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INTRODUCTION

The aim of this study is to assess current economic situatifonnoérsocialist countries in
Europe and Asiathat undergosystemic transformation towards an open market economy,
their macroeconomic policies and the progress of structural reforms. We focus on the
situation seen in 22 and 2013and the changes against the previous ymdrwe also givan
overview of changes that occurred in the preceding years in order to elucidate the continuing
process of recovery from the global economic crisis, interrupted by the slowdown related to
the recent perturbations in the euro area. The reader intenestedare thorough analysis of
the developments seen in the previous years may be advised to look into our earlier reports.
Some forecastingestimates for 204 as well aslonger termforecastsfor 2019 are also
included.

This study is an updated versiontbéreport prepareth the last yeaiin the framework of
the research projecbommissioned byhe World EconomyCollegiumat the Warsaw School
of Economics. It also refers to ouearlier analyses contained in th@nnual reports on
transformationprepare for the Economic Forum in KrynieZ d r* asj well as somether
publications on the subjechown in the bibliography. In order to facilitate muitear
comparisons and the identification of long run trends, shisly has a similadayout and
coverageasour earlierreports Neverthelesst is an entirely new analysis, which evaluates
current economic situation mansitioncountriesandtheir short and mediurterm economic
prospectsn the light of the newest available data

Despite all its limitatios and shortcomings, our annual reports on transition countries,
prepared and published continuously since 2003, are a significant source of information on
the economic situation, international cooperation, and progresaretreforms in transition
counties, including the assessments based oboaparativeanalysis. This is probably the
only source of a comparativieformation on the current economic situation in all transition
countries and their economic prospects, issued continuously on a year|ywbasisis now
available in Europe and elsewhere, the more so because the EBRD has ceased to include in its
Transition Reports statistical annexes showing the basic data on the economies of the
transition region.

The studycontairs (@part ofthis introducion and summary) three parts: (1) Economic
situation; (2) Macroeconomic policy; (3) 8ttural reforms. Even though thigport is a
collective work prepared by the three authors indicated on the cover (within a research project
led by Professor R. Rapagkithe direct authorship was divided as follows: Introductiah
Matkowski and R. Rapacki; Parti1Z. Matkowski; Part 2 R. Rapacki; Part B8 R. Rapacki,

M. Pr - chni &aR.Rap&kimmar y

Part 1 povides basic informatioron the countries of the traition region an extensive
analysisof their economic situatiomn the last few yeargndan assessment pfospectdor

I This is a continued research project carried out in the World Economy Research Institute, Warsaw School of
Economics, sine 2008. Our last report of 2013, prepared by the same research team and under the same title, has
been published as R. R a p a Trdasitipn Countridgt &Etokomnie Situation amd.the Pr - ¢ h
Progress of Market Reforms AiWor ki ng @ &prld EcortomyNResearch Bistitute, Warsaw School of
Economics, Warsaw 2013. Thmeviousreport prepared in 2012 has remained as mimeo. The eddiies

were published as No. 304 and No. 249 of the WERI Working Papers and some still earlier reqaonténréhe

WERI files as mimeo.

2 Cf. New Europe. Report on Transformatigad. D.K. Rosati), XVIl Economic Forum, Krynicad r - j ,
September ®, 2007, Eastern Institute, Warsaw 2007.



the current year and five years ahe@dction 1.1 brings the basic information transition
economies, their economic potentialdatevelopment level, as reflected by the total and per
capita national income. Section 1.2 compares the structure dfatmgtion economies as
regards the production and demand structure. Section 1.3 gives a comparative evaluation of
GDP growth recoraf the transition economies the last few years, including the assessment
of the cumulative growth resulis the period since the beginning of the world crisis (2008
2013) and over the whole transformation period (12893). Section 1.4 analyses recent
changesin the inflation rates and unemployment levatstransition countriesSection 1.5
analyses thevolution ofgeneral government and current agabbalances, and the relative
size of public and external debtSection 16 containsan extensiveanalsis of foreign trade
and FDI inflows including the assessment of their rale the economies concerned, the
analysisof the dynamis of exports and importandthe analysis of thenajor directionsof
trade flows Section 1.7 includes a comparative assess of current macroeconomic
performance in the transition countries in terms of the five basic indicators anhbsed
GDP growth, inflation, unemployment, general government balance, and current account
balance. Sdion 1.8 presents tHMF forecastof the above five macroeconomic indicators for
the individual transition countrieghich serve as the basis for the assessment of their short
term and mediurterm economic prospectSection 1.9 gives comparative assessment of
social weltbeing and living standards irthe transition countries, based i.a. on composite
indicators of social development and wadling, such as human development index (HDI)
and quality of life index (QLI).

Part 2 discusses the course and effects of macroeconomic poligeggum 2012013
in individual transition countries and their subgrousction 2.1 provides an overview of
fiscal policyincluding a brief discussiomdhefulfillment of the golden rule of public finance
in selected CEE transition economi&ection 2 updateshe most salientdevelopments in
monetary policylast year in the transition worlghile in Section 2.3 the authors embark on
an assessment of the exchange rate pdiayt 2 concludewith a concise evaluation of the
effectiveness of macroecomic policyin the EMU candidate countries in Central Eastern
Europe in terms of their fulfillment of the nominal convergence criteria.

In Part 3the authors embark on a comprehensive assessnitet afivancement oharket
or structural reforman former socialist countriesin Section 3.1- applying the EBRD
methodological framework we give ageneraloverview of structural changem nine key
areas of market reformSection 3.2 focusesn one of the key pillars of market reforms, i.e.
privatization with special emphasis on smalnd largescale privatization as well as on
enterprise restructuring and corporate governance. Section 3.3 didbassexyress achieved
so far in the scope of economic freedom and the perceived incidence of corruption in
transition countries. In turn, Section 3.4 gives account of the changes in the role and functions
of the government in former socialist countrjegith special regard to its changing size and
ability to create positive externalities for the private seétorally, in Section 3.5 we discuss
the development of financial markets and the scope of financial intermediation.

A new element in ourtsdy is the assessmerdf the effects ofglobal financial and
economiccrisis and turbulencgin the eurozon®n the ndividual transition economiesnd
social well-being in the transition region The analysis ofeconomic growthhas been
significantly extendedincluding the assessment of net growth effeetsordedsince the
beginning ofthe crisis as well agn assessmé of the cumulated growth in the whole
transformation periodSpecial consideration is given to the illumination of the impact of the
public finance crisis in the euro area on economic situation in transition couasrieslected
by the recent slowdownf 20122013. The analysis of the foreign trade and foreign direct
investments has also been extendmul deepenedincluding the assessment of the



geographical structure of trade lastween theéhree major markets: Western Europe, CSEE

and CIS.The analgis of the FDI flows to the transition region has been augmented by a
separate analysis of the competitiveness vs. attractiveness of the selected transition economies
based on the data presented in the last edition ofWhdd Competitiveness Yearbook
pulished by the IMD.The assessment of sochakll-being and living standards in the
transition countries has beeipdated and extended, including the presentation of some new
composite indicators of social wdlking and the quality of life.

Our analysis 8§ based on théatestdatataken from the resources tfie World Bank,
EBRD, IMF, OECD, Eurostat, UNDP, and other international souwkgh were available
in April and May 2014 during the elaboratioof this study some earlier historical data from
the same sources were also usAdconsiderable part of data presentedhatables are the
result of our own calculations and estimations based on the indicated data sallirtes.
data for 2013included in the tables and in the text are preliminary egém from the
indicated international sources; they may differ from the estimates given by national statistical
sources and may be subject to some revision at a later date. The datadfan@Gar later
years areestimatesand forecasts taken from thewest international sources available at the
time of preparing the report.

The analysed groups composedodf 29 former socialist countries undergoingystemic
transformationfrom centrallyplannedto an openmarket economyThe groupis highly
diversified n terms of development levels, size and structurth@economy, international
economic links, development of market institutions, progress in structural reforms, and
economic policies yrswed by the governments. This diversity makewaty difficult to
compare the economiesncernedIn our previous reportsye distinguished three following
groups: (a) Central Eastern Europ€EE), (b) South Eastern Europe SEB, (c)
Commonwealth of Independent Sta{€dS) within the transition regionin the light ofthe
ongoing integration versus disintegration processes within the transition region, as well as due
to the rising similarity and diversity observed withive distinguished groupthis breakdown
has become insufficient for the purposes of our study.eftwar, beginning in this year, we
introduced a new, more disaggregateeugetor the analysed group.

In anew breakdown adopted in this report, the transition region as a whole (referred to as
6Total 6 in our stati sti cajorgtowgps ICensa) & $osth n o w
Eastern Europe (CSEE) and the Commonwealth of Independent State3d E@t®)group is
then subdivided into subgroups. Within the first group, the distinction between Central
Eastern Europe (CEE) and South Eastern Europe (S&Epéen sustained, but both these
subgroups are treated now explicitly as two parts of the same group. The composition of the
two subgroups has been slightly changed: Slovemeyiouslyincluded in CEE, has been
relocatel to SEE, in accordance with itctaal location and geopolitical and economic
affiliation.* With this correction, CEE now includes 7 countries: Poland, the Czech Republic,

3 The Commonwealth of Independent States (CIS) is treated here sinthly goup composed of all the post

Soviet republics except the Baltic states. Formally, it lisogeconfederation of 12 independent states, created

after the dissolution of the Soviet Union, aimed at political coordination and economic cooperatiatieiipts

to create a free trade area within the CIS by now were confined to the establishment of a custom union between
Russia, Belarus, Kazakhstan, Kyrgyzstan, and Tajikistan. The formal status of Georgia and Ukraine within the
CIS now has become uncledt both these countries are still reported in international statistics as CIS
participants.

4 Sloveniaused to bencluded in oumpastreports in CEE, as the most advanced economy in the Balkans, fully
integrated with the European Union, even if geobiegdly it alwaysmade part ofSEE. Since Croatia has
recently also become a member of the EU, and some otherYpagislav states are waiting for the EU
admission, there is no reason, in our opiniorire¢atany longerSloveniaas a part o€CEE.



Slovakia, Hungary, and the three Baltic statdsstonia, Latvia, and Lithuania, while SEE is
composed of 10 Balkanoantries: Albania, Bulgaria, Romania, and all the pasgoslav
republics. The CIS groupyhich was too large and too diversified to be treated only as a
whole, has been subdivided into three entities: Russia, Eastern Europe and Caucasus (EEC),
and CentraAsia (CA). The EECGcomprigssix postSoviet states in Eastern Europe and the
Caucasus: Belarus, Ukraine, Moldova, Georgia, Armenia, and Azerbaijan, while CA
encompassefive postSoviet states in Central Asia: Kazakhstan, Kyrgyzstan, Tajikistan,
Turkmenstan, and Uzbekistan. Altogether, the two major groups, CSEE and CIS, include 17
and twelve countries respectively, making a total of 29 (in some tables, the number of
countries reported is 28ue tothe lack of some data for Kosowb).

The new, twelevel dassification of the countries included in the transition region allows
us to compare directly the aggregate and average data calculated for the two major groups as
well as the distinguished subgroups, and to assess on a comparative basis their performance
and position in the combined economic potential of the transition region. The new breakdown
seems to be cleaut, internally consistent, and well suited to the aims of this study. It is also
basically in line with the breakdown adopted in the EBRD TtamsiReport$. The new,
more detailed breakdown of the analysed group has significantly increased the amount of
work needed to prepare the statistical data included in this study, since all the totals and
averages (including weighted averages) have to #&leulated now for each of the
distinguished groups and subgroups. Nevertheless, we believe that the additional technical
effort combined with the data preparation will be fully recouped by the increased
comprehensiveness and clarity of the informationgaresl in this study.

All the aggregate and average data for the distinguished subgroups and groups, as well as
for the transition region as a whole, have been calculated by the authors, on the basis of the
source data and estimates for individual countfi4sst averages given for the distinguished
groups and subgroups are simple arithmetic averdgasweighted average$or some
indicators (e.g. GNper capita GDP growth rates, percentage changes of export and import
volumes) were calculatedas well, usig proper weights, in ordeo facilitate intergroup
comparisons and the comparison with world ®tRkference figures for the world (including
advanced economies and developing & emerging economies) have been given in many tables,
whenever it was podse and appropriateOur comparative analysis of current economic
condition of transition economies is illustr
perfor manceo, a speci al anal ytical t ool us eo
of our work on the subject, and the evaluation of the progress of structural reforms is
illustrated by thescores given in the last evaluation of transformation progress by the EBRD.

Macroeconomic performance of the countries in transition dependgteat extent on
world economic development and international trddlgring the last few yearthe external
environmentof transition economieshanged very unfavourably due to the global financial
and economic crisisf 20082009 and a slowdown in Europe 20112012, caused by the
crisis of public finance in the euro areaccording tothe IMF datg total world output
increasedn 2008by merely2.7%, andit decreaseéin 2009 by 4%, this beingmainly due to
the prolonged and deep recession in the advaacedomiesAs the result, lte volume of

5 Kosow separated from Serbia in 2008 and is now formally an independent republic under UN mandate.

6 The EBRD Transition Reports distinguish two subgroups within the CSEE, but Slovenia and Croatia are
included in CEE (which is called: Central Eastern Europe Baitic states) whereas all other pdatgoslav
republics, along with Albania, Bulgaria and Romania, are reported under SEE. The division of the CIS applied
by the EBRD is the same as adopted now in our study; the CIS is subdivided into: Russia, Easpermuitl
Caucasus, and Central Asia, with the same composition of the two latter subgroups.



world trade increased nly 2.8% in 2008 andit fell by 10.6% in 2009. The countries of the
analysed grouphothin the CSEEand in the CIShavestrongly reactedo the shock caused
by the radical reduction of tle demandin major world markets,a significantdrop in the
inflow of foreign direct investments, and a sudden cut of foreign credits. In, 200t
countries of the groufell into a deep recessipand the group as a whole noted a decrease in
real GDR comparable to theutput drop in the developembuntries or even larger. On an
unweighted average, the combined GDP of itemmscountries decreased by 38but on a
weighted average (which is morepresentativen case of such a diversified group) it
decreased by 5.3%.

In 2010, total world outputose by 5.2 andthe volume of world trade increakdy
128%. As the result of this, most countries of thransition region could restore some
economic growth, thougits rates were generally much lower thdrefore the crisisThe
combined GDP of all trangiin countries increased by 8a8on the weighted averagend
their total exports rose by ¥9%, both indicators being below the gresis level and below
the world averageln 2011 with a continuing but gill quite fragile recovery in the world
economy, economic growth in the analysed region acceteshtgntly, but the improvement
was not very impressivelhe world output increased by 3.9% while the volume of world
trade rose by 6.2%.HE combined GDP dhe transition region rose l#y0% a result roughly
the same as the world average

In 2012, total world output rose by merely 3.2%, mainly as the result of a stagaation
small recessiom the euro area related to the public finance crisis and sonvd®Mn in the
developing Asia. The volume of world trade increased by or8%02The deceleration of
world trade and the stagnation of output in Western Europe was keenly felt by CEE and SEE
countries. Most of them noted a considerable slowdown in econgmweth and some of
them fell again into recession. The negative impact of the financial turmoil in the euro area,
with the resulting drop in its output and imports, was also felt in the CIS region. Altogether,
the combined GDP of all transition countrieeneased bynly 2.3%, andnost countries of
the analysd group saw virtuallypo growth or even a drop in output levels.

In 2013, the world economy continued to grow at the rate of 3.0%, but Western Europe in
general tended to stagnate, with some smalp dn the total output in the euro area. The
volume of world trade rose by 3.0% only. The slowdown in the transition region continued,
though the second half of the year brought some signs of improvement both in Western and
Eastern Europe. The yearly GDRogth result for the transition region was 1.7%, much less
than the world average and less than the GDP growth in the same region reported in the
previous yeatr.

Beyond any doubt, economic prospects of the transition coumrig® next yearsvill
still depend to a great extent on foether growth otthe global economgnd on the dynamics
of international tradeThe economiprospects of the CEE and SEE countries will be directly
related tofuture economic developents within the European Union, whileetleconomic
situation in most CIS countries will depemdainly on further economic developments in
Russia.



PART 1. ECONOMIC SITUATION

1.1. Size of the economy

We begin our analysis bgssessinghe economic potential of this group. Tablerésents
bast data on the size oPZransitioneconomies. The data refer to120and come fronthe
World Bank.

The combined economic potential of the countoéghe groupis big, although vastly
underutilised andery unevenly distributed. The grouppresentgalmas t 18% of the
surface area andimost6 % of t he wo rbutdsisbare pnth@globahdutpub is
smaller than the size of the territory and the amounts of available resources could warrant.
According to thenewestestimates published by ahWorld Bank in 2012 the total gross
national income(GNI) of all the countries in the group amounted t®B %92 billion if
converted at current exchange raf€gR) and $6 986 billion in terms of purchasing power
parity (PPP). Thigepreserg5.2% or 8.1% of total worldoutput and income respectively.

The economic potential of the analysed group is highly concentrated. In terms of GNI
calculated at PPP, four countries: Russia, Ukrainlgndoand Romania, account fdd% of
the total output produced irhis group while another six: the Czech Republic, Hungary,
Slovakia, Belarus, Kazakhstan andizerbaijan represent durther 18%. This means that
almost 90% of the total output within the group is created by 10 countries while the remaining
19 countries prade not much more than 10%. The countries of CEE and SEE, which account
for less than 6% of the total area ar@aof the total population, producé% of the total
output of the group while all the CIS countries (including Russiajth an incomparably
greater area and populatibormake up only 6%. This comparison shows how great are the
differences between the countries of the analysed group and the distinguished subgroups in
the degree of utilisation of their resources, economic efficiency and |pbmdurctivity.

Huge differences in the size of countries included in the analysed grakmit difficult to
comparetheir economic potential and performance. Russia, the biggest single country in the
group, represents 73% of its total territoBp% of to@l population, andt7 or 48% of the
combined GNIof the whole grougdepending on the conversion methad8y no way can it
be sensibly compared with such small countries in the CIS like Armenia, Georgia and
Moldova, with the three Baltic statem any ofthe independent pe3tugoslav republics. This
is also why simple arithmetic averages of various economic indicators calculated for the
distinguishedsubgroupsare not very meaningful and sometimesy even be misleading
which provides a strong argument fgsing weighted averages wheneies appropriate and
possible.

At the same time there is mhrect relationship between the size of individual countries, as
measured by the surface area or population, and the volume of output produced and the
value d nationalincome. The total GNI value of Ukraine measured at CER and PR
comparable with that of Romania though Ukraine has almost three times larger territory and

twice as | arge popul at comparableivathha &fButgaria evéns GN |

if Bulgaria is fourtimes smalleras regardspopulation and area, not to say about the
disproportionin the amounts of natural resources.

These divergences are also reflected in a comparison of per capita national income. The
per capitaGNI figures br 2012 calculated at PPP evidence htarge are the differences in
the development level and the levelsaicialwealth between the individual countries of the
analysedyroup and hovhugeis the distance between the countries of this group and the most
advanced economies in the world in terms of the average income level.

W



Table 1 Area, population and national income 2012

Gross national income
Surface areg Population atcurrentexchange rates at purchasing power parity
Country (CERY (PPP)
thousand millions total per capita total per capita
km? US $ billion Uss US $ billion US$

CEE
Czech Republic 79 105 190.5 18 130 267.9 25480
Estonia 45 13 21.7 16 310 31.0 23 280
Hungary 93 9.9 123.1 12 410 211.8 21 350
Latvia 64 2.0 28.6 14 060 44.4 21 820
Lithuania 65 3.0 41.3 13820 70.3 23 540
Poland 313 385 488.0 12 660 838.6 21760
Slovakia 49 5.4 93.0 17 200 137.5 25 430

Subtotalavg. 708 70.8 986.3 13510 1601.5 22 590
SEE
Albania 29 3.2 12.7 4030 29.3 9280
Bosnia & Herzegovina 51 3.8 18.2 4 750 37.0 9 650
Bulgaria 111 7.3 50.0 6 840 112.9 15 450
Croatia 57 4.3 57.6 13 490 86.2 20 200
Kosovo 11 1.8 6.5 3600 15.1 8 380
MacedoniagFYR 26 21 9.7 4620 24.3 11 540
Montenegro 14 0.6 4.5 7 220 9.1 14 590
Romania 238 213 171.9 8 560 354.3 17 650
Serbia 88P 7.2 38.1 5280 82.6 11 430
Slovenia 20 2.1 47.0 22 830 58.1 28 240

Subtotalavg. 634 53.7 416.2 7 960 808.9 15 470
Russia 17 098 143.5 1822.7 12 700 3272.9 22 800
EEC
Armenia 30 3.0 11.0 3720 23.1 7780
Azerbaijan 87 93 57.9 6 220 138.1 14 860
Belarus 208 95 60.3 6 370 158.5 16 750
Georgia 70 4.5 14.8 3290 30.4 6 760
Moldova 34 3.6 7.4 2070 16.2 4 550
Ukraine 604 456 159.6 3 500 380.0 8 340

Subtotalavg. 1033 75.4 311.0 4130 746.3 9 920
CA
Kazakhstan 2725 168 164.3 9780 316.8 18 880
Kyrgyzstan 200 5.6 5.5 990 15.3 2720
Tajikistan 143 8.0 7.1 880 18.8 2 340
Turkmenistan 488 5.2 28.0 5410 57.1 11 040
Uzbekistan 447 298 51.2 1720 147.9 4970

Subbtalfavg. 4003 65.4 256.1 3920 555.9 8 520
CSEE 1342 1245 1402.5 11120 24104 19 140
CIS 22134 284.3 2389.8 8 400 4575.1 16 100
Total 23476 408.7 3792.3 9230 6 985.5 17 140
% of world total 17.5 58 5.2 . 8.1

a Using the World Bank Atls conversion factor to reduce the impact of exchange rate fluctuations in theauwosy
comparison of national incomes.

b Surface areaf Kosovo included in this figure hdaseen deducted in subtotal and total in order to avoid double counting.

Subtotaland total aerage of per capita GNI for the subgroups and the group as a whole are weighted averages, calculated
using populion numbers in 201as weights.

Source The World Bank, World Development IndicatoBata,8.052014.
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Chart 1. Gross nationalincome, 2012billions of US $)
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Chart 2. Grossnational income per capita, 201ZUS $)
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A major problem in international comparisons of national income is the conversion rate of
national currencies against US dollar. Depending ordneersiorsystem used, wgetquite
different figures For postsocialist coutries, like for mostemerging anddeveloping
economiesGNI or GDP figures expressed in US dollars at current exchangg C&B9 are
as a rulanuch lower than the alternative estimates based on purchasing power (RA&#3s
due to relatively loweprice levels’ The differencebetweerthe GNI or GDP estimates made
at CER andthose made &PPis usuallythelargestthe lower is the income level in the given
country.

While PPP estimates of GDP or GNI, both total and per inhabitant, are usually preferre
broad international comparisons to the alternaf@i#R estimates, since they take into account
the differences in price levels and living costs, some economists argue that the PPP GDP and
GNI data for many developing countripsgblished by the World &k and other international
sources (IMF, OECD, Eurostat) tend to be overestimated. The same may apply to per capita
income figuresThis is why we presetiterebothkinds of GNI estimatesat CER and at PPP

Another problem involved in international coarfsons of national income are differences
between the estimates published by diffiérdata sourcesThe differences are particularly
large in case of GDP or GNI estimates made at PPP. For instance, the PPP GNI estimate for
Russia in 2012 given by the WdrBank is $ 373 billions while the PPP GDP estimate for
the same year given by the IMF is $4@ billionsi a difference of almost one third.
Similarly, the newest estimate of per capita PPP @NRussiain 2012 made by the World
Bank is $22 800 whereas the newest estimaiéper capita PPP GDiR Russiagiven by the
IMF for the same yeas $ 17386 By no way cansuch a discrepandye attributed to the
conceptual difference between the two measafesational product and incoméhe less so
becausin the case of Russidas GDP ismuch highethan GNIdue to the negative balance of
foreign factor incomeT he evi dent overestimation by the
measured at PPP results in a similar overestimation of its per capita indoen®ain source
of the difference are different conversion factors used in both estimates to represent
purchasing power of the local currency and its international value. The crucial role in
estimating the GDP or GNI measured at PPP is played by the ddmpieersion factoft.

The overestimation of Russiads poshothason i n
regards its total and per capita valuesiot only makes it difficult to undertake direct
intragroup comparisons, but it also distorts signifitathe proportions between totals and
averages calculated for the two main groups distinguished here as well as the share of the
whole transition region in the world output (the shaféhe transition regiomn the global
GNI calculated at CER is cert&nunderestimated whereas the share calculated at PPP is
probably overestimated).

The reliability of GDP and GNI estimates at PPP given by the World Bank for some
transition countries, especially the less developed countries of the CIS, is limited. ¥atindi

”In international comparisons of national income (GNI or GDP), there are two systems of converting the
currencies into US dollars: (a) current exchange rate (CHRR)purchasing power parity (PPP). Purchasing

power parity is a conversion factor of the real value of money, taking into account price differences; it reflects

the real purchasing power &fS dollar relative to the goods and services produced in tlen giountry. The
international PPP dollar has the same purchasing power as a US dollar in the USA. As a matter of fact, the
Worl d Bank estimates of CER GNI (l abel ed O6achlledcurrent
World Bank Atlas methoth order to alleviate fluctuations in the exchange rates between the consecutive years.

8 E.g. in estimating PPP GDP for Poland in 2012, the IMF adopted the conversion rate of 2.00 PLN/USD while
the World Bank applied the conversion rate of 1.74 PLN/UBB;average official exchange rate applied by the
National Bank of Poland in the given year was 3.26 PLN/USD.
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proof is provided by frequent substantial revisions of the data. One such a revision has
actually appeared in the last phase of the elaboration of this part of the report. On 6 May
2014, the World Bank introduced a revised dataset on total and p&r Gl for 2012 and

some earlier years. For most transition countries the corrections introduced to the earlier GNI
estimates for 2012 were quite minor, but PPP GNI data (both total and per capita) for several
CIS countries in CA have been increased \&@gpificantly not only for 2012, but also for
several years backwards. The biggest upward corrections have been made for Azerbaijan and
Kazakhstan (+60%), Uzbekistan (+35%) and Turkmenist@@%).° Since the earlier CER

GNI estimates for the same coundgrieave been left almost unchanged, this means that this
radical revisionof PPP GNI datavas caused by adopting completelgw PPP conversion
factors (probably, in connection with thise inoil and gas prices in the world markést
occurred in 20142011).1°

This data revision was not only very troublesota the authors of this report, since all the
relevant data already included in Tablédd to be changeahdnewincome rankings based
on themhad to be preparedbut it may be also inconvenient for treaders because the new
PPP GNI data for the mentioned countries do not correspithdhe data for earlier years
presented in our former reports. The tditarevisionalsoleads to some increase of the total
output and income of the transition regioneasured at PPP, and of its share in the global
output. It also changes the proportion of economic potential between the two main groups
distinguished here, CSEE and CIS, in favour of the latter. But the most significant effect are
the resulting changes the position of individual countries in our total and per capita income
rankings, arranged according to PPP GNI d&tae to the data revision, the four above
mentioned CIS countries have significantly improved their ranks, just because of the
introducedchange of the calculation rules. This story should make us alert to the relativity
and uncertainty of PPP GDP and GNI estimates. Unfortunately, we are not able to assess the
guality of the old and new estimates of PPP GNI for the mentioned counikies,by the
World Bank,and we must assume that the latest estimates are correct, at least until the
appearance of the new data publisheddiyealternative sources, like the IMF.

Charts 1 and 2 present a transparent ranking of the transition economiessirotéeir
total and per capita GNI calculated at current exchange rates (CER) and purchasing power
parities (PPP). They evidence huge differences between the countries of thagregprds
the value otheir aggregate output and income as well asdiffgrences in the levels of per
capita income.

The global financial and economic crisiasbrought abousomechanges intotal andper
capitaGNI rankings within the analysedegion Some countries, less affected by the crisis,
have improved their reliae position within the group. Some other, strongly hit by the crisis,
fell onto lower positions. Thehanges in both the total and per capiizome rankingvere
also due talifferent trends in the exchange ratéke fragile recovery of 2010 and 2QXid
the new slowdown in Europ&hich appeared in 201havebroughtagain some changas

® The former (unrevised) estimates of PPP GNI for the four mentioned countries in 2012, given by the World
Bank, were as follows: Azerbaijain total: $ 86.5 billions, per capita: $30; Kazakhstari total: $ 197.9
billions, per capita: $ 1780; Turkmenistari total: $ 46.9 billions, per capita: $070; Uzbekistari total $

109.1 billions, per capita: $&70. The IMF estimates of PPP GDP foe same countries in 2012 are as follows:
Azerbaijani total: $ 95.7 billions, per capita: $ BB0; Kazakhstai total: $ 229.6 billions, per capita: $ 534;
Turkmenistari total: $ 48.5 billions, per capita: $68l0; Uzbekistaii total $ 103.8 billionsper capita: $ 90.

10 According to the fuel price indexes published by the IMBrld prices of crude oil and natural gas decreased
by 37% in 2009 as the result of the world economic crisis, but in the next two years2@ithey rose by
66% on theaverage.
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the position occupied by the individual countregghe groupn the total andper capita GNI
ranking.

In the per capit®PPGNI ranking of transition countries amged according to the newest
World Bankestimatedor 2012, three top positions belong to Slovenia, the Czech Republic
and Slovakia,with income levelsover $ 25000 per inhabitantSevenother countries:
Lithuania,Estonia,Russial atvia, Poland,Hungay, and Croatiahave PPP GNI per capita in
the range between 3000 and $ 2500. Altogether, tencountries in the groupave per
capita PPP GNI over 30000. The nextencountries enjoy income levels betweet (000
and $ D000, and thdast nine ones stick between $ D00 and $ ®00. The two poorest
countries, Tajikistan and Kyrgyzstan, haREPGNI per capita slightly higher than $020.

The relative position of Poland in this ranking (8) is similar as in the rankings based on PPP
income data g@en by ot her sources (I MF, OECD, Euro
behind Russia is disputable; according to GDP per capita data published by the IMF, the
sequence is opposité.

According t o helwestclassfication arrBngathcodrding ta2012 date?, 9
transitioncountries (Slovenia, Czech Republic, Slovakighuania, Estonia,Croatia,Russia,
Latvia, andPolang ar e now i nci ndeme 61hapunibies predldcatey n
t he Ouppienrc ommeddd, |zauntdeg@aeplced i n t hei Md owed m
group,ancountries are counted as 6l ow incomeo e

The classification used by the IMF distinguishes only two categories, not exactly specified
as to the incomé&evels (a) advanced economies, (b) emerging aevktbping economies. In
the newest IMF grouping, the followinigansitioncountries are included in the first group: the
Czech Republic, Estonia, Slovakia, and Slovesllathe remaining transition countries are
classified as emerging and developing ecoies.

1.2. Structure of the economy

There are alsbig differences between the countries of the analysed grsupgardshe
structure of their economies. Table 2 illustrates the production structutheastiare of the
private sector in the economyhe production structure is determined according to the
contribution of each sector to the total value added. In a broad breakdown used here, the
economy is divided into three sectors: agriculture, industry, and services. Industry covers
mining, manufacturig and construction while services alaoludetrade and finance as well
as public services, such as education and health.

In most transition countries the share of the private sector in GDP is already quite high,
ranging between 60 and 80%. Thisflects a spectaculamprogress made in privatisation,
which constitutes the major part systemictransformation. IlCEE, the share of the private
sector in the economy ranges between 70% in Latvia and 80% in the Czech Republic, Estonia,
Hungary, and Slovakia. IRoland, as well as in Lithuaniprivate sector represeni®% of

1 The PPP GDP per capita estimates for Poland, given by the IMF, are: $ 20,580 in 2012 and $ 21,210 in 2013
while the corresponding estimates for Russia are $ 17,390 and $ 17,880 respectively.

12 According to the standards adopted in the lastadiof World Development Indicator@014), published by

the World Bank, lowincome economies are those with a GNI per capita (calculated at CER) of $ 1 035 or less in
2012. Middleincome economies are those with a GNI per capita of more than $ 1 035dthde $ 12 615.

The | atter group is divided into two categories: 0|
separation line at GNI per capita of $ 4 085. High income economies are those with a GNI per capita of $ 12 615

or more (all at CERusing the World Bank Atlas method). Please note that this classification is based on GNI

per capita calculated at CER while our ranking was arranged according to GNI peestpigdecht PPP.
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total output It may be said that the privatisation process in those countries has been almost
completed, and the existing differences in the relative size of the private sector laigety ref
differentviews on the role of the public sector in the economydiffierent opinions as tthe
desiredscopeof privatisation. INSEE, the privatisation process is also advanced, and the
share of the private sector in GDP ranffesn 60% in Bosnia &Herzegovina and Serbta

75% in Albania and Bulgaria. In th@IS area the privatisation process is still underway and
the degree of privatisation is very differentiated among the countries, ranging 8092k
Turkmenistan and Belarus to -78% in Kygyzstan, Georgia, Armeniand Azebaijan.
Russia, Ukraine and Moldova rank in the middle, with the share of the private cleaibmut
65%. The average share of the private sector in the economy idat2te CSEE, 59% for

the CIS, and 66% for the wleotransition region.

In CEE where the privatisation process is most advanced, the share of the private sector in
the economy has not changed during the last few years. Significant changes in this respect
have occurred in CEE and in the ClBhe countrieghat have considerably increased the
share of the private sector in their economies in the last five ygeanprise Azerbaijan,
Kyrgyzstan, Georgia, Moldova, Serbia, and Bosnia & Herzegovina. The only two countries
where the private sectibrsharehas reently decreased are Russia and Ukratne

CEEnow reveals an output structure similar to that seen in the highly developed countries:
agriculture represents-26 of GDP, industry @37%, services 669%%. SEE countries
(except Slovenia) continue maintaina bigger share of agriculturd-18%), a similar share
of industry (6-42%), and a slightly lower share of services-{@®6). In Russia, the share of
agriculture in the economy has been reduced to 4% while in Belarus and Ukraine it is still
large (about 1%); on the other hand, the share of services in the economy of the last two
countries is relatively low (about 45%) and comparable with the share of indlis&ryess
developed CIS countries rely mostly on agriculture and on the exploitation of natural
resources. Oil and gas producers (Azerbaijan, Kazakhstan, Turkmenistan) have a high share
of industry (predominantly mining, with less manufacturinghile typically agricultural
economies (like Armenia, Kyrgyzstan, Tajikistan, and Uzbekistan) still retawlatively
largeagriculture.

In the CSEE group, on the unweighted average, 7% of total output is produced in
agriculture, 29% in industry, and 64% is rendered by services. In the CIS group, on the
average, agriculture represents 13% of total outputisingdi 35%, and services 52%. For
the transition region as a whole the proportions of the three sectors are as follows: agriculture
T 9%, industryi 31%, and service$ 60%. Such proportions artypical of developing
countries while the advanced couesrihave typically a much lower share of agriculture and a
higher share of services.

During the last 16015 years, most countries of the analysed group have experienced
profound changes in their production structure that were generalysistentwith the
developmenttrendsseen in the world economy: the share of agriculturemming in the
creation of GDP has declined along witke increased role omanufacturing andervices
(including finance and trade)Several less developedCIS countries (e.g. Armena,
Azerbaijan, Belarus, Kazakhstalkyrgyzstan, Turkmenistan, and Uzbekistahve not yet
undergone changes in line with this trend. However, in the case of big oil and gas producers,
this is fully understandable.

13 Since 2011 the EBRD has ceased publishing its estimatebeofshare of private sector in transition
economies; the last available data refer to 2010 (in some cases even to 2009 or 2008).
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Table 2. Productionstructure, 2012(% of GDP)

Count Share of the Structure of outpu®s of value added)
ountry private sectdy Agriculture Industry Services
CEE
Czech Republic 80 2 37 61
Estonia 80 4 29 67
Hungary 80 5 31 64
Latvia 70 5 26 69
Lithuania 75 4 31 65
Poland 75 4 33 63
Slovakia 80 3 35 62
Average 77 4 32 64
SEE
Albania 75 18 16 66
Bosnia & Herzegovina 60 8 25 67
Bulgaria 75 6 30 64
Croatia 70 5 26 69
Kosovo . 14 20 66
Macedonia FYR 70 11 26 63
Montenegro 65 10 20 70
Romania 70 6 42 52
Serbia 60 10 30 60
Slovenia 70 3 31 66
Average 68 9 27 64
Russia 65 4 36 60
EEC
Armenia 75 22 33 45
Azerbaijan 75 5 63 32
Belarus 30 10 44 46
Georgia 75 9 23 67
Moldova 65 13 17 70
Ukraine 60 9 30 61
Average 63 11 35 54
CA
Kazakhstan 65 5 39 56
Kyrgyzstan 75 20 26 54
Tajikistan 55 26 26 48
Turkmenistan 25 15 48 37
Uzbekistan 45 19 32 49
Average 53 17 34 49
CSEE 72 7 29 64
CIS 59 13 35 52
Total 66 9 31 60
World 3 27 70

22010 (for some countries data refer to 2009 or 2008)

Agriculture includes forestry and fishing. Industry covers mining, manufacturing, construction, electricity, water,
and gas. Services include trattansport, hotels & restaurantsnking finance, general government, and public
servicessuch as edudan and healththis sector is derived as a residual (GDP less agriculture and industry) and
may not properly reflect the sum of services output.

The share of the private sector is EBRD estimate. Production stryétucé value addedaccording to the
World Bank datasupplemented for some EU member and candidate countries by the Eurostat data

Subtotal and total averages for transition countries are simple (unweighted) averages.
Reference data about thbal production structure are World Bank estingatgven as weighted averages.

