 2006,
arising from regional shortages including the shut down of a nuclear
power plant in Bulgaria, illustrates that the problem can extend to a wider
area. In general, energy problems can affect the quantity of FDI and
domestic investment, as well as influence the pattern of investment.

Figure 5.8 shows the inverse relationship between the volatility of elec-
tricity consumption per capita over 1994–2004 in a sample of 37 countries
(each data points represents a country) and the electricity production per
capita in that country. Volatility is clearly a concern to business, because it
makes planning more unpredictable. An effective policy response should
involve investment in the regional energy market, which would help sub-
stitute regional production for domestic production, and thus aid con-
sumption smoothing (see chapter 3).A regional power market is of interest
to both net importers as well as net exporters of energy, because it allows
better returns to the latter and smoother consumption to both.

Table 5.2. Telecom Indicators in SEE and Comparators

Mobile phone

penetration EBRD telecom

rate (% Skype rate per reform transition

Country population) 2006 min to landline, 2007 indicator, 2006

Albania 52.0 $0.169 3.00

Bosnia and

Herzegovina 44.0 $0.203 2.33

Bulgaria 90.0 $0.068 3.33

Croatia 90.7 $0.068 3.67

Macedonia, FYR 65.5 $0.217 3.00

Montenegro 98.5 $0.115 3.00

Romania 61.8 $0.124 3.33

Serbia 73.5 $0.115 2.33

Spain 95.2 $0.021 —

Switzerland 92.1 $0.021 —

United Kingdom 108.8 $0.021 —

Ireland 101.2 $0.021 —

Slovak Republic 84.3 $0.068 3.67

Slovenia 87.9 $0.064 3.00

Tunisia 56.6 $0.250 —

Sources: Cullen International (2007); Skype.com; and EBRD.

Note: — = not available.
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Taken together, the evidence suggests that SEE governments should
prepare for higher firm performance by relieving the constraints to human
capital, telecommunications cost effectiveness, and power availability. As
seen earlier, the process of faster, private-sector-driven growth can come
up against a variety of investment climate constraints. This paper argues
that to be prepared for faster and more export-oriented firm growth, and
to attract more FDI, relative priority should be accorded to human
development, telecommunications cost effectiveness, and power-shortage-
prevention policies. This does not mean that the agenda identified in
figure 5.1 should be neglected (this is based on currently perceived con-
straints), but that government priorities may need some reordering to
accommodate human capital, telecoms and power as likely future and
possibly binding constraints to faster growth in SEE.

The Regional Institutional Dimension

In seeking a regional economic space, SEE countries will need a forum
to evaluate, compare, and where necessary, harmonize their investment
climate policies. A natural forum to do this is the Investment Compact
for South East Europe (ICSEE). The ICSEE provides a framework for

Figure 5.8. Electricity Consumption Per Capita (Coefficient of Variation, 1994–2004)

vs. Electricity Production Per Capita, 1994–2004 Average 
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assessments and peer reviews on investment-related policies as well as
technical assistance for related reforms. Some relevant highlights from
the 2006 assessment are presented below.

The OECD and SEE government teams (along with local stakeholders)
have collaborated to produce the 2006 Investment Reform Index (IRI)
(see OECD 2006).15 This index is produced on seven dimensions, includ-
ing investment policy, investment promotion and facilitation, tax policy,
anticorruption and business integrity, trade policy, regulatory reforms, and
human capital. In addition, competition policy is discussed qualitatively. It
is scored from 1 to 5 (weaker to stronger), and level 5 is illustrated by good
practices with other countries, especially those in CEE.

Broadly speaking, the IRI shows that investment, trade, and tax policies
are relatively more advanced in SEE countries (which include Moldova);
whereas the other dimensions are relatively less advanced. For example,
the IRI finds that most countries' human capital (education and training)
is at very low levels, especially in Bosnia and Herzegovina and Albania,
with indexes of 1.75 and 2.5 respectively (see table 5.3).As can be expect-
ed, there are wide variations within countries. Bulgaria is above average on
all indicators, and Romania (and to a lesser extent Croatia) is above average
on most indicators.

This paper suggests that SEE governments should take the ICSEE
beyond its initial mandate, and use it as a forum to attempt to harmonize
policies (including on taxes, state aid, and so on) and avoid, for example, a
damaging, race-to-the-bottom tax competition, or excessive aid, or other
incentives to attract FDI. The countries of SEE are at different stages of
implementing EU policies on state aid and responsible tax-incentive
policies, broadly corresponding to their stage of EU accession (OECD
2006, chapters 5 and 7). Given the potential for maneuver in such policies
for many countries, and the potential damage from excessive and non-
transparent incentives, the coordination role of the ICSEE could be a
valuable one. In addition, the forum can also be used for regional invest-
ment promotion (in collaboration with MIGA's EIOP) and jointly promote
SEE as an investment destination to complement other efforts to convert it
into a single economic space (see chapters 3 and 4).

The IRI methodology does not enable prioritization across different
dimensions of the investment climate, as acknowledged by the report
(OECD 2006). Such prioritization needs to be done by each country
government, based on its objectives, business consultations and percep-
tions, and economic analysis. However, the merit of the IRI and the
ICSEE lies in the country-to-country peer evaluations, the comparison
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Table 5.3. Investment Reform Index (IRI) Scores for Education and Training of Workforce

Bosnia and

Albania Herzegovina Bulgaria Croatia Macedonia, FYR Moldova Montenegro Romania Serbia

Human capital (education

and training of workforce) — — — — — — — — —

Education strategy and

workforce skills development 2 1.5 2.5 4 3.5 3.5 3.5 3.5 2.5

Vocational training 2.5 2 3 2.5 3 2 3 4 2.5

Adult learning 1.5 1.5 2 3 2 1.5 3 4 2.5

Civil servant training 3.5 2 4 4 3.5 2 2.5 4 3

Weighted average 2.5 1.75 3 3.5 3.25 2.5 3 4 2.75

Source: OECD (2006).

Note: — = not available.



with CEE, and the dialogue between SEE and CEE countries. Also, as
mentioned earlier, its possible role in regional coordination could bene-
fit the region.

Conclusions

A large market size is a major attraction for FDI, especially for the kind
of FDI that seeks to exploit the domestic market. To the extent that the
regional agenda succeeds in creating a more integrated market within
SEE countries, more FDI should flow into the region. This has been dis-
cussed in the previous chapters.

Key actions will be needed at the country level, both to implement
the regional agenda and to improve the investment climate (the latter to
be based on individual country assessments).

Ultimately, individual countries will need to decide a priority list of
reforms based on their analysis of what they consider as the binding con-
straints. In other words, what three to four key policy actions would have
the largest impact on productivity improvements or attracting FDI? To
answer this question, countries will need to go beyond business percep-
tions and also consider tools such as benchmarking (as in the IRI) and
economic analysis that allows a judgment on the possible quantitative
impact of different policies.

This chapter has tried to provide broad indications of policy direc-
tions, based on business perceptions, supplemented by case studies, and
some international evidence. This can provide the basis for further drill-
down analysis at the country level. Policies to improve the investment
climate in each country will of course be different for each country and
tailored to its own requirements and objectives.16

Subject to the caveats above, this chapter suggests that SEE countries,
especially the SEE5, need to work on selected aspects of their investment
climate. These areas perhaps have not received their due share of atten-
tion in policy priorities. SEE5 countries need to improve both the quality
and quantity of labor skills (the Slovak Republic is a possible model), in
order to enable faster, sustained growth, attract FDI, and improve the skill
content of exports. Given long gestation lags in training workers (because
training starts with primary education), it is suggested that this priority be
translated into quick action. Although telecommunications penetration
has improved, costs are still high, and could lead to major development
payoffs if reduced. Finally, power was not cited as a constraint (in BEEPS
2005) except in Albania, but given warnings of power shortages in
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Europe, the region would do well to invest heavily in this sector, focusing
especially on the SEE regional energy market and relying on enhanced
public-private partnerships where possible.

The above policies may not have significant implications for govern-
ment expenditures. In different countries, improving human capital
could mean higher expenditures, but, recognizing that expenditures and
outcomes are very loosely related, greater attention to improving quality
of education may be needed.17 In telecom, the private sector could take
care of most investment needs, but more competition and stronger reg-
ulators would help further reduce costs of telecommunications. In power,
too, more effort at attracting private sector investment within a sound reg-
ulatory framework and furthering regional energy cooperation could help
alleviate current and future energy shortages. However, governments
need to ensure that public-private partnerships are undertaken in an
open, transparent, and competitive setting with transparent (if any) gov-
ernment guarantees.

