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With a view to contribute to the design of new assistance programmes, particularly in 
infrastructure, suited to the conditions prevailing in the Western Balkans in the aftermath of 
the economic and financial crisis, it is useful to have a look at recent findings and conclusions 
from studies with respect to the need for new growth models in the region and the policy 
options available to governments. This review complements the assessment being made 
of the changes in national investment plans and of their potential impact on the investment 
programmes supported by the European Commission (EC) and the International Financial 
Institutions (IFI), with particular reference to the infrastructure investments foreseen under the 
Western Balkans Investment Framework (WBIF). 

We will review here successively studies emanating from the EC, the International Monetary 
Fund (IMF), the World Bank (WB), the European Bank for Reconstruction and Development 
(EBRD), the Organisation for Economic Cooperation and Development (OECD), the European 
Investment Bank (EIB) and from think tanks or academic circles. 

The ultimate purpose of this synopsis is, through a more correct diagnosis of the economic 
challenges in the Western Balkans countries (WBC), to help the EC and the IFIs to design their 
assistance to the region.

In this diagnosis, the emphasis has been placed on the common challenges facing the Western 
Balkans countries rather than the specificities of each country. We are, of course, aware that 
any assistance programme has to correctly differentiate between the countries in function of 
their specificities. We also concentrate here on the impact of and the lessons from the recent 
economic and financial crisis on the most appropriate growth strategies to be pursued in the 
region. We need, nevertheless, to keep in mind the impact on the design of any strategy in 
the countries of the region of historical circumstances, which differentiate them from the new 
EU member states and which resulted in the late start of the transition process in the whole 
region, particularly in Albania; the violent breakdown of the former Yugoslavia and the related 
destruction of physical and human capital; the disruption of trade and corporate relations 
between economic entities in the various former Yugoslav republics; and a legacy of corruption 
and crime more difficult to overcome than in other transition countries.

Bernard Snoy
Senior Expert
IFI Coordination Office

April 2011

Foreword
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The first idea that comes out in our 
review is the need for the WBC to rely 
in the future more on making a better 

use of the productive potential of their own 
resources so as to reduce their dependence 
on external factors.

The Occasional Paper 62 of the series 
‘European Economy,’ published in June 2010 
by the Directorate-General Economic and 
Financial Affairs (ECFIN) of the EC has a very 
evocative title: ‘The pre-accession economies 
in the global crisis: from exogenous to 
endogenous growth?’

In previous publications, DG ECFIN, 
examining the impact of the crisis in the pre-
accession countries – particularly the Western 
Balkans – had already pointed to the low level 
of domestic savings and the high degree of 
exposure of these countries in view of their 
large external deficits prior to 2008, and hence 
their reliance on foreign capital to finance their 
growth. ‘It was obvious’, writes DG ECFIN, 
‘that the limited room for manoeuvre offered 
by the macro-economic policy mix – both on 
the monetary and the fiscal policy side – in 
most of the pre-accession countries, would not 
allow the kind of fully fledged crisis-response 
policies that have been pursued in the EU. 
As global liquidity dried out in 2008, the 
region’s growth engine appeared dramatically 
challenged, with fears that a possible “sudden 
stop” of capital flows could trigger a very severe 
macro-economic adjustment and jeopardise 

macro-financial stability’. This makes clear 
that any attempt towards formulating a new 
growth model for the WBC would have to start 
from the need to have a growth model less 
dependent on external capital inflows. 

Indeed ECFIN draws attention to studies, 
like the one of Prasad, Rajan and Subramian 
(2007)1, which have found that non-industrial 
countries that have relied more on foreign 
finance have not grown faster in the long run, 
the reason seeming to be ‘the low capacity 
of these economies to channel foreign capital 
to productive uses given their undeveloped 
financial systems, weak market institutions 
and proneness to exchange overvaluation 
when faced with such inflows’. ECFIN nuances 
this view in the case of the pre-accession 
countries, noting that these countries, ‘had to 
redouble their efforts to integrate economically 
and financially in the European Union’. 

What is interesting about the ECFIN Occasional 
Paper is that it attempts to gain more in-
depth understanding of the main structural 
vulnerabilities of the pre-accession countries, 
of the more appropriate policy responses to 
weather the effects of the crisis and of the 
challenges for the years ahead and that it 
tries to sketch ‘a new and more sustainable 
growth model’ that stresses the crucial need 
for these countries to work on the intrinsic 
competitiveness and the productive capacity 
of their economies. What emerges is that in 
attracting capital flows, the pre-accession 

1     Prasad, D., Rajan, R., and A. Subramian, ‘Foreign Capital and Economic Growth’,
  www.iie.com/publications/papers/subramian0407.pdf, April 2007
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countries should encourage those flows ‘that 
can enhance the competitiveness and the 
productive capacity of their economies, while 
moderating those which would fuel domestic 
and external imbalances’. To achieve this, 
ECFIN points to a number of policy channels:

g improvement of the business environment 
boosting potential returns in the private 
sector and shifting the composition of 
investment in the direction of the tradable 
sector and exports; 

g better prioritisation of public expenditures 
and removal of distortions in taxation, 
gradually supporting an increase in the 
savings ratio of the private sector;

g increasing the structural balance of the 
public sector as the most direct route to 
enhancing domestic savings; and

g implementation of appropriate regulatory 
and prudential frameworks, in particular in 
the monetary and financial area, so as to 
discourage excessive leveraging and to 
cap the growth of financial assets at levels 
compatible with reasonable risk taking.

Three findings about the determinants 
of growth in the Western Balkans with 
correspondent policy responses emerge from 
the ECFIN paper particularly: 

g The main driver of convergence during 
the 1997–2006 period was total factor 
productivity (TFP), i.e. the variable that 
accounts for economic growth not caused 
by inputs (e.g., labour and capital), but 
by technological change or improved 
organisation: a significant part of TFP 
growth is due to the elimination of the 
inefficiencies of the former socialist 
economies; however, the experience of the 
new EU member states (EU–10), which 

started their transition earlier, suggests 
that this factor is expected to decrease 
in importance. Furthermore it seems that 
transition in the Western Balkan pre-
accession countries was generally slower 
and that, albeit to varying degrees, all of 
these countries still have an unfinished 
reform agenda. 

g The second driver of convergence was 
capital deepening, witnessed by the 
increase of the investment ratio from less 
than 20 per cent of gross domestic product 
(GDP) in 2000 to over 25 per cent in 2008. 
However, this is much lower than that of 
other fast-growing economies in East 
Asia or among the new member states. 
Furthermore private sector investment 
as a share of GDP has been significantly 
below the levels for the EU–10 and 
construction accounts for more than half 
of gross fixed capital formation, except for 
Serbia, indicating that the impulse to the 
tradable sector from the investment side 
is relatively weak. Other weaknesses in 
this area include the low national savings 
rate (which in recent years has barely 
exceeded 10 per cent of GDP on average), 
the fact that a substantial part of net foreign 
direct investment (FDI) represented a 
transfer of assets in the framework of 
privatisations rather than investments 
in national accounts terms, the marginal 
proportion of greenfield FDI flows, and the 
concentration of FDI flows in only a few 
sectors, primarily financial intermediation 
and other non-tradable services. 

g The most disappointing finding is the 
marginal contribution of labour to economic 
growth, which points to the particular 
importance of investment in human capital 
and of labour-market reforms. Even 
during the boom years, strong growth was 
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associated with very low job creation and, 
further to the crisis, rising unemployment is 
gradually becoming a key challenge, with 
employment rates comparing unfavourably 
with EU member states and an even more 
worrying situation amongst low-skilled 
workers, young people and women. A skills 
mismatch and inadequacies in education 
appear to be amongst the root causes of 
the imbalances. The consequence is that 
the WBC are a source of labour outflow 
to the economies of Western Europe in 
general. There is a significant dependence 
on remittances in most countries (except 
for Croatia) in order both to sustain 
consumption and alleviate high levels of 
unemployment at home. 

