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EXECUTIVE SUMMARY

This Report outlines a comprehensive approach to regional development and
integration in South Eastern Europe. To this end, it develops a comprehensive strategic
framework for development activities in the region; it does not contain a specific agenda
for regional projects, programs or financing requirements. This strategic framework
responds to the Stability Pact mandate (Article 41) for the European Commission and the
World Bank to coordinate a regional approach. This Report has been prepared by the
World Bank, in close collaboration with our main development partners in the region.

The fundamental objectives of the strategy are increased prosperity and a reduction
in poverty for al people living in South Eastern Europe. The Report’s main premise is
that establishing peace, stability and sustainable growth throughout the region is essential
to achieving these objectives. A deeper and more consistent implementation of domestic
reform programs, stronger governance and ingtitutions, sound environmental
management, and better developed and integrated infrastructure are all needed to provide
a solid foundation for sustainable growth and poverty reduction. Policies to foster social
inclusion and cohesion within the increasingly fragmented region are also key, as they are
the only road to establishing peace and stability.

The South East European region, as used in the Report, refers to Albania, Bosnia
and Herzegovina, Bulgaria, Croatia, the Federal Republic of Yugoslavia, the former
Yugosav Republic of Macedonia and Romania. It is a diverse region of 56 million
people, living at about US$2,200 per capita, roughly half the income level of the five
Central European countries. The past decade of transition and conflict has left the region
with a legacy of inadequate growth and declining living standards. As a region, these
economies have recovered only 75 percent of their pre-transition income levels. In the
past several years, growth has declined in aggregate, increasing the gap between these
economies and the rest of Europe. More alarming is that there has been a deterioration in
living standards, as evidenced by higher poverty, inequality and unemployment.

This poor economic performance can be attributed to four factors. First, initial
conditions in the region at the onset of the transition were adverse: the economies had
unbalanced industrial structures, weak institutions, and fragmented civil societies.
Second, war, civil strife and ethnic conflict have had a devastating effect on the region.
In those countries directly affected, conflict has fragmented societies, and destroyed
ingtitutions and infrastructure. In al countries, regional conflicts have disrupted normal
economic activities, made for an uncertain business climate and put strains on nascent
political systems. Third, macroeconomic stabilization policies have been inconsistent
and this has furthered exacerbated the uncertain business climate. Finally, structura
reform policies have been weak; progress in trade liberalization, privatization, enterprise
reform, competition policies and financial sector development have all lagged the efforts
in Central Europe. Similarly, disappointing progress has also been made in institutional,
social and environmental policies.



2 Executive Summary

Overcoming the legacy of conflict and a poor economic performance, and
achieving success in the fundamental objectives of the Stability Pact requires a ‘joint
commitment’ by all partners. First and foremost, the countries of the region must make a
deeper and longer-lasting commitment to reform and intra-regional cooperation than has
characterized the past decade. Without such a commitment, no regional strategy can be
effective. Yet, as argued in the Report, an approach focussed solely on country-by-
country reform and intra-regional integration is necessary, but not sufficient, to achieve
our joint goas of prosperity and a lasting reduction in poverty for all people of the
region. Success will, also, hinge critically on establishing a credible and predictable path
for al countries in the region to integrate with European and global structures,
particularly the European Union. Such a path would anchor expectations and provide a
strong incentive for today’s political leaders to reform and cooperate. The international
community must also support the implementation of this strategy, by providing financial,
technical and political support to the countries to help them advance on the path of
reform and integration with the world economy.

The Report outlines four broad thrusts for action that are designed to support the
achievement of the goals of peace, stability and prosperity. These are:

* moving rapidly towards trade integration with the EU and within the South East
European region itself, and creating a stable, transparent and non-
discriminatory environment for private sector development;

» fostering social inclusion and social change within the region to reduce tensions
and create the conditions for peace and stability;

e improving institutional capacity and governance structures, and strengthening
anti-corruption effortsin the region; and,

* investing in regional infrastructure to integrate the region physically with the
rest of Europe and within itself, which must include initiatives that safeguard
the environment.

Improving the climate for trade and private sector development will magnify and
accelerate the impact of more determined implementation of domestic reform programs.
The first concrete step in eventual integration with European and global structures is
trade integration. Trade integration, based on past experience in Europe and elsewhere, is
usually a leading component of broader, longer term integration. The countries of South
Eastern Europe are small, and thus their development depends critically on international
trade and access to European markets. Trade integration is also essential to reduce the
dependence of these countries on aid from the international community. Trade
integration must also be accompanied by the creation of vibrant private sectors. Without
an improvement in the climate for investment and private activity in general, the
countries of the region will be unable to realize the benefits of trade integration and will
not be able to generate the new employment opportunities necessary to raise living
standards.

Given existing ethnic tensions in the region, special efforts are required to include
more fully and effectively all population groups in the economic development of the
region, especially minority groups. Currently, the region has about 1.7 million refugees
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or internally displaced people. These people are separated from their ancestral homes
and their physical and economic assets. They create a cauldron of instability in the
region. Furthermore, continued increases and persistence of poverty among these people
and other minority groups will exacerbate tensions and could lead to a further
fragmentation of the region. Ensuring equal access to public services and employment is
critical. Effortsalso need to be made to reach out to the Roma community, which livesin
poverty in many countries of the region. There is also a special role for education in
creating leadership, value changes and human capital that will be essential not only for
national economic development, but also for regional cooperation. The ultimate goal
must be the formation of open, tolerant and cohesive societies that provide the
foundations for a stable and prosperous region.

Much of economic development, social inclusion and regional stability in South
Eastern Europe will depend on strengthening of institutions, governance and a lowering
of the level of corruption. Gradual integration with European and global structures will
also require significantly more mature institutional structures. Institutions also play an
essential role in poverty reduction, by assuring that public services are delivered to all
members of society, including the poor. Cross-country evidence shows that South
Eastern Europe has very weak ingtitutions and governance, which constrain economic
development and adversely affect investors perception of the region. Special attention
will need to be given to combating corruption. The agenda for action in these areas is
large and includes. greater transparency and accountability in the functioning of state
ingtitutions, better internal controls, including auditing and financial management, a
reduction in administrative discretion and greater participation and oversight from civil
society.

Finally, economic growth and regional integration will depend on a better and more
efficient infrastructure base and reversing decades of environmental degradation. Wars
and civil conflict have resulted in considerable damage to infrastructure. Fiscal pressures
during the 1990s have contributed to the deterioration of infrastructure, through limiting
maintenance expenditures and the resources available for critical infrastructure
investments. An improved infrastructure base, integrating the countries of South Eastern
Europe with the rest of Europe is, therefore, essential to achieving prosperity. War-
related damage and years of environmentally unsound development have conspired to
threaten the long-term sustainability of economic growth. Environmental degradation
has also impacted the poor disproportionately, as the poor tend to rely more on natural
resources for their livelihood. Many environmental issues are regional in nature, as the
countries of the region share many natural resources and maor waterways. Working
together to reverse environmental degradation and to strengthen environmental policies
and institutions is necessary to underpin long-term sustainable economic development
and achieve long-lasting prosperity throughout the region.

A concerted effort of the countries of the region to implement deeper and more
consistent reform programs, alongside the efforts of the international community to
integrate these countries into European and global structures and to provide assistance in
key areas, offers the best hope for achieving peace, stability and prosperity throughout
South East Europe.






1. THE ROAD TO STABILITY AND PROSPERITY IN
SOUTH EASTERN EUROPE—A STRATEGIC APPROACH

“ Almost ten years after the fall of the Berlin Wall, the Kosovo crisis has
been a bloody reminder of what, in another context, we used to call ‘the
cost of non-Europe’. For the current member states of the European
Union, the integration process that began in the early 1950s has brought
both remarkable political stability and a spectacular increase in
economic well being. Conversely, the disintegration in South Eastern
Europe during the past decade has exacerbated poverty and inter-ethnic
hatred, and cost the lives of many thousands of innocent civilians. The
comparison of these two polar cases may not constitute a very rigorous
scientific demonstration, but it does provide a prima facie argument in
favor of regional cooperation and progressive integration” (Hans van
den Broek)*

A. INTRODUCTION AND OVERVIEW

1.1  This Report atempts to define the broad parameters of a comprehensive approach
to regional development in South Eastern Europe (SEE), which in this Report refers to
Albania, Bosnia and Herzegovina, Bulgaria, Croatia, the Federal Republic of Yugodavia
(Serbia and Montenegro) (FRY), the Former Yugosav Republic of Macedonia (FYR
Macedonia), and Romania. This Report develops a broad strategic framework for
regional activities; it is not a blueprint for specific investment programs, projects or
financing requirements. It follows the conceptual approach outlined in the
Comprehensive Development Framework (CDF). The CDF takes a holistic approach to
development, highlighting the interdependence of social, economic, human capital,
governance, environment and financial aspects of development.? This comprehensive
approach has been developed in collaboration with the countries of the region and the
World Bank’s main development partners in the region—the European Commission
(EC), European Bank for Reconstruction and Development (EBRD), European
Investment Bank (EIB), Organization for Economic Cooperation and Development
(OECD), Council of Europe, and Council of Europe Development Bank (CEB).

1.2  The fundamental objectives of the strategy outlined in this paper are increased
prosperity and a reduction in poverty for all people living in the South East European
region, which can only be achieved if peace and stability are established throughout the

! “Time for Enlargement,” Hans van den Broek, Chapter 5 in The Second Decade: Prospects for
European Integration after Ten Years of Transition, Sdu Publishers, The Hague, 1999, p. 99.

2 See James D. Wolfensohn, A Proposal for Comprehensive Development Framework, World Bank,
January 21, 1999.
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region. A deeper and more consistent implementation of domestic reform programs,
stronger governance and institutions, better environmental management and a more
developed infrastructure base are all essential to achieving prosperity and a sustainable
reduction in poverty. Policies to foster socia inclusion and cohesion within the
increasingly fragmented region are also essential to achieve both peace and prosperity.

1.3  The past decade of transition and conflict has been exceptionally difficult for the
people of South Eastern Europe. Hostilities have created deep-seated resentments.
Emerging from these hostilities is a polarized patchwork of nation states, formed largely
along ethnic lines. Conflict, an absence of a political consensus for reform, shallow
democratic traditions and weak institutions have all combined to constrain economic and
political development in most countries in South Eastern Europe. In turn, delays in the
implementation of reform programs have prevented economies from embarking
irreversibly on the path towards becoming fully functioning market economies.
Consequently, these economies have experienced an inferior economic performance and
in many cases, declining living standards, rising unemployment and inadequate progress
in reducing poverty.

14  Even five years after the Dayton Peace Agreement and now following the UN
Resolution that ended the Kosovo conflict, South Eastern Europe remains politically and
socially unstable. About 1.7 million people are estimated to be displaced from their
homes and separated from their assets. A third of Bosnia and Herzegovina's population
are displaced. Over 300,000 Serbs from Croatia are estimated to be refugees in FRY and
Bosnia and Herzegovina. Refugees and Internally Displaced People (IDPs) represent 13
percent of the population of Montenegro. The recent conflict in Kosovo added to the
number of displaced persons in FRY and other neighboring countries. Continued
demands for independence of ethnic groups (such as the Kosovo Albanians), and
challenges to negotiated agreements also engender uncertainties. The stability of the
region is also unsettled by the current political situation in FRY. Even countries, which
have not been directly involved in civil and ethnic conflicts, have suffered economic,
social and political consequences of the regional instability. Declining living standards,
refugees, border disputes and security concerns in the region are all conspiring to
create a cauldron of instability and potential conflict in Europe.

1.5 There is no denying that achieving social and political stability and sustainable
development will take years for most countries. Nor will progress towards these goals be
smooth or automatic. Several factors indicate how difficult this road will be. First, while
steadfast reform and the clear prospect of EU accession have led to sustained economic
progress in Centra Europe and the Baltics, in some CIS countries, which share
characteristics similar to the SEE countries, even determined implementation of reform
programs has not yielded the expected positive results, because of civil conflicts, weak
ingtitutions and poor governance. Second, conflicts and ethnic tensions among the SEE
countries have opened rifts that will not be easily healed. It will take time to achieve the
intra-regional cooperation and trust necessary for peace and stability. These factors
suggest that the concerned countries and the international community both need to
make an extraordinary effort to create the conditions for peace, stability and
prosperity in South Eastern Europe.
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1.6 In the immediate aftermath of the cessation of hostilities in Kosovo, the
international community and the countries of the SEE region have committed themselves
to make a determined effort in this direction. This new approach is elaborated in the
Stability Pact, which was signed by the countries in the region and the international
community (see Box 1.1). The Stability Pact proposes the development of initiatives that
increase regional integration, foster economic development and absorb these countries
into European and global structures, especially the European Union. The effect of the
pull of these countries towards Western European organizations is seen as a crucial factor
in accelerating intra-regional integration and cooperation, which, in turn, would lessen
tensions among the South East European countries themselves, especially those emerging
from the former Yugodavia. To this end, the European Commission is launching a
process of stabilization and association with those countries of the region which are not
yet associated to the EU through Europe Agreements. This was confirmed by the Heads
of States and of Government of the European Union in Cologne on June 4, 1999.