Sources:EBRD, Research and Data, .002012; The World Bank, World Development IndicatoiBata,
19.03.2014; Eurostat, Statistics Database, 19.03.2014
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Table 3. Demand structure(% of GDP) and national savings (% of GNI), 222

Privat PubIi Gross Gross Net
Country rivate. ublic. capital Exports Imports national | national
consumptiolconsumptio f : ) )
ormation savings | savings
CEE
Czech Republic 50 21 23 78 72 21 5
Estonia 52 19 28 91 90 25 13
Hungary 55 20 18 89 82 23 12
Latvia 62 17 25 60 64 3¢ 118
Lithuania 63 18 18 84 83 17 92
Poland 61 18 21 46 46 18 8
Slovakia 58 18 19 96 91 22 7
Average 57 19 22 78 75 22 9
SEE
Albania 86 7 25 31 49 15 il
Bosnia & Herzegovina 79 23 22 31 55 15 .
Bulgaria 64 16 23 67 70 22 11
Croatia 60 20 19 44 43 19 9
Kosovo 89 16 30 18 53 18 .
Macedonia FYR 76 18 29 53 76 26 8
Montenegro 86 20 18 42 66 0 .
Romania 64 15 26 40 45 22 7
Serbia 77 20 21 41 59 18 .
Slovenia 56 20 18 76 71 21 10
Average 74 18 23 44 59 18 7
Russia 48 19 26 29 22 30 15
EEC
Armenia 87 13 24 25 49 12 4
Azerbaijan 40 10 22 54 26 42 16
Belarus 46 15 34 82 77 32 20
Georgia 72 18 29 38 58 18 7
Moldova 95 22 23 44 84 13 6
Ukraine 71 19 18 51 59 9 i4
Average 69 16 25 49 59 21 7
CA
Kazakhstan 48 11 23 48 30 26 i8
Kyrgyzstai 83 18 25 55 82 30 12
Tajikistan 117 9 20 18 64 18 9
Turkmenistadn 15 9 47 73 44
Uzbekistan 56 23 23 28 30 . .
Average 64 14 28 44 50 25 4
CSEE 67 18 23 58 66 20 8
CIS 65 15 26 45 52 23 7
Total 66 17 24 53 60 21 8
World 60 18 22 30 30 22 11
a2011

Private consumption is meant as household final consumption expenditure, and public consumption is meant as

general government final consumption expenditure. Gross capital formatiudes fixed capital investment

the increase in stockand net acquisition of valuablelSxports and imports are total turnovers in goods and

services.

Most data on the demand structure (% of GDP) have been taken from the World Bank databaseesigople
for some EU member and candidate countries by the Eurostat data. Data on national savings (% of GNI) come

from the World Bank.

Subtotal and total averages for transition countries are simple (unweighted) averages.
Reference data about thbaldenmand structure are World Bank estimatgisen as weighted averages.

Source: The World Bank, World Development Indicato®ata, 19.03.2014; Eurostat, Statistics Database,

19.03.2014
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Compared with the worldwide patterns, the average ostputturein transition countries
is still marked by a higher share of agriculture, a slightly higher share of industry, and a lower
share of services. However, average data for the transition countries given in Table 2 were
calculated as simple arithmetic averages wthiereference data for the world are weighted
averages thatke account afhe size of economies, so they are not directly comparable.

Table 3 shows the structure of demand, namely the share of gross capital formation, private
and public consumption, amckports and imports in GDP. In countries with a negative foreign
trade balance, the sum of domestic dememiponentexceeds 100% of GDP because the
disposable quantity of goods and services availableddonesticconsumption and capital
formation isgreder than the value of output produceda particularcountry(by the surplus
of imports over exports)On the other hand, countries with a positive trade balance can
distribute domestically less goods and services than they produce themselves beaause thei
exports are bigger than imports.

The proportions of national income allocated for consumption and capital formakimi
are essential for current welfare and future prospetetsd to be rather independent from
current income levels.

More developed amtries, with relatively high per capita income, can affrdpenda
relatively smallerportion of national income oturrent consumption without constraining the
absolute consumption leveh 2012, the CEE countriesallocated72-81% of GDPfor private
and public consumptioand 18-28% of GDP for investment. ISEE, these proportiors were
76-106% and 18-30% respectively. Inthe CIS the share of accumulation in GDP was
typically** between 8 and34% whereas the share of consumption was highly differeatjat
ranging from 44 to 126%, depending onnvestmen volumes and net exports.Some less
developed countriewvithin the group(e.g. Bosnia & Herzegovina,Kosovo, Montenegro,
Moldova, Kyrgyzstanand Tajikistalj spend more on current consumption tkizey poduce.
This is howevemnot the rule. Some other relatively poor countfi@zerbaijan, Kazakhstan
and Turkmenistah devote a relatively small share of their GDP for consumption. This is
because the share of consumption in national income depends nobromhe level of
economic development, the propensity to save and the relationship between exports and
imports, but also on thamount ofgovernment expenditure, the bulk of whickpresents
public consumption.

The level of capital formation (accumulatiodgpends first of all orturrenteconomic
conditions in the countrgoncernedandon the inflow of faeign direct investment. In 29,
the highesshareof grosscapital formatiori 25% of GDPor morei were recorded in some
of moredeveloped countries ithhe group Estonia,Latvia, RomaniaRussia Belarug, as well
as in some ofessdeveloped countrieA{bania, Kosovo, Macedonia Georgia,Kyrgyzstan,
Turkmenistah Similarly, the lowessharesf grosscapital formatiori 20% of GDPor lessi
were obsered in the countriegepresentinglifferent development leve(Hungary,Lithuania,
Slovakia, Croatig Montenegro,Slovenia,Ukraing. Most transitioncountriesreporta gross
investment rate of 280% GDP, which is comparable to the average world stantie?@12,
the unweighted average for all transition countries wi 8&f GDP as compared with the
weighted worldwide average 02%.

4 A completely untypical case is Turkmenistan where the shares of consumption and accumulation fluctuate
widely from year to yar, depending mainly on investment volumes and net exports; in 2012, the share of private
consumption in GDP was unusually low (15%), and the share of gross capital formation was extremely high
(47%).

19



An interesting point ishe extentto whichthe differences in the rates of economic growth
betweenthe countries of thergup can be explainetly the differencgin therelativesize of
capital formation.Economic growth theories suggest a positive relationship between the
growth of output and the investmemite assuming that investmenis by increasing
production capacitynd introducing new products and technologiese the principafactor
of outputgrowth. An empirical verification of this hypothesis would require an analysis over
a longer time. Inainternational crossection,especiallywithin a highly differentited group
of countriedlike this, the relationship between the ratepobductiongrowth and theshareof
capital formationn national incomeanay notbe clearly visible or maybe even negative, due
to diverseproductionstructure, different efficiency d investmentsanddifferent amount®f
replacement investment andvestmentin stocks i.e. the components of gross capital
formation that are not directly related to the growth of output.

From the point of view of sustainable development, it is integedo assess, apart from
gross capital formation, the net component of total accumulation made in physical, natural
and human resources, with the deduction of capital wear and environmental damage caused
by production. The last two columns of Table Zhjrsome data compiled by the World Bank
on the relative shares of gross national sav(@j$S) and the saalled net adjusted savings
(ANS) for the transition countriebothexpressed as % of GNI.

Gross national savingsare equal to investments (grosoital formation) plusgeneral
government balangalus net exports. Since the last two items, expressed as percent of GDP or
GNI, are usually relatively small (at least in an equilibdarented economy), and often
assume opposite sigrcancelling each ber, the value of gross national savili@iNS), both
absolute and relative, is usually similar to the value of gross capital formation (GCF). In the
analysed group, however, significant differences between the two accumulation measures
appear in the counés having a large structural foreign trade deficit (Albania, most post
Yugoslav republics except Croatia and Slovenia, as well as Armenia, Georgia, Moldova,
Kyrgyzstan, and Tajikistan), or a large structural surplus (Russia, Azerbaijan, Kazakhstan,
Turkmenistan). In the first case, the volume of GCF tends to be bigger than the volume of
GNS, in the second case the opposite is true, though the relation between the two variables
also depends on general government balance (GGB). The average values of GA&and
calculated for each subgroup and for the transition region as a whole, given in Table 3, are
quite similar and roughly equal to world averages, though the transition region as a whole
shows some overweight of investments compared with domestic sasigg#ying the
existence in many countries of the group of foreign trade deficits and/or state budget deficits.
We shall not analyskerethe presented GNS data because they serve us only as the starting
point to the analysis of net national savingsustdjd for the mentioned elements that increase
or reduce the net volume of resources servingldpment needs.

Net national savinggNNS) are gross savings minus depreciation (consumption of fixed
capital). Consumption of fixed capital is the replacemealiue of capital used up in

15 Our earlier econometric examination of growth factoréhe transition countries (taken altogether and divided

into three regional subgroups), made on a multiple regression model with the averaged data for the period of
19902001, showed a negative relation between the investment rate and the GDP grawAm igtdated and

extended analysis, made on both panel and averaged data for the period-20039did not confirm any

significant relationship between the accumulation rate and GDP growth, but it found some positive dependence
between the growth ratesf GDP and investment without checking the direction of the dependence. Cf. Z.
Matkowski, Postsocialist Countries AEast er n European Economi-5;sd 2004,
Mat kows ki, MzynniRi wzrasth gospadarczego w krajach transfajiriaanaliza ekonometryczna

in: R. Rapacki (ed.)Wzrost gospodarczy w krajach transformaciji: konwergencja czy dywergerRjdE,

Warszawa 2009, p. 1608B36.
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production. Adjusted net saving&NS), calculated by the World Bankre net savings plus
education expenditure minus the estimated value of natural resource depletion (energy
depletion, mineral depletion, net forest depletiamd the cost of environmental damage
(caused by carbon dioxide and particulate emissions). In order to calculate the adjusted net
savings we have thus to deduct from gross capital formation the consumption of fixed capital
(depreciation), the estimatedrsumption of natural resources and the estimated cost of
environmental damage, and add education expenditure meant as investments in human
capital.

The data on ANS presented in the last column of Table 3, show that net amounts of funds
allotted to truedevelopment purposes, including net investments in human and physical
capital minus the estimated value of environmental damage and natural resource depletion,
are quite limited both in the transition region and in the global scale. In 2012, the unweighted
average of the GNI percentage devoted to those purposes in the transition region was only 8%
while the worldwide weighted average given by the World Bank was 11%. Only 9 countries
in the whole transition group (Estonia, Hungary, Latvia, Bulgaria, Sloverfaussia,
Azerbaijan, Belarus, and Kyrgyzstan) had this proportion on the level higher than 10%, and
for 4 countries the estimated ANS value was negative. The available set of data on ANS for
the transition group is incomplete since it does not includegoatYugoslav countries and
two postSoviet republics in CA.

In spite of some vagueness of the concept of the adjusted net savings and the limited
accuracy of the related empirical estimates, these estimates shed some light on-témenlong
development mspects of the economies concerned. They warn that concentration of
investment outlays on the conservation, extension and modernization of physical capital
assets, without a parallel effort to build up human capatad with an excessive drainage of
natual resourcesindenvironmental damageanbe very detrimental for loagun economic
growth. However, he usefulness of this concept tine current andnediumterm growth
analysis islimited. The isolation of the O6trueapitalnet ac
formation mght help to explain why some countriesnded to growelatively slowly despite
their heavy investment efforts, butdbesnot explain why some other countries are able to
achieve and tgustain high rates of economic growth despée/Yow net savingif any. The
guality of theANS estimatess also disputable.

In the long run there should be a positive relationship between the ANS rates and GDP
growth, provided that the ANS estimates are accurate. But in order to verify thisnshgiio
for the transition economiesye would need much longer time series than the dataset
available now, the more so because any reasonable econometric model used to test that
relationship would require sufficiently long lags as to reveal the effectsvestments made
today on the future output.

Turning back to the contents of the part of Table 3 describing the demand structure, we can
see that e shares of exports and imports in national income are very different in the
individual countries of thenalsed group, depending on thaize, geographical locatign
available resources, and ttiegree obpemess othe economyBut we shall not analyse here
the concrete figures on the shares of foreign trade in GDP, whichreflagt the degree of
opennessvs external dependencef individual economies, sincehis questionwill be
discussedaterin sectionl.8.

In the last year report we included in this paragraph, apart from the analysis of current
production and demand structure, an extensive analysie afyclical changes of output and
demand in order to check whether the recovery from the economic crisis 62@0®8which
occurred in 2012011 was strong enough to ensure a further output growth in the next years.
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The answer was 0 dusiéndravenrfrom thelamalysis avasnhatthe recovery
was still fragile and a strong growth impulse was needed on the part of private and public
investments and exports in order to restore a satisfactory and sustainable growth. This is
because the twoemaning demand components, namely private consumption and general
government consumption, even though they represent an overwhelming part of total final
demand, are rather passive in the mechanism of business cycle, being dependent on the
change in total oput and income.

The diagnosis given in our last year report has been fully confirmed by the new slowdown
of economic growth, which appeared in most countries of the analysed group, biogh in
CSEE and CIS, in the last two years, i.e. in 22023.The slowown was partly caused by
the prolonged economic slack in Western Europe, which was related to the crisis of public
finance in the euro area, but it had also internal causes in the countries concerned, such as
some sluggishness of domestic demand andcé slanvestment activity. The main demand
factors behind the new deceleration of economic growth are clearly visible: a low level of
investment outlays and slow rise in exports, the two basic demanthponentsesponsible
for a continuous output growth.

In the next yearwith the new and revised data on the GDP growth and the demand
structure in 2013we shallinclude ananalysis of cyclical changes in the demand components
observed in the last two years in order to check whether the slowdown e2QM3 Bas been
actually overcome, and to assess the chances for a further output growth.

1.3. Economic growth

Table4 presentghe growth rates of reaGDP in thecountries of thdransition regionn
thelastsix years(2008-2013, an index showing the chge in the level of real GDP over the
whole transition period19832013), and an indicator showing tlehange in real GDP during
the lastsix years(2007%2013, summarizing th@etgrowth effect of the global financial and
economic crisis and of the reteslowdownrelated to the perturbations in the euro area

Almost all postsocialistcountries experienced a deegponomiccrisis at the beginning of
the transformation, caused by the change of economic system, reorientation of értesnal
and changes the outputstructure In mosttransitioncountries transformation crisis lasted
several years antlhasled to adeep fallin the production volumesometimes by half or even
more. In some countriee.g. Ukraine) the recession lasted virtually thrbogt the entire
decade of the 1990&nd economic growthwas restorednly in the 2000 .sSome other
countries also experienced a seconecession after the recovery from theinitial
transformation crisige.g. the Czech Republic, Bulgaria, Romamiad Rissia).

For all the countries of the CIS and most countrie€8EE,the decadef 19902000
brought a decrease of real GDP as compared to its initial est CEE countries, with the
exception of Poland, have noted a very minor growth of output ddnedirst decade of
transformation, or even a decrease, as in the case of the three Baltic republics. All the SEE
countries except Albania have also noted a substantial decrease in output, especially deep and
long in the postrugoslav republics except Slemia, due to the bloody hostilities. All the CIS
countries, including Russia and Ukraine, have also seen a big fall in their output and income
levels, caused by the transformation shock, breakdown of the former cooplanktiyand by
the wars in case @ome countries in the Caucasus and Central Asia.
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Table 4. Growth of gross domestic product

Real GDP growth (%) Index of real GDP in 2013
Country
2008 2009 2010 2011 2012 2013 2007 =100 | 1989 =100

CEE
Czech Republic 3.1 4.5 2.5 1.8 11.0 710.9 101 140
Estonia 4.2 114.1 2.6 9.6 3.9 0.8 96 144
Hungary 0.9 6.8 1.1 1.6 11.7 1.1 102 138
Latvia 2.8 117.7 1.3 5.3 5.2 4.1 91 113
Lithuania 2.9 114.8 1.6 6.0 3.7 3.3 101 117
Poland 5.1 1.6 3.9 4.5 1.9 1.6 120 203
Slovakia 5.8 4.9 4.4 3.0 1.8 0.9 111 171

Average 3.7 2.8 3.0 3.6 1.0 1.1 111 171
SEE
Albania 7.5 3.3 38 3.1 1.3 0.7 121 184
Bosnia & Herzegovina 5.6 12.7 08 1.0 11.2 1.2 105 83
Bulgaria 6.2 i5.5 0.4 1.8 0.6 0.9 104 111
Croatia 21 16.9 12.3 10.2 11.9 11.0 90 100
Kosovo 7.2 35 3.2 4.4 2.5 25 126 .
Macedonia FYR 5.0 710.9 2.9 2.8 10.4 3.1 113 109
Montenegro 6.9 15.7 25 3.2 125 3.6 107 91
Romania 7.3 16.6 11.1 2.2 0.7 35 106 127
Serbia 3.8 3.5 1.0 1.6 11.5 2.5 104 71
Slovenia 3.4 7.9 13 0.7 12.5 1.1 94 141

Average 5.5 5.4 7102 1.6 10.4 1.7 103 114
Russia 5.2 7.8 4.5 4.3 3.4 1.3 111 113
EEC
Armenia 6.9 114.2 2.2 4.7 7.1 3.2 108 155
Azerbaijan 10.8 9.3 5.0 0.1 2.2 5.8 138 220
Belarus 10.3 0.1 7.7 5.5 1.7 0.9 129 188
Georgia 2.3 3.8 6.3 7.2 6.2 3.2 123 74
Moldova 7.8 6.0 7.1 6.8 10.7 8.9 125 64
Ukraine 2.3 114.8 4.1 5.2 0.2 0.1 96 65

Average 5.5 7.1 5.0 3.8 1.3 1.6 111 118
CA
Kazakhstan 3.3 1.2 7.3 7.5 5.0 6.0 134 183
Kyrgyzstan 7.6 29 710.5 6.0 710.9 10.5 116 110
Tajikistan 7.9 3.9 6.5 7.4 7.5 7.4 148 83
Turkmenistan 14.7 6.1 9.2 14.7 111 10.2 187 381
Uzbekistan 9.0 8.1 8.5 8.3 8.2 8.0 162 243

Average 5.7 3.0 7.5 8.3 6.3 6.9 144 209
CSEE 4.1 3.6 2.1 3.0 0.6 1.3 109 154
CIs 5.3 6.5 4.9 4.7 3.4 1.9 115 124
Total 4.8 5.3 3.8 4.0 2.3 1.7 112 136
World 2.7 10.4 5.2 3.9 3.2 3.0 119 224
Advanced economies 0.1 3.4 3.0 1.7 1.4 1.3 104 168
Developingeconomies 5.9 3.1 7.5 6.3 5.1 4.7 137 327

GDP growth rates for the years 20@813aretaken from the IMF databasedex of real GDP in 2013 (2007 = 100)
has beeralculated on the basis of IMF daladex of real GDP in 20181989 = 100) has been calculated on the basis
of earlier EBRD estimatder 2007, updated for th@extyears wih IMF annualdata.

Averagegrowth rates and growth indices for ttistinguishedyroupsand subgroupsf transitioncountriesand for the
whole transition regiomere calculated using the values of GDP at CER in 201 diyehe World Bank as weights.

Reference growth rates for the world, including advanced and emerging economies, are weighted averages given by
the IMF. Reference growth indices for the world and the two subtotals were calculated from the yearly growth rates
given by the IMF for the indated periods.
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SourcesIMF, World Economic Outlook Database05.2014 The World Bank, World Development IndicatoBata,
5.05.2014 EBRD, Transition Report 2008.ondon 2008.

The second decade of the transformatR032010, at least until 200Was marked by a
vigorous growth in almost atransitioncountries. Over the period 20@007, the average
annual growth rates of GDP were quite high: 6% in SEE, 5% in CEE, and more than 9% in
the CIS, with the overall arithmetic average for the region of p&oyear.However, the
global financial and economic crisef 20082009 has brought a stopo this favourable
growth trend Almost all transition countries noted a considerable slowdown in 2008, and
most of themfell into a recessioin 2009. The recessn wasdirectly related to the global
crisis, but inmany countriesit was aggravatedby various internal problemgpublic and
private debtsgelays in economic reforms, failures of macroeconomic policy

In 2008, most countriesf the group recordeda corsiderable deceleration of economic
growth. In CEE, the average rate of growth of real GDP (calculated as a weighted average)
fell from 6.5% in 2007 ta3.5% in 2008. In SEEthe average GDP growth rate decreased from
over 8% in 2007 t05.5% in 2008. In theCIS group economic growthleceleratedrom 9% to
5.5%. For the wholdransition regiorthe averagaeveightedGDP growth ratedecreasedrom
8% in 2007to 5% in 2008

The year 2009 was marked by a further slowdown in economic growth, and 19 caafntries
the transition regioffiell into a recession. In CEE, the Czech Republic, SlovakidHungary
saw a decrease in real GDP by%, and Baltic states, paying off the costsaafedit boom,
suffereda spectacular drop in output of-18%. Poland was the onbountry in this group
that managed to avoid recession, thanks to the lower dependence on foreign markets and due
to a o6favour abl e 6 baldneenvigheits exportsfdecreasing less thana d e
imports. In SEE, all the countries except Albania Kndovo saw a decrease in real GDP by
1-7%. In the CIS, six countries @A, including big oil and gas producers, less dependent on
trade with Westericurope continued to grow, but five other countries, including Russia and
Ukraine, fell into a deep recéss. Russia and Ukraine saw a decrease in real GDP by 8% and
15% respectively while Belarus (if its official statistics was correxhibiteda zero growth.

It should be stressed that the fall in output in transition courdtieag the recessiowas
generally bigger than thelrop observed in the advanced Western economies. For the
transition region as a whole the combined GDP volume decrea20@9by almost5.5% as
compared with 3.5% decreagethe advanced economies. All the transitmuntriesreacted
strongly to the impact of the global crisie manycountries of the regiorrecessionwvas
aggravated by various internal problems, such as shortage of capital, foreign indebtedness,
outdated production structure and technology, inefficient govertsnevasteful public
finance, low productivityand low international competitiveness. Among the countries most
severely hit by the recession, there were small @&t SEEcountries highly dependent on
exports to Western Europe and on the inflow of cagitatably, the three Baltic republics),
but also large CIS countries (including Russia and Ukramegh lessiependent on Western
markets.

The impact otthe world crisis on the economies of the analysed region was differentiated
not only as to the intesity of the slowdown and the depth of recession, but also as to its
timing. In many countries of the region the recession began already i20@8 but the
decrease in GDP wanot fully reflected in the annual data. Likewise, the end of recess®n
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not necessarily located just diet end of 2009The analysis of the timing of the recession
would require the use of quarterly data

The recovery in the world economy that began in 2&i@ continued in 201krought a
significant improvement in the econonsituation of transition countrie&conomic growth
was resumed in most countries of the group thoughitjie growth rates noted before the
crisis have not been fully restored. In CEE, GDP growth in 2010 ranged between 1% in
Hungary andabout4% in Polandand Slovakiaput the Baltic states noted a very meagre
growth of output or even a small decrease;a weighted average, real GDP of the subgroup
grew by3%. In SEE, aggregate output continued to decline in Romania and Croatia while
other postYugoslav epublics reportedomerise by 13%, Bulgaria saw actually no growth,
and Albania and Kosovo had the best proof, growing 449463 the aggregate output of the
subgroupremained almost unchangedmpared to the previous yedrhe total output in
CSEE rose by%. The growth record in the CIS was much befidmost all countrie®f the
group(except Kyrgyzstan) have noted a considergbdsvthin output: in Russia and Ukraine
real GDP rose by-8%, and oil and gas producing countrieCiA increased their outp by
5-7% orevenmore The total GDP of th€IS group increased bglmost5%. The total output
in the wholetransitionregion increased bsome 44, slightly less thatheworld average

In 2011,transition countriegsontinued to develop at the rates $anto those notedn the
prevous year, or even higheffhe recoveryhas beercompleted and reinforced iall the
countries of the group. The CEE countrsesva moderate growth of real GDP by6% on
theaverageP ol andd6s economy g y&aywhieythe £zechRepubBclandv a k i a
Hungary saw a slower growth in the range of2%; the highest growth rates-{8%) were
recorded by the Baltic states, recovering from a long and deep recdssogrowth in SEE
remairedlower, mostly in the range beeen 1.5% an8%, with the resulting meagre average
of 15%. The combined GDP of the CSEE group grew by 3%e CIS countries (except the
stagnating Azerbaijgmrmaintained or increasedtie growth rates noted in the previous year,
with Russia and Ukraine gwing by 45%, and the average growtim the CIS group
amounted ta@bout4.5%. The whole transition regidmasnoted a growthof outputby 4% on
a weighted average rate slightly higher than in the previous yaadequal tothe worldwide
average.

In 2012, most countries of the region saw a considerable slowdown of economic growth
and some of them fell again into recession. This was the result of a new slowdown in the
global economy, notably in Western Europlei€to the crisis of public finance in thei®
area), andhe consequence of a consideraideeleration in thevorld trade (with an absolute
drop in the volume of imports to Western Europe). The negative impact of the euro area
crisis, together with some slowdown in the developing Asia, was anotly feltin CEE and
SEE, where the weighted average GDP growth rates f&l08b and 0.4% respectivelywith
a meagre growth by 0.6% of the combined GDP of the CSEE ghotmland and Slovakia
real GDP roseby less than 2%in the Baltic statest increased by-5%, in Bulgaria and
Romania it rose by less than 1%wo CEE countries (Czech RepubAndHungary)and six
SEE countries Rosnia and HerzegovinaCroatia, MacedoniaMontenegro,Serbia and
Slovenig noted a drop in real GDP while all otheountriesof the CSEE group saw
noticeable slowdown if not a complete stagnatidiost CEE and SEE countries, including
the new EU member states, found themselves in a very troublesome situation between
stagnation and recession. This is a new evidergtethie rising global interdependence, the
increased integration within the EU, and the participation in the euro area is connected not

16 Some results of a research on the diffusion of the recession among the transition econcluniissg iits
timing, were presented in tigansition Report 201,Qublished by the EBRD.
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only with benefits, but also with some risks and costs to any participating ecoAampug

the CIS countries, Russian eomy grew by 3.4%, Ukraine reported a zero growth, and most
countries in Central Asia and Caucasus have radsedsomereduction in their growth rates
Altogether, the CIS group noted a deceleration of economic growth frévh ih. 2011 to
3.4% in 2012, amh all the transition region decelerated from 4.68ordedin the previous
year to merely 2.3% in 2012.

In the second half of 2013, there appeared some signs of improvement in the general level
of business activity in Western, Central and Eastern Eunap&h are reflected in the
quarterly GDP data and in the dynamics of industrial production, reported on a monthly basis.
Recent assessments suggest the beginning of a new revival both in Western and Eastern
Europe while most international sources prediche acceleration of economic growth in the
transition region in the next two years. Whether or not it will come true, we shall see in the
second half of the current year, when preliminary data on GDP growth in 2014 appear. We
shall come back to this questiin section 1.9 of this report devoted to economic forecasts

The slowdown of economic growth in the transition region, which began in 2012,
continued in 2013. In most countries of the group, growth results achieved in 2013 were even
poorer than in therpvious year. Within the CEE subgroup, according to the preliminary IMF
data, real GDP grew by 1.6% in Poland and by some 1% in Hungary, Slovakia and Estonia,
but it fell by 1% in the Czech Republic; only Latvia and Lithuania managed to maintain a
moderateGDP growth of 34%. The weighted average for the CEE subgroup was roughly the
same as in the previous year: just 1%. In SEE, some countries, including Romania, have noted
a moderate output growth by about 3%, but some other continued to stggbatga and
Bulgaria)or stwck in recession (Croatia, Slovenia, and Sgrlmath the weighted averagd
1.7%. Taken altogether, the combined GDP of the CSEE group grew by 1.3% only. In the
CIS, Russian economy decelerated to 1.3%, Ukraine and Belarus contnstaghate,
Armenia and Georgia saw a moderate growth of 3%, while the remaining countries, notably
big oil and gas producers, continued to develop quite well, increasing their outpuioBy. 5
However, due to the slowdown in Russia and stagnation in B Ehe combined GDP of
the CIS grew by 2% only. For the whole transition region, the total GDP rose by 1.7%, a
result comparable to that noted by the advanced economies (1.3%), but much lower than the
average for the emerging and developing economie$oj4and the global economy as a
whole (3.0%).

The impact of the world crisis on transition countries was analysed extensively in the last
EBRD Transition Reports. The 2009 EBRD report included an assessment of the
macroeconomic impact of the global crigia the transition region and on the cmurof
economic reforms. Th2010 report analysed the impaaf the recovery. The 201feport
included an assessment of the effects of the crisis on sociab&wet] andiving conditions.

The 2013eport analysed theffects of the crisis and slowdown on the economic convergence
process between Eastern and Western Europe.

Beyond any doubt, the global economic and financial crisis was a very powerful negative
shock, the second one after th&ial transformation csis. It has significantly hampered the
development of transition countries and undermined the position of this region in the world
economy.Even if the losses caused by the world crisis in the transition region have not yet

7 EBRD, Transition Report 2009Transition in Crisis? London 2009; EBRD,Transition Report 2010.
Recovery and ReformLondon 2010;EBRD, Transition Report 2D1. Crisk and Transition:
PerspectiveLondon 2011 EBRD, Transition Report 202. Integration Across Borderéondon 2012EBRD,

Transition Report 203. Stuck in Transition2.ondon 2013.
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been fully recouped, many tratish countries, notably in the CSEE, have been recently
exposed to a new negative external shock, linked with the euro zone crisis.

The impact of the euro zone crisis on the transition region has been analysed in the EBRD
2012 report, including the effecton the GDP growth, unemployment, inflation, fiscal
developments, trade and capital flows, and an assessment of the vulnerability of transition
countries to economic fluctuations in the euro area. The econometric research has shown that
new EU member counés of CEE and SEE, but also Russia and Ukraine, are quite sensitive
to the fluctuations of economic growth in the euro area and that economic cycles seen in those
countries are significantly correlated with those in the eurozone. Even if the specific
numerical results of the study may be disputable (the highest correlation of cyclical
movements with the eurozone was found for Croatia and Ukraine and the lowest one for
Poland and Serbia), e¢tresearch evidences quite high dependence of the countries of the
analysed region, especially CEE and SEE, on economic developments in the etfto area.

Table 4 also contains two indexeghich showthe cumulativepercentage change in real
GDP of the transition countries over the last six years since the beginninggbbltaé crisis
and over the whole transformation period. The first index, based on the annual GDP growth
rates given by the IMF for the consecutive yeah®ws the cumulative output growth in the
transition countries during the last six yeé29072013) including the recession of 2008
2009, the recovery of 2042011, andhe slowdown of 2012013. It is intended to check the
net output growth of individual transition economies in the indicated period, markied by
fluctuations caused by the world crisisd the euro ardarbulence

As we can see, out of tleevenCEE countries only twd namelyPoland and Slovakia
have succeeded meaching a clearly positive growthhecord during thgeriodof 200%2013:
their GDP rose by 20% and some 10% respegtividiree other countries Czech Republic,
Hungary and Lithuanida have a zero growth balance for the whole period while two other
countries of the same subgroup, Estonia and Latvia, have a negative growth balance, i.e. they
have not yet restored the realtput and income levels recorded before the ciiisithe SEE
subgroup, aefinitely positive growth balancever that period may bgeen only in Albania
and in someleast developed and smallest p¥sigoslav republics (Kosovo, Macedonia,
Montenegro) wHe the largesand more developeeconomies (Romania, Bulgari@roatia,
Slovenia, andSerbia)have revealed almost no growtlier the whole periodr evensaw a
decreasén output as compared with the level noted prior to the cf@ieatia). Only in the
CIS group (except of Ukraine) is the overall growth balance over theiagtars generally
positive. Russia has increased its output over the whole period by about 10%, Georgia and
Moldova by some 25%, Belarus by almost 30%, Kazakhstan and Azerbwis49% and
the least developed countries in CA (except Kyrgyzstan) by 50% or even more. Nevertheless,
for the CIS group as a whole the net GDP growth balance over thgeasigeriod is
unimpressivg15%), and a similar balance for the CSEE group is ex@orer (11%). br all

8 In our own analysis of the dependence between cyclical devel¢pineine new EU member states (GEE

and t he E U5)dhe bighestisyn¢hEbization with the euro area has been found for Hungary, Slovenia

and Poland while the remaining five countries (Czech Republic, Slovakia and the Baltic states) have reveale

much weaker or negative correlation. The difference in the findings may be the result of different coverage and
timing, different indicators used, and different regression techniques. The EBRD study tested the correlation
between the cyclical developmerih 27 emerging economies (mostly of the transition region) and the euro area

over the period of 19983011 using quarterly data on the detrended GDP index, whereas our earlier research
covered the period of 199807 using monthly data on the growth radésndustrial production and economic

senti ment indicators compiled from the survey data f
Convergence between the CBEand EU15, in: D.K. Rosati (ed.)New Europe. Report on Transformatjon
Easterninsi t ut e, Warsaw 2007, p . 1 0 5 ; Ecanendc Canvesgerice BétweeMa t k o w
the CEES8 and the European Unipn AEast ern European Economicsodo 2007, V.
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the transition region, the weighted average increase in real GDP during tse lgsars
(12%) is quite small as compared with the average growthefwvorld output noteth the
sameperiod (19%) and with the growth reportethy the whole group of theleveloping and
emerging countrie€37%).

The net growth balance of the 20R013 period is especially poor for the CSEE countries.
It is no consolation that the net growth result for the euro area and the EU28 as a whole for
the sameperiod was even worse (a net drop in real GDP by 1.6% and 1.0% respectively).
Unlike the advanced countries of Western Europe, which can tolerate, at least for some time,
a sluggish GDP growth, or a temporary stagnation, keeping up their high incomealavels
living standards already reached, the less developed countries of CSEE (and elsewhere) need
a continuous and solid growtAnd a long period of no growth would mean for them an
irretrievable loss of opportunities to raise the wviwling of the currentpopulation.
Meanwhile, the analysis shows thatongwith the progress of European intation, the new
EU member countriesf the CSEE have become more susceptible to the fluctuations and
slow growth seen in Western Europe, which may hamper their gigwetd in the long run, in
spite of the manifold gains drawn from their EU participation (political, cultural,
technological, and also economic ones). This becomes a serious problem and a big challenge
to the EU cohesion and development policy.

The overallgrowth performance of transition economies over the whole transformation
period can be assessed with help of the index presented in the last column of Wi 4,
showsthe cumulativechange in the real GDP levels over the period 1B8B. The index is
based on th&DP growth indexes compiled for the individual countries of the group by the
EBRD for the period 1982007, updated by the author using the IMF data on GDP growth
rates for the next years

The growth records of transition countries over timle transformation period are highly
differentiated, but for most countries of the group the results obtained during the yastr
or so are not impressivié compared wh the growth of world economy, and in particular
with the rapid growth observed many emerging and developing countries.

Several countries of the analysed group have not yet been able to restore their output levels
seen at the very outset of the transformation process. This is true for some parts of the former
Yugoslavia(Bosnia & Herzegovina, Montenegr@nd Serbig as well as for some of the
former Soviet Union republiag&eorgia, Moldova, Ukrain€T ajikistan. In Serbia, the volume
of GDP now is 30% lowersacompared to its level in 198% Ukraine, Georgiaand
Moldova it is lower by25-35%. This is the consequence of the unsuccessful macroeconomic
policy, slow pace of economic reforms, and military conflicts that hampered economic growth
in several countries of the region.

All CEE countriesexcept Latvia and Lithania notea cansiderable increase in real GDP as
compared to 1989, the highest one in Polanadi(100%) and Slovakia0%). For the CEE
subgroup the average weighted increase in real @DP%. In SEE, growthrecordsof
individual countriesaregreatly differentiatedSerbia Bosnia & Herzegovinand Montenegro
show a decrease in real GDP over the whole period B§0%) Croatia and Macedonia
experiencedvirtually no increase whil®ulgaria and Romaniaitnesseda rise by 10-25%;
the best growth recortielongs to Albam, where GDP increased 185%. For the SEE
subgroup the average weighted growth of output was however very low, &6uthe CIS
group as a whole revealsiae of real GDP over the whole period by o@§% on a weighted
average, this being mainigue to the poor growth performanceof Russia(an increasen
output by onlyl3%) and Ukrainga decreasby 35%). Paradoxicallyenoughthe best growth
proof over thewhole periodbelongs to the countries that lag behind in the process of
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democratization and enomic reforms: Uzbekistan and Belarasd to big oil and gas
producers: Azerbaijan, Kazakhstan and Turkmenistan; all of them increased their output by
80-90% or even moré¢Azerbaijan, Turkmenistarand Uzbekistaihave doubled or tripled their
output leves).

For thetransitionregion as a whole, the average weighted growth irfdexhe whole
period (using 2010 GDP values as weights) assumes a rather low valué.ofHi8 means
that during the whole period of transformatiaoyering more tha0 years, hiis region has
increased its total output volume orby some35%. A comparable index for the world
economy, based oiMF data, shows an increase in global outpuialigost 25% over the
same periodAccording to the same source, the advanced economiesraiaed their total
output in thesame periody about70%, and the developing and emerging countries as a
whole (including most transition economies) hayged their total output. Even if thgrowth
index calculated for the transition countries mayirbprecise and possibly underestimated
(due to the change of thmational accounts systemmaccuracy of inflation estimates as well
as due to the emergence of new independent stamigsthe relatedorder changes)he
relatively poor growth record of theansition region over the whole transformation period is
evident. To a large parthis may be interpreted as the growth cost of transformatutich
may be fully paid off only in the long run.

The relatively poor growth record of the transition regiwer the last two decades sois
mainly due to the length and depth of the transformation crisis, but it is also the result of the
deep recession caused by the global crisis, which has revealed some structural weaknesses of
the economies concerned. Thegsaknesses are present both indbentries most advanced
in economic reforms and closely integrated with European Union (CEE and SEE) as well as
in the countries of the CISyhich are less advanced in transformation and less integrated with
the Europearandworld economy

The relatively small increase of the combined GDP index for the transition region over the
two decades is mainkyne result othe poor growthrecordof Russia whose share in the total
GDP value of the whole region édmost a halfBut even if we calculate a simpégithmetic
average of growth indexes for individual countries, the overall result is actually the same: the
weightedgrowth index shows an increase in real GBPthe transition regiorby 3% over
the whole period while thenweighted index shows an increase by 40%is is because the
substantial growth of output in sonrnsitioncountrieswas partlyoffset by its decrease in
several other countries.

