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Western Balkans: Coming 
together

5.1 Introduction

This chapter outlines some of the key features of the 
economic transformation of the Western Balkans 
(WB) over the past 15 years. We discuss the achieve
ments of this transformation, as well as some of the 
related pitfalls and challenges. In doing so, we draw 
lessons from those countries of the Baltics1 and 
CESEE2 regions that have been undergoing similar 
processes for a decade longer. We define the WB as 
Albania, Bosnia and Herzegovina (BiH), Croatia, 
Former Yugoslav Republic (FYR) Macedonia, Mon
te negro, and Serbia.3 

The WB region, with a current population of around 
20 million, is the gateway between West and East, be
tween Europe and the Middle East. It is a region 
steeped in history: over 20 Roman emperors in the 3rd 
and 4th centuries A.D. were born on the territory of 
WB.4 The boundary between Eastern and Western 
Roman empires and, consequently, between the 
Orthodox and Catholic worlds, as well as the border 
between the Austrian and Ottoman Empire passed 
through the region. As a result, the WB region has 
been home to an exciting, but often volatile mix of 
ethnic and religious groups throughout history, in
cluding Orthodox and Catholic Christians as well as 
Muslims. 

The contemporary political landscape of the WB re
gion was shaped in the 1990s with the disintegration 
of the former Yugoslavia, as all of the countries that 
are now members of the WB region, with the excep

1 This group of countries consists of Estonia, Latvia and Lithuania.
2 This group of countries includes the central European countries 
Czech Republic, Hungary, Poland, Slovakia, and Slovenia, as well as 
the south eastern European countries Bulgaria, and Romania.
3 Geographically, the province of Kosovo also belongs to the region 
of WB. Since its unilateral secession from Serbia is not recognised by 
Serbia itself, by some members of the EU, or by the United Nations, 
we exclude it from consideration. For consistency’s sake, all data on 
Serbia in this paper excludes Kosovo.
4 Of that number, 18 were born on what is now the territory of 
Serbia alone. 

tion of Albania, are former Yugoslav republics.5 
Yugoslavia was unique among the former socialist 
countries on many levels. It enjoyed excellent econom
ic, cultural and political ties with the West and, at the 
same time, a solid working relationship with the 
Eastern Block. As a result, Yugoslavian citizens, un
like other Eastern Europeans, could travel to most 
countries of the world visafree. As one of the leaders 
of the NonAligned movement, a block of over 
100 developing economies of Africa, Asia and Latin 
America, Yugoslavia also had excellent economic and 
political ties with most emerging economies. Yugoslav 
firms led many large infrastructure projects through
out the developing world. Tens of thousands of stu
dents from nonaligned countries studied in Belgrade, 
Zagreb, Ljubljana, and Sarajevo. 

Yugoslavia’s economic system was also unique and 
can be described as socialist market economy. It was 
based on labourmanaged (sociallyowned) firms that 
competed in goods and services markets. Managers 
made production decisions together with workers 
(these decisions were not the result of a strict central 
planning), but could not (until the late 1980s) own 
their companies outright. Farmers, by contrast, could 
own land (up to 10 hectares). Importantly, the quality 
of goods and services was high, with the German in
dustrial DIN standard serving as a template in 
Yugoslavia. One key feature of the Yugoslav system 
was a strong reliance on remittances from its citizens 
living abroad (in Germany, Austria, Switzerland, 
etc.).6 In order to attract their savings, the government 
had encouraged savings accounts in foreign curren
cies. Decades later, this measure is still haunting poli
cymakers in Yugoslavia’s successor states (see below) 
as it led to very high levels of euroisation in the region 
and made it difficult to enact a currency devaluation. 

The system ground to an abrupt halt in the late 1980s. 
Aiming to reform the country, move it towards the 
membership of the European Economic Union and 
trying to fight chronically high inflation, the last prime 

5 The only former Yugoslav republic that is not a member of the WB 
is Slovenia.
6 In 1989, remittances to Yugoslavia totalled around 6.2 billion US 
Dollar, or around 19 percent of the world’s total remittances for that 
year.
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minister of Yugoslavia, Ante Marković, introduced a 

number of reforms. These reforms included the inter

nal convertibility of the dinar and a fixed exchange 

rate with respect to the Deutsche Mark. The fixed ex

change rate coupled with the large interest rate differ

ential between the Yugoslav dinar and the Deutsche 

Mark led to arbitrage opportunities, to a fast and un

sustainable increase in Yugoslavia’s trade deficit and, 

eventually, to a depletion of currency reserves. The 

peg failed, causing a spiralling rise in inflation. 

The economic difficulties, requests for full political 

liberalisation and the introduction of the multiparty 

democracy, and, above all, the national aspirations of 

the peoples that made up Yugoslavia, led to popular 

discontent. The first multiparty elections brought to 

the fore leaders in the largest republics (Serbia and 

Croatia) that had decided to use unresolved national 

issues to boost their popularity and solidify their grip 

on power. Prime Minister Marković tried to present 

an alternative to these nationalist movements. How

ever, his power base was not strong enough and he 

failed to preserve the unity of the country and trans

form it in a new, more democratic fashion. Civil war 

ensued. It was the bloodiest conflict seen in Europe 

since the Second World War, resulting in over 

100,000 deaths, several hundred thousands of refugees 

and the wholesale devastation of the country’s human 

and physical capital.

The economic costs of the breakup of Yugoslavia 

alone were enormous. A relatively vibrant, wellinte

grated market was violently fragmented, property be

longing to individuals and firms from other republics 

was wilfully expropriated or simply destroyed. In ad

dition, Serbia and Montenegro were placed under a 

regime of strict UNimposed economic, cultural, sci

entific and political sanctions for several years which, 

for all practical purposes, cut them off from the rest of 

the world. State institutions significantly weakened, 

together with the rule of law. The economy became in

creasingly informal. Corruption, previously a moder

ate problem, became endemic in most parts of the for

mer Yugoslavia. 

By 2001, more cooperative governments came to pow

er in the entire region. Albania joined this mix. 

Albania’s socialist experience was very different from 

that of Yugoslavia. The country remained in a virtu

ally complete selfimposed isolation for at least 

40 years, maintaining a somewhat closer relationship 

only with China. The collapse of the system left 

Albania as the poorest country in Europe, but deter

mined to make progress. Changes at the dawn of the 

new century represented a real chance for a new begin

ning for the entire WB region. While the initial condi

tions were challenging for most countries in the re

gion, they are trying to catch up with their peers in 

CESEE and the Baltics and, eventually, join the 

European Union. 

5.2 Growth and income patterns

From 2001 until the inception of the global crisis the 

WB, along with the rest of emerging Europe, experi

enced strong growth (see Figures 5.1 and 5.2). During 

that period Albania and Serbia boasted the highest re

gional growth rates of around 6 percent per annum on 

average. Baltic countries, Romania and Slovakia grew 

even faster. Especially stellar were growth rates of 

Latvia and Lithuania, averaging around 7.5 percent 

per annum (see Figure 5.1).7 

At that time ample money had become available for 

investment throughout emerging Europe. Foreign di

rect investment started entering the WB region. The 

first sectors to be liberalised were financial services 

(banking), goods trade and mobile telecommunica

tions at a later date. The transition to a market econo

my became a political priority in the region. The pri

vatisation of formerly stateowned and sociallyowned 

companies8 led to an increase in total factor produc

tivity, which, along with strong growth in private con

sumption, fuelled growth in that period. The con

sumption was driven by ample access to mortgage 

lending, consumer credit and government borrowing. 

In some WB countries such as Serbia, the funds raised 

by privatisation were mostly consumed rather than in

vested. Thus, throughout the region, imported funds 

were used for consumption rather than capital accu

mulation and growth, developing the nontraded 

goods sectors and imports at the expense of exports.9 

The consumptionled growth model was in no small 

measure driven by exporters, banks and the financial 

investors of developed economies. Clearly, there was 

(and, partly, still is) a desire in the population of the 

region to catch up with “Western” consumer goods, so 

7 In a recent IMF report, Murgasova et al. (2015) provide a detailed 
account of the transition experience of WB in the past 15 years. 
8 Sociallyowned companies were remnants of the unique socialist 
system of Yugoslavia. 
9 One partial exception to this rule was Macedonia, which refo
cused on more diversified growth and the development of tradeable 
goods exporting capacity from around 2004 on.



101 EEAG Report 2016

Chapter 5

the “push” from exporters was warmly welcomed by 
the “pull” from WB consumers. Financial investors, 
expecting a repetition of what was experienced in 
Central and Eastern Europe, were banking on a grad
ual convergence of local financial markets with those 
of Europe, while getting a lot of “bang for their buck” 
from high local interest rates and foreseeable foreign 
exchange trends. With all that in mind and “easy mon
ey” from both money markets and Western deposi
tors, foreign banks who set up shop locally stood by to 
provide financing, hence reinforcing this onesided 
trend. 

The industrial capacity of the region, already serious
ly impaired and technologically outofdate, shrank 
even further in that period. Local currency apprecia
tion and wage increases indirectly or directly financed 
by the inflow of foreign capital went beyond produc

tivity increases and revalued the 
economy, depriving it of its inter
national competitiveness. The 
problems were, in that sense, very 
similar to those in southern Euro
pean countries, which also experi
enced an inflationary credit bub
ble due to the abundance of 
cheap foreign capital and the re
sulting wage increases.10 

Private trading companies, pro
tected from true competition, cre
ated oligopolies in the region. 
Their business model was largely 
to import foreign products and 
sell them for a hefty premium 

while, at the same time, squeezing domestic suppliers 
utilising market power. Obviously, there were natural 
limits to such a growth model. These limits were ex
posed when the crisis hit.