1.7 Theinternational community has a clear stake in achieving peace, stability
and prosperity in South Eastern Europe. Not only will continued instabilities and
stagnating economic growth adversely affect the welfare of the people of the SEE
region, continued instabilities will also affect Western European economies and
societies as well as other countriesin the Stability Pact. The recent Kosovo crisis was
avivid reminder of thisreality. An unstable region is a fertile breeding ground for crime,
smuggling, illegal activities, which will not only affect the lives of people in the SEE
countries but also those in neighboring societies. A more prosperous, stable SEE region
would also benefit Western Europe economically, by opening up new markets for
investments, sources of skilled, low wage labor and trade opportunities. As articulated in
the Stability Pact, creating the conditions for peace and prosperity in the SEE region
therefore should be seen not only as an objective for the SEE countries themselves, but
also for the international community.

1.8 A stronger and longer-lasting commitment to reform and cooperation by the
SEE countries themselves is an essential condition to overcome the legacy of
disintegration and declining living standards. Without this commitment, no regional
strategy can be effective. Performance in the past decade clearly indicates that reform
efforts in SEE countries have been too hesitant and attempts at intra-regional cooperation
inadequate to bring about sustainable growth and stability. This inadequate performance
stems from country-specific difficulties—insufficient government commitment, weak
governance, and low levels of investment—as well as regional instability. The situation
has improved in recent years, but progress needs to be consolidated and sustained to
change fundamentally prospects for peace and prosperity.

1.9 Nevertheless, it is unlikely that sustainable growth will materialize and a virtuous
circle of increased prosperity and security can be established solely on the basis of
national reform programs and intra-regional cooperation. As the recent Kosovo conflict
has demonstrated, neighboring countries bear significant economic and political costs,
even if they are not directly involved in the conflict. The continued isolation of FRY also
adversely affects the region, as important trading and transport links are disrupted.
Moreover, small closed economies do not have sufficient effective demand to sustain
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Box 1.1: The Stability Pact and Donor Coordination Mechanisms

Country participation in the Stability Pact is broad and inclusive. It includes all EU
members and G-8 countries, Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Hungary,
Romania, Slovenia, FYR Macedonia, Turkey as wdl as virtually all major international
organizations and regional initiatives which are active in the region. The Pact declares “ that the
Federal Republic of Yugoslavia will become a full and equal participant in the Sability Pact,
following the political settlement of the Kosovo crisis on the basis of the principles agreed upon
by G-8 Ministers and taking into account the need for respect by all participants for the
principles and objectives of the Pact.” (Art. 11 para. 2). Representatives from the Republic of
Montenegro also attend the meetings of the Stability Pact.

The Stability Pact is being implemented through a Regional Table and three working
tables, which include a Working Table on Democratization and Human Rights (Table 1), a
Working Table on Economic Reconstruction, Development and Cooperation (Table 2), a
Working Table on Security (Table 3). Responsibilities for each Working Table have been
assigned under a Work Plan agreed by the Regional Table! At this point, each working table has
had initial meetings and begun to address the mandates as outlined in their terms of reference.

The Stability Pact also assigns specific responsibilities to the European Commission and
the World Bank. In particular, under the Stability Pact, the World Bank and the European Union
are given a special mandate to coordinate a comprehensive regional approach (Art. 41) to
development in the SEE region.

Also the mgjor donors have assigned to the World Bank and the European Commission the
responsibility of coordinating economic assistance to the region. To support this coordination,
the European Commission and the World Bank are chairing a High-Level Steering Group
(HLSG). Participants in the HLSG include the Finance Ministers of Canada, the country holding
the Presidency of the EU (currently Portugal), France, Germany, Italy, Japan, Russia, the United
Kingdom, and the United States, and representatives from the European Bank for Reconstruction
and Development, the European Investment Bank, the International Monetary Fund, the Stability
Pact for South Eastern Europe, the United Nations, the European Commission, and the World
Bank. Its meetings are also being attended by the Minister of Finance of the Netherlands. The
work of the HLSG is supported by a Working-Level Steering Group (WLSG). A joint World
Bank-European Commission office—the Office for South East Europe—was established in
Brussds to facilitate this coordination effort.

The comprehensive regional approach outlined in this Paper is in response to the Stability
Pact mandate. It primarily develops themes assigned to the Working Table on Economic
Reconstruction, Development and Cooperation (Working Table 2). It is thus primarily an
economic development strategy. This Strategy does, however, pursue certain crosscutting
themes, such as institutional programs, anticorruption measures, and interventions to encourage
social cohesion, which are essential to achieving sustained economic development and which are
addressed under other working tables.

1. Stahility Pact for South Eastern Europe, Regiond Table, Brussds, 16 September 1999, Work Plan (final).
2. The objectives of the HLSG are described in the statement of the HLSG meeting of July 13, 1999.

growth. Small states that are surrounded by instability and conflict will also be
unattractive for investment. The strategy articulated in this paper, therefore, argues
that an approach focussed on country-by-country reform and intra-regional
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integration is necessary, but not sufficient, to achieve peace, stability and prosperity
in South Eastern Europe.

1.10 Success hinges critically on a credible and predictable path to integration
with European and global structures, particularly the European Union. Such a path
will anchor expectations and provide both an incentive for reform and intra-regional
cooperation. The sustained commitments that such a path requires will facilitate political
and social changes, and discipline the formulation and implementation of domestic
reforms in the SEE region.®> Politically, a credible commitment of integration for this
generation will give a strong incentive to today’s political leaders to move forward
rapidly to improve governance and undertake reforms. Integration with the rest of
Europe also raises the cost of bad neighborly policies or improper governance. Ample
evidence demonstrates that economic integration with developed economies can
accelerate growth, lend credibility to reforms and provide a securer environment for
investors. The strategy, therefore, is built upon the assumption that a credible
commitment to integration with European and global structures, especially the European
Union, is a critical ingredient of success, as it will serve as an external driver of reform
and intra-regional integration.

111 The remainder of this introductory chapter is organized as follows. The next
section (Section B) provides a snap shot of the ‘region’, as well as ‘defining’ the region
for the purposes of this paper. Section C describes the key elements of the proposed
regional strategy. Section D summarizes the broad outlines of the domestic reform
agendas in the SEE countries. Section E discusses the importance and underlying
rationale of providing the SEE countries with a clear and credible commitment to join
European and global structures. Section F provides a road map to the rest of the Report.
The following Chapters present the analytical underpinnings of the strategy and outline
the areas in which regional initiatives and programs should be developed to support the
objectives of the Stability Pact.

B. SOUTH EASTERN EUROPE: A BRIEF SNAPSHOT

1.12 The regional strategy discussed in this Report is primarily focused on seven
countries, which are referred to as SEE countries or collectively as the SEE region. The
countries are:  Albania, Bosnia and Herzegovina (BiH), Bulgaria, Croatia, the
Federal Republic of Yugoslavia (Serbia and Montenegro) (FRY), FYR Macedonia,
and Romania.* The economy of Kosovo, Federal Republic of Yugoslavia (Serbia and
Montenegro) (“Kosovo”) is included in the analysis and approach as much as possible.
Given the scarcity of updated economic information on the economies of Montenegro

®  The beneficial effects of EU membership on democratic consolidation and economic development has

been amply demonstrated for Greece, Spain, Portugal. Possible lock-in effects, an acceleration of
economic reforms, as well as social inclusion and participatory processes have also al been observed in
the CEE countries destined to join the EU as member states. See G. Richard; Diamandouros, P. N., H.-
J. Puhle: The Poalitics of Democratic Consolidation: Southern Europe in Comparative Perspective, The
Johns Hopkins University Press, 1995; Baldwin, R.E, Francois J.F., Portes, R., The Costs and Benefits
of Eastern Enlargement: The Impact on the EU and Central Europe, Economic Policy, April 1997.
Moldova, which participates in the Stability Pact as an observer, shares social, economic and cultural
characteristics with theregion.
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and Serbia, as well as Kosovo, references are made primarily in a qualitative fashion.
Moreover, the current political conditions prevailing in FRY also make it difficult at this
time to include it fully in the many regional initiatives discussed throughout the Report.
Nevertheless, FRY is an important and integral part of the region and its inclusion into
regional initiatives would provide a boost to development and security throughout the
region.

1.13 These countries have been selected as the primary focus of the regional strategy
because they are the countries whose economies were the most badly affected by the
Kosovo crisis. According to final estimates prepared by the IMF, in consultation with the
World Bank: “Degspite the quick end to hostilities and resolution of the refugee crisis, the
Kosovo crisis was a major setback to the region's economies [Albania, Bosnia and
Herzegovina, Bulgaria, Croatia, Federal Republic of Yugodavia (Serbia and
Montenegro), FYR Macedonia and Romania]. The crisis is estimated to have reduced
output in the sx most affected countries by about 2 percentage points in 1999 and
significantly raised budget and current account deficits” This paper also noted that
other countries—including Greece, Hungary, Moldova and Ukraine—were affected to a
lesser extent. In addition to the Kosovo crisis, the SEE countries are the ones that have
been most severely disrupted in the past decade by the conflicts in the former Y ugoslavia
and by the periodic embargoes imposed on FRY .

1.14 Other countries in the neighborhood of these seven SEE countries are included in
the discussion when and where relevant. For example, it is difficult to discuss regional
infrastructure without including Hungary, Slovenia, Greece and Turkey. It is also
important to note that al countries in the surrounding region are members of the Stability
Pact and therefore, many Stability Pact initiatives would include a broader range of
countries than those that are the primary focus of this paper.

1.15 Table 1.1 presents a brief picture of the ‘region’. Its tota population is
56 million, about 84 percent of the population of the five Central European countries
(CEE)® and 15 percent of the European Union’'s population of 375 million. There is a
large variation in size: Romania with 22 million people is ten times larger than FYR
Macedonia. Total GDP stood at US$100 hillion in 1998, only slightly more than one-
third of the five CEE countries. It is important to note, however, that in almost all
countries official GNP figures are likely to be underestimated, possibly significantly, due
to the large informal sectorsin these economies. Per capita incomes in the SEE countries
also span a wide range from US$4,520 per capita in Croatia—which is roughly
equivalent to the CEE average—to US$810 per capitain Albania. The per capitaincome
of FRY—for which there is no official figure—is difficult to estimate. However, prior to
the war per capita income was estimated at about US$3,500 and now, it is believed to
have fallen to about half this level.

1.16 Fromthis brief snapshot of the SEE region, one can see that the region, as defined
inthis report, is extremely heterogeneous: alongside its heterogeneity in levels of income
and population, there is also heterogeneity in the region’s structural and social
development. This heterogeneity poses a major challenge for the design of a regional

®  Poland, Hungary, Czech Republic, Sloveniaand Slovak Republic.
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strategy. In turn, this heterogeneity is reflected in the countries' differing relationships
with European ingtitutions, particularly the EU. Bulgaria and Romania have signed
association agreements with the EU and, during the EU Summit in December 1999 in
Helsinki, they were invited to begin negotiations for accession. Negotiations for a
Stabilization and Association Agreement (SAA) with FY R Macedonia have recently been
authorized by the EU.° Other countries are not yet in an association status with the EU,
but are expected to be invited eventually to negotiate SAAS.

Table 1.1: Basc Data: The SEE Region

1998 Population 1998 GNP GNP
(millions) (billions) Per capita d

Albania 34 31 810
Bosnia and Herzegovina 4.2 40 920
Bulgaria 8.2 12.5 1230
Croatia 4.6 21.3 4520
FR Yugoslavia 10.6 17.4° na
FYR Macedonia 20 35 1290
Romania 225 38.1 1390
SEE-7 Total 55.5 99.9°¢ 2223°¢
CEE-5Tota ® 66.4 274.1 4329
SEE-7 as % CEE-5 84% 36% 51% °©

Countriesinclude: Czech Republic, Hungary, Poland, Slovak Republic, Slovenia.

GDP Estimate, Group 17.

Includes FRY GDP estimate.

World Bank Atlas methodology. Thus, per capitaincome may not equa exactly US$ GNP
divided by population.

e. ExcludesFRY.

Source: World Bank gaff estimates; EBRD Transition Report, 1999; Group 17, MONEE database.

cooo

C. THEKEY COMPONENTSOF A STRATEGY FOR PEACE, STABILITY AND
PROSPERITY IN THE SEE REGION

1.17 As noted in the Stability Pact, a successful strategy for the accelerated
development of the South East European region must be built upon a ‘joint’ commitment
of both the countries in the region and the Stability Pact partners. Both sides must work
in concert to achieve the objectives of the Stability Pact. This ‘joint” commitment would
need to involve the following broad thrusts.

* For the SEE countries, there needs to be both a strong commitment to
working towards political and social stability within the region and a
determined effort to implement consistent macroeconomic stabilization

®  European Commission, Commission Communication to the Council and European Parliament on the

Stabilization and Association process for countries of South Eastern Europe, Brussdls, May 26, 1999,
COM (99) 235.
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policies and deep structural, institutional, social and environmental reforms
(e.g., trade, privatization, competition policy and financial sector reforms).

* For the Sability Pact partners, there needs to be parallel commitments both
to providing a clear and credible roadmap for the eventual integration of the
SEE countries into European and global structures and to providing financial
and technical and political support to domestic reform programs and regional
initiatives.

1.18 Without the countries of the region working towards intra-regional peace and
stability, it is unlikely that the objectives of the Stability Pact could be achieved. The
past decade of transition, nationalism and conflict has left a region fractured
economically and socially. This has disrupted the free flow of goods and people, cutting
long-standing transit routes and commercial relationships. The lessening of tensions in
the region is, therefore, essential to achieving sustainable growth and social and political
stability. The lessening of tensions and a rebuilding of trust would allow a gradual de-
militarization in the region. This ‘peace’ dividend would free resources to support
growth and poverty reduction. The resolution of the large refugee problem in the region
could also accompany a lessening of the tensions.