Notes

1. This chapter does not examine health issues and the relationship between
health and productivity, but these are undoubtedly important. In this case,
companion regional pieces are being done by World Bank teams.

2. The gap refers to the difference between the percentage of firms in a SEE
country that perceives a particular factor as a constraint minus the percentage
of firms in the Slovak Republic that perceive the same factor as a constraint.
Among the Western Balkans, BEEPS in 2005 includes Serbia and Montenegro,
Albania, FYR Macedonia, Bosnia and Herzegovina, and Croatia.

3. One could argue that reforms in the Slovak Republic would have accelerated
in the run-up to accession in 2004. However, the survey was done in 2005, a
year after accession, when this momentum often falters. The argument about
SEE lagging further behind in reforms still holds. In any case, the increasing
gap also shows the distances that should be closed.

4. Obtained by summing up the gaps in perceptions on all dimensions.

5. Small firms in transition economies have higher labor productivity (World
Bank 2002); newer firms (most of whom can be expected to be small) bring
in new technology and thus contribute significantly to labor productivity.
In addition, in SEE as in the rest of ECA, new firms receive much less in
subsidies from government, and have much lower arrears than do the state-
owned and privatized firms (World Bank 2007a). This is echoed in Goldberg
et al. (2005), who find that new private firms in Serbia in 2002–03 have TFP
levels 85 percent higher than the benchmark of socially-owned firms; for
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a 44 country sample, the positive impact of new private firms on TFP is 
38 percent.

6. See, for example, Goldberg et al. (2005), where in a sample of over 15,000
firms in 44 countries, a TFP regression found that export-orientation added
22 percent to the TFP of manufacturing firms.

7. A question may be raised as to why the Slovak Republic is the chosen bench-
mark. This report has shown that the Slovak Republic has set many of its
economic and social policies wisely and, as of the end of 2007, has been pro-
ceeding strongly toward its goals with a much stronger track record on macro-
economic stability than many of its neighboring countries. It is of course true
that there is no unique path to growth and development, but the Slovak
Republic seems to be as good a role model as any in the immediate neighbor-
hood of the Western Balkans. In any case, the gap analysis should only be a
starting point for further analysis at the country level. What this section of the
report illustrates is that SEE5 countries have a long way to go on many dimen-
sions of reform.

8. See case study of ModaTim, an apparel firm in Timisoara, Romania, in BBC
News, January 2, 2007, which expects to enjoy easier border controls and
reduced paperwork, http://news.bbc.co.uk/1/hi/business/6225145.stm.

9. ESI (2006) includes a detailed case study of the town of Leskovac in Serbia.
The period 1990–2004 is admittedly an unfavorable one for Serbia and
Montenegro.

10. See also World Bank (2007f ) for a report on emergence of skill shortages in
the EU10.

11. This ratio was exceeded only by the Czech Republic, Estonia, Lithuania, and
Latvia (Eurostat).

12. Poland–Slovak Republic comparison in Jakubiak and Kolesar (2007) and
Croatia–Slovak Republic in MIGA (2006).

13. The same study did not find a strong impact in the case of education: catch-
ing up with the ECA leader in education yields only a 0.2 percent produc-
tivity improvement for SEE versus a 1.3 percent improvement in the case of
aggregate infrastructure quality improvement. The likely reason is that the
study uses gross secondary enrollment as the education indicator, which does
not reflect outcomes in education (see figure 5.3), and is thus an indicator
for which the gaps between SEE and the ECA leader are not as large as in
infrastructure.

14. See IMF (2006) for the impact of the electricity crisis on growth in Albania.
In other countries/regions where power is a problem (such as in South Asia),
Dollar et al. (2005), in a sample of over 5,000 firms in Bangladesh, China,
India, and Pakistan, find power outages (as well as customs delays) to be the
most serious constraints for firm productivity and profitability.
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15. The IRI is available at http://www.investmentcompact.org/dataoecd/41/0/
37686316.pdf.

16. Within BEEPS-type surveys, it is possible to drill down further into aspects of
the major constraints. If finance is a constraint, for example, high interest rates
appear to be a bigger problem in the 2005 comparison between SEE5 and the
Slovak Republic, as are burdensome application procedures for finance in the
case of BCR and the Slovak Republic. BEEPS also facilitates differentiation in
the responses of different types of firms. This chapter has sought to do this at
a broad level.

17. See Gray et al. (2007) for more details on the key expenditure and quality
issues in education.
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Annex

Annex Table 1.1. Household Savings 
(percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 2.0 2.8 2.1 2.0 4.0 2.6
Albania 3.8 7.6 1.5 4.6 3.9 3.6
Bosnia and Herzegovina 0.0 4.4 –3.9 –1.3 –0.6 –0.7
Bulgaria 2.5 3.9 0.6 –0.2 6.6 2.3
Croatia 7.1 8.3 0.9 4.7 5.0 6.6
Macedonia, FYR 0.7 0.3 1.3
Romania 4.7 2.1 4.5 1.8
Serbia and Montenegro

Memoranda: (percent of official GDP)
Bosnia and Herzegovina 0.0 5.3 –4.7 –1.5 –0.7 –0.8
Serbia and Montenegro 1.7 1.8 0.6 –0.6 –1.9 –2.3

Sources: World Bank regional tables, selected IMF reports.
a. Weighted by nominal US$-GDP.
b. Relative to GDP adjusted upward for the size of the nonobserved economy (21 percent in Bosnia and
Herzegovina and 30 percent in Serbia).
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Annex Table 1.2. Corporate Savings 
( percent of GDP)

2000 2001 2002 2003 2004 2005

SEE 11.8 10.6 10.7 10.9 8.6 8.0
Albania 18.6 16.0 14.6 12.7 16.6 11.1
Bosnia and Herzegovina 6.1 –3.7 2.3 –2.1 –4.1 –6.4
Bulgaria 3.5 6.7 14.3 13.0 5.4 6.5
Croatia 12.8 10.3 11.7 16.2 16.6 13.5
Macedonia, FYR 11.9 9.7 14.9
Romania 11.3 10.6 7.8 8.6
Serbia and Montenegro 

(before non-cash) 4.5 5.5

Memoranda: (percent of official GDP)
Bosnia and Herzegovina 7.4 –4.4 2.8 –2.6 –5.0 –7.8
Serbia and Montenegro: net result

before non-cash expendituresc 5.8 7.2
including non-cash expendituresc –4.6 –2.1

Sources: World Bank regional tables; IMF reports; Solvency Center, Serbia.
a. Weighted by nominal US$-GDP.
b. Relative to GDP adjusted upward for the size of the nonobserved economy  (21 percent in BH and 
30 percent in Serbia).
c. Non-cash expenditures include depreciation and provisions.

Annex Table 1.3. Change in Current Account Balance, Fiscal Prudence and 
Structural Reform
Dependent variable: change in the current account balance, 2000–05. Positive sign means 
improvement in the current account balance.

Model 1 Model 2 Model 3

Constant 15.93 –1.37 0.81
(2.64) (–0.28) (0.13)

Change in fiscal balance, 2000–05a –0.39 –0.47 –0.63
(–1.98) (–1.93) (–1.88)

Change real GDP, 2000–05b –10.53 –8.87 2.44
(–2.35) (–1.86) (1.50)

Change EBRD score, 2000–05c –7.54 0.49
(–2.70) (0.26)

Average EBRD score, 2000–05d 0.94 –6.28
(0.62) (–1.24)

Dummy, currency boarde –1.75 –2.63 –3.83
(–1.42) (–1.77) (–2.02)

Adjusted R-square 52% 30% 21%
Observations 8 18 18

a. Change in the fiscal balance as a share of GDP: positive means improvement in the fiscal balance.
b. Cumulative percent change in real GDP, 2000–2005 minus the cumulative change for Slovenia.
c. Change in the EBRD structural reform score, 2000–2005 (source: www.ebrd.com).
d. The average EBRD score, 2000–2005.
e. Dummy =1 for countries with currency board, 0 otherwise.
(T-statistics are in parenthesis)
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Annex Table 1.4. SEE: Outcomes and Projections of Key Macroeconomic Variables 
Under Fund-Supported Programs
(in percent and percent of GDP; averages are weighted by nominal GDP)

2002 2005 Change 2002 2005
Change

SEEa Albania
Growth (percent) Growth (percent)

Program 4.2 4.3 0.1 Program 6.0 6.5 0.5
Outcome 5.0 4.7 –0.3 Outcomea 6.4 5.5 –0.9

Current account balance (% GDP) Current account balance (% GDP)
Program –7.3 –5.8 1.5 Program –8.2 –5.4 2.8
Outcome –7.4 –9.7 –2.3 Outcome –10.0 –7.6 2.4