In view ofthe change in national account system of gosfalist counies, the emergence
of new independent states and the inaccuracy of estimates concerning output changes at the
very beginning of transformation, the estimates of dhmulativegrowth of output in this
region over the whole transformation pere@ tentatre and should be treated with caution.
Neverthelesshey show thathe effects ofthe transformation process economic growth are
not immediate and not unambiguoaadthatthe experience ofarious transitiorcountries in
this respect is quite diffene

1.4. Inflation and unemployment

A heavy inflation appeared ithe former socialistcountries just at the beginning of
transformation. In many countries the consumer price irgtew by three or four digits
annudly. Most countries of the group passiact through ahuge hyperinflation. Onlyfew
countries have avoidddgh inflation by keeping basic prices under strict state control.
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Table 5. Inflation and unemployment

CPlI inflation (%) Unemployment (%)
Country
2010 2011 2012 2013 2010 201 2012 2013
CEE
Czech Republic 15 1.9 3.3 1.4 7.3 6.7 7.0 7.0
Estonia 2.7 5.1 4.2 3.5 16.7 12.3 10.0 8.6
Hungary 4.9 4.0 5.7 1.7 10.8 10.9 10.9 10.2
Latvia 1.2 4.2 2.3 0.0 18.7 16.2 15.0 11.9
Lithuania 1.2 4.1 3.2 1.2 17.8 154 134 11.8
Poland 2.6 4.3 3.7 0.9 9.6 9.6 10.1 10.3
Slovakia 0.7 4.1 3.7 1.5 145 13.7 14.0 14.2
Average| 1.8 4.0 3.7 1.5 13.6 12.1 11.5 10.6
SEE
Albania 3.5 3.4 2.0 1.9 135 13.3 13.0 12.8
Bosnia & Herzegovina 2.1 3.7 2.0 10.1 27.2 27.6 28.0 27.0
Bulgaria 3.0 3.4 2.4 0.4 10.3 11.4 12.4 13.0
Croatia 1.0 2.3 3.4 2.2 12.1 13.6 16.1 16.5
Kosovo 3.5 7.3 25 1.9 . . . .
Macedonia FYR 1.5 3.9 3.3 2.8 321 314 31.3 30.0
Montenegro 0.7 31 3.6 2.2 19.7 19.7 19.6 19.¢
Romania 6.1 5.8 3.3 4.0 7.3 7.4 7.0 7.3
Serbia 6.2 111 7.3 7.7 20.0 24.4 23.1 21.0
Slovenia 1.8 1.8 2.6 1.6 7.3 8.2 8.9 10.1
Average| 2.9 4.6 3.2 2.5 16.6 17.4 17.7 17.5
Russia 6.9 8.4 5.1 6.8 7.3 6.5 55 55
EEC
Armenia 7.3 7.7 25 5.8 19.0 19.0 19.0 18.5
Azerbaijan 5.7 7.9 1.0 24 6.0 6.0 6.0 6.0
Belarus 7.7 53.2 59.2 18.3 10.0 9.9 9.7 9.7
Georgia 7.1 8.5 710.9 710.5 16.3 15.1 15.0 15.¢
Moldova 7.4 7.7 15.0 9.6 7.4 6.7 5.6 5.2
Ukraine 9.4 8.0 0.6 710.3 8.1 7.9 7.5 7.4
Average| 7.4 15.5 12.9 5.9 11.1 10.8 10.5 10.3
EA
Kazakhstan 7.1 8.3 5.1 5.8 5.8 5.4 5.3 5.2
Kyrgyzstan 7.8 16.6 2.8 6.6 8.6 7.9 7.7 7.6
Tajikistan 6.5 124 5.8 5.0 11.6 11.6 11.5 11.%8
Turkmenistan 4.5 53 53 6.6 11.4 11.5 11.3 11.3
Uzbekistan 9.4 12.8 12.1 11.2 11.4 11.4 11.3 11.3
Average 7.1 11.1 6.2 7.0 9.8 9.6 9.4 9.4
CSEE 2.4 4.4 3.4 2.1 15.3 15.1 15.0 14.5
CIs 7.2 13.1 9.5 6.4 10.2 9.9 9.6 9.5
Total 4.4 8.0 5.9 3.9 13.1 12.9 12.7 12.4
World 3.6 4.9 3.9 3.6 7.3 7.1 7.1 .
Advanced economies 15 2.7 2.0 14 8.3 8.0 8.0 7.9
Developing economies| 5.9 7.3 6.0 5.8 7.0 6.9 6.8
a2012

CPI inflation according to IMF. bemployment rates (from labour force surveysational statistigs based on ILO
harmonized standards or national definitions, taken frors BvidWorld Bank databases; unemployment rates for
Montenegro, Belarus, Tajikistan, Turkmenistan, and Uzbekistan given by the World Bank were calculated on the basis
of ILO unemployment models.

Subtotal and total averages for transition countries are sifouplweighted averages). Reference data for the world,
including advanced and developing economies, are weighted averages, given by the IMF and the World Bank.
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Sources:IMF, World Economic Outlook Databasb,05.2014 The World Bank, World Development lmditors
Data,5.05.2014; The World Bankslobal Economic Prospectdanuary 2014

Inflation in thetransitioncountries was initiallicaused by aexcess demand, arising from
deferred consumption, wage increasasd rising government expenditure. Thergase in
incomes was not met by an increase in the supply of goods and services, due to the decline in
domestic output, not always offset by an adequate increase of importee further
developmentcost pressurdsavealso emerged, resulting from theogith of wagesat a rate
exceeding thegrowth of labour productivity, inefficiency of many public and private
enterprises, as well asse in the prices of imported raw materials (including aaiyd
investment goodsinflation was aggravated by budget d&§, increases in administrative
prices and indirect taxeand pricehikesimposed by producers with a strong market position.
Restrictive monetary policyhich had beeeffectivein constraining the excess demahds
lost its power against a new coglidtion of inflationary factorsleadingto a slowdown of
economic growth and increased unemployment.

Nowadays, inflation is no moremajor problem in mosCEE and SEEountries €xcept
Serbia) but severakountriesof the CIS still no¢ an inflationof about 10% per year more.

Table 5 presents datan inflation and unemployment itransition countriesfor the last
four years The inflation figures are annual increasegha prices of consumer goods and
servicesrecorded by the IMEsome data for 2IB are preliminary estimated)ynemployment
rates are taken from labour force surveysational statisticgs reported byhe IMF, World
Bank and EurostatMost unemployment data presented here are based on survey data,
according to ILO and Eurostat Imaonized standards. For some CIS countries unemployment
statisticsare missing oarecompletely unreliablefor Belarus, Tajikistan, Turkmenistaand
Uzbekistan we took the #mates given by the World Bank, based on ILO unemployment
models.

The evolutionof inflation in each country over time depends on current business activity,
the course of monetary and fiscal policy, the development of world prices and exchange rates,
and many other factors. In spite of some price controls imposed by the governmgénts a
stabilisation measures applied by central banks, inflation rate in many transition countries
remains quite high, andasone of the most volatilenacroeconomidndicators it reveals
sometimes large changes year by year.

At the end of the expansion thpreceded the world crisis, inflation accelerated in most
transition countriess the result of a rapid growth of demand and cost tendiotise Baltic
states, where inflation seemed to be already eradidgajadiped to 1615% in 2008in other
CEE cauntriesit accelerated to 6%. In 2009, under the impact of theorld crisis and
recessioninflation practically disappeared most CEE countriew/hile in other countries it
was significantly reducedto about 26. Similar changes appeare@d SEE wherelte average
inflation doubled in 20080 8% but it was cut in 2009 to-2% or totally eliminatedn all the
SEEcountriesexceptof Romania and Serbia.

In all the CIS countries except Armenia inflation jumpe@008to two digit levels. Oran
unweighted waerage, inflatiorspeeded upo 16%.In Azerbaijan, Kyrgyzstan, Tajikistan, and
Ukraineinflation surpassed 20%n RussiaKazakhstarand Belarust surgedto 15%.This
was mainly due to the worldwide increase in food and energy prices, cuts in exteditsl c
and depreciation of local currenciéd/hat is more important, the acceleratedlation
occured parallel to the decelerated output growth, a coupling that immobilizes fiscal policy:
any restrictive action taken to curb down inflation may deepenfah in output, and any
expansionary action to counteract recession may result in an accelerated infia609,
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due to recession, inflation wasducedo onedigit levels in most countries of tlggoup, and
in some countries (Georgia, Moldovasgzerbaijan, Turkmenistan) it waalmoststopped but it

has remained quite higbver 10%)in Russia, Belarus, Ukraine, and UzbekisfEme average
inflation rate in the group decreased to 7%.

In 2010, despitehe increase in demand and output, inflation rewilow in all the
countries of CEE except Hungary, thanks to tight monetary and fiscal policies performed by
governments and central banks and due to credit constraints and controls imposed on private
banks and their own cautiousness. In Poland, inflatias reduced to 3%, almost exactly in
line with the official monetary target. In Slovakia, it was kept below 1%, in the Czech
Republic and Slovenia below 2%, and in Latvia it even turned into deflation. Hungary has
remained the only CEE country with abstantial price rise of almost 5% per year. The
average inflation rate in CEE, for the first time, fell below 2%, and it was actually slightly
lower than the average inflation rate in the euro area. In most SEE countries, inflation
increased slightly as agpared with the previous year, with the average rate of about 3%. This
average howevas a little misleading because Romania and Serbia continued to noteaquite
high inflation of abou7% while Croatia and the remaining pd&tgoslav republics reported
alow inflation, below 2%. In the CIS, the average inflation teyed atbout 7%, but for
the first time inflation waseduced to ondigit level in all the countries of the group. For all
transition countries the average inflation rate (calculatednasnaveighted average) was
4.5%, not much higher thain the previous yearbut significantly higher than the world
average

In 2011, with theongoing recovery, inflation began to rise again across the whole
transition regionin mostCEE countries, inclugshg Poland, inflatiorroseto about 4% on a
yearto-year scale, and the average rate for the group doub##d.ttn SEE inflation jumped
to 11%in Serbiaand7.5% in Kosovq butin the remaining posYugoslav republicsas well
as in Bulgaria and Albanj@ increasednoderatelyto 3-4% while in Romania itontinued to
stayat about 6%. The average inflation rate for the latdgroup increased t4.5%. In the
CIS, the average inflation ratdoubled to 13%. In the least developed countries of Central
Asiainflation jumped again to twaligit levels,and inBelarusit surpassed 6. Most other
countries of the CIS, including Russia and Ukraseaya price rise belowl0%. For all the
transitionregionthe average inflation rate increased to, &#ate almdstwice as high as the
world average

The slowdown of economic growth in 2012, especially in CEE and SEE, brought some
lessening othe inflationary pressure. In most CEE countries inflation was kept in the range
between 2.5 and 4%, with the average auilt3.5% slightly lower thanin the previous year.
Hungary was the owlcountry in the group whernaflation increased significantly (to over
5.5%), despite the falling output. In SEE inflation was also kept in a narrow band between 2
and 3.5%, but in Skra it was still 7% with an average ofbout3%. Most CIS countries,
except Belarus and Uzbekistan (the two least markehted countries), curbed down
inflation quite significantly. The most spectacular achievement was an almost total halt to
pricerise in Ukraine, Azerbaijan and Georgia, as well as in Kyrgyzétdrere inflation was
curbed dowrfrom a two-digit level to some 3% In Russia inflation was cut to 5%, bt
Belarushyperinflationcontinued to run at a yearly rate of-60%. The average fiation rate
for the CIS subgroup fell to 9%, and the unweighted overall average for all transition
countries decreased &%, a result comparable with the worldwide average for the emerging
and developing economies, but still higher thanaverallworld average

In 2013, with the slackening demand and a continuing slowdown in output, inflation
abated further in most countries of the CSEE group. In most CEE countries inflation
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decreased t0-1.5%; in SEE it was cut to 23%.!° The only three countries ithe CSEE

group with still significant inflation are: Estonia (3.5%), Romania (4%) and Serbia (7.5%). In
the CIS group, the inflation patterns have remained quite differentiated. In Belarus, inflation
has been reduced, but it is still very high (almost 20#6Ykraine and Georgia there was no
price rise, but some other CIS countries, including Russia, continue to report quite a high
inflation (5-10%). Nevertheless, in most transition countries, inflation has been significantly
reduced, and some countries the transition region (e.g. Latvia, Bosnia & Herzegovina,
Georgia and Ukraine) have been recently faced with a danger of deflation. However, there is
no doubt that if the expected revival in 2014 and 2B mes trueinflation will speed up as

well. Meanwhile, the average unweighted inflation rate in 2013 amounted to 1.5% in CEE,
2.5% in SEE, 6.5% in the CIS, and 4% in the whole transition régaresultquite close to

the world average of 3.5%.

The decreasan inflation rates that occurred during thecession in 20QStheir sharp
increase in 2011 associated with the recovanglthe decrease in 201@nd 2013caused by
the slowdown of economic growtbive proof of the great volatility of inflation and its strong
dependence on demand and supply flattibns over the business cycle. This observation
explains why future inflation is so difficult to foresee and why we should always be aware of
its possiblereturn and a rapid surge

Despite the constant danger of inflati@tmost all the countries &@EE and SEHexcept
Serbia) have largely succeeded in keeping inflation under control. However, inflation in the
CIS has remained real threat, even if it has been recently reduaed, the less developed
countries of the region are still exposed to thk oisthe return ohigh inflation. The renewed
surge of hyperinflation in Belarubat appeared in 2012012 seems to confirm the constant
existence of such threalvhenever mflation reassumes its strengthdeliberatdightening of
monetary and fiscalgdicies is needed to contain inflationary pressures and to curb down
inflation.

Unemployment emerged ithe former socialistcountries at thevery beginning of the
transformation, with the closure of many public enterprisestiaatiquidation of state ad
cooperative farms. This was accompanied bpig reduction of employment impublic
administration. Aslarge state enterprises were privatiseébe secalled rationalisation of
employmentesultedin mass layoffs. Th&ansformatiorcrisis, aggravated isome countries
by thewar damage, resulted in an additional increase in unemployment.

Unemployment in transition countries is mainly structural in nature. It reflects the
mismatch between labour supply and demand in terms of skills, age, gendgepgrghical
distribution, the difference between the structure and distribofiaie labour resources and
the structure of the available jobs. Theoretical concepts that attempt to explain unemployment
by too high wage levels do not have a direct referendbdasituation existing in the countries
under analysis because tHaygelydisregard structural unemployment and rely on a fictitious
assumption ohigh labour mobilityand perfect competition in labour marke@ne of the
causes of unemployment is a bligcrepancyetween net earnings received by the employees
and gross salaries paid by employevhich is the result of high incomé&axes and social
insurance contributia This phenomenon (thiex wedgg, coupledwith a relatively generous
system ofunanploymentbenefits and social assistance for go®r, reduces the willingness
to undertake legal employment anccearages people to work in the grey econpatythe
same time hampering the creation of new jobs.

1% The CPI inflation rate for Poland in 2013 (0.9%), given by theti@kiStatistical Office and quoted by
international data sources, seems to be underestimated, but there is no way to verify it empirically.
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Governmentabour markepoliciesin this goup of countriesare largelyinconsistent and
ineffective. They focuson the provision of sufficient funds for paying benefits to the
unemployed. Active programmesmed atreducing longterm unemployment, such as job
information and advisory services, cational training and retraining of the unemployed,
public works, loans fothe creation of small enterprises amdlividual businesss,as well as
support for the handicappeate not sufficiently developed.

I n the 20000s, unemplcountmes nvas partially miagatgd by r an s
massive emigratioto Western Europe and North Ameridédhousands of people, including
well educatedand skilledyoung workers left their home countries, looking for better job
opportunitiesand higher living standasdn abroad.This phenomenon reduced the registered
unemployment figuregespecially in the CSEEput it has not solved the real problem, not to
say that the outflow of qualified and highly productive labfmuce is highly detrimental for
the future devepmentof the countries concernetVith the beginning of the global crisis,
due to the tightness of labour markets in Western Europe, an opflositeof labour
resources began because mdioymer emigrantswere returninghome, exacerbating
difficulties in the local labour markets.

Nowadays, labour markets in the West are tight and many countries of Western Europe
have sealed their borders against a further inflow of immigrants and seasonal workers from
Eastern Europe, Asia and Africa. Therefore, furtie@mployment and unemployment
prospects in the transition countriedl depend first of all on their own economic growth.
Future developments labour markets of the region will also be affected by demographic
trends, i.e. population growth and changeshim age structure of population. The ageing of
the population and the rising share of the old may lgaite soonto scarcity of labour
resources, especially as regards young and qualified labdthr the resulting londasting
slowdown in many transitiortountries, especially iICSEE Meanwhile, in spite of the
decreasing numbers of young people remaining at home, youth unemployment is particularly
high in all transition countries.

The unemploymendata for this region areery imprecise and publishedtvia substantial
delay. They arealso not fully comparableetween the individual countriekie to different
definitions, differentregistration procedures and different benefit stanganad because of
differentsize of employment in the gresconomy. Tkre are two sources of unemployment
data official data about the registered unemployment and estimates based on labour surveys.
In international comparisons the figurekenfrom labour surveys are usually preferred as
more adequate, though thdiffer from official data on the registered unemployed. In this
analysis we usmostlythe data taken from labour surveys.

The unemployment rates in transition economies shown in Table 4 are not fully
comparable because they haverb&ken from different sourcesd are based on different
definitions.Data for the CIS may not be very reliable and they are not fully comparable with
those for the CEE and SEE countries because of different survey methods and standards.
Official data on the registered unemploymeravided for Belarus, Tajikistan, Turkmenistan,
and Uzbekistan are incredibly low and have been not included in theitedtésad of that we
took the World Bank estimates based on the ILO unemployment ntbatesurvey data for
some other CIS countries im&h Caucasus and Central Asia are not very reliable as well.

Unemploymenin CEE recorded in 2008 was generally not blig.most countries othe
group unemployment rates reported in labour surveys were relatively low, between 4% and
8%, with the exceptio of Slovakia where unemployment amounted to 10% of the labour
force. In SEEunemployment was moderate-§66) in Bulgaria, Romania and Croatia, but
very high (13-34%)in Albania, Serbia, Bosnia & Herzegovina and Maceddnighe CIS the
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highest unemployent rate(17%) was recordedin Georgia whereas Belarus, Tajikistan and
Uzbekistan continued to report almostnegisteredunemploymentThe remaining countries
including Russia, Ukraine and Kazakhstan, repoatedoderateinemploymentin the range
of 4-8%.

In 2009 as the results of the slowdown or recession caused by the world orass,
countries of theanalysedgroup sawan increase in unemploymenates In the Baltic states
unemployment increased to-18%, in Hungary it reached 10%, and in Sloxak rose to
12%. Lower unemployment rates were seen in Poland, Czech Republic and S|6:\&88ni)a
In SEE,the highestunemploymentvas seenn Bosnia & Herzegovina and Macedori1%
and 32%, butit was alschighin Serbia (17%), Albania (14%), and Menegro (11%). In the
CIS, the reported unemployment rates did not change much despite the recession. Jn Russia
Belarus,and Ukrane unemployment increased tel®0, in Kazakhstarand Azerbaijan it
remained on the level of B%, in Georgiaand Armenidt stayed at 1-19%.

In 2010, despite the recovery, unemployment rates in @8EEcountries remained high
or increasedto new record levels. This is because changes in the employment and
unemployment levels typically lag behind changes in output volume§€EE, the highest
unemploymentvasrecorded in the Baltic states (1%%), butit was also high in Slovakia
(15%), Hungary (11%)nd Poland (10%)he averageinweightedunemployment rate in the
CEE rose to 15%. In most SEE countries unemploymeai$o increased, reaching new
heights. In all the courizs of the group except Romaniamemploymentwas higher than
10% the highest unemployment was recorded in Macedonia (32%), Bosnia & Herzegovina
(27%), and Serbia and Montenegro (20%Yyen though the recomein the CIS was much
more vigorous, it has not resulted in any significant decline in unemplayimesis. In
Russia and Ukrainanemploymenin 2010decreased slightly to 7 or 8%, in Kazakhstan it
stayed at 6%, in Georgiand Armeniait remainedat thehigh level of D% while in the
remaining countries of th€lS, according to official data, unemploymekept still in the
range of 69%. The unemployment data for those countries are however not very ;certain
official unemploymentiata for Armenia, Azerbgin, and Georgiare much lower thasome
alternative estimates, which take into account underemployment

In 2011 the picture did not change much: in spite of the continuing output growth, the
overall situation in labour markets, both in Western and Ba&arope, remained tied and
total employment and unemployment levels did not change much. In CSEE, the only positive
exception was a noticeable decrease in the unemployment rates in the three Baltic states
(where the output grew very vigorously) to 12%Hstonia, 16% in Latvia, and 15% in
Lithuania; on the other hand, the unemployment rate in Serbia increased to 24% due to the
prolonged stagnation. In most other countries of the transition region, both in the CSEE and in
the CIS, unemployment rates remadralmost unchanged.

The slowdown 020122013 has not led to any significant rise of unemploynierihe
transition region In most transition countries, unemployment rates have remained almost
unchanged as compared with their levels seen in 2011, am@wven they changed markedly,
they have decreased rather than increased. The high unemployment rates seen in the Baltic
states decreased to-10%, in Serbia to 21%. Unemployment in Russia was reduced to 6.5%,
in Moldova it decreased to 5%ut in most contries of the CIS it has remained about at the
same level as noted in 2011. According to the available data, the highest unemployment levels
in the transition region in 2013 were notad most postYugoslav republics: Macedonia
(30%), Bosnia & Herzegovin&27%), Serbia and Montenegro (about 20%), and Croatia
(17%), as well as in two Caucasian countries: Armenia (19%) and Georgia (15%). High
unemployment (more than 10%) was also seen in Slovakia, Latvia and Lithuania, Albania,
Bulgaria, and the least develapcountries of CA: Tajikistan, Turkmenistan, and Uzbekistan.
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But the unemployment data for the CIS countries are generally tentative and imprecise, and
they are not directly comparable with the data for the CSEE countries.

Due to the incompleteness amuited comparability of the available data and because of a
high dispersion, the averages calculated for each subgroup and for the group as a whole are
not very meaningfulNevertheless, the unweighted average unemployment rates calculated
for the individwal subgroups, the two major groups (CSEE and CIS) and the whole transition
region also show a striking stability of unemployment levels over the last few years, with no
discernible reaction to the changing dynamics of output and without acciettend.This is
becausé as already noted unemployment in transition countries is mainly composed of
long-term structural and natural unemployment, which is cyclically inelastic, and because
employment and unemployment react with certain lag to changing eaoaotity.

The average unemployment rates calculated for the sutggoups and for the transition
region as a wholdid not change mucim 2013as compared with 2010. In CEthe average
unemployment rate decreased from5%3 in 2010 t010.5% in 2013in SEE, itincreased
from 16.8% to 17.5%; in the CIS, it decreased from 10% to 9.5%. The average unemployment
rate for the whole transition region decreased slightly from 13% in 20124ar12013, and
it has remained much higher than the worldwide ave(@yg. The expected acceleration of
economic growth in 2014 and 2015 may lead to some decrease in the unemployment levels
seen in the transition countries, but the improvement may not be very considblatde.
active labour market policies on the part gbvernment are needed to reduce the
unemployment levels seen in the transition countries.

A special problem as regards unemployment in transition countries (as welhay
other emerging and developing economies) is a very high unemployment seen thmong
youth. The incidence of unemployment among young people, aged under 25, is often two or
three times higher than among the adults. At
unemployment rates for the males aged between 15 and 24 and seekasgifohted on the
ILO unemployment model, amounted to 30% in Bulgaalout 35% in Georgia, Armenia
and Slovakia, over 40% in Serbia and Croatia, and 55% in Macedonia and Bosnia &
Herzegovina. According to the survey déa 2013 collected for the EU memibstates by
the Eurostat, total unemployment rate for males and femalesesgethan 25 ranged between
some20% in Estonia and the Czech Republic and 50% in Croatia; in Poland, Hungary and
Bulgaria, unemployment among the young was close to 30% wh8®wakia it was almost
35%.

1.5. Deficits and debts

The two most significant factors hindering the pursuit of an active economic policy and
detrimental to economic growth are defidmsstate budgets and current accountsf the
balance of paymentdMost transition countries have been struggling with the problem of
budget defics for many years.The global economicand financialcrisis and the recent
slowdown in economic growth related to the euro area turbulence eha@reeda strong
pressure on puic finances because tax revenues decceagele government expenditures
had to bancreased. As the result general government basatecsbd to deteriorate, with the
resulting rise in public debts.

High budget deficits and rising public debts lower ¢hedibility of the given country in
international financial markets, leading to a decline in the flow of foreign direct investments
and foreign credits. This is the main reason why all the governments now are so much
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concerned about the state of their jpuliinance. In case of the EU member countries, an
additional strongnotive for a good fiscal stancarethe provisions of the Maastricht Treaty
andthe convergence criteria set e European Commission. Less attention is paid to the
disequilibria thakexist in foreign trade and current account balances, noetdionthe state

of the whole balance of payments.

Table 6. Deficits and debts (% of GDP)

Public | External

General government balance Current account balance
Country debt debt
2010 2011 2012 2013 2010 2011 2012 2013 2013 2012

CEE
Czech Republic 4.8 133 4.4 2.9 13.8 12.9 124 711.0 47.9 47.48
Estonia 0.2 12 710.2 10.4 28 1.8 118 711.0 11.3 90.8
Hungary 144 4.2 120 12.4 0.2 05 10 3.1 79.2 130.3
Latvia 17.3 13.2 0.1 1.3 2.9 12.1 12.5 710.8 32.1 139.8
Lithuania 172 5.5 133 12.1 0.0 13.7 10.2 0.8 39.3 73.3
Poland 7.9 5.0 139 4.5 5.1 4.9 13.5 11.8 57.5 74.4
Slovakia 17.7 15.1 145 13.0 13.7 13.8 2.2 2.4 54.9 77.2

Average 15.6 124 126 12.4 11.0 12.2 11.0 0.2 46.0 90.5
SEE
Albania 14.2 13.6 133 16.2 110.0 19.6 19.3 19.1 70.5 38.3
Bosnia & Herzeg. 13.9 12.6 3.1 12.2 16.2 198 19.7 5.6 42.7 52.6
Bulgaria 4.0 12.0 10.5 1.9 115 0.1 109 2.1 17.6 97.2
Croatia 5.1 153 3.9 5.5 112 10.9 100 1.2 59.8 104.5
Kosovo 123 118 126 12.5 112.0 113.8 17.7 16.8 . 15.6
Macedonia FYR 124 125 139 14.0 120 125 13.0 11.8 35.8 70.7
Montenegro 146 152 5.9 124 | 1229 | 117.7 | 1187 115.0 56.8 108.4
Romania 16.4 14.3 2.5 2.5 4.4 14.5 144 1.1 39.3 77.3
Serbia 139 143 172 5.7 6.8 19.1 1107 5.0 65.8 88.1
Slovenia 5.4 15.6 13.2 114.2 10.1 04 3.3 6.5 73.0 115.6

Average 142 13.7 136 4.7 16.7 16.7 16.1 13.5 51.3 76.8
Russia 13.4 15 0.4 1.3 44 51 3.6 1.6 13.4 28.6
EEC
Armenia 5.0 12.9 116 2.5 1148 | 1109 | 7i11.2 18.4 41.9 77.0
Azerbaijan 14.0 116 38 0.8 28.0 26.5 21.8 19.7 13.8 17.0
Belarus 10.5 4.2 1.7 710.9 115.0 18.5 127 719.8 36.7 55.1
Georgia 4.8 710.9 710.8 1.3 110.2 | 1127 111.7 6.1 31.8 85.2
Moldova 125 12.4 12.2 11.8 170 111.3 16.0 4.8 24.4 84.6
Ukraine 15.8 12.8 14.5 14.5 12.2 16.3 18.1 19.2 41.0 76.6

Average 10.8 1.1 10.6 11.7 4.9 13.9 13.0 13.1 31.6 65.9
CA
Kazakhstan 1.5 6.0 45 5.0 0.9 5.4 0.3 0.1 13.5 67.6
Kyrgyzstan 5.8 4.6 15.7 3.8 16.4 165 115.0 112.6 47.7 75.6
Tajikistan 13.0 12.1 0.6 710.8 11.2 148 12.0 1.9 29.2 46.2
Turkmenistan 2.0 3.6 6.4 0.2 110.6 2.0 0.0 13.3 20.6 18.1
Uzbekistan 4.9 8.8 8.5 1.3 6.2 5.8 1.2 1.7 8.6 13.0

Average 10.1 2.3 2.9 0.4 122 0.4 13.1 13.2 23.9 44.1
CSEE 4.8 13.2 3.2 3.8 4.4 4.8 4.0 2.0 49.0 82.4
CIs 10.7 1.6 0.9 710.8 13.0 11.4 12.5 2.8 26.9 53.7
Total 13.1 11.2 1.5 12.6 13.8 13.4 13.4 12.3 39.5 70.5
World . . . . 0.4 0.4 0.3 0.3 .
Advanced econ. 18.3 16.8 16.2 14.9 10.0 10.1 10.1 0.4 106.3 .
Developing econ. 12.6 11.2 11.6 12.2 1.5 1.6 1.4 0.7 34.5 24.1

a2011.
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General government balan¢eet lending/borrowingand current account balance according to IMF data. For several
CIS countris in the Caucasus and Central Asia (Armenia, Azerbaijan, Turkmenistan) data on general government
balance refer to total central government balance.

Public debt (general governmegrbssdebt) according to IMF dat&xternaldebt(total = public + privatgaccording to
EBRD data.

Subtotal and total averages for transition countries are simple (unweighted) averages. Reference data for the world
including advanced and developing economies, are weighted averages given by #rel [WBrld Bank

Sources IMF, World Economic Outlook Databasg,05.2014 EBRD, Regional Economic Prospects Updatenuary
2014, 5.05.2014The World BankGlobal Economic Prospegtdanuary 2014

Although high budget deficits imply an increasdatal demand, thepften contributeto a
rise in inflationrather tharto thegrowth of output At the same timehey lead to a buitdip
of public debt, whichcanthreaten future economic growth. Persistent budget deficits result
from excessive public spendiras compared with the limitethx receiptsproceedsfrom
privatisation, customs dutiesnd other government reversue

When comparing the size of budget deficits in individual transition countries we should
take into consideration big differences among the countries of the grougaadsréhe share
of public sector in the economy. Profits drawn from public enterprises and taxes levied on
them are a major source of revenue for the state budget in many countries of the region, and
the main cause of big surpluses reported by severat@@iBtries, notably big fuel producers.
Another considerable source of revenue mayefrom privatisationproceedandthe sale of
stateownedenterprisesas well as dividends obtained from privatised firms partly controlled
by the treasuryThe share othe public sector in the economy and the efficiency of public
enterprises are therefore importatéterminants ofthe size of state budgetgeneral
government balance as well agloé level ofpublic debs.

Current account deficits are mainly the resofita high propensity to imporipértly a
consequence of inefficient and uncompetitive domestic productisnjompared with the
existing export opportunitiesvpich arelimited by external demand andy the available
resourcestechnology,and the competitveness of domestic production). Unless offset by a
positive balance of capitdlbws, current account deficits weaken the domestic economy and
its currency and increase foreign detmtposinga burden on future economic growth.

The impact of the deficits state budgstand in current foreign accounts on the economy
depends not only on their size, but also on the means of their financing. A budget deficit
covered by privatisation receipts, government bonds or foreign aid doésehwiflation to
the sane extent as a deficit financed by the issue of additional money. Similarly, a current
account deficit offset by the inflow of foreign capital does not exert such a negative impact on
the development of the domestic economy as a deficit that leads t@raasi in foreign
indebtedness.

The size of deficitor surplusesn state budgets and current accounts andebels of
public and foreign debts in the countries of the analysed group are shown in Table 6. All the
data are expressed as percent of GDRhe sake of comparability.

The condition of public finance itransitioncountries has been generally good until the
outbreak of global financial and economic crisis. Ofalyr countries in the group, namely
Hungary, Albania, Georgiaand Tajikistan, reprted largedeficits in their state budgets
amounting to 6% of GDP.In 2008, the state of public finance in CEE and SEE worsened,
though not yet significantlyMost EU member countries continued to report reasonably low
deficits in their state budgets) the toleratedsize up to 3% of GDPthoughmuch higher
deficits were recorded in Latvia and Romarmthe CIS relatively high budget deficit&6%
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of GDP) werenoted in Georgia and Tajikistan whaespectacular surplu21% of GDP)was
reportedby Azerbaijan.Big oil and gas producers, including Russia, continued to cash more
money than theliad tospend, closing their state budgets with considerable surpluses.

The situation changed radically in 2009 under the impact of global financial and economic
crisis. The recessiobrought about sharpdeclinein tax and export revenues while at the
same time it forced the governments to increase public spending. As the result of this, fiscal
stance has deterioratedalmostall the countriesAll the CEE andSEE countriesreporteda
negative general government balance, and only thiréleem namely Estonia, Bulgaria and
Macedonia, managed to keep the deficit below 3% of GDP. Most of theEhemember
statedell into big deficits, amounting to-8% of GDP.In the CIS, the regular surphgminers
saw a considerable decreasethe budgetary surplugAzerbaijan, Uzbekistan) or fell into
deficits (Russia, Kazakhstan, Belarus). The biggest deficit (9% of GDP) was recorded in
Georgia. The worsening of public finanaas also reflecteih the average values calculated
for each subgroup and for the whole group.

In spite of thebeginningrecovery and the rising concern about the state of public finance,
the overall fiscal stance of transition countries did not impsigeificantly in 20100nly a
half of transition countrieaoted a considerable improvement in general government balance
while another half saw some deterioration or no significant change. InFihd, Slovakia,
Latvia and Lithuaniaeported defici in the range of -B% of GDP;Czech Republic and
Hungary revealed a somewhat better proof, with deficits of about 5% of GDP, while Estonia
succeeded to restoeebalanced budgethe average budget deficit in the subgraupunted
to 5.5% of GDPon the unwighted averageln SEE, deficits in state budgets were generally
lower, mostly between 2.5% and 5%, except of Romania vithe@eficit amounted to 6%
of GDP. The average size bfidgetdeficitsamountedo 4% of GDP.In the CIS the state of
public finence in individual countrieeasremained very differentiate®@il and gas exporters
in Caucasus and Central AsiaAzerbaijan, Kazakhstan, Turkmenistan, and Uzbeki$tan
continued to reveaubstantiabudget surpluseshile most of the remaining countriégve
reducel considerably their deficits. The largest budget surplus in 2010 was noted in
Azerbaijan (#% of GDP)while the biggest deficit was seen in Kyrgyzstatn(ost6% of
GDP). Russia succeeded in cuttitgy budgetdeficit by almost a halfto 3.5%of GDP, but
Ukraine remainedvith the high budget deficiof almost 6% of GDP. Altogether, the CIS
countries have consolidated reowor less their public finances, thereby reducing the
unweightedaverage deficit to 1%f GDP. However, for the transition geon as a whole, the
average result in the general government balance remained roughly theasamehe
previous yeain spite of thdact that theecessiorwas over

A more visible progress in the consolidatiminpublic finance in the analgd regionwas
achieved in 2011, along withe further revival of economic activitgnd with the rise in tax
revenueln all the EU member countries of théSEE (except of Sloveniaas well as in most
countries of the CISjeficits in state budgets have been sigatiitly reduced or turned into
surpluses, and typical surplgainers (except Azerbaijan) have improved their fiscal stance.
In CEE, budget deficits were reduced to maximurb.®% of GDP (Poland, Lithuania,
Slovakig, and the most spectacular improvementha general government balance was
achieved in Hungary where, thanksthe practical liquidation of the private pillar within the
obligatory pension system and due $ome restructuring of public finance and the
introduction of special taxes, the govelmh hasmadea onetime switch from deficit to
surplus (fromi 4.5% of GDP in 200to +4.3% of GDP in 201). The averagbudgetdeficit
in the CEE was cut by a half, t@.5% of GDP. In SEE, the overall improvement in public
finance was not so impressive,tlall the countries in the group have succeeded to keep the
deficits below 5.5% of GDPand most of them have reduced their deficits to 4% of GDP
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less with a fairly good average of 3.5% of GDP. In the CIS, Russia and Belarus turned from a
deficit to asurplus, and Ukrainslashedts deficit by a half, coming below 3% of GDP. All
other countries of the group, except of Azerbaijan, also improved their fiscal stance, and the
group as a whole has reached, on the average, a small surplus. For the wititntragion,

the unweighted average deficit in state budgets decreased to about 1% ofa@Bsult that

might be a good example (with no monetary union) for the euro area.

In 2012, mostransition countriexontinued thecourse towards fiscal consadiion but
not all of them succeeded in cutting significantly their budget deficitboth the CEE and
SEE, in spite of the slowdown of economic grovahout a half of the countries have further
improved their fiscal stance. The average budget deficEE was kept below 3%f GDP,
in line with the requirements of the Maastricht Treaty (irrespective of the question whether
this arbitrary limit is justified), and the average deficit in SEE stayed at 3.5% of [&idhd,
Lithuania and Slovakia reducedeth deficits to 3.54.5% of GDP the Czech Republinoted
some increase in the relative size of its budget deficit due to a small recedsietjungary
and Estoniaturned from surplus to some deficin SEE, Romania and Bulgaria have
significantly impoved their fiscal stance (with the deficits cut to 2.5% and 0.5% of GDP
respectively) while Serbia noted a lvige of the deficit t&’% of GDP. For the CIS group, the
unweighted average has remained positive: about 1% of GDP. Russia, Belarus and
Kazakhsta havemaintained some surpluses while Ukraine increased its deficit. A remarkable
change was a big drop in the dugonoted by Azerbaijan (from ¥ to 4% of GDP) and a
rise in the surplus collected by Turkmenistan (frdf®6 to 6.5% of GDP), but such swgs
are nothing new for big oil and gas producdeking into consideration the continuous
fluctuations of demand and prices and the resulting volatility of the revAfiogether,in
20112012, the whole transition region achieveda considerableprogres in fiscal
consolidation, with the averadmudgetdeficit reduced tol-1.5% of GDR in spite of the
recent slowdown of economic growth and a lower dynamics of world.trade

The data on general government balance in 2013 are preliminary estimates, whioh may
subject to further revision. The data suggest that most countries of the transition region
continued the course towards fiscal consolidation, but several countries of the group, most
affected by the slowdown, have noted again some deterioration ofisical stance. In CEE,
some rise of the budget deficit was noted in Poland (to 4.5% of GDP) while the Czech
Republic and Slovakia reduced their deficits to 3% of GDP; all the Baltic states, despite their
good fiscal stance, saw again some deficits iir 8tate budgets. In SEE, most countries kept
their budget deficits below the 3% line, but sizeable deficits were reported byaQm&%
of GDP), as well as irserbia and Albania (6% of GDP); a spectacular deterioration in the
general government balana@s reported by Slovenia where the deficit rose from 3% to 14%
of GDP (if the source data are correct). In the CIS, some former surplus gainers (including
Russia and Belarus) turned into deficits, and some other Azegb@ijan, Turkmenistan and
Uzbekisan) saw almost no surplus. On the unweighted average, the CSEE group noted an
increase in the state budget deficits from 3% to 4% of GDP, the CIS group recorded a switch
from the 1% of GDP surplus to the 1% of GDP deficit, and the transition region asl@ wh
saw an increase in the average budget deficit to 2.5% of GDP, a result still much better than
the average size of budget deficits seen in the advanced countries (5% of GDP).