The Commission’s conclusion is that structural 
reforms that enhance domestic saving, 
investment and capital accumulation would 
need to be at the heart of a new growth model 
for the pre-accession economies. Among 
the structural reforms, particular reference is 
made, among others, to:

g liberalisation of network industries, 
particularly energy and other utilities;

g pursuing the unfinished agenda of 
privatisation and restructuring of state-
owned enterprises;

g upgrading the capacity and efficiency of 
the public sector, including the judiciary, 
registering property and enforcing 
contracts; 

g improvements in the business environment; 
and

g infrastructure reforms to bring infrastructure 
indicators in these countries to the level 
attained by the new member states (see 
p.13 below and Appendix 1, p.32).

In conclusion, the Commission clearly sees the 
need for the WBC to move from an exogenous 
growth model, relying excessively on external 
capital inflows, into a more endogenous 
growth model, based on enhancing the 
competitiveness of its domestic production 
factors, which requires that the countries 
focus on the completion of the transition 
reform agenda, the improvement of the 
business environment and the implementation 
of structural reforms, including in their labour 
markets. What this means for infrastructure 
investment is not spelled out in the ECFIN 
paper, but the key role of infrastructure in 
unlocking the potential, including the export 
potential, of these countries to catch up is 
clearly recognised. 

Although the zeal for transition reforms 
might have been weakened by relatively 
easy access to external financial flows, 
the adoption of a new growth model might 
prove a strong driver for the adoption of the 
required structural reforms, reinforced by the 
obligation that these countries have to adopt 
the acquis communautaire in all sectors of 
activity, including infrastructure, if they are to 
comply with the Copenhagen criteria for EU 
accession. 
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Recreating Fiscal Room for Manoeuvre: 
ThE VIEWS OF ThE IMF2

As can be expected, the IMF is 
particularly concerned with the impact 
the crisis had on macro-economic 

imbalances and its policy advice aims at 
recreating for the countries concerned a fiscal 
space allowing them again to pursue growth-
friendly policies, among others, through 
well-targeted infrastructure investment 
expenditures.

The WBC share overall the characteristics of 
the Europe and Central Asia (ECA) countries 
that are the object of the internal IMF paper by 
Roumeen Islam: ‘To Spend or Not to Spend: 
Fiscal Choices for ECA in the Crisis and its 
Aftermath’, issued in 2010. Concentrating on 
macro-economic policies, which are the focus 
of IMF recommendations, this paper charts a 
possible course, at least its macro-economic 
components in terms of fiscal policy, towards 
a new growth paradigm.

The paper starts by recalling that, ‘Despite the 
considerable variety in initial conditions, ECA 
countries distinguished by their embrace of 
open borders have benefited from high and 
increasing levels of interactions in international 
markets through trade, remittances and 
capital flows. High growth rates, boosted by a 
favourable external environment, allowed an 
unprecedented increase in tax revenues and 
a corresponding decline in public debt for most 
of the decade (2000–07). Fiscal and structural 
reforms in turn supported high growth rates. 
Tax policy rationalisation and consolidation of 
the public sector sought to encourage private 
sector growth. But as private sector aggregate 
demand boomed, so did public sector 

expenditure growth rates. While expenditures 
growth rates were below revenue growth 
rates, they were still high, especially since the 
mid-2000s. The size of government did not 
fall, but rose in many cases. Today, despite 
their impressive growth performance, ECA 
countries also still stand out among countries 
at comparable income levels in terms of 
the size of government. At the same time, 
more open borders increase the possibility 
(and magnitude) of being hit by shocks from 
abroad, and fiscal policy’s role in stabilising the 
economy has become more important as ECA 
has become more open’. The IMF observes 
also that many ECA countries also continue to 
stand out among other countries at the same 
level of development for the significant focus 
they still have on publicly provided safety 
nets and social insurance, even if the level 
of payments has tended to decrease in real 
terms. 

The IMF reviews the way in which the global 
economic and financial crisis has affected public-
sector resources in the ECA countries, defining 
or constraining the choices that governments 
had in stimulating their economies and/or 
protecting the vulnerable. Countries finding 
themselves with unexpectedly burgeoning 
fiscal deficits reduced expenditures, but often 
not enough to contain the growth in public 
debt. This is why reviews of the individual 
countries’ debt sustainability have become 
necessary. At the same time, many countries 
hastened to reallocate expenditures towards 
urgent priorities such as financial sector 
recapitalisation, support to firms, and support 
to vulnerable households. Depending on 
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individual country circumstances, public 
infrastructure investment might have suffered 
as a consequence. 

The IMF reviews the policies that the countries 
hit by the crisis undertook subsequently to 
contain expenditures and maintain revenue. 
Obviously a number of these policies are 
not sustainable over the longer run as they 
have taken the form of nominal constraints 
rather than expenditure reductions resulting 
from effective prioritisation in budgeting or 
enhanced efficiency in the public sector. For 
example, wage freezes in the public sector, 
cuts relatively easier to make in capital 
expenditures (including in infrastructure 
investment expenditures), expanded social 
programmes (if employment does not pick up), 
or tax decreases that are not consistent with 
expenditure realities, may not be consistent 
with effective public sector performance or 
simply may not be sustainable. 

A highly relevant part of the IMF paper relates 
to the institutional reforms ECA countries 
either adopted in the past or are urged to adopt 
in the future to recreate fiscal space, allowing 
them, among others, to resume public sector 
infrastructure expenditures. These reforms 
include:

g the establishment of treasuries to improve 
the execution of the budget and cash 
management, the gradual integration of 
off-budgetary funds, the clarification of 
the roles and responsibilities of different 
institutions in the budget process, the 
establishment of democratic checks and 
balances, such as legislative budget 
approval and establishment of external 
audit institutions, combined with major 
fiscal consolidation efforts; and

g a second generation of reforms such as 
linking expenditure prioritisation more 

closely to policy objectives, introduction of 
a medium-term perspective in fiscal policy, 
mostly through the adoption of Medium 
Term Expenditure Frameworks(MTEF) and 
a move away from detailed input controls 
to more performance and result orientation 
in expenditure management, not to forget 
various tax administration reforms (self-
assessment, e-fining, etc.). Fiscal rules to 
contain expenditures to a given level have 
also been established in some countries, 
such as Bosnia and Herzegovina. MTEFs 
are important tools that may help countries 
introduce a more strategic approach to 
budget formulation and help focus on fiscal 
priorities in a longer-term perspective. 
Amongst the WBC, Croatia appears as the 
most advanced in ensuring the institutional 
and procedural integration of MTEFs and 
the annual budget process.

These reforms would hardly constitute by 
themselves a new growth model. They have 
been advocated for a long time by the IMF, but 
the crisis has made their implementation more 
urgent. They constitute, to some extent, the 
macro-economic components in the search 
for a new growth model focused on enhancing 
the countries’ competitiveness and productive 
capacity.
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A number of recent World Bank 
publications deal with the economic 
prospects of the Western Balkans. 

New studies are being prepared, which 
make a critical assessment of the European 
growth model. The most important message 
emanating from these publications is a shift 
in emphasis from the demand to the supply 
side as the pull coming from the demand side, 
which had dominated the boom years, is very 
unlikely to come back for some time. In the 
future supply side economics, i.e. primarily 
competitiveness issues, will play the main 
role. The WBC need to prepare themselves 
for a less energetic future in an even more 

competitive external environment. Skills, 
technology absorption, capacity, institution 
building and the overall business environment 
will become more important. It will not be 
enough for one country to beat its immediate 
neighbours in the competitiveness game. 
This is indeed a global game and currently 
the markets to be conquered or beaten in 
terms of competitiveness are those of the 
newly emerging markets, such as China, India 
and Brazil. The Western Balkans might have 
become too dependent on the EU markets, 
which are recovering too slowly. They need to 
diversify their exports. 