Fiscal balance (% GDP) Fiscal balance (% GDP)
Program –3.9 –2.5 1.4 Program –8.0 –5.6 2.4
Outcome –3.3 –0.8 2.5 Outcome –6.6 –3.6 3.0

Bosnia and Herzegovina Bulgaria
Growth (percent) Growth (percent)

Program 3.9 5.8 1.9 Program 4.0 5.5 1.5
Outcome 5.3 5.8 0.5 Outcome 4.9 5.5 0.6

Current account balance (% GDP) Current account balance (% GDP)
Program –22.0 –14.0 8.0 Program –6.6 –5.6 1.0
Outcome –21.2 –21.9 –0.7 Outcomeb –5.5 –11.3 –5.8

Fiscal balance (% GDP) Fiscal balance (% GDP) 
Program –4.0 –3.0 1.0 Program –0.8 0.0 0.8
Outcome –3.7 0.7 4.4 Outcome –0.6 2.3 2.9

Croatia Macedonia, FYR
Growth (percent) Growth (percent) 

Program 4.0 –4.0 Program 4.0 5.0 1.0
Outcome 5.6 4.3 –1.3 Outcome 0.9 4.0 3.1

Current account balance (% GDP) Current account balance (% GDP)
Program –4.2 –4.4 –0.2 Program –9.3 –7.3 2.0
Outcome –8.3 –6.6 1.7 Outcome –9.4 –1.4 8.0

Fiscal balance (% GDP) Fiscal balance (% GDP)
Program –6.2 –3.0 3.2 Program –2.7 0.0 2.7
Outcome –4.5 –3.8 0.7 Outcome –5.6 0.2 5.8

Romania Serbia
Growth (percent) Growth (percent) 

Program 4.3 5.0 0.7 Program 4.0 5.0 1.0
Outcome 5.1 4.1 –1.0 Outcome 4.5 6.3 1.8

Current account balance (% GDP) Current account balance (% GDP)
Program –5.1 –4.7 0.4 Programc –12.8 –8.8 4.0
Outcome –3.4 –9.0 –5.6 Outcomec –13.0 –12.8 0.2

Fiscal balance (% GDP) Fiscal balance (% GDP)
Program –2.9 –2.4 0.5 Program –5.7 –4.2 1.5
Outcome –2.6 –0.8 1.8 Outcome –4.6 0.8 5.4

Source: Note on Current Account Imbalances in the SEE, Ivailo Izvorski. 
a. For 2002, average for 2001 and 2003.
b. For 2002, average for 2001 and 2003, both at about 5.5 percent of GDP; data for 2002 is a deficit of 
2.4 percent of GDP.
c. IMF numbers (Serbia IMF report, August 2006), adjusted for the effect of VAT introduction.



Annex Table 2.1. Geographic Destinations of Merchandise Exports by SEE Country

World Share of total world exports (%)

Country Year ($ mill.) SEE-5 SEE-7 CIS-12 EU-8 EU-15 EU-27 East Asia LAC MENA N. Amer S. Asia Africa ROW

Albania 1996 211 5.2 5.3 0.0 1.7 86.0 87.8 0.3 0.1 0.0 1.2 0.0 0.0 5.3 
2000 261 4.2 4.2 0.7 0.2 92.9 93.2 0.1 0.0 0.0 0.9 0.0 0.0 1.0
2005 662 2.6 3.4 0.1 0.6 88.1 89.4 0.5 0.2 0.2 1.0 0.0 0.1 5.9

BiH 1996 425 69.8 70.1 0.0 4.4 20.4 25.0 0.1 0.0 1.5 2.6 0.0 0.1 0.9
2000 897 29.1 30.4 2.7 7.7 52.9 61.8 0.6 0.1 2.1 2.2 0.0 0.0 1.3 
2005 2,744 28.1 30.0 0.3 22.0 39.1 63.1 3.9 0.1 0.4 2.7 0.0 0.1 1.4

Bulgaria 1996 4,890 9.0 10.5 18.9 2.4 39.1 43.4 3.2 1.6 6.5 2.9 1.1 1.2 12.3
2000 4,822 10.9 12.7 9.5 2.5 51.1 56.2 1.7 0.9 3.5 4.6 0.6 0.7 11.6 
2005 11,725 6.6 9.8 3.2 3.5 50.5 58.6 3.3 1.0 3.4 3.5 0.3 0.8 19.5

Croatia 1996 4,512 13.6 13.8 3.7 17.5 51.0 69.9 1.0 0.5 1.2 2.2 0.2 6.2 1.4
2000 4,432 15.1 15.3 1.6 13.8 54.5 69.6 0.6 1.0 1.4 2.7 0.1 5.6 2.3
2005 8,773 20.0 21.3 1.8 11.8 48.1 63.4 1.0 0.3 3.7 3.6 0.1 3.5 2.7

Macedonia, 1996 1,147 28.8 32.4 4.1 8.3 42.8 54.9 0.4 0.0 0.7 6.2 0.0 0.1 4.7
FYR 2000 1,323 31.7 33.8 0.9 2.6 42.8 49.1 0.3 0.1 0.8 13.1 0.0 0.2 3.9

2005 2,041 30.3 34.2 1.3 2.3 50.4 57.0 1.5 0.2 0.3 2.2 0.2 0.1 6.9
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Romania 1996 8,084 2.3 3.2 5.3 3.7 56.6 61.7 4.2 2.2 10.6 2.7 2.8 1.8 6.4
2000 10,367 1.9 4.7 3.7 5.4 64.0 72.7 2.2 0.8 5.7 4.0 0.6 1.1 7.3
2005 27,730 2.7 5.4 3.5 7.5 59.6 70.5 1.9 0.6 5.1 4.4 1.3 0.8 9.4

SaM 1996 1,842 32.6 39.4 9.6 4.7 31.8 45.3 0.9 0.3 2.2 2.0 0.4 0.8 5.8
2000 1,711 28.2 30.9 6.4 6.7 37.7 50.8 0.6 0.2 2.8 1.3 0.3 0.8 8.6
2005 4,749 27.3 31.3 6.9 11.9 43.8 60.0 0.8 0.1 0.6 1.4 0.0 0.1 2.7

W. Balkans 1996 8,137 22.8 24.9 4.8 12.2 44.8 60.4 0.8 0.4 1.3 2.7 0.2 3.6 2.9
2000 8,624 21.4 22.5 2.5 9.6 50.4 62.6 0.5 0.6 1.6 3.9 0.1 3.0 3.6
2005 18,661 22.3 24.7 2.8 12.1 48.1 63.7 1.4 0.2 1.9 2.7 0.1 1.7 3.1

SEE 1996 21,112 11.7 13.3 8.3 6.7 48.0 57.0 2.7 1.3 6.1 2.7 1.4 2.4 6.4
2000 23,813 10.8 12.7 4.5 6.3 56.4 65.7 1.5 0.8 3.8 4.1 0.4 1.7 6.8
2005 58,115 9.8 12.5 3.2 8.2 54.1 65.9 2.0 0.5 3.7 3.7 0.7 1.1 9.4

EU-8 1996 81,612 2.9 3.7 10.6 15.6 59.3 75.8 2.2 0.7 1.7 2.6 0.4 0.4 2.6
2000 118,884 2.1 3.3 4.3 13.0 68.3 82.5 1.8 0.7 1.2 3.8 0.3 0.3 3.0
2005 307,193 2.4 4.4 6.0 15.5 62.6 80.2 1.8 0.6 1.6 3.3 0.3 0.4 3.4

Source: UN COMTRADE database.
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Annex Table 2.2. Geographic Origins of Merchandise Imports by SEE Country

World Share of total world exports (%)
Country Year ($ mill.) SEE-5 SEE-7 CIS-12 EU-8 EU-15 EU-27 East Asia LAC MENA N. Amer S. Asia Africa ROW

Albania 1996 938 4.1 10.3 0.6 2.5 76.0 85.0 0.3 0.6 1.1 1.6 0.4 0.0 6.3
2000 1,089 4.1 7.1 2.7 3.1 74.4 80.7 2.1 0.5 0.8 1.6 0.3 0.0 7.2
2005 2,635 3.2 6.7 8.1 3.1 60.4 67.2 8.1 1.5 1.1 1.6 0.4 0.1 8.9

BiH 1996 2,167 43.7 43.9 1.7 18.9 30.5 49.7 0.1 0.0 0.1 2.8 0.0 0.1 1.8
2000 2,657 29.1 29.9 2.2 24.4 39.2 64.3 0.4 0.1 0.1 1.8 0.0 0.0 2.0
2005 5,908 34.7 38.0 0.7 22.4 34.6 60.3 0.6 0.3 0.1 0.3 0.0 0.0 2.9