The growth model in 2001–2008 led to large and un
sustainable current account deficits in both the WB 
and Baltic regions (see Figures 5.3 and 5.4). This re
flected the fact that both regions lived beyond their 
means at that time period. A particularly stark exam
ple is that of Montenegro where the current account 
deficit reached almost 50 percent of GDP in 2008 and 
of Serbia, where it went from a surplus of 2 percent of 
GDP (in 2001) to a deficit of over 21 percent (in 2008). 
The situation was structurally different in many 
CESEE countries, since an important fraction of their 
deficit came from importing machinery needed to 
build large tradeable goods sector (Romania and 

Slovakia, for example). 

With the onset of the great reces
sion, growth patterns started to 
diverge sharply across the regions 
of emerging Europe and between 
countries of the same region.11 
The crisis hit the Baltics as early 
as 2008, while the WB and 
CESEE regions continued grow
ing until 2009. As a result of the 
Vienna Initiative 1, large Western 
financial groups that dominate 
the financial landscape of emerg

10   See Sinn (2014), Chapters 2 and 4. 
11   Bakker and Klingen (2012) document ex
periences in emerging Europe during the 
2008–2009 crisis.
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ing Europe agreed not to deleverage in the WB region 

during the height of the crisis. Some even increased 

their lending during that period. After the measures 

expired, however, the WB region was hit hard by de

leveraging. As many firms in the region struggled with 

liquidity, the share of nonperforming loans increased 

substantially (see Section 5.6). 

While most of  Europe was in recession in 2009, 

Albania and FYR Macedonia continued to grow, al

beit at lower rates. As we shall see later, these are 

countries that improved their business climate in the 

first years of  transition along several dimensions 

(this is particularly true of  FYR Macedonia). On the 

other hand, Serbia, Croatia and BiH were hit by re

cessions. The debtdriven bubbles burst like those in 

southern Europe. The response to the crisis in these 

countries varied, but typically involved providing 

government support to struggl

ing businesses. Serbia used vari

ous forms of  state subsidies for 

the large lossmaking state com

panies. In addition, the govern

ment instituted programmes that 

would subsidise banks to lower 

the interest rates for eligible pri

vate companies. This led to a 

sharp increase in public debt: 

Serbia’s gross government debt 

increased from 32 percent (in 

2008) to over 72 percent of  GDP 

(in 2014). During the same peri

od, Croatia’s public debt rose 

from 36 percent to 80 percent of 

GDP. For emerging countries 

that mostly borrow in foreign 

currency, such debt levels can 

easily become un sustain able.12 

In contrast to the WB region, the 

Baltic countries had little public 

debt before the crisis. While 

Estonia continues to have very 

low debt levels (below 10 percent 

of  GDP), the debt levels of 

Lithuania and Latvia grew close 

to 38 percent by 2014. In the 

CESEE region, Slovenia tried to 

preserve its unique economic 

model featuring a significant in

volvement of  the state in the 

large business sector and at

tempted to bail out large governmentcontrolled 

banks and companies. As a result, it increased its 

public debt from 22 percent (in 2008) to over 80 per

cent of  GDP (in 2014). Figure 5.5 illustrates the 

change in government debt as a fraction of  GDP for 

the three regions.

When the influx of foreign credit dried up, a change in 

the economic model was needed in order to address 

unsustainably high current account deficits. As shown 

in Figure 5.3, most countries in our sample signifi

cantly and painfully reduced their current account 

deficits by sliding into recessions and curtailing their 

imports; some even turned their deficits into a surplus 

(Hungary, Slovenia, Slovakia, and Bulgaria). The only 

exception in the entire sample, in that respect, is 

12 Koczan (2015) provides an overview of fiscal deficits and the public 
debt experiences of the WB over the past 15 years.
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Albania. Its current account deficit continued to grow 
even after the crisis hit and is expected to reach almost 
15 percent of GDP in 2015. For sure, this is another 
bubble in the making.13 While Montenegro slightly 
improved the overall situation with its current account 
deficit, it was still astronomical, paving the way for a 
disaster. 

A borrowandspend strategy did not help Serbia 
and Croatia to return to growth. In the period of 
2012–2014 Serbia dipped in and out of  recession a 
couple of  times while Croatia contracted for 4 years. 
It became increasingly obvious to the governments 
of  the WB that what they called a “consumption
growth model” was, in fact, just overborrowing and 
bubble creation with a temporary hype, followed by 
misery when the bubble burst, as has been observed 
in so many countries of  this world. Countries like 
FYR Macedonia that were reforming their business 
environment had healthier growth than those lagging 
behind in reforms. In Serbia, the decision was made 
to refocus on the production of  tradeable goods and 
services by attracting large multinationals. The free 
trade agreement that Serbia has with Russia, 
Belorussia and the Ukraine, as well as with the EU, 
the proximity to key EU markets and relatively low 
labour costs, make Serbia a potentially attractive 
destination for foreign direct in vestment. 

As in the WB, the growth in the Baltics prior to the 
crisis was largely driven by an increase in consump
tion and ample foreign credit. After the crisis hit, 
however, the Baltic governments reacted quite differ

13 But, for now, despite the high level of deficit, in Albania financing 
has been available through debt and foreign direct investments, see 
World Bank (2015), p. 1.

ently from the governments of 
the WB countries. In order to 
preserve the peg with the euro 
and their prospects of  joining 
the Eurozone, they underwent 
real devaluations by rigorously 
cutting wages and prices and im
posing harsh austerity measures 
with large cuts in public expendi
ture.14 As a result, the region 
contracted by over 14 percent in 
2009. After that year, however, 
the period of  recovery began. By 
2012 the Baltics returned to 
strong growth. By contrast, the 
WB countries, led by Croatia, 
dipped back into the negative 

territory of  growth. While WB countries are only 
gradually reducing their current account deficits, 
Baltic countries have already balanced their current 
accounts. 

In the CESEE region, several countries depend on 
tradeable goods exports. Slovenia’s economy, for in
stance, contracted by 7.8 percent in 2009. Slovenian 
production mostly goes to the EU market (especially 
car parts). A sharp decline in the car industry had a 
strong negative effect on Slovenia’s economy, which 
dipped in and out of  recession before finally return
ing to healthy growth (2.6 percent) in 2014. As ex
ports improved, Slovenia’s current account moved 
into a strong surplus (estimated at 5.8 percent in 
2014 and over 7 percent of  GDP in 2015). Romania 
and Hungary also faced serious challenges. Both 
countries have strong exports. Both implemented 
substantial cost cutting measures to regain competi
tiveness and, in Hungary’s case, to avoid insolvency. 
By 2014, Hungary had a healthy current account sur
plus of  over 4 percent, while Romania had reduced 
its deficit to less than 0.5 percent of  GDP. Poland, 
the largest and most diversified economy in our sam
ple, continued to grow throughout the crisis. While 
Poland never had a large current account deficit, in 
the past few years it has kept its deficit below 2 per
cent (supported by large transfers from the EU). 

We saw previously that the WB countries grew quite 
strongly in real terms in the period 2001–2008, but 
that growth taperedoff in subsequent years. Similar 
patterns can be seen in cumulative GDP percapita 
growth (compare Figure 5.6). 

14 See Sinn (2014), Chapter 3.
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The highest cumulative change in percapita income 

was in Lithuania (over 150 percent), Albania (145 per

cent) and Latvia (143 percent). Please note that all 3 of 

these countries not only saw substantial real GDP 

growth, but also a significant reduction in their popula

tion (see the next section). Percapita income in the eco

nomically most developed former Yugoslav republics, 

Croatia and Slovenia, grew the least (56 and 57 percent, 

respectively). Much of the growth was achieved in the 

period 2001–2008. In 2009–2014, Albania and Poland 

had the highest cumulative growth (over 30 percent), 

while Croatia and Slovenia had a cumulative reduction 

of (PPP adjusted) percapita income. 

In percapita terms, Albania was the poorest in 2001, 

while Slovenia was the most affluent country in our 

sample. By 2014, BiH had the smallest percapita in

come, while the Czech Republic had the largest. Is 

there any evidence of income convergence in the WB 

region and emerging Europe as a whole? Firstly, we 

compare the percapita incomes of the richest and the 

poorest country in the WB region and the total sample 

for 2001 and 2014 in Table 5.1. 

Please note that the poorest countries (Albania in 2001, 

and BiH in 2014, both belonging to the WB region) 

were both absolutely and relatively 

less poor in 2014 than in 2001 with 

respect to the richest countries of 

emerging Europe: ratios of the 

highest to the lowest percapita in

comes decreased over time. Thus, 

extreme differences in percapita 

incomes have gotten smaller both 

within the WB region and in the 

total sample. In addition, variabil

ity of income, defined as the ratio 

of standard deviation to average 

percapita income within the WB 

countries got smaller (from 0.41 in 

2001 it dropped to 0.27 in 2014), 

indicating some convergence of in

come within the WB region. 