Despitethe reduction of budget deficiia the lastfew years,the size of phlic debts,
expressed as a percentage of GDP, continuggow in most transition countriesThis is
because the existing debts are rising even with no further deficits, as the resulhofehase
in interestpayments

The relativesizeof public debs in transition countries, expressedagsercentagef GDP,
is nottoo bigas compared to the world standarkts2013 according to IMFestimatestotal
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public debtan the analysed groumnged froml0-15% of GDPin Estonia Bulgaria, Russia,
Azerbaijan Kazakhstarand Uzbekistarto 50-60% in Polandg Slovakia and Croatiand 70-
80% in Albania andHungary with an unweighted average for the whole transition region
amounting to 40% of GDPAs compared with the relative size of public debts throughout the
world, this is not an excessiyehigh burden. Neverthelessgveralcountriesin the group,
including Poland, are now seriously concerned aboufuttieer growth of public debtdf we
compare th figures on public debt in 201Bresented in Table 6, Withe respective data for
201Q we canfind that only 7 countries out of 28eported in the table have reduced the
amountof their public debts relative to GD#ver the last three years, and the reduction was
sizeable in only 4 countries (Latvia, Georgigyréfyzstan, and Tajikistan).his confirms that
large public debts, wherever they appear, are a-llmstqng problen that cannot be solved
quickly, especially when public expenditugews in line withGDP or even faster.

As regards current account balanaéeir changesluring the last few yearsesestrongly
affected by the dynamics of foreign trade, foreign direct investments and other current capital
flows, including migrant remittancesas well as by thevolutionof exchange rates. All these
factors vere closely related to the business cycle seen in the world economy and to the
changes observed theaggregate economic activity in the countries concerned.

Until recently,most transition countries hagenstantlynoted considerable deficits in their
current accounts with abroad. In 2008, all the countries of CEE and SEE had a negative
current account balanc&he deficit wasrelatively small in the Czech Republic, bquite
largein postYugoslav republics as well @& Romania, Albania, and Estonia the CIS, big
oil and gas exporters (Russia, Azerbaijan, Kazakhstan, Turkmenistan, and Uzbéidsdtan)
substantial surpluses in their currémteign accountswhile the remaining countries reported
deficits of various size

In 2009, due to theconomicslump combined with a substant@¢crease in imports, most
countries of the region noted a significant improvement in their current account balances,
except of the big oil and gas producémsthe CIS,which have suffered more from the
reduction oftheir export revenues. Most countries of the group (except of Azerbaijan, Russia,
andUzbekistan) continued to have a negative foreign account balance.

With the gradual recovery from the global crisis, most transition countries tried to restore
their previous irport levels. At the same time, with the revival in world markets, their exports
also began to grow. As the result of simultaneous rise in both imports and exports, current
account balances did not reveal any distinct tendency towards deterioraticoyldse
expected according to business cycle theory.

In 2010, a significant deterioration of the current account bal@ayc® or more percentage
points) occurred in only 3 countries of the group whlecountriessignificantly improved
their current accounposition the remaining 17countries did not report angignificant
change. Big oil and gas exporters, including Azerbalazakhstarand Turkmenistamrsaw a
considerable increas# their surplusesr a decrease in deficit¥he threeBaltic states and
Hungary continued to collect some surpluses in their current account balaucéee surplus
tended to disappeaidll the remaining countries noted a negative balance of the size
comparable to that seen in the formecessioryear or a little lower. Asignificant reduction
of the current accourtteficit was recorded in Bulgaria and mostpostYugoslav republics.
The biggest current account surplus (relative to GDP) was noted by Azerbaijan (&3 of
while the largest deficivasrecordedby Montenego (23% of GDP).

In 2011, the general pattern of current accounts in transition countries did not change
radically, but there were some significant changes in the external financial standing of some
individual countries. Latvia and Lithuania turned backdagdicits and most postugoslav
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republics (except Croatia, Slovenia and Montenegro) noted a considerable increase of current
account deficits. In the CIS, Armenia and Belarus reduced considerably their deficits on
current accounts while the deficit receddby Ukraineand Moldovaincreased significantly;
Kazakhstan increased its surplus collected from oil and gas exports, and Turkmenistan
managed to restore a current account surplus. The biggest current account surplus again was
noted by Azerbaijan (27% @DP), and the largest deficit was recorded by Montened@¥ (

of GDP).

In 2012, in spite of the slowdown in economic growiie general pattern of current
accounts in transition countries did not change significantly as compared with the preceding
year.In CEE, Slovakia and Hungary noted some surplus while all the remaining countries
recorded moderate deficits (the largest one, aB& of GDP, was seen in Poland). In SEE,
all the countriesexcept Sloveniarepated a deficit; the largest onwas notedstill in
Montenegro 19% of GDP),but also Albania and Serbidad large current account deficits
(about 10% of GDP). In the CIS, the surplus gained by major oil and gas producers, including
Russia, Kazakhstan and Azerbaijan, has somewhat decreased duewter aise in the
revenues from oihind gaexports. Belarusas well as Moldova, hawveducedheir deficits on
foreign currentaccounts while Ukraine saw a further deterioration of its current account
balance. The largestirrent account surplus (2Z2of GDP) wasstill noted by Azerbaijan, and
the largest deficits (85% of GDP) were reported by Armenia, Georgibkraine, and
Kyrgyzstan All in all, the effects of the economic slowdown on external accounts of the
transition countriebave not yet beeiully revealed.

Data on current account balances for 2013 are preliminary estimates. According to these
data, the continuing slowdown of economic growth observed in 2013 brought about some
improvement in the foreign trade balance and current account balanak the CSEE
countries, but the current account position of the CIS countries (perhaps except Armenia and
Georgia) has not improved as compared with the previous year. Most CEE countries have
brought their current accounts closer to equilibriamd someof them (Hungary, Slovakia,
and Lithuania) have even achieved some surplus. In, S&fEent account surpluses were
noted by Slovenia, Croatia and Bulgaria while otheuntries reduced their deficits;
Romania,along with Macedoniacame close to the egibitium, but big current account
deficits were still recorded by Albania and Montenegro (9% and 15% of GDP). In the CIS,
there was rather a further deterioration in current accounts. In Russia and Uzbekistan, the
current account surplus decreased to 1.5%sbP, and two other oil and gas exporters,
Kazakhstan and Turkmenistan, saw no surplus at all. Azerbaijan continued to raise a big
surplus (even though its size decreased to 20% of GDP) while Kyrgyzstan still had the biggest
deficit on current account (1386 GDP).

All in all, the slowdown of economic growth noted in the last two years,-2013, has
brought a considerable improvement in the current account position of the CSEE countries,
but in the CIS an opposite tendency could be rather observed, sos@re deterioration of
the current account balance. This is also reflected in the averages calculated for the two
groups, even though unweighted averages in the current accounts statistics, with high
dispersion seen in the individual country data, areveoy meaningfullmuch ofthe same
applies to the average data on general government balance).

In most countries of the region, the volume of foreign debtdéh public and private,
relative to GDPis not too high anccomparable withthe world standards fothe less and
mediumdeveloped economiedlevertheless,ni the last few years foreign debtxreased
significantly in Estonia, Latvia, HungaryBulgaria and some poe3tugoslav republics
(Slovenia Croatia, and Montenegroyvhere the value of external dslhasapproached or
surpassed thdangerous level a00% of GDP.In Hungaryand Latvia foreign debt by the
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end of 2012 has reached the level dB0% and 140%of GDP respectively In Poland
external debfboth private and publi@mounted t&@4% of GDP,in Slovakiaand Romania
77%. Among the CIS countrieselatively high foreign debts7Q-80% of GDPor morg are
reported byUkraine, Moldova, Georgia, Armenigkazakhstanand Kyrgyzstan Russia has
relatively low external debt(29% of GDP) while three other oil and gas exporters,
Azerbaijan, Turkmenistan and Uzbekistan, are almost free of any foreign indebtedness.

In order to assess the ability of a given country to repay its external debt, we should
compare the amount of debt not only with the valu&DbP, but also with the value tiie
reserves and with the yearly valueexiports, the main source of foreign exchange necessary
for debt repaymenithis would require a separaaalysis.

1.6. External trade and the inflow of foreign investmens

Most transitioncountriesnow can be considered as open economies, strongly dependent on
exports and imports aneh the inflow of foreign investmeni he basicdata on foreign trade
of the transition countries and its directi@e shownn Table 7.

Thebasicindicator of the openness of economies is the share of foreign trade in GDP. The
first column of the table shows the average share of exports and imports of goods and services
in GDP (the sum of exports and imports divided byT2)e data come from the Wiak Bank
and refer to 202. In most countrieof CEE and SEEthe share of foreign trade in the
economy is high, typical for small and open economies50-90%. Inlargercountries (e.qg.

Poland and Romania) this ratio is lowabout45%; in some smallred open economie&.Q.

Estonia andSlovakia) foreign trade may even represahbut 90%of GDP or more In

Russia, the share ekports and imports in GD&mounts t®5%. Other CIS countries exhibit

a diverseand changingpattern, with the share of foreigtrade in the economy ranging
between30% and80%. A significant part of their trade continues torbalisedwith Russia.

In general, the CEE and SEE countries represent a more open type of economies whereas the
CIS countries continue to be less involvadnternational trade, for historical and economic
reasons, but also due to transportation costs.

The total value of exports and imports of all the countries of the groud Bweds $ 1755
billions and $ 1574 billions respectively.This represente®.7% and8.6% of total world
trade The share of this group in world tradea little lower than itshare inthe total global
GDP measured at PPB.1%) The biggest single exporter and importer in the group is
Russia, which represents more than 30% @i texports of the whole group aatinost 306
of total imports. The next places are held by Poland, Czech Republic and Hungary, whose
combined share in the total foreign trade of the transition ragi@atso abouB0% in both
exports and imports. As weeseforeign trade in this group is not less concentrated than total
output, with the four major traders making up about 60% of the total trade turnover.

Table 7 also includes some data about the main directions of exports from the countries of
the analysedroup, which illustrate the geographical structure of their external trade links and
the dependence on particular foreign markets. @bk tshows the shares of export and import
flows between thendividual countries of the grolgndWestern EuropeCSEE(CEE + SEE)
and the CIS, and all other regiomexpressed as percent of their total exports and impdres
geographical structure tfadeof the transition countries was reconstructed on the basis of the
detailed countrpy-country trade statistics plkhed by the IMF.AIl the data on the
directions of trade included in the talbéfer to 2012In case of some countriesspecially in
the CIS the datanay beimprecisedue to a large share of trade flows that remain unidentified
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as to their final degstiationor their actual origin (mostly due to the high share eéxports
and reimports)?°

Table 7. Foreign trade and its directiong2012)

Trade

Main directions otrade(% of the toal)

as % Exports Imports
Country of (US$| (US$| Western Europe CSEE CIS Other
billion) | billion)
GDF Export | Import | Export | Import | Export | Import | Export | Import

CEE
Czech Republic 75 148.6| 138.6 63.6 56.4 21.1 19.8 51 7.7 10.2 16.1
Estonia 90 20.1 19.6 54.4 57.0 17.9 28.5 15.3 6.7 12.4 7.8
Hungary 86 111.1] 102.2 56.4 53.6 26.2 19.3 6.0 104 11.4 16.7
Latvia 62 17.0 18.0 325 40.9 34.8 39.0 22.8 14.1 9.9 6.0
Lithuania 83 354 35.0 36.3 36.2 27.2 22.5 29.6 35.6 6.9 57
Poland 46 228.7| 229.5 63.4 60.6 17.5 11.1 9.7 14.0 9.4 14.3
Slovakia 93 87.8| 82.8 54.9 43.4 37.5 29.6 4.0 11.1 3.6 15.9

Subtotalavg. 76 648.7| 625.7 51.6 49.7 26.0 24.3 13.2 14.2 9.2 11.8
SEE
Albania 40 35 5.9 74.3 58.3 14.2 16.0 0.0 5.6 111 20.1
Bosnia & Herzg. 43 5.2 9.4 46.5 36.4 44.6 48.8 1.7 9.7 7.2 5.1
Bulgaria 69 34.0] 355 45.9 43.9 23.0 17.6 6.2 24.6 24.9 13.9
Croatia 43 245 24.1 43.5 47.7 37.9 21.5 5.0 10.1 13.6 20.7
Kosovo 36 1.2 34 . . . . . . . .
Macedonia FYR 65 4.3 6.5 47.9 54.9 38.5 34.4 2.4 0.8 11.2 9.9
Montenegro 54 1.7 2.7 14.4 30.7 7.7 53.6 2.5 1.1 54 14.6
Romania 43 64.0 72.0 56.0 58.6 18.3 22.1 6.3 10.3 194 9.0
Serbia 50 15.3 22.1 35.9 38.3 48.2 29.5 10.0 14.9 5.9 17.3
Slovenia 74 3421 32.0 51.2 55.3 29.9 20.0 6.6 1.8 12.3 22.9

Subtotalavg. 52 187.9| 213.6 46.2 471 36.9 29.3 4.5 8.8 12.4 14.8
Russia 25 590.3| 444.5 43.1 35.3 12.3 8.7 15.2 14.1 29.4 41.9
EEC
Armenia 37 2.4 4.9 34.5 21.3 9.7 11.8 28.3 325 27.5 34.4
Azerbaijan 40 36.7| 17.4 42.3 26.4 6.3 3.2 7.5 25.9 43.9 445
Belarus 80 51.9| 489 24.8 15.2 14.0 6.2 51.6 65.0 9.6 13.6
Georgia 48 6.0 9.1 10.3 20.9 51 10.4 52.4 255 32.2 43.2
Moldova 64 2.8 5.7 24.8 20.3 30.4 24.5 32.1 46.7 12.7 85
Ukraine 55 86.2| 101.0 21.3 21.6 11.2 8.9 37.6 40.9 29.9 28.6

Subtotalavg 54 186.0| 187.0 26.3 21.0 12.8 10.8 34.9 39.4 26.0 28.8
CA
Kazakhstan 39 97.0 60.1 45.3 23.3 7.0 5.8 6.8 16.7 40.9 54.2
Kyrgyzstan 75 3.2 6.5 2.4 3.8 14 3.8 71.3 31.1 24.9 61.3
Tajikistan 41 1.6 5.3 10.6 2.2 0.6 2.6 154 37.4 73.4 57.8
Turkmenistan 59 25.8 15.6 7.3 16.8 1.1 3.2 6.2 26.7 85.4 53.3
Uzbekistan 29 14.3 15.2 1.8 10.6 1.1 4.1 48.9 42.2 48.2 43.1

Subtotalavg.| 49 141.9| 102.7 13.5 11.3 2.2 3.9 29.7 30.8 54.6 54.0
CSEE 62 836.6| 839.3 48.6 48.2 32.1 27.1 8.3 11.2 11.0 13.5
CIS 50 918.2| 734.2 22.4 18.2 8.3 7.8 31.1 33.7 38.2 40.3
Total 57 |1754.8(1573.5 37.4 35.3 21.9 18.8 18.1 20.8 22.6 25.1

2 (Exports + imports/ 2.

20 This is partly reflected in the large share of the residuals shown in the last cofuima table (denoted
high i

0 o tshogr,

whi ch
Kazakhstan, Tajikistan, Turkmenistan, and Uzbekistan).
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Foreign trade as % of GDP and the value of exports and imports according to the World Bank data. Main
directions of exports and imports calculated from the IMF dAththe data refer to exports and imports of
goods and services.

Subtotal and total averages for transition countries are unweighted averages.

SourcesThe World BankWorld Development Indicator®ata 28.04.2014IMF, Direction of Trade Statistics,
December 2013Washington 2014.

Table 8. Growth of foreign trade @6)

Volume of exports Volume of imports

Country Index Index
2010 | 2011 | 2012 | 2013 | 2013 | 2010 | 2011 | 2012 | 2013 | 2013
2007 2007

CEE
Czech Republic 15.4 9.5 4.5 0.1 122 15.4 7.0 2.3 0.5 115
Estonia 23.7 | 234 5.6 2.2 131 21.1 | 284 9.0 2.5 111
Hungary 11.3 84 1.7 5.3 123 10.9 6.4 10.1 5.3 112
Latvia 125 12.4 9.4 1.0 124 11.8 | 223 45| 117 86
Lithuania 17.4 | 141 11.8 9.5 160 17.9 13.7 6.1 9.9 124
Poland 12.1 7.7 3.9 4.3 131 13.9 55| 10.7 0.7 113
Slovakia 16.0 12.2 9.9 4.5 129 14.9 9.7 3.3 2.9 112
Average| 13.8 9.6 4.9 3.7 128 14.1 7.9 1.3 2.2 113

SEE
Albania 24.7 11.0 2.3 155 178 | 144 49| 19.0 0.5 98
Bosnia & Herzegovina] 10.3 36| 13.0 8.0 128 | 12.6 27| 140 718 94
Bulgaria 1.8 125 | i0.1 11.3 123 | 19.2 8.0 6.9 5.8 90
Croatia 5.3 1.7 09| 125 79 3.5 19| i25| i1.2 90
Kosovo 16.0 5.8 | i10.0 5.1 153 3.4 105 | 7141 3.8 116
Macedonia FYR 22.9 10.3 0.0 4.6 112 7.6 10.5 4.2 i2.1 117
Montenegro 7.4 146 | 70.9 4.9 97 13.1 3.1 1.8 0.2 82
Romania 13.2 10.3 13.0 14.4 140 111 10.0 10.9 2.3 106
Serbia 12.1 3.6 2.8 18.0 139 2.5 6.8 1.9 3.0 99
Slovenia 10.2 7.0 0.6 2.9 107 7.4 5.6 14.7 1.3 92
Average 9.2 8.1 10.7 9.0 122 3.3 7.1 10.7 1.9 98
Russia 5.4 6.9 4.0 3.2 109 24.3 17.2 10.9 6.2 140

EEC
Armenia 32.6 8.2 3.5 6.8 118 2.8 0.3 5.2 3.5 118
Azerbaijan 1.8 132 | 114 | 729 105 | 10.8 37.9 146 | 710.2 168
Belarus 7.7 304 | 108 | i17.0 121 12.2 18.5 35| i6.1 137
Georgia 7.4 12.1 155 | 19.1 171 | 710.0 10.2 18.9 4.9 131
Moldova 35.0 18.0| i8.0 12.0 160 15.0 140 | i1.0 15.2 128
Ukraine 9.3 6.5 1.7 | 8.3 84 150 | 21.9 2.1 4.1 91
Average 6.7 10.1 34| 17.7 101 11.9 | 20.3 4.2 3.1 114

CA

Kazakhstan 26.5| 20.7 40| 133 140 7.6 3.6 248 | 11.7 118
Kyrgyzstan i116.7 17.4 5.2 14.8 140 | 115.8 12.0 | 305 6.4 141
Tajikistan 4.2 28.9 | 49.9 4.0 183 2.9 33.4| 16.2 8.6 184
Turkmenistan 27.6 | 21.0 10.7 7.3 92 | 111.7 195 | 26.9 9.7 353
Uzbekista i85 | i7.2| 14.3 19.8 118 | i7.3 165 | 229 6.2 202
Average| 20.9 17.2 4.6 2.0 129 1.2 9.6 24.7 2.0 168
CSEE 12.7 9.3 3.6 4.9 127 114 7.7 0.8 2.1 109
CIS 7.9 9.0 4.0 0.9 110 18.0 16.9 11.2 3.3 137
Total 10.4 9.2 3.8 3.0 119 14.1 115 5.1 2.9 121
World 129 6.2 29 3.1 117 12.6 6.3 2.7 29 116
Advanced economies | 12.4 5.7 2.1 2.3 112 11.7 4.8 1.1 14 106
Developing economied 13.9 7.0 4.2 4.4 127 14.4 9.2 5.8 5.6 139
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The average percentage changes in export and import volumes for the regional submpaingsgroup as a
whole are weighted averages calculated using export and import values in 2010 as Refghtsice data for
the world, including advanced and developing economies, are weighted averages given by the IMF.

Source:IMF, World Economic Outlok Database5.05.2014; The World Bank, World Development Indicators:
Data, 5.05.2014

As we can see, for most CEE and SEE countries, Western Europe constitutes the major
exportand importmarket, which absorbs 40% of their total exportsof evena larger part)
and renders 460% of their imports Poland, Czech RepubliGlovakia, Hungary, and
Romania §part fromAlbania) are most dependent on exports to Wedkemopeand most
exposed to the impact of fluctuations sdbere (though the degree of expare of any
country to external demand shocks also depends on the share of total exports in their GDP).
The Baltic states, Bulgaria, and the p¥sigoslav republics are less dependent on West
European markets because a substantial share of their eapbitaports takes placeithin
the CSEE group and a significant part is directédl or obtained fronRussia and other CIS
countries (in case of the Baltic states and Slovakin)Turkey (in case of some Balkan
countries). The CIS countries are less depertde on Western Europeds me
part of their exportsand imports(about 1/3 on the average) is realised within the CIS.
Nevertheless, Western Europe and the CSEE constitute important markets also for Russia,
Ukraine, Belarus and other EEC oiies, as well as for Kazakhstdny absorbing a large
part of their exports and satisfying a large part of their nmngemands (not to mentidheir
high dependence on foreign capital and technology tran®¥erican also see that the average
share of he withintheregion trade inthe CSEE groummounts to 280% while a similar
average share of intr&gion trade in the CIS slightly higher, 3835%. Thee findings are
importantboth for the analysisof the externaleconomicdependence anthe internéonal
transmission of business cycles to and within the transition region.

A detailed analysis of the directions of trade andassessment tie dependence of the
individual countries of the transition region on partictitaeign markets is beyond thecope
of this study. The analysis of the changing trade patterns over tinhé lmong interesting
findings as regards the evolution of economic links between the countries concertieeirand
groups as well as between them and the broader internatioriedrenent, showing i.a. the
integration and disintegration trends within tlegion.It would be very interestingp assess
in particular,the degree to which the accessionG8EE caintries to the EU hamcreasd
their dependence on Westdturopean nmi&ets, to evaluatéhe integration and disintegratio
trends within the CIS, antthe evolution of trade links between the CSEE and the T}iiS.is
not an easy research task becausedbenstruction of the geographical structure of trade by
the destinabn place of exports and the origin of imports, within the main groupings
distinguished in the breakdown employed here (i.e. Western Europe, CSEE, Ci% aest
of the world) requires andentification and aggregation of the detailed data on codmty
country trade flowgor each country in the grougvhile incompleteness of the available data
is a separate problem. The preparation of all the necessary data for such an iarelysry
laborious and timeonsuming procedure. In preparing this yegoore we had just enough
time to make such calculations for 201Revertheless, in our next year report we shall
probaby try to make similarcalculations for an earlier date, e.g. for the year 2005, as to
compare the directionsf trade of the transitionotrtriesin both yearsin order to identify
and to assess the main trends.

Table 8containghe data on the dynamics of foreign trade in transition countries during the
lastfour years, from2010to 2013.
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Table 9. Foreign direct investment net inflow

. Uss Uss % of
Country US $ billion billion® | per capit& GDP
2010 2011 2012 19892012 | 19892012 2012

CEE
Czech Republic 4.9 2.6 9.2 87.2 8 300 4.7
Estonia 15 18 0.6 127 9 500 25
Hungary 39 15 29 574 5800 2.3
Latvia 0.4 14 0.9 116 5700 3.2
Lithuania 0.8 11 0.3 114 3800 0.7
Poland 6.9 124 5.3 1431 3700 1.1
Slovakia 0.9 1.6 29 316 5 800 3.2
Subtotalavg. 19.3 224 22.1 3550 6 100 2.5

SEE
Albania 1.0 1.0 0.9 7.5 2400 7.4
Bosnia & Herzegovina 04 0.5 04 7.3 1900 2.0
Bulgaria 1.3 1.6 15 516 7 100 2.4
Croatia 0.7 15 14 24.1 5700 3.0
Kosovo 0.5 0.5 0.3 3.2 1800 4.2
Macedonia FYR 0.2 0.5 0.1 4.2 2 000 1.0
Montenegro 0.7 0.5 0.6 5.2 8 400 14.0
Romania 3.0 2.6 29 716 3400 15
Serbia 12 25 0.3 209 2900 0.8
Slovenia 0.6 0.9 0.2 3.7 1 800 15
Subtotalavg. 9.6 121 8.6 1992 3 700 3.8
Russia 19.4 71118 1.8 191 100 0.1

EEC
Armenia 0.6 0.4 0.5 5.6 1900 4.8
Azerbaijan 0.3 0.9 0.8 5.6 600 1.2
Belarus 13 39 13 151 1600 2.1
Georgia 0.7 0.9 0.6 94 2100 3.9
Moldova 0.2 0.2 0.2 33 900 2.1
Ukraine 5.8 7.0 6.6 65.0 1400 3.8
Subtotalavg. 8.9 133 10.0 104.0 1400 3.0

CA

Kazakhstan 3.7 8.6 117 86.0 5100 5.8
Kyrgyzstan 04 0.7 04 3.0 500 4.5
Tajikistan 0.0 0.1 0.2 1.9 200 2.8
Turkmenistan 3.6 34 3.2 20.0 3900 0.9
Uzbekistan 1.6 15 1.1 7.9 400 2.1
Subtotalavg. 9.3 14.3 16.6 1187 2 000 3.2
CSEE 289 345 30.7 554.3 4700 3.3
CIS 8.8 158 284 2418 1 600 2.8
Total 37.7 50.3 59.1 796.1 3 400 3.1

a Cumulative net FDIlinflow over the period 1982012 (for some countries the period covered is shorter,
according to the available data).

b Cumulative net FDInflow over the period 1982012 relative to population mabers at the end of theepod.
The average data for the subgroups and the group as a whole are weighted averages, calculated using population
numbers in 2012 as weights.

¢ Net FDI inflow in 2012as percent of GDPneasured at current US $ (CER)he average data for the
subgroupsnd the group as a whole are weighted averages, calculated using CER GDP data for 2010 as weights.

Net FDI inflow according tdMF balance of payments statistics dB@RD estimates (the EBRD estimates up to
2007 have been updated using the IMF d&a&feence figures (population and GDP) according to the World
Bank data.
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FDI is defined according to the IMF and World Bank definition. Net FDI inflow is understood as a difference
between net FDI inflows and outflows.

Sources:EBRD, Transition Report 208, London 2008 World Bank, World Development IndicatorBata,
4.04.2014; IMF, Balance of Payments Statistics, 24.04.2014

Before the global crisis, most CEdhd SEEcountries recorded rapid growth of trade,
with the volume of exports and imports increadiygl0-20% a year. Bulgaria and Romania
saw a huge growth of imports and a moderate rise in exports. Much of the same may be said
of Russia and Ukraine where the increase of exports was much lower than the increase of
imports. Other CIS countries showed #dfedlentiated record, with oil and gas producers
leading in the dynamics of exports.

The picture has changed the years 2002009 Under the impact of the global crisis,
many countries in the group sdinst a slowdown, and then a deep fallthe volumeof their
exports. At the same timdue to the slower growth or a decrease in output and indbme,
reducedsubstantiallytheir imports. Most countries of the region noted a significant drop in
both exports and imports.

In 2009 the volume of world trael fell by 10.5%. In the same ye#otal exports from CEE
decreased by2Pao, total eyports from SEE fell by%, and ttal exports of the CIS shrank by
12%, with the resulting drop in the total volume of exportsnf all the transition region
amounting to 1%.

The recoveryof 2010in the gldal economybrought avivid increase irthe volume of
world trade by 1%. As the result,lte volume of exports of trai®n countries increased by
14% in CEE,9% in SEE,and 8% in the CIS, with theverage increase fdné¢ whole group of
10%. In most countries of the group, the rise in exports was accompanied by asdnorea
imports. The totabolumeof imports in CEE increased by %4 in SEE by3% only, butin the
CIS by 18%, with the resulting rise in the total voluroéimports of the whole transition
region by 14%.

The year 2011 brought some slowdown in the growth of world output and trade, which
degoened in the next yeain 2011 the volumef world trade increased by 6%, and in 2012
rose by less than 3%As theresult of this, and due to a parallel slowdown of economic
growth in many transition countries, there was a decrease in the dynamics of exports and
imports in the transition region. In 2011 the volume of exports in the <CiBEroup rose by
10%, and the valme of imports by &, but in 2012 exports rose by only 5% and imports
increased by only 1% on a weighted average. In the SEE subgroup, total exports and imports
rose by 78% in 2011, but in 201doth exports and imports ceased to grow and their
aggregate @lumes decreased by about 1%. In the CIS, total volumes of exports and imports
increased stronglin 2011, by 9% and 12% respectively, but in the next year they rose only
by 4% and 5%, meaning a reduction of the growth rate of foreign trade by a hatbtdlhe
volume of exports of the transition region increased by 9% in 2011 and 4% in 2012, while the
total volume of imports rose by 12% and 5% respectively.

In 2013, the slowdown in output and trade groedhtinued bothin a broader international
scope ad within the transition regiori.he volume of world trade rose by 3%, but there was a
complete slack in Western European markets. As the resthié @glowdown or slump in both
the domestic and foreign markefsreign trade in the transition region decated further.
The data on trade dynamics in 2013 are preliminary IMF estimates, but according to these
data, the aggregate exports of CEE rose by 4% and imports by 2%. In SEE, total exports
increased by 9%, but I mp o r t ateddoy3% @md limport téo. Ru ¢

48



6%. The EEC subgroup as a whole saw a substdaliah the volume of both exports and
imports, by 8% and 3% respectively, while the CA subgroup noted an increase in its total
trade volume by only 2%a big contrast with the gwth rates of their exports anghports of

about 20% seen in sonpeevious years. Several CIS countries, including Ukraine, Belarus,
Kazakhstan and Azerbaijan, noted a decrease in the volume of both exports and imports. For
the CIS as a whole, our weightaslerage growth rate show almost no increase in the total
volume of exportand a rise by some 3% in the volume of imports. For the transition region
as a whole, the result is roughly the same as for the total world trade: an increase in the
volume of expds and imports by only 3%.

Table 8 also includes estimates on the cumulative change in export and import volumes of
the transition couatries over the period 202013 showing the net effect of the slowdown
andrecession in 2002009 the recovery in 202011, and a new slowdown in 202013
For the CEE subgrouphis 6-year period has brought an increase in the export volume by
28% and a rise in the import volume &g%. For the SEE subgroup, the cumulated increase
in the export vlume over the same ped was 22, but thevolume of imports decreased by
2%. For the CIS the overall result wasiacrease in both export amdport volumesby 10%
and 37% respectivelyFor the transition regioas a wholgthe weightedaverage shows an
increase irexport aml import volumes by 19% and Zilrespectively. These results compare
quite wellwith the dynamics of the world tradehose volume has increased by about 17%
over the same period, though they are much lower as compared with the results achieved by
the emergig and developing economies taken altogether (including the transition countries).
However, boking at the cumulative change in trade overl#is¢ sixyearsin the individual
countries of theéransitiongroup, we can see théatcountries of thgroup haveactuallynoted
a decrease in the volume of their exparter the whole period, anl countriessaw a
decrease in the volunod imports The modest growth of exports thie transition countries in
the last sixyears has contributed to the modest growtbutput observed in the same period.

The full statistical recora@f the dynamics of foreign trade of the trdimsi countries in the
last four years and over the lasy@ar period is given in Table 8. Due to high differentiation
of the dynamics of tradeithin the groyp and high volatility of export and impogrowth
rates from year to yeawe confine this part of our analysisthee aggregatdynamics of trade
in the three subgroups and the group as a whole; the detailed analysis of the changes observed
in the dynamics of exports and imports in the individual countries could be too long and
burdensome for the readers.

The second external factor that has a major impact on econlevetopmentn transition
countries is the inflow of foreign direct investnteData on FDI reported by different sources
vary considerably, dependirica. on the definitions assumed. Foreign direct investmgnt
usuallymeant ascquisition of existing enterprises, creation of new businesses or founding of
firms with a dominait share of foreign capitalThe data on the inflow of FDI intadhe
transition economiepresentedn Table9, compiled from EBRD and IMF statisticas well
as two relative indicators based on theefier to net inflows (inflows minus outflows).

The main dat source for worldwide FDI flows is the international balance of payments
statistics published by the IMF. The major altdive data sourcis the database of the World
Bank Data on FDI given by the World Bank do not differ considerably from those peablis
by the IMF provided that we take corresponding time series (even if differently denoted) and
adj ust properly the signs used. According
inflows of investment aimed at acquiring a lasting management int@@% or more of
voting stock) in an enterprise operating in an economy other than that of the investor. It is the
sum of equity capital, reinvestment of earnings, other-tenm capital and sheterm capital,
as shown in the balance of payments. Net iRflows mean new investment inflows in the
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reporting economy from foreign investors less disinvestments. Net FDI outflows mean
outflow of domestic capital from the reporting economy to the rest of the world, i.e. foreign
investment made by the domestcteer pri ses. The time series ¢
World Bank, shows the difference between net inflows and net outflowsiet.enflow of

capital to the reporting country from foreign sources less net FDI made by the reporting
economy to the ré®f the world. This explanation is necessary in order to understand the true
meaning of the FDI dathereused andto awid misinterpretation of the datguite often

found in some FDI analyses.

The data presented in Tablet@ken from the IMF statistscorfrom theearlier EBRDdata
based on the same definition, denoted as 0n
Bankd6s terminology, understood as the diffe
outflow. This position is usually recorded in thalance of payments with a negative sign,
indicating financial obligations of the given country against the world. In Table 9, on the
contrary, sign (+) means net FDI made in the given year in the particular couhaseas
sign €) indicates FDI outflow

According to these dattgtal FDI inflows totransitioncountriesover the whole period of
19892012 amounted to %96 billions. The biggest amounts of foreign capital have been
received bythe following C(EE countries: Poland, Czech Republic, RomaniBulgaria,
Hungary,and Slovakia,while the biggestnet FDI inflows in the CIS were recorded by
Kazakhstarand Ukraine Before the world crisis considerablenet capital inflow was also
recorded by Russia, but since 2009 there is a continuous withdrak@l &om that country.

In per capitaerms the highest capacity to absdolbeign capital wasioted bysmallcountries:
Estonia,Latvia, the Czech Republidiungary, SlovakiaBulgaria,Croatia, andMontenegro,
butthe heavynflow of FDI to Kazakhstan l&become sizeable also in per capita terms.

In 2008 the totalnet FDI inflow to this group was %08 billions. In 2009, as the result of
global financial and economic crisis, the net FDI inflow to transition countries decreased to $
40 billions, with seeral countries of the region seeingvahdrawal of foreign capitaldn
20117 as the result ahe recovery in both the major donor countries as well as in the recipient
countries the totalnet FDI inflow to the transitiorregion ircreasedagain to$ 50 billion, and
in 2012, in spite of the slowdown in economic growth, it increased to $ 59 billions.

Though the amount of FDI inflows to the countregghis group wa, until recently,quite
considerable, it represents relatively small part of real capitaflows worldwide It is
certainlyless than 5%f total world capital flows, though the available data do not allow to
make a precise estimate of the percentage shheeshare ofthe countries of the region in
total FDI inflows islower thantheir sharen the global GDP.

The inflow of FDI to the transition countries ia enportant factor of their development.
FDI represers a considerable part of total investments made in those courfoesign
investmentsbring new technology and knelmow and incrase the efficiency of business
theyintroduce new products, open up new export markets, and increase the competitiveness
of domestic productionThe inflow of FDI may also have some negativapact on the
hosting economies, including the withdrawal of artpof profits, wasteful exploitation of
natural resources, destruction of the existing production networks, boosting of imports etc.
However, nany empiricalanalysesuggesthat the net effect of FDI on ecam@ growth in
transition countriegs positive

The only available indicator of the relative significance of FDI for the econoofidse
region is the share dhe netFDI inflow in GDP. The last column of Tabl shows the
respectivedata for the individual transition countries in 2012. The shéfeDd in GDP is
quite large in some small economies (eg. Albania or Montenegro), but it is also significant in
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some larger economies (eg. Czech Republic, Slovakia, and Kazakhstan). The share of net FDI
in gross capital formation is, of courseuch higherTheindicator does not take into account

the multiplier effects of the FDI inflow on the recipient economies and the importance of the
technological and knowiow transfer related do FDI. However, statistical data on both the
absolute and relative size tiie FDI inflows differ largely from year to year, and the
assessment of the impact of FDI on the growth of individual economies would require long
time series and the use of some econometric model.

Anyway, any research on the FDI impact on the countfiiseoregionwould have to take
the account of both FDI inflows and outflows, the more so because the withdrawal of foreign
capital from the transition countries has become very significant in the last years. At the same
time one would have to consider tbatflow of domestic capital invested abroad and the
inflow and outflow of profits from foreign investments. In order to illustrate the importance of
inward and outward capital flows to the analysis of the net effect of FDI on a particular
economy, let ugake the following example.

In Russia, the net FDI inflow in 2012, as shown in Table 9, amount&t.&billion only,
a figure comparable with the size of the net FDI inflow to Bulgaria, Belarus, or Uzbekistan. In
the two preceding years, 2010 and 201heavy net FDI outflow was recordéor Russia.
These data are probably correct, but they doshow actually the big impace of the FDI
inflow for the Russian economy. In fact, the FDI inflow to Russia in 2012 amounted to $50.7
billions whereas the HDoutflow in the same year was $48.9 billions, giving the net FDI
inflow balance of $ 1.8 billion. Similarly, for Poland the net FDI inflow in 2012, shown in
Table 9(and repeatedly quoted in many press commentaries and reports), was $ 5.3 billions,
but this figure is the difference between the new FDI inflow of $ 6.7 billions and FDI outflow
of $ 1.4 billion. Without considering both inflows and outfloafscapital to a from a given
economy, and without distinguishing between the investments made bynféreig in the
given country and the investments made abroad by domestic investors, we are hardly able to
assess the actual scale of total capital flows between the country concerned and the world and
the true significance of the FDI inflow for the givetoaomy.

1.7. Competitiveness vs. attractiveness of the economy

Supplementing the assessment of the FDI inflows to transition economies given in section
1.6, we will present and discuss here some assessments of the competitiveness vs.
attractiveness of th selected transition economies given in iMerld Competitiveness
Yearbook 2014glaborated angublished by the International Institute for Management
Development (IMD).