Bulgaria 1996 5,074 1.8 3.2 36.7 3.3 35.1 39.8 3.0 3.0 2.0 2.4 0.3 0.4 10.5
2000 6,505 0.8 4.4 30.1 5.2 44.0 52.9 3.9 2.9 0.8 3.2 0.2 0.3 4.8
2005 18,180 1.2 5.0 6.3 5.5 43.8 53.3 7.8 4.0 0.8 2.8 0.2 0.2 23.4

Croatia 1996 7,788 1.3 1.7 3.2 16.7 59.4 76.6 3.4 1.8 7.1 2.9 0.4 0.3 3.0
2000 7,887 2.1 2.5 9.2 14.6 55.4 70.4 5.1 1.3 4.1 3.6 0.3 1.0 2.8
2005 18,560 4.1 6.5 9.8 15.0 50.6 67.9 8.9 1.6 1.3 2.3 0.4 0.4 3.2

Macedonia, 1996 1,627 13.7 21.0 9.8 11.4 38.7 57.7 3.0 0.9 1.3 4.4 0.3 0.4 8.6
FYR 2000 2,094 12.3 17.6 19.0 10.3 38.2 54.0 3.0 1.8 1.0 4.1 0.3 0.3 4.2

2005 3,228 11.5 20.8 16.0 9.1 36.2 54.7 6.9 1.8 0.5 2.1 0.5 0.2 5.8
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Romania 1996 11,435 0.5 1.1 15.4 4.8 51.5 57.1 6.7 3.1 6.2 4.1 0.4 0.5 6.2
2000 13,054 0.6 1.3 13.0 8.3 56.7 65.7 6.0 2.3 1.2 3.4 0.3 0.3 7.2
2005 40,463 0.6 1.8 13.9 10.1 52.0 63.4 8.6 1.8 1.2 3.2 0.5 0.3 6.6

SaM 1996 4,102 11.1 19.5 7.2 9.0 42.1 60.5 4.2 5.4 3.5 3.1 0.4 0.4 4.2
2000 3,711 9.4 22.0 11.2 8.3 40.7 62.1 5.1 3.3 0.8 2.1 0.5 0.7 4.9
2005 9,465 13.2 19.3 5.0 20.2 45.8 72.3 2.9 0.4 0.2 1.5 0.1 0.1 4.4

W. Balkans 1996 16,622 10.6 14.0 4.5 13.8 50.2 67.7 3.0 2.3 4.4 3.0 0.3 0.3 3.8
2000 17,438 9.1 12.9 9.3 13.5 48.9 66.4 4.0 1.5 2.2 2.9 0.3 0.6 3.5
2005 40,942 11.2 15.2 8.0 14.7 46.4 65.1 6.7 1.3 0.8 2.0 0.4 0.2 4.3

SEE 1996 33,131 5.8 7.9 13.2 9.1 48.4 59.8 4.3 2.7 4.7 3.3 0.3 0.4 5.7
2000 36,998 4.7 7.3 14.3 10.2 50.8 63.8 4.7 2.0 1.6 3.1 0.3 0.5 5.1
2005 99,585 5.1 7.9 10.1 11.2 48.2 62.2 7.7 2.0 1.0 2.7 0.4 0.2 8.7

EU-8 1996 109,787 0.9 1.2 11.2 11.2 59.1 70.7 6.3 1.3 0.7 4.0 0.4 0.6 4.0
2000 149,745 0.6 1.1 11.1 9.7 58.9 69.2 9.4 1.1 0.6 4.3 0.3 0.3 3.2
2005 334,246 0.7 1.7 10.9 12.4 54.9 68.4 11.5 1.1 0.5 2.5 0.4 0.3 3.8

Source: UN COMTRADE database.
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Annex Table 2.3. Indicators of Concentration of SEE Merchandise Exports in Global Markets

Concentration index No. of products Share of 3 largest Share of 10 largest
of exports exported (in SITC 3-digit) products in exports (%) products in exports (%)

1996 2000 2003 2005 1996 2000 2003 2005 1996 2000 2003 2005 1996 2000 2003 2005

Albania 0.200 0.266 0.269 0.232 77 87 103 119 33.1 33.5 33.9 33.2 56.7 54.4 57.2 58.9

BiH 0.149 0.204 0.182 0.144 129 166 159 182 21.8 33.0 26.8 24.8 39.0 55.2 50.2 47.1

Bulgaria 0.087 0.125 0.101 0.107 213 210 207 210 13.3 15.4 13.2 13.5 27.5 30.4 26.0 26.5

Croatia 0.115 0.140 0.118 0.130 206 207 212 214 10.7 11.9 9.7 8.6 26.0 29.0 25.1 24.0

Macedonia 0.128 0.163 0.165 0.174 152 161 161 168 18.0 19.5 24.0 26.7 36.0 46.5 51.4 52.1

Romania 0.120 0.116 0.117 0.109 198 201 210 214 12.7 13.0 16.3 15.3 32.0 30.5 35.2 32.4

SaM 0.090 0.094 0.090 0.095 207 196 202 205 27.9 17.4 18.9 14.9 42.0 34.9 36.4 32.9

W. Balkans 0.136 0.173 0.165 0.155 154 163 167 178 10.0 11.2 10.6 8.5 22.8 23.4 24.2 21.7

SEE 0.127 0.158 0.149 0.142 169 175 179 187 8.9 9.4 11.8 10.2 22.6 24.5 26.6 23.8

EU-8 0.085 0.140 0.132 0.131 212 213 216 221 7.8 13.5 15.0 15.1 17.7 26.2 27.7 29.2

Slovak Republic 0.073 0.151 0.175 0.150 207 219 222 224 13.2 22.0 31.6 23.9 26.5 36.7 45.1 39.9

Slovenia 0.102 0.105 0.108 0.111 215 209 212 218 16.2 18.7 18.6 18.9 28.7 32.1 32.4 33.4

Tunisia 0.225 0.197 0.170 0.176 182 177 193 188 29.2 27.1 25.6 24.7 50.6 51.1 49.8 50.8

Turkey 0.106 0.093 0.090 0.093 223 224 226 221 14.1 13.5 13.5 16.5 30.5 30.6 33.6 34.8

Source: Computations based on UN COMTRADE Statistics.
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Annex Table 2.4. Factor Intensity of Exports and Imports by SEE Country and Other Regional Comparator in World Markets

Capital &Share of trade value (%)
Skd. Lab Change Change Share

Natural resources Unskilled labor Capital intensive Skilled labor Change in 1996–2005 (% pts) share CI + SL CI + SL UL + NR
Country/Group 1996 2000 2005 1996 2000 2005 1996 2000 2005 1996 2000 2005 Nat Res. Unskilled Capital Skilled 2005 1996–05 2000–05 2005

EXPORTS to World
Albania 62.1 49.4 51.6 30.3 38.4 37.5 4.2 6.3 5.6 3.4 5.9 5.3 –10.5 7.2 1.4 1.9 10.9 3.3 –1.3 89.1
BiH 53.0 56.1 43.4 19.5 23.0 23.4 11.1 13.0 21.1 16.4 7.8 12.1 –9.6 3.9 9.9 –4.2 33.2 5.7 12.3 66.8
Bulgaria 38.4 43.1 38.6 19.1 25.7 27.2 27.3 19.5 19.7 15.2 11.6 14.5 0.1 8.1 –7.6 –0.7 34.2 –8.3 3.1 65.8
Croatia 36.5 35.6 38.5 29.9 29.4 22.2 24.9 26.2 26.5 8.7 8.9 12.9 2.0 –7.7 1.5 4.2 39.3 5.8 4.3 60.7
Macedonia, FYR 44.4 30.6 35.4 33.3 33.3 29.5 10.9 13.1 5.6 11.4 23.0 29.6 –9.0 –3.9 –5.3 18.2 35.2 12.9 –0.9 64.8
Romania 26.8 25.8 21.3 36.2 41.1 35.7 19.6 20.2 21.9 17.3 13.0 21.0 –5.5 –0.5 2.3 3.7 42.9 6.0 9.8 57.1
SaM 37.9 48.2 41.1 10.9 15.8 12.1 53.2 17.1 18.2 11.0 18.8 28.5 3.3 1.2 –21.9 17.5 46.8 –4.4 10.8 53.2
W. Balkans 40.3 40.5 40.2 25.4 26.8 20.8 24.5 19.6 20.3 9.9 13.1 18.8 –0.1 –4.6 –4.2 8.9 39.0 4.7 6.4 61.0
SEE 34.4 34.0 30.5 28.4 33.4 29.5 –3.91 19.9 21.0 14.1 12.7 19.1 –3.9 1.2 –2.2 5.0 40.0 2.8 7.5 60.0
Memo Items:
EU-8 28.2 21.6 20.7 20.2 16.5 12.0 26.3 32.7 35.1 25.3 29.2 32.1 –7.5 –8.1 8.8 6.8 67.2 15.6 5.4 32.8
CIS-12 69.2 73.0 77.1 2.6 2.5 1.6 13.01 11.5 9.5 14.1 13.0 11.7 7.9 –0.9 –4.6 –2.4 21.3 –7.0 –3.2 78.7
Slovak Republic 22.8 21.0 18.6 16.7 13.6 10.4 25.1 25.1 22.7 35.4 40.2 48.3 –4.3 –6.2 –2.4 12.8 71.0 10.5 5.6 29.0
Slovenia 15.8 15.3 16.1 23.6 20.9 15.5 25.7 25.9 29.4 34.9 37.9 39.0 0.2 –8.0 3.6 4.2 68.4 7.8 4.6 31.6
Tunisia 23.8 21.5 23.7 52.6 51.9 44.7 19.6 22.8 25.4 4.0 3.8 6.2 –0.1 –7.9 5.8 2.2 31.6 8.0 5.0 68.4
Turkey 28.8 22.3 18.8 42.0 43.6 35.0 9.9 11.1 11.0 19.3 23.0 35.2 –10.0 –7.0 1.1 15.9 46.2 17.0 12.1 53.8