On average, however, the WB region is increasingly 

lagging behind both Baltic and CESEE regions 

(Table 5.2). Namely, while in 2001 the average income 

of the Baltic countries was about 1.4 times higher that 

of WB, this ratio grew to 1.9 by 2014. On the other 

hand, the ratio of average incomes between CESEE 

and WB regions increased marginally in that period 

(from 1.6 it grew to 1.7). 

Note that the Baltic countries have surpassed the 

CESEE region in terms of average percapita income 

(while the ratio of CESEE to Baltics average income 

was 1.11 in 2001, in 2014 it was only 0.93). Thus, it was 

the Baltics whose percapita income grew the most, in 

average, in the preceding period. 

5.3 Population patterns

In the past couple of decades emerging Europe has 

been getting increasingly depopulated. This is particu

larly true for the Baltics and the Western Balkans 

(Figure 5.7).
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Table 5.1 
 
 
 
 

Ratios of PPP-adjusted per-capita income of the 
richest and the poorest country 

 2001 2014 
Western Balkans 2.88 2.12 
Total sample 4.06 3.04 

Source: IMF World Economic Outlook and EEAG 
calculations. 

 

Table 5.1

Table 5.2 
 
 
 
 

Ratios of weighted average (PPP-adjusted) per-capita 
income with respect to the weighted average income of 

the Western Balkans 

 2001 2014 
Baltics 1.4 1.9 
CESEEa) 1.6 1.7 
a) Central European and south eastern European 
countries. 

Source: IMF World Economic Outlook and EEAG 
calculations 

Table 5.2
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Out of the 16 countries in our sample, 10 saw their pop

ulation decline in the period 1991–2014. In percentage 

terms, by far the biggest depopulation occurred in 

Latvia (a 12.6 percent drop), followed by Lithuania 

(10.1 percent) and Estonia (7.7 percent). In WB, BiH, 

after losing over 7 percent of its 

population in the decade of the 

war, the population grew slightly, 

fuelled by the return of a fraction 

of refugees. While both Albania 

and Serbia lost population overall 

(Albania by over 5.5 percent and 

Serbia by 2.7 percent), the depop

ulation of Albania is tapering off, 

while in Serbia it is accelerating. In 

Croatia, the population drop is 

starting to accelerate in connec

tion with the country’s member

ship of the EU and people looking 

for jobs in developed countries of 

that trading block. At the other 

end of the spectrum, the largest 

net gain in the WB region and 

among all 16 countries was made 

FYR Macedonia (2.4 percent) and 

Slovenia (1.4 percent). Looking at 

regions on the whole, the situation 

looks like in Figure 5.8.

As a result of depopulation, the to

tal number of people in the 

16 countries of our sample dropp

ed from over 128 million (in 1991) 

to less than 120 million (in 2014), 

representing a drop of around 

3  percent. As the largest of the 

three regions, CESEE lost 5 mil

lion people, or 2.3 percent. Of 

those countries, Romania and 

Bulgaria lost around 7 percent of 

their population respectively. 

Poland during that same period 

lost only around 0.12 percent, or 

around 100 thousand people. As 

mentioned before, Baltic countries 

experienced the highest loss of 

population. While smaller in per

centage terms than the depopula

tion of Romania and the Baltics, 

the depopulation of the WB region 

is nevertheless quite dramatic. 

It is clear that a reduction in population may be caused 

by both low fertility (and/or high mortality) rates, as 

well as by net emigration. Let us, therefore, first con

sider the natural causes. 
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Albania (see Figure 5.9) has by far the highest birth 
rates of any country in the sample, followed by FYR 
Macedonia (which also has a significant fraction of 
the Albanian population). However, in both of these 
countries birth rates declined significantly in the 
2000s, moving towards the EU average. BiH saw a dra
matic drop in birth rates in the 2000s, which are cur
rently the lowest in our sample. Birth rates in Slovenia, 
by contrast, have increased slightly in recent years.

Not only does Albania have higher birth rates than the 
other countries in the sample, but it also has very low 
mortality rates (see Figure 5.10) – less than half the 
mortality rates of Serbia, Latvia or Hungary, reflecting 
the fact that the population of these countries is older 
on average than that of Albania. Calculating the cumu
lative net contribution to population change from natu
ral causes (births net of deaths) we obtain Figure 5.11.

Thus, while the population of Albania has decreased 
substantially, this has been due entirely to high levels 
of net emigration. The population change seen in 
Latvia, by contrast, can largely be attributed to natu
ral causes and, to a lesser extent, to net emigration. 

These numbers, however, do not tell the whole picture. 
Consider Serbia, for example. The cumulative de
crease in its population from natural causes is higher 
than the total loss of population, indicating a net mi
gration into the country. Does that mean that Serbian 
citizens did not emigrate? It certainly does not. Indeed, 
both during the 1990s and, with a renewed intensity, 
in the past few years, a large number of highly skilled 
professionals (among others) have been leaving the 
country in a search of better life.15 Taking advantage 
of a bilateral contract between Germany and Serbia, 
for example, hundreds of medical professionals have 

left Serbia to (legally) work in 
Germany. On the other hand, 
Serbia has also gained a large 
number of new residents as a re
sult of conflicts in BiH, Croatia 
and Kosovo. In net terms, Serbia 
had a positive net immigration 
trend in the period of 1991–2013, 
i.e. it absorbed more people into 
the country than the number of 
people that emigrated. 

One of the important parameters 
of quality of life is expected lifes
pan (at birth). Throughout emerg
ing Europe and in the EU, life ex
pectancy has been rising steadily 
over the past couple of decades. 
Not surprisingly, Slo venia and the 
Czech Republic, the two countries 
with the highest percapita in
come in our sample, came on top. 
More specifically, the expected 
lifespan in Slovenia has risen to 
almost 80 years, very close to the 
EU average.16 On the other hand, 
it was Albania that came in third 

15   In addition, a large number of low skilled 
and unskilled people, mostly of Roma and 
Albanian origin, used visa liberalisation af
ter 2009 with the WB countries to ask for 
political asylum in the richer EU countries 
in search of better economic outcomes. 
16   Average life expectancy in the EU was 
77.5 years in 2001 and 80.4 years in 2013. 
Source: World Bank World Development 
Indicators.
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in the sample in the period of 2009–2013 and first in 

the WB region (see Figure 5.12). 

Overall, the WB region outperforms the Baltics ac

cording to this criterion. In addition, people in WB 

had a somewhat higher expected 

lifespan than the population of 

CESEE as well in 2001. By 2013, 

the expected lifespan for the 

CESEE region caught up with the 

WB region (see Figure 5.13).

5.4 Unemployment, income 
distribution and poverty

Persistently high unemployment 

has been one of  the biggest chal

lenges for the economies of  the 

WB region, with regional aver

age unemployment rates well 

above the Baltics and, especially, 

the CESEE figures (see Fi

gures  5.14 and 5.15).17 In 2001, 

FYR Mace donia had the highest 

unemployment rate in the region 

(30.5 percent), while Serbia had 

the lowest (12.8 percent), the rea

son being that many socially

owned companies were not yet 

privatised at that time and 

hoarded excess labour. By 2008, 

helped by growth, unemploy

ment rates fell throughout 

emerging Europe. However, the 

situation improved much more 

in the Baltic countries and 

CESEE than in the WB region. 

Unem ployment actually wors

ened in Macedonia, where it 

reached 33.8 percent in 2008. In 

Serbia, the effects of  downsizing 

and privatisation had translated 

into an unemployment rate of 

over 20  percent by 2006. Thus, 

even in the boom period, many 

WB countries struggled with 

very high un employment.

The onset of the great recession 

pushed up unemployment in all 

regions of emerging Europe, but especially in the WB. 

The only country of the region with unemployment 

consistently below 15 percent in the period 2002–2013 

was Albania (helped largely by the export of excess la

17   Gligorov et al. (2008) analyse structural issues related to the labour 
market in WB.
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bour force). With a protracted recession, unemploy

ment rates grew in Croatia from 8.4 percent (in 2008) 

to close to 18 percent in 2013. 

Consistent with the high unemployment rates, the WB 

countries also had low participation rates (i.e. the frac

tion of 15+ year olds who are active participants in 

the labour market). Even in relatively good times, such 

as in 2008, participation rates in the WB countries 

were well below 50 percent, with the corresponding 

numbers particularly low for FRY Mace donia (32 per

cent), and BiH (36 percent). The highest rates of par

ticipation in the WB region, in line with lower rates of 

unemployment, were seen in Albania. It is worth not

ing that the Baltic countries posted higher participa

tion rates after the crisis than the CESEE region, and 

much higher than those of the WB region. Average 

participation rates in the CESEE region are fairly sta

ble at slightly over 50 percent. The highest participa

tion rates in our sample were seen in the two most de

veloped countries, Slovenia and 

the Czech Republic (around 55 per  

cent). These are also the countries 

with the lowest unemployment 

rates in the sample. Another coun

try with relatively low unemploy

ment and a high labour market 

participation rate is Romania (an

other country with very high emi  

gration).

One of the key reasons for persis

tently high unemployment (and low 

employment) rates are the institu

tional and business environments 

of the WB region. When these start 

changing for the better, unemploy

ment rates drop and labour partici

pation rises. Consider the case of 

FYR Macedonia. In the past few 

years it has significantly improved 

its business environment (see the 

next section). While the country still 

has the highest unemployment and 

the lowest labour participation rates 

in our sample, its unemployment 

rate fell from a peak of 37.3 percent 

in 2005 to 29 percent in 2013.