The IMD (located in Lausanne, Switzerland) has been a pioneer in comparative
assessmnts of the competitiveness of the individual economies and enterprises since 1989,
presenting its assessments in the mentioned yearbooks. The IMD World Competitiveness
Scoreboard of 2014 presents the ranking of 60 economies covered by the WCY (incfuding 1
transition countries). The competitiveness concept employed by the IMD focuses on the
strengths of the given economy as a FDI donor country and/or its attractiveness as a FDI
hosting country; the majority of the evaluation criteria used in the compeghs assessment
are formulated from this perspective. In the case of medieveloped transition economies,
which are mostly net FDI inflow countries, their position in the ranking reflects mainly the
assessment of their attractiveness from the pointi@iv \of foreign investors, with the
consideration of many factors that may affect positively or negatively their investment
decisions. The assessment does not directly refer to the competitiveness of the products made
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in the given country and sold in the idbmarkets, nor does it reflect solely the efficiency of

the given economy (however measured), though macroeconomic performance of the whole
economy and microeconomic performance on the enterprise level are taken into account in the
overall assessment tife competitiveness.

The overall competitiveness ranking of 2014 presented by the IMD has been elaborated
using over 300 criteria based on O0harddé stat
nati onal sources) a n d noteeceketulive spiniorvseryeysdnadea o b
among managers representing domestic and foreign enterprises acting in the given country.
Statistical data account for twthirds in the determination of the overall ranking results while
onethird of the final resultss determined by survey data.

The evaluation of the competitiveness of the economy is divided into four major headings:

1 economic performance (macroeconomic performance of the economy, including
economic growth, international trade, international investpemployment, and prices);

1 government efficiency (extent to which government policies are conducive to
competitiveness, including public finance, fiscal policy, institutional framework, business
legislation, and societal links);

1 business efficiency (exterto which business environment encourages enterprises to
perform well, including productivity and efficiency, labour market, finance, management
practices, attitudes and values);

1 infrastructure (extent to which natural, technological, scientific and huesanirces meet
the needs of business, including basic infrastructure, technology, science, health,
education, and environment).

The IMD prepares separate rankings for each criteria group and an overall competitiveness
ranking, which reflects the unweiglteaverage of the results noted in the four partial
rankings. When interpreted the results recorded within each of the four criteria groups, one
should bear i n mind that 6economic perfor me
performance, icgewnerydme st nmeefafnt as government
efficiency (the | ess government, the better
own efficiency and business envir onimpartt , and
from technical infrastructure, it includes natural and human resources, science and
technology, and environment.

In the IMD overall competitiveness ranking for 2014, covering 60 highly developed and
mediumdeveloped economies, the first place was given to théetlrdtates, and the last
place was taken by Venezuela. The 14 transition countries included in the ranking have been
located in the lower half of the whole group. The positions taken by the individual transition
countries in the IMD rankings are shown iable 10. The table shows the positions taken by
the listed countries as regards overall competitiveness and its four components: economic
performance, government efficiency, business efficiency, and infrastructure. Data refer to the
IMD competitiveness raings of 2014 and 2010 (the latter is given to indicate trends). As
with most such rankings, lower rank figures mean better results while higher rank numbers
mean worse results.

We shall now present and discuss the assessments of the competitivenegsdofithel
transition economies given by the quoted source, including their placement in the IMD
rankings, main strengths and weaknesses of the economies, and main attractiveness factors.
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Table 10. The positions of the selected transition economies inethMD World
Competitiveness Ranking

Overall Economic Government Business
" . - Infrastructure
Country competitiveness performance efficiency efficiency
2010 2014 2010 2014 2010 2014 2010 2014 2010 2014

CEE

Czech Republic 29 33 29 30 33 38 40 40 26 28
Estonia 34 30 52 44 24 23 36 32 27 30
Hungary 42 48 40 32 51 53 47 56 35 37
Latvia A 35 A 42 A 29 A 38 A 31
Lithuania 43 34 57 31 34 32 41 35 30 34
Poland 32 36 24 36 36 30 38 36 36 36
Slovakia 49 45 54 55 41 45 43 44 40 40
SEE

Bulgaria 53 56 46 47 32 44 56 60 48 49
Croatia 56 59 53 58 55 54 58 59 42 41
Romania 54 47 a7 33 50 51 49 50 43 43
Slovenia 52 55 42 52 53 56 57 58 34 32
CIS

Kazakhstan 33 32 43 27 20 20 29 33 39 45
Russia 51 38 49 41 40 37 53 53 38 35
Ukraine 57 49 55 48 56 52 54 49 41 44

SourcelMD World Competitiveness Yearbook 20IMD, Lausanne 204,

Czech Republic

In the IMD ranking of 2014, Czech Republic has received rank 33 as regards the overall
competitiveness of the econgnfout of 60 classified countries). It was placed a little higher
as regards its infrastructure (28) and macroeconomic performance (30), but significantly
lower in respect of government efficiency (38) and business efficiency (40). If compared with
2010, ts position in the overall competitiveness ranking deteriorated by 4 ranks. As regards
economic performance, the main strengths of the Czech economy were seen in its openness
(high trade to GDP ratio), relatively high FDI stocks and tourism receipts G®©&¥) while
the main weaknesses were found in the slow output growth and a high susceptibility to
external shocks. Among the factors classified under government efficiency, the best proof was
given to the relatively low incomkevel dispersion and friendlynmigration laws, but high
state subsidies for pensions and high social security contribution rates have been qualified as
main weaknesses. As regards business efficiency, low financial risk and low corporate debts
were indicated as major assets, but teednfor further reforms and a shallow stock market
were counted as most important weaknesses. Within the broadly defined infrastructure, good
health care, high school enrolment and internet bandwidth speed have been evaluated best, but
limited knowledge tnsfer and high telephone tariffs were pointed out as most important
handicaps. Among the key attractiveness factors of the Czech economy, from the foreign
vi ewpoint,
were metioned most often by the respondents participating in the executive opinion survey.

i nvestor 6s

Estonia

skil

ed

| abour

moder

Estonia was classified 30 as regards the overall competitiveness of its economy in 2014,
meaning an improvement by 4 ranks as compared with its position in theaakiregy noted
in 2010. It was given a high mark for government efficiency (23), but a moderate grade for
business efficiency and infrastructure (32 and 30 respectively), with a poorer result in general
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economic performance (40). The major strengths ofEstenian economy were seen in the

low public debt, low real interest rate, high trade to GDP ratio, the easiness with which new
firms may be created, a good sense of entrepreneurship, and w well developed
telecommunication system (including mobile phoaed internet). At the same time, the main
weaknesses of the economy (from the point of view of foreign investors) were seen in the
small size of the domestic market, ageing of the society and scarcity of skilled labour,
especially qualified engineers (thizeing partly due to a massive emigration of young
educated people). The key attractiveness factors of the local economy include competitive tax
regime, policy stability and predictability, cost competitiveness, and dynamism of the
economy (even though gipdy interrupted by the global economic and financial crisis).

Hungary

Hungary received rank 48 in the overall competitiveness ranking for 2014, a result much
poorer than reported in 2010 (42), reflecting partly the actual deterioration of the general
condtion of the Hungarian economy, but mainly ensuing from the reluctance of foreign
investors to the policy performed by Mr. Or |
domestic enterprises and to discriminate big foreign investors. Nevertheless, ritrg bas
got quite good marks for macroeconomic performance (32) and infrastructure (37), but
government policies and business conditions have been assessed very low (ranks 53 and 56
respectively). Among the positive features of the Hungarian economy, daghee of
openness, easiness to start a business, low corporate tax, and the availability of enough
teachers in primary and secondary schools were mentioned first (though the latter also reflects
a relatively low number of children and pupils). Amongtign weaknesses of the economy,
too high diversification of output, strong exposure to external shocks and high unemployment
were indicated most commonl vy, but peopl ebs
attitudes to foreign banks and big trade oesitpoor language skills, low corporate values and
guite a high personal income tax were also pointed out. At the same time, the availability of
skilled labour and cost competitiveness were indicated as the main attractiveness features of
the Hungarian emomy as the destination point of foreign investments.

Latvia

Latvia was included in the IMD competitiveness rankings just two years ago, therefore any
performance comparisons with the past are not possible. In 2014 it was classified quite high in
the oveall competitiveness ranking (rank 35), a result comparable with Poland and Lithuania.
Quite good marks for government (29) and the broad infrastructure (31) are in a sharp contrast
with much lower marks for business efficiency (38) and general econonficcrpance (42).

Rapid economic growth (at least until the crisis), low inflation, low corporate taxes, the ease
to open new businesses and a good communication net have been indicated as the main
virtues of the Latvian economy while the small absolute gizxports and FDI flows and a

small stock market (natural consequences of the small size of the country), along with
population ageing and the shortage of qualified engineers, were counted among the main
drawbacks. Nevertheless, high educational levehefsociety, open and positive attitudes
towards foreigners and the availability of skilled workforce, as well as dynamism of the
economy and its cost competitiveness, were indicated as the main factors contributing to the
attractiveness of the local matKer foreign investors.

Lithuania

In the 2014 IMD ranking of overall competitiveness, Lithuania received a relatively good
rank (34) and was classified as the fourth most competitive country among the transition
economies (after Estonia, Czech Republid,aomewhat surprisingly, Kazakhstan), meaning
a spectacular advancement by 9 ranks as compared to the year 2010. The good overall result
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has been achieved thanks to a good macroeconomic performance of the Lithuanian economy
in the last few years, good mfoof the governmental policy and a good assessment of the
broadly conceived physical and human infrastructure, but the conditions for doing business
there and the enterprise efficiency have been estimated much lower. The exchange rate
stability (enforcedy the preparations to the eurozone admission), the resumption of e distinct
output growth after the prolonged recession, low corporate taxes, good enterprise culture and
a welldeveloped communication net have been indicated as main strengths of tlaaibithu
economy, but small size of the local market, high level of protectionism and rapid ageing of
the society were counted among main weaknesses. From the point of view of foreign
investors, the key factors working for the attractiveness of the localemeriiude: low
production costs, availability of skilled labour, and a reliable infrastructure.

Poland

Poland was classified in the 2014 IMD overall competitiveness ranking as number 36,
slightly below the middle of the 60 countries considered there. @mdwith the place taken
in the same ranking in 2010, this means a deterioration in the relative competitive position of
the Polish economy by 4 ranks. Strikingly enough, in the evaluation of economic performance
Poland has been placed behind the CzeghuRe, Hungary and Romania, despite the very
well-known fact that the growth results of the Polish economy noted during the global crisis
and the following euro area crisis have been best in all the Europe, and Poland was the only
EU member country thatals avoided a decrease in the real GDP measured on an annual basis
during that difficult period. Another surprise is the fact that Poland has received exactly the
same ranks in all the four areas considered here except of government efficiency, for which it
has got a better mark (just the opposite result than what could be expected). The enumeration
of the main strengths of the Polish economy given by the IMD is also quite disputable. As
regards macroeconomic performance, low inflation and the stabilitheoexchange rate,
along with the high resistance of the economy to external shocks, were rightly appreciated,
but the exceptionally good growth record has been left in the background. Monetary policy
performed by the central bank has been credited corrdmit the alleged low government
subsidies and transparent procurement practices in the public sector seem to reflect good
wi shes rat her t han true virtues of governi
telecommunication may be disputable, and the Heggendency ratio has been falsely counted
as a plus. Fortunately enough, the main weaknesses of the Polish economy have been
identified more correctly. They include relatively low foreign investment inflows and
outflows (as compared to the size of the eroy), troublesome procedures required to start a
business, poor corporate culture, huge outflow of young workforce and talents, deficient
health infrastructure and low quality of life. The most important factors that may attract
foreign investments have é&e listed more or less correctly; they include: dynamism of the
economy, skilled workforce, and cost competitiveness (not to say about relative large space
and quite rich natural resources).

Slovakia

The relatively low position of Slovakia in the IMD contppgeness rankings and a very
low rank given for its macroeconomic performance seem to be disputable. In the overall
competitiveness ranking of 2014 Slovakia appears as number 45, just before Hungary,
Romania and Ukraine, though this result neverthelesansa significant improvement of its
position (by 4 ranks) as compared with the results noted in 2010. For macroeconomic
performance Slovakia received an even lower rank (55), despite its quite good growth results,
but possibly due to high unemployment; this respect it has been placed far behind such
laggards as Romania and Ukraine. The main virtues of the Slovak economy were found in its
openness (measured by the trade to GDP ratio), low income dispersion, relatively high labour
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productivity, and goodommunications technology while the main weaknesses include high

unemployment, high government subsidies for public enterprises, small stock market
capitalization, and poor quality of university education and scientific research. Similarly to

the Polish eanomy, Slovak economy may be attractive to foreign investors due to its

dynamism, skilled workforce and cost competitiveness, but also to competitive tax regime.

Bulgaria

Bulgaria has been placed very low in the 2014 IMD rankings, far behind Romaniat(excep
of government efficiency where it got a better mark). For the overall competitiveness it was
ranked 56, meaning a deterioration by 3 ranks of the position held in 2010. The low overall
result was mainly due to an extremely poor assessment of busireEneyf (and business
functioning conditions) where Bulgaria received the lowest rank out of the 60 classified
countries. Low cost of living, big tourism receipts and quite a large FDI inflow, as well as a
low corporate tax rate and moderate personal iectemes have been indicated as major
strengths of the Bulgarian economy while the sensitivity of the economy to external shocks,
rapid ageing of the society, poor education and the lack of innovative capacity were most
commonly indicated as its major weasses. But the most important weakness of the
Bulgarian economy was seen in the low business efficiency and unfavourable conditions for
running business: most assessments concerning various aspects of business functioning, taken
from executive opinion sueys, placed Bulgaria at the very end of the IMD country list
(which may be however some exaggeration). Nevertheless, cost competitiveness, availability
of skilled workforce and a competitive tax regime are the key factors contributing to the
attractivenes®f the country from the viewpoint of foreign investors, as evidenced by the
relatively large stock of foreign capital hitherto invested in Bulgaria.

Croatia

Croatia has been placed in the 2014 IMD overall competitiveness ranking at the very
bottom of thdist, as number 59 out of 60 classified countries. This was mainly the result of a
very low assessment of its current macroeconomic performance (rank 58) and business
efficiency or business climate (rank 59). The location of Croatia in the 2010 rankirajseas
low (56). In spite of the continuing recession and numerous other problems facing its
economy, such a low placement of Croatia in the overall competitiveness ranking does not
seem justified. Something must be wrong in the methodology employed tp se¢ IMD
ranking, or in the quality of data used (most probably in both), if Croatiaice, vivid and
open country recently admitted to the Els presented to the international society as a rather
unpleasant place, which should be better avoided,bé&hind Ukraine and just before
Venezuela. The only area where Croatia received more or less comparable marks with most
other transition economies was the broadly defined infrastructure. Among the individual
factors taken into account in the evaluatiopemmness of the economy (measured by tourism
receipt, trade to GDP ratio and FDI stock), low tariffs, exchange rate stability, moderate
corporate taxes, good remuneration of managers and well developed telecommunications have
been indicated as major strelmgit of the Croatian economy. On the other hand, the
susceptibility of the economy to external shocks, ageing of the society and lack of innovative
capacity were pointed out as its most important weaknesses. The low overall assessment of
the competitivenessf the Croatian economy was strongly influenced by very low marks
given in the executive opinion survey for most aspects of business climate and corporate
culture; the survey was probably made among very critical representatives of foreign
enterprises alady acting in Croatia who were unsatisfied with the results of their activity
there. If, nevertheless, many new foreign investors come quite eagerly to Croatia, this is
because several important factors keep up the attractiveness of the country asndgodest
point of their investments, such as the availability of skilled labour, reliable infrastructure,
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cost competitiveness, and open peopleds att]
the country).

Romania

In the overall competitiveness rangimade by IMD for 2014, Romania has been placed at
the position 47, meaning an advancement by 7 ranks since 2010. The best marks have been
credited for macroeconomic performance, but quite poor marks were given for government
and business efficiency. Ralatly rapid economic growth (at least until the global crisis),
low living costs, low corporate taxes, good remuneration of managers and extensive employee
training were indicated as the major strengths of the Romanian economy while a high share of
the shdow economy, tax evasion, corruption and bureaucracy, brain drain, poor health
service and low quality of life were pointed out as its main weaknesses. Dynamism of the
Romanian economy (at least until the crisis), cost competitiveness, skilled workfarce an
effective labour relations have been indicated as the key factors that attract quite heavy FDI
inflows (not to say about rich raw materials resources).

Slovenia

Slovenia, similarly like Croatia, is not much esteemed by international business circles due
to its traditional reliance on domestic capital (including the investments made in the home
country by emigrants. This may be also seen in the very reserved, unfavourable assessments
of the local business conditions given by the representatives of faetgrprises acting in
the country, with the resulting very low placement of Slovenia in the IMD competitiveness
rankings. Strikingly enough, in the 2014 overall competitiveness ranking, Slovenia appears as
number 55, close to the bottom of the whole fist,behind Romania and Ukraine; only two
other transition countries, Bulgaria and Croatia, have been placed even lower. As compared
with the 2010 ranking, the position of Slovenia deteriorated by 3 ranks. Even lower ranks
have been credited to Slovenia fgovernment and business efficiency (56 and 58
respectively) and the only good rank (32) was given for physical and human infrastructure.
Among the strengths of the Sloveniads econor
the economy (measured by hitite trade to GDP ratio and tourism receipts), reasonable tax
rate on profits, easy staup procedures needed to establish a new enterprise, and relatively
high expenditure on R&D and education. The main weaknesses include slow economic
growth, vulnerabity to external shocks and low marks given in the executive opinion poll for
most components of technical and social infrastructure and for business efficiency and
business climate. Notwithstanding these critical assessments, Slovenia may be attractive to
foreign investors thanks to the availability of skilled workforce, high educational level,
reliable infrastructure, and open and positive attitudes (as well as due to its favourable
location and a picturesque landscape. There is certainly some incoresibetaeen the
enumeration of the key attractiveness factors of the Slovenian economy given in the WCY
and the critical assessments concerning the major weaknesses of the economy, as well as a
discrepancy between the good objective quantitative measuties qtiality of physical and
human infrastructure and the poor subjective opinions about its state collected in the opinion
poll.

Kazakhstan

Kazakhstan obtained one of the highest ranks among the transition economies in the IMD
competitiveness rankings, oin 2010 and 2014 (33 and 32 respectively); in the last overall
competitiveness ranking it has been placed just behind Estonia and before the Czech
Republic. Kazakhstan received a lower mark for technical and social infrastructure (rank 45),
but its macreconomic performance, government policies and business climate have been
assessed very high (ranks 27, 20, and 33 respectively).The unexpectedly high position of
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Kazakhstan in the IMD rankings is surely related to the special interest shown by intefnationa
investors for the participation in the exploitation of its big oil and gas resources, but it does
not reflect truly the actual situation of the local economy and its development level. Rapid
economic growth, good fiscal stance, exchange rate stabilityreasonable compensation
levels, as well as a good telecommunication net, were indicated as main strengths of the local
economy, but tariff barriers, large interest rate spread and high investment risk were
mentioned as main weaknesses, apart from thredngrgy intensity of output and small R&D
expenditure. Dynamism of the economy, competitive tax regime, policy stability and
predictability, and businedsendly environment were noted as the key attractiveness factors
of Kazakhstan as a destination @aaf foreign investments, but the abundant reserves of oil
and gas and other raw materials as the main source of potential profits (discreetly omitted in
the survey questionnaire) are surely the most important factor.

Russia

In the last few years, Russiaash improved considerably its position in the IMD
competitiveness rankings, moving from the®'fiace in 2010 to 38place in 2014 in the
overall competitiveness ranking. This reflects mainly good assessments received for
macroeconomic performance, govement economic policies and human and physical
infrastructure while business functioning conditions and business efficiency were assessed
worse. Big FDI flows, both inwards and outwards (at least until recently), big currency
reserves, low public debt, loanergy prices, and wetleveloped higher education have been
indicated as the major strengths of the Russian economy while high inflation, low business
efficiency, high energy intensity, limited innovative capacity, and high dependency ratio were
pointed @it as main weaknesses. Among the key factors that make the Russian economy still
attractive for foreign investments (apart from the huge size of the internal market and large
reserves of various raw material resources), the following factors were indicagtwften:
dynamism of the economy, skilled workforce, competitive tax regime, and political stability
and predictability (the assessment was made before the hostilities around Ukraine).

Ukraine

Surprisingly enough, Ukraine has got quite good marksar2@14 IMD competitiveness
ranking, with the overall rank 49, which has placed it before such countries as Slovenia,
Croatia and Bulgaria, and which means an advance by 8 ranks since 2010. Certainly, this
evaluation did not consider the political turmoildawar hostilities in eastern Ukraine that
appeared in 2014, and their catastrophic effect on the economy. All the main performance
aspects of the Ukrainian economy have been assessed quite positively, except a lower rank
granted for government efficienciow inflation (no more now), low tariff barriers and a
moderate corporate tax, as well as high public expenditure on education, were indicated as
important strengths of the local economy while low income levels, current account deficits,
political instabiity, high investment risks and poor quality of life were pointed out as main
weaknesses. The key attractiveness factors included dynamism of the economy (no more at
the moment) , skill ed workforce, effective
view), and cost competitiveness of outputhe factors most often mentioned by foreign
investors with respect to transition economies.

It is not easy to summarize the main findings of the IMD assessments concerning the
competitiveness of the selected si#ion economies because the results differ widely among
the individual countries of this very diversified group. As already mentioned, all the 14
transition countries included in this assessment appear in the lower half of the overall
competitiveness raimkg for 2014 prepared by the IMD. The best rank (30) has been granted

58



to Estonia, and the worst one (59) to Croatia, out of a total of 60 classified countries. The
partial assessments of the main groups of the competitiveness factors are relativelyr good fo
the broadly defined infrastructure, but relatively bad for business efficiency, with quite
diversified marks allotted to the individual countries for their macroeconomic performance
and government efficiency. Most transition countries attract foreigitatapflows mainly

thanks to the availability of well skilled and cheap labour, relatively low taxes (including
sometimes tax vacations for foreign investors), cheap land and energy, and the resulting cost
competitiveness; another important asset is ¢haively well developed human and physical
infrastructure and in case of some larger countriegarge size of the domestic market and

the abundance of raw material resources (not directly accounted for in the IMD assessments).

The competitiveness corteemployed by the IMD is focused on the possible gains of
foreign investors coming to the analysed countries, and it may be less useful, or even
misleading, in broad international comparisons of development levels and economic
performance of individual enomies and their position in the world market for goods and
services. Even within this special profile of the competitiveness concept employed there, the
concrete placement of some transition countries in the IMD competitiveness rankings is very
disputabé. Some countries (e.g. Kazakhstan and Ukraine) are probably located too high in the
resulting competitiveness rankings while some other (e.g. Slovenia and Croatia) are definitely
placed too low. Some concrete assessments concerning economic perforndabhusi@ess
environment seem also to be imprecise or doubtful. One of the reasons may be the poor
quality of survey data based on the opinion polls made among the executives of foreign and
domestic enterprises participating in such surveys; the qualitsassments collected in this
way may often be biased (upwards or downwards) by the subjective attitudes of respondents,
based on their own experiences and feelings, and the size and representativeness of the tested
samples is certainly quite limited. Sorstatistical data used as the basis for quantitative
assessments are probably outdated. One can have also some doubts about the methodology
used to aggregate the data underlying the rankings (e.g. the problem of the significance of
various factors and tireweights). But in spite of all these deficiencies and shortcomings, and
in spite of the speciality of the competitiveness concept used, the IMD competitiveness
ranking and the large set of underlying quantitative and qualitative data may help us to
explan the varying intensity and changing patterns of FDI flows to the transition region.

1.8. General macroeconomic performance

Our generalassessment of the current condition of tila@sition economiewill be based
on five macroeconomic indicators pressh andanalysedin the previous sections of this
paper the growth rate of the real GDP unemploymentrate the rate of inflationgeneral
government balanc@s % of GDF, andcurrent account balandas % of GDP. These are
the main macroeconomic indicas usually taken into accounthen assessingurrent
economic situation imdividual countries

Chart 3 presents pentagosisowingcurrent macroeconomic performanoe28 transition
countries in 2013n terms of the fre mentioned criteri@Kosovo is anitted here mainly for
technical reasons, but also due to the lack of unemployment @iaa$calingf the axes has
beenadjusted tdit the actual value distribution of the daliashould be stressed that all the
data considered here are IMF preliminastimatesof the results achieved in 201&hich
may be subject to further corrections and revisions.

The tips of the pentagons, representing maximum or minimum values for each of the
indicators, are considered to be desirable (positive) targets, dithmsgme cases thienbe
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disputable. For example, a high surpkeenin the current account balance or in general
government balance may not be the optimal result. Likewise, nho unemployment or zero
inflation mayeither beunattainableor may not bethe best.Another problem is the fact that

low unemployment is often accompanied with high inflation and vice \(assauggested by

the Phillips curve)A separate issue is the significance of each offitteecriteria used(e.g.
whethera low inflation is equally importantas low unemployment). All these reservations
shouldbe taken into account when interpretthg charts.

When comparing the pentagons drawn for a given faaindividual countries or when
comparing them over time for any single countrg shouldtake into consideration both their
surface and shape. A larger surface of the pentagon is assumed to mean a better general
economic performance while a more harmonious shape indicates a more balanced growth. Of
course, such an assessment is oeafi to the five mentioned parameters of current
macroeconomic performancét tells nothing about the size of the given economy, its
economic potential and development prospects. It does not even tell much about its possible
performance in the next yearotlgh a good general condition of the economy in thengive
year is the necessary precondition of its good performance in the next year. Anyway, any
analysis based on this method must be made with caution.

It should be noted that the shape of the pentagonstidirectly comparable between the
countries representing different development levels, different economic structure, and
different degree of openness of the economy. More advanced economies that experience
moderate economic growth, apply active ecormopvlicies and are open to foreign trade,
often exhibit onsuchgraphs a figure flattened at the bottom atdhe top meaning slow
output growth combined with low inflation and a moderate unemployment, but a positive
current account balance and noo kg general government deficiAt the same time, some
quickly growing emerging economies (notably, big oil and gsgortersin the analysed
group) may assume a shape resembling a triangith a high growth rate, high
unemployment and high inflation, bwith a positive current account and general government
balance The comparison of macroeconomic performaalomg these lines much easier in
more homogenous groups (e.g. within the three subgroups distinguished in our analysis).

Comparing the pentagerdrawn in Chart 3,dsed on the 201@reliminarydata, we can
make the following observations concerning the macroeconomic performance of the transition
countries seen in the last year.

As regards the general economic situation seen in 2013 in the QGigEosp, the best
proof seems to belong to two Baltic states, Latvia and Lithuania, which managed to sustain
some moderate GDP growth despite the overall slowdown in Europe, along with a low
inflation, low budget deficit and almost full equilibrium in curteexternal accounts. Poland
and Slovakia, the two countries that had the best growth record in CEE (and in all the EU28)
until recently, saw a considerable slowdown of economic growth in the last two years, linked
with high unemployment (especially in S8&kia), and noted considerable budget deficits. The
current macroeconomic proof of Hungary looks also quite well in terms of the five indicators
considered here, but the main handicap of the Hungarian economy in the last years (and in the
long- run trend)is a very slow growth. The Czech Republic and Estonia performed quite well
in terms of the unemployment level and the inflation rate, with acceptable results in public
finance and foreign current accounts, but their growth record in the last two yeativess
poor: the Czech economy slid down into a recession while Estonia made a new downhill from
a very high growth recorded in 2011 to almost no growth in 2013.
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Chart 3. Macroeconomic performarce of transition economies, 2013
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Notation:

GDP 1 real GDP growth (%)

UNE 7 unemployment rate (%)

INF i1 CPI inflation (%)

CAB 1 current accont balance (% of GDP)

GOV i general government balance (% of GDP)

SourcesThe graphs are based on the data presented in Tables 4, 5 and 6.

In the SEE, the best macroeconomic proof in 2013 belonged to Romania, which managed
to achieve a substantial outpgtowth in spite of the unfavourable external conditions,
keeping at the same time its general government and current account balance under control,
with a modest unemployment but a sizeable inflation. Most other Balkan countries suffered
meanwhile from avery slow or no growth of output and high unemployment, and some of
them also noted large budget deficits (Slovenia, Albania, Serbia), large current account
deficits (Montenegro, Albania), and quite a high inflation (Serbia). The poorest results were
repoted by Serbia, where a prolonged recession was accompangdigly inflation, high
unemployment, a large budget defi@and a substantial current account deficithe worst
possible combination of macroeconomic problems, which is very troublesometegady
difficult to solve.

Within the CIS, @iel producing countries in CAlespite alower rise in exports, continued
to develop quitevigorously, but lower revenuesom oil and gas exports have cut their
surpluses recorded by now in the general guwent balance and current account balance.
Many countries in the CIS are still plaguedtbgh inflation and high unemploymenhough
the latter is not fully reflected in the availalllata Russi ads economy grew
last year, and the meaggrowth of output and exports has cancelled the surpluses hitherto
recorded in its general government and current account balance. Ukraine and Belarus suffered
from a stagnating production, partly related to the falling expuartgch has also led to the
appearance of substantial deficits in their current acecaindl state budgetsnemployment
in both countries was probably quite high (though not fully reflectedthey official
unemployment statistics), and hyperinflation in Belarus was reduced, bstopped.n the
light of all the five measures of macroeconomic performance applied here, in the last year the
best proof within CIS was provided by Kazakhstan and Azerbaijan whilst the worst results
were reported by Belarus and Ukraine, as well as Armeni

The poor results of the Ukrainian economy in 2012 and 2013 can be partly attributed to the
faults and perveions ofthe former government (including a huge corruption), butpther
economicresults achieved in the last year were also linked with m&as@monstrations,
strikes and street protests, which beganate 2013leading to the flight of the former
president and the change of the governm&he negative effects of the currepblitical
turmoil in Ukraine, including the open conflict with R annexation of the Crimea, and a
separatist revokind hostilitiesn the Eastern part of Ukrainwill certainly be reflectedn the
economic esults recordeth the current and next years

In the light of the economic results achieved in 2(K&zaklstanand Azerbaijan in the
CIS, as well as Latvia and Romania in the CSEE, prekertiest filled and most harmons
pentagons that reflect their genemacroeconomic performanae the last yearThis finding
does not however mean that the economidgb@imentioned countries are generally stronger
or more effective than other economies in the analysed group, e.g. some more developed
economies of CEE and SEE. In this kind of assessment we should avoid direct comparisons of
the economies that represeiiffatent development levels and different economic structures
because such comparisons may be mislgadin
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Comparing thepentagons that reflect general macroeconomic performanceligfdual
transition economies in 20Mith the similar figures drawn for®1 and 201Zas presented
in our former annuatepors), or comparing the data for the last three years on the five
macroeconomic indicators considered heresented in the respective tableg, can notice
for most countries of the analysed groaparges typical of slowdown: distinct dropin the
output growth accompanied by unemployment rise and some decrease in the inflation rate.
As regarddiscal stancegeneral government balaniceproved in some CEE countries due to
the rising concern about trstate of public finance, but several countries in SEE and most
countries of theCIS have reported some deterioration, ahgoical of the slowdown: an
increased budget deficit or a reduced budget surplus, both mainly due to lower government
revenue. The langes observed in current accounts of individual countries varied quite
widely, but most countries of the analysed group (except big oil and gas prQdumec
some improvement in tireforeign trade and current account balance, especially if compared
with the situation seen in 2011. All in all, the changes in the basic economic variables
observed in 2012 and 2013 arpital of a slowdown, even gome of the analysed indicators
(notably the current account balans@as well as unemployment rates) contai significant
structural element, whicimakes them less elastic to cyclical fluctuations in output and
demand in both domestic and foreign markets.

There is no doubt th#he slowdown of economic growth observed in the last two years has
brought about sne deterioration of the general condition of most economies in the transition
region. This is reflected in the presented graphs by some shrinkage of the space covered by
the pentagons that illustrate the general macroeconomic performance of individuekspun
and their flattening at the top (due to a lower GDP growth), combined with a shift to the left
(with less inflation, but more unemployment). Some acceleration in the output and export
growth, which could be observed in many countries of the regitimei second half of 2013,
may signal the beginning of a revival, but it is not certain whether the current year will bring
about a significant improvement in the general economic situation seen in the transition
countries.

1.9. Economic prospects

This section presents and discussbke forecast of basieconomic indicators for the
transition countries for 2014 and 2019, given by the IMF in its newest edition of world
economic forecastsssued in April 2014. Table lfdresents the forecasting estimatesfive
macroeconomic indicators analysed in this studyr€a) GDP growth rate (%)2) inflation
rate (%),(3) unemployment raté), (4)general ggernment balance (% of GDRE) curent
account balance (% of GDPJhe data have been taken or compilesm the newest IMF
economic outlook forecasData for Ukraine have been taken from the earlier edition of the
IMF forecast, published in October, since the IMF has suspended meanwhile making any
forecasts for that country due to the political turnmoiUkraine, the Russian annexation of the
Crimea,and somehostilitiesin Eastern regions of the country; the earlier forecasts did not
considered these new factors. The average data for the two major groups and subgroups, and
for the region as a whole habeen calculated by the author; all these are simple arithmetic
averages, but in the case of GDP growth rates, weighted averages (more meaningful) have
been also calculated and given in brackets. Reference data for the world, including the
advanced econonseand emerging and developing economies, come from the IMF forecast.
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Table 11 Forecast of basic macroeconomic indicators

General Current account| Unemploynent
Real GDP growth CPl inflation government
Country (%) (%) balance o balfance r?te
(% of GDP) (% of GDP) (%)
2014 2019 2014 2019 2014 2019 2014 2019 2014 2019
CEE
Czech Republic 1.9 2.4 1.0 2.0 2.8 11.9 10.5 10.9 6.7 5.2
Estonia 2.4 3.7 3.2 2.2 10.4 1.3 11.3 0.1 8.5 8.0
Hungary 2.0 1.7 0.9 3.0 12.9 12.7 2.7 11.5 9.4 8.3
Latvia 3.8 4.0 15 2.3 1.1 10.6 11.6 12.0 10.7 8.9
Lithuania 3.3 3.8 1.0 2.2 1.9 11.5 10.2 11.8 10.8 10.5
Poland 3.1 3.6 15 25 13.5 11.8 12.5 13.4 10.2 9.6
Slovakia 2.3 3.6 0.7 2.2 13.8 13.6 2.7 2.5 13.9 115
Average|2.7 (2.6) |3.3 (3.1) 1.4 2.3 12.3 11.5 10.1 11.0 10.0 8.9
SEE
Albania 2.1 4.7 2.7 3.0 6.7 143 | 710.3 18.2 13.0 11.0
Bosnia & Herzeg 2.0 4.0 1.1 2.1 11.6 10.2 17.5 14.6 25.5 22.0
Bulgaria 1.6 3.0 10.4 2.2 1.9 0.0 10.4 13.2 125 9.5
Croatia 710.6 2.0 0.5 25 4.6 127 15 12.0 16.8 12.6
Kosovo 3.9 4.5 1.8 15 12.2 12.0 7.7 17.6 . .
Macedonia FYR 3.2 4.0 1.8 2.3 3.8 12.7 13.9 4.3 29.0 25.2
Montenegro 2.8 3.1 0.2 1.4 12.8 121 1179 | 116.7 . .
Romania 2.2 35 2.2 2.7 12.2 1.5 11.7 13.3 7.2 6.5
Serbia 1.0 4.0 4.0 4.0 7.7 16.4 4.8 12.7 21.6 20.4
Slovenia 0.3 1.9 1.2 2.0 15.5 13.0 6.1 1.6 104 7.8
Average|1.9 (1.4) |3.9 (3.2) 1.5 2.4 13.9 12.1 14.7 15.6 17.0 14.4
Russia 1.3 25 5.8 5.0 10.7 11.5 2.1 1.0 6.2 6.0
EEC
Armenia 4.3 5.0 5.0 4.0 12.3 11.8 17.2 16.3 18.0 171
Azerbaijan 5.0 4.2 3.5 5.0 0.2 15.5 15.0 4.6 6.0 6.0
Belarus 1.6 2.8 16.8 16.5 2.9 150 | 710.1 5.5 . .
Georgia 5.0 5.0 4.0 5.0 2.9 11.8 7.9 5.5 . .
Moldova 3.5 4.0 55 5.0 12.5 13.2 5.9 16.4 5.6 5.5
Ukraine 1.5 2.0 1.9 4.0 5.1 4.0 17.4 17.4 8.0 7.5
Average|3.5 (2.4) | 3.8 (2.8) 6.1 6.6 12.6 13.6 13.9 14.4 9.4 9.0
CA
Kazakhstan 5.7 5.4 9.2 5.4 4.3 3.5 1.9 1.4 5.2 5.2
Kyrgyzstan 4.4 5.2 6.1 5.5 4.2 121 | 7155 16.8 7.6 7.2
Tajikistan 6.2 5.8 5.4 6.0 710.9 12.5 12.1 12.5 . .
Turkmenistan 10.7 8.3 5.7 6.0 10.3 1.1 1.1 3.2
Uzbekistan 7.0 5.5 11.0 11.0 0.8 0.7 2.2 0.8 . .
Average|6.8 (6.4) |6.0 (5.7) 7.5 6.8 710.1 0.1 12.9 10.8 6.4 6.2
CSEE 2.2(2.3)13.7(3.1) 15 2.4 13.2 11.9 12.8 13.7 13.7 11.8
CIS 4.7 (2.2) |4.6 (2.9) 6.7 6.6 1.4 11.9 13.0 12.5 8.1 7.8
Total 3.2(2.1) |14.1 (3.0) 3.7 4.1 12.5 11.9 12.9 13.2 11.9 10.6
World 3.6 3.9 3.5 3.4 . . . . . .
Advanced econ. 2.2 2.1 1.5 2.0 14.2 12.6 0.5 0.4 7.5 6.5
Developing econ. 4.9 5.3 5.5 4.6 12.3 12.0 0.8 0.2

a All data for Ukraine are taken from the earlier edition of IMF World Economic Outlook, issued in October 2013; in the
newest edition, issued in April 2014, all forecasting estimates for Ukraine have been droppetheuméertainty related

to political instability.

b2018.

Theweighted average for GDP growth rates (calculated (SER GDP values in 20185 weightspregiven in brackets.