IMPORTS from World
Albania 49.0 41.6 38.0 15.0 16.3 15.0 17.7 22.5 24.4 18.3 19.6 22.6 –11.0 0.1 6.8 4.2 47.0 11.0 4.9 53.0
BiH 49.1 41.4 38.7 11.1 12.6 11.6 19.9 23.3 24.7 19.8 22.7 25.0 –10.4 0.4 4.8 5.2 49.8 10.0 3.7 50.2
Bulgaria 46.7 34.6 31.3 12.1 17.5 15.4 23.2 27.3 28.8 18.0 20.6 24.4 –15.4 3.3 5.7 6.4 53.3 12.1 5.4 46.7
Croatia 26.3 25.0 27.4 17.4 16.0 15.5 28.5 31.7 29.2 27.8 27.3 27.9 1.1 –1.9 0.7 0.1 57.1 0.8 –1.9 42.9
Macedonia, FYR 34.3 38.0 30.2 17.7 16.3 20.2 16.32 23.9 23.5 20.8 21.8 26.1 –4.1 2.4 –3.7 5.4 49.7 1.7 4.0 50.3
Romania 34.0 27.1 22.9 18.5 22.3 18.4 33.43 33.4 31.1 18.2 17.3 27.6 –11.1 –0.1 1.8 9.4 58.7 11.2 8.1 41.3
Serbia and 

Montenegro 40.4 40.3 26.7 10.3 10.8 12.2 29.4 26.9 32.7 19.8 21.9 28.4 –13.7 1.8 3.3 8.6 61.1 11.9 12.3 38.9

(continued)



Annex Table 2.4. Factor Intensity of Exports and Imports by SEE Country and Other Regional Comparator in World Markets (continued)

Capital &Share of trade value (%)
Skd. Lab Change Change Share

Natural resources Unskilled labor Capital intensive Skilled labor Change in 1996–2005 (%pts) share CI + SL CI + SL UL + NR
Country/Group 1996 2000 2005 1996 2000 2005 1996 2000 2005 1996 2000 2005 Nat Res. Unskilled Capital Skilled 2005 1996–05 2000–05 2005

W. Balkans 35.2 34.1 29.7 14.9 14.3 14.3 26.5 27.5 28.8 23.4 24.0 27.1 –5.5 –0.6 2.3 3.8 55.9 6.1 4.4 44.1
SEE 36.7 31.7 27.2 15.6 17.7 16.2 26.9 29.6 29.8 20.9 21.0 26.8 –9.5 0.6 2.9 6.0 56.6 8.9 6.0 43.4
Memo Items:
EU-8 27.7 25.8 23.2 13.6 11.6 9.5 34.2 37.7 40.7 24.5 24.9 26.6 –4.5 –4.1 6.5 2.1 67.3 8.6 4.7 32.7
CIS-12 40.4 34.5 23.1 12.5 14.4 15.4 26.5 31.6 35.7 20.7 19.4 25.8 –17.3 2.9 9.2 5.1 61.6 14.4 10.5 38.4
Slovak Republic 32.7 33.4 25.2 10.1 9.5 9.7 31.8 31.7 37.1 25.4 25.4 28.0 –7.5 –0.4 5.3 2.6 65.1 7.9 8.0 34.9
Slovenia 25.9 25.2 23.1 16.7 13.5 10.9 29.2 32.2 34.0 28.2 29.1 32.0 –2.8 –5.7 4.8 3.7 66.0 8.5 4.6 34.0
Tunisia 23.1 23.3 25.8 29.5 25.7 22.5 31.1 33.2 33.7 16.3 17.8 18.0 2.8 –7.0 2.5 1.7 51.7 4.3 0.6 48.3
Turkey 25.7 24.5 22.4 9.2 7.9 8.2 43.2 41.8 42.2 21.9 25.9 27.2 –3.4 –1.0 –1.0 5.4 69.4 4.3 1.8 30.6

Source: Computations based on world data from UN COMTRADE database.
Note: The classification of factor intensity category is based on SITC 4-digit products in revision 1.
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Annex Table 2.5. Factor Intensity of Exports and Imports for SEE Countries and Other Comparators: World and EU-27 Markets

Share of trade value (%)

Natural resource Unskilled labor Capital intensive Skilled labor Change in 1996–2005 (% pts)

Country/Group 1996 2005 1996 2005 1996 2005 1996 2005 Nat Res. Unskilled Capital Skilled

EXPORTS to World
W. Balkans 40.3 40.2 25.4 20.8 24.5 20.3 9.9 18.8 –0.1 –4.6 –4.2 8.9
SEE 34.4 30.5 28.4 29.5 23.1 21.0 14.1 19.1 –3.9 1.2 –2.2 5.0
EU-8 28.2 20.7 20.2 12.0 26.3 35.1 25.3 32.1 –7.5 –8.1 8.8 6.8
Slovak Republic 22.8 18.6 16.7 10.4 25.1 22.7 35.4 48.3 –4.3 –6.2 –2.4 12.8
Slovenia 15.8 16.1 23.6 15.5 25.7 29.4 34.9 39.0 0.2 –8.0 3.6 4.2
Tunisia 23.8 23.7 52.6 44.7 19.6 25.4 4.0 6.2 –0.1 –7.9 5.8 2.2
Turkey 28.8 18.8 42.0 35.0 9.9 11.0 19.3 35.2 –10.0 –7.0 1.1 15.9

IMPORTS from World
W. Balkans 35.2 29.7 14.9 14.3 26.5 28.8 23.4 27.1 –5.5 –0.6 2.3 3.8
SEE 36.7 27.2 15.6 16.2 26.9 29.8 20.9 26.8 –9.5 0.6 2.9 6.0
EU-8 27.7 23.2 13.6 9.5 34.2 40.7 24.5 26.6 –4.5 –4.1 6.5 2.1
Slovak Republic 32.7 25.2 10.1 9.7 31.8 37.1 25.4 28.0 –7.5 –0.4 5.3 2.6
Slovenia 25.9 23.1 16.7 10.9 29.2 34.0 28.2 32.0 –2.8 –5.7 4.8 3.7
Tunisia 23.1 25.8 29.5 22.5 31.1 33.7 16.3 18.0 2.8 –7.0 2.5 1.7
Turkey 25.7 22.4 9.2 8.2 43.2 42.2 21.9 27.2 –3.4 –1.0 –1.0 5.4

(continued)
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Annex Table 2.5. Factor Intensity of Exports and Imports for SEE Countries and Other Comparators: World and EU-27 Markets (continued)

Share of trade value (%)

Natural resource Unskilled labor Capital intensive Skilled labor Change in 1996–2005 (% pts)

Country/Group 1996 2005 1996 2005 1996 2005 1996 2005 Nat Res. Unskilled Capital Skilled