Labour participation rates, by con

trast, grew from 32.4 percent in 

2004 to 39.2 percent in 2013. 

Next, we address the issue of income inequality by us

ing two measures: the Gini coefficient and the share of 

income earned by the highest 10 percent of earners. 

For both of these measures, higher values correspond 

to higher inequality of income. Figure 5.16 demon

strates that these two measures are almost perfectly 

correlated.

In our sample, FRY Macedonia had the highest in

come inequality, followed by the Baltic countries, 

while Slovenia had the most equitable income distri

bution. In the WB region, the smallest average Gini 

coefficient had Serbia, while Montenegro had the 

smallest concentration of income by the top 10 per

cent of earners. For the same time period, the average 

Gini coefficients for Finland and the United States 

were 28.2 and 41.1 percent, respectively. Thus, Slo

venia had even a more equitable income distribution 

than a country that is traditionally considered as a 

beacon of the welfare state (Finland). On the other 
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hand, US income distribution is even more inequitable 

than FRY Macedonia. 

Let us now consider poverty. Again, we use two meas

ures: the first one is based upon the national standards 

of poverty in each country, with the poverty head

count ratio at national poverty lines as a fraction of 

the population size. One problem with this measure is 

that each country may have a somewhat different defi

nition of what poverty actually means. So we also use 

another measure defined as the headcount ratio of in

dividuals who make (PPPadjusted) 2 dollars a day or 

less (as a fraction of total number of population). 

This measure determines a fraction of the population 

in dire poverty. It is worth noting that these two meas

ures have little correlation (see Figure 5.17). However, 

it is clear that poverty is still a problem in the WB re

gion, Bulgaria and Romania; and 

a much smaller problem in the 

countries of Central and Eastern 

Europe. More specifically, there is 

still a nonnegligible fraction of 

people in dire poverty in all WB 

countries except in Croatia. 

5.5 Transition patterns

The European Bank for Re

construction and Develop ment 

(EBRD) has been collecting tran

sition scores (from 1989) for all 

countries within its zone of re

sponsibility, including the coun

tries of the WB region, Baltics and CESEE regions. 

There are several transition categories and the scores 

awarded each year are from 1  to 5. A score of 4 or 

higher means an almost complete transition to best 

market practices in a particular category, while a score 

of 1 indicates that no transition in that category has 

taken place to date.18

Initially, the republics of the Former Yugoslavia were 

the frontrunners in transition, since Yugoslavia was 

the first country to undertake a small scale privatisa

tion in 1989. However, with the disintegration of the 

country, some of the former republics, particularly 

BiH and Serbia, backtracked on transition for several 

years (see Figures 5.18 and 5.19).

In BiH, strict price controls were introduced during 

the war from 1992 to1995. Since establishing peace in 

1995, the country has been under 

defacto foreign tutorage. At the 

beginning, several market re

forms were enforced so the ag

gregate transition index in

creased from 1.2 (in 1995) to 2.9 

(in 2001). In the 2000s, local civil 

administration started to take re

sponsibility for daytoday deci

sions in the country. Here, a 

structural problem of  BiH re

vealed itself. Namely, the compli

cated political system developed 

by the Dayton Peace Agreement, 

effective in ensuring peace, but 

not conducive to efficient deci

18   See EBRD (2013).
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sionmaking, created an environ
ment where major changes are 
hard to make. This, in turn, 
slowed down the transition 
process.19 

The decade of the 1990s is known 
in Serbia as “the Lost Decade”. 
The economic sanctions sealed 
off  the country completely in 
1993–1996 and partially (the so
called outer wall of sanctions) in 
1997–2000. During that time, like 
in BiH, price controls were in 
place, but not successful: in 1993 
the country went through one of 
the most severe hyperinflations in 
history (see the next section). 
After a proWestern coalition 
took power in the late 2000, the 
outer wall of sanctions was lifted 
and Serbia was allowed back into 
the “international community”. 
By that time the economy was 
devastated. The region of Koso
vo, around 15 percent of the terri
tory rich in coal and minerals, 
was defacto separated from the 
country following the NATO in
tervention in 1999. The issue of 
Kosovo has been a serious stum
bling block for Serbia ever since. 
Nevertheless, as of 2001 the coun
try has been trying to catch up 
with the rest of emerging Europe. 
In 2001–2008, Serbia made sub
stantial progress in transitioning 
towards a market economy (from 
an average score of 1.6 in 2001 to 
3.2 in 2008). After 4 to 5 years of 
relative stagnation following the 
great recession, Serbia has started 
to address most of the remaining 
tough issues over the past two 
years, including the issue of 
Kosovo, the restructuring of loss
making public companies, and 

19   The system in BiH is based upon the 
principle of consensus (somewhat similar 
to Switzerland) between three constituent 
nations (BosniaksMuslims, Croats and 
Serbs) and two political entities (Federation 
of Bosnia and Herzegovina and Republika 
Srpska). In addition, the Federation itself  
consists of a number of cantons.
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generally improving the competitiveness and quality 

of the country’s institutions. 

The following examples illustrate the recent restruc

turing of public companies in Serbia. Yugoslav 

Airlines, a lossmaking national carrier, was restruc

tured in partnership with Etihad Airlines, which took 

a 49 percent stake in the company. The company 

changed its name to Air Serbia to mark the new begin

ning. Importantly, Etihad took over management of 

the joint venture and greatly improved it. The compa

ny significantly increased its number of passengers 

flown and started posting profits instead of losses af

ter just one year. Another example of largescale, suc

cessful restructuring was seen in the car industry. 

There, Fiat took over an ailing car manufacturer, 

Zastava, and became the largest exporter in Serbia. 

Some other foreign companies moved parts of their 

production to Serbia (Bosch, Siemens and Benetton, 

among others). As mentioned before, free trade agree

ments between Serbia and both the EU and Russia are 

making the country attractive for European investors. 

Montenegro was the smallest republic of the Former 

Yugoslavia. Formally part of the federation with 

Serbia until it declared independence in 2006, it acted 

defacto independently of the central government after 

1994. As a result, it made inroads in transition, even at 

a time Serbia did not (in the 1990s), albeit at a slower 

pace than Croatia, Albania and Macedonia. In

terestingly, it had unilaterally adopted the euro (previ

ously Deutsche Mark) as its currency, while still for

mally being part of the federation with Serbia. In the 

period of 2001–2008 the pace of transition in Mon

tenegro accelerated. For a few years, a large number of 

foreign investors, mostly from Russia, purchased prop

erties in Montenegro, bringing flood of money into the 

country. A real estate bubble was created, fuelled by 

easy access to loans in the precrisis period. After the 

crisis hit, the bubble burst and the country is still trying 

to find an alternative way of going forward. 

FYR Macedonia has traditionally always been one of 

the poorest Yugoslav republics. After the breakup of 

Yugoslavia it achieved macroeconomic stability rela

tively quickly, but had the slowest growth rates among 

the former Yugoslav republics in the early 2000s and 

by far the highest rates of unemployment. By the mid

2000s the government decided to make the country at

tractive for foreign investment. Its reform efforts are 

starting to pay off. The aggregate transition score of 

FYR Macedonia in 2012 (3.6) is second in the WB re

gion only to Croatia’s score (3.9). As a result of these 

reforms, the country continued to grow throughout 

the crisis period when several other countries in the re

gion went into recession. 

Croatia is another interesting case. Despite the fact 

that for 4 years (1991–1995) the country was practi

cally split in two as a result of the rebellion by the 

Serbian population of Croatia, it has never stopped 

developing towards a fullyfledged market economy. 

This fact was eventually reflected in its membership of 

the EU in 2014. Croatia is the most economically de

veloped part of the WB, with high, steady revenues 

from tourism, and it has received assistance from the 

leading Western powers ever since its declaration of 

independence. Most importantly, perhaps, it stands 

out among the other WB countries by virtue of the 

quality of its institutions and its infrastructure. While 

Croatia scored a solid 3.3 for governance and enter

prise restructuring in 2012 and 3.0 for competition 

policy, the closest competitor in that sense in the WB 

region had corresponding scores of just 2.7 and 2.7 

(FYR Macedonia). On the other hand, comparable 

numbers for BiH are only 2.0 and 2.3, respectively.

The pace of Albania’s transition was similar to that of 

FYR Macedonia (it has been outpaced by it in terms 

of reforms in recent years). As a result, Albania has 

been steadily lifting itself  out of poverty and improv

ing its population’s quality of life. The country grew 

quite strongly in the boom period (2001–2008). It con

tinued to grow at a slower pace even after the crisis. 

The unemployment rate, high by European standards, 

has been one of the lowest in the region for over a 

decade.

Overall, all WB countries, with the partial exception 

of Croatia, are still seriously lagging behind in terms 

of governance and the restructuring of large enter

prises and, especially, in assuring a level competitive 

playing field. 

The Baltic countries made the fastest and most com

prehensive transition in our sample. From the start, 

they instituted liberal economic policies that were kept 

in place independently of the ruling parties. As a re

sult, the aggregate transition score of the Baltic coun

tries reached 3.9 in 2012, the highest of the three re

gions. Importantly, in those areas that most countries 

in emerging Europe found particularly challenging, 

namely governance and enterprise restructuring and 

competition policy, the average scores for the Baltics 
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in 2012 were 3.3 and 3.7, respec

tively (the corresponding scores 

for WB were 2.5 and 2.4 and for 

CESEE 3.3 and 3.2). The com

mitment of the Baltic nations to 

the free market was proven, once 

more, in the aftermath of the 

great recession. 