Playing the Global Game of Competitiveness:
 VIEWS OF ThE WORLD BANK 3

3.1.  ‘Turmoil at Twenty: Recession, Recovery, and Reform in Central and 
Eastern Europe and the Former Soviet Union’

Written on the eve of the twentieth 
anniversary of the fall of the Berlin 
Wall, the authors, Pradeep Mitra, 

Marcelo Selowsky and Juan Zalduendo, 
address, among other things, the following 
question: ‘What structural reforms do transition 
countries need to undertake to address the 
most binding constraints to growth in a world 
where financial markets have become more 
discriminating and where capital flows to 
transition and developing countries are likely 
to be considerably lower than before the 
crisis?’ Key answers to this question include 
the following:

g High pre-crisis growth caused infrastructure 
and labour skills – the positive legacy 
of socialism – to emerge as binding 
constraints to growth and raised the 
cost of weak market institutions, marked 
particularly by corruption and a weak 

legal environment; these bottlenecks are 
particularly important for exporters.

 
g In an environment with limited public 

resources, private investment will 
be crucial to opening infrastructure 
bottlenecks, particularly in the power 
sector: this will require commercially 
viable utilities, competitive trading regimes 
and predictable and credible regulatory 
frameworks. It is imperative to reduce theft 
of electricity (through illegal connections, 
tampering with meters or corruption) and 
to increase payment discipline.

g The State has the important task of 
continuing to strengthen institutions that 
provide essential public goods:  from strong 
banking supervision and regulation of tertiary 
education to a working judicial system. 
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3.2 Western Balkan Integration and the EU: an agenda for trade and 
growth (Sanjay Kathuria, Editor, 2008) and Enhancing Regional 
Trade Integration in Southeast Europe’  
(Working Paper n°185 by Borko Handjiski, Robert Lucas, Philip Martyin and Selen Sarsoy Guerin, 2010) 

The study ‘Western Balkan Integration 
and the EU’ is motivated by concerns 
about the sustainability of the growth 

model pursued in the past by the WBC and 
the need for them to avoid a possible ‘middle-
income trap’. Indeed ‘much of the easier part 
of transition-driven growth has already been 
achieved. Future increases in total factor 
productivity (TFP) may need to depend more 
and more on within-sector improvements. 
In addition, much of the trade preferences 
enjoyed by the WBC has been eroded. 
China, through the dynamic of multilateral 
trade liberalisation, looms increasingly large 
in the WBC markets for both low-skill as well 
as skill-intensive products, even as exports 
from WBC are dominated by low-skill and 
natural-resource-intensive products. …So 
far, trade has not played a compelling role in 
the WBC growth story and exports, especially 
merchandises exports, are in fact the weak 
link in growth.’ The key question therefore is: 
given the small size of each of the WBCs and 
the need to keep pace with the likely increase 
in imports, driven by increasing integration 
with the EU, how could a significant increase 
in exports contribute to these countries’ 
sustained growth? The key messages of this 
publication are the following:

g	Relatively inflexible currency arrangements 
and strong remittances place the onus for 
competitiveness and export performance 
on structural reforms and productivity 
growth; productivity growth would be 
facilitated by a sustained improvement in 
FDI inflows, pointing again to the need for 
significant structural reform.

g	Deeper integration within Central European 
Free Trade Agreement (CEFTA) countries 
will increase market size, improve service 
quality, and help attract FDI. For example, 
completion of the implementation of 
CEFTA 2006, the reduction of border 
frictions through the establishment of a 
single management of border crossing 
points, the regionalisation of the rules of 
origin among CEFTA 2006 countries, the 
expansion of WBC participation in pan-
European/Mediterranean Cumulation of 
Origin arrangements, deeper integration 
among CEFTA countries in services.

g	Human capital development (both in terms 
of quality and quantity of skills) and return 
migration can help the region to attract 
FDI, upgrade the skill content of exports 
and reduce vulnerability to low-wage 
competition; it is urgent that this process 
start now, considering the region’s poor 
education outcomes, long gestation lags 
in human capital formation and the likely 
increase in demand for skills. 

g	 In the shorter run, reducing labour taxation 
can at least partially help address problems 
of relatively high wages and informality. 

g	Services can become an engine of growth, 
provided the regional dimension of trade 
in services is recognised. CEFTA should 
negotiate an agreement on preferential 
liberalisation of professional services 
that focuses on the movement of natural 
persons. A starting point for this would 
be mutual recognition of professional 
qualifications. Over time, this could 
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progressively be extended to all labour, 
skilled or unskilled (following the Caribbean 
example in the CARICOM Single Market 
and Economy (CSME)) and would help 
present the region as a single economic 
space.

This study has also a number of messages 
particularly relevant to infrastructure: 

g	Reduction in telecommunication costs can 
have high pay-offs and also help deeper 
integration; telecoms regulators in the 
region could gain from sharing experiences 
and information, because they often face 
similar problems that require similar 
solutions. 

g	Efficient transport is a catalyst for 
development and deeper regional 
integration. It facilitates the cross-border 
flow of goods, tourists and business 
travellers, and it connects the region 
to its large emigrant communities. The 
main driver of integration in the transport 
sector is regulatory harmonisation and 
coordination between authorities. In this 
connection, the World Bank refers first to 
the accession of the WBC to the European 
Common Aviation Area (ECAA), which has 
significant potential to reduce passenger 
and transport costs in the region, increase 
traffic flows, and thereby enhance regional 
integration. Railways also constitute 
a network industry with substantial 
economies of scale. Reference is made 
to a 2005 World Bank regional study 
on railways reform in the WBC and the 
regional rail initiative it proposed in close 

cooperation with the EC. A third priority 
for regional integration in the transport 
sector is to continue close coordination of 
infrastructure investments and facilitation 
measures along land road corridors. Here 
again, while the focus of the discussions 
to date has been on possible priorities 
for infrastructure investments, regulatory 
harmonisation and institutional reforms 
(and the resultant encouragement of 
private investment) can go a long way to 
alleviate infrastructure constraints. This 
includes streamlining border-crossing 
procedures, more effective maintenance 
of existing infrastructure, the privatisation 
of state-owned transport companies, road-
pricing and cost-recovery schemes, mode 
efficient modal interfaces, and measures 
to improve road safety.

g	Although energy is fortunately one of 
the sectors in which regional integration 
is already most advanced, based on the 
Athens process, the Energy Community 
Treaty (ECT) and the World Bank South-
East Europe (SEE) Power Generation 
Investment Study, further SEE-regional 
cooperation could focus usefully on 
capacity building for regulators and power-
sharing agreements. 

The working paper on ‘Enhancing Regional 
Trade Integration in Southeast Europe’ 
elaborates  on some of the above points, 
particularly as concerns the role of CEFTA for 
enhancing regional trade integration, labour 
mobility in South-East Europe and the impact 
of establishing a virtual customs union between 
South-East Europe and the European Union. 

