CHAPTER 1

Motivation and Macroeconomic
Context

Motivation for the Study

Many countries in SEE5 have witnessed significant growth since the
mid-1990s.! 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 SEES5 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 Serbiaand  Slovak
Albania  Herzegovina  Bulgaria Croatia FYRM Romania  Montenegro Republic SEE5  SEE

GDP growth average (1996-2006) 5.0 9.2 3.6 39 24 2.5 22 45 419 337
GDP growth average (2000-06) 53 5.1 5.1 4.7 1.7 6.0 5.1 54 474 534
Fiscal balance (% GDP, 2005) -36 0.8 32 -39 0.2 -0.8 09 -3.1 -04 =07
Fiscal balance (% GDP, 2006) -32 26 34 -3.1 -0.6 -1.7 -15 -35 -07 06
CAB (% GDP, 2006) -7.2 -116 -158 74 -04 -105 -113 -85 -76 92
FDI (% GDP, 2006) 3.7 46 12.7 78 5.6 9.8 — 6.9 4.7 74
Gross domestic investment (% GDP, 2006) 253 203 319 298 22.1 247 215 290 223 251
GDP per capita 2006 (current US$) 2,825 2,924 4,089 9646 3,052 5579 4,220 10219 3,514 5011
Government expenditure (% GDP, 2005) 27.8 486 383 488 353 311 — 380 372 383
External debt (% GDP, 2006) 20.8 522 804 89 384 324 62.1 56.6 434 536
Exports of goods and nonfactor

services (% GDP, 2005) 218 36.2 60.8 47.1 45.1 330 269 787 325 387
Exports of goods and nonfactor

services (% GDP, 2000-05) 14.2 280 528 429 40.0 290 229 62.7 263 328
Merchandise exports (% GDP, 2005) 79 241 44.0 229 354 281 193 68.9 217 260



Merchandise exports (% GDP, 2000-05)
Sovereign rating (S&P) 05/2007
Sovereign rating (Moody’s) 05/2008
Transparency International Corruption
Perception Rank (2006)
Worker remittances (net, % of GDP, 2005)
Worker remittances (received, %
of GDP, 2005)
Labor force participation Rate
2005 or 2006 (%)
Unemployment rate (%, 2004 or latest
year available)

77

111
13.86

13.86

64.7

15.2

19.5

B2

93
13.50

13.22

744

42

392
BBB+
Baa3

57
3.78

3.78

64.5

12.1

226
BBB
Baa3

69
2.23

217

64.2

12.7

327
BB+

105

3.18

2.94

60.6

372

29.2
BBB-
Baa3

84
381

3.81

63.6

16.6
BB-

90

65.5

15.2

63.5

Al

19.1

10.2
10.0

66.3

239

6.7

6.6

654

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.? 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
SEES 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 SEES5, 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 SEES, 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 SEES 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.> 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,* 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 SEES5, 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).” In SEES5, 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
SEES, the private sector on average comprises only 58 percent of GDP
(Albania and FYR Macedonia, however, have higher shares) versus 78
percent for the EUS.

However, much of the private sector in SEES5 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. SEES 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.®



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 capita® debt (% rating (S&P) or latest
(2002-2006)  GDP, 2006)  GDP, 2006) 2006) (% GDP, 2006)  (current USS)  GDP, 2006) 05/2007 year available)
Montenegro 43 1.1 -26.0 23.7 36.2 3,540 49.0 BB+ 147
Kosovo 19 34 -19.3 10.2 303 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.” 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,® 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.? 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 rate®
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- Termsof  Remit- Real  External  Currency
alignmentvs.  tivity trade tances interest  debt arrange-
trend (%)  growth (%) growth (%) (% GDP) rate (%) (% GDP) ment
Albania 04 48 -2.7 154 93 16.8 Loosely
managed
float
Bosnia and 25 -5.2 0 19.5 8.1 522 Currency
Herzegovina board
Croatia 6.1 52 1.0 3.1 7.8 89.6 Tightly
managed
float
FYR 0.2 -40 -1.1 39 8.7 388 De facto
Macedonia euro peg
Montenegro  -2.0 50 13 17.7 83 61.3 Euro
Serbia 29 -34 13 17.7 15 621 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.