All the average data for regional subgroups and a group as a whole are uedvaigtrtages. Reference data for the world,
including advanced and developing economies, are weighted averages given by the IMF.
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Sources: IMF, World Economic Outlook Databas®.05.2014; World Bank, World Development Indicators: Data,
5.05.2014

The recenshortterm forecast for 201gublished by the IMF predicts thtdte growth of
world output will accelerate from 3.0% noted in 2013 to 3.6% in 2@ianks to some
improvement in business activity in Western Europe and a higher output growth in the United
States, with Japan following its slow pace and developing Asia continuing to rise quite
rapidly. At the same time, it is assumed that the volume of world trade will rise by 4.3% this
year, instead of 3.0% seen in the previous year.

Against this backgroundhe shortrun outlooks for the transition economies are quite
differentiated. Thanks to the expected improvement of business activity in Western Europe, in
2014 the output growth in CEE should speed up markedly, but the slowdown seen in SEE and
in the CISwill continue at least until 2015. According to the quoted forecast, real GDP in
Polandwill grow in 2014 by slightly more than 3%, in Lithuania and Latvia it will rise by
some 3.5%, and in the remaining CEE countries -B8y52, with a weighted averager fthe
CEE subgroup of 2.7% an evident improvement as compared with 1.1% noted in the
previous year. In SEE, some countries (e.g. Albania, Bulgaria and Slovenia) may grow a little
more than in the previous year, but some other ones (notably Romaniarbia) 8#l see a
smaller growth. On the weighted averagegl GDP in the SEE subgroup would increase by
about 1.5, a result roughly the same as in the previous year. According to the same forecast,
growth pattern in the CIS will remain differentiated, b significant acceleration of
economic growth is expectea 2014. Russia is supposed to sustain its low GDP growth rate
of 1.3% recorded in the last year, Belarus may reach some 1.5%, Ukraine was dropped in the
newest IMF forecast due to high uncertgjfit but according to the earlier forecast it was
expected to grow by 1.5% in 201%he oil and gas producers in EEC and CA (Azerbaijan,
Kazakhstan, Turkmenistan, and Uzbekistan) will raise their output heavily-{090), but
due to the slow growth in Ruas Belarus and Ukraine (if any), the CIS group as a whole will
grow byabout 2% on a weighted average, a result comparable to that seen in the last year. For
the transition region as a whole, the weighted average caldusteurselves for the GDP
growthin 2014 is also about 2%, roughly the same as in the previous year, but much lower
than the expected world average.

The mediurmterm growth forecast for the next five years, published by the IMF, assumes
that by 209 the world economy will speed up itsitput growth toabout 4% a year, due
the expected acceleration of the output growth in the United States (to about 3%) and Western
Europe (toaboutl.5%), with developing Asia growing still very quickl{gabout P6 a year)
but Japan growing quite slowlfl% per year) Against this background, the mediderm
growth prospects foCSEE and the CISlook quite well. According tahe IMF growth

21 As already said, all the forecasting estiesator Ukraine given in Table Xbme from an earlieMF forecast,

which did not consider the negative effects of the recent political turhastjlities raised in Eastern part of the
country, and an open conflict with Russia. The actual economic results for Ukraine in 2014 will be surely much
poorer thantte figures given in the table. The most probable growth result in 2014 is a deep recession rather than
a slight growth foreseen in the former forecasts, with a respective deterioration of all other macroeconomic
indicators considered here. This will reddbe average growth rate in the CIS given in the table (both weighted

and unweighted), but it should not affect significantly the average growth rate calculated for the whole transition
region. The same remark applies to the remaining economic indicatysed here: the new events in Ukraine

and about Ukraine may lead to some worsening of the average results projected for the CIS group in 2014, but
this should not affect significantly the average estimates given for the whole transition region. As tiegard
mediumterm outlook up to 2019, further developments in Ukraine, including its external political and economic
links, are largely unforeseeable, and the implicit assumption underlying the forecast presented here is that they
will not affect significantly the average results for the transition region.
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forecastmost CEE and SEE countries will restore by 2019 moderate GDP growth rates in the
range between 3% and 4%, ahd CIS group as a whole will also grow at a rate of about 3%.

In CEE, mostountries will speed up their growth 304% a yearexcept of Hungarand the
Czech Republic, whichare supposed to grow legbelow 2% a yearand about 2.5%
respectively).The hghest growth rate§3.54%) may be achieved bkoland,Slovakia and

the Baltic statesThe average for the group will be about 3%. The SEE countries should also
accelerate, t8-4.5% a yea (except of Croatia and Slovenmahich are expected to grow
more slowly, by some 2% a year); the average growth rate instibgroupwill amount to
slightly more thar8%. Most CIS countrieare assumed tgrow at the rates betwee®® and

6%. Russiais expected to grow much less, by 2.5% a ydarainewill probably develop at

an evenlower ratewhile other oil and gas producers in the @Rcept of Azerbaijan) will
continueto develop more rapidly, by-8% per year. The weighted average for the CIS
calculated by ourselves &bout 3% (slightly lower thagiven by thelMF), and the average

for the whole analysed group is als% 3significantly higher as compared tithe growth

rate noted in 2013 and expected in 20IHis means thatn the next five years oeven
soonemost of theransition countries wilbvercome hie current slowdown and wilkassume

their normal growthput the average growtfate for the wholdransition regiorwill not be

high due to the expected deceleration in Russia and Ukraine. Nevertheless, if the growth
forecast by 2019 given by the IMFdmmnes true, the transition region talena whole will
devel op at a rate similar to the worl dbés ave
emerging and developing@nomies.

The inflation forecagprepared by thtMF assumeshatinflation in the transition countries
in 2014 will remain roughly the same as in the previous year. In CEE, despite some higher
GDP growth, the CPI infteon should be kept in a low rangd 1-2% (except of Estonia
where it will be a little higher), with an unweighdt@average of 1.5%. In SEE, inflation will
also be kept in the same narrow band, except of Serbia, where it will be probably much higher
(4%), with the average of 1.5%, exactly the same as in CEE. In the CIS, inflatioemain
at the level much highe.5% on the average, and Belarus will continue to cope with a
doubledigit price rise of about 15% per year. In the next few years, with the expected
acceleration of economic growth, the CPI inflation in CSEE will speed up by 2019 to about
2.5% a year onraunweighted average. The inflation seen in the CIS will not be suppressed
markedly and it will remain generally quite substantial, mostly in the range®8,4ut due
to the rapid price rise in Belarus and Uzbekistan, the average inflation rate inSttyggoQp
will be even higher. For the transition region as a whole, the unweighted inflation 2&9in
would be 4%, a little more than the projected world average, but slightly less than the average
inflation expected in the emerging and developing atest

The condition of public finance in transition countries generallymproved somewhat in
the last few yearas the result of economic growth and rising concern about fiscal stance
the part ofgovernments, but the progress in fiscal consolidasadgifficult and rather slow
According to the IMF forecasin 2014we should not expect any considerable improvement
in general government balances reported by thesitian countries. Somenprovement of
the fiscal stance caappear in Poland (whereficit in the statebudget deficitwill be reduced
thanks to the change introduced in the pension systathjn Slovenia (which will return to
its regular size of the deficit after a etime unusual rise noted in the last Yye&n the other
hand, sometber countries, both in the CSEE and CIS (eg. Romania, Belarus, Ukraine) will
probably be faced with a significant rise in their budget defiaitghé remainingountries
the situation of public finance will not change considerably as compared withrahieus
year. The highest budget deficits in terms of GDP percentage will be noted agsomby
relatively poor countriesAlbania, Serbia, and Ukraine, while the largest budget surplus is
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expected in Kazakhstan. Theverage (unweighted) size oludget décits in the whole
transition regiorwill remain unchanged as compared with the previous year.

By 2019 according to the same forecatte condition of public finance may improve
considerably in most CSEE countries as well as in several CIS countdagf(thot in all of
them).In all the CEE countrieerhaps except Slovenidgficits in the state budgets will not
exceed 3% of GDP (as required by the Maastricht Treaty), aBBEnonly twocountriesnot
yet included in the EU (Albania and Serbia) wosldpass that limit. The averapedget
defidat in the CEE subgroup will be 1% of GDP and the average defieitthe SEE subgroup
will be 2% of GDP. In the CIS, only threa®muntries (AzerbaijanBelarus,and Ukraine) will
note a budget deficit in excesE3% of GDP, and the averagize of the budget deficit would
be just 26 of GDP.The overallunweightedaveragean the general government balarfoe all
the transition region would be a small deficit not exceeding 2% of GDP, but we should
remember thatiis average indicar is already now very low (2% of GDP in 201Band the
significance of this average is actually limitegcause large deficits seen in some coesiof
the region are offseby the surpluses noted in other countries. What is perhaps m
important, this forecast suggests that there will be a general tendency towards equilibrium in
public financein most countries of the groupy avoiding both large deficits and idle, big
surpluses. Such a tendency, in general, may be assessed Iyositive

The danging trends in current government finance will result in the changing size of
public debts. Small changes in the level of pubebt from year to year are niobportant
from the point of view of thegeneralcondition of public finance excemtf some special
situations (e.g. when the amount of public debt approaches some statutory limit, launching
rigorous procedures provided by law to discipline government expenditure). Therefore, we
shall focus here on the changes in public debt stocks expectthe next five years.
According to the IMF forecast presented here, there will be no significant change in the
amounts of public debt expressedpascent of GDP in mostountries of the analysed group
over the next five years, bt considerable redtion of public debtcan beexpectedin
Poland?? Estonia andLatvia, as well alosnia & Herzegvina and Turkmenistan, while a
substantial buileup of public debtsnay appeam Slovakia,Slovenia and Serbia, as well as in
Azerbaijan and, most probably, ldkraine. In most of the remaining countries absolute
amounts of public debt will increase, but its relative size, expressed as percent of GDP, will
not change muchrhe biggest public debt burden, as compared with the size of the economy,
will be seen inHungary and Slovenié80-85% of GDP respectively. Government debt will
remain relatively low in Estoni#lbania andBulgaria,as well asn the oil and gas producing
countries of the CIS, including Russia, Kazakhstan, Azerhaajath Turkmenistan ¢80% of
GDP). On the average, the relative burden of public debts in the transition region is not too
high as compared with world standards, but this does not mean that the problem of public
debts does not exist.

The IMF al® prepares l-year and 5year foreast of current account balances for all the
countries of the world, including transition economies. According to this foreceostt
countries of theransitionregion, except oil and gas exporters, will continue to redmoth in
2014 and in 201% negéve current account lence with abroad. In CEE, on8lovakiawill
note asmallsurplusin currentforeignaccouns in both yearsall the remaining countriesill
see smaltleficits intheir foreign accounts (up to.5 of GDP), which will bgartly offset by
FDI inflows. Most SEE countrieswill face largedeficits in foreign turnovers, ranging from

22 For Poland, the IMF forecast foresees a radadn gross public debt from 58% of GDP in 2013 to 46% of
GDP in 2019

23 For technical reasons, we do not present the forecdatacbn public debt in Tde 11
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5% to 10% of GDR and thebiggestcurrent account deficifmore thanl15% of GDP)will
appear inrMontenegro Among the CIS countriebjg oil and gas producgrincludingRussia,

will continue tonote surpluses B current accounts with abroduljt therelativesize of those
surpluses (expressed as % of GDP) will diminish significantly in the next. yélraine
along with Belarus, Moldova, Armenand Georgiaare expected to retagizeabledeficits in
their currentaccounts §-10% of GDP) On the wholethe average size of current account
deficits intransition countries W increase to about 3% . By 2019, t@untriesof the group

will note some deteriorain in their foreign accounts relative to thieuation observed at
present, 3countries will see no significant change, amaly 9 countries will see some
improvement. Some deteriorationdarrent accoustof many transition countries in the next
few yeas may be caused bthe expected acceleration of their economic growth and
disappearance of their traditional comparative advantages, based on the available natural
resources and relatively cheap labour.

The IMF also gives anediunmiterm projection of unempyment rates for most countries of
the world, including the transition economies, for next five yelarshe case of transition
countries, this forecast may be r&d@ meaningfulsince the past data on unemployment
underlying the forecasireimprecise andot fully compaable betweerthe countries of the
analysed grouplhis part of the IMHorecast is also incompleti includes only 22 out of the
29 countries of the transition regidwo countries in SEE (Kosowand Montenegro) and four
countries of te CIS(Georgia, Tajikistan, Turkmenistan, and UzbekistaaNe been omitted
due to thedck ofinput data, forecasting estimates for Ukraine are outdated, andrhéow
unemployment rates projectég the IMFfor Belarus have been droppedaar preserdtion
since they areébased on the officialstatisticsof registered unemploymenivhich is not
comparablewith the estimategiven fa other countries (based @urvey dataynd rather
unreliable?” It is also doubtful whether a worldwide mujear projedbn of unemployment
can be preparedwith an acceptable accuracior all these reasons thenemployment
forecasts given by the IMF are less useful for the purposes of this study. Nevertheless, we
have included the projected unemployment rates in Tables 10 make the presentation of
the IMF forecast obasic macroeconomic indicators more complete as regards its subject
coverage.

Past data on unemployment rates for those countries given in Table 5 were taken from the
World Bank database.

At least for the ountries covered by the IMF unemployment forec#st, projection
suggests thatnemployment rates in the individual countries of the transition region seen in
2013 will not change significantly in 2014, but in the nexe fyears, along with the more
rapid output growth, unemployment levels in most CSEE countries will decrease a little. The
average (unweighted) unemployment reiteCEE may decrease from 11% seen in 2013 to
about 9% in 2019; in SEE may decrease from the current high of over 17% to sotf& 1
However, unemployment seen in the @8l probably remain on about the same levels as
today because there will be no significant acceleration in the output grohehaverage
(unweighted) unemployment rate for the 22 transition countries coverda ByIF forecast
(without Belarus, excluded by ourselves) may decreasetfieraurrent level of 12% to about
10.5% in 2019. As noted before in section 1.4, unemployment in most transition countries is
particularly persistent because it is composed maihih® longterm structural and natural
unemployment.

24 For the countries omitted in the IMF unemployment forecast, the data on unemployment rates in the previous
years given in Table 5 come from the World Bank.
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This report focuses on the assessment of current economic situation in transition gountries
it also includes the abowassessment of shednd mediurterm prospects. The evaluation of
long-term develoment prospects of the transition region is beyond the scopesaktearch
Nevertheless, we wish to mention the implications of two g forecasts of economic
growth published recently by the European Commission and the OECD Secretariat,
independeny prepared for the member couesi of European Union and OECD. These
forecastsnclude longrange growth projections for the next 50 years for socmentries of
the transition regionnotably the new EU member countreesd the OECD member statafs
CSEE?®

The forecast preparesh behalf ofthe European Commissiomjas basean a thorough
analysis of unfavourable demographic trends andldabeur migration balance, and the
resulting changes in the dynamics of employment and productivity, as well asptwtesk
changes in theotal factor productivity (TFP). According to this forecdsbm about 202@n,
the CEE and SEE countsiavill witnessa progressing slowdown of economicgtb, mainly
as the result of the population ageing process and the outfioyoung people in the
productive age, looking for bett@gwb and living opportunitiesibroad. This wouldelad to a
gradual decreasef the growth differential betweethe new EU member states (EU10) and
t he EU 06 c,upte the ttat dishppgarandetive existing growth advantage ati
revasal of the growth ratio in favour of the latter groop a vey low level of growth rates in
both groups. One of the consequences of the changing growth patterns would be a decrease in
the rate of income conwgence between the two groups askntually areversal of the
convergege process, leading to a new divergencepr@adening of thexistingincome gap.
According to our own calculations based on the fore€dbg minimum income gap between
CEE andSEE countries and the EU15 growpll be reached around 2045, and its size (as
indicated by the ratio ahe average PPP GDP per capita) will range from 50 in Romania, 64
in Hungary, 75 in Poland, 665 in the Baltic states, to & in the Czech Republic, &lakia
and Slovenia. In order to avoid suamegative scenariantensive efforts are needed in the
framework of national econamand social policies performday the governments of the
countries concerned as well iasthe framework of the commaoroheson and development
policy pursued by the EUaimed to counteraghe emerging threats artd sustainand
accelerateeconomic growthThe main implications of the forecast presented by the European
Commission for the convergence process between the EUd fodtast did not include yet
Croatia) and EU15 have been supported by siméswlts obtained in the lorgn economic
forecast published by the OECD, though the latter included only 6 countries of the CSEE that
are members of the OECD (Czech Repulitstonia, Hungary, Poland, Slovak Republic, and
Slovenia) as well as Russia (which was included in a reference group taken for comparisons).

The tendency towards real income convergeac®wng the countries dhe transition
regionand between the transitiamountriesin CSEE and CIS and Western Europe has been
evidenced empirically by many analyses, including extensive research on the subject made

25 European Commissior2012 Ageing Report: Economic and Budgetary Projections for the ENU@wber
States (20142060) AEur opean Econo myaoking @ 2060: Longerm GRowth Bré&sfebts
for the World OECD Economic Policy Papers, 2012, no. 03.

26 Z.Matkowsk M. Pr - Rdpacki,&N&we i Rtare kraje Unii Europejskiej: konwergemciczy
dywergencja?in: K.Walczyk (ed.) Badania koniunktury z wi er ci adg§o g d,s ploRiraarckei .i O\aitSd
I nstytutu Rozwoju Gospodar c z egnomicS, Gdréaw 2013 p. 68 AMat- War s a w
kowsKki, M. Pr - c Boenamgukze redihej Rompeagenkjiiw Unii Europejskigjr aj e ESW a UE1

I X Kongr es Ekon o-268 Nowember 2018, Warkaw 2014 (in @rigt).
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repeatedly by the authors of this repgdrifhe newest analyses, however, indicate that the
convergence procesgtiveen the transition countries of the CSEE and CIS and the developed
countries of Western Europe has decelerated during the last few years due to thefeffects
slowdown and economic crisis, and due to the halt in economic reféimssis the main
finding of the analysis presented in the last issub®fEBRD Transition Repoft. The poor
growth proof of the CSEE countries over the last six years since the beginning of the world
economic and financial crisis is also well documented in this study (selcBpras well in

some supplementary analyses made by the authors.

Since the ageing process in the CIS countries is less advanced amdtiemigf young
workforceis less massive, demographic barriers to future economic development aet a
real thre&there The difference in the demographic situation between the &tl SEE and
the CIS cann the long run bring abowome acceleration of the convergence process between
the two groups within the transition region, diminishing the existing incomeretiées and
strengthening the relative position of the Russian economy and of some other fuel producing
economies in Central Asia.

1.10. Social weltbeing and living standards

Perhapghe most important issue in assessing the resulsystémictransfornation is to
what extent changes thepolitical andeconomic system translate into a real improvement in
living conditions ofthe citizens In other wordswhat is the balance dcfocial costs and
benefits of the transformation process families and intviduals. The answer to this
guestion iof fundamental importandeor under st atttudlessangrdsthe whpleé e 6 s
transition.

The concept of social welfagoes fabeyond material living standas,dneasured byer
capitaincomeor consumption. lalso includesnanyother elements dhe quality of life, such
as housing conditions, state of healthe availability and quality of education, public
security law and orderc i t i riglespamddemocracyNot all of these components can be
measure@nd compared between transition countries

Table12 presents the key indicators of living standardramsitioncountries, based on the
latest available data. Most data refer to the situatesmin 2012 but some of them are the
latest available estimateeferring to earlier years

As to the income levels, comparing the datgpen capitaGNI at PPP, we seence more
big differences between the countries of thensitiongroup related to their development
level, which have been already discussed intisec11. There is a huge dispariip this
respecbetweerKyrgyzstan ofTajikistan ($2 700 or $ 2300) and Slovenia (28 200) as well
as a big distance between the average income level in this group and the average income in
the highly developed coums.

arCft . Z. Mat k ows kEconomh .CBnvergertten Beawvieen the &EEBnd the European Union
AEastuesroppelan Economics, 0 2007, 2dbielno<l. Mad xwavjsk i g o Vp
krajach E u r eMschodnfejr iowd Istosun&u do Unii Europejskief A Ek onomi st ao, 200

M. Pr - ¢ hni akKonw&geRca pypudb&td),i sigma ) w krajach transformacji w latach 1992005

in: R.Rapacki (ed.)Wzrost gospodarczy w krajach transformacji: konwergencja czy dywergerRjAE,
Warszawa 2009, p.1467 O ; Z. Mat k ows KReal InchmePQonverdence énkthe EU: Current
Performance and Fute Opportunities for Polandin: M.Weresa (ed.)Poland. Competitiveness Report 2014
(in print).

28 EBRD, Transition Report 2013. Stuck in Transitign®®ndon 2013, chapter 2.
2 E.g. Z.MatkowskiPolska i Unia Europejska: stylizowane fakty i wnioski z lsyzy AKur i er GTFo, 201
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Table 12 Indicators of social welfare and living standards

. Infant
GNI . Poverty Life mortality | Mean years Hulman
Country per capita Gini index rate expeqtancy rate of deye opren

l{'ﬁgp (%) at birth (per 1000 | schooling ImDeIX

a (in'years) | ive pirths) (HDI)
CEE
Czech Republic 25 480 24.9 51 78 3 12.3 |0.873 [28]
Estonia 23 280 325 9.6 76 3 12.0 |0.846 [33]
Hungary 21 350 26.9 13.9 75 5 117 0.831 [37]
Latvia 21820 35.7 13.5 74 8 11.5 |0.814 [44]
Lithuania 23540 32.0 11.3 74 4 10.9 |0.818 [41]
Poland 21760 30.9 115 77 4 10.0 |0.821 [39]
Slovakia 25430 25.3 7.8 76 6 11.6 |0.840 [35]
SEE
Albania 9 280 345 18.5 77 15 104 0.749 [70]
Bosnia & Herzegoving 9 650 36.2 14.0 76 6 8.3 0.735 [81]
Bulgaria 15 450 33.6 15.1 74 11 10.6 |0.782 [57]
Croatia 20 200 30.5 13.9 77 4 9.8 |0.805 [47]
Macedonia FYR 11 540 43.2 27.1 75 7 8.2 |0.740 [78]
Montenegro 14 590 30.0 11.3 75 6 105 0.791 [52]
Romania 17 650 33.2 16.5 75 11 10.4 |0.786 [56]
Serbia 11 430 27.8 24.6 75 6 10.2 |0.769 [64]
Slovenia 28 240 23.7 7.4 80 3 117 0.892 [21]
CIs
Armenia 7780 31.3 324 74 15 10.8 [0.729 [87]
Azerbaijan 14 860 . 6.0 71 31 11.2 [0.734 [82
Belarus 16 750 26.5 6.3 72 4 11.5 |0.793 [50]
Georgia 6 760 42.1 14.8 74 18 12.1 |0.745 [72]
Kazakhstan 18 870 29.0 3.8 70 17 10.4 |0.754 [69]
Kyrgyzstan 2720 334 38.0 70 24 9.3 |0.622[125
Moldova 4 550 33.0 16.6 69 15 9.7 0.660[113
Russia 22 800 40.1 11.0 70 9 11.7 |0.788 [55]
Tajikistan 2 340 30.8 47.2 67 49 9.8 |0.622[12¢
Turkmenistan 11 040 . 65 45 9.9 |0.698[102
Ukraine 8 340 25.6 . 71 9 11.3 |0.740 [7§
Uzbekistan 4970 16.0 68 34 10.0 |0.654[114

Gini index measures household income dispersionhitpeer is the index, the greater is income inequaltyverty

rate (poverty headcount ratio)ise per cent age of the countryds pagforul ati o
EU member states data on poverty rate (taken from Eurostat datalfasep rihe percentage of population with

income lower than 50% of median inconizata on Gini index and poverty rate refer to various years, depending on

the date of the last household survey.

Life expectancy at birth refete children born in the givenear Data on life expectancy and amft mortality rate refer
to 2012

Mean years of schooling and expected years of schooling are the two components of the education index, which enters
HDI. Data refer to 2010

Human Development Index is summary measuref social development and living standards, compiled by the
UNDP. This is an arithmetic average of three indiges: capitaGNI, life expectancy and education. The indicator
assumes values 0 to 1. Figures i n rhatioaat tlarkingscoveringp 8  t
countries in 202.

he

Data on GNIper capitaat PPP shown in the table ahe newesWorld Bank estimatefor 2012expressed in current

PPP $; they differ from the data reported by UNDP, which are expressed in 2005 PPP & thedefore generally
lower. The Gini index, poverty rate, life expectancy, and children mortality according to the World Bank data. Mean
years of schooling and Human Development Index according to the URNiDFhe EU member countries of CEE and
SEE Giniindex was updated using the newest Eurostat estimates.
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Sources: UNDP, Human Development Report Z)INew York 2013; The World Bank, World Development
Indicators Data,9.05.2014 Eurostat, Database, 9.05.2014

The international poverty rate shows the patage of the population living on less than
US $ 2 a day. In the poorest countries of the CIS (Tajikistan, Uzbekistan, Turkmenistan,
Kyrgyzstan) this proportion is betwe&@ and40%. It is also quite high in Armenia, Georgia
and Moldova In CEE and SEEhis rate is usually below 2%, except of Albania and some
postYugoslav countries. But the extent of poverty understood as lack of the basic means
necessary for survival is also considerable in Russia, Ukraine and Belarus, as well as in many
countries of CEE and SEE This is evidenced by the poverty rates estimated at national
standar ds, showing the percentage of t he ¢«
povertyline. Though national standards used to define the gdiff@r and in some countries
may not be very reliable, this percentage is quite high not only in the least developed
countries of the CIS (Kyrgyzstan, Tajikistan, Moldova), but also in some up@eium or
highly developed countries (e.g. PolaamtiHungary in CEE, or Romania and Mace@om
SEE)% Millions of people in this region live in miserable conditions, suffering constant
privation and hardly meeting the ends.

The Eurostat publishes estimates on the relative number of people being at risk of poverty
and social exclusion for alhé EU member countries, including the CEE and SEE countries.
This indicator shows the percentage of poputatidth disposable income below0% of
national median income. The indicator compares quite well with the data on the poverty for
the remaining tragition countries shown in the table, which have been taken from the World
Bank database. In 2012 this indicator for EW338a wholessumed the average value of 10.3
but in most EU membeasountries of CEE ah SEE it was much higher (e.g. 11.5 in Poland,
13.9 in Hungary, 11.3 in Lithuania, 13.5 in Latvia, 16.5 in Romania, aridia®Bulgaria).If
we took the income threshd of 60% of the median income, recommended by the Eurostat
for assessing the risk of poverty rate, the above indicators would alnuidé do

Not all the people enjoy the living standard in line with the average income level recorded
in national accounts. The degree of income disparities in individual countries is reflected by
the Gini index. It shows tremendous income differences amoagitlzens of most CIS
countries (especially in Russia, Georgia, Moldoaad Kyrgyzstan, and probably also in
Turkmenistan and Uzbekistan), but also in some countries of CEE and SEE, like the Baltic
statesAlbania, Bosnia&Herzegovinand Macedonia

Another measure of income inequality is the ratio of income or consungitamedby the
poorest 10% of households and by the richest 10%. This ratio is very high in Georgia,
Turkmenistan, Uzbekista®ulgaria,and Macedoniaapout 19, but also in Russia, Emia,
Latvia, and Lithuanianjore thanl0). The ratio equal to 10 means that the average income
earned by the richest 10% families is ten times higher as the average income obtained by the
poorest 10% of families.

There is a clear relationship betweea foverty rate and the degree of income inequality.
Countries with the largest pawg rates as a rule also exhibihigh income dispersion. This is
because poverty in transition countries has two main sources. The first was the decline in
incomes causebly the transformation crisendthe increase in unemployment. The second is
the growing disparity of incomes, which is partially the consequence of the introduction of

30 The poverty rate in Poland given in Talle (11.5 refers to the saalled relative poverty threshold, estimated
using the survey data on household incomes. Under the official poverty threshold instituted by law, tige povert
rate in 2011 was 6.5. Cf.CSOb - st wo w Po Warszawa2012 011 r .
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free market economy, but also the result of faults in economic and social ppleiesmed
by the governmeniand the weakness of law.

Poverty, malnutrition, poor housing and sanitary conditions, the lack of hygiene, and
limited access to medical care (not to say about the quality of its sénate)f these factors
take a negative tbbn the health of the population. This is evidenced by high infant mortality
rates and relatively low life expectancy.

Life expectancyat birth in transition countriesis low as compared with the standards
reachedy the highly developed countrigghereit is currently estimatetb be80-82 yearsor
more In CEE and SEE it i;ow between 74 and 8@ears. In the CIS countries (with
exception of the Caucasus, where people are known for their longevity)in the range
between65 and 4 years. It should drememberedhat this indicatorefersto the chances of
newborn children. The actual duration of life across the efitineg population is much
lower. Another health problemn less developed countriesf this group are infectious
diseases.

The infantmortality rate in the highly developed countries is abot#0on the averagén
Western Europe it is below @@ Close to thesstandard are onlysomeCEE countries
(except Slovakia and Latviafhe SEE countriesexcept Croatia and Serbishow much
higher infant mortality rates, betweel®.6% and15%. In the CIS, mortality rate among
newborn ranges fron®.9% in Ukraine and Russia and 1.8% in Georgia,to 3.1% in
Azerbaijan, 4% in Turkmenistan, and.9% in Tajikistan (the rate of 0.4% reported by
Belarus does not seem reliahle)

The basic education level in most transition countisequite good both as regards the
number of adults with writing and reading capacity, andrétesof school attendanc&ut
the quality of educatiors often low and iteffect on vocational abilities is insufficierlany
young people from poor families faogaterial difficulties in theaccess t@chools and limited
opportunitiesto obtain a proper education that would secure a good job and a perspective of
professionatareer Thispetrifies,both in the individuafeelingsas well as irthesocial sense,
a highly negative androublesomegphenomenon called the poverty trap the vicous circle
of poverty.

There is no single indicator to characterise educational stésdawvarious countries that
could be used in international comparisddgan years of schooling or the expected years of
schooling now used in international comparisons are certainly not a satisfactory indicator of
the education level, but literacy ratemang the adult and the proportion of children and youth
attending schools (which were previously used in compiling the HDI index) are by no means
more comprehensive and representative. As regards mean years of schooling, the average
numbers recorded in thmost advanced countries in the world (1) are not much higher
than those reported by most transition countries. Neverthalegsralcountries of the CIS
and some countries in SHfave these indicators below 10.

The level of education and health amwsly depends on the amount of government finance.
Public spending on education and healéne in this group of countries v&ry diverse. In
CEE public expenditure for these aims amounts 6% of GDP. In most SEE and CIS
countriest is significantly bwer.

A composite index of living standardsompiled by the UNDP is called Human
Development IndexHDI). It is calculated on the basis of three component indices reflecting
thefollowing factors: (3 GNI per capita at PPP, X2ducatiorlevel, (3 life expectancy. The
index assumes values from O toi lthe higher, the bettefThe last column of Tablé2
presents the numerical values of this indicator for the countries of the analysed group (the
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positionof individual countries in an internationankingof 2012 covering B6 countries is
given in brackets).

The CEE countries occupy relatively high positsoin this ranking, from 2for Slovenia to
44 in Latvia. The SEE countrieperform worse, taking the positiobgtween % for Croatia
and81in case ofBosnia & HerzegovinaWithin the CIS, according to this indeBelarus is
placedon the toplocated on th&0" position,while Kyrgyzstanis on the bottomplaced on
the 18" position.In the worldwide HDI ranking, Poland imimber39, and Russi# numbe
55. Looking at the evolution of the HDI index owane, between 1995 and 22)lwe may see
that all transitioncountries haveignificantly increased the value of the index, but not all of
them havemproved theiposition in the worldwide ranking

The UNDP also compiles the smalled inequalityadjusted HDI (IHDI). This index tries to
capture the living standard and the development level of the average person in the society,
which is less than the aggregate HDI when there is much inequality in théulistri of
income, education and health among the inhabitants in the given country. The position of the
individual transition countries in the IHDI ranking differs from that recorded in the original
HDI ranking, but the shifts resulting from the considematof the inequality factor are
difficult to be summarized briefly because the IHDI ranking covers less countries

Of course, the very concept the HDI and the computation method used in compiling this
index are disputable. Certainly, the index does cmter all the dimensions of social
devel opment a rAbding feego ip dloesémot com&derl such human values as
freedom, democracy, justice, and social cohesion, not to mention housing and living
conditions). The component indices used to reflecterra wealth, health condition and
education have also some deficiencies. The resulting placement of individual countries in the
ranking is sometimes quite controversial (e.g. in the newest HDI ranking, United Kingdom
has been placgdst before the CzecRepublic and Greece, and Belarus is ahead of Russia).

If the index were used to indicate the countries that are best to live in and to discriminate the
countries that should be rather avoided, its indications might be sometimes misleading.
Nevertheless, BI is the most popular general indicator of social development and living
standards, widely used in international comparisons.

The last few years have brought several new attempts to construct a more comprehensive,
multidimensional indexyhich might be usd to comparéving standards, quality of life, and
peoplebs | ife satisfact i orA bioader distussion wfsthec ount
concepts and methods employed in compiling such indexes, and a detatieptidasof the
resultsas regard theposition oftransition countries in the international rankings based onto
them is beyond the intended scope and limited size of this section. Let us only quote some
examples.

The Economist Intelligence Unit (a body merits i.a. in assessing current goél and
economic situation in Centr&@ Eastern Europehas recently started to compile a composite
index of socialwetb ei ng, call ed O0The Odhkelindexigcawdflated i f e |
on the basis of quéimtive and qualitative data that regent various factors affecting the
quality of life and various dimensions of social wedling, such as: (1) material wealth, (2)
health, (3) political stability and personal security, (4) family life, (5) community links, (6)
climate and geography, (7 opportunities, (8) political freedom, (9) governance), (10)
gender equality. Th2013 QLI ranking published byé EIU covered 80 countries, including
15 transition countries of the CSEE and CIS. The first five positions in that ranking belonged
to the highly developed countries: Switzerland, Australia, Norway, Sweden, and Denmark.

31 The Economist Intelligence Un2013 Quality of Life Indegwww.economist.com/news).
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Out of the 18ransition countries included in the QLI ranking, the highest ranks were given to
the Czech Republic (28), Slovenia (32), Poland (33), and Slovakia (35), hdil@xest ones

were noted by Russia (72), Kazakhstan (74), and Ukraine (78). The newest 2014 QLI ranking
however reduced the total number of countries considered to 76 and changed somewhat the
list of the transition countries being covered by the ranlgngt is not easy to summarize the
changes as regards the position of the transition economies.

Another weltlb ei ng i ndex, called 6Better Li¥e I nde
The index has a similar subject structure, it employs an advanced camputathodology,
it is based on a large set of quantitative and qualitative data, and it allows the user to calculate
a weighted aggregate index, using his own weights attributed to the various dimensions of
sodal well-being, but the results aevailableonly for 36 member and candidate countries of
the OECD, including only few CSEE countries.

We shall not discuss here the results presented inMbied Happiness Repoi2013
published under the auspices of the UN Sustainable Development Solutions Nétsiock
the world ranking of &édhappinessd incluwded in
being(as reflected byhe world poll made by Galljpnot toan objective assessment of real
living conditions in various countrieJhis ranking haseen already widely discussed and
criticized in the literatureThe 2013 ranking includes 156 countries of the world, arranged to
the established -bemy Alltle 1Dtfansipoa copntriesdrcludeden the
rankingare placed on quite raste positions, but theoncreteplacement of somef themis
really strange, in a glaring contrast with the basic facts on the actual economic situation and
living standards prevailing there. E.g. Poland (no.51) is placed almost ex equo with Mongolia,
Estania (no.72) has been located between Russia and Ukraine, while Hungary (no.110)
appears at the very bottom of the list, inserted between Serbia and Aze®agara ranking
is useless to the purpose of our study, which tries to assess the objecttianditad exists in
the analysed countrie3his ranking and the quality of data used in it have been already
widely discussed and criticized in the literature.

One important aspect of social wbkingi not directly reflected in the HDi is the
availablity of jobs and the existing employment opportunities. This factor directly affects
income and wealth, as well the extent to which education and knowledge may be transformed
into higher living standards. High unemployment is in a sharp conflict withipeop s ense ¢
well-being and wealth. Meanwhile, high unemployment (especially among the young) has
become one of the main economic and social problems in Europe (both Western and Eastern)
and elsewhere. Its acuteness increased in the last years due toblecgsis and the
eurozone turbulence. Unemployment in many countries remains high even if recession or
slowdown have phased out. This is because a large part of the jobless are affected by long
term structural unemployment and shi@tm frictional unenployment which are rather
unrelated to the current level of business activity, and because changes in employment and
unemploymentevelslag behind changes in output and are usually smaller. $asie data
on unemployment ragein transition countriesave been presented and discussed in section
1.4 of this report.

A special problem regarding the living standards in transition countries is the bad situation
of many old people, living from very low pensions and poor social assistance. Ageing of the
populdion, along wih the decreasing population nunfgrresents a serious threat for further
development prospects and current living standards in the transition region. According to

20ECD,Howds Life? 20 lbRing(ststse.cesdiong)i ng Wel |
33 J.Helliwell, R.Layard, Bachs (eds.)Vorld Happiness Report 2018ndsn.org).
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long-term demographic forecadtstotal populatiorwill decrease significaht in the next40-
50years in almost athe CSEE countries as well as in mdStS countries located in Europe.

By 2050, total population in Estonia and Latvia may decrease by a half, in Russia, Ukraine
and Bulgaria by a third, in Hungary, Lithuania, Slkia Slovenia, and Romania by a fourth,

in Poland and Czech Republic by some 15%. The decline in population numbers will be
accompanied by a further rise in the share of old people and a further decrease in labour
participation ratesthus increasing theegphendency ratio showing the proportion between the
working and norworking parts of population. More and more old and retired people will
have to be maintained out of the income raised bydeddessvorking people. This very fact

will exert a rising presure on the existing pension funds, leading to a possbietionof

real pension levels, which are already now very low in most transition countries and do not
suffice for a normal subsistenddore and more public funds willso be needed to provide
necessary health @aand social assistanfe the old.

The global crisis of 2068009 and the following debt crisis in the euro area, with the
resulting slowdown of economic grdwin 20122013, have strongly affected the material
well-being of people aoss the transition regiorQy reducingreal incomes, increasing
unemployment, and compounding social problems related to living standards. The impact of
the world crisis on living standards in transition countries has been scrutinisedpecial
study pepared byworld Bank expert$> as well as in one of the last issues of the Transition
Report prepared biyne EBRD3® The impact of the eurpone crisis on economic development
and social welbeing in the contries of the region was anaggkin the next sue of the ame
report3’ The research shows that the adverse effect of the crisis on household incomes and
consumption in transition countries was much stronger than that seen eriWEstope. The
negative effects of the crisend slowdowron living standards have been reflected in high
unemployment, lower real wages, reduced pensions and social remittances, and decreasing
consumption and savings.