3.3 ‘Investment Matters: the role and patterns of investment  
in Southeast Europe’ Borko Handjiski (2009)  

This paper reviews private investment 
trends in the WBC and explores 

some determinants of private investment, 
such as the financing sources for investment, 
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the contribution of FDI and the role of public 
investment. The paper shows that investment 
rates in the WBC are substantially lower than 
among the EU-8 and the fast growing East 
Asian economies, which could explain partly 
the slower economic growth in SEE. Private 
investment, which usually drives productivity 
gains and should have a leading role, has 
been particularly low. Hence, achieving 
higher investment rates, and a better quality of 
investment, is an overarching objective, posing 
an important challenge for policy-makers in 
the WBC. Among the findings of this study, 
the following deserve special attention:

g	 Investment in non-tradable sectors tends 
to have a lower productivity; it accounts 
for between 66 and 76 per cent of total 
investment, of which about one third is in 
public services; the countries that invest 
most in the tradable sector are the Former 
Yugoslav Republic of Macedonia and 
Serbia. 

g	 Information and communication technologies 
(ICT) play an important role in improving the 
quality of investment and can be a strong 
booster to growth. EU-10 countries have 
invested the most in ICT and, as a result, 
ICT use and production have propelled 
labour productivity growth, in particular in 
manufacturing sectors. However, the SEE 
countries have not followed the path of the 
more successful EU-10 countries, hence 
ICT use and production has had a much 
lesser impact in these economies. 

g	The WBC trail behind other European 
countries in Research and Development 
(R&D) spending. Average spending on 
R&D in the WBC is around 1 per cent 
of GDP or less, which is similar to the 
ECA average, but only half of the EU-15 
average. In addition, most R&D expenditure 
is financed from public funding, while in 
developed (OECD) economies, some two-
thirds are financed by the private sector. 
The WBC have scored poorly on the World 
Bank’s Knowledge Economy Index (KEI), 
which measures economic incentives, 
institutional regime, education, innovation 
systems, and information infrastructure – 
all of which are relevant for R&D. 

g	The WBCs suffer from substantial 
infrastructure deficiencies compared 
to the EU-10 countries, despite the 
relative higher investment rates of public 
investment. Hence, improving the quality 
of public investment is a key issue for the 
region. The paths of Croatia, which might 
have over-invested in road infrastructure 
relative to other sectors (such as energy), 
and of the Former Yugoslav Republic of 
Macedonia, which might have under-
invested in public infrastructure in general, 
point out the need properly to plan and 
implement public infrastructure projects in 
order to maximize the ‘crowding-in’ effects 
and to eliminate any negative (‘crowding-
out’) effects.

3.4 ‘Building Market Institutions in South-East Europe:  
comparative prospects for investment and private 
sectordevelopment’, co-authored by Harry G. Broadman and other 
World Bank and EBRD economists.

This World Bank/EBRD paper 
highlights that to a large extent, 

institution-building has also turned out to 
be the key to a successful transition of 
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communist or socialist economies towards 
market economies. When looking for a new 
growth paradigm in the Western Balkans, it is 
worthwhile to go back to the main conclusions 
of this publication, particularly to those 
concerning infrastructure development. 

Fifteen years after the onset of transition in 
Central Europe and five years after the end of 
the conflicts that affected the Western Balkan 
countries, this book was assessing the progress 
underway and offering recommendations on 
how best to retool production and commerce 
while improving the capacity of institutions to 
regulate markets and deliver public services. 
The book started from the premise that further 
development and reform of basic market 
institutions in South Eastern Europe were 
the key to increasing domestic and foreign 
investment and, thus, to accelerating growth 
and reducing poverty. It already warned 
that although the economic recovery of 
the region had started, it would stall unless 
greater progress was made in the institutional 
environment for investment and that improving 
the institutional environment was also essential 
to integration of the countries of the region into 
European structures. The book focused on 
four policy areas, where the building of market 
institutions appeared particularly important:

g competition and economic barriers to 
business entry and exit;

g access to regulated utilities and services;

g corporate ownership, f inancial 
transparency, and access to finance; and

g commercial dispute resolution.

We may wonder if these are not the areas where, 
still in the aftermath of the crisis, institution 
building holds the key to the resumption of 
growth. As concerns infrastructure, the report 

states that better infrastructure services offer 
tremendous opportunities to reduce costs 
and to increase revenues in the real sector 
and that, conversely, innovation downstream 
can be severely constrained by inadequate 
infrastructure upstream caused by poor 
regulation. Policy recommendations to break 
the vicious circle include the following:

g	sequence infrastructure reforms 
appropriately, establishing sound 
regulatory frameworks before privatising 
utilities;

g	promote further private-sector involvement 
by commercialising, restructuring and 
ultimately privatising key utility sectors;

g	create a more competitive environment 
for delivery of infrastructure services by 
establishing fair, transparent, and non-
discriminatory terms of access to regulated 
utilities; 

g	establish an independent, transparent and 
publicly accountable oversight process 
and institutions;

g	coordinate the work of the regulatory 
institutions and of the competition 
authorities; and

g	develop alternative institutional frameworks 
for improving performance of infrastructure 
services, including regional and cross-
sectoral approaches to regulation. 

In the aftermath of the crisis these 
recommendations remain valid and hold 
at least part of the key to the resumption of 
infrastructure investment, as a key component 
of a growth model focusing on enhancing the 
competitiveness and the productive capacity 
of the WBC. 
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Invigorating Trade, Integration and 
Export-led Growth: VIEWS OF ThE EBRD4

According to the EBRD Transition 
Report 2010, which came out in 
November 2010, a salient feature 

of the pre-crisis decade was the central role 
of domestic demand as a driver of growth in 
most EBRD countries of operations, including 
the WBC. This was to some extent a natural 
consequence of transition: in planned 
systems, domestic consumers were heavily 
under-served and property prices generally 
undervalued. As the transitional recession 
came to an end in the mid-1990s (or later 
in the WBC), consumption growth rose and 
investment picked up sharply, particularly 
in the underdeveloped retail, services and 
construction sectors.

However, the same report states that, as the 
transition region emerges from the crisis, 
a return to this growth pattern looks neither 
feasible nor desirable. While capital inflows 
and related credit booms supported this type 
of growth before the crisis, they also created 
vulnerabilities in the form of large current-
account deficits and rapidly increasing levels of 
corporate and household debt, often in foreign 
currency. Mindful of these consequences, the 
report says, ‘policy-makers will want to use 
fiscal policy and macro-prudential instruments 
to lean against a resurgence of growth that is 
overly reliant on domestic demand. As a result, 
exports will need to become a much more 
prominent driver of growth if the convergence 
process is to continue.’ The originality of the 
EBRD message here is that exports are critical not 
only because, as a source of demand, they would 
allow a more balanced growth, ‘but also because 
they are an important motor of innovation, and 
therefore of higher sustainable growth’. 

The EBRD analysis shows that, although 
export growth in the transition countries over 
the past decade has, in fact, been highly 
dynamic, this success was caused in part by 
factors that were unique to the last decade: 
low initial unit labour cost (ULC); a series of 
important free-trade agreements; and rapid 
global economic expansion. To avoid a slow-
down in exports as an engine to growth, the 
region will therefore need to make efforts 
in addition to dismantling tariff barriers: 
surmounting non-tariff obstacles to trade and 
improving the institutional environment. The 
report praises Turkey for having pursued 
such a policy and urges transition countries to 
improve key aspects of the domestic business 
climate by reducing corruption and improving 
the rule of law and customs procedures. 

The Transition Report 2010 assesses the link 
between exports and innovation, using firm-
level data from the Business Environment 
and Enterprise Performance Survey (BEEPS) 
between 2005 and 2009. The data used cover 
the WBC as well as Bulgaria and Romania. 
The analysis confirms a statistically significant 
effect of export activity on innovation. In 
particular, the analysis shows a correlation 
between exports and higher R&D spending.

In conclusion, any new growth agenda in 
the Western Balkans needs to incorporate a 
greater focus on exports, linking the growth 
of exports to innovation, the reduction of non-
tariff barriers and the improvement of the 
business climate.
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Improving the Business Environment, 
Including the Legal Framework for 
Infrastructure:VIEWS OF ThE EBRD AND ThE OECD

5
Improving the business environment 
appears as the most common 
denominator in the policy advice 

given by IFIs, the OECD and the EC to the 
countries of the Western Balkans looking for 
an enhanced growth agenda. 