Motivation and Macroeconomic Context 13

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 Imbalances®

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.!'® 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

Table 1.3. Current Account Balances

(in percent of GDP)
2000 2001 2002 2003 2004 2005
SEE® 4.1 -54 -59 -6.9 -75 -88
Albania -6.6 -58 -100 8.1 -55 -76
Bosnia and Herzegovina®  -10.6 -139 -17.5 -17.3 -164 -18.1
Bulgaria -5.6 -56 24 =55 -58 -11.3
Croatia -26 -3.7 -83 7.2 54 -6.6
Macedonia, FYR -20 -7.1 -94 -32 =77 -14
Romania =37 =55 -34 -6.0 -75 -9.0
Serbia and Montenegro® -30 -35 -6.8 7.2 -9.7 -7.5
Memoranda: (in percent of official GDP)
CEE, SEE, and Baltics 4.8 44 -4.7 =50 6.1 =50
Bosnia and Herzegovina ~ -12.8 -16.8 =212 -209 -199 -219
Serbia and Montenegro -39 -46 -88 -9.3 -126 -9.8
FDI, % of CAB in SEE 99.1 778 535 694 69.1 60.8

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).
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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 SEES 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).!!
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

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 389
Albania 213 291 322 391 447 458 115.2 218
Bosnia and

Herzegovina 392 467 473 606 688 753 920 40.1
Bulgaria 815 998 1,073 1,364 1581 1670 104.9 60.3
Croatia 1,851 2359 2663 3559 3509 3,595 943 515
Macedonia, FYR 759 747 749 886 907 994 31.1 436
Romania 511 648 810 1,004 1,104 1,210 1366 332
Serbia and

Montenegro 287 358 436 536 611 683 1384 269
Hungary 3690 4,184 4423 4565 5329 5925 60.6 679

Sources: National authorities; IMF, selected reports.
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Table 1.5. Net Inflows of Foreign Direct Investment

(in percent of GDP)
2000 2001 2002 2003 2004 2005

SEE 4.0 42 3.1 48 52 59
Albania 39 50 3.0 32 46 3.1
Bosnia and Herzegovina 24 19 3.6 4.0 55 2.5
Bulgaria 79 59 59 10.5 13.9 108
Croatia 59 6.0 29 6.8 26 3.8
Macedonia, FYR 49 12.8 20 2.1 29 1.7
Romania 2.8 29 25 22 42 6.3
Serbia 0.2 1.1 28 52 32 59

Memoranda: (in percent of official GDP)
ECA 26 26 25 13 23 30
CEE, SEE, and Baltics 58 46 53 1.8 4.2 45
Bosnia and Herzegovina 3.0 23 43 49 6.6 3.0
Serbia and Montenegro 03 14 36 6.8 4.2 77

Sources: \World Bank regional tables; selected IMF reports.

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
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Table 1.6. Gross External Debt

(in percent of GDP)
2000 2001 2002 2003 2004 2005

SEE 524 499 48.7 506 499 477
Albania 316 285 252 22.2 202 19.7
Bosnia and Herzegovina 438 40.7 436 484 46.6 450
Bulgaria 86.9 786 65.1 60.2 644 674
Croatia 612 59.8 68.0 83.6 879 785
Macedonia, FYR 432 435 433 396 379 392
Romania 287 30.7 334 333 320 335
Serbia and Montenego 102.0 794 587 532 470 476

Memoranda:
Czech Republic 380 35.0 337 35.0 366 38.6
Estonia 54.7 55.7 60.2 70.5 84.1 90.5
Hungary 65.0 614 53.8 64.7 66.3 752
Latvia 61.0 67.7 75.7 826 8238 879
Lithuania 437 439 440 452 431 432
Poland 38.7 36.8 40.3 475 416 429
Slovak Republic 534 529 54.1 554 45.1 384
Slovenia 464 477 489 54.1 594 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

percentage points of GDP, change over 2000-05
o N » o ©
1 1 1 1

O CAD m investment

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.!