1.19 It is clear that the pursuit of more consistent macroeconomic stabilization
programs, and deeper and faster-paced structural reform programs are needed to improve
economic performance. These reform programs would yield benefits in terms of
economic growth and poverty reduction irrespective of the existence of a ‘regional’
approach. A mgjor factor underlying the poor economic performance of the SEE region,
as awhole, is alack of progress in the transition towards a market-based economy. On
almost all indicators of economic reform, the economies of the SEE region have lagged
behind the economies of Central Europe and the Baltics. The key objective of these
reform programs should be to improve substantially the climate for private sector
development, which would need to underpin the achievement of prosperity and
sustainable poverty reduction.

1.20 The underlying logic of the Stability Pact is that the efforts of the countries of
South Eastern Europe to improve intra-regional cooperation and economic reform would
be boosted by the strong support of the international community. This support would
have two basic components. First, the international community would provide a clear
and credible commitment to the integration of the SEE countries into European and
global structures. The second commitment of the Stability Pact partners must be to
provide coordinated support, both technical and financial, to the countries of the SEE
region. This support should consist of technical assistance for implementing reform
programs, strengthening institutions, governance and the rule of law, and (re)building
regional infrastructure which would help integrate physically the countries of the SEE
region and modernize their infrastructure and services to enable them to compete within
the global community.
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D. SOUND DOMESTIC POLICIES—A NECESSARY CONDITION FOR SUCCESS

1.21 A necessary condition for achieving the objectives of the Stability Pact is a strong
commitment from the SEE countries to work towards achieving peace, stability and more
rapid reform. Without such a commitment, no country has achieved sustainable growth
and poverty reduction, and no regional approach or initiatives can be effective.
Moreover, establishing political stability, the rule of law, fully functioning market
economies that can compete efficiently within European markets are essential conditions
for accession to the EU. Thus, while the strategy in this paper attempts to lay out a
regional framework for the SEE countries and the international community, the regional
strategy needs to be underpinned by a country-specific comprehensive development
framework for each country.

1.22 The first essential step in achieving prosperity is for the countries of the SEE
region to commit to working together for peace, harmony and a full blown reduction of
ethnic tensions in the region. There is consistent international evidence that "good
neighborhoods'—areas where a sound policy and institutional environment is maintained
by a mgjority of countries—have a powerful influence on the economic success of
individual countries. Therefore, country-specific measures to develop ‘good
neighborhood policies will be crucial. This must include efforts to address presently
displaced population groups, including the granting of property rights and to accept
existing borders. The current refugee and border situations in the region are a major
source of instability and conflict in the region. Key steps in this regard are developing
more robust democratic institutions, improving the human rights situation, especially for
minorities and refugees, and gradual de-militarization.

1.23 The second important commitment by the countries of the region is to implement
more forcefully macroeconomic stabilization and structural reform programs designed to
place the economies onto sustainable growth paths. Sustaining macroeconomic stability
is crucial to the development of functioning market economies. A balanced and
comprehensive approach to structural, institutional, social and environmental reform as
envisaged in the Comprehensive Development Framework is also essential to underpin
macroeconomic stability and to create an environment conducive to private sector
development and investment. This would involve putting in place more transparent and
predictable legal and regulatory frameworks, implementing measures to promote small
and medium enterprises, strengthening domestic financial systems and their associated
regulatory frameworks, and promoting and enhancing the role of the private sector in the
provision of infrastructure. Given the importance of agriculture, especially in trade and
employment, measures will need to be taken to achieve efficiency gains in the
agricultural sector. Reforms to ensure macroeconomic stabilization and structural reform
would continue to be supported by IMF and World Bank country programs.

1.24 While stabilization and structural reform programs are by nature country specific,
the analysis in Chapter 2 indicates that there are a number of broad areas where progress
is required that is common to all the SEE countries (see Box 1.2). There are five areas
where policy reform appear to be of a high priority:
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Box 1.2: Domestic Reform Priorities

|. Private Sector Development/Trade/Finance
Ensureprivate sector environment conducive to
growth, exports and employment.

»  Accelerate privatization and structural reformin the
financia and enterprise sector.

Devel op effective commercial law legal framework.
Reduce thetax burden on SMEs, foster devel opment
of SME financing vehicles.

Alleviate constraints to FDI, including portfolio
investment.

Eliminate labor market inefficiency, reduce rigidity
inlabor market legislation.

YV

Y VvV

[11. Indgtitutional Development/Government and

Public Sector/Corruption.

Maintain a sustainable and growth-promoting

macr oeconomic framework, reducethe size of the

public sector.

>  ldentify areas from which the state needs to
withdraw and reduce overall level of public
spending, ensure spending decisions are based on
clear priorities.

»  Define the responsibilities and competencies of
government entities and equip them with technol ogy
and systems to improve efficiency.

»  Enforce financia discipline, improve resource
mobilization by broadening the tax base, improve tax
administration and collection, reduce tax rates.

Promotefurther tradeliberalization.

»  Reduce protection through |ower, more uniform
tariff ratesand increase transparency through
reducing the number of tariff bands.

> Eliminate non-tariff trade barriers, through the
removal of licenses, quotas and other instruments.

»  Strengthen trade-related institutional capacity.

» Harmonize existing intra-regional preferences which

Reorient state functionsto meet the needs of market

economy.

»  Adopt and implement effective legal and regulatory
frameworks for the operation of private markets.

» Reorganize state ingtitutions, streamline overlapping
and outdated structures.

> Buildlocal government management capacity and
autonomy, strengthen municipalities and enhance

are not consistent with the WTO. devolution of powersto local administrations.
Improve financial system safety, soundness and Enhance staterolein long-ter m development
performance standar ds. planning, strengthen public administration and

>  Improve lending policies/practices and risk
management of banks.

>  Efficiently manage foreign debt.

> Improve bank governance through privatization and
strengthen supervision of banks and financia
ingtitutions.

»  Improve accounting and auditing practices, adopt
international accounting standards.

> Strengthen ingtitutional/market framework, improve
technology of financial intermediaries and markets
and enhance information transparency.

database management.

Strengthen thejudiciary, enhancejudicial implement-
ation capacity, and provide basic resourcesfor judges.

Reduce cor ruption through identifying areas of public
administration most proneto corruption, streamline
and rationalize legal and administrative proceduresto
eliminate cor ruption encour agement, introduce
transparency.

Eliminate distortionsin agricultural sector, complete
privatization and improve its competitiveness.

I. Poverty Reduction and Social Development.

»  Support poverty reduction and addressrising
inequality.

»  Promote access to quality education for all children
which issuitable for the needs of a market economy,
leadership, and democratic society.

> Reduce inherited inefficiencies in the health sector,
through reorienting the health care system to lower
levels of care, reforming heath finance, updating
clinical practices, and facilitating private sector
provision.

> Increase the fiscal sustainability and impact of the
social protection system, through reform of pension
systems, improving contribution compliance, and
targeting social assistance more effectively.

IV. Infragtructure.

> Rehabilitate and strengthen existing infrastructure
systems through |east-cost investments and reducing
infrastructure system losses through improved
management.

> Improve billing and fee collection systems for
infrastructure services, insure financia viability of
the different sectors, modernize and streamline
operations.

> Open up major infrastructure unitsto competition,

establish legal and regulatory framework for price
liberalization.

V. Environmental Management

I mprovement of national resour ce management and

environmental standards.

»  Strengthen ingtitutional capacity of the
environmental protection ingtitutions at the centra
(policy issues) and regiond (better enforcement and
monitoring) levels.

> Develop or enhance systems for environment
monitoring and assessing environmenta degradation.

» Createnational strategy for environment priorities
and resource management.

Source: Country Assistance Strategies for the six SEE countries, World Bank.
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* Private sector development, especially through liberalization of trade,
improvement of the business regulatory environment, and strengthening of the
financial sector, particularly banking regulation and supervision;

» Poverty reduction and social development, especially through policies to
foster social cohesion and inclusion, including for minorities, refugees and
other excluded groups, to encourage democratic and participatory processes,
to strengthen social protection, especially for the poor and vulnerable groups,
and to ensure adequate access and better performance of social services,

e Ingtitutional development and governance, especially strengthening public
administration, improving financial control mechanisms and improving the
legal and judicial systems;

* Infrastructure policies, especially commercializing and streamlining public
utilities, and putting in place a regulatory system that would allow the
involvement of the private sector;

* Environmental policies, especially protecting the region’s valuable natural
resources and remedying the consequences of recent conflicts and past
inappropriate industrial policies.

Specific discussions about the reform agendas for each of the SEE countries (excluding
FRY) are provided in Annex Table 1. Annex Table 2 shows existing bilateral and
multilateral agencies supporting the reforms in each priority area.

1.25 In a number of SEE countries, progress is already being made in implementing
key elements of this domestic reform agenda. Albania, Bosnia and Herzegovina,
Bulgaria, and Romania all have IMF and World Bank-supported reform programs in
place and these programs are reasonably on-track. They involve both macroeconomic
stabilization and accompanying structural reforms.  Kosovo is receiving substantial
technical and financial support from the international community in rebuilding its
economy in the aftermath of the recent crisis. In addition, the World Bank is providing a
budget support operation and an operation to support the rebuilding of the financial
system. There is currently no program in Croatia, but the results of the recent election
bodes well for the resumption of an economic reform program that could be supported by
the international community. In FYR Macedonia, no IFl programs have been
successfully negotiated since the CCFF and the Emergency Credits approved as a
consequence of the Kosovo crisis. Implementation of key structural reforms, especially
imposing financial discipline on a number of large loss making enterprises, continues to
be required prior to the resumption of balance-of-payments and budgetary support. Thus,
there is already a good basis for moving forward on regional initiatives and programs in
virtually all countries, based on the current implementation of existing reform programs.
However, a rapid achievement of the goals of the Stability Pact would require a much
deeper, more consistent and longer term commitment to domestic reform than has been
experienced to date in the national reform programs. It is essential that the vigor with
which these reform programs are implemented be consistent with the deeper engagement
that the international community is offering through its support of the Stability Pact.
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E. INTEGRATION WITH EUROPEAN AND GLOBAL STRUCTURES—THE CRUCIAL
INCENTIVE FOR SUCCESS

1.26 Better cooperation among the SEE states and the pursuit of sound economic
policies are, thus, necessary conditions for achieving peace and sustainable economic
growth in South Eastern Europe. It is, however, unlikely that individual countries will
achieve prosperity if the region as a whole remains unstable and fragmented. An
essential element of this regional strategy and an underlying assumption of the Stability
Pact are that a credible and predictable path for integration with European and global
structures, particularly the European Union, offers both the incentive and the discipline
for achieving stability and growth. In addition, a consensus already exists in all countries
of the SEE region that EU membership is an overarching political objective. As a
consequence, SEE countries are willing to tailor their policies and politics to achieve this
objective. Inthe current situation where intra-regional hostilities, distrust and difficulties
have impeded development and the political situation in FRY is uncertain, this external
incentive is likely to be one of the main motivating factors for the countries of the SEE
region to accelerate the development and implementation of domestic reform programs
and to work together towards intra-regional cooperation.

1.27 The influence of such an external target cannot be over-emphasized and is clearly
illustrated by recent developments in Europe. First, prospective entry into the European
Union can give impetus to reform programs. The prospect of entry into European
institutions has helped discipline economic policies in the new democracies of Central
Europe and provided a strong incentive for implementing domestic reform programs. In
the SEE region, the opening of negotiations on accession with Bulgaria and Romania is
providing an important impetus to stability and reform. Second, the prospect of eventual
membership can create positive social and political dynamics which can help overcome
the deep-seated resentments that have built up during the last ten years of hostilities and
wars. Romania and Hungary, for example, have settled border disputes and strengthened
minority protections in order to prepare for membership in NATO and the EU. And
finally, the prospect of entry into the EU would provide a framework and specific
incentives to improve economic management and strengthen political institutions, as well
as cooperate more closely. The process of European integration offers examples of
successful rapid development by countries that were characterized by nascent democratic
systems, fragile macroeconomic situations, and little intra-regional integration.”

1.28 There have also been considerable empirical analyses of the benefits of regional
integration agreements (see Box 1.3). These analyses are based on integration initiatives
in Europe, as well as trade and regional integration agreements in Latin America, East
Asia and Africa. One key finding is that regional integration agreements can lead to
improved credibility in policies:

" See, “A European ‘New Dedl’ for the Balkans’, Benn Steil and Susan L. Woodward, Foreign Affairs,
November/December 1999, Val. 78, No. 6, pp. 95— 105.
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Box 1.3: Regional Integration Arrangements Economic And Political I mplications

The World Bank held a symposium on regionalism and devel opment, based on the findings
of the Development Economics Research Group's research program on regionalism and
development. The aim of the symposium was to advance the debate on Regional Integration
Arrangements (RIAS) by subjecting existing arguments to rigorous theoretical analysis and
empirical testing. Papers from the symposium were published in the May 1998 edition of The
World Bank Economic Review.

The findings of the symposium contain important resultsthat arerelevant to the
formulation of aregional strategy for integration in the South Eastern European region:

e On growth and industrialization, a paper by Vamvakidis finds that open economies grow
faster; economies that have open and large neighbors grow faster, but the size of closed
neighboring economies is of no account; and, economies that have open and developed neighbors
also grow faster, but again the level of development of closed neighboring economies is not
important. One key finding is that countries benefit from being located close to large, developed
open economies. He also finds that agreements between small, closed developing countries are
unlikely to have a positive impact on growth. Research by Fernandez and Portes's and Puga and
Venabless also support these conclusions; their results clearly suggest the advantages of
North-South [i.e, between developed and developing countries] RIAS over South-South
[i.e., among developing countries only] ones. In conclusion this research clearly demonstrates
that: (i) RIAs may boost the industrialization efforts of a developing member but retard those of
an excluded developing country; and (ii) countries may derive growth benefits from being a
neighbor to a large, developed, open economy, but RIAs between developing countries are
unlikely to result in faster growth.