As stated in the EBRD Transition Report 
2011, ‘Improving the business environment 
is a cornerstone of the post-crisis growth 
agenda.’ But which aspects of the business 
environment matter most to firms? One way to 
answer this question is to focus on the relative 
obstacle ratings by firms. This approach 
reveals that many transition countries share 
the same three main business environment 
concerns: skills availability, corruption and tax 
administration. Poor physical infrastructure 
and crime are also among the top concerns. 
‘More detailed analysis shows, for instance, 
that tax administration is the most important 
obstacle to firms in Bosnia and Herzegovina, in 
Croatia and in Montenegro, while businesses 
in Croatia and in Former Yugoslav Republic 
of Macedonia are particularly concerned 
about the functioning of their countries’ courts 
(including property registration in Croatia and 
law enforcement in Former Yugoslav Republic 
of Macedonia). In Albania, both the level of 
criminal activity and the perception of crime 
as a business obstacle seem to have declined 
substantially in the course of the last decade.
 
The 2008–09 BEEPS is particularly interesting 
in the regression analysis it made concerning 
the significance of transport as a business 
environment constraint. It was found that 
both a higher rail density and a higher level 

of freight transported by rail were significantly 
associated with a decrease in the extent to 
which businesses complain about the transport 
constraint relative to others. This appears, 
therefore, to be a sector of infrastructure 
services on which governments should 
continue to invest resources. Businesses 
complained also about the costs of transport 
as approximated by the price of petrol, but this 
is obviously a variable on which governments 
have only limited influence.

Another salient feature of the EBRD Transition 
Report 2010 is the detailed breakdown it 
provides for the first time of transition indicators 
concerning the energy and infrastructure 
sectors. In energy, specific indicators are given 
for natural resources, sustainable energy and 
electric power, while under infrastructure, 
separate indicators are provided for telecoms, 
water and waste water, urban transport, roads 
and railways. Furthermore, for each of these 
sub-sectors, in addition to a score from 1 to 
4, specific indicators are provided, measuring 
transition gaps between each of the transition 
countries and advanced industrial economies 
on two key dimensions of the transition: the 
market structure and the market-supporting 
institutions. The indicators for the WBC 
are provided in the attached tables (see 
Appendix I, p.32). These tables make clear 
that substantial progress in transition is still 
needed in most of the Western Balkans in 
most of the sub-sectors. The scope for reform 
is therefore considerable and should be taken 
on board in any new growth agenda as an 
indispensable complement to any resumption 
of infrastructure investment. 
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A parallel EC-financed exercise aimed 
at measuring the quality of the business 
environment is undertaken by the OECD for 
the countries of South-East Europe in the 
framework of its recently released ‘Investment 
Reform Index 2010: monitoring policies and 
institutions for direct investment in South-
East Europe’. This publication is geared 
more towards issues of investment policy 
and promotion (e.g., national treatment of 
foreign investment), but covers areas such 
as human capital development, trade policy 
and facilitation, access to finance, regulatory 
reform and parliamentary processes, tax 
policy and – of special interest for our review – 
infrastructure for investment. The key findings 
and recommendations in this area include the 
following:

g	SEE economies, including the Western 
Balkans, have considerably improved 
the legal framework on infrastructure and 
recent reforms are largely in compliance 
with EU standards and aimed at fulfilling 
the acquis communautaire requirements.

g	Broadband internet penetration is 
low. In some countries, a long-term 
telecommunications strategy is still under 
development. To improve transparency in 
the telecommunications market, public–
private consultations should be organised 
more regularly.

g	The presence of motorways, even among 
the most advanced economies of the 
region, is limited. Despite the existence 
of cooperation schemes such as the SEE 
Transport Observatory in Belgrade, cross-
border and intra-regional cooperation in 
developing road infrastructure needs to be 
enhanced in order to raise the investment 
attractiveness of individual countries and 
of the entire region.

g	Underdeveloped rail networks characterise 
SEE. In some economies, expenditures 
on rail maintenance are still insufficient 
and construction of new rail corridors is 
almost nonexistent. Cooperation at the 
intra-regional level, in conformity with the 
Trans-European Rail Network guidelines, 
would benefit the entire region. 



14

Developing Local Currency Finance and 
New Instruments such as PPPs to Finance 
Infrastructure Development: 
ExPERIENCE OF ThE EBRD, ThE EIB AND ThE OECD

6
According to the latest EBRD 
Transition Report, ‘Developing local 
currency capital markets should be 

a critical component of the post-crisis reform 
agenda for the transition region. It represents 
a means of reducing household and corporate 
foreign currency indebtedness, which was, 
and continues to be, a significant source of 
macro-economic, financial and personal risk. 
It will also allow domestic sources of bank 
and corporate financing to be tapped, in turn 
stimulating growth, and making the transition 
region less dependent on capital inflows and 
less vulnerable to their potential reversal.’ 

The report goes further in stating that: ‘It is 
critical to address the causes of un-hedged 
foreign currency borrowing rather than just its 
symptoms. Three factors stand out: inflation 
volatility, which may imply that the macro-
economic risks of local currency borrowing 
are even higher than those of foreign 
currency borrowing; fixed or heavily managed 
exchange rates, which create the perception 
of low currency risk; and a lack of domestic 
funding sources, which leads banks to turn 
to foreign currency borrowing to fund credit 
expansion. The extent to which these causes 
apply varies widely across transition countries 
(including across WBC), and so should 
strategies to develop local currency finance. 
…Countries with reasonable track records 
of macro-economic stability can use several 
tools, including allowing more exchange-rate 
flexibility; developing local currency bond 
markets, which with few exceptions are still in 

their infancy; and reforming bank regulation to 
encourage local currency use.’

The OECD ‘Investment Reform Index 2010 
also expresses concern about access to 
finance for entrepreneurs in SEE. It states: 
‘Mechanisms for the sharing of credit-related 
information have been introduced in all SEE 
economies. International reporting standards 
are promoted and credit bureau and collateral 
registries are well developed. However, 
measures should be taken to expand adoption 
of the standards and, in some economies, to 
improve the coverage and reliability of data 
included in the registries. Both formal venture 
capital and business angel activity are scarce. 
Some initiatives in the region demonstrate 
that policies can facilitate the development of 
the market for informal equity finance. Many 
initiatives exist in SEE to develop guarantee 
schemes. However, numerous schemes do not 
seem to have achieved the expected results 
and visibility. The design, scope and impact of 
schemes should be more fully assessed. The 
growing role of micro-finance institutions calls 
for clearer legal and regulatory frameworks.’

When it comes to the financing of investments 
in infrastructure, Public Private Partnerships 
(PPPs) appear to provide a clever formula 
to get around the constraints created by the 
level of public indebtedness or the relatively 
under-developed local currency capital 
markets. PPPs make it possible to mobilise 
private funding towards a more efficient 
delivery of specific public services. In an 
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effort to identify best practices in PPP policy 
design and implementation, the OECD agreed 
in 2007 on the Principles for Private Sector 
Participation in Infrastructure. Based on 
these principles, the OECD has been using 
several indicators to evaluate the presence 
in the SEE countries of a specific unit within 
government to coordinate and develop PPP 
policy; a legislative framework covering PPP 
projects; a consultation process; a method 
for conducting cost-benefit analysis; and 
monitoring mechanisms. The results show 
that PPPs are just emerging in the region. 
Montenegro is slightly ahead amongst the 
WBC. Croatia and the Former Yugoslav 
Republic of Macedonia, Albania and Serbia 
are not far behind, although some of these 
countries still need to create specific units or 
agencies to coordinate and implement PPP 
policy. Bosnia and Herzegovina and Kosovo 
are in the initial stages of developing legal 
frameworks on PPPs. In all cases, actual 
experience with PPP projects (excluding 
concessions) is lacking. Exchanges of 
international best practices and joint learning 
would be beneficial for all WBC as they move 
forward in this policy field. 