In the CESEE region, the average 

aggregate scores are similar, but a 

little lower than those for the 

Baltics. Hungary, Poland and 

Slovakia are on a par with the 

Baltics in transition scores, in

cluding governance and enter

prise restructuring and competi

tion policy. On the other hand, Slovenia, one of the 

most developed countries in emerging Europe, 

achieved scores of just 3.0 and 2.7 for these two cate

gories of transition in 2012, respectively (and scored 

lower than Croatia, for example). The strong protec

tionist inclinations of the Slovenian government cost 

the country a severe drop in output in the post2008 

period. 

Sometimes a country can change its business climate 

relatively quickly. A case in point is Slovakia. After 

several years under an authoritarian rule and in a rel

ative isolation from the rest of  Europe, Slovakia, 

with a change in government, quickly transitioned 

towards a vibrant market economy. Importantly, a 

serious effort was made to increase the efficiency of 

its public institutions. This paid off  handsomely, es

pecially in Slovakia’s Western parts, which developed 

into an exportdriven powerhouse (primarily in the 

car industry). 

While the World Bank’s “Ease of Doing Business” ag

gregate scores are susceptible to potential gaming by 

countries and should therefore be used with caution, 

the analysis behind them provides important addi

tional insights into the institutional strengths and 

weakness of countries. As we show below, these in

sights are broadly consistent with the EBRD indica

tors discussed above. 

One of the common problems in most transitioning 

economies is corruption. The reason is simple. When, 

after a long period of equitable income distribution, 

an initial accumulation of capital in the hands of the 

few is allowed or, indeed, encouraged, serious tempta

tions may occur. Corruption appears in various guises. 

Apart from an outright extraction of money by public 

officials, it can implicitly be present when unnecessary 

or overly complicated procedures are imposed on 

businesses. This, in turn, provides an opportunity to 

extract bribes to “speed up” processes, or to ensure 

positive outcomes.

Based on the results in Figure 5.20, reported corrup

tion dropped substantially in the postcrisis period 

throughout the sample. This can be interpreted as a 

sign of a genuine progress or, perhaps, corruption is 

just being less frequently reported. To corroborate 

these findings, we look into less subjective measures 

that can proxy for potential corruption: the number of 

procedures needed to start a company and the number 

of taxes that firms need to pay in a given year (see 

Figure 5.21).

We see that, on average, the countries in the WB re

gion still have more complicated procedures along 

both dimensions when compared to the Baltic and 

CESEE regions. However, all three regions improved 

after the crisis, with CESEE and, to some extent the 

WB region, catching up with the Baltics. It is worth 

noting that some countries made significant headway, 

while others made little progress. In the WB region 

(and, together with Slovenia, overall in the sample), 

FYR Macedonia had the smallest number of proce

dures needed to open a company in 2014 (only 2). The 

secondbest regional performer was Albania with 

5 procedures. In contrast, the worst performer, BiH, 

required 11 procedures to start a company in 2014. In 

terms of the number of different taxes that a company 

needs to pay in a single year, FRY Macedonia once 

0

10

20

30

40

50

60

70

2002−2008 2009−2013

Average fraction of firms that needed to make informal 
payments to public officials

%

a) Former Yugoslav Republic.
Source: World Bank World Development Indicators, the "Ease of Doing Business" project and EEAG calculations.

a)

Figure 5.20



113 EEAG Report 2016

Chapter 5

again ranked top of the entire sample in 2014, togeth
er with Estonia and Latvia (7). The region’s second 
best performer was Croatia with 19 taxes. The worst 
performers were BiH (45) and Serbia (67). While 

Serbia did not, at least until 2014, 

change its complicated tax proce

dures, Romania reduced the num

ber of taxes from 113 (in 2008) to 

only 14 (in 2014). Clearly, signifi

cant improvements are needed in 

most WB countries, with the ex

ception of Macedonia, in terms 

of simplifying tax procedures.

WB countries made serious head

way along another related meas

ure, namely the number of days 

needed to legally start a new busi

ness (compare Figure 5.22). 

The best overall performer in 2014 

was FYR Macedonia (2 days), 

with Lithuania (4 days) and Alba

nia, Estonia and Hun gary (5 days) 

close behind. All of these coun

tries made significant improve

ments with respect to the 2003 sit

uation, along with Serbia, Slovak 

Republic and Slovenia, among 

others. The worst performers in 

this respect were Poland (30 days) 

and BiH (37 days). 

Finally, let us have a look at the 

average gross monthly salaries for 

the 16 countries of our sample and for five major trad

ing partners of WB countries (Austria, Germany, 

France, Italy, and Greece) for the years 2008 and 2014 

in Figure 5.23. In the WB region, Croatia had the 

highest and Albania the lowest 

gross monthly salaries both in 

2008 and in 2014. Albanian and 

Serbian salaries dropped slightly 

(measured in euros) in 2014 with 

respect to 2008, while the salaries 

of other WB countries did not 

fall, despite the crisis. Slovenia 

posted by far the highest average 

gross monthly salaries among the 

16 countries of emerging Europe 

and Germany overall in the sam

ple presented. In particular, the 

average gross monthly salary in 

Serbia and FYR Macedonia was 

just one third of that of Slovenia 

and 14 percent of Germany’s av
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erage salary level in 2014. The corresponding ratios 

for Albania were 17 and 7 percent, respectively. In 

2014, only Albania and Bulgaria had lower wages 

than Serbia and FYR Macedonia. It is worth noting 

that the average gross monthly salary in Greece in

creased from 2008 to 2014. While Greek average gross 

salaries were below those of Slovenia in 2008, they 

surpassed them in 2014. The patterns are similar when 

one compares average net salaries.

In short, while WB countries still lag behind the Baltic 

states and some CESEE countries in terms of institu

tional development, especially in terms of large enter

prise restructuring and competition policy, they are 

certainly making progress towards becoming func

tioning market economies. Albania, Serbia and 

Macedonia have managed to keep wages competitive

ly low, while BiH and, especially, Croatia, are more 

expensive. 

5.6 Financial development patterns

The 1990s were very challenging for the financial sector 

in WB countries. Prior to the disintegration of 

Yugoslavia, large stateowned banks were wellcapital

ised and liquid. With the failure of the reform in the 

late 1980s, all of the republics of that country entered 

into a period of hyperinflation. People lost confidence 

in the banking system. Dinar deposits, which before the 

crisis constituted roughly 50 percent of the deposit to

tal (the other half of deposits were primarily denomi

nated in Deutsche Marks), quickly lost value. On the 

other hand, banks lost the ability to repay hard cur

rency deposits. As a result, these hard currency deposits 

were effectively frozen. In re
sponse to the situation, the Slo
venian government issued govern
ment bonds and recapitalised its 
banks, thus preserving those 
banks headquartered in Slovenia 
that existed prior to the breakup 
of the country. While banks be
came commonstock companies, 
Slovenia introduced measures that 
prevented foreign banking groups 
from taking control of their large 
banks (until recently). The Croa
tian government also recapitalised 
its banks and preserved previously 
existing banking entities. However, 
recapitalisation was not sufficient 

– banks had to find foreign strategic partners. In Serbia 
and Montenegro hyperinflation was persistent and 
reached 3.7×1014 percent (a number of 37 with 13 zeros 
afterwards) in 1993.20 Large state banks became empty 
shells. In this environment, the citizens of Serbia and 
Montenegro were allowed to open private banks. Only 
a small amount of initial capital was required (just 
6,000 Deutsche Marks) and very lax supervision was 
imposed. Two private banks created a large pyramid 
scheme in which a large share of citizens lost their sav
ings. In Albania, the collapse of a similar pyramid 
scheme led to the toppling of the government in 1997 
and to a popular revolt. While banking crises also oc
curred in the Baltic and CESEE countries, they were 
not as severe as in the WB region. 

Inflation was a long standing problem for WB coun
tries. With the normalisation of the political situation 
in the 2000s, the introduction of market reforms in the 
financial sector and an independent central banking 
function, inflation was gradually brought under con
trol. In 2001, Serbia, Romania and Montenegro were 
still struggling to stabilise prices. By 2005 inflation was 
tamed in all sample countries apart from Serbia. FYR 
Macedonia even experienced deflation that year. By 
2008, however, inflation was on the rise again in the 
Baltics, Bulgaria and Montenegro among other coun
tries as a result of a large increase in bank lending. 
The great recession led to a reduction in inflation in all 
16 countries including, in the past couple of years, in 
Serbia. Moreover, in 2014, 7 out of 16 countries in the 
sample entered into deflation (largely imported from 
the Eurozone). Arresting inflation in the WB states 

20 Yearonyear inflation only fell below 100 percent in 1996. Source: 
Statistical Office of the Republic of Serbia.
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significantly boosted the credibility of the region’s 

central banks. 