EXPORTS to EU–27
W. Balkans 41.9 39.3 31.6 26.2 17.7 18.1 8.7 16.3 –2.6 –5.4 0.3 7.6
SEE 31.6 27.4 38.5 36.5 17.8 19.5 12.2 16.5 –4.2 –1.9 1.8 4.4
EU-8 28.4 20.9 21.4 12.2 25.1 33.6 25.1 33.3 –7.5 –9.2 8.5 8.2
Slovak Republic 23.6 20.2 17.1 10.3 24.8 22.2 34.6 47.3 –3.4 –6.7 –2.7 12.8
Slovenia 15.1 15.8 25.4 15.8 22.6 26.0 36.9 42.4 0.7 –9.6 3.5 5.5
Tunisia 22.2 22.9 60.9 48.3 14.6 22.8 2.3 6.0 0.7 –12.7 8.2 3.7
Turkey 26.2 14.9 52.3 38.7 8.3 9.9 13.2 36.4 –11.3 –13.5 1.6 23.3

IMPORTS from EU-27
W. Balkans 30.5 24.5 16.1 14.5 28.2 31.6 25.1 29.5 –6.0 –1.7 3.3 4.4
SEE 28.6 20.3 18.5 16.7 30.6 33.5 22.3 29.5 –8.3 –1.8 3.0 7.2
EU-8 19.9 17.6 14.2 10.2 38.1 41.8 27.9 30.3 –2.2 –3.9 3.7 2.5
Slovak Republic 20.0 19.7 12.4 10.9 37.5 37.7 30.1 31.7 –0.3 –1.5 0.2 1.6
Slovenia 20.7 21.5 18.3 10.7 29.9 34.5 31.0 33.3 0.8 –7.6 4.6 2.3
Tunisia 17.5 23.1 33.7 25.3 32.9 35.3 15.9 16.3 5.7 –8.4 2.4 0.4
Turkey 18.3 13.5 8.2 7.3 49.0 47.8 24.5 31.4 –4.8 –0.9 –1.1 6.9
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EXPORTS TO SEE–7
W. Balkans 57.7 53.5 10.5 7.9 15.9 17.1 15.9 21.4 –4.1 –2.6 1.2 5.5
SEE 55.4 55.3 9.1 7.9 18.7 16.1 16.8 20.7 –0.1 –1.2 –2.6 3.9
EU-8 34.4 23.3 11.0 13.4 23.5 26.2 31.1 37.1 –11.1 2.4 2.7 6.0
Slovak Republic 27.6 18.5 8.7 13.2 24.1 17.1 39.6 51.2 –9.1 4.5 –7.0 11.6
Slovenia 28.5 19.2 12.1 16.4 26.8 29.6 32.6 34.7 –9.2 4.3 2.9 2.0
Tunisia 87.4 49.9 0.2 1.8 12.2 47.9 0.2 0.4 –37.4 1.6 35.7 0.1
Turkey 31.1 18.3 33.5 29.9 14.2 13.7 21.3 38.2 –12.8 –3.7 –0.5 17.0

IMPORTS from SEE-7
W. Balkans 55.7 56.3 9.5 7.7 17.6 14.5 17.2 21.6 0.6 –1.8 –3.1 4.4
SEE 55.9 56.6 8.9 7.8 19.2 15.1 16.1 20.5 0.7 –1.1 –4.1 4.4
Memo Items:
EU-8 52.7 33.0 10.4 19.3 25.9 27.4 11.0 20.3 –19.7 8.9 1.4 9.4
CIS–12 37.5 29.7 10.3 11.6 36.6 38.3 15.7 20.4 –7.8 1.3 1.7 4.8
Slovak Republic 43.2 33.0 7.5 14.7 35.4 30.9 13.8 21.4 –10.2 7.2 –4.5 7.5
Slovenia 56.0 43.8 9.2 20.9 23.7 19.7 11.1 15.6 –12.2 11.7 –4.0 4.5
Tunisia 76.6 68.0 2.9 8.2 13.5 18.8 7.0 5.0 –8.6 5.4 5.3 –2.1
Turkey 60.6 38.5 4.2 6.9 27.9 19.9 7.4 34.7 –22.1 2.7 –8.0 27.3

Source: Computations based on UN COMTRADE Statistics.
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Annex Table 2.6. Parts & Component Exports in Major Product Groups and Growth by SEE Country and Other Selected Groups

Parts & component P&C % Share of P&C exports % Share of P&C in
exports ($ mill)/a growth in product group total manuf. exports

Country SITC Product group 1996 2000 2003 2005 1996–05(%) 1996 2000 2003 2005 1996 2000 2003 2005

Albania 71 Power generating 
machinery and eq. 0 0 1 3 47.6 29.4 59.9 29.4 51.0 0.04 0.09 0.17 0.59

72 Machinery specialized 0 0 2 1 53.2 3.1 5.4 39.1 39.3 0.01 0.03 0.41 0.15
73 Metal working machinery 0 0 0 0 . . 0.0 0.0 0.0 0.0 0.00 0.00 0.00 0.00
75 General industrial 

machinery & eq 0 0 0 1 29.2 11.4 1.1 3.0 29.2 0.09 0.00 0.01 0.13
75 Office machines & 

automatic data proc. 0 0 1 2 67.4 12.3 73.8 79.6 81.0 0.00 0.01 0.17 0.35
76 Telecommunications & 

sound recording 0 1 3 1 21.2 74.3 53.7 100.0 90.7 0.06 0.25 0.69 0.27
77 Electrical machinery &

apparatus 1 1 2 5 20.4 46.6 54.4 43.5 48.9 0.54 0.49 0.41 0.99
78 Road vehicles 0 0 0 1 38.2 86.2 13.8 37.0 34.9 0.04 0.02 0.12 0.13
79 Other transport equipment 0 0 0 0 –10.1 77.8 100.0 18.1 84.4 0.03 0.00 0.00 0.04

8 Miscellaneous 
manufacturing 1 2 3 4 11.6 1.4 2.0 1.6 1.3 0.72 1.07 0.81 0.68

All above parts and 
components 2 4 10 18 21.0 2.9 3.6 5.2 5.8 1.54 1.97 2.79 3.34

BiH 71 Power generating 
machinery and eq. 1 1 60 157 59.7 22.0 42.3 98.7 97.9 0.52 0.29 8.25 10.21

72 Machinery specialized 1 2 6 6 24.3 26.6 24.8 55.9 54.3 0.40 0.44 0.82 0.37
73 Metal working machinery 0 2 1 3 27.4 5.9 48.7 19.7 35.0 0.04 0.50 0.15 0.20
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75 General industrial 
machinery & eq 1 2 5 9 30.1 6.2 11.2 17.4 7.9 0.38 0.55 0.70 0.58

75 Office machines & 
automatic data proc. 0 0 1 1 37.9 76.9 50.4 56.0 49.7 0.08 0.04 0.07 0.07

76 Telecommunications & 
sound recording 1 1 1 1 5.1 64.5 99.4 95.3 94.4 0.27 0.20 0.15 0.08

77 Electrical machinery & 
apparatus 3 4 3 7 10.8 28.8 30.3 13.4 12.8 1.40 0.88 0.38 0.43

78 Road vehicles 3 5 8 38 15.0 16.1 60.4 79.8 81.1 1.38 1.14 1.11 2.48
79 Other transport 

equipment 0 1 1 1 5.1 92.8 61.1 74.9 1.6 0.10 0.15 0.13 0.05
8 Miscellaneous 

manufacturing 2 20 69 124 47.1 2.7 9.9 19.3 22.7 0.91 4.84 9.51 8.04
All above parts and 

components 13 38 155 347 35.8 9.3 14.5 31.0 35.2 5.47 9.02 21.26 22.51
Bulgaria 71 Power generating 

machinery and eq. 10 6 18 27 11.4 17.8 13.7 20.6 16.6 0.33 0.23 0.36 0.38
72 Machinery specialized 17 12 26 66 18.0 36.2 32.5 38.5 50.4 0.57 0.45 0.53 0.94
73 Metal working machinery 5 6 11 16 14.0 8.8 11.8 18.8 21.4 0.15 0.22 0.22 0.24
75 General industrial 

machinery & eq 33 30 45 75 10.3 21.9 20.9 21.0 24.5 1.14 1.10 0.91 1.07
75 Office machines & 

automatic data proc. 11 3 12 22 11.7 50.4 23.3 31.7 40.6 0.37 0.12 0.24 0.31
76 Telecommunications & 

sound recording 8 11 48 47 24.8 54.3 94.0 89.6 90.8 0.26 0.41 0.96 0.67
77 Electrical machinery & 

apparatus 24 37 102 162 22.6 17.2 29.0 29.0 30.2 0.81 1.33 2.04 2.32
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Annex Table 2.6. Parts & Component Exports in Major Product Groups and Growth by SEE Country and Other Selected Groups (continued)