According to the EBRD transport department, 
the impact of the crisis on transport operations 
has been primarily an impact on the relation 
between public and private investment. The 
crisis has made PPP operations much more 
difficult to conclude. There were already 
very few such operations (e.g., for airports) 
and several had failed (e.g., Horgos-Pozega 
Highway in Serbia). According to EBRD 
staff, a controversy has arisen concerning 
the conformity of some of these operations 
with international PPP standards. The main 
effect of the crisis could be that in the future 
private partners would accept only PPPs that 
would be structured in full compliance with 
international standards. In this connection, 

IFIs with relevant PPP expertise, such as 
the EBRD and the International Finance 
Corporation (IFC), will have a crucial role to 
play. It is worthwhile to recall in this connection 
the ‘Advisory Services for PPPs’ established 
by the IFC in Belgrade as part of its Private 
Enterprise Partnership for South-East Europe 
Infrastructure Program. Among its success 
stories in the WBC, the Advisory Services 
cite the Albania Kesh Power Company and 
the ASHTA Hydropower Plant. In May 2008, 
IFC was appointed as lead advisor to the 
Ministry of Transportation of Montenegro with 
the objective of assisting it in the structuring 
of a concession to the private sector for the 
construction of the Bar-Boljare Highway, 
which will link Montenegro and the Adriatic 
Coast with Belgrade in Serbia (and the rest of 
Europe). The project has the largest expected 
private sector investment component of all 
infrastructure advisory projects in the region. 
If this PPP can be completed it would have a 
significant demonstration effect in the whole 
region. However, it appears that the financial 
crisis has jeopardised the process for the 
moment.

A recent publication of the European 
Investment Bank , “Financing infrastructure, 
a review of the 2010 EIB Conference 
in Economics and Finance “ by Kristian 
Uppenberg, Hubert Strauss and Rien 
Wagenvoort, looking primarily at PPPs in the 
current EU Member States, addresses also the 
reasons why, although theoretically the case 
for PPPs is strong,  in practice private sources 
have so far accounted only for a small fraction 
of overall infrastructure financing. Faulty 
contract design, regulatory failures needlessly 
introducing uncertainties for private investors 
and lack of reliable information are among 
the most significant bottlenecks. Another key 
message, valid in SEE as in most developing 
countries, is that dependence on user fees 
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becomes unviable when large portions of 
the users lack the ability to pay. The EIB 
study also highlights a highly relevant point, 
applicable in the SEE as well as in the 27 EU 
Member States, namely that infrastructure is 
more than just an issue of finding the fiscal 
space for governments or an asset allocation 

decision for the private sector. Fundamentally, 
infrastructure is a public policy issue, which 
requires long term planning regardless of how 
it is ultimately financed. 
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Contribution of Think Tanks and Academics 
TO ThE DEBATE ON REDEFINED GROWTh AGENDA IN ThE 
WESTERN BALKANS

7.
The London School of Economics and 
Political Science (LSE) published in 
2010 a report entitled ‘South-Eastern 

Europe after the Crisis: a new dawn or back 
to business as usual?’ It was edited by Will 
Bartlett, Senior Research Fellow in Political 
Economy of South East Europe at the LSE, 
and Vassilis Monastiriotis, Senior Lecturer in 
the Political Economy of South-East Europe 
at the European Institute, LSE, and Senior 
Researcher at the LSE Research Unit on 
South-East Europe (LSEE). 

The fundamental diagnosis in the introduction 
by the editors is very close to what is stated in 
IFI reports: ‘The real lesson of the economic 
crisis seems to be that the days of easy 
growth are over, and new policies must be 
designed and introduced to cope with the new 
realities. These will involve much delayed 
reforms in some countries, including structural 
reforms to improve the business environment 
and competitiveness, as well as institutional 
reforms to improve the functioning of the 
judicial system, reduce the shadow informal 
economy and tackle widespread problems of 
institutionalised high-level corruption, as well 
as embedded organised crime, which in some 
countries undermines the trust relations and 
the confidence needed to underpin modern 
economic growth.’

Commenting on the growth model pursued 
over the last decade by the SEE countries, the 
editors state: ‘For many years domestic growth 
relied on increased exports and an expansion 
in domestic demand, facilitated through 
external injections (FDI inflows, financial 

assistance from the EU, remittances, and 
credit expansion in the banking system). The 
inflow of such resources led to an asymmetric 
expansion in consumption and the creation of 
external debts, trade deficits and low savings 
rate – which made the SEE economies more 
vulnerable to external shocks. Moreover, 
trade openness facilitated the expansion of 
predominantly labour-intensive and low value-
added specialisations, which may compromise 
the growth potential of the region in the 
longer run. The type of foreign investment 
that entered the region also contributed to 
this. Indeed … these asymmetries have been 
partly responsible for the intensity, as well as 
the variability, of the crisis in the region.’ 

Here the editors add an interesting observation 
concerning trade diversification and intra-
regional trade: ‘Countries with more diversified 
trade and domestic demand that was not 
financed predominantly by external borrowing 
seem to have suffered less; countries 
such as Croatia and Montenegro with high 
external (private and public) borrowing and 
high export dependency from the EU were 
much more affected. In a way, then, the 
ability of the SEE countries to address these 
asymmetries, by strengthening domestic 
savings and trade diversification (especially 
towards intra-regional trade) is as important 
for the sustainable recovery of the region 
as is addressing problems of corruption and 
implementing structural reforms. 

The editors also raise the question about 
the role of the EU and of the association 
process more generally, as some of the above 
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problems have in their view ‘been intensified, 
not mitigated, by the fast orientation of the 
region towards EU markets and policies’. 
Unfortunately the report is not very explicit 
about how the ‘asymmetries’ it denounces 
could have been avoided or on what alternative 
strategy the region could have pursued more 
successfully, except that obviously one would 
have wished a quicker dismantling of the 
obstacles the countries themselves put to 
intra-regional trade. The implicit question is 
whether the region could have, in the past, or 
should, in the future, rely less on integration 
with the EU and more on increased regional 
trade and other forms of regional cooperation. 
In other terms, could the region ‘pull itself 
up by its own bootstraps’? We know from 
the Stability Pact experience how wary most 
of the countries of the region were towards 
regional integration, particularly if it was 
perceived as an alternative to integration with 
the EU. On this the report concludes that, ‘If 
this idea, first proposed many years ago by 
the Austrian economist Rosenstein Rodan, 
who argued for a coordinated approach to 
economic development (a ‘big push’) that 
would overcome negative spillovers among 
the small countries of the region, has not 
been possible in ‘good times’, it is unlikely that 
it will be sufficient by its own in the current 
conjunction, let alone generate the necessary 
political support – although it is in times of 
crises that such policy shifts become possible. 
So that while emphasis on a coordinated 
approach is important, not only in relation 
to non-economic factors, such as corruption 
and organised crime, but also with regard to 
trade relations and factor flows between the 
countries, it is unlikely that real recovery will 
take place without … deep structural and 
political reforms …’

In the chapter on Bosnia and Herzegovina, 
Anton Domazet, Director of the Institute 

of Economics at the School of Economics 
and Business of the University of Sarajevo, 
emphasises the political economy of the crisis, 
arguing that, while political elites have so far 
stalled essential reforms, this strategy is no 
longer an option. The sources of growth which 
hitherto relied on economic liberalisation and 
capital inflows from abroad, supported by 
remittances, is no longer available. Bosnia 
and Herzegovina might be caught in a 
‘middle-income trap in which real wages 
and unit labour costs are too high to support 
international competitiveness based on a 
low-wage, low-skill economy, while the lack 
of innovation, low investment in education, 
and absence of real structural reform, have 
prevented the economy from developing along 
a competitive path based on high value-added 
export-led growth.  Now the political elite are 
faced with the choice between sustainable 
recovery based on fundamental structural 
and constitutional reform, and a scenario in 
which the economy fails to benefit from future 
growth in EU markets and experiences a 
prolonged period of slow growth, increasing 
unemployment, falling levels of human 
development, and political instability.’ 