* On credibility, Fernandez and Portes analyze the economic mechanisms through which a
developing-country member may gain policy credibility that is not obtainable unilaterally or
multilaterally. Their results show that regional trade agreements can serve a useful purpose
above and beyond the direct gains from trade liberalization by reducing uncertainties about
national policies or political developments and enhancing credibility. This increased credibility,
in turn, makes it easier for the private sector to plan and invest. Schiff and Winters's research
contains a dimension about the credibility effects of solving the palitical problems caused by
conflict between two neighboring countries. Vamvakidis's conclusions on the benefits of
desirable neighbors relate to credibility changes considering the geographical spillover effects of
recent crises, in particular the "tequila effect” in South America or the recent "Asian flu".

Combining these results suggests the possibility of virtuous and vicious circles in RIA formation.
A strong, liberalizing RIA with the right partner may lead to a virtuous circle of increased
credibility, increased investment and growth, more credibility and political stability, and so on.
By contrast, a more-closed agreement or wrong choice of partner could lead in the opposite
direction, with reduced credibility and lower investment and growth, resulting in less credibility
and more political instability over time.

Source: Abstracted from “Dynamics and Politics in Regional Integration Arrangements. An Introduction”,
Maurice Schiff and L. Alan Winters, The World Bank Economic Review, Val. 12, No. 2, May 1998, pp.
177-196.
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“ Attempts at reform are often undermined by expectations of reversal. A
regional agreement can provide a 'commitment mechanism' for trade and
other policy reform measures. a way of raising the cost, and thereby
reducing the likelihood, of policy reversal. This argument can apply to
political as well as economic reform, and there are examples where
regional agreements have reinforced democracy in member states.”®

1.29 Another key finding is that small economies can obtain significant benefits—in
terms of higher growth and investment—from regional integration agreements with large
and open economies. On the other hand, agreements between small closed economies do
not tend to have a significant growth impact.

1.30 The above indicates that the success of the Stability Pact would be greatly
enhanced by the establishment of a firm and credible roadmap to the integration of the
SEE countries into European and global structures.

1.31 Bulgaria and Romania were invited for formal accession negotiations in Helsinki
in December 1999. For the other countries of the region, at the Heads of State and
Government of the EU meeting on June 4, 1999, the Cologne European Council
reaffirmed the readiness of the European Union to:

“ draw the countries of this region closer to the prospect of full integration
into its structures. This will be done through a new kind of contractual
relationship taking into account the individual situations of each country,
including progress in regional cooperation, and with the perspective of
European Union membership, on the basis of the Amsterdam Treaty and
fulfillment of the criteria defined at the Copenhagen European Council in
June 1993.” (Para. 72 of the Presidency conclusions of the Cologne
European Council).

This commitment is also reflected in the Stability Pact.

1.32 The importance of the integration of the SEE countries into Europe was also
echoed in Mr. Prodi’s recent satement on enlargement: “In the longer term the EU can
best contribute to stability in the region [ South Eastern Europe] by drawing it closer to
the perspective of full integration into its structures, and should confirm that the
countries of the former Yugosavia and Albania have the ultimate vocation to become
members of the European Union.”®

1.33 The roadmap for intra- and inter-regional integration will depend on the content of
these proposed new avenues for association and eventual membership in the EU. The
European Commission has offered a generic direction in its Communication to the
Council and European Parliament on the Stabilization and Association Process for

8 See Trade Blocs and Beyond: Political Dreams and Practical Decisions, SecM99-809, The World
Bank, December 23, 1999, p. 4.

See “The Composite Paper: Reports on Progress Towards Accession by Each of the Candidate
Countries’, 1999, The European Union, p. 37.

9
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countries of South Eastern Europe’® The Stabilization and Association process has
advanced with the adoption of negotiating directives for a SAA with FY R Macedonia and
areview of the feasibility of opening negotiations with Albania (see Box 1.4). While this
approach establishes a broad framework applicable to all SEE countries which are not yet
associated through an Europe Agreement and is conducive to inter- and intra-regional
integration, there are two risks with it. The first is that some countries will perceive
themselves as remaining for some time de facto excluded, possibly leading to more not
less fragmentation of the region. The second risk is that for some countries the
perspective of joining the EU would appear to require a time horizon so long that it
would not unleash the political and economic dynamics necessary to credte the
preconditions for stability and economic cooperation among countries in the SEE region.
The integration perspective of SEE countries needs to be a "real perspective" which is of
relevance for today’ s political leaders and populations.* A highly differentiated path to
EU accession could well fuel nationalistic sentiments and hostilities caused by those
countries which feel left behind.

1.34 Overcoming these risks would require an approach which would allow the SEE
countries to move towards the EU according to common rules set within a realistically
achievable timeframe. Such an approach would have a strong disciplinary effect on the
countries and would provide an important anchor for stability. Such a common approach
would be in line with the approach taken by the European Council with respect to the
CEE-enlargement countries.

1 European Commission, Commission Communication to the Council and European Parliament on the
Stabilization and Association Process for Countries of South Eastern Europe, Brussels, May 26, 1999,
COM (99) 235.

The importance of areal perspective for EU membership isreflected in the discussions of the European
Parliament in the Commission Recommendation for a Council Decision authorizing the Commission to
negotiate a SAA with FRY Macedonia. The draft report states: “It must be made clear in the
Sabilisation and Association Agreement that it is an instrument which can quite well lead in the long
termto EU membership. It should, therefore, include an evolutionary clause describing the route from
association to membership.“ See European Parliament, Draft Report, December 9, 1999, Provisiona
1999/2121 (COS).

11
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Box 1.4: Stabilisation and Association Agreements

The Stabilization and Association process is based on political and economic
conditionality as established by the Council on 29 April 1997. Compliance with this
conditionality forms the basis for the development of the relations of the EU with these
countries in the field of trade (digibility for autonomous trade preferences), financial and
economic assistance and contractual relations. At present, there are contractual relations,
in the form of Cooperation Agreements with two of the five countries—the former
Yugoslav Republic of Macedonia and Albania. The new kind of agreements mentioned
above—the Stabilisation & Association Agreements—for which Bosnia and
Herzegovina, Croatia, the Federal Republic of Yugoslavia (Serbia and Montenegro), the
former Yugoslav Republic of Macedonia and Albania are digible as the conditions will be
met are intended to govern the political, economic and trade relations between the parties.

At the last review of conditions in Spring 1999, the European Union considered that
the former Yugoslav Republic of Macedonia and Albania met the political and economic
conditions for a more in depth examination of the feasibility of opening negotiations on a
Stabilisation and Association Agreement. The Commission has reported on the feasibility
of the opening of such negotiations in the case of the former Yugoslav Republic of
Macedonia. The Commission then adopted on 8 September 1999 its recommendation to
the Council for negotiating directives. Itsessential elements are:

* theinclusion in the Agreement of dispositions establishing a political dialogue with
the former Yugoslav Republic of Macedonia;

e provisions on enhanced regional cooperation, including the perspective of
establishing free trade areas between the countries of the region;

» the establishment of a free-trade area between the EU and the FRYOM within ten
years after the entry into force of the Agreement; dismantling of tariffs will be
asymmetric. It shall be noted that under present Cooperation agreement almost all
industrial products enjoy duty free access to the EC market;

e provisions on the movement of workers, freedom of establishment, supply of services,
current payments and movement of capital;

e the commitment by the former Yugoslav Republic of Macedonia to approximate its
legislation with that of the EC, notably in key areas of theinternal market;

e provisions on cooperation with the former Yugoslav Republic of Macedonia in a wide
range of fields, including justice and home affairs.

This led to the adoption of negotiating directives for a Stabilisation & Association
Agreement with the former Yugoslav Republic of Macedonia by the General Affairs
Council on 24 January 2000. Formal negotiations could start at the end of March 2000.
After signature, entry into force will have to wait for ratification by the Member States
Parliaments (which, according to past experience, may last for up to three years).
However, trade provisions which are under Community competence and therefore not
subject to ratification by Member States Parliaments might enter into force more rapidly
through the conclusion of an interim agreement. In the case of Albania, the Commission
concluded that further examination was needed before entering into the negotiating
process, in particular due to institutional weakness of this country. The readiness of the
Union to assist Albania in overcoming these weaknesses was reaffirmed.

Source: DG RELEX, European Commission.
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F. RoADMAP AND BRIEF OVERVIEW OF THE REPORT

1.35 The remainder of this paper supports the regional strategy by analyzing the
‘initial’ conditions in the SEE countries and proposing a series of interventions designed
to support the achievement of regional prosperity, peace and stability. These
interventions involve three types of initiatives (i) national reform programs and priorities;
(i) initiatives that foster intra-regional integration or cooperation; and, (iii) initiatives that
involve integration with European and global structures. At the outset, it is useful to
define the scope of the initiatives discussed in this Report. The Report focuses on those
sectors where significant synergies can be achieved by coordinated initiatives, which
build upon, but do not substitute for, national programs. So, frequently the Report
discusses national programs when their implementation is essential for a regional
approach to be effective. The national programs that have been included, however, are
selective and are only referred to as they are considered to be relevant for their regional
dimensions. Therefore, many important elements of national agendas, which are
considered to be of overiding importance for achieving sustainable economic
development—for example provision of health services, municipal services, social
protection systems, agricultural extension and research—which a priori are less
immediately relevant from a regional integration perspective, have not been explored.
Such programs, however, would be essential elements in the design of a comprehensive
development framework for each country.

1.36 Chapter 2 provides an analysis of recent economic developments, and trends in
living standards. From this analysis, it is clear that the past decade of transition and
conflict has left the region with a legacy of mediocre growth and declining living
standards. Calculations show that the region has recovered only about 75 percent of pre-
transition GNP. The Chapter also shows that there has been a deterioration in living
standards in the region, as evidenced by higher poverty, inequality and unemployment.
The Chapter concludes with an analysis of progress on economic reform in the SEE
region. It notes that, while good progress has been made in achieving macroeconomic
stability, progress on structural reform and institutional development has lagged,
especially when compared to the economies of Central Europe and the Baltics. Thus, the
gains on macroeconomic stability are fragile and the prospects for these economies to
move onto a sustainable growth path are not good without deeper reforms, a
strengthening of institutions and governance and measures to reduce poverty.

1.37 The subsequent Chapters each discuss important elements of the regional strategy
and outline initiatives that would support achievement of regional integration and
development. First, the Report discusses regional initiatives to enhance the environment
for private sector development as a way of accelerating and magnifying the impact of
more determined implementation of reform programs and of the credible commitment to
broader regional integration. The first concrete step in reaching eventual integration into
European and global structures would be trade integration. Trading relationships have
generally preceded other integrative steps as in Bulgaria and Romania and an opening of
trade for the other SEE economies would also provide a badly needed stimulus to
investment and economic growth. Trade integration and reform is discussed in detail in
Chapter 3.
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1.38 There would be scope for a number of regional initiatives to improve the
investment climate for the private sector and to support small and medium enterprise
development. The goal of these initiatives would be to help create a vibrant private
sector that exchanged goods and invested freely across borders. The stimulus of growth
and investment will come from the creation of new small business and foreign
investments, from market expansion and from building an efficient private and public
infrastructure. The perspective of closer integration of the region into Transatlantic and
European structures is expected to help mobilize resources for change, raise investor
interest and build confidence in the future stability of the business environment.
Initiatives in these areas are discussed in Chapter 4.

1.39 Special efforts are aso needed to include more fully and effectively all population
groups in the economic development of the region, including minority groups living in
different countries (such as Serbs in Croatia, Albanians and other minority groupings in
FYR Macedonia, Serbs in Kosovo, Hungarians in Romania, and Turks in Bulgaria).
Given the region’s ethnic mixture, these issues are particularly sensitive. A regional
approach is essential in this regard, because displaced minority populations contribute to
the continued tensions in the region, and the lack of a satisfactory solution is a major
obstacle to peace, stability and economic development. Displaced minority populations
for example in Bosnia and Herzegovina and FRY (both from Kosovo and Croatia) lack
access to their assets and have a limited ability to plan and invest on a longer term basis.
Increased efforts will need to be made to protect vulnerable groups from falling into
poverty. Continued increases and persistence of poverty among certain population
groups could further increase fragmentation of the already divided societies in South
Eastern Europe. Access for all people to public services and employment opportunities,
and a minimum level of income support when in need, should be provided. Special
efforts need to be made to reach out to the Roma community, which lives in poverty in
many countries in the region. There is also a special role for education in creating
leadership, value changes and human capital that will be essential not only for national
economic development but also regional cooperation. The important role which future
generations of leaders will play requires a special focus on employment creation and
social programs for the young, to avoid the marginalization of those disconnected from
schooling and formal labor markets. Issues of social cohesion and inclusion are
discussed in Chapter 5.

1.40 Sustaining sound policy environments and meeting the institutional requirements
for amore formal association with European and global structures will require a quantum
leap in institutional development in the SEE countries. The importance that institutions
play in assuring that competitive markets function efficiently is now widely recognized.
Most transition economies have experienced costly setbacks in their development due to
inadequate institutional development. The SEE economies are no exception. They
currently have important weaknesses in most public service functions, including public
policy formulation, public service delivery and oversight and accountability. They need
to work towards improving governance, by instituting systems with adequate checks and
balances that provide politicians, bureaucrats and economic agents the incentives and
flexibility to pursue the common good. Institutions need to represent all segments of
society. The agenda is large and includes. greater transparency and accountability in the
functioning of state ingtitutions, better internal controls (e.g., strengthened financial
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management in sectoral ministries, audits, procurement, watchdog bodies), a reduction in
administrative discretion (price liberalization, elimination of excessive licenses), and
greater participation and oversight from users and civil society.