Parts & component P&C % Share of P&C exports % Share of P&C in
exports ($ mill)/a growth in product group total manuf. exports

Country SITC Product group 1996 2000 2003 2005 1996–05(%) 1996 2000 2003 2005 1996 2000 2003 2005

78 Road vehicles 11 9 18 32 9.3 28.6 44.8 42.3 41.2 0.37 0.32 0.37 0.46
79 Other transport 

equipment 5 2 1 3 –13.7 5.7 12.4 1.7 1.1 0.17 0.06 0.02 0.05
8 Miscellaneous 

manufacturing 7 14 26 47 21.6 1.4 1.4 1.3 1.9 0.24 0.50 0.53 0.68
All above parts and 

components 130 129 307 497 16.2 11.8 9.0 10.1 11.9 4.42 4.72 6.17 7.12
Croatia 71 Power generating 

machinery and eq. 35 42 50 95 8.9 59.6 68.4 61.4 59.9 1.06 1.30 1.14 1.59
72 Machinery 

specialized 16 26 42 104 17.2 31.0 47.6 35.5 39.5 0.50 0.82 0.95 1.74
73 Metal working 

machinery 6 8 10 10 6.2 26.9 38.5 34.3 23.0 0.19 0.26 0.22 0.17
75 General industrial 

machinery & eq 7 7 12 16 10.0 14.0 9.9 10.1 8.7 0.23 0.21 0.27 0.26
75 Office machines & 

automatic data proc. 1 3 11 18 33.3 21.1 26.6 32.5 28.8 0.04 0.09 0.25 0.30
76 Telecommunications 

& sound recording 80 73 103 90 4.5 99.7 99.6 94.8 82.6 2.44 2.27 2.34 1.51
77 Electrical machinery 

& apparatus 92 87 118 176 6.3 41.8 40.3 25.4 27.8 2.80 2.69 2.66 2.95
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78 Road vehicles 55 42 72 121 6.4 88.9 74.0 72.9 70.0 1.67 1.31 1.63 2.02
79 Other transport 

equipment 1 5 11 6 33.1 0.2 0.7 1.4 0.6 0.02 0.14 0.25 0.10
8 Miscellaneous 

manufacturing 28 32 75 126 17.5 2.7 3.8 6.5 9.0 0.85 0.98 1.70 2.10
All above parts and 

components 321 324 504 762 9.0 15.9 15.9 16.9 19.4 9.81 10.07 11.40 12.74
Macedonia, 71 Power generating 

FYR machinery and eq. 0 2 0 1 –8.7 20.5 78.0 17.1 36.2 0.06 0.26 0.02 0.04
72 Machinery specialized 1 1 0 2 0.4 18.0 36.2 14.2 36.4 0.08 0.10 0.04 0.12
73 Metal working machinery 1 0 0 0 –13.7 19.6 25.0 53.2 22.9 0.13 0.03 0.04 0.02
75 General industrial 

machinery & eq 0 0 0 0 –1.6 10.2 1.9 5.0 3.1 0.06 0.01 0.02 0.02
75 Office machines & 

automatic data proc. 0 0 0 0 39.3 10.0 12.5 20.5 19.7 0.00 0.02 0.03 0.02
76 Telecommunications & 

sound recording 1 1 1 2 9.2 67.4 93.6 95.7 95.1 0.08 0.06 0.11 0.12
77 Electrical machinery & 

apparatus 6 10 10 11 7.0 13.1 20.5 23.3 21.2 0.84 1.04 1.06 0.74
78 Road vehicles 15 15 15 20 1.8 71.8 88.0 78.3 72.1 2.02 1.67 1.58 1.39
79 Other transport 

equipment 4 4 4 9 6.9 99.3 100.0 94.5 80.3 0.53 0.43 0.45 0.62
8 Miscellaneous 

manufacturing 1 1 1 1 4.1 0.2 0.1 0.2 0.2 0.07 0.06 0.07 0.08
All above parts and 

components 29 34 343 46 3.8 7.1 7.4 6.2 6.8 3.88 3.69 3.42 3.17
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Annex Table 2.6. Parts & Component Exports in Major Product Groups and Growth by SEE Country and Other Selected Groups (continued)

Parts & component P&C % Share of P&C exports % Share of P&C in
exports ($ mill)/a growth in product group total manuf. exports

Country SITC Product group 1996 2000 2003 2005 1996–05(%) 1996 2000 2003 2005 1996 2000 2003 2005

Romania 71 Power generating 
machinery and eq. 29 51 75 185 18.7 28.4 26.7 32.4 40.7 0.47 0.64 0.52 0.84

72 Machinery specialized 67 95 156 351 15.2 51.7 68.1 65.7 74.2 1.08 1.20 1.07 1.60
73 Metal working machinery 27 32 67 110 15.3 43.9 47.5 59.7 60.7 0.44 0.41 0.46 0.50
75 General industrial 

machinery & eq 22 23 51 81 14.1 9.8 10.5 10.4 8.5 0.35 0.29 0.35 0.37
75 Office machines & 

automatic data proc. 1 129 59 105 46.4 32.6 98.2 89.3 84.1 0.01 1.62 0.41 0.48
76 Telecommunications & 

sound recording 6 336 279 273 51.6 43.6 99.7 58.0 70.1 0.09 4.22 1.93 1.24
77 Electrical machinery & 

apparatus 27 39 152 354 32.5 14.8 9.5 12.3 14.5 0.43 0.49 1.05 1.61
78 Road vehicles 82 118 398 922 27.1 49.3 68.0 83.2 70.2 1.32 1.48 2.74 4.20
79 Other transport 

equipment 38 31 33 74 1.9 16.2 9.8 6.4 8.8 0.62 0.39 0.22 0.34
8 Miscellaneous 

manufacturing 16 51 128 209 30.6 0.6 1.5 2.0 2.7 0.25 0.64 0.88 0.95
All above parts and 

components 314 905 1,397 2,664 23.8 8.8 16.6 13.8 18.0 5.07 11.38 9.63 12.12
SaM 71 Power generating 

machinery and eq. 7 15 18 28 9.2 43.2 43.0 57.9 65.5 0.74 1.40 1.30 0.98
72 Machinery specialized 4 4 14 23 16.6 23.0 18.7 37.9 26.1 0.50 0.39 1.03 0.79
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73 Metal working machinery 1 1 5 11 19.9 12.7 21.2 42.5 45.6 0.15 0.12 0.35 0.40
75 General industrial 

machinery & eq 3 2 3 12 15.1 7.7 6.5 6.7 12.9 0.34 0.21 0.23 0.42
75 Office machines & 

automatic data proc. 0 0 3 8 45.3 15.7 5.6 54.0 47.1 0.02 0.02 0.20 0.26
76 Telecommunications & 

sound recording 3 1 7 4 13.4 97.4 94.5 95.1 78.8 0.30 0.10 0.50 0.15
77 Electrical machinery & 

apparatus 10 8 11 20 10.2 13.9 14.2 18.8 21.7 1.14 0.72 0.78 0.71
78 Road vehicles 19 20 20 38 3.5 58.4 56.1 71.1 68.8 2.05 1.88 1.46 1.32
79 Other transport 

equipment 1 1 3 5 17.3 3.4 6.2 10.0 19.9 0.10 0.14 0.25 0.16
8 Miscellaneous 

manufacturing 4 3 6 13 13.6 2.3 1.1 1.5 2.0 0.42 0.27 0.42 0.45
All above parts and 

components 52 55 89 161 9.8 13.5 11.8 14.0 14.9 5.76 5.25 6.57 5.65
W. Balkans 71 Power generating

machinery and eq. 43 60 129 284 18.1 52.9 59.3 73.0 76.8 0.82 1.03 1.64 2.30
72 Machinery specialized 22 33 64 135 17.3 28.2 37.6 37.1 36.7 0.42 0.57 0.81 1.09
73 Metal working machinery 9 12 16 25 10.5 21.4 36.1 34.9 31.3 0.16 0.21 0.20 0.20
75 General industrial 

machinery & eq 12 11 20 37 14.3 10.6 8.8 10.2 9.5 0.23 0.20 0.26 0.30
75 Office machines & 

automatic data proc. 2 3 15 29 36.0 21.8 21.9 36.1 34.1 0.03 0.06 0.19 0.23
76 Telecommunications & 

sound recording 84 76 115 99 4.8 98.8 98.9 95.0 82.9 1.59 1.31 1.46 0.80
77 Electrical machinery & 

apparatus 112 108 143 219 6.8 31.7 33.0 24.3 26.1 2.12 1.86 1.82 1.77
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Annex Table 2.6. Parts & Component Exports in Major Product Groups and Growth by SEE Country and Other Selected Groups (continued)