Table 1.7. Gross National Savings

(in percent of GDP)
2000 2001 2002 2003 2004 2005
SEE 15.1 149 143 15.0 158 143
Albania 208 230 16.1 173 206 159
Bosnia and Herzegovina 6.4 1.7 -0.7 -04 -09 -22
Bulgaria 12.7 17.0 19.1 174 190 17.2
Croatia 19.2 18.1 14.0 224 24.5 233
Macedonia, FYR 202 120 11.2 16.8 137 186
Romania 155 159 17.8 14.6 14.9 132
Serbia and Montenegro 79 7.0 55 73 7.8 64
Memoranda: (in percent of official GDP)
Bosnia and Herzegovina 78 2.1 -0.8 -05 -1.1 -2.7
Serbia and Montenegro 10.3 9.1 7.2 9.5 10.1 84

Sources: \World Bank regional tables; selected IMF reports.

Table 1.8. Public Savings

(in percent of GDP)
2000 2001 2002 2003 2004 2005
SEE 13 14 1.5 2.1 32 37
Albania -16 -06 00 -0.1 0.1 1.2
Bosnia and Herzegovina 03 1.0 09 30 38 49
Bulgaria 6.8 6.4 4.1 4.6 70 84
Croatia -0.7 -0.5 14 1.5 29 32
Macedonia, FYR 5.1 -30 -20 4.1 36 24
Romania 03 14 1.8 20 26 28
Serbia and Montenegro 1.8 1.0 -0.5 -0.5 1.8 2.7
Memoranda: (in percent of official GDP)
Bosnia and Herzegovina 04 13 1.1 36 4.6 59
Serbia and Montenegro 24 1.3 -06 -0.6 24 35

Sources: World Bank regional tables, selected IMF reports.
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Table1.9. Private Savings

(in percent of GDP)
2000 2001 2002 2003 2004 2005
SEE 138 135 128 129 126 106
Albania 223 236 16.1 174 20.5 14.7
Bosnia and Herzegovina 6.1 0.7 -1.6 -34 -4.7 -7.1
Bulgaria 6.0 106 15.0 128 120 8.8
Croatia 19.9 186 126 209 216 20.1
Macedonia, FYR 15.2 14.9 13.2 126 10.1 16.2
Romania 15.1 14.5 16.0 126 12.3 104
Serbia and Montenegro 6.1 6.0 6.0 78 59 37
Memoranda: (in percent of official GDP)
Bosnia and Herzegovina 74 0.8 -19 4.1 =57 -86
Serbia and Montenegro 79 7.8 7.8 10.1 7.7 49

Sources: World Bank regional tables; selected IMF reports.

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.!> 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
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capture developments.!® 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.!” Countries with currency boards also tend to
have larger CADs, reflecting the oft-quoted “overborrowing” syndrome
related to fixed-exchange-rate regimes.'®

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 EUS8 average), investment rates in the
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Table 1.10. Gross Domestic Investment

(in percent of GDP)
Change,
2000 2001 2002 2003 2004 2005  2000-05
SEE 19.1 20.5 20.5 219 235 235 44
Albania 274 2838 26.1 254 26.1 235 -39
Bosnia and Herzegovina 17.0 15.6 16.9 16.9 155 159 -12
Bulgaria 183 226 215 229 24.8 285 10.2
Croatia 218 218 223 296 299 299 8.1
Macedonia, FYR 223 19.1 206 200 214 200 -23
Romania 19.1 214 21.2 20.6 224 222 3.0
Serbia and Montenegro 109 105 1.7 114 173 14.2 32
Memoranda: (in percent of official GDP)
ECA 229 218 214 220 23.1 227 -0.2
CEE, SEE, and Baltics 260 266 26.7 25.1 275 286 26
Bosnia and Herzegovina 206 189 204 204 18.8 19.2 -14
Serbia and Montenegro 14.2 136 152 14.8 225 184 4.2

Sources: World Bank regional tables; selected IMF reports.

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 EUS8. 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



Motivation and Macroeconomic Context 21

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. SEES 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 SEES5 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 + [ + 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 (2007¢, 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.
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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.