141 Specia attention will need to be given to combating corruption. The economic
costs of corruption are well documented.*?> Corruption impedes the development of
markets. The transaction costs, risks and problems of credibility generated in corrupt
systems limit substantially the interests of investors in the region. There is ample
evidence that corruption reduces investment and growth. A Business Environment and
Enterprise Performance Survey commissioned by EBRD details that more than in any
other region, Small- and Medium-size Enterprises (SME) in Southeast Europe report
corruption as an important obstacle to business development. Therefore, if SMEs are to
be an engine of growth and employment, a frontal attack on corruption is essential.
Regional initiatives for supporting institutional development and combating corruption
are discussed in detail in Chapter 6.

1.42 Economic growth, improved intra- and inter-regional trade and integration will
depend on incremental and efficient investments in infrastructure. Wars and conflicts
which erupted in large parts of former Yugoslavia resulted in considerable damage to
infrastructure. The period of unrest and economic decline during the 1990s led to a
serious deterioration of maintenance of infrastructure, as declining incomes and tax
revenues curtailed maintenance activities. Lack of reforms did not support the shift from
public budget based to user-based cost recovery mechanisms, and most of the burden of
infrastructure maintenance continues to rest on the public sector. A key element affecting
the transport links of the region is the interruption of Danube shipping. The economic
consequences of the damages resulting in the interruption of key transport routes are
severe as the destruction of a series of bridges across the Danube prohibits long distance
shipping. The financing needs in infrastructure are particularly large and adequate
funding will be difficult to raise from traditional methods. Thus, there is also a need for
more private sector involvement in this area. By implication, this suggests that a
substantial effort will also need to be made to put in place a transparent and predictable
regulatory framework. Infrastructureis discussed in Chapter 7.

143 The Yugoslav war and recent hogilities in Kosovo have damaged the
environment in several SEE countries. The Danube has been seriously affected; water
quality has badly deteriorated through the emission of effluents resulting from destruction
of industries, oil refineries, and wastewater treatment facilities. Environmental damages
are also expected in SEE countries located aong the Danube from flooding and debris
which is caused by the Danube blocked by destroyed bridges. Other war related damages
result from land mines placed in most of the war affected areas which have not yet been
removed, pollution of water bodies, bombing of cultural heritage sites and damages to
coastlines and tourism sites. The wars, civil disturbances and economic declines also in
some countries led to breakdown or deterioration of environmental services. Regional
initiatives to address existing environmental concerns are discussed in Chapter 8.

12° Among the large literature see among other Paolo Mauro, “Corruption and Growth”, Quarterly Journal
of Economics, August 1995, p. 695; Shan-Jen Wei, “Why is Corruption so Much More Taxing than Tax
Arbitrariness’, NBER Working Paper 6255, November, 1997.
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1.44 It is important to note that growth prospects for the region will depend critically
on restoring and maintaining security. Aslong as the dangers of war and fragile domestic
security situations exist, it is highly unlikely that sustainable development can be
achieved. This regional strategy does not discuss this point in detail or elaborate on
specific initiatives in this area. But, regional cooperation, integration and development
will not reach their full potential until specific actions are taken to increase domestic
security and limit illegal activities and crime. Detailed security programs to be
established for the region are being developed under the Working Table on Security
I ssues within the Stability Pact framework.

1.45 In conclusion, this Report should be viewed as setting the broad framework for
the international community’s response to the need to support regional development in
South Eastern Europe as articulated in the Stability Pact. Our other development partners
are working within this framework to develop further specific initiatives to support
regional development. In particular, the EBRD has the lead role in preparing initiatives
in the area of private sector development. The EIB has the lead role in developing and
assessing projects in the infrastructure sector that could be supported by donors. Finally,
a number of other agencies are preparing individual initiatives that are mentioned
throughout the Report.



2. ECONOMIC AND SOCIAL DEVELOPMENTSAND
PROGRESS ON REFORM IN SOUTH EASTERN EUROPE

A. INTRODUCTION

2.1  Thetransition has been generally disappointing for the countries in South Eastern
Europe. Growth has yet to recover to pre-transition levels. Some countries still face
problems of macroeconomic stabilization and in others, stability is ill fragile and
subject to reversals. These problems have been especially pronounced over the past three
years, when a number of countries have experienced bouts of macroeconomic instability.
None of the countries have yet established a firm foundation for sustainable growth and
progress on improving living standards has also been disappointing.

2.2  This chapter takes a broad overview on the past “decade of transition and
conflict” in the SEE region. Firgt, it analyzes the region’s growth and macroeconomic
performance (Section B). Next, the chapter discusses progress on improving living
standards (Section C). Finally, the chapter examines progress on structural reform in the
region, also comparing progress in key reform areas with what has been achieved in the
five Central European economies (Section D). The last section concludes.

B. RECENT ECONOMIC PERFORMANCE

2.3  Historically, South Eastern Europe has been the least developed region of Europe.
Initial conditions at the onset of the transition process were less favorable than those in
other transition countries in Europe. The SEE countries had more unbalanced industrial
structures. They lacked traditions in institutional development. Some countries inherited
large debt burdens. And finally, distances to western European markets were great and
transport links were not well established.

2.4  Poor initial conditions have combined with conflict and uneven implementation of
reform programs to yield a relatively poor economic performance since the onset of the
transition. Progress in achieving macroeconomic stability has been good recently,
but remains tenuous and subject to reversals. While the five economies of Central
Europe were able to stabilize the macroeconomic situation largely by the mid-1990s,
most of the SEE countries have struggled with establishing macroeconomic stability late
in the 1990s (see Annexes 2.1-2.8). Albania, Bulgaria and Romania have suffered severe
bouts of macroeconomic instability in the last three years. Recently, good progress has
been achieved on improving the macroeconomic situation in Albania (through fiscal
tightening and a reduction in domestic financing of the budget deficit) and in Bulgaria
(with the introduction of a currency board). Romania has also made progress, although
inflation remains high and a substantial degree of macroeconomic uncertainty remains.
FRY aso continues to suffer from extreme exchange rate instability and very high
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inflation. The progress achieved throughout the SEE region during 1999 is remarkable,
given the uncertainty and economic pressures felt in the region as a result of the Kosovo
crisis.  The gains in macroeconomic stability have been achieved through the
implementation of consistent monetary and fiscal policies along with supporting
exchange rate regimes in most cases with reform programs supported by the IMF and the
World Bank.

25  Nevertheless, the fiscal situations remain clouded with uncertainty in nearly al of
the SEE countries, which could pose difficulties for the implementation of the regional
strategy outlined in this Report. First, taxes on international trade are important sources
of revenuesin the SEE region. For 1998 and 1999, international trade taxes accounted in
each year for about 3 percent of GDP. In some cases it is higher; in Bosnia and
Herzegovina, they account for about 10 percent of GDP; and in FRY Macedonia, they
account for about 4 percent of GDP. Thus, if a significant liberalization of trade occurs
as part of the SEE region’s integration with itself and European and global structures,
alternative sources of revenues may be needed to sustain the progress already achieved in
improving fiscal management. These revenue losses could be offset, to some extent,
however, by higher trade volumes and improvements in collection efficiency. Second,
the past decade and the reestablishment of macroeconomic stability in most countries of
the region has already resulted in a compression of fiscal expenditures, which has been
exacerbated by the need to accommodate the cost of structural reforms. In many cases,
social sector expenditures have borne the brunt of this fiscal adjustment. This has been
one factor underlying the observed decline in health and education indicators and the
lower living standards of pensioners. To foster the social cohesion necessary to underpin
the objectives of peace and stability, adequate resources will be needed for social
expenditures. One key area for further fiscal contraction to accommodate a higher level
of expenditures in other vital categoriesis military demobilization or the ‘redlization of a
peace dividend’” which should be possible given the enhanced security situation as the
SEE countries move towards closer integration. In summary, macroeconomic gains are
still vulnerable to reversals because of the difficulties of sustaining existing fiscal
positions and the further pressures on fiscal policy that could emerge. This
macroeconomic uncertainty still clouds the environment for growth and investment in
nearly all the SEE economies.

2.6  While recent gains in macroeconomic management are encouraging, economic
growth has been and remains disappointing.® The transition recession in the Central
European economies lasted for some three to four years, and the decline in output was
about 15 percent of the 1989 output level on average. In contrast, in South Eastern
Europe, the decline was greater, the recovery slower and more recently, aggregate GDP
has begun to fall again (see Chart 2.1). The cumulative decline in output was about 30
percent of the 1989 output level. As a group, the SEE economies have contracted by
more than one percent per annum, since 1989 (see Table 2.1). In comparison, the five
economies of CEE grew by almost 1 percent per year. The six SEE economies have only
reached 75 percent of their pre-transition (1989) levels of economic activity. This can be

B 1t is important to note that in the 1980s, Y ugoslavia experienced no growth for an entire decade. This
implies that per capita incomes have been faling for two decades in the former Yugosav republics.
The situation is similar for Romania.
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compared to the five Central European countries, which on the backs of more resolute
and coherent reform programs and more stable political conditions, have grown by nearly
one percent per annum on average. As a result, the CEE economies are now nearly 10
percent larger than their pre-transition levels. A worrying trend is that the SEE
economies have experienced increasing divergence with western Europe. Per capita GDP
(on apurchasing power parity basis) drifted from 33 percent of the EU average in 1990 to
24 percent in 1998.

Chart 2.1 : Index of Real GDP
Weighted average for Central and South Eastern Europe
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Source: EBRD
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Table 2.1: Economic Performance, 1989-1998

GDP gr. Ann. Aver. 1998 GDP as % of

1990-1998 (%) 1989 GDP°
Albania -0.8 86
Bosnia and Herzegovina 29.9¢ n.a
Bulgaria -4.0 66
Croatia -2.4 78
FR Yugodavia n.a n.a
FYR Macedonia -1.2 72
Romania -2.9 76
SEE-6 Av. " 12 75°¢
CEE-5Av. 2° 0.8 107

a. Countriesinclude: Czech Republic, Hungary, Poland, Slovak Republic, Slovenia.
b. Weighted by GNP; excludes FRY .

c. Excludes Bosnia-Herzegovina.

d. 1995-99 only.

e. GDP estimates converted at PPP exchange rates were used to calculate the index.

Source: World Bank staff estimates; EBRD Transition Report, 1999.

2.7  While growth has resumed in some SEE economies at the end of the 1990s, it
continues to look fragile, as most countries have failed to experience sustained increases
in productivity. In al transition countries in Europe, productivity declines were
experienced early in the transition. Developments in productivity were dominated by the
decline in output, as many firms initially avoided large-scale layoffs even though demand
for their products had collapsed. This decline in measured productivity began to be
reversed in most countries after two or three years—primarily due to further employment
reductions. More recently, some of the Central European countries have entered a phase
of productivity growth, driven by product innovation, fresh capital investment, improved
technologies and modern management methods (that is, by deep restructuring). Many
Central European countries exhibit a Jcurve pattern for labor productivity, with
especially rapid increases in Hungary and Poland. In contrast, productivity growth in the
South Eastern Europe has generally stagnated. Whereas CEE's productivity in 1998 was
amost one-and-a-half times as high as the 1989 level, in the SEE economies it only
reached about 90 percent of its 1989 level (see Chart 2.2). Deeper enterprise
restructuring and new investment will be needed to sustain productivity improvements
achieved primarily through the shedding of jobs during the early years of the transition.
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Chart 2.2 : Productivity Index
Weighted average for Central and South Eastern Europe
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2.8 A key factor underlying the poor growth and productivity performance of the SEE
region has been inadequate investment. The investment-to-GDP ratio in the SEE region
(excluding Bosnia and Herzegovina) has declined from 23 percent of GDP in 1992 to
only 18 percent of GDP in 1998 (see Table 2.2). Investment levels in recent years have
been particularly low (less than 20 percent of GDP) in Albania, Bulgaria, and Romania.
All three countries have experienced bouts of macroeconomic instability recently, which
have depressed investment levels. By comparison, the average investment-to-GDP ratio
in the more rapidly growing CEE economies has increased from 19 percent of GDP in
1992 to 28 percent in 1998. As noted above, investment has been a driving force behind
the productivity gains experienced in the five CEE economies.

29  While investment levels overal have been lower in the SEE countries than the
CEE countries, foreign direct investment (FDI) as a percentage of GDP has been roughly
the same or only dlightly less in the SEE economies. This indicates that higher domestic
investment levels will be the key to improving the SEE region’s growth prospects. It is
important to note, however, that the growth impetus flowing from FDI in the SEE
economies has been less, as the efficiency of FDI inflows in the SEE region has been
diminished by the weaker reform effort. Thus, a strengthening of the reform effort will
likely induce both higher levels of investment, as well asimproved investment efficiency.
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Table 2.2: SEE Region—Aggregate Savings-1 nvestment Balance
(as percentage of GDP)

Actual Estimate
1995 1996 1997 1998 1999

SEE -6- Average®

Gross Domestic investment 205 220 229 201 183
o/w Gov't Inv. 4.2 5.3 4.9 4.7 3.8
Gross national savings 150 152 150 121 118
Government savings . -0.2 19 2.3 2.2
Non government savings . 153 131 9.8 9.6
Foreign savings 55 6.8 7.9 7.9 6.4

CEE -5- Average "

Gross Domestic investment 239 264 280 286 283
o/w Gov't Inv.