In Figure 5.24 we present aggregate inflation, measured 

through the GDP deflator, in the period between 2005 

and 2014 for the 16 countries of our sample and for 

Germany, Greece and Spain. It is worth noting that, 

measured in the local currency, Serbia and Romania 

had the highest aggregate inflation in that period 

(92 and 85 percent, respectively). However, both coun

tries substantially depreciated their currencies with re

spect to the euro. This, in turn, helped them stay rela

tively competitive, despite high inflation in the local 

currency. Additional depreciation in these two coun

tries would be desirable in order to improve competi

tiveness. On the other hand, due to the high level of eu

roisation (especially in Serbia), substantial further de

preciation would probably have a negative impact on 

financial stability. Besides, gross 

salaries in these countries are al

ready lower than in most European 

countries in euro terms (see Figure 

5.23). Measured in terms of the 

change in prices expressed in eu

ros, Albania had the smallest ag

gregate inflation rate in that period 

among the 19 countries presented 

here (less than 7  percent in ag 

gregate). 

Apart from taming inflation, an

other key reform in the financial 

sector was to completely restruc

ture the banking system by allow

ing the strong entry of Austrian, 

Italian, French, Greek, and even 
Hungarian and Slovenian banks 
into the region. The presence of 
reputable foreign banking groups 
helped to restore savers’ confi
dence and brought in the know
how needed. Moreover, since am
ple money was available in 2001–
2008, and large returns on invest
ment were expected, it became 
possible to obtain loans both for 
businesses and individuals.

Much of the bank ownership 
transformation in emerging Eu
rope occurred between 1998 and 
2001.21 By 2001, the majority of 

assets were held by foreignowned banks in all coun
tries except in Albania, Serbia and Slovenia (compare 
Figure 5.25). Transformation of the banking system 
in Serbia started in 2001 with the Central Bank’s clo
sure of the four largest state banks. In their place, for
eign financial institutions were invited to start from a 
defacto clean slate. By 2005, foreign banking groups 
dominated the market in all countries apart from 
Slovenia.22 

Domestic credit to the private sector is a frequently
used measure of financial deepening. It refers to finan

21 In the Baltics, the process of bank restructuring that involved the 
entry of Nordic banks into the region was largely completed by 1998. 
At that time, bank restructuring was just beginning in the other two 
regions. 
22 Longresisted bank ownership transformation is currently under
way in Slovenia. After the creation of the Bad Bank, the second larg
est bank in Slovenia was sold to a consortium of foreign investors. 
The sale of the largest bank, Nova Ljubljanska Banka, seems 
imminent.
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cial resources provided to the private sector by finan
cial corporations. Below we measure it as a fraction of 
GDP.23 In the boom period there was a significant fi
nancial deepening in emerging Europe, especially in 
the Baltics, which was the first region to transform its 
banking system. The market first 
started to become shallower in 
that region after 2009, followed 
by most other countries after 
2011. Mild deepening only con
tinued in the Czech Republic, 
FYR Macedonia, and the Slovak 
Republic, where the ratios of do
mestic credit to the private sector 
were moderate to begin with (see 
Figure 5.26).

Table 5.3 summarises EU mem
bership status, the monetary poli
cy regime and the EMU accession 
date (where applicable) for the 
16 countries of emerging Europe 
in our sample. It is worth noting 
that, out of the 16 sample coun
tries, 5 are currently members of 
the Eurozone, one has unilateral
ly adopted the euro, two have cur
rency boards, one has a formal 
currency peg and one uses the ex
change rate with the euro as a 
nominal anchor. Five countries 
have adopted inflation targeting 
(IT) as a stated monetary policy.

23 Cottarelli et al. (2003), among others, 
study growth in the bank credit issued to 
the private sector in emerging Europe.

One of  the most important fea
tures of  financial development 
in emerging Europe is the high 
level of  euroisation of  both 
loans and deposits in those 
coun tries that do not already use 
the euro as a legal tender (com
pare Figure 5.27).

Deposits in Deutsche Marks 
were an important feature of  the 
former Yugoslavia’s banking sys
tem for decades. After its collapse 
in the 1990s, the propensity to 
save in hard currency (first in 
Deutsche Marks and then in eu
ros) became, if  anything, even 

stronger. This does not depend heavily on the type of 
exchange rate regime or the level of  inflation prevail
ing in a country over an extended period of  time. The 
cases in point are Croatia and Serbia. In both coun
tries deposit euroisation was very high in 2007 and in
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Table 5.3 
 
 
 

EU and EMU accession date (if applicable) and monetary policy regimes 

 EU accession 
date 

Monetary policy 
regime adopted 

EMU 
accession date 

Albania – 
Inflation targeting (IT) 

since 2009 
– 

BiHa) – Currency board – 
Bulgaria 01/01/2007 Currency board – 

Croatia 01/07/2013 
Exchange rate as 
nominal anchor 

– 

Czech 
Republic 

01/05/2004  IT since 1997 – 

Estonia 01/05/2004 
Fixed exchange rate 

regime 
 before joining EMU 

 01/01/2011 

Hungary 01/05/2004 IT since 2001 – 

Latvia 01/05/2004 
Fixed exchange rate 

regime 
 before joining EMU 

 01/01/2014 

Lithuania 01/05/04 
Fixed exchange rate 

regime 
 before joining EMU 

 01/01/2015 

FYRb) 
Macedonia 

– Peg to euro – 

Montenegro – 
Unilateral introduction 
of euro as a legal tender 

– 

Poland 01/05/2004 IT since 1999 – 
Romania 01/01/2007 IT since 2005 – 
Serbia – IT since 2009 – 
Slovak 
Republic 

01/05/2004 
Implicit IT since 1999;  

 01/01/2009 
IT since 2005 

Slovenia 01/05/2004 
 Exchange rate anchor 
before joining EMU 

 01/01/2007 

a) Bosnia and Herzegovina. – b) Former Yugoslav Republic. 

Source: Jahan (2012) and National Banks' websites. 
 

Table 5.3
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creased even further by 2014 (in Croatia, from 72.3 to 

82.3 percent, and in Serbia from 83.1 to 89.6 percent). 

At the same time, the monetary policy regime and in

flation track record differ significantly in the two 

countries. Serbia has pursued inflation targeting since 

2009, while Croatia used the Deutsche Mark for 

many years and subsequently the euro as a nominal 

anchor. Serbia also had a history of  far higher infla

tion than Croatia (13.6 versus 2.6 percent, on average 

per annum, for the period 2001–2014). Yet, in both 

countries people simply do not seem to trust their do

mestic currency as a store of  value. Similarly, BiH has 

had a currency board since the 1990s, but slightly 

over half  of  its deposits are in a foreign currency (eu

ros). Even those countries with the smallest level of 

euroisation in the WB region, namely FRY Mace

donia and Albania, posted rather high levels of  de

posit euroisation (42.8 and 45.9 percent, respectively) 

in 2014. 

In contrast to WB, deposit eurois
ation is low in some CESEE coun
tries, especially those with strong 
export industries: in December 
2014, deposit euroisation was only 
6.0 percent in Poland, 9.6 percent 
in the Czech Republic and 
17.7  percent in Hungary. While 
the Baltic countries are now in 
EMU, prior to joining the Euro
zone the euroisation levels of de
posits in these states had varied 
considerably: with Estonia at 
around 80 percent, Latvia around 
50 and Lithuania only around 
25 percent. 

A high level of  deposit euroisa
tion increases the hard currency 
reserves of  a country. On the oth
er hand, the euroisation of  do
mestic deposits increases the de
sire of  banks to issue hard cur
rencydenominated loans in or
der to match the currency struc
ture of  assets and liabilities.24 If  
that is not legally allowed (as is 
the case in Serbia, for example), 
then the banks issue hard curren
cy (mostly euro)pegged loans. 
For such loans, interest rates are 
typically set based on a premium 
with respect to EURIBOR. Im

portantly, monthly payments depend on the current 
level of  the nominal exchange rate between the an
chor currency (the euro, for example) and the local 
currency.25 Even if  interest rates were fixed (or, in
deed, small as was the case with Swiss francdenomi
nated mortgages), a sudden appreciation of  the an
chor currency can still significantly constrain borrow
ers’ ability to pay, if  borrower income is not hedged 
against such risks. For individuals taking out mort
gages this is usually the case, since salaries are rarely 
pegged to hard currency. Thus, by issuing hardcur
rencypegged loans banks reduce their exchange rate 
risk (which could potentially be hedged relatively eas
ily) and create highly correlated potential credit 
events (which banks have more difficulty hedging 
against). 

24 Postcrisis regulation in some countries (e.g. Austria) is tilting to
wards making domestic deposits the primary source of loanissuance 
in a host country (instead of borrowing from the mother bank). 
25 See Božović et al. (2009).
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There is, also, a demand side reason for issuing hard 

currencypegged loans. Namely, loans pegged to the 

euro and, especially, to the Swiss franc traditionally 

had much lower interest rates than domestic curren

cy loans. Part of  the reason for the large price differ

ential (in Serbia, in particular) is the exchange rate 

risk that is priced into domestic currency loans. 

Moreover, in order to have long term loans in do

mestic currency, a yield curve must exist that can be 

used for pricing such loans. Unfortunately, with the 

partial exception of  Croatia, domestic financial mar

kets are highly underdeveloped in WB countries.26 

High levels of loan euroisation dramatically limit a cen

tral bank’s scope to conduct independent monetary 

policy.27 Even if a country proclaims to be targeting in

flation, a central bank policy rate can only directly im

pact local currencydenominated loans. At the same 

time, a high level of loan euroisation imposes a limita

tion on the exchange rate depreciation a country may 

allow without seriously impacting its financial stability. 

Thus, the highly euroised economies of WB bear many 

of the costs of being in the Eurozone, without any of 

the potential benefits of being the actual members.

