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1. Introduction

The region of Southeast Eur@péSEE) has growing importance from various
aspects. The reviewezbuntries can serve as a rich case study for other emerging
regions. During the specific time periods, the various challenges and applied policies
provide wuseful |l essons. From the intern
interest is to stabilise ardkvelop the region both in a political and economic sense.

The aim is to avoid any security hazard in the area, and gain economic advantages in

a region which is on its path to catch up with the more advanced European regions.
SEE remains in the focus paularly from the aspect of EU policies, not only
because of its geographical closeness, but also due to the strong economic linkages
that have been built in the previous years. Furthermore, all countries in SEE
participate in the EU accession processicivlalso means that economic integration
becomes a core el ement . Thi s consi sts
convergence, opening up the markets and harmonising the institutional framework.
The dissertationanalyses a pillar of this economic procesamaly the banking
sectords development in SEE.

In every wellfunctioning market economy, the financial sector has a primary role. In
an environment of various market frictions, it supports the efficient allocation of
resources, thus bolsters economic dglowNevertheless, this link is rather
bidirectional, as financial development and economic growth influence and reinforce
each other. The financial sector is able to cause or contribute to economic downturns,
but can also act as stabilising and growth echng factor within a welfunctioning
system. In case of SEE, where the banking system became dominated by large
European banking groups, further vital impacts can also be stressed. During the

transition process, foreign banks channelled various bersfdsresources to the

% Throughout the thesis, SEE refers to the region of Alb&uania and Herzegovina, Croatia, FYR
Macedonia, Montenegro, Serbia and Kosovo. This covers the successor states of the socialist
Yugoslavia, but excludes Slovenia and includes Albania. It is important to underline, that although
Kosovods st dyvardusinernatidna actors, éede it is treated as a separate country case.
When reviewing the socialist time period, SEE covers two countries; Albania and SFRY. The SEE

term is used in the jargon of the EU and refers to the region of the candidgtetantial candidate

countries. Noteworthy, that based on this logic Turkey is occasionally included to this category for
simplicity reasons. SEE is often used as a synon
The latter stems from the termdfBal kans o, whi ch has ndgeographical pol it
interpretations, see for instance, Todor(1897) or Mazower(2000.
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region, they increased the systemdés capi

to financial deepening and product innovation, and last but not, they had an
important role in restoring public confidence in the banking sectorth@rother
hand, foreign banks had a specific impact on various systemic risk factors that

became particularly relevant during the global crisis.

When referring to the financial development, thesertationcovers the features of

the commercial banking s®r, due to the fact that other segments merely have
supplementary or minor role. So for instance, the capital market, microfinance
institutions, the insurance segment, pension funds and various financial auxiliaries
are omitted from the analyses, destite fact that in certain country cases they have

a notable role. Still, it is undisputable that in SEE the financial sector is dominated by
the banking sector and can be characterised by alimsdd modelandthis feature

can be considered persistenbriétheless, besides focusing on the banking sector,
the most relevant macroeconomic developments are also reviewed for better
understanding. The development of the broader economic framework and
macroeconomic environment go hand in hand with the develdpoh¢he banking
sector. However, within the thesis special attention is not given to other important
related topics, such as the regulatory and supervisory framework or the corporate

sectorés restructuring and devel opment.

The dissertationcovers the tima period starting from the end of the Second World
War and ending with 2010, a year of the latest global crisis. Within this timeframe,
four blocks can be well separated, providing the ground for the four main chapters of
the thesis. The first discusse® thocialist time period from the end of the Second
World War until the fall of the socialist regimes, covering two peculiar country
cases; Albania and SFRY. The goal of this chapter is to demonstrate, that despite the
completely different socialist modelspth systems have left behind similar legacies
and challenges for the transition period. Both countries could be considered unique
prototypes within the European socialist bloc, which is revealed during the analysis
with the hel p of m#&mlinenohcadsality. Musdnedel helfs tot h e
overview the complete framework of the economies, including also the political
background and motivations. Albania implemented a classical socialist model, and

remained loyal to it throughout the socialist timeripd. From the late 1970s,
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Albania chose complete isolation from the rest of the world and remained the poorest
country in Europe. SFRY could be considered the other extreme, as it step by step
devel oped i ts uni gmanagamettedndnplementedvariossr s 6 s
market economic elements to its system. Nevertheless, the impacts of these elements
were always restrained by related regulations. This can be considered as the primary
reason for the fact, that despite the two extremely different motledsbroader

economy and the banking system in both countries inherited similar legacies from

the socialist times, and had to tackle almost the same challenges during the transition

period.

The second chapter discusses the transition period of SEEjngpgeren country
cases due to the dissolution of the forffegoslavia. The aim of this chapter is to
prove, that despite the different startingiqis i meaning e.g. the initial sectortal
structures or the level of economic developnietite applied ecoamic policies and
thehi st ori cal circumstances, by the end of
structure became similar in all SEE countries. In this chapter, the most relevant
features are demonstrated by the transitional recession, as thambpaansitional
characteristics culminate in this phenomenon, and it is particularly important also
from the aspect of the banking sector. During this time periodesides the
Acl assi cal o0 itthea&aourdried hadtmfacke vatioassdkferehallenges,

such as the gradual succession of SFRY coupled with military conflicts, civil unrest
or embargos. In addition to these circumstaricesich can be considered here as
exogenous events each country had its own specific transitional procegh wi
different starting conditions, implemented reform measures, sequencing and
duration, all leading to great time and development differences within SEE.
Moreover, in almost all country cases, more than one systemic collapse occurred, so
the transition proess rather became a Hamear, longterm and gradual process.
These apply not only for the macroeconomic framework, but also for the banking
system. However, finally, a rather similar template could be drawn for the outcome
of the sect ornmrudtsre, dith lage forgign danking groups playing a
pivotal role. This similarity could be explained by the mutual challenges and the

financial globalisation.