Gross national savings 249 232 243 245 234
Government savings 04 0.7 0.3 0.6 .
Non government savings 245 225 240 239

Foreign savings -1.0 3.2 3.7 4.1 4.9

a. Thisisan average of Albania, BiH, Bulgaria, Croatia, FY R Macedonia and Romania. See Annex Table
2.8 for weights.

b. Theweights are: Czech Republic 0.180; Hungary 0.159; Poland 0.524; Slovak Republic 0.069;
Slovenia 0.068.

Source: World Bank staff estimates; country sources.

2.10 Low savings rates are a mgjor constraint on economic development in the SEE
region (See Table 2.2). The effect of improved fiscal management is apparent in the
increase in government savings. But, the low level of non-government savings (which
includes state-owned enterprises) has been a key constraint. As a consequence, foreign
savings (the inverse of the current account deficit) has financed about one third of gross
domestic investment. Achieving the levels of investment necessary to support sustained
and higher economic growth will require higher levels of domestic savings as the high
level of past foreign savings has added to the region’s debt burden. Overall, the SEE
region has a debt/GDP ratio of 40 percent and a debt service ratio of over 20 percent in
1999 (see Annex Table 2.8). While the debt service ratio was uncharacteristicaly highin
1999, primarily due to a bunching of repayments in Romania, the debt burden implies
that the SEE countries need to carefully manage their external imbalances. As a
consequence, the international community and the SEE countries need to examine
carefully the terms, conditions and overall levels of external borrowings in the medium
term, aswell as the financia viability of any projects.
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C. PROGRESSIN L1VING STANDARDS

211 As with most transition countries, the SEE countries inherited and largely
continue to have social indicators which are significantly better than countries of similar
income levels in other parts of the world. Nonetheless, the heterogeneity of the SEE
region is also reflected in variations in living standards and social indicators between
countries (see Table 2.3). The contrast between Croatia—which ranks 55" in the world
on the UNDPs Human Development Index and has almost an OECD-level infant
mortality rate- and Albania or Kosovo is stark. This section examines in depth the
evolution of living standards in the SEE region during the 1990s, as improving
dramatically human welfare in the SEE region lies at the heart of the objectives of the
Stability Pact.

212 The poor economic performance and regiona conflicts during the past decade
have taken their toll on living standards within the SEE region, as they have sharply
declined during the 1990s. Employment and wages trends provide one indication of this
trend. Real wages have declined throughout the 1990s in the SEE countries, whereas in
the five Central European economies they fell lessin the initial transition period and have
risen above their 1990 level by 1997.

2.13 In addition to the deteriorating position of those in wage employment, a large
pool of unemployed emerged in most SEE countries. Registered unemployment in
several SEE countries was easily the highest in the entire ECA region (see Table 2.3).
Registered unemployment had reached 36 percent and 30 percent in FYR Macedonia and
FR Yugoslavia, respectively. Estimates of combined registered and unregistered
unemployment in Bosnia and Herzegovina are over 55 percent for 1998. While
unemployment data in transition economies need to be treated with caution, as many
registered unemployed work in the informal economy, this is offset partly by the non-
registration of the genuinely unemployed, and removal of people from the unemployment
roles upon exhaustion of benefits. Unemployment rates are therefore reasonable
indicators of the general declines in living conditions, particularly as the unemployed
have been found to have amongst the highest poverty rates in SEE countries. While it is
important to note that the five Central European economies also experienced high
persistent unemployment, the rate has broadly stabilized since the mid-1990s at a
significantly lower level than in most SEE countries.

2.14 Data on poverty are more difficult to obtain and trends are therefore, difficult to
discern. Despite these data difficulties, country-specific analyses reveal severd
consistent findings about the features of poverty in the SEE region (see Box 2.1). The
limited reliable time series data that are available from individua countries show that
poverty is likely to have worsened dramatically in recent years. In Bulgaria, the
poverty survey found that the headcount rate increased by around seven times between
1995 and 1997, but there may be comparability issues arising from the dramatic increase
in prices in 1997. In Romania, the poverty headcount increased fivefold between 1989
and 1998. The dramatic drop in the overall consumption level has been the main driver
of increased poverty, with increased inequality a lesser but quite important factor, and
probably increasing in importance as time passes.
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Table 2.3: Summary of Social Indicatorsfor SEE, 1997

Country HDI score and IMR (1997 Life expectancy at
ranking 1997° unless stated) birth 1997

Albania® 0.699/ 100th 25.8 72.8
Bosniaand N/A 12.7 72.3
Herzegovina “

Bulgaria 0.758 / 63rd 175 71.1
Croatia 0.773/55th 8.2 72.6
FYROM 0.749/ 73rd 15.7 73.1
FY Yugoslavia® N/A 14.3 72.3
Romania 0.752 / 68th 22.0 69.6

Note: (@) IMR for Albania is 1996; (b) HDI is composite index of three components. life
expectancy at birth; educational attainment (as measured by adult literacy and enrollment rates);
and real per capita GDP (in $PPP); (c) FRY life expectancy 1996, and BiH 1995.

Source: WB ECA Social Protection Strategy (1999 draft); UNICEF Transmonee report (1999);
UNDP Human Security in SEE (1999).

2.15 The evidence also suggests that inequality has increased significantly in the
region over the decade. It is important to note, however, that artificially compressed
wages and more limited returns to education in the socialist period made some increasein
inequality during transition highly likely. The Gini coefficient—the most common
inequality measure—has deteriorated significantly (e.g., Romania, Bulgaria and FYR
Macedonia) and the same is true for other measures, such as the decile ratio, which
focuses on the extremes of the distribution:

Inequality in Bulgaria increased sharply between 1995 and 1997, with the
Gini rising from 27.1 to 31.4.

In FY R Macedonia, the Gini rose from under 20 in 1993 to almost 30 in 1996.

Romania experienced an increase in the Gini from 21 in 1989 to 30 in 1994.
Recent work by the World Bank finds a Gini for expenditures of 30 in 1998.

In Croatia, there also appears to have been a deterioration in inequality. The
Gini for expendituresis estimated at 32 for 1998.

Although no reliable time series data are available, Bosnia and Herzegovina
would appear to have among the highest income inequality, but there are
significant shortcomings in the data.
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Chart 2.3: Registered Unemployment Rates in SEE and CEE, 1989-99
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216 Thereis clearly a cause for concern if such trends continue. At the same time,
SEE countries started with low inequality, at least some of the increase should be seen as
a reflection of increasing returnsto skillsin the labor market. With the exception of BiH
and Romania, even the higher percentages place the SEE countries in a normal range for
OECD countries. However, this would soon cease to be the case if trends during the
1990s continue. In addition, if one takes CEE as the relevant comparator, inequality
levels in SEE by the mid-1990s were already high, with a CEE average Gini for earnings
of 30in 1997. Finally, close attention needs to be paid to measures of poverty such asthe
decile ratio which focus on the extremes of the distribution, to monitor the share of
income accruing at the very top of the distribution, as such glaring inequalities can
become a source of social instability.

2.17 Itisimportant to examine human welfare and living standards in the SEE region
from perspectives other than income and expenditures. One important factor that has
adversely affected living standards in the SEE region is the lar ge population movements
that have been the result of the conflictsin the former Yugoslav republics'® Thisis
a special feature of the SEE region during the transition period. Estimates indicate that
some three million people have been displaced either temporarily as was the case during
the Kosovo conflict or on a longer term basis, such as ethnic groups in the minority in
particular areas, for example in Bosnia and Herzegovina, and Croatia. These displaced
persons have been separated from their assets, e.g., housing and land, and from their
sources of employment. In many cases, their assets were destroyed. The loss of assets,
as well as the social and psychological impact of physical dislocation, has resulted in
substantially lower living standards for significant numbers of people in the region.

¥ Thisis discussed in detail in Chapter 5.
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Box 2.1: Characteristics of Poverty in the SEE Region

There are strong regional variations in poverty levels in all countries: between
upland/mountainous areas and the coastal plain in Albania; between Republika Srpska
(RS) and the Federation in BiH (and within each entity); and between the North and the
South in Romania. Differentials in terms of consumption are reinforced by variable
access to quality social services, increasing the likelihood of geographical areas of
persistent poverty.

Rural poverty is worse than urban in all countries. Rura poverty rates were: 80
percent higher in Romania (1994); 23 percent higher in Bulgaria (1997); around five
times higher in rural Albania than non-Tirana urban areas (1996); and substantially
higher in Croatia (1998). In addition, the depth of poverty (i.e., how far the average
poor person falls below the poverty line) and the severity of poverty (which takes
account of inequality amongst the poor) are significantly worse in rural areas.

The educational attainment level of the household head is strongly correlated with
poverty, with university qualifications making a household highly unlikely to be poor,
and households headed by those with less than secondary education having far higher
than average poverty rates. Those with less than secondary education account for around
80 percent of all poor in FYR Macedonia and Albania, and over 40 percent of the poor
in BiH.

Households with unemployed heads have amongst the highest poverty rates.

In spite of the high poverty rates among the unemployed, households with working
heads make up a substantial share of the total poor, due to their large share in the
overal population. For example in Albania, around 70 percent of the poor work. In
Romaniain 1994, around 70 percent of the poor were either working or pensioners.
Larger households are poorer. In Albania, the poor have larger households, and an
average of 3.4 children against the population average of 1.5 children. In FYR
Macedonia, the number of children in a household is positively correlated with poverty,
with households with three or more children having almost double the national poverty
rate and congtituting almost half of the total number of poor people. In Bulgaria,
poverty rates are also worse for large households, and children are more at risk of
poverty than the elderly. The one country where this does not appear to be the case is
Croatia, where the elderly—who live in smaller than average households—dominate
amongst the poor. Preliminary results from BiH also suggest this same pattern; and

The Roma stand out as very poor and persistently poor, though this is difficult to
guantify in due to restrictions on ethnicity questionsin some surveys. Roma households
typically display severa characteristics associated with high poverty rates, including
high birth rates, low education attainment (including substantial illiteracy), and high
unemployment. In Bulgaria, Roma poverty rates were around 85 percent, or almost two
and a half times the national average. This is also consistent with findings from CEE,
e.g., Hungary.

Source: These conclusions are based on a series of World Bank studies: Albania: Growing Out of Poverty
(1996), and Albania: Poverty and Social Welfare (Rashid et a., 1999); Poverty in Bosnia and Herzegovina: the
Legacy of War (Bisogno, draft mimeo, WB, 1999); Bulgaria: Poverty During the Transition (WB, 1999);
Croatia: Economic Vulnerability and Social Welfare Sudy, Issues Paper (mimeo, WB, 1999); FYR of
Macedonia: Focusing on the Poor (two vols., WB, 1999); and Romania: Poverty and Social Policy (two vols.,,
WB 1997).
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218 Basic services and infrastructure, such as education, health, water supply,
sanitation and roads, provide another measure of living standards. Diminished access or
quality islikely to show up with alag, as labor market outcomes deteriorate or the longer
term impact of inadequate health care systems shows in morbidity and other health
indicators. The distribution of services and infrastructure also matter, as they tend to be
unequally distributed within the SEE countries, which adversely affects the poor.

2.19 The demographic structures of the SEE countries are quite heterogeneous. a mix
of typica CEE old age structures, alongside regiona outliers like Albania and Kosovo,
which have the largest share of young in their populations and the highest fertility ratesin
Europe. In terms of demographic dynamics, the SEE region has experienced substantial
declines in total fertility rates (TFR) during the 1990s, a phenomenon which is typical of
transition economies (see Chart 2.4). However, it is aso important to note that declines
in TFR were just as dramatic in the 1980s in most SEE countries. The trends suggest that
fertility decline is as at least partly the usual downward movement of such rates over
time, and not solely alarge fertility response to economic shock.

Chart 2.4: Total Fertility Rates, 1980-97, SEE and CEE/CIS
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Note: (a) Bulgaria, Croatia and Romania 1998; CEE/CIS 1995, excludes C. Asia.
Source: Transmonee Report, UNICEF (1999).

2.20 The evolution of life expectancy—rparticularly male life expectancy—has been
dramatically downwards in several transition countries in Europe and the CIS. In
contrast, the picture in SEE countries during the 1990s is one of stagnation or slight
decline for males, and dlight increases for females. Overall, SEE male life expectancy
fell from 68.6 to 68.2 years, and female life expectancy increased from 74.5 to
74.7 between 1990 and 1997. However, the aggregate picture masks differences between
Albania and Bulgaria—where both male and female life expectancy declined—and
FR Yugoslavia and FYR Macedonia, where life expectancy for both increased over the
period. This mixed and rather static position contrasts sharply with the 1980s, when the
average SEE male life expectancy increased by one year, and female life expectancy by
1.7 years.
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2.21 The evolution of health indicators also gives some indication of the progress that
has been achieved in living standards throughout the region. While basic health indicators
have in most cases been sustained, they are worse than regional averages, and systemic
problems raise serious questions as to whether current indicators can be sustained in the
future. Mortality rates tell the story nicely (see Tables 2.4 and 2.5): they are very
favorable by developing country standards (which is characteristic of transition
economies), but they remain high compared to the neighboring CEE economies and they
are being reduced more slowly. This also must reflect the fiscal pressures that these
countries have undergone in the past decade and the fact that the socia sectors have not
been immune to the fiscal contraction. It is also important to note that a simple
examination of status indicators can give quite a misleading picture of the evolution of
access to quality care for the population, in particular the poor population. In fact, access
to social services is unequal in most SEE countries.”® It is also important to note that
health outcomes are products not only of the health care system, but of a range of other
factors, including housing, female education, and water and sanitation.