The report is also original in its assessment 
of the possible impact of the Greek sovereign 
debt crisis on the region, particularly the 
Former Yugoslav Republic of Macedonia, 
given the strong trade and investment 
relations between the two countries. Trajko 
Slaveski, Professor of Economics at the Sts 
Cyril and Methodius University in Skopje 
(UKIM) and former Minister of Finance of the 
Former Yugoslav Republic of Macedonia, 
argues that in the future the Former Yugoslav 
Republic of Macedonia, as well as other WBC, 
will need to adapt their economic systems to 
put greater emphasis on productivity growth 
and international competitiveness, since the 
growth factors that have played an important 
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role over the past decade, such as easy supply 
of credit and rowing FDI inflows, are unlikely to 
resume in the near future. In addition he sees 
the role of the EU pre-accession programmes 
as more important than ever in supporting the 
Former Yugoslav Republic of Macedonia in its 
economic recovery. 

The report acknowledges the crucial role to be 
played by the EU in the future recovery of the 
region. Several factors are singled out:

g To what extent will the EU support the 
continuing involvement of the foreign, 
mainly EU-based, banks in the region 
(e.g., some continuation of the Vienna 
Initiative)?

g To what extent will it continue its own 
support for economic restructuring in the 
region?

g To what extent will it assist countries to 
avoid the imbalances created in the past, 
owing to various forms of dependence 
(economic, trade, aid, FDI, political, etc.), 
which in some respect may have intensified 
problems of corruption and governance in 
the region? 

g Will a continued commitment to the 
enlargement agenda ensure a continued 
incentive for political elites to pursue the 
economic and institutional reforms that 
are needed? However, the report draws 
attention in this connection to the fact 
that many of the institutions that have 
been established were not necessarily 
appropriate to the conditions in the less-
developed and transition countries of the 
region. It states: ‘The various ‘Agencies’ 
and other types of institutions that have 
been created often appear to be merely 
designed to tick the compliance boxes of 
the pre-accession process, resulting in the 
creation of fake institutions, and in only 
partial compliance with the rule transfer 
mandated by the EU’

Reference should also be made to a paper 
by the Slovenian economist Mojmir Mrak, 
Professor at the Faculty of Economics, 
University of Ljubljana, on ‘Redefining Growth 
Models for Eastern European Countries after 
the Crisis: Can Eastern Europe grow again 
at a faster rate than Western Europe?’. The 
diagnosis of Professor Mrak about the reasons 
for the vulnerability of the Eastern Europe pre-
crisis growth model are the same as those 
made by other economists. In Professor 
Mrak’s view, any new growth model for the 
region should involve basically three main 
building blocks:

g An increase of both the private and the 
public components of domestic savings: 
the savings ratio of the private sector 
would be increased by an improved 
business environment and other measures 
enhancing international competitiveness, 
including a shift in the structure of 
investments in the direction of the tradable 
sector and exports; fiscal policy could also 
make a substantial contribution to higher 
public domestic savings.

g Adjustments in macro-economic and 
financial policy: these policies would have 
to be more proactive in managing capital 
inflows, including stimulating these flows 
to be channelled into tradable, export-
oriented activities. They should stimulate 
greater reliance on domestic sources of 
credit funding and discourage excessive 
leveraging, which would contribute to 
mitigation of external vulnerabilities.

g Radical structural reforms aimed at 
increasing productivity, including 
institutional reforms in the areas of 
education, R&D development as well 
as innovation absorption and creation. 
Reform of the labour market is also of key 
importance, in the context of the rapidly 
ageing population of some countries.
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General Conclusions 8
If one compares the various 
recommendations made by the 
above international institutions and 

academics, a number of common themes 
emerge:

g	The crisis has demonstrated the non-
sustainability of the growth model pursued 
by the WBC in the past, based on domestic 
demand and capital inflows. 

g	Capital inflows should be channelled in the 
future more in the direction of investment 
in the tradable and exports sectors; the link 
between exports and innovation should be 
stressed.

g	As debt-sustainability has become a more 
acute problem, macro-economic policy 
must aim at recreating fiscal space through 
appropriate fiscal reforms and expenditure 
prioritisation in a medium-term framework. 
Also, it is in the interest of the IFIs and of 
the WBC that each of them performs its 
own debt-sustainability analysis, having in 
mind the repayment schedule on its own 
portfolio of projects. The IMF has been 
doing this for the countries where it has a 
programme. The World Bank goes into a 
similar exercise in the context of its country 
Partnership Strategies.

g	 Increasing both public and private domestic 
savings and developing local currency 
finance, among others, through reform 
of bank regulation, are essential building 
blocks.

g	The emphasis should be on enhancing the 
productive use, i.e. the productivity of the 
domestically available resources: as TFP 
is expected to play a less significant use in 
future growth, the efforts must concentrate 
on capital deepening and human capital 
development. 

g	There is a shift of emphasis from demand 
to supply: the key in the future will be to 
enhance competitiveness in the global 
context, having in mind the need to diversify 
exports and to be competitive in relation 
to the new, emerging countries. The link 
between exports and innovation should be 
stressed as the advantage of low labour 
costs will erode. The ‘Strategy of Scientific 
and Technological Development of the 
Republic of Serbia 2010–2015’, adopted 
by the Serbian Government in early 2010, 
is to be particularly commended in this 
connection. To implement this strategy, 
the Serbian Ministry of Science and 
Technological Development launched a 
‘Serbian R&D Infrastructure Investment 
Initiative in partnership with the European 
Investment Bank (EIB), the Council of 
Europe Development Bank (CEB) and the 
EC (through its IPA program). 

g	There is a need to invigorate trade, 
integration and export-led growth: this 
could be achieved, among others, through 
removal of remaining non-tariff barriers to 
trade and deeper integration within CEFTA 
countries (for instance, new arrangements 
on preferential liberalisation of services).
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g	There cannot be any more complacency 
towards needed structural reforms: the 
transition agenda must be completed, 
including institution-building, strengthening 
administrative capacities, establishment 
of a predictable and credible regulatory 
framework, the fight against crime and 
corruption. Progress towards taking on 
board the acquis communautaire in the 
EU accession process can provide an 
essential stimulus in this connection. 

g	 Improving the business environment is 
the cornerstone of the post-crisis reform 
agenda; besides governance, the rule 
of law and the quality of the regulatory 
framework, labour reform, the enhancement 
of skills through education reform and the 
stimulation of R&D are the most important 
factors. Regional cooperation through the 
Investment Compact of SEE may continue 
to play a useful role in this connection.

g	SME development is also a recurring 
theme, with the concern for SME access 
to finance and technical assistance; in 
the recent crisis, all too often, SMEs 
have been the first to see their access 
to credit being curtailed. SMEs have a 
key role to play not only in employment 
generation, but also towards providing 
more balanced, innovative and diversified 
exports. This fits with the call for an 
‘industrial policy for the globalisation era’ 
flagship initiative of the EU as part of its 
2020 strategy for smart, sustainable and 
inclusive growth’ (see below). The overall 
objective needed is an industrial policy 
that will support businesses – especially 
small businesses – as they respond to 

globalisation, the economic crisis and the 
shift to a low-carbon economy. SMEs have 
to be supported in their efforts to become 
fitter and more competitive, covering every 
part of the increasingly international value 
chain – from access, to raw materials, to 
after-sales service.

g	Overall it can be said that to a large extent 
the new growth agenda is a revised and 
reinforced version of the old agenda of 
structural reforms, adding to it an even 
greater sense of urgency. 