Summing upjn the course ofransformation, an@artly thanks to it, most countriexf the
transition regio have noticed a considerable increase in living standards. But the effects of
the transformation on social welfare are not very impresditae. living standard in more
developed countries of the group has generally increasedhdatverage living standiin
the least developed countries has rather decre&Sexh in countriesthat have seema
considerablegrowth of output over the last two decadesnd have moderrgsl their
economiesmany citizendiave not noticed eeal improvement in their living staards. The
increase innational incomehas been distributedery unevenly between metropolitan and
rural areas and between different social groups. The problemas$unemployment has
emerged, practically unknown under the previous system. Crime angtonr have risen
sharply. The functioning of public services, government administration and justiogany
countriesraises many reservations and is widely criticised

Reforms of the insurance and healthcare systems have redineteasyaccess to mechl
services and have led to a radical increase in the prices of medical services and medicines.
The progress in education lsg, but its quality and the effect on the working abikiyd

34 United Nations,World Population ProspectsNew York 2007 World Population Prospects: The 2010
Revision,New York 2011 The newest population projections for the EU member countries are given by
Eurostat in its Database (eurostat.ec.europa.eu).

35 The World Bank,The Job Crisis: Household and Government Responses to the Great Recession in Eastern
Europe and Central AsjaVashington 2011.

3¢ EBRD, Transition Report 201 Crisis and Transition: The Peofles P e r ,4.gnéon 20i1v e
3T EBRD, Transition Report 203. Stuck in TransitionZ.ondon 2013.
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productivityis still insufficient. The moderteaching programsna betterschoolequipment

have contributed to an improvement in the quality of education, reducing the gap towards the
more developed countrie©n the other hand, privasison of schools, especially #he
university level, provides new problemsoth & regards the qligy of education and the
tuition levels

In many areas of social life (e.g. housing conditions, communications, tranapdrt,
financial services) notable progress has been nvaitte a directand very significanpositive
effect on livingstandardsA tremendous improvement has been achieved in the functioning
of trade andn the availability of consumegoodsand services ithe market. It is now much
easier to meetonsumemeeds, provided that one has the necessary money. The problem is
that the latter condition is not always fulfilledhe last crisis has greatly increased and
sharpened the acuity of this problem.

PART 2. MACROECONOMIC POLICY

The main objectives of macroeconomic policy (also referred to as stabilisation policy or
demandmanagement policy) include fostering fast economic growth and ensuring

equilibrium on four basic marketsor goods, money, labour and foreign exchange. While
pursuing this objective, the government affects various components of aggregate demand with
a view to stabilise output close to its potential level (or dynamic term$ to minimise the
deviations of actual output from its lomgn growth trend). At the same time it aims to ensure
macroeconomic stability that,isiter alia, a low inflation, @lanced public finances and
manageable current account deficit.

The government applies three basic tdotsdemand management: fiscal policy, monetary
policy and exchange rate policy. Each of these tools affectindivdual components of
aggregate deand in different ways, either directly (as is the case with budget spending) or
indirectly (e.g. the effect of interest rates on consumption and investment or of the exchange
rate on net exports). The full assessment of the effects of macroeconomicspolity also
take into account the time lags of various lengths between the implementation of particular
tools and the complete adjustment of economic agents.

2.1. Fiscal policy

In transition countries, the fiscal stance may be approximated as a chahgeiire (or sign)

of the general government balance. Compared to 2012, last year brought some detanoration
fiscal discipline across the whole group of transition economies, as a result of diverging trends
in the level of economic activity of individu@ountries and their subgroupsthe public
finance deficit rose from 1.3% of GDP in 2012 to a combined 2a&&%year(nonweighted
average, see Table 10). It also exceeded the average level of fiscal gap recordee2(1.3008
(approximately 1.9%). Simtaneously, the scale of fiscal imbalances remained excessive
(i.e. the fiscal deficit in excess of 3% of GDP) in ten transition economies, which was a
derivative of a lack of fundamental reform of public financea, continuation of an
expansionary fiscgbolicy, and lower tax revenues. At the same time, in nineteen countries
governments succeeded in maintaining fiscal discipline with just four economies (mastly oll
and/or gasich) displaying a positive general government balance in 2013.

The situation b public finances in Central Eastern Europe has shown clear signs of
improvement, both compared to 2012 and to the period of-2008 (Table 10). In 2013, the
fiscal imbalances in the region looked manageable (at the average level of 2.4%). The deepest
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fiscal imbalances prevailed in Poland and Slovakie general government deficit in these
countries reached 4.3% and 2.8% of GDP respectively. In contrast, the remaining CEE
economies succeeded in fulfilling this criterion of nominal convergence to th& EM
standards, with Estonia being close to a fiscal balance (a deficit of0j@86 of GDP) in

2013. It is worth emphasizing that by 2013 only one CEE country (Poland) remained above
the 3% ceiling of the Maastricht Treaty while three other EMU candidaiatiges (Czech
Republic, Hungary and Lithuania) performed much better. Moreover, as the UN Economic
Commission for Europe pointed out, the budget deficits in CEE countries were of a
predominantly structural natife the most recent IMF data corroborates olaim of a clear
improvement in the fiscal stance in the CEE region also in terms of structural debyits
2013 only one country (Poland) displayed a structural deficit at a level exceeding 3% of GDP
(see Box 1).

Table 10.Main indicators of fiscal policy, 2008-2013 (% of GDP)

Country General governmen{ General governmen| General government balance|
revenue expenditure
Average| 2013 Average 2013 Average 2012 2013
20082013 20082013 20082013

CEE
Czech Republic 39.7 40.9 43.3 42.3 3.6 4.2 1.5
Estonia 38.8 375 395 37.7 10.6 10.2 10.2
Hungary 47.8 47.7 49.9 50.0 121 12.0 124
Latvia 36.1 35.9 40.6 371 4.5 0.1 1.1
Lithuania 33.3 31.8 385 34.0 15.2 13.3 12.2
Poland 38.1 375 43.5 41.9 15.4 13.9 14.3
Slovakia 33.7 35.9 38.7 387 14.9 14.5 12.8
SEE
Albania 25.9 241 30.7 29.3 14.9 13.5 15.2
Bosnia & Herzegovina 45.8 45.1 49.0 47.0 13.3 12.7 11.9
Bulgaria 34.6 355 35.7 374 11.1 10.5 11.9
Croatia 384 38.1 42.1 435 13.7 13.3 15.5
Kosovo 26.1 24.6 27.9 27.8 11.8 126 13.1
Macedonia 30.6 29.5 334 33.6 2.7 3.9 4.1
Montenegro 42.0 41.3 46.6 44.6 14.6 15.9 13.2
Romania 32.1 31.8 36.8 34.3 4.6 12.5 12.5
Serbia 41.8 40.6 46.3 46.3 14.5 17.2 15.7
Slovenia 40.7 40.7 46.3 54.5 15.6 13.1 113.8
Russia 36.7 36.6 374 37.9 10.7 0.4 11.3
EE&C
Armenia 21.8 23.7 25.2 254 13.4 11.6 11.7

38 See:Economic Survey of EuropgN Economic Commission for Europ2005 no. 1, Geneva, p. 36 and box
3.3.
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Azerbaijan 43.8 39.4 34.2 38.0 9.6 3.8 14
Belarus 43.2 42.0 42.2 42.9 1.0 1.7 70.9
Georgia 28.8 27.5 315 28.7 2.7 0.8 1.2
Moldova 38.2 36.8 40.9 38.6 2.7 2.2 1.8
Ukraine 435 43.6 48.0 48.4 4.5 4.3 4.8
CA

Kazakhstan 25.7 25.3 22.9 20.2 2.8 45 5.0
Kyrgyzstan 32.1 33.9 354 37.7 3.3 5.7 13.8
Tajikistan 24.3 26.9 26.9 27.7 2.6 0.6 0.8
Turkmenistan 19.1 17.6 14.0 16.2 51 6.4 13
Uzbekistan 38.8 36.5 324 33.6 6.3 8.5 2.9

Source:IMF, World Economic Outlook Databas@ctober 2014:
http://lwww.imf.org/external/pubs/ft/weo/2014/02/weodata/index.aspx; own calculations.

The underlying reasanfor public finance imbalances in most of the CEE transition
economies are unresolved structural problems and institutional barriers, coupled with an
economic downturn until 2010 (exception being Poland) implying lower tax revenues. As a
result, they are now more vulnerable to the sovereign debt crisis or pdesikiag crisis in
the euro area as they have exhausted most of their fiscal space for conductingoyalingtr
policies aimed at mitigating the effects of another global downturn.

It is worth emphasising in this context that the size of fiscal il€fiad more precisely
the structural or fulemployment deficit) can be also used as an indicator of the golden rule of
public finance, which if fulfilled - makes it possible to largely reconcile the contradicting
goals of nominal and real convergemtéhe new member states (see Box 1).

Box 1.The golden rule of public finance

The essence of the Agolden ruledo come
expenditure over revenue (the fiscal deficit, or more precisefborrowing requiremenof
the government) to be used féhe financing of public investment. Thanks to st
investment, particularly in infrastructure, positive externalities for the private sector ar
it is possible to sustain or even accelerate the rate of economithgi@al convergence
despite fiscal tightening and the reduction of the deficit (nominal convergence).

The Table below contains datan the size of structural deficits and public investment in
new EU8 countriesn Central Europe.

Selected fiscal idicators in eight new EU member states 19982013 (% of GDP)

Structural deficit| Structural deficitl Structural deficit Public
2003 2007 (forecaste 2019 Investment
in 2005) (average for
19982003)
Czech Republic 5.2 3.6 0.6 3.6
Estonia 12.6 710.1 n.a. 4.2
Lithuania
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Latvia 1.8 1.8 1.7 26
Poland 1.4 2.0 0.9 1.4
Slovakia 5.0 3.7 3.3 3.4
Slovenia 3.7 3.1 2.2 29
Hungary 15 0.7 1.6 2.2

6.2 2.7 15 3.7
EU-15 1.6 n.a. n.a. 2.3

ai 2008; b % of potential GDRminus means a surplys) n.a.i data notavailable.

Data for 2013 are IMF estimates; the remaining data accordiagaiwomic Survey of Europe

Source: Economic Survey of Europep. cit., p. 36; IMFWorld Economic Outlook Databas®ctober 2014
http://www.imf.org/external/pubs/ft/weo/2014/0Zedata/index.aspx.

In South Eastern Europe, despite some improvement in 2013 in most countries of the
region the scale of fiscal imbalances continued to be excessive, also if compared to the fiscal
performance of the peer subgroup of Central and Ea&werape. In three countries, i.e.
Slovenia, Croatia and Albania the fiscal stance have turned more expansionary as the general
government deficit widened compared to 2012.

In the CIS countries, in 2013 the fiscal stability worsened in average termpacsd to
mediumrun trends recorded in 20D12. However, this statistical outcome was to some
extent distorted, mostly due to a good macroeconomic and fiscal performance in four oil and
gas exporting countries: Kazakhstan, Uzbekistan, TurkmenistanAzerdbaijan. They all
displayed high or moderate general government surpluses (at the level of 5.0%, 2.9%, 1.3%
and 1.4% of GDP respectively) though increased government spending in response to external
shocks in some cases limited improvements in fiscinioas. Six other CIS countries
including Russia were relatively close to a balanced budget on a deficit side while two
economies notably Ukraine and Kyrgyzstanexhibited sizeable budget deficits with the
former economy showing symptoms of a subth deterioration of the fiscal discipline.

2.2. Monetary policy

Compared to the period of global economic and financial crisis in -@908the
macroeconomic environment of the monetary policy in most of the transition countries has
shown some signs ahprovement in 2018 most countries of this group rebounded from the
recession triggered by a global economic slowdown. Facing a difficult macroeconomic
situation, many countries switched to a more accommodating monetary policy. Many central
banks have ecided to cut interest rates, to loosen regulations on minimum reserves or to
embark on other measures aimed at fostering economic growth and alleviating the problem of
rising unemployment. Last year, more than a half of all transition economies for aeltécis
available (see Table 11), revealed an increasing rate of growth of nominal money supply and
net domestic credit.
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Table 11.Basic indicators of monetary policy 2002-2013

Country Broad money M2 | Net domestic credit Real interest rate

(% annual change)| (% annuakhange) (%)

2012 2013 2012 2013 2002 2005 2013
CEE
Czech Republic 4.8 5.9 1.6 4.0 3.8 6.1 3.0
Estonia 5.8 6.5 11.8 10.1 3.3 0.1 0.4
Hungary 14.8 7.6 19.7 0.2 2.2 6.1 3.7
Latvia 2.8 2.7 113.1 11.8 4.2 13.7 4.5
Lithuania 6.7 4.9 13.0 3.1 6.6 11.3 3.F
Poland 4.4 6.2 0.8 7.4 9.6 4.1 1.6
Slovakia n.a. n.a. n.a. n.a. 6.1 4.2 2.8
SEE
Albania 5.0 2.3 0.6 0.5 11.6 9.3 9.0
Bosnia & Herzegovina 3.4 7.9 5.0 3.7 7.9 6.1 4.9
Bulgaria 8.4 8.9 2.5 3.6 4.6 4.7 10.0
Croatia 3.2 113.5 10.5 12.3 9.0 7.6 8.3
Kosovo 7.1 17.2 11.0 15.6 n.a. n.a. 9.5
Macedonia 4.4 5.2 7.1 10.2 14.4 8.0 7.7
Montenegro 7.9 5.0 13.7 55 n.a. n.a. 6.9
Romania 2.8 8.8 0.5 14.4 9.7 6.5 6.5
Serbia 9.4 4.6 12.9 16.5 12.6 14 10.9
Slovenia 176 13.6 11.9 19.7 5.1 6.1 2.6°
Russia 12.1 15.7 20.0 21.3 0.1 17.2 3.4
EEC
Armenia 19.5 14.8 284 11.4 18.3 14.3 12.4
Azerbaijan 20.7 15.0 334 10.2 13.8 0.8 17.0
Belarus 45.1 19.8 57.3 43.3 15.5 16.4 0.1
Georgia 114 24.5 10.1 26.0 245 127 14.3
Moldova 20.8 26.5 14.2 19.0 12.5 9.1 8.0
Ukraine 12.8 17.6 7.1 16.4 19.2 16.7 15.3
CA
Kazakhstan 7.9 10.2 12.4 10.4 n.a. n.a. n.a.
Kyrgyzstan n.a. n.a. n.a. n.a. 22.3 18.2 14.0
Tajikistan 19.5 19.7 39.0 61.9 15.4 12.6 18.5
Turkmenisan n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Uzbekistan n.a. n.a. n.a. n.a. n.a. n.a. n.a.

32008. °2009. ¢©2010. n.d. data not available.

d For Poland, real interest rate is calculated as the difference between the National Bank ofeReamcerrate
(endperiod) and the consumer price index (annual average).
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Source:World Bank,World Development Indicators Database 20h#tp://databank.worldbank.org/; National
Bank of Pol and: http:// www. nbp. p/lwwwsRigbvphavis Cent
calculations.

Between 2006 and 2008, the central banks in most CEE countries tended to gradually
tighten the monetary policy in reaction to the risks posed by rising wages, capacity constraints
and rapid credit growth. However, gtag in end2008 and throughout 2009, the trend of
the monetary policy has been reversed. It became more expansionary in order to offset the
adverse effects of the recession and then to support the economic recovery. All the CEE
countries cut the nomath interest rates in late 2008 and/or during 2009As a result (and as
a derivative of diverging inflationary trends in particular countries), by 2013 the level of real
interest rates in four CEE economies was below that reported in 2005 (see Table 11).

Similarly, some central banks in South Eastern European countries have loosened their
monetary policy during 20021. This occurred after a period of quite restrictive monetary
stance in 200&008, which was aimed at combating the inflationary pressuteexcessive
credit expansion. However, due to formal or the facto currency pegs the conduct of monetary
policy in many SEE countries has been constrained. Simultaneously, as a result of rising
concerns about the health of the banking sector that is pmedotly controlled by foreign
banks, growth of credit to the private sector in 2Q8lwas restricted. All in all, the monetary
stance in the SEE subgroup in 2013 turned out to be mixed in average- tash&
consequence (and given the surge of infl3titre level of real interest rates in most countries
of the region remained high compared both to the past and to CEE economies.

The strong economic growth across the CIS countries until 2008 brought increasing
prosperity but also significant policy dihmas. Monetary authorities in resouridh
economies were seeking to manage the strong inflow of foreign exchange and prevent the
domestic currencies from appreciating in nominal terms in order to protect the
competitiveness of neanergy (norcommodity) export industries. On the other hand, a
stronger currency may be instrumental in dampening the inflationary pressure. The difficulties
of this balancing exercise have been compounded in most of CIS economies by the lack of
sufficiently developed domestimoney and capital markeis which make the impact of
interest rate changes on the real economy less effective. As the economic recovery continued
through 201611, unleashing strong inflationary pressure and accelerating the general
inflation, many CIS coumnies decided to raise interest rates and to tighten liquidity in-2011
2013.

2.3. Exchange rate policy

As of 2013, among the 29 former communist countries, 19 adopted floating exchange rates,
while nine economies were operating under a fixed or dixasil exchange rate regirieA

special case of a fixed exchange rate regime is the currency board, adopted in four countries.
This issue has been discussed in more detail in Rosati (2002)

The majority of countries undergoing systemic transformatiomegadless of the
prevailing exchange rate reginiehave experienced a trend towards a real appreciation of
their domestic currencies. This trend was predominantly a derivative of fundamental factors,
but in some countries and in some periods, it was als@€ubil determinants of a speculative

3% One country, Montenegro, has no currency obits), having adoptethe German mark as sole legal tender
from 2000 and thethe eurdrom 2002.
40 New Europe. Report on Transformatjadited by D. Rosati, Eastern Institute, Warsaw 2002.
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nature. Among the fundamental factors, the most significant stemmed from a steady rise in
the productivity of labour and capital (the BalaSsanuelson effect) that was faster than in
developed countries, triggered by tmicre and macroeconomic reforms carried out in those
countries. The effect of this factor was strengthened by the inflow of foreign direct and
portfolio investment, which hasnter alia, led to a surplus on the financial and capital
accounts of the bahce of payments (making it possible to more than offset the current
account deficit), as well asin some countries by the acceleration of the growth of exports
and a current account surplus (a fAgemnewr al i se
EU members, the appreciation pressure was enhanced by the inflow of EU funds and the extra
inflow of private capital, induced by the upgrading of credit worthiness of pertinent host
countries by international rating agencies.

Table 12.Changes of tle real effective exchange rate20052013 (2005=100)

Country 2005 2007 2009 2013
2005=100 Average
annual
growth rate
(%)
CEE
Czech Republic 100.0 108.7 120.5 118.7 2.2
Hungary 100.0 107.0 103.9 102.6 0.3
Poland 100.0 105.8 98.5 101.3 0.2
Slovakia 100.0 117.6 137.2 n.a. n.a.
SEE
Bulgaria 100.0 110.3 126.0 123.3 2.6
Croatia 100.0 102.8 108.7 104.4 0.5
Macedonia 100.0 100.5 102.9 97.0 10.4
Romania 100.0 116.3 102.2 105.4 0.7
Russia 100.0 115.9 115.2 136.3 4.0
EEC
Armenia 1000 123.9 124.6 128.9 3.2
Georgia 100.0 109.6 124.3 126.4 3.0
Moldova 100.0 111.5 1354 136.8 4.0
Ukraine 100.0 105.6 96.5 98.1 10.2

n.a.- not applicable (Slovakia joined the eurozone in 2009).

Note: increase of the index implies a real appreciatiothefdomestic currency, while a decreése
its real depreciation.

Source: IMF, International Financial StatisticsOctober 2010, Washington D.C.; IMHternational
Financial Statistics Database 201#ttp://elibrarydata.imf.org/DataReport.aspx?c=14498&1
d=33061&e=169393; own calculations.

As indicated by the data in Table 12, after 2005 the real effective exchange rates (or
REERS) of the domestic currencies in all but two countries shown have appreciated albeit
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some of them displayed signs of a skiertn volatility. Among the CEE and SEE countries,
the Bulgarian leva and the Czech koruna appreciated the most strongly in realtherms
international values increased at the average annual rate of 2.6% and 2.2% respéQively.
the other hand, the FRs in Romania, Poland, Croatia and Hungary appreciated in a much
slower pace (in the range of only @2 %). Macedonia was the only country in this group
that experienced a real currency depreciati®4¢o annually). The CIS countries showed
quite a diferentiated performance. On the one hand, Armenia, Georgia and Moldova
recorded an appreciation of their currencies -@P@ annually while in Ukraine this process
took the opposite course (a 0.2% depreciation). Simultaneously, the majority of the egrrenci
involved were occasionally subject to shiemtm depreciations.

Russia is a distinct case. The currency of this country was subject to a strong real
appreciation until 1997, which was mainly due to a sizeable export surplus (arising from the
exports ¢ oil and its products, as well as mineral raw materials). As a result of the crisis in
August 1998, the exchange rate of the rouble collapsed. In 2000, the international purchasing
power of the Russian currency began to rise agayet in this period, soe otherfactors
were at the source of these developments. Although the trade surplus continued to rise, at the
same time the inflow of foreign direct investment to Russia began to grow, encouraged by the
positive perception by international markets of th®@ unt r yds macr oeconomi
Over the past six years, the appreciation was most strongly fuelled by record prices of oil and
other energy resources exported by the country. As a derivative of these developments, until
2010 the scale of realpprecation ofRu s s i a 60 swasvery largen(t.1% per annum in
average in 200Q010 including a drop of its international purchasing power in 2009). After
2010 the pace of this process considerably slowed down. Nevertheless, the appreciation trend
continueduntil the early2014 when it was reverted due to the Russian invasion on Crimea,
the subsequent Western sanctions on this country and the falling oil and gas prices in the
world markets.

To conclude thanalysis in this subchapter, it is worth undergka brief assessment of
the effectiveness of macroeconomic policies pursued in the new EU member countries from
Central and Soutkastern Europe, in terms tifeir ability to meet the Maastricht nominal
convergence criteria (Box 2).

Box 2 Criteria for no minal convergence in new EU member states (datess of 2013)

Country Inflation General Public debt Interest raté's | Exchange rafe

government

balance

Reference 1.3 713.0 60.0 8.0 +i 15%
value
Bulgaria 0.4 11.2 18.3 3.5
Croatia 2.3 5.2 75.7 4.7
Czech Republic 1.4 11.3 457 2.1 10.8
Hungary 1.7 12.4 77.3 5.9 8.3
Lithuania 1.2 12.6 39.0 3.8 0.0
Poland 0.8 14.0 55.7 4.0 19.0
Romania 3.2 12.2 37.9 5.4

41 In the earlier periodthe highest rate of real appreciation wediserved in Poland; between 1995 and 2001, it
amounted to 5.6% annually.
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17 Bond yields (annual data). 27 2005.
Exchange rate criterion taken from the presi@dition of the paper.

SourceeEur ostat: http://ec.europa. eu/ eurTmsstia CountriRst
Economic Situation and the Progress of Market ReformsAWor | d Economy Re{
Wor ki ng Paper s 0Schobdl of EcoBomifs, Wavgaw 2818;wwn calculations.

According to the data for 2013, the bestforming EMU candidate countries were
Bulgaria and the Czech Republic whiclas the only ones in the grougulfilled all EMU
entry requirements (with thatter country just marginally exceeding the inflation target). This
implies a clear progress compared to the situation prevailing not long ago (when no country
succeeded in meeting the eligibility criteria, see our previous Reports). Poland and Romania
were close not meeting only one critericdbther CEE countrieshave showmmuch worse
resultswith Croatia being at the moment the farthest away from the euro Zbeemain
underlyingreasonwas a global financial crisis and a subsequent economic slowdovich wh
was conducivéo an acceleratdinflation and high budget deficits.

3. STRUCTURAL REFORMS

3.1. Overall assessment

The most important structural changes in transition economies, on their road from central
planning to a market system, included prization, liberalization of markets and broadening

the scope of economic freedom. The latter encompassed steps such as stifling corruption and
removing bureaucratic barriers that impeded the development of entrepreneurship. Other
structural changes comprisetipport for the development of markets and competition; a
public finance reform, combined with a comprehensive reform of government institutions
designed to upgrade their effectiveness and strengthen functions stimulating economic
development (through meares such as creating positive externalities for private
entrepreneurship); an expansion of financial intermediation and the development of financial
markets.

Generally, systemic transformations in the former communist couhtassseen from
t o d a yspectivepie terms of their scope and déptieserve positive evaluation. As a
group, these countries have made substantial progress liberalizing and opening their
economies, creating market mechanisms and building basic institutions to ensure the efficient
functioning of the market.

The scope and pace of structural reforms, and generally the progress of systemic
transformation, varied considerably from one country to another. At one end of the spectrum
there were CEE and SEE countries, which were recogaizddnctioning market economies
by the EBRD.In this first group, the most advanced in the reform process have been Estonia,
Poland and the Czech Republithe other end of the spectrum comprised countries such as
TurkmenistanBelarus and Uzbekistan, wigeby 2013 market reforms were still in the very
early stage. Mreover, the latter grouipasbegun to lag increasingly behind even those CIS
countries (Armenia, Georgia, Ukraine, Russia, Kazakhstan, and Molth@atd)ave embarked
already onstructural refoms. A s a result, t he Ai n-eformérut i oneé
countries and those lagging behind in the process has widened over the past several years.
Table 13 provides a list of indicators used by the EBRD, showing the advancement of
systemic transforation in individual countries by er2D13.
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Table 13 Progress in systemic transformation in transition countries20162013

Development of Financial Infra -
Enterprise sector markets and T structur
" institutions
competition e
Govern Capital
markets
Country Large [Small ance . Trade insuran ATEEYS
d Price [and ex|Compe . Infra- score
scab |scale |2" I . ~OMPE 5o nkin e and
! : enterpri liberali-|change(tition struc
priva-  |priva . . g other
tization |tization |>¢ zation ratg policy finan- ture
restru regime cial
cturing .
serviceg
CEE
Czech Republit 4 4.3 3.3 4.3 4.3 3 4 3.7 3.3 3.80
Estonia 4 4.3 3.7 4.3 4.3 3.7 372 |33z |37 3.897Z
Hungary 4 4.3 3.7 47 47 337 |33z |37 |37 3702 7
Latvia 3.7 4.3 33 4.3 4.3 3.7 33Z |33y |33 |373
Lithuania 4 4.3 3 4.3 4.3 3.7 3.3Z |33 3.3y |373
Poland 3.7 4.3 3.7 4.3 4.3 3.7 3.7 3.7Z |37 |3.87
Slovakia 4 4.3 3.7 4.3 47 3.3 |37 3y 3.3 3.73Z
Average for CEE 3.78Z
SEE
Albania 3.7 4 2.3 4.3 4.3 2,3 2.7 23y |23 3.13y
Bosnia & Herzegovina | 3 3 2 4 4 2,3 272 |29 2. 71234
Bulgaria 4 4 2.7 4.3 4.3 3 327 |3 3.3) |3.5Z
Croatia 37y |43 3,3 4 4.3 3 3.3 |33y |33 |36
Kosovo 1.7 3.3 2 4 4 2.3 2.3 1.7 2.3 2.62
Macedonia 3.3 4 2.7 4.3 4.3 2.7 272 237 |27 3.27
Montenegro 3.3 3.7 2,3 4 4,3 2 277 |23 2.3 2.9
Romania 3.7 3.7 2.7 4.3 4.3 33 3z 3 3.3 3477
Serbia 2.7 3.7 2.3 4 4 2.3 272 |27 |27 |30l
Slovenia 3 4.3 3 4 4.3 2.7 3z 3 3.3y | 340
Average for SEE 3.18
Russia 3 4 2.3 4 4 27 2.7 277 |3 3.12
EE&C
Armenia 3.7 4 2.3 4 4.3 2.3 237 |2z 2.7 3.097
Azerbaijan 2 3.7 2 4 4 1.7 27 1.7 2 2577
Belarus 1.7 2.3 1.7 3 2.3 2 27 2 1.7 2.09
Georgia 4 4 2.3 4.3 4.3 2 2.7 1.7 2.7 3.12
Moldova 3 4 2 4 4.3 2.3 237 |23y |23 2.99
Ukraine 3 4 2.3 4 4 2.3 272 |23 |23 3.06
CA
Kazakhstan 3 4 2 3.7 3.7 2 2.7 2.7 2.7 2.%5
Kyrgyzstan 3.7 4 2 4.3 4.3 2 27 1.72 |17 2867
Tajikistan 2.3 4 2 4 3719 |17 27 139 |17 25%
Turkmenistan 1 2.3 1 3 2.3 1 1 1.3y 1 150y
Uzbekistan 2.7 3.3 1.7 2.7 1.7 1.7 177 (132 7|17 2097
CIS average 2.66
ai 2007
Note: Sale froml to 4.3; the higher the score, the geeds the progress in the reform process.
Source: EBRD, Transition Report 2013, London 20B; EBRD, Transition Report Database

http://www.ebrd.com/pages/research/analysis/forecasts.shtml; own calculations.
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As thedata inTable 13 shows, by 2013 the padfeeforms at the country level seems not
only to have slowed down compared to previous years- fat the first time since the
transition indicators were introduced (1994the reform process might have been in many
respects reverted. Last year dowmgs (34) considerably outnumbered upgrades (21). The
backlash in question took place in particular in four areas: banking (nineteen countries),
capital markets, insurance and other financial institutions (six countries) &md lesser
extent- trade ancexchange rate regime as well as competition policy. At the level of country
subgroups the most gloomy picture can be found in the CIS economies (5 upgrades vs. 13
downgrades) and in CEE countries (5 vs. 12) while in the SEE group this proportion turned
out to be insignificantly positive (11 vs. 9).

Simultaneously however, in some countries and areas a further progress in the reform
process has been a case (these included infrastructure, and capital markets, insurance and
other financial services wherepgrades in particular countries slightly outnumbered
downgrades).

As far as individual countries are concerned, a relatively largest improvement (three
upgrades vs. one downgrade) took place in Croatia (large scale privatization, roapktzis
and infrastructure vs. banking), followed by Latvia, Bosnia and Herzegovina, Serbia and
Tajikistan (two upgrades vs. one downgrade respectively). On the other hand however,
Hungary suffered a remarkable reversal of market reforms with as much as four areas (price
liberalization, trade and exchange rate regime, banking and capital markets, insurance and
other financial services) exhibiting downgrades compared to the past. The other major
contributors to the negative overall structural reform picture in 2013 compsgmia,
Macedonia, Armenia, Kyrgyzstan and Uzbekistan, with two downgrades respectively.

At t he | evel -gmodps, the past sevearak yedrs have sBhown that structural
transformations in CIS countries have lost their momentum compared witralGard South
Eastern Europe. Most of the reform effort to date has focused on fundamental market reforms,
including the liberalization of prices and foreign trade and ssualle privatization, or the
transformation of retail trade and consumer servi€s.the other hand, relatively little
progress has been made in developing key market institutions. This especially holds true for
the judiciary system, public administration, health service, pension system, labor market and
the banking sector, as well aompetition policy and creating effective bankruptcy
procedures. Institutional reforms ran into resistance wherever they were aimed at moving
away from the traditional role of government as a direct participant of economic life in favour
of its new functims such as regulation and designing institutions that are supposed to create a
market environment and conditions for its efficient functioning.

One of the most important determinants of the rate and breadth of structural reforms in
former communist couries was the mspectof EU membership. As showmter alia, in
annual EBRD assessments, countries invited to join tH& iBltlated their structural reforms
earlier, implemergdthem much more effectively and with greater commitmamd today are
much nore advanced in the reform process than the remaining transition economies

The foregoing analysis leads to three important conclusions. First, it turns out that the
exi stence of an fexternal anchoro or hehe pro
necessary institutional adjustments, can significantly accelerate the reform process and

42 The Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia which joined the EU
on May 1, 2004; Bulgaria and Romania, who followed suit on 1 January, 206 Croatia who was admitted to
join the EU on 1 July 2013.

87



facilitate structural reforms in the candidate countfie8e cond, the use of
lead to different structural reform paths not only in transitiomenoes, but also in a much
broader sample of countries. As IMF assessments show, the quality of institutions in the new
EU member states is currently higher on average than in other countries at a similar level of
development. In the remaining transitiorcoaomies, particularly CIS countries, the
development of the institutional market infrastructure is slightly lower than in other countries
with a similar level of developmefit

Chart 4. The progress of structural reforms and economic growth in transition
countries’
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Progress of market reforms, 2013

* T excluding Belarus, Turkmenistan and Uzbekistan.
For the Czech Republic, data on progress of market reforms refer to 2007.

SourceeAut horsé calcul ati ons.

Third, the progress of structural reforms was an important determinant of ecajromib
in transition countries. The regression analysis conducted for the purpose of the present study
(Chart 4) reveals that the countries, which were the most advanced in the process of systemic
transformation, achieved faster GDP growth on average999-2012 than those lagging
behind in this process. The positive correlation between these two variables is especially clear
in Central Europe. By contrast, in countries such as Tajikistan, Bosnia & Herzegovina,
Montenegro, Serbia, Moldova, Georgia, andrditke, the lack of major structural reforms
contributed to negative GDP growth rates throughout the analyzed period.

As a wrap up it should be stressed that the EU accession does not automatically entail the
end to the process of structural reform anstiiational adjustment in eleven new member

43 This conclusion however calls for an important qualifmat As shown, inter alia, in a recent study by the

present author, the quality of institutions in the CEE countries (or EU10) ttnhef their EU accession was

higher than had been the case in the previous EU enlargements in the latecomer economies such as e.g. Greece,
Portugal or Spain. See, Rapacki, R. (20P®)and and GreeceTwo Contrasting EU Enlargement Experiences,

ZEI Discussion Paper No. 213, University of Bonn, Centre for European Integration Studies.

44 See IMF,World Economic Outlook 2008yashington D.C. 2002, p. 102.
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countries from Central and Sod#astern Europe. On the contrary, they will have to intensify
their structural reforms, so as to be able to fully capture the benefits of membership and enter
a path of fast realchnver gence of their econonfh.ds to
particularly significant challenge for the new member states in this regard is broadening the
scope of financial intermediation and deepening their financial markets, restructuring of
strategicsectors such as energy, heavy industry and agriculture, and the reform of public
administration (including the justice system), particularly at the regional and local level.
Weaknesses present in these areas can beisegralia, as factors adverselyfecting their
capability to efficiently absorb the EU funds and make the best use of them.

3.2. Privatisation

The prvatization of stat@wned enterprises (SOEs) has been one of the key determinants of
success in the transition from central planning fcee market. The transfer of property rights

to private hands by the state is a prerequisite for increasing the efficiency of allocation and
use of resources in the economy and improving its international competitiveness. Although
privatization is, no dabt, indispensable for improved efficiency, it is not a sufficient
condition Experience gained in many countries, including those analyzed in this text, shows
that ownership changes alone do not automatically make privatized firms behave like market
entitesd just as they do not guarantee greater efficiency. Private ownership ensures optimal
economic effects only when firms are subject to competitive pressures (in a proper market
structure) and when properly designed institutions provide the right markiebrenent.

These institutions should ensure security of transactions and the predictability of business
activity, while supporting entrepreneurship and innovation. From this point of view, the most
important institutions include a stable and clear legatesy and a regulatory framework,
combined with an effective enforcement system, a simple and neutral tax structure, and, most
importantly, an efficient and accountable government operating according to transparent
rules, along with a public administratitmendly to private entrepreneurs

In our earlier studies we gave a detailed account of ownership changes ia0199and
the diversity of privatisation paths the countries undergoing systemic transformation. The
indices listed in Table 14 illustrathe progress in privatisation in these countries as of end
2013.

Table 14.Progress in privatisation 2013

Freedom House EBRD large EBRD small EBRD Share of

privatisation index privatisation privatisation enterprise| private

index index restructuring sector in

index GDP (%)

2001 [ 2002 | Trend| 2001 | 2013 | 2001 | 2013 2013 2010

CEE

Czech Republic 1.75 | 1.75 4 4d 4.3 4.3 3.3 80
Estonia 250 | 175 9§ 4 4 4.3 4.3 3.7 80
Hungary 150 | 1.50 4 4 4.3 4.3 3.7 80

45 see: R. Rapacki (edWzrost gospodarczy w krajattansformaciji: konwergencja czy dywergencja?
(Economic growth in transition economies: real convergence or diverQeR¥E, Warsaw 20Q9R. Rapacki
and M. PThe EUrENlargerkent and Economic Growth In the CEE New Member Countries,
"European Economy, Economic Papers. 367, March 20Q3vebste:
http://ec.europa.eu/economy_finance/publications/publication14295_en.pdf
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Latvia 2.50 | 2.50 3 3N 4.3 4.3 3.y 70
Lithuania 175|225 zz| 33 4y 4.3 4.3 3 75
Poland 2.00 | 2.25 z 3.3 3N 4.3 4.3 3.7 75
Slovakia 3.00] 200 | ¢y 4 4 4.3 4.3 3.7 80
Average 214 | 2.00 y 366 | 391y 4.3 4.3 3.49 77
SEE

Albania 3751 325 ¢y 3 3.7 4 4 2.3 75
Bosnia & Herzegovina] 5.00 | 5.00 2.3 3y 2.7 3y 2 60
Bulgaria 350|300 | 99| 3.7 4y 3.7 4y 2.7 75
Croatia 3.50 | 3.25 y 3 3.7 4.3 4.3 3.3y 70
Kosovo . . . 1.7 " 3.3 2.0 .
Macedonia 4.00 | 4.25 z 3 3.3y 4 4 2.7 70
Montenegro " " 1.7 3.3y 2 3.7y 2.3y 65
Romania 3.75 | 3.75 3.3 3. 3.7 3.7 2.7 70
Serbia 5.00 | 4.75 % 1 2.1 3 3. 2.3 60
Slovenia 2.25 | 2.50 z 3 3 4.3 4.3 3 70
Average 384 | 3.72 y 267 | 3.2y | 352 | 3.80y 2.52 68
Russia 3.75 | 3.50 % 3.3 37 4 4 2.3 65
EE&C

Armenia 3.25 | 3.25 3 3. 3.7 4y 2.3 75
Azerbaijan 475 425 99 2 2 3.3 3. 2 75
Belarus 6.00 | 6.00 1 1.7 2 2.3y 1.7 30
Georgia 3.25 | 3.25 3.3 4y 4 4 2.3 75
Moldova 350| 400 | 727 3 3 3.7 479 2 65
Ukraine 425 | 4.25 3 3 3.3 49 2.3y 607
CA

Kazakhstan 425 | 400 | ¢ 3 3 4 4 2 657
Kyrgyzstan 450 | 4.25 y 3 3.7 4 4 2 75
Tajikistan 5.75 | 5.50 ¥ 2.3 2.3 3.7 4y 2y 55
Turkmenistan 6.75 | 6.75 1 1 2 2.3 1 25
Uzbekistan 6.00 | 6.00 2.7 2.7 3 3.y 1.7 45
CIS average 4.67 | 4.58 y 255 | 2767 | 3.39 | 3.6% 1.97 59

ail Arrows represent the changes between 2001 and 2013.
b1 Arrows represent the changes between 2007 and 2013.
c1 Arrows represent the changes between 2007 and 2010.
di 2007.