Parts & component P&C % Share of P&C exports % Share of P&C in
exports ($ mill)/a growth in product group total manuf. exports

Country SITC Product group 1996 2000 2003 2005 1996–05(%) 1996 2000 2003 2005 1996 2000 2003 2005

78 Road vehicles 92 82 116 218 6.0 68.3 69.7 73.5 72.4 1.73 1.41 1.47 1.76
79 Other transport 

equipment 6 11 20 20 14.4 1.3 1.6 2.4 2.1 0.11 0.18 0.25 0.17
8 Miscellaneous 

manufacturing 35 58 154 267 23.9 2.1 3.2 6.0 7.8 0.67 0.99 1.95 2.16
All above parts and 

components 416 454 792 1,334 11.9 13.8 13.6 16.3 19.1 7.88 7.82 10.07 10.79
SEE 71 Power generating 

machinery and eq. 82 118 222 496 17.7 34.3 34.7 44.8 50.4 0.57 0.71 0.81 1.20
72 Machinery specialized 106 141 246 552 15.8 41.6 53.0 51.5 56.8 0.74 0.85 0.90 1.34
73 Metal working 

machinery 40 50 94 151 14.0 26.2 33.2 43.4 44.8 0.28 0.30 0.34 0.37
75 General industrial 

machinery & eq 67 64 117 193 12.5 13.8 13.1 12.9 11.7 0.47 0.39 0.43 0.47
75 Office machines & 

automatic data proc. 14 135 86 155 25.2 42.2 84.3 58.9 59.2 0.09 0.82 0.32 0.38
76 Telecommunications & 

sound recording 97 423 442 418 21.5 86.7 99.4 67.3 74.7 0.67 2.56 1.62 1.01
77 Electrical machinery & 

apparatus 163 184 397 736 17.3 24.2 21.2 18.2 19.3 1.13 1.12 1.45 1.78
78 Road vehicles 184 208 532 1,173 18.9 54.5 67.2 78.4 69.2 1.28 1.26 1.95 2.84
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79 Other transport 
equipment 49 43 53 98 3.6 6.4 4.4 3.8 4.6 0.34 0.26 0.20 0.24

8 Miscellaneous 
manufacturing 58 122 308 523 26.1 1.2 2.0 2.8 3.8 0.40 0.74 1.13 1.27

All above parts and 
components 861 1,489 2,496 4,495 18.2 11.2 14.5 13.9 17.3 5.96 9.02 9.13 10.88

EU-8 71 Power generating 
machinery and eq. 715 1,279 2,655 3,681 18.9 45.6 22.1 26.0 24.5 1.13 1.29 1.60 1.47

72 Machinery specialized 927 1,294 2,123 3,286 13.7 43.0 50.6 52.2 49.8 1.47 1.31 1.28 1.31
73 Metal working 

machinery 245 255 328 420 5.1 34.2 30.9 31.8 28.2 0.39 0.26 0.20 0.17
75 General industrial 

machinery & eq 403 569 1,017 1,710 16.0 15.4 14.2 12.7 12.4 0.64 0.57 0.61 0.68
75 Office machines & 

automatic data proc. 251 1,887 1,324 1,994 16.6 55.2 40.4 19.9 19.5 0.40 1.90 0.80 0.80
76 Telecommunications & 

sound recording 841 3,184 8,095 11,170 31.8 71.8 55.2 67.3 57.3 1.33 3.21 4.88 4.46
77 Electrical machinery & 

apparatus 1,347 2,587 4,695 6,217 16.6 23.7 23.9 25.7 23.1 2.13 2.61 2.83 2.48
78 Road vehicles 1,868 4,217 10,117 15,053 23.2 31.3 30.3 41.3 38.0 2.96 4.26 6.10 6.01
79 Other transport 

equipment 254 409 668 854 12.6 13.9 19.4 14.2 16.5 0.40 0.41 0.40 0.34
8 Miscellaneous 

manufacturing 851 1,899 3,571 5,135 19.2 6.0 11.3 13.5 14.3 1.35 1.92 2.15 2.05
All above parts and 

components 7,702 17,579 34,594 49,520 20.9 21.2 26.1 29.8 28.4 12.20 17.74 20.86 19.76

163 (continued)



Annex Table 2.6. Parts & Component Exports in Major Product Groups and Growth by SEE Country and Other Selected Groups (continued)

Parts & component P&C % Share of P&C exports % Share of P&C in
exports ($ mill)/a growth in product group total manuf. exports

Country SITC Product group 1996 2000 2003 2005 1996–05(%) 1996 2000 2003 2005 1996 2000 2003 2005

Turkey 71 Power generating 
machinery and eq. 143 315 646 1,097 22.0 72.3 77.0 81.3 79.7 0.84 1.41 1.64 1.83

72 Machinery specialized 68 93 150 334 15.0 34.8 29.0 24.8 30.5 0.40 0.42 0.38 0.56
73 Metal working 

machinery 6 11 16 45 19.2 15.3 11.9 10.5 14.6 0.03 0.05 0.04 0.07
75 General industrial 

machinery & eq 27 70 106 178 20.8 11.7 18.8 13.1 13.3 0.16 0.32 0.27 0.30
75 Office machines & 

automatic data proc. 4 15 11 21 14.3 20.8 23.4 25.8 29.9 0.02 0.07 0.03 0.03
76 Telecommunications & 

sound recording 83 102 101 107 3.5 27.7 10.9 5.2 3.4 0.49 0.46 0.26 0.18
77 Electrical machinery & 

apparatus 96 135 256 460 17.9 9.9 12.2 11.9 13.9 0.56 0.61 0.65 0.77

78 Road vehicles 199 468 973 1,535 21.5 23.6 31.1 19.7 16.3 1.16 2.10 2.46 2.57

79 Other transport 
equipment 7 32 191 159 36.3 9.6 4.1 21.2 11.2 0.04 0.14 0.48 0.27

8 Miscellaneous 
manufacturing 31 53 81 121 18.5 0.4 0.7 0.6 0.8 0.18 0.24 0.21 0.20

All above parts and 
components 664 1,294 2,530 4,057 19.8 6.7 9.6 10.1 10.8 3.88 5.80 6.41 6.78
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World/c 71 Power generating 
machinery and eq. 49,962 64,140 75,777 103,382 7.2 40.3 40.6 40.2 41.1 1.29 1.36 1.36 1.42

72 Machinery specialized 47,257 49,080 58,547 83,742 5.4 27.4 27.9 29.4 30.7 1.22 1.04 1.05 1.15
73 Metal working 

machinery 8,585 8,461 8,933 13,167 3.2 20.4 20.5 21.2 21.7 0.22 0.18 0.16 0.18
75 General industrial 

machinery & eq 25,619 27,586 35,088 46,673 6.5 12.4 12.7 12.9 12.7 0.66 0.58 0.63 0.64
75 Office machines & 

automatic data proc. 103,953 165,721 162,067 199,612 6.5 38.5 43.7 42.3 41.1 2.68 3.51 2.92 2.73
76 Telecommunications  

& sound recording 128,221 223,458 229,770 350,412 10.1 66.3 74.7 70.3 71.8 3.31 4.73 4.14 4.80
77 Electrical machinery  

& apparatus 95,991 128,753 132,969 177,126 6.2 21.4 20.1 20.3 20.8 2.48 2.73 2.40 2.43
78 Road vehicles 126,769 151,860 191,146 248,067 7.2 27.7 27.7 27.2 27.8 3.27 3.21 3.44 3.40
79 Other transport 

equipment 33,346 36,001 41,842 50,989 3.5 27.4 23.0 22.9 24.1 0.86 0.76 0.75 0.70
8 Miscellaneous 

manufacturing 24,695 38,658 41,979 55,239 8.6 3.8 5.0 4.6 4.8 0.64 0.82 0.76 0.76
All above parts and 

components 644,398 893,717 978,119 1,328,411 7.3 24.0 26.4 25.3 26.5 16.62 18.92 17.62 18.20

Source: Computations based on UN COMTRADE Statistics.
a. Parts and components are defined as those products with official description of “Parts of . . .” and “other noble components” in SITC revision 2, including sections under machinery and transport equip-
ment (SITC 71 to 79) and other miscellaneous manufacturing goods (SITC 8). Manufacturing goods are classified as those products under SITC 5+6+7+8-68. Parts and components growth is based on
least square growth rate from 1996 to 2005.
b. Bosnia & Herzegovina is based on partner data from COMTRADE due to missing data.
c. Total manufacturing growth for the world over 1996–05 is 6.6 percent. Total P&C growth over the period is 7.3 percent.
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