g	The new growth agenda has to take on 
board the elements included in the ‘Europe 
2020 strategy for smart, sustainable and 
inclusive growth’. As far as smart growth 
is concerned, the importance of specific 
objectives in the area of education 
(reducing school drop-out rates below 10 
per cent and helping students and trainees 
study abroad), research/innovation (e.g. 
combined public and private investment 
levels for R&D to reach 3 per cent of GDP 
as well as better conditions for R&D and 
innovation) and digital society have already 
been mentioned. A huge potential not only 
for employment but also for enhanced 
competitiveness lies in moving towards the 
EU objectives for sustainable growth (e.g., 
the EU targets2 to be achieved by 2020 
of reducing greenhouse gas emissions 
by 20 per cent, increasing the share of 
renewable in final energy consumption to 
20 per cent and moving towards a 20 per 
cent increase in energy efficiency). Last, 
but not least, the objective of inclusive 
growth – a high-employment economy 
delivering economic, social and territorial 
cohesion – is very relevant to the WBC, 

2    The European Commission has encouraged  the beneficiary countries to use Europe 2020 as a framework 
for policy reform and to adopt relevant headline targets tailored to its specific circumstances to facilitate smart, 
sustainable and inclusive growth.
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which also need to raise the employment 
rate for women and men aged 20–64 
and to reduce significantly the still high 
proportion of their population in or at risk 
of poverty and social exclusion. 

The various studies we have referred to 
include also a number of findings concerning 
the crucial importance of infrastructure:

g	 Infrastructure is increasingly perceived as 
one of the most significant constraints to 
growth through its impact on the business 
environment. Investing in infrastructure 
is therefore a key component of any new 
growth agenda. 

g	Obviously infrastructure investment has to 
take place in a perspective of sustainable 
development. Investments in the energy 
sector are expected to play a crucial role 
towards achieving the three EU 2020 
energy objectives to which the countries 
applying for EU accession will have to 
commit. Investments in environmental 
protection infrastructures are also a 
key component of any infrastructure 
development programme for the 
region (see for instance ‘The Priority 
Environmental Investment Programme for 
South Eastern Europe (PEIP): Strategic 
moves, eight years of environmental 
infrastructure investment planning in 
South Eastern Europe’ published in 2009 
by the Regional Environment Centre with 
the support of the EC).

g	Telecommunications and ICT are areas 
where the quality and the cost of services 
are key determinants of competitiveness.

g	The same holds true for energy, an area 
where, despite progress achieved thanks 
to the Energy Treaty Community, regional 
cooperation still has a greater role to play 

in the development of power-sharing, 
least-cost investment for the addition of 
new capacities and training of regulators.

g	Efficient transport is a catalyst for 
development and deeper regional 
integration; attention should be given 
not only to investment, but to policy and 
institutional reforms, maintenance and 
facilitation measures, particularly for 
border-crossing; and not only to roads 
but also to under-developed regional 
train and air links and modal interfaces. 
Regulatory harmonisation and cooperation 
among national authorities through the 
SEETO and among the donors through 
the WBIF are more important than ever. 
The objective should be both to maximise 
the ‘crowding-in’ effects of infrastructure 
investment, and to minimise its ‘crowding-
out’ effects on other important public 
expenditures (e.g., in maintenance or in 
human capital development).

g	Given the limitations of public borrowing 
capacity, encouragement should be given 
to formulas such as PPPs, which are still 
difficult but not impossible to implement 
in the WBC context. IFI leadership in this 
area is also highly desirable.

g	Technical assistance for infrastructure 
development therefore appears as one of 
the most productive possible uses of EU 
assistance to the WBC through IPA grants. 
Such technical assistance is particularly 
welcome in the form of feasibility 
studies, as well as assistance for project 
implementation and the strengthening of 
capacities in the various infrastructure 
sub-sectors, including capacities for PPP 
development and implementation. More 
globally, IPA assistance to the WBC 
should aim at keeping their reform process 
on track. Tools should be designed to 
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maximise leverage for indispensable 
structural reforms. 

g	More than ever cooperation and 
coordination between the EC and the IFIs 
are called for to support this revised and 
urgent reform agenda. This coordination/
cooperation must better integrate the 
individual countries’ debt-sustainability 
factor in the selection and financing 
method of infrastructure projects. 
However, emphasis should not be purely 
on projects but extend also to new areas 
such as human capital development, the 
strengthening of administrative capacities 

referred to above and the global process 
of reforms. 

g	A paramount common objective to be 
pursued by the EC and the IFIS in reviewing 
their assistance programme is to ensure 
that, more than ever, the infrastructure 
investment projects and the other projects 
they support are fully anchored into a 
reform agenda that makes the WBC move 
to this updated growth agenda, which is 
also in full conformity with the EU’s own 
2020 strategy for smart, sustainable and 
inclusive growth.
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Note: The transition indicators range from 1 to 4+, with 1 representing 
little or no change from a rigid, centrally planned economy and 4+ 
representing the standard of an industrialised market economy.

Infrastructure transition indicators 2010: overall scores

Note: Large equals a major transition gap. Negligible equals standards 
and performance typical of advanced  industrial economies. 

Infrastructure transition indicators 2010: market structure

Note: Large equals a major transition gap. Negligible equals standards 
and performance typical of advanced industrial economies. 

Infrastructure transition indicators 2010: market - supporting institutions

  Telecoms Water & wastewater Urban transport Roads Railways
Albania 3+ 2 3- 2+ 2
Bosnia and Herzegovina 2+ 2 2+ 3- 3+
Croatia 4 3+ 3+ 3 3
FYR of Macedonia 4- 2+ 3- 3- 3-
Montenegro 3+ 2 3 2+ 2
Serbia 3 2 3- 3- 3

  Telecoms Water & wastewater Urban transport Roads Railways
Albania medium large medium medium large
Bosnia and Herzegovina medium large medium medium medium 
Croatia small medium small medium medium 
FYR of Macedonia medium large medium medium medium 
Montenegro small large small medium medium 
Serbia medium large medium medium medium

  Telecoms Water & wastewater Urban transport Roads Railways
Albania medium large large medium large 
Bosnia and Herzegovina medium large large medium small 
Croatia small small small medium medium 
FYR of Macedonia small large large medium medium 
Montenegro medium large large large large 
Serbia large large large medium small

Source: EBRD Transition Report 2010:

Source: EBRD Transition Report 2010:

Source: EBRD Transition Report 2010:

Appendix 1: Infrastructure Transition Indicators 2010

Appendices
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Note: Large equals a major transition gap. Negligible equals standards 
and performance typical of advanced industrialised economies. 

Energy transition indicators 2010: market - supporting institutions

Appendix 2: Energy Transition Indicators 2010

Energy transition indicators 2010: overall scores

Source: EBRD Transition Report 2010 Note: The transition indicators range from 1 to 4+, with 1 representing 
little or no change from a rigid, centrally planned economy and 4+ 
representing the standard of an industrialised market economy.

   Natural resources Sustainable energy Electric power 
Albania  3- 3+ 3 
Bosnia and Herzegovina 3+ 3- 4- 
Croatia  4- 3- 3 
FYR of Macedonia  2 2+ 3 
Montenegro  3+ 2 3- 
Serbia  2 2 2+ 

Source: EBRD Transition Report 2010:

Energy transition indicators 2010: market structure 

Note: Large equals a major transition gap. Negligible equals standards 
and performance typical of advanced industrialised economies. 

Source: EBRD Transition Report 2010:

  Natural resources Sustainable energy Electric power 
Albania medium small medium
Bosnia and Herzegovina large large large
Croatia small medium Large
FYR of Macedonia medium large medium
Montenegro small large large
Serbia medium large large 

  Natural resources Sustainable energy Electric power 
Albania medium medium medium
Bosnia and Herzegovina large large large
Croatia small medium medium
FYR of Macedonia large medium medium
Montenegro medium medium medium
Serbia large medium large

Appendices
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