Table 2.4: Infant Mortality Rate Table 2.5: Under-five Mortality
(per thousand live births) (per thousand live births)

1990 1997 Annual 1990 1997 Annual

Change (%) Change (%)

Albania 283 25.8 -2 Albania?® 415 306 -4
Bosniaand 153 127 -3 Bosniaand 17.2 n.a n.a
Herzegovina Herzegovina
Bulgaria 148 175 +2 Bulgaria 187 235 +3
Croatia 10.7 82 -4 Croatia 125 9.5 -4
FR Yugosavia 228 143 -6 FR Yugosavia 26.2 165 -6
FYROM 228 15.7 -5 FYROM 349 185 -9
Romania 269 220 -3 Romania 35.7 264 -4
SEE-6 average 223 182 -3 SEE-6 average” 293 223 -4
CEE-5 average 164 9.2 -8 CEE-5 average 188 11.0 -7
Source: MONEE database. a Nodatafor 1997; 1996 rateis used for 1997

b. Excludes Bosniaand Herzegovina; see (a) above.
Source: MONEE database.

2.22 Living standards in the SEE region have also been adversely affected by the
deterioration in the environment over the past several decades!'®  First, the
industrialization of the SEE countries during the socialist period was accomplished with
little consideration for the impact on the environment. Second, the past decade of
transition and conflict also weakened ingtitutions, put additional pressures on the natural
resource base as living standards have stagnated, and ruined or severely
damaged/degraded specific areas, particularly as a result of armed conflicts.
Furthermore, war damage to industrial facilities has created a number of environmental
hot spots, which have especially damaged water and soil resources. The poor and lower
income groups are especially vulnerable to environmental degradation, as they depend to

1> LSMS data for 1996 for households in Albania, outside of Tirana, show that 55 percent had access to
piped water and less that 14 percent had electricity.

16 Chapter 8 contains a detailed discussion of environmental conditions in the SEE region, as well as a
discussion of important regional initiatives to improve environmental management.
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a larger extent on natural resources for their livelihood, use more fragile water sources
and may live in closer proximity to degraded areas. Thus, the deterioration in the
environment of the SEE region has been another factor in declining living standards of
the people of the SEE region, even if the impact is difficult to quantify.

D. PROGRESS ON ECONOMIC REFORM

2.23 The underlying reasons for the poor economic performance of these six
economies stem primarily from three sources. First, as noted above, these economies
started the transition from very weak positions—political uncertainty was high,
institutions wer e weak, and civil societies were fragmented. Political uncertainty was
high even in those countries, which were not former Yugoslav republics. Albania,
Bulgaria and Romania have al faced, in the past several years, political uncertainties that
have severely disrupted economic activities. Second, the dissolution of the former
Yugoslav Republic and the associated hostilities have severely disrupted economic
activity and engendered a high level of uncertainty in al the successor states. As the
economic system in the former Yugoslavia was designed in part to foster close ties
among the republics, its dissolution magnified the downward spiral of economic activity.
In turn, the hostilities among the countries of the region set back economic devel opment
even further. These hostilities also affected the economic development of countries not
directly involved. The economies of Albania, Romania, Bulgaria and FYR Macedonia
were affected greatly by the break-up of neighboring economies, by the sanctions
imposed on FRY, which cut off important markets and transit routes for amost all of the
countries of the region, and by the destruction of regional infrastructure, most notably in
the recent Kosovo crisis.

2.24 Findly, the poor economic performance also reflects inadequate progress on
structural reforms (see Table 2.6). These economies have not taken the complete step
towards free market economies. Commitment to reform in South Eastern Europe has
been “stop and go”. Across-the-board, structural reforms have lagged behind those of the
CEE economies, although progress has been greater than in the Commonwealth of
Independent States (CIS). The average EBRD transition indicator for SEE countries was
2.19 in 1999, compared to 3.16 for the CEE economies and 1.76 for the CIS."” Overall,
Croatia appears to have been the most successful in the area of economic reform, often
close to the performance in CEE countries (see Chart 2.5).

" The measure referred to here is the average of scores, on ascale from 1 to 4+, along eight dimensions of
transition, including large and small enterprise privatization, enterprise restructuring, price
liberalization, trade and foreign exchange regime, competition policy, banking reform and development
of securities markets and non-bank financial institutions. The transition indicators thus capture a variety
of policy and ingtitutional factors that determine the business climate. 1 represents little or no change
from the previous regime and 4+ represents a standard that would not look out of place in an
industrialized market economy.
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Table 2.6: Progress Towards Reform in the Real Sector

Agricultureas  Priv. Sector  Enterprise  Competition Privatization Banking

% of 1997 GDP Share Reform  Policy Index Index ¢ I ndex
Of 1998 GDP I ndex
Albania 62.6 75 2.0 2.0 3.0 2.0
BiH 175 35 17 1.0 20 2.3
Bulgaria 8.0 57 2.3 2.0 3.0 2.0
Croatia 9.2 60 2.7 2.0 3.7 2.3
FR Yugodavia n.a n.a n.a n.a n.a n.a
FYR of Macedonia  12.0 55 20 1.0 35 17
Romania 19.6 60 2.0 2.0 3.0 2.0
SEE-6AV. " 16.2 59 2.2 1.9 3.1 2.1
CEE-5Av 2P 4.7 70 29 3.0 4.0 3.2

a. Countriesinclude: Czech Republic, Hungary, Poland, Slovak Republic, Slovenia.
b. Weighted by GNP; excludes FRY .
c. Simple average of large and small privatization indexes.

Source: World Bank staff estimates; EBRD Transition Report, 1999.

2.25 Measurable progress has been made in the development of the private sector in
virtually all countries in the region. In 1989, only 12 percent of the GDP of the SEE
region were produced by private sector entities. Over the first five years of transition,
this share rose to 39 percent. Today, the private sector currently generates the magjority of
GDP (almost 60 percent) in al countriesin the region (see Table 2.6). Nevertheless, this
share still remains low in comparison to the progress achieved in the Central European
economies. Moreover, progress in Bosnia and Herzegovina and probably FRY, have
lagged far behind progress in the other SEE countries. In Bosnia and Herzegovina, the
private sector still accounts for only 35 percent of GDP.®®* While reliable data do not
exist in FRY, it is estimated that some 86 percent of al employment is still in state-or
socially- owned sectors, indicating that the public sector still accounts for alarge share of
overall economic activity.

8 1t is important to note that this is roughly comparable to the progress achieved in the first five years of
transition in the other SEE countries, which might be a more appropriate benchmark.
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2.26 Alongside the progress in establishing private sector activity in the SEE
economies, considerable progress also has been made in liberalizing markets and
trade and foreign exchange systems. Trade and foreign exchange regimes in the region
have been relaxed and many quantitative and administrative import and export
restrictions have been lifted. Nevertheless, afurther lowering of trade protection, through
the elimination of non-tariff barriers, more uniform and lower tariff structures, and fewer
tariff bandsis still warranted, especialy in light of the need to integrate more closely with
Western Europe. Price liberalization has also seen substantia progress and state
procurement at non-market prices has been largely phased out. Competition policy and
legislation have been set up in some countries of South Eastern Europe, yet enforcement
actions to reduce abuse of market power have been limited.

Chart 2.5: 1999 Transition Indicators
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Note: Central Europe: Czech Republic, Hungary, Poland, Slovenia and Slovak Republic. South Eastern Europe:
Albania, Bulgaria, Croatia, FRY Macedonia and Romania.

Source: EBRD Transition Report, 1999.

2.27 Privatization has made considerable headway in South Eastern Europe.
Significant proportions of large-scale enterprises have been privatized in al countries—
although the methods of privatization of medium-sized and large enterprises have been
quite different. In most countries in the region, privatization has significantly benefited
insiders, either through voucher privatization with significant concessions to insiders or
through MEBOs. Bulgaria is the only country in the SEE region where the primary
privatization method has been in the form of direct sales. In contrast to the difficultiesin
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privatizing medium-sized and large enterprises, privatization of small firms has been
much easier. In the countries of the former Yugoslavia, small-scale privatization was
initiated before the start of the transition. In Albania, Croatia and FYR Macedonia, the
privatization of small-scale industries has been completed. In Bosnia and Herzegovina, a
large part even of small enterprisesis still held by the state. This largely reflects attempts
to maintain control over assets according to political and ethnic criteria.  In summary,
privatization progress, as measured by the EBRD averages 3.1 for the countries of the
SEE region. Their performance in small-scale privatization has been especially good.
Nevertheless, progress still lags that of the five economies of Central Europe.

2.28 The progress on privatization has made improving the environment for private
sector development especialy important. Poor corporate governance remains a key
obstacle to enterprise restructuring and sustainable growth. The index of enterprise
reform averages only 2.2 in the EBRD rankings—again significantly lower than in the
five CEE, although progress in these economies has aso been limited (only 2.9).
Privatization through vouchers and MEBOs has produced insider-dominated governance
structures in most countries of the region. Corporate control is often exercised by
management without effective checks by dispersed outside shareholders or by the state.
The mix of insider control, dispersed outside shareholders and residual state ownership
has inhibited restructuring, and especially reductions in the work force. Yet thereislittle
evidence that magority ownership by domestic outsiders has resulted in faster
restructuring. There is evidence, however, that the profitability of new enterprises and
enterprises with a mgority foreign owner exceeds that of domestically privatized
companies.

2.29 Only very limited progress in improving competition and governance structures
has been achieved across the region. While most states have taken some steps to tighten
credit and subsidy policies, consider able soft budget constraints still exist throughout
the SEE region. There are a variety of ways in which the budget constraints of
enterprises are eased in transition economies. Perhaps the most direct way that
governments support enterprises is through budgetary subsidies to producers and through
soft government loans. While these production subsidies have been substantially
reduced, they still amount to 0.3-2.6 percent of GDP across the SEE region. A further,
and probably more significant, means of support for enterprises is the tolerance of tax
arrears and the non-payment of utility bills. Survey evidence shows that on average
amost one-third of firms in Bulgaria, Croatia and Romania failled to pay al of their
taxes—with the share being highest in Croatia, followed by Romania and Bulgaria.*®

2.30 Banking systemsin the SEE region are plagued by a lack of competition and
State interference. With the exception of FYR Macedonia, all SEE countries banking
systems include a large proportion of assets controlled by state-owned banks which are
generally under ongoing restructuring and privatization programs (see Table 2.7).
Banking sector liberalization in all the SEE countries (with the exception of the FRY') has
led to a rapid proliferation of small, undercapitalized and poorly supervised private

¥ Theincidence of arrears varies with the size, sector, ownership and sales growth of firms. In particular,
large firms or those that are state-owned or have been privatised tend to have a greater incidence of tax
arrears compared with small firms and new entrants. Also, firms that are growing more rapidly tend to
be lesslikely to have arrears.
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banks, whose failure could pose systemic risks. Loan portfolios contain a large share of
non-performing loans, ranging from between 11 percent and 91 percent of total loans,
which requires large provisions that impact negatively on bank’s profitability. Banking
skills and institutional weaknesses are severe, particularly in the area of banking
supervision. The prudential and regulatory frameworks of SEE countries have been
brought to acceptable standards (except in the FRY'), though the main challenge remains
at the implementation and enforcement level, especially in monitoring and verifying loan
classifications. Accounting frameworks are close to nominal compliance with IAS and
international standards, except in the FRY and Bosnia and Herzegovina where a magjor
effort is still needed to bring bank accounts and prudential regulations up to international
standards. Enforcement of prudential regulations (loss-provisioning in particular)
remains weak across the region.

Table 2.7: Comparative Indicators of the Financial Sector in SEE-6 Countries®

Albania® Bosnia & Bulgaria® Croatia® FYRP Romania®
Herzegovina Macedonia
Number of banks 11 70 28 60 24 35
Operating foreign banks gt 2 7 6 2 16
Total bank assets (US$ bin) 15 5.4 4.2 16,8 17 133
Total bank assets (% GDP) 45 132 35 74 46 35
% of bad loans (in total 1oans) 912 n.a 9 11 33 5g3
% of state assets (in total assets) 90 na 59 42 na 75
Credit to private sector (% GDP) 3 na 16 40 21 13
Total bank deposits (% GDP) 36 na 23 43 12 19
Equity as % of total assets n.a 12 11 18 22 12
Required capital adequacy ratio 8 8 12 10 8 8
Number of insurance companies 3 na 30 23 na 47
Total premiums (% of GDP) na na na 4 na 1

a Datafor FR Yugoslaviais not available, b. data as of 1998, c. data as of 1997.
1. All joint venture or are wholly owned subsidiary of foreign banks; 2. Prior to the restructuring program of state-owned
banks; 3. Includes loss and doubtful as of mid-1998.

Source: World Bank staff estimates; EBRD Transition Report, 1999.

2.31 Across the region considerable progress has been made in designing a legad
framework. Nevertheless, the effectiveness of the legal framework and the environment
for private sector development, especialy for small and medium-sized enterprises,
remains problematic, depressing private economic activity and investment. In the case of
commercia law, an extensive legal framework is in place in most countries in the
region—with the exception of Albania and Bosnia and Herzegovina. However, the legal
framework is largely ineffective in resolving commercia disputes and it may need to be
updated for the requirements of an increasingly globalized world. Court proceedings
often remain time-consuming and inefficient. Regulations often failed to use their
enforcement powers against liquidators, directors, banks, and other financia
intermediaries. Failure to take prompt corrective action, coupled with time-consuming
court proceedings, means that creditors, investors and minority shareholders are often | eft
with no rea or effective legal recourse in certain jurisdictions. Enforcement of



42 Chapter 2

bankruptcy law is a mgjor area of concern across the region. There are rea problems
with the efficiency and effectiveness of liquidation proceedings.