High level of  loan euroisation is part of  the reason 

for high levels of  nonperforming loans (NPLs) in 

WB countries shown in Fig ure 5.28.28

Prior to the crisis (2004–2008) NPLs were over 10 per

cent only in FYR Macedonia and Serbia out of the 

26 Generally, very low liquidity characterises all capital markets in the 
former Yugoslavia, especially in the period after the crisis. By con
trast, Polish or Hungarian markets are significantly more liquid.
27 See discussion of Grga and Urošević (2014) for the case of Serbia.
28 For a discussion of NPLs in emerging Europe, see European 
Banking Coordi nation Vienna Initiative (2012).

16 countries in our sample. In the 
period of 2009–2011, NPLs sig
nificantly increased in most WB 
countries, and continued to grow 
in 2012–2014. Currently NPLs 
present a serious challenge for 
most WB countries, except FYR 
Mace donia where they are stable 
(around 10 percent).29 In particu
lar, NPLs are now over 20 percent 
in both Serbia and Albania. It is 
instructive to compare the WB re
gion with the Baltic experience. In 
particular, the Baltic region had 
very few NPLs in the boom peri
od (2004–2008). In crisis times 
(2009–2011) NPLs in the region 

rose dramatically. After the crisis, unlike in the WB re
gion, Baltic countries mostly cleaned up their bank 
balance sheets. 

High levels of  NPLs make it more difficult for banks 
to support economic growth. Loans are both less 
available and more expensive than in countries with 
low levels of  NPLs like the Czech Republic, Estonia 
and Slovakia, among others. One issue preventing 
the cleanup of  balance sheets in the WB states is the 
tax treatment of  bad loans. Currently, strategies are 
being devised to address NPLs in both Serbia and 
Albania. The situation is also difficult in Bulgaria, 
Hungary and Romania. In order to address both 
foreigncurrency pegged loans and related high lev
els of  NPLs, administrative measures in Hungary ef
fectively halved loan euroisation rates from 50 to 
25 percent in March 2015.30 

Given the high levels of NPLs and the history of fi
nancial crises in the 1990s, should we worry about the 
safety of WB banks? In order to answer that question 
let us first consider the level of loss coverage provi
sions as a share of nonperforming loans in 
Figure 5.29. This ratio shows the extent to which non
performing loans are already covered by provisions. It 
turns out that in Serbia, a country with one of the 
highest levels of NPLs, banks cover more than the full 
amount of potential losses on average (i.e. the ratio is 
greater than 1). In contrast to Serbia, the loss coverage 

29 In some WB countries such as Serbia, one of the driving factors 
behind high levels of NPLs is large exposure of banks to a relatively 
small group of dominant market players which have financed fast ex
pansion of their business empires by sharply increasing their 
leverage. 
30 Much of the problematic loans in Hungary were related to Swiss
franc denominated loans.
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ratio is only around 55 percent in Albania. Thus, while 

NPLs are very high in both countries, this seems to be 

more of a real threat in Albania than in Serbia. 

The bank capital to assets ratio31 as shown in 

Figure 5.30 reflects the size of a bank’s financial cush

ion and measures its ability to withstand a serious cri

sis. Again, it is the banks in Serbia that have by far the 

highest capital buffer (over 20 percent) on average. In 

addition, while banks in most countries increased 

their bank capital buffers after the crisis, these buffers 

31 Bank capital to assets is the ratio of bank capital and reserves to 
total assets. Capital and reserves include funds contributed by owners, 
retained earnings, general and special reserves, provisions, and valua
tion adjustments. Capital includes tier 1 capital (paidup shares and 
common stock), which is a common feature in all countries’ banking 
systems, and total regulatory capital, which includes several specified 
types of subordinated debt instruments that need not be repaid if  the 
funds are required to maintain minimum capital levels (these com
prise tier 2 and tier 3 capital). Total assets include all nonfinancial and 
financial assets. Source: World Bank World Development Indicators.

increased the most in the WB 

states and the least in the CESEE 

region. Since risks are higher than 

prior to the crisis, increases in 

capital buffers are prudent. 

However, they are also costly. A 

higher capital buffer means that 

less money remains available for 

investment in productive projects. 

In summary, WB countries have 

integrated into the European fi

nancial system and have made 

substantial progress towards sta

bilising prices and modernising 

their banking systems. On the 

other hand, high levels of NPLs 

and financial euroisation present serious challenges 

that need to be addressed in the future. While finan

cial, insurance and private pension fund markets exist 

in most of the region’s countries, they do not (yet) play 

a significant role.

5.7 Coming Together

In the past, most of the WB was part of an economi

cally and politically relatively strong country, Yugo

slavia. It had a diversified economy and was wellinte

grated into the world economy and the world commu

nity of its time. The creation of several small, quarrel

ling, inwardlooking nationstates, several small mar

kets for goods, services, and ideas in place of one larger 

vibrant market is clearly limiting the prospects of each 

and every country of WB. After 15 years of peace, the 

question is: what is the appropriate 

level of cooperation between these 

countries required for each of 

them to realise their full potential? 

Within the political elites, as well 

as much of the region’s popula

tion, there is a consensus that the 

only way forward is for the WB 

countries to eventually join the 

EU: it is within this wider group 

of nations that they would be, in 

some way, reunited again. This 

makes sense for both political and 

economic reasons, especially 

since all of the countries of the 

WB region are either candidate 
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countries, or have already joined the EU (Croatia). 
They enjoy visafree travel within the EU (with the ex
ception of Kosovo); and have free trade agreements 
with each other and with the EU. However, there are 
challenges that would need to be addressed before the 
rest of the region can actually join the EU.

In the political arena, the key question is the same as 
that which led to the disintegration of Yugoslavia: the 
unresolved national aspirations of various ethnic 
groups. In the breaking up of Yugoslavia, administra
tive lines drawn rather arbitrarily by former Com
munist leaders were elevated to the status of national 
borders, regardless of the ethnic and religious makeup 
of these new nations.32 An exception was made in 
Kosovo, formerly an autonomous province of Serbia 
that was, as a result of NATO intervention, separated 
from it. There, the national makeup of the province 
(ethnic Albanians currently constitute the majority) 
was used to justify the secession. Serbia does not for
mally recognise the secession of Kosovo, but defacto 
increasingly cooperates with it. BiH does not formally 
recognise Kosovo either. Within BiH and FYR Mace
donia there are strong forces pushing for their disinte
gration along ethnic/religious lines. In addition, FYR 
Macedonia has a name dispute with Greece. Thus, 
neither borders nor the names of all WB countries are 
universally accepted as such. Forging a way forward 
requires finding a creative compromise that would re
flect the legitimate interests of all parties involved. 
This is a difficult task. In the case of Kosovo, substan
tial progress has been made in the past two years via 
EUmediated talks, but care must be taken that both 
sides implement the agreements. 

Given its turbulent history, true progress in the re
gion is only possible in the longer run if  the borders 
between WB countries increasingly become irrele
vant, so that not only goods and services but also 
investments, people, culture and ideas can circulate 
freely across them. Instead of  Chinese walls between 
people, we suggest building new physical and human 
regional infrastructure. The process of  EU integra
tion is certainly helpful in this respect.

Paramount to the destiny of the region is its economic 
development. No political arrangement can be stable 

32   The last Constitution of Yugoslavia, adopted in 1974, laid the foun
dation for the country’s disintegration. It allowed the republics of 
Yugoslavia the right to selfdetermination, including secession from 
the country. On the other hand, it did not specify a constitutional 
mechanism for such a secession. This facilitated a bloody, rather than 
peaceful, separation in 1990s. It is worth notingin passing that the EU 
does not have specified mechanisms for a country to secede from the 
Union either (or from the Eurozone, for that matter). 

if  economies falter. The people of Yugoslavia lived 

peacefully together in times of prosperity. Problems 

came with the economic crisis in the late 1980s.33 The 

economic situation of WB region is currently fairly 

challenging. Large numbers of people are leaving it to 

move to the EU: while lowerqualified people (mostly 

of Albanian and Roma origin) are trying to become 

economic refugees, highlyqualified individuals are 

leaving on official work visas, resulting in a drain on 

the region’s scarce human capital. In addition, hun

dreds of thousands of refugees from the Middle East 

are using the Western Balkans route to go to Germany 

and other developed EU countries. This is creating 

growing tensions in EU and WB countries alike. In or

der to prevent more problems and solve existing ones, 

the level of cooperation between all countries involved 

needs to rise dramatically. While it may be necessary 

to overhaul immigration and asylum rules, it is also 

important to preserve visafree travel between EU and 

WB as one of the principal achievements of the 

European project. The stability of the WB is impor

tant for the stability of EU, and not just viceversa, 

since the region is simply too close to be ignored. It is 

also the gateway to the East.

While some of the transition toward a functioning 

market economy has been completed in all of the WB 

countries, much more work needs to be done in terms 

of improving the efficiency of public institutions, im

proving physical and financial infrastructure, the gov

ernance of large companies, and levelling off  the com

petitive playing field. 

Instead of efficiently serving citizens, public institu

tions in the WB region are the principal source of em

ployment for the political party members (and their 

friends and family). This needs to fundamentally 

change. As Slovakia’s example shows, it is possible to 

simultaneously reduce costs and greatly improve the 

quality of public institutions by introducing principles 

of efficiency at all levels of administration. Stream

lining procedures, using new technologies and reduc

ing the number of less productive public employees 

while, at the same time, increasing the motivational 

pay of the most productive workers is one way 

forward.