Notes:Freedom House index of privatizationscale from 1 to 7; the higher the score, the less advanced is the
ownership transformation process.
EBRD indexi scale from 1 to 4.3; the higher the index, the more advanced is the privatisation process.

The assessmercriterion for privatization progress used by the EBRD is chiefly based on the number of
privatised SOEs, while the Freedom House index takes also account of the legal framework for privatisation.

Source: Nations in Transit 200Zreedom House 2003; EBRDransition Report 2001London 2001; EBRD,
Transition Report 2013. Stuck in Transitiodndon 2013EBRD, Transition Report Database 2014
http://www.ebrd.com/pages/research/economics/data/macro.shtml.

A more detailed analysis of this data leads tmmber ofconclusions. Firstly, the Central
European countriesyhich joined the EU in 200%ere the most advanced in the process of
ownership transformationAmong other suigroups of countriesBulgaria, Croatia and
Romania matched their achievemenmtssome respects, whilBelarus Turkmenistan and
Uzbekistan were at the opposite end of the spectfin® domination of state ownership and
the lack of privatization progress in these countries were mainly due to political factors,
combined with unwillingnesto push ahead with faeaching market reforms

Secondly, as shown in Chart 5, over the whole transformation period, there was a clear
positive correlation between progress in privatisation and the rate of economic growth across
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the entire analysed sahe, as well as in individual countries. The correlation in question
becomes statistically significant once the countries where privatisation has been halted or has
not yet commenced (Belarus, Turkmenistan, Uzbekistargxaladed from the sample.

Chart 5. Progress in privatizatiori and economic growth in transition countrie$’
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Thirdly, the majority of transition economies have made far more progress inssaall
privatisation than in ownership changes in the large enterprise sHui®fis not surprising as
the privaization of large SOEs has encountered barriers such as a limited stock of domestic
capital, resistance from organized special interest groups (in particular trade unions), various
social concerns (including fear of unemployment) and political consides4fion

Fourthly, the data in Table 14 seems to support, at least in part, our earlier claim that a
change of the legal form of ownership does not by itself guarantee market success and a rapid
rise of efficiency. This is confirmed by a comparison of indiatbat illustrate the progress
in large scale privatization, on the one hand, and advancement made in the restructuring of
privatized SOEs and in the development of corporate governance, on the other. The
privatization progress indicator tends to be higtian the score of enterprise restructuring
and corporate governance. At the level of particular regionagsulps the gap in question
tended to remain much more sizeable in the CIS and SEE countries than in Central Eastern

®These include att empts by politi ci with®& vidwdo inoraasé mi z e
their election chances, a trend that is extensively discussed in the literature on public choice theory. See, for
example,Gwartney, J.D., R.L. Stroup and R.S. Solietonomics. Private and Public Choic@th edition,

Dryden Presg;ort Worth 2000.
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Europe. Among the tepeforme countries, particularly large discrepancies between these
indicators have beemoted in Bulgaria, Romania and Lithuania. Certain deviations from this
pattern can be found in Poland and Slovenia where both indices reached the same level (albeit
in the cas of Slovenia at quite a low level).

Fifthly, compared to earlier years, the progress in the process of ownership transformation
dramatically decelerated. Last year the EBRD upgraded its score for only one country,
Croatia, for improved performance iretheld of largescale SOE privatization.

These trends are due to two basic factors. The countries most advanced in the process of
structural reform have been increasingly running out of resources (assets and enterprises) that
are the s ubjiwatzdtion.oThe giveranentinvgved have been left with (i)
SOEs struggling with financial problems and consequently difficult to sell, and (ii) strategic
assets that politicians are reluctant to part with.

3.3. Economic freedom

Economic freedom ranksyang the basic yardsticks of progress in the process of transition
from a command economy to a markieiven one. Economic freedom depends on a number

of different factors; the most crucial encompass legal determinants of business activity (such
as e.g. mket entry and exit regulations). Other factors include the effectiveness of the
judiciary system in enforcing the law and in resolving business disputes, the tax system, the
scope of government regulation and the role of the state in the economy. Ecfsreedom is
greatly enhanced by privatization and, in general, by a growing share of the private sector in
the economy. By contrast, corruption adversely affects economic freedom (while economic
freedom evidently contributes to stifling corruption).

Table 15 shows aggregate indicators of economic freedom and corruption perception for
all the analyzed countries. The indicators are for 20018/14; they show both the current
situation in these areas and the changes that took place iry@ateperiod spefied above.

Later in this chapter, the discussion of these general indicators will be supplemented by an
attempt to offer a more detailed assessment of selected factors that may have affected the
aggregate index of economic freedom. The analysis will iticoéar focus on bureaucratic
barriers created by the government that adversely influence business environment (Table 16),
as well as on the size of government, measured with the share of public revenue and
expenditure in GDP (Table 10).

A more indepth aalysis ofthe data in Table 1kads to a number of findings. Firstthe
scope of economic freedom was the broadest in those countries that have shown the most
determination in systemic reforms and have made the most progress in the process. This
grouppr i marily included new EU member countri e
2014, Estonia was the leader among these countries (and in the entire analyzed group); it was
ranked eleventh in the world by the Heritage Foundaimonomic freedom ihithuania and
the Czech Republic was also relatively large, with a tendency toward further improvement.
Conditions for business activity in the remaining CEE states were considerably less
advantageous, with Slovakia offering the least scope for econoeeiddm. In the other sub
groups, the widest margin of economic freedom prevailed in Georgia, Armenia and
Macedonia, while Bosnia & Herzegovina and Serbia in the SEE region were the worst
performers in this area. The same pattern holds true for the vagitynajoformer Soviet
republics (especially Belarus, Ukraine, Russia, Moldova and Central Asian states except for
Kazakhstan). Economic freedom in these countries was adversely affected by excessively
developed government functions and widespreadapé.
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Secondly, in 2014 (compared to 2011) the average indicators of economic freedom
improved in all analysed country sgboups. Among the CEE countries, this trend comprised
all but one (Slovakia) countries involved (with Poland and Latvia recording thestarg
progress).

The indices of economic freedom have improved in 2014 in most (exceptions being
Croatia and Slovenia) countries of Soetistern Europe, especially in Albania and
Macedonia. Among the CIS countries, eight economies displayed some sigrsyi@fss.

The opposite was true for four countries and in particular for Armenia, Kyrgyzstan, Tajikistan
and Turkmenistan where economic freedom last year suffered a substantial backlash or a stall.

Table 15.Indicators of economic freedom and corruption 20062014

Country Index of Economic Freedom, Corruption Perceptions Inds
Heritage Foundation Transparency Internationa
2000 2011 2014 Trend 2010 2013
CEE
Czech Republic 68.6 (30) 70.4 72.2 (26) y 46 (53) 48 (57)y
Estonia 69.9 (24) 75.2 75.9 (11) y 65 (26) 68 (28)y
Hungary 64.4 (49) 66.6 67.0 (51) y 47 (50) 54 (47)y
Latvia 63.4 (57) 65.8 68.7 (42) yy 43 (59) 53 (49)y
Lithuania 61.9 (67) 71.3 73.0 (22) yy 50 (46) 57 (43)y
Poland 60.0(75) 64.1 67.0 (50) gy 53 (41) 60 (38)y
Slovakia 53.8 (108) 69.5 66.4 (57) z 43 (59) 47 (61)y
CEE aerage 62.5 68.4 69.1 y 51 569
SEE
Albania 53.6 (110) 64.0 66.9 (54) gy 33(87) 31 (116)2
Bosnia & Herzegoving 45.1 (140) 57.5 58.4 (101) gy 32 (91) 42 (72)y
Bulgaria 47.3 (131)| 64.9 65.7 (61) g9y 36 (73) 41 (77)y
Croatia 53.6 (109) 61.1 60.4 (87) z 41 (62) 48 (57)y
Kosovo n.a. n.a. n.a. n.a. 33 (111)
Macedonia n.a. 66.0 68.6 (43) y 41 (62) 44 (67)y
Montenegro n.a. 62.5 63.6 (68) y 37 69) 44 (67)y
Romania 52.1 (115) 64.7 65.5 (62) yy 37 (69) 43 (69)y
Serbia n.a. 58.0 59.4 (95) y 35 (78) 42 (72)y
Slovenia 58.3 (84) 64.6 62.7 (74) z 64 (27) 57 (43)Z
SEE aerage 50.3 62.3 63.6 y 37 419
Russia 51.8 (117) 50.5 51.9 (140) y 21 (159 28 (127)y
EE&C
Armenia 63.0 (62) 69.7 68.9 (41) z 26 (123) 36 (94)y
Azerbaijan 49.8 (124) 59.7 61.3 (81) gy 24 (134) 28 (127)y
Belarus 41.3 (147) 47.9 |50.1(150) g9 25 (127) 29 (123)y
Georgia 54.3 (107) 70.4 72.6 (22) gy 38 (68) 49 (55)y
Moldova 59.6 (78) 55.7 57.3(110) % 29 (105) 35 (102)y
Ukraine 47.8 (129)] 45.8 |49.3(155) % 24 (134) 25 (144)y
CA
Kazakhstan 50.4 (120) 62.1 63.7 (67) y 29 (105) 26 (140)Z
Kyrgyzstan 55.7 (102) 61.1 61.1 (85) - 20 (164) 24 (150)y
Tajikistan 44.8 (141) 53.5 52.0 (139) z 21 (154) 22 (154)y
Turkmenistan 37.6 (150)| 43.6 42.2 (171) z 16 (172) 17 (168)y
Uzbekistan 38.1(149)] 45.8 46.5 (163) y 16 (172) 17 (168)y
CIS average 49.5 55.5 56.4 y 24 28y

Notes: Index of eonomic freedoni scalefrom O to 100; the higher the index, the broader is the scope of
economic freedom. The index is an average of scores in ten areas (1) business freedom, (2) trade freedom, (3)
fiscal freedom, (4) government size, (5) monetary freedom, (6) investment fre€fofimancial freedom, (8)
protection of property rights, (9) freedom from corruption, and (10) labour freedom. Places in ranking were
provided in brackets in 2009 it included 179 countries.
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Transparency Internationatorruption indexi scale from 1 d 10; the higher the index the lower is the
corruption level. The index is calculated based on similar indices of other institutions and own research. Figures
in brackets represent 1&n@edtherraniing ovepetl BB @mwdrie n t he ranki n

g indicates an i mprovement while Z a deterioration
n.a.i data not available.

Source: The Heritage Foundatior?014 Index of Economic Freedomjashington, D.C, 2014http://www.
heritage.org/index/ Transparency International,Corruption Perceptions Index http://www.
transparency.org/cpi2013/resultsyn calculations.

A regression analysis conducted by the authors indicates that economic freedom has been
conducive to fast economic growth (and converseatgnstraints on economic freedom have
become a baier to growth). This relationship finds support in Chart 6, showing the
correlation between the scope of economic freedom and the GDP growth rate (especially after
excluding from the sample countries where the transformation has been halted or has not ye
begun).

Chart 6. Economic freedom and economic growth in transition countries*
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According to a widespread view there is a traffebetween economic freedom atie
incidence of corruption. Although the roots of corruption appear to be of a much more
complex naturgit is definitely promoted by the lack of clear rules governing political life.
Other determinants include excessively developed government fundsick®f transparency
in decisionmaking; unclear and overly complicated legal regulations that leawtoday
economic decisions to the discretion of public administration officials and politicians; and
excessive bureaucracy in the econoilye influenceof red tape (measured by the scope of
market entry barriers created by the state administration) is more universal in Agtoiteer
studies indicate, there is a positive correlation between the incidence of corruption and the
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number of bureaucratic predures required to start a business activity. This relationship is
evident not only in the transition countries, but throughoutibwd

The data on perceived corruption in Table 15 prompts the following two conclusions.
First, the data in part conifirs the inverse relationship between economic freedom and the
incidence of perceived corruption. This problem seems to be the least acute in Central
European countries, while assuming disastrous proportions in mostEamstdrn European
economies and alhe CIS states (except for Georgia).

Second, last year brought a declinghe perception of corruption in the overwhelming
majority of former communist countries exceptions being only Albania, Slovenia (from a
relatively low levels of incidence howeveand Kazakhstan. In CEE region, the biggest
progress was reported in Latvia, Hungary, Poland and Lithuania; in SEE the best performers
included Bosnia & Herzegovina, Croatia, Montenegro and Serbia while in the@H8rgia,
Armenia and Moldova

Table 16.Business environment in transition economief013

Country Entry regulations Contract Employing Insolvency Ease of
enforcement workers procedures doing
Number of | Time Number of Time Number of Time Employment Time to b?ns(;r;iss
start up required | procedures| requiredto | procedurey required rigidity index resolve -
procedures to starta requi_red to register (days) (scalg from insolvency ét;mgssé
business| register property 0= fISX|_bI_e to (years) friendly
(days) property (days) 100= rigid}' regulations)
CEE
Czech Republic 9 20 3 24 27 611 11 2.1y 757
Estonia 5 7 3 18 35 425 51 3.0 227
Hungary 4 5 4 17 35 395 22 2.0 547
Latvia 4 13y 5 18 27 469 43 1.5 24
Lithuania 49 79 3 3 32 300 38 1.97 179
Poland 49 309y 6 359 33 685 25 3.0 459
Slovakia 72 197 3 17 32 545 22 4.0 497
SEE
Albania 5 5 6 33 39 5257 25 2.0 907
Bosnia & Herzegovingl 11 37 7 25 37 595 33 3.3 1317
Bulgaria 4 18 7 14 38 564 19 3.3 587
Croatia 6 8 5 103 38 572 50 3.1 897
Kosovo 6y 30y 79 28y 53 420 n.a. 2.0 86y
Macedonia 2 2 7 31y 37 604y 14 1.8y 25y
Montenegro 6 10 6y 70y 49 545 13 1.4 44y
Romania 59 9y 8 20 32 512 46 3.3 73
Serbia 6 12y 6 11 36 635 35 2.0 937
Slovenia 2 6 5 110 32 12709 54 2.0 337
Russia 79 15y 49 22y 36 270 38 2.0 92y
EE&C
Armenia 2y 49 3 7 49 570 21 1.9 379

47 SeeNew Europe: Report on Transformati@in Polish) ed. by D. Rosati, charts 3.3 and 3.4, p. 89. Institute of
Eastern Studies, f&Economic Forum, Krynica, Septembe642003.
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Azerbaijan 3y 79 4 11 40 237 10 2.39 70y
Belarus 59 9y 2 4y 29 275 11 3.0 639y
Georgia 2 2 1 2 33 285 7 2.0 8y
Moldova 6y 79 5 6 31 3377 41 2.8 78y
Ukraine 6y 219y 8y 45y 30 378 31 2.9 112y
CA
Kazakhstan 6 12y 4 239y 37 370 17 15 509
Kyrgyzstan 2 8y 4 6 38 260 18 4.0 68y
Tajikistan 5 337 6 37 35 430 49 1.7 1437
Turkmenistan n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Uzbekistan 4y 9y 14 77 41y 195 32 2.0 1469

ai 2009; n.d. data not available.

Notesf i ndi cates an i mprovemenda20and Z, a deterioration

Source:World Bank,World Development Indicators Database 20tttp://databank.worldbank.org/.

Table 16 gives account of the scope of government regulatioayarkas in transition
economies.The data, whichsupplements general economic freedom indicatprsyides
some vital information on the strength and number of bureaucratic hurdles (including entry
and exit barriers) that constrain business activity dividual countries. At the same time, the
data shed some light on the quality of institutions that constitute the market environment and
affect business climate (quality of the legal system, the effectiveness of law enforcement, and
the time and cost of selving contractual disputes in court¥he table also includes data that
illustrates procedures linked with the registration of property and government regulation of
the labor market.

The data reveals that these are the Baltic States that offer trebdsions for business
activity. This is due to a small humber of bureaucratic barriers in these countries, coupled
with ease of entry and exit, and a judiciary system which is highly effective in enforcing
contracts This general conclusion is supportbd the Ease of Doing Business index (last
column) which was added to Table 16 for the first time in this edition of the Report. On the
other hand, the business environment in the Czech Republic, Hungary, Poland and Slovakia
rankedi by most mean$ amongthe relatively least encouraging in Central and Eastern
Europe.

These findings only partly confirm a pattern resulting from international experience, i.e.
that market entry barriers are inversely proportional to the level of economic development.
While this pattern appears to hold true for Central and Eastern Europe and some of the South
Eastern European countries, the available evidence for the CIS countries does not support it.

Key determinants of business environment also include the labor marketiceguthat
set out procedures for hiring and firing employees. Seen from this angle, the most favourable
conditions for business prevailed in the Czech Republic, whose labor market was the most
flexible, as well as in Hungary, SlovakendPoland.On the ¢her hand, in the Baltictates
the index of labour market rigidity was above the average for the group of new EU member
countries. Among the SEE economies the most flexible labour markets existed in Bulgaria,
Montenegro and Macedonia.

In the past yearlane, in a number of transition economies a clear improvement in
business environment took place while some deterioration in the conditions for private
business activity occurred in just a few countries (Slovakia, Albania and Tajikistan). At the
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level of marticular subgroups, the most pronounced positive trend prevailed in the entire CIS
region. As far as individual countries are concerned, it is worth commending in particular the
efforts of the authorities to remove the barriers constraining the developnod
entrepreneurship in Poland (three areas) and Lithuania (CEgrsup), Kosovo (four areas),
Macedonia and Montenegro (SEE region), as well as Russia and Ukraine (four areas),
Azerbaijan and Uzbekistan in the CIS region.

3.4. The government and theconomy

One of the most formidable challenges of systemic transformation was the need to redefine
the basic functions of the government in an emerging market economy. As a result, one of the
key dimensions of institutional reform was the transformatioth@fgovernment itself aimed

to downsize itsdominium(thanks to measures such as privatization and withdrawal from
many of the functions performed in a centrally planned economy). At the same time, the
government was supposed to take on new functionsi@riigim the logic of a modern market
economy. The downsizing of the state was also meant to contribute to its increased efficiency
and effectiveness. In other words, the government in its new role was to become a special
case of a pure public god#

We slall confine our assessment in this section to two aspégisvernment functions in
transition economies: (1) the size of government as mehbyrthe share of public revenue
and expenditure in GDQPRand (2) the role of public expenditure as a potentairce of
positive externalities for businesses.

3.4.1. Size of government

While assessing the size of governmenis itseful to refer back to Table 10 (Section
2.1). The data involved indicates that the most extensive government functions were
performel in CEE countries (except for the Baltics and Slovakia) as well as in Slovenia,
Serbia,Bosnia & Herzegovina, Croatia, Montenegro, Belarus and Ukraine whehare of
public expenditure and revenue in GDP tended to significantly exceed 40% or even 50%
(Slovenia). The share indices were somewhat lower in the remaining SEE countriethand in
Eastern European states including Russia. On the other hand, the srgalMestment
countries were to be found in most of the Caucasus and Central Asia regimnpafférn
seems to imply a positive relationship between the size of government and the level of
economic development, measured pgr capita GDP. The recent global financial and
economic crisis might have to some extent blurred this pictuby 2013 thesize of
government (in terms of the share of public expenditure in GDP) increased in fourteen
transition economies compared to a medienm trend recorded in 202013.

It is worth comparing the pertinent data for transition economies with the results o
broader empirical studies, covering also other regions of the world. These studies reveal a
positive correlation between the level of economic development of a country and the relative
level of public expenditure. For example, in @bedy covering 102 ountries, it was shown
that in 1997 the average share of public spending in GDP in countries at the level of
economic developmenpér capitaGDP in the$2500$5000range) similar tahat of Central
European economas(as well aghe Southeastern Europeastaesg amounted to 23.4%, while
in the most developed Western countrigsr(capitaGDP inthe $20 000$25 000 rangeijt

48 Suchan interpretation of an efficient government ¢enfound ine.g, J.E. Stiglitz,Economics of the Public
Sector,New York/London, Norton 2000.
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was 40.39. This implies that the size of governmenteasured with the ratio of public

spending to GDPFn the topreformer transibn economies, was excessive in relation to their

|l evel of economic devel opment . Moreover, a ¢
with the past data shows that they failed in their efforts to significantly downsize the functions

of government which had been overly developed under the command ecoh@mgughout

the systemic transformation periefiThis implies that institutional reforms (including the

reform of the state as a special case) are still incomplete, even-iaféomer transitia

countries.

3.4.2.Government and externalities for the private sector

As we have already pointed out, one of the most important dimensions of the allocative
function of the government in thirmer communist countries is its ability to genetate
throughan appropriate public spending polippsitive externalities for the private sector and
thus reinfore the stimuli for development. Table 17 shows the data for two of the most
important sources of these effedtse level of government support for the destic research
and development sector individual countries and the results attained by the R&D sector;
and the level of development and the spread of information and communication technologies
(ICT).

The basic yardsticks of the size of state suppartthe development of science and
technology include the share of R&D spending in GDP. Evidently, the level of R&D
expenditure alone is not a sufficient condition ensumg a high innovative capability of an
economy, but it is a necessary requirement.kirap at the situation prevailing in transition
economies from this angle, one can see that by 2012 only three countries (Slovenia, Estonia
and the Czech Republic) exhibited R&D spending in excess or close to 2% dt.GD&vo
other countries (Russia anduhbary) this ratio ranged between 1.0% and 1abfb showed
generally arupward trend. Simultaneously, thenseratio forthe high income countries stood
at 2.48%, while the euro area average was 2.01% of GDP.

Table 17. The development of science and teclwogy and information technologies (IT)
in transition countries, 20072012

Country R&D High-tech License trade Access to IT Spending on
expenditurd exports (number per 10D citizens) | information and
(as % of | (% of Recei P P | Broadb communication
GDP) | manufa $tfzcellpts ;ymlents ersonal| Internet| r?_a and technologies
2012 ctured | 23112) ( 5 (r)nlg) computer) users Ines (as % of GDP)
exports) 2007 2012 2012 2009
2012
CEE
Czech Republic 1.88 16.1 199 819 274 734 164.0 7.9
Estonia 2.18 10.7 19 61 522 784 254.7 n.a.
Hungary 1.30 18.1 1095 1351 256 706 228.7 8.3

4 See K. PolarczykSe kt or finans-w publ [General gavdrnment skctomin @ECD OE CD
countrie, BSIiE Report, Sejm Chancellery, Warsaw 2000.

50 Important deviations from this general trend can be noticed in the Baltic countries and in Slovakia where the

relative level of both public expenditure and revenue substantially declined between 1996 andoRQh8.

Baltics this pattern continued to haglen despite the recent global financial and economic crisis of 2008

511t is worth noting that this figure also includes expenditoyethe private sectgrnowever, inthe former

communistcountries, the government tends to provide more than halfeobverall spending on research and

development.
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Latvia 0.66 9.8 11 44 327 731 233.5 n.a.
Lithuania 0.90 10.4 4 38 183 672 211.5 n.a.
Poland 0.90 7.0 229 2332 169 623 155.8 6.1
Slovakia 0.82 9.3 4 129 514 767 146.6 6.9
SEE

Albania 0.1% 0.4 2 23 38 547 50.6 n.a.
Bosnia & Herzegovina 0.0Z 25 13 9 64 654 106.1 n.a.
Bulgaria 0.64 7.7 23 184 89 519 179.5 6.4
Croatia 0.75 9.9 32 298 199 619 206.7 n.a.
Kosovo n.a. n.a 0 0 n.a. n.a. n.a. n.a.
Macedonia 0.2~ 3.9 8 34 368 574 137.0 n.a.
Montenegro 0.41¢ n.a. 1 3 n.a. 568 112.1 n.a.
Romania 0.49 6.4 346 454 192 459 161.7 5.9
Serbia 0.99 n.a. 36 175 244 481 129.1 n.a.
Slovenia 2.80 6.2 43 357 425 683 242.8 4.7
Russa 1.12 8.4 664 7629 133 638 144.6 4.1
EE&C

Armenia 0.2F 2.6 n.a. n.a. 319 392 69.6 n.a.
Azerbaijan 0.21° 7.3 0 28 24 542 137.6 n.a.
Belarus 0.7¢ 29 23 105 8 469 269.1 n.a.
Georgia n.a. 2.4 3 8 54 369 90.0 n.a.
Moldova 0.4C¢ 4.8 5 19 111 434 118.7 n.a.
Ukraine 0.7# 6.3 124 727 45 353 80.0 7.0
CA

Kazakhstan 0.1¢ 30.0 n.a. 152 n.a. 533 97.8 n.a.
Kyrgyzstan 0.1¢ 4.6 3 8 19 217 8.8 n.a.
Tajikistan 0.1z n.a. 0 0 13 145 0.7 n.a.
Turkmenistan n.a. n.a. n.a. n.a. 72 72 0.3 n.a.
Uzbekistan n.a. n.a. n.a. n.a. 31 365 7.5 n.a.

ap005 P2008 ©2009 92010 ©2011 n.ai data not available.

Source: World Bank,World Development Indicators Database 20Mttp://databank.worldbank.org/ (also
earlier editions ofthe database); own calculations.

It is also worth emphasising that the data on the relative level of R&D spending, presented
in Table 17, d not appear to be clearly correlated with the level of economic development of
the analysed countries. For example R&D spending was relatively low in Latvia, Poland,
and Slovakia while it was comparatively high in Serbia, Belarus and Ukraine, i.e. countries
with per capitaGDP much below the levels prevailing in the former group (see relevant data
in Chapter 2 othis paper).

Inadequategovernment supporfor the development of sciencand technology in
transition countries may be held responsfblethese countrigdow innovatve capability, as
reflected,nter alia, by the data in Table 17.

One of the basic gages of an economyods ability to
exports in total exports of manufactured goods. The latest available statistics indicate that by
2012 this share was the highest in Hungary (18.1%), the Czech Republic (16.1%), Estonia
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(10.7%) and Lithuania (10.4%). It ought to be stressed however twahpared to the past

the share indices involved suffered a backlash in Hungary and Estonia while in the Czech
Republic and Lithuania they stagnated. In the remaining new EU member couh@e
tended to remain somewhat lower1(8%) yet showing som&gns of improvement in recent
years.

An important measure of the innovative capability of an economy is also the level of
export receipts from the sales of licences and the balance of litew®e Hungary was
definitely the best performer in this area, followed by Russia, Romania and Poland. Except for
a few small countries, all transition economies for which the relevant data is available were
net importers of licences, with Poland and Raisecording the largest deficits in licence
trade. The ratio of export revenue to import spending in these two countries stood at 1:10 and
1:11.5 in 2012 respectively; at the same time Russia displayed the largest deficit in absolute
terms.

As a wrap umf this part of the discussion, it may be claimed that policies aimed to support
the R&D activities turned out to be ineffectiveboth in terms of their goals, design and
outcomed in most transition countries and have to be assessed therefore assgrolgam
of government failure in these countries.

Similar to the case of research and development, the state can be a source of positive
externalities for the private sector, through creating conditions that are conducive to the
development of informatiorand modern communication technologies (ICT) and to an
improved access to these tecluogies(the Internet).

The data provided in Table 17 points to considerable divergences in this area among
transition countries. While in the new EU member states, db agein Croatia, the
advancement of information and communication technologies has been very rapid, in the
remaining transition countries, the development of a modern information econeitty a
few exceptions has lagged behind.

Estonia leads the wawith the highest indicators of the development of and access to ICT,
followed by Slovenia, Slovakia, Hungary and Latvia. At the same time, the situation
continues to be the worst in Central Asia and the F€ascassregion, as well as in Albania
and Ukaine.

3.5. The development of financial markets

An important yardstick of the progress of transformation and the advancement of structural
reforms is the development of financial markets and the scope of financial intermediation. As
shown in Table 18,sawell as in annual assessments published by the EBRD, in recent years
the former communist countries have made a considerable progress in this area.

Table 18. Selected indicators of the development of financial markets in transition
countries, 19952012(% GDP)

Country Interest ratespread | Domestic credit to Stock market Monetisation ratio
private sector capitalisation (M2 / GDP)

2002 2012 1995 2012 1995 2012 1995 2012

CEE
Czech Republic 4.7 4.4 70.8 56.7 28.3 18.9 65.6 77.3
Estonia 4.0 5.1 16.2 77.4 21.8 104 22.4 67.4
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Hungary 2.8 3.7 22.6 56.8 54 16.9 44.2 60.8
Latvia 4.7 5.2 8.1 67.6 0.2 3.9 24.2 44.1
Lithuania 51 4.34 14.7 51.0 2.0 9.4 18.5 47.4
Poland 5.8 4.0 16.9 53.7 3.3 36.3 27.5 57.8
Slovakia 3.6 2.02 36.4 45,0 4.9 5.0 56.0 54.92
SEE
Albania 6.8 5.5 3.8 39.0 n.a. n.a. 39.7 84.1
Bosnia & Herzegovina] 8.2 3.9 60.2 63.2 n.a. n.a. 22.¢ 58.1
Bulgaria 6.4 6.6 39.9 71.4 0.5 13.0 57.2 79.0
Croatia 11.0 7.6 26.5 68.3 2.6 38.4 18.2 81.1
Kosovo n.a. 9.1 n.a. 362 n.a. n.a. n.a. 40.6
Macedonia 8.8 34 23.1 47.7 2.2 5.8 11.7 58.6
Montenegro 6.1 6.3 8.1 55.6 17.2° 94.6 11.28 52.5
Romania 16.2 5.8 0.0 45.0 0.3 9.4 24.3 37.8
Serbia 17.1 7.6 24.% 53.0 4.9 19.5 10.7 49.0
Slovenia 4.9 458 25.2 87.4 1.5 14.3 24.3 76.3
Russia 10.8 3.6 9.4 48.1 4.0 43.4 14.2 51.8
EE&C
Armenia 11.5 7.7 7.3 42.7 0.18 1.3 6.2 33.7
Azerbaijan 8.7 8.1 1.2 20.1 0.13 n.a. 11.1 31.1
Belarus 10.0 12.8 6.1 225 n.a. n.a. 10.2 304
Georgia 22.0 4.1 6.1 34.4 0.8 6.0 5.8 30.2
Moldova 9.3 5.8 6.7 37.9 2.8 n.a. 15.4 56.1
Ukraine 17.4 54 15 69.3 7.7 11.7 9.3 54.8
CA
Kazakhstan n.a. n.a. 7.1 36.7 6.12 11.5 8.4 34.7
Kyrgyzstan 18.9 7.5 12.5 15.1+ 0.3 2.5 12.7 30.44
Tajikistan 5.0 17.5 12.9 13.0 n.a. n.a. 6.14 19.6
Turkmenistan n.a. n.a. 3.2 n.a. n.a. n.a. 1.7 n.a.
Uzbekistan n.a. n.a. n.a. n.a. 0.9 4,2'0 n.a. n.a.
17 1996, 2 1997, 3 1998, 4 1999, 5 2000, 6 2001, 7 2002, 8 2003,
97 2004, 10 2006, 11 2007, 12 2008, 13 2009, 14 2010. n.d. data not available.

2 Lending rate minus deposit rate (% points).
b For Poland, interest rate spread refers to 2012 and is calculated diféehence between the annual average
interest rate on credits and deposits in domestic currency from the National Bank of Poland data.

Source:World Bank, World Development Indicators Database 20http://databank.worldbank.org/; National
Bank of Polad: http://www.nbp.pl.

The progress has been chiefly embodied in improved legal foundations and regulatory
framework underlying the functioning of pension funds and the insurance market. It also
entailed the increasing complexity, as well as the transpperd efficiency, of the securities
markets. Simultaneously, the role of banks as financial intermediaries and a source of credit
for the economy increased. Moreover, the financial sector throughout the whole transition
region proved resilient to the retegglobal financial and economic crisis. These changes were
reflected in the successive annual EBRD assessments of the reform progress in the financial
sector. In its latesTransition Report2014 the bank upgraded its scores for eight of the
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analysed counies. They included Croatia (in two areas, i.e. for increased competition in the
insurance sector and improved performance of private equity), Estonia (two areas that is for
the progress in the structures and institutions used for financing micro, smathedium

sized enterprises or MSME, and for the increase in active capital), Slovenia (privatization of
the thirdlargest country's insurer), Bulgaria, Macedonia, Romania, Moldova, Ukraine and
Tajikistan (for a progress in MSME finance), and Bosnia & Egowina (for a slight rise in

the stock market capitalization and improved turnover ratio). Simultaneously, the EBRD
downgraded for two countried?oland and Slovenia, for a backlash in the insurance and other
financial services sector and MSME financesprectively. In the case of Poland, the
downgrade was due to government's decision to marginalize the role of private pension funds
and thus impair the muipillar pension system introduced in 1999.

As indicated by the data in Table 18, between 1995 aa@ th the majority of former
communist countries, the securities markets developed in quantitative terms, as reflected by
the increase in their capitalisation. B912, the CEE and SEE countries (except the Baltic
states, Slovakia and Macedonia) revealed highest capitalization ratios (at a tdigit
level), though some CIS countriésnotably Russia, Kazakhstan, and Ukraindad also
relatively developed capital markets.

Chart 7. Development of securities market* and GDP growth in transition countrig**
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The development of securities markets was a factor conducive to economic growth in the
countries in transibn. As shown in Chart 7, economic growth in 1995 tended to be
faster in those countries that exhibited higher capitalisation of their stock exchanges.



Nevertheless,his does not contradict the fact that the role of the securities markets (in
particdar the stock market) as a mechanism for the allocation of resources remains fairly
limited in the transition countries, in comparison to developed Western economies.

Another widely used measure of financial markets development is the ratio of domestic
lending for the private sector to GDP. This indicator allows for an assessment of thé scope
i.e. width and deptfi of financial intermediation of the domestic banking sector. In 1995
2012,all the analyzed economies as a group made undoubted progressaredonly the
statistics for Turkmenistan and Uzbekistan do not confirm this tendency due to the lack of the
respective data)lhe banking systems in most new EUmber states in Central and Eastern
Europe as well as in Bulgarigroatia andMontenegrowere the most developed in these
terms. However, it should be borne in mind that the relevant indicator for industrialized
Western economies amounts in average to 160%, which highlights the huge gap that still
needs to be bridged, even in those transitoantries that are the most advanced in the
process of structural reform

Chart 8. The scope of financial intermediation* and GDP growth in transition
countries**
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Broadening of the scope of financial intermediation has also contributed to the acceleration
of economic growth, although its effects were less pronounced than those produced by the
increase in the gatalisation of the securities markets. This relationship has been confirmed
by an econometric analysishe pertinent findings are shown in Chart 8.

The most comprehensive measure of the development of the financial sector and its role in
the economy isnonetisation, or the ratio of broad money to GDRe transition countries,
with some exceptions, made a considerable progress in this area between 1995 and 2012. The
highest ratios were recorded in Slovenia, the Czech Remsbliell as in Albania, Budyia,
and Croatia. They were comparable to the average for thd5Ebhd OECD countries.
Generally, the monetization of the economy in the analyzed group was relatively closely
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related to the level of economic development. Monetization was the highese (&60
percent) in €E and SEE countries while the lowest figures were recorded in CIS countries,
excluding Russia, Ukraine and Moldova.

While assessing the development of financial markets and the scope of financial
intermediation in the formesommunistcountries it is also worth noting the huge differences
between the prevailing levels of interest rates on domestic loans and bank deposits (or interest
spreads). These discrepancies reflect the high level of systematic risk involved in the financial
systemand the economy as a whole, along with low banking system efficiency. They result
from the immaturity of financial institutions in most these countries and poor adjustment of
banking supervision and prudential regulations to the growing volume of lemttmgever,
the situation in this area varied considerably from one country to another, much as in the case
of other areas of structural reform discussed in this paper. Generally, bank interest spreads
displayed a negative correlation with the advancemesysiemic reforms: they tended to be
the lowest in Central and Eastern Europe, while S&atstern Europe and CIS countries
exhibited the highest interest spreads.

5. Summary

The aim of tle presenteportwas to assesthe current economic situatioim 29 transition
countries of Central and South Eastern Europe and the CIS, the course of macroeconomic
policies pursued by their governments and the progress of structural refoplesnented

The key findings of our study can be summarized as follows.

1 The main problem in our research, apart from the scarcity and uncertainty of relevant data,
was the heterogeneity of the analysed group in terms of the size of individual countries,
their development level, economic structure, international links, depth aadthref
structural reforms, and economic policies pursued by the governments. All these factors
make a comparative analysis of the economies concerned and formulation of general
conclusiongyuite a challenging task.

1 The economic situation in transitionwdries has until 2011- been marked by a gradual
recovery from the economic downturn caused by the global economic and financial crisis.
For the group as a whole, the growth rate of real GDP rebodraadninus5.3% in 2009
to 3.8% and 4.0% in 20101 respectively on the neweighted averagd.he ksttwo years
however witnessed a considerable deceleration of economic growth, to(Z203%29 and
1.7% (2013) this outcome being primarily a derivative of a next slowdown of the global
economic activity andn particular- mounting fiscal and economic problems in the euro
area.

1 Thedisinflation that occurred during the recession in 200@ sharprisein inflation rates
2011 associated with the recoveand their subsequerndeceleration in 2012nd 2013
caused by the slowdown of economic growth, point out targevolatility of inflation in
transition economieand its strong dependence on demand and supply fluctuations over
the business cycl&ssentially however almost &lEE and SEEountries (excep®erbia)
have largely succeeded in keeping inflation under confiuk is not the casm the CIS
region where inflatiofnas remained real threat.

1 In most transition economies the recent joblessness figures remained at about the same
level as in 2010showing a very limited sensitivity both tthe recovery in 2011 and the
subsequerglowdown in 201213. The chief underlying reason behind this pattern is due to
the fact that nemployment in transition countries is mainly structural in naagé
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