2.32 New enterprises and the private sector in general face considerable obstacles
in doing business. Access to finance, complex tax systems and administrative burdens
are the principal hurdles, especially for SMEs. The ingtitutional infrastructure that
supports SME information, legal and training needs in most western market economies
tends to be weak. These obstacles emerge in an EBRD commissioned comparative study
of constraints faced by SMEs in 1998, covering Poland, Slovak Republic, Romania,
Ukraine and Russia. In many respects, Romania matched performance in the two central
European countries and performed far better than the two CIS economies—e.g., in the
growth of SMEs and the diversity of their customer base. But on other dimensions, there
were severe shortcomings as compared to Poland, which offered the most favorable
business environment among the five countries (see Table 2.8).

Table 2.8: Obstacles Facing SMES: Comparative Survey

(Responses from SMES)
Romania Poland
(%) (%)
SMEs prepared to offer trade credit to customers 31 75
SMES that obtained Bank credit in past year 21 51
“Unofficial” payments required for:
Telephone connections 39 11
Businessregistration 25 1
Fire/Sanitary inspections 22 3
Tax inspections 17 1

Source: EBRD survey on constraints facing SMEs. Survey conducted in Poland, Slovak
Republic, Romania, Ukraine, and Russiain 1998.

2.33 The ineffectiveness of the legal framework and the difficult climate for private
sector development all hamper the investment climate in the SEE region. Business
people interviewed in Albania, Bulgaria, Croatia and Romania view macroeconomic and
policy instability as the major impediment to investment (see Box 2.2). This is in
contrast to most other central and east European countries, where the top obstacle is
taxation and regulation. Changes in regulation, taxation and other controls, often at short
notice, hamper business planning. Corruption and law and order are also particularly
problematic in South Eastern Europe relative to central Europe.
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Box 2.2: Obstaclesto SME Development in the SEE Region.

The Business Environment and Enterprise Performance Survey commissioned by EBRD
provides a detailed assessment of the most binding constraints for the entry and expansion of
start-up enterprises. It suggests that there are the following man obstacles to SME
development in South Eastern Europe:

The results show that inflation and macroeconomic instability is perceived as the most
important barrier to expansion by start-ups. Thisisin contrast to the outcome for the
transition economies as a whole, where taxes and regulations are considered the most
important barrier.,

Micro-level non-financial constraintsin the form of taxes and regulations are viewed
as the next most important barrier to SME development. Business licensing is
perceived as the most serious obstacle to operation and expansion among a broad range
of tax and regulatory constraints.

The next most important obstacle is reportedly the lack of access to finance. Lack of
access to long-term bank loans, collateral requirementsimposed by financial institutions,
and the additional costs of access imposed on enterprises by bank paper work and
bureaucracy all discriminate more significantly against SMEs. When credit is available,
itisrarely medium or long-term

More so than in any other region, SMEs in South Eastern Europe report corruption as
an important obstacle to business development. Relative to large businesses, SMEs
suffer more from slow bureaucratic procedures and corruption. Many firms prefer to
work in the grey economy, creating a non-level playing field.

E. CONCLUSION

2.34 The past decade of transition and conflict has left in the region with a legacy of
mediocre growth and declining living standards. The region has recovered only 75
percent of its pre-transition GNP. Living standards, as evidenced by higher poverty,
unemployment and inequality, have also deteriorated. The underlying reason is that,
while considerable progress has been made with liberalization, and in some countries
with privatization, progress in structural reforms has been slow in South Eastern Europe.
This includes the privatization of large key industries, as well as the imposition of
financia discipline on enterprises and banks. Most importantly, the region has made
little progress in establishing the legal and socia institutions that underpin effective
markets and provide the predictability, fairness and transparency required for private
investment. As a consequence, the vicious circle of economic uncertainty—engendered
by the decade of conflict in the region and the region’s unclear prospects for integration
into Western European structures—and an inhospitable climate for private sector
devel opment—stemming from an inadequate pace and depth of structural reforms—have
combined to yield a disappointing economic performance during the past decade.
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Annex 2.1
Albania - Selected Indicators Table
Actual Estimate
1995 1996 1997 1998 1999
Part A: Main Macro Aggregates 1/
Annual growth rates, calculated from constant 1995 price data
GDP (mp) per capita 7.3% 7.9% -8.0% 6.9%
Total consumption per capita 3.4% 18.1% -11.1% 8.4%
GDP at market prices 8.9% 9.1% -7.0% 8.0% 8.0%
Total consumption 5.0% 19.5% -10.1% . .
Private consumption 4.3% 22.0% -9.3%
Gross domestic investment (GDI) -0.1% -9.8% -4.1%
Gross dom. fixed investment (GDFI) . .
Exports (GNFS) 1/ 32.3% 26.7% -34.7% 21.1% 22.7%
of which Goods 1/ 45.1% 11.7% -27.1% 22.8% 39.0%
Imports (GNFS) 1/ 7.6% 33.7% -25.8% 20.1% 23.9%
of which Goods 1/ 13.0% 35.6% -25.6% 20.6% 24.0%
Savings-investment balances, as percentage of GDP
Gross Domestic investment 18.3% 15.5% 16.0% 16.0% 16.8%
of which Government investment 8.5% 4.5% 4.0% 5.2% 4.9%
Foreign savings 7.3% 9.1% 12.1% 6.1% 8.6%
Gross national savings 11.0% 6.4% 3.9% 9.9% 8.2%
Government savings -0.9% -7.5% -3.4% -5.3% -4.0%
Non government savings 11.9% 13.9% 7.3% 15.2% 12.2%
Gross domestic savings -3.7% -11.8% -9.1% -6.7% -3.1%
Other
GDPinflation 9.8% 14.6% 30.8% 24.8% 0.7%
Part B: Government Finance Indicators 1/
Percentage of GDP
Total revenues, of which 24.9% 18.3% 22.1% 20.3% 20.4%
Total expenditures, of which 34.3% 30.3% 29.5% 30.7% 31.3%
Deficit(-)/Surplus(+) -9.4% -12.0% -7.4% -10.4% -10.9%
Part C: Debt & Liquidity Indicators 1/
Total DOD and TDS
DOD (US$ millions) 751.1 781.4 706.1 821.0 949.5
DOD / GDPmp ratio 24.7% 25.0% 26.4% 23.7% 25.0%
TDS (US$ millions) 7.0 34.0 48.0 17.9 234
TDS/ exports (XGS) ratio 1.1% 3.9% 8.8% 6.2% 5.4%
Total gross reserves (months' imports G& S) 38 35 5.0 4.9 7.8
Part D: External Financing Plan 1/
(USS$, millions)
Official capital grants 118.0 77.0 77.0 89.0 140.0
Private investment (net) 89.0 97.0 42.0 45.0 50.0
Long term disbursements excl IMF 103.0 132.0 67.0 116.0 182.0
Adjustments to scheduled debt service -61.0 0.0 0.0 0.0 6.0
All other capital flows -47.0 -18.0 117.0 7.0 20.0
Financing Requirements (incl IMF) 202.0 288.0 303.0 257.0 398.0
of which current account deficit 176.0 245.0 276.0 186.0 326.0

1/ Growth in dollar terms.
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Annex 2.2
Bosnia and Herzegovina - Selected Indicators Table
Actual a/ Estimate
1995 1996 1997 1998 1999
Part A: Main Macro Aggregates
Annual growth rates, calculated from constant 1995 price
GDP (mp) per capitab/ . 66.9% 28.2% 14.2% 7.8%
Total consumption per capita . 12.2% 7.3% 6.5% 4.3%
GDP at market prices 20.8% 69.2% 29.5% 15.1% 10.0%
Total consumption . 13.8% 8.5% 7.3% 6.4%
Private consumption . . . . .
Gross domestic investment (GDI) . 167.8% 18.7% 3.5% 2.4%
Gross dom. fixed investment (GDFI) . 260.4% 23.4% 4.2% 2.3%
Exports (GNFS) ¢/ . 72.7% 52.3% 36.4% 14.2%
of which Goods ¢/ . 121.1% 71.1% 42.1% 18.7%
Imports (GNFS) ¢/ . 70.8% 14.4% 9.9% -7.1%
of which Goods ¢/ . 73.9% 24.0% 10.3% -6.8%
Savings-investment balances, as percentage of GDP 534.5
Gross Domestic investment 20.0% 42.0% 41.4% 38.0% 33.4%
of which Government investment 7.2% 24.4% 23.8% 19.6% 16.1%
Foreign savings 10.3% 27.3% 31.0% 28.2% 16.3%
Gross nationa savings 9.6% 14.7% 10.4% 9.8% 17.0%
Government savings . -3.9% 0.5% -0.9% -1.1%
Non government savings . 18.6% 9.9% 10.7% 18.2%
Gross domestic savings -31.1% -17.1% -5.5% -0.4% 8.4%
Other
GDPinflation d/ -4.0% -25.0% 14.0% 5.0% 0.0%
Part B: Government Finance Indicators
Percentage of GDP
Total revenues . 48.2% 40.4% 44.4% 49.4%
Total expenditures . 52.7% 41.7% 47.2% 52.7%
Deficit(-)/Surplus(+) . -4.4% -1.3% -2.8% -3.3%
Part C: Debt & Liquidity Indicators
Total DOD and TDS
DOD (US$ millions) 3518.0 3884.0 3878.9 2981.4 3100.8
DOD / GDPmp ratio 188.4% 141.7% 113.3% 76.5% 70.2%
TDS (payments due, US$ millions) e/ 424.0 461.0 279.0 152.6 110.7
TDS (due) / exports (XGS) ratio f/ 111.3% 70.1% 27.8% 11.2% 7.1%
Total gross reserves (months' imports G& S) g/ 0.5 11 0.3 0.7 1.7
Part D: External Financing Plan
(USS$, millions)
Officia capital grants 0.0 842.0 573.8 726.8 572.2
Private investment (net) 0.0 0.0 0.0 100.0 60.0
Long term disbursements excl IMF 0.0 865.0 176.3 2233 2334
Adjustments to scheduled debt service 476.0 -125.0 306.0 1717 52.2
All other capital flows -152.0 -591.0 95.2 -208.1 282.1
Financing Requirements (incl IMF) h/ 324.0 991.0 1151.2 1013.5 1199.9
of which current account deficit h/ 193.0 748.0 1060.2 1098.4 722.0

al Figures from 1995 to 1998 should a so be considered as preliminary as some indicators are still staff estimates.

b/ The per capita figures are based on population estimates.

¢/ Foreign savingsis defined as the negative of current account balance with the latter including current official transfers.
¢/ Growth in dollar terms.

d/ CPI inflation of the Federation.

e/ Payments due.

f/ Exports of goods and non-factor services, factor income and workers remittances.

o/ Imports of goods and non-factor services and factor income payments.

h/ Financia reguirementsis defined as current account balance plus changes in reserves.
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_ _ Annex 2.3
Bulgaria - Selected Indicators Table
Actual Estimate
1995 1996 1997 1998 1999
Part A: Main Macro Aggregates
Annual growth rates, calculated from constant 1999 price data
GDP (mp) per capita 3.3% -9.7% -6.5% 4.4% 2.5%
Total consumption per capita 1.3% -14.1% -19.8% -2.6% 2.4%
GDP at market prices 2.9% -10.1% -7.0% 3.5% 1.5%
Total consumption 0.9% -14.5% -20.2% -3.4% 1.4%
Private consumption 2.7% -12.0% -22.8% -4.7% 1.6%
Gross domestic investment (GDI) 6.3% -10.9% 33.1% 44.3% 7.4%
Gross dom. fixed investment (GDFI) 16.1% -21.2% -23.9% 16.3% 10.6%
Exports (GNFS) 1/ 30.5% 7.7% 03%  -11.5%  -11.1%
of which Goods 1/ 35.8% -8.5% 1.0% -13.0% -13.6%
Imports (GNFS) 1/ 25.1% -8.5% -3.7% 2.6% -6.5%
of which Goods 1/ 32.2% -10.0% -3.0% 4.3% -8.4%
Savings-investment balances, as percentage of GDP
Gross Domestic investment 15.7% 8.4% 11.4% 14.7% 15.8%
of which Government investment 1.5% 1.3% 1.9% 2.6% 3.4%
Foreign savings 0.2% -0.8% -4.2% 3.1% 5.7%
Gross national savings 15.5% 9.2% 15.6% 11.7% 10.0%
Government savings -3.8% -14.1% 1.7% 4.1% 3.5%
Non government savings 19.3% 23.3% 13.9% 7.6% 6.5%
Gross domestic savings 14.1% 11.5% 16.9% 13.7% 11.1%
Other
GDPinflation 62.8% 121.0% 949.1% 22.2% 0.5%
Part B: Gover nment Finance I ndicators
Percentage of GDP
Total revenues, of which 35.8% 32.8% 33.2% 34.9% 34.7%
Total expenditures, of which 41.1% 48.2% 31.1% 32.0% 33.5%
Deficit(-)/Surplus(+) -52%  -15.4% 2.1% 2.9% 1.3%
Part C: Debt & Liquidity Indicators
Total DOD and TDS
DOD (US$ millions) 10305.2  10058.3 9858.7 9906.7 9536.3
DOD / GDPmp ratio 78.6% 102.3% 97.2% 80