In most WB countries infrastructure needs to be up

graded significantly. For a long time, there was a talk 

of building Corridor 10 that would connect Hungary 

33 Similarly, Europeans seem to be increasingly moving away from 
the idea of the continent’s closer integration as a result of the pro
tracted economic crisis.
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and Serbia with the Adriatic port of Bar in Mon

tenegro. It is a high time for this project to be execut

ed. Several other regional infrastructural projects also 

need to be completed. In addition, a lot more needs to 

be done to protect the environment by reducing ener

gy consumption, by producing cleaner energy and by 

recycling (in all these areas Croatia is significantly 

ahead of the curve in the region). Closely related to 

improving infrastructure is the issue of restructuring 

large public companies which is, in most WB coun

tries, seriously lagging behind the Baltics and some of 

the CESEE countries. Large public companies serve 

as rentextraction devices for the political class. Non

economic employment in such companies is also used 

to buy social peace. Difficult economic situations and 

the requirements of EU integration are making it in

creasingly clear to the top politicians in the region 

that, however painful, the restructuring and profes

sionalisation of management of these companies sim

ply has to proceed. Electrical power utilities and the 

railroad systems seem to be particularly inefficient.

Financial infrastructure also needs a significant up

grade. Banks need to clean up their balance sheets and 

rid themselves of excessive NPL baggage, so that they 

can resume lending to potentially productive compa

nies. The high level of euroisation also needs to be ad

dressed as far as possible. Unfortunately, no quick fix

es are possible without risking large disturbances in an 

already fragile financial sector. Painful memories of 

hyperinflation and lost savings are still very strong in 

people’s minds. In the longer run, low, predictable lev

els of inflation in the local currency would help to in

crease the localcurrency deposit base. Even if  this is 

achieved, however, as we have seen in case of Croatia, 

euroisation may be quite persistent. In Serbia, adver

tising and trade in real estate and other expensive 

items in foreign currencies instead of the local curren

cy is also contributing to the high level of euroisation. 

In line with EU policy, such practices may have to be 

prohibited. In many cases, people are also unaware of 

the risks inherent in foreigncurrency pegged loans. 

Such risks should be much more clearly communicat

ed to the general public by both regulators and the fi

nancial industry. Preferential tax treatment of domes

tic currency deposits and the differential capital cost 

of foreign and domestic currency loans may also be 

helpful instruments. Other, more forceful administra

tive measures such as banning the issuance of new un

hedged foreign exchange or foreign exchangepegged 

loans should also be considered.

If  the financial system is to truly support the creation 
of a vibrant regional economy, however, far more 
needs to be done. The region’s current bankdriven 
system leaves little room for innovative startups to be 
financed. The creation of regional financial markets 
(they currently only exist in a rudimentary form, ex
cept to a certain extent, in Croatia), and regional ven
ture funds and angel investor firms would be very use
ful in tapping into the productive potential of the WB 
population. To this end, it would be helpful to system
atically spread information on innovative firms in the 
region via social networks and the web. 

Another area where the WB countries are lagging be
hind is in ensuring a level competitive playing field. 
Favouritism takes many forms. During the privatisa
tion process, the rules were often designed to favour 
certain market players (typically, those with the best 
political connections). These large players effectively 
divided the spoils of privatisation between themselves, 
leaving a substantial share of WB economies in dire 
straits. In Serbia, large retailers typically enjoy far 
higher margins than in the West. Consumers not only 
pay more, but are often offered a poorer selection of 
inferior quality goods.34 On a more positive note, 
Serbia is quite open to both investment and trade: the 
largest retail chain in Serbia is Belgianowned, while 
the second largest is Croatianowned. By contrast, the 
market in Croatia is generally more competitive than 
in Serbia. However, Croatia discourages, albeit unof
ficially, Serbianowned businesses from entering the 
Croatian market. Overall, however, investment and 
trade between WB countries is increasing, driven by 
the regional free trade (CEFTA) agreement brokered 
by the EU. While the EU is the leading trading partner 
of the WB nations, the region itself  is the second most 
important export market for most of them. Never
theless, far more needs to be done if  a truly competi
tive regional market is to become a reality in the 
Western Balkans.

We believe that cooperation between WB countries 
needs to go beyond just free trade and investments. In 
the next step of the integration process, prior to EU ac
cession (and, perhaps, as a test of its viability), we pro
pose a significant deregulation of labour laws and the 
creation of an integrated labour market in the WB re
gion as an extension of the CEFTA agreement. For in 
small, fragmented economies, it is often hard to find 
people with the right skills and expertise. As a result, 

34 The average quality of goods sold seems to have declined since the 
breakup of the former Yugoslavia due to the abandonment of DIN 
standards.
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many ideas are never realised. If  
people were able to look for jobs 
across the region, this would, con
trary to popular fears, reduce un
employment over time by encour
aging firms to think regionally.35 It 
would also facilitate growth. If all 
of the WB countries were to par
ticipate in this process, a common 
market of 20 million people, with 
rules and business practices grad
ually harmonised with the EU, 
would be much more attractive to 
investors than each of the small 
WB markets taken separately. 
Such a common market would 
also brighten the region’s pros
pects of eventually integrating with the EU. Croatia, 
the most developed country of the Western Balkans 
and already an EU member, could serve as a natural 
bridge between the region and the EU. 

Institutions of higher learning could play an impor
tant role in supporting the creation of a regional la
bour market, as this would give universities in the WB 
region an incentive to reach out to the entire region 
(and beyond), and not just to their small, local com
munities. This would dramatically improve the quality 
of universities, as well as their relevance to society. 
Given that the number of young people in the region 
is diminishing, and that many leave to study in Western 
countries and often never return, regionalisation may 
be necessary for these universities to survive and de
velop. Apart from potentially reducing the braindrain 
from the region, regionalisation of the education pro
cess would be helpful to combat prejudices between 
various national and religious groups and could open 
up the possibility of gradually lowering regional 
tensions. 

Improving the education process at all levels, with a 
shift away from learning by rote and towards solving 
reallife problems, and using the best regional and 
world practices to do so, has to become a regional pri
ority. Given WB population trends, most future 
growth will have to come from increasingly higher val
ueadded activities, and not from activities that re
quire ample cheap labour. Estonia is an excellent ex
ample of a country that has implemented swift, yet 
wellthought out reforms in education. It is the first 

35 This may be politically challenging but, unlike in the EU, most 
people in the former Yugoslavia can communicate in their own 
language(s) with each other without any difficulty. 

country in the world, for example, to incorporate a pi

oneering computerbased method of teaching math in 

schools. There, students learn necessary math con

cepts by posing and solving interesting and challeng

ing reallife problems. In doing so they use highly so

phisticated, but userfriendly, computer technology. 

As a result of its varied educational reforms, Estonia 

ranks very highly in global PISA scores. Good educa

tion over time leads to innovations. Skype, one of the 

world’s leading communication platforms, was largely 

developed in Estonia.

The Western Balkans has significant potential to fur

ther develop and fully exploit its human capital. For 

example, Serbia ranks first among the 16 countries of 

our sample in terms of the average share of Information 

and Computer Technology (ICT) of total services ex

ports (36.5 percent, compare Figure 5.31).36 

A growing number of Microsoft products for the 

world market have been developed in the Microsoft 

Development Center Serbia in Belgrade, one of the 

leading employers of software engineers in the coun

try. Several Western financial firms are outsourcing 

back office work to companies that operate in 

Belgrade. Increasingly, due to improvements in quan

titative finance education in the country, Serbian firms 

are being asked not only to code, but also to develop 

trading strategies, risk management models, etc., i.e. 

to work up the value chain. Regional software firms 

36 Another country in which ICT services exports account for over 
30 percent of services exports (on average) is Romania (32.1 percent). 
Among WB countries, the second place in that category is held by 
FRY Macedonia (24.1 percent). It is worth noting that export of ICT 
services (software) is relatively far more important for WB countries 
than the export of ICT hardware. The latter is the most important for 
Hungary. 
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are developing proprietary products for various niche 

software markets around the world. A Croatian firm 

has developed and is successfully marketing one of the 

best trams on the world market. Similar examples can 

be found elsewhere in the region.

Another area that could be greatly improved in the fu

ture is agriculture. In several areas of WB there are ex

ceptional conditions for the development in this area. 

Focusing on highervalueadded activities such as or

ganic production could be a key future strategy for re

gional agriculture. 

To dramatically improve the lives of the people in the 

WB region, their economic and political leaders need 

to show both courage and commitment to significant

ly improving institutions, tearing down regional barri

ers, and creating a level playing field in terms of com

petition. This may well prove harder than it sounds 

since those in power at every level in the region are 

used to exploiting that power to extract rents. This is 

why the EU accession process offers the most poten

tial benefits for the region’s population, as pressure 

from Europe may be needed to speed up the process. 

On the other hand, as recent events amply demon

strate, the EU itself  is experiencing a deep structural 

crisis and cannot be seen as a universal panacea for 

the WB region’s problems. The desire to truly reform 

and build a better life for the region’s people has to 

come from within the region itself. There are some 

hopeful signs that this gradually seems to be dawning 

on regional leaders. If  they pursue reforms, the 

Western Balkans may yet become a regional develop

ment pole, instead of a potential source of instability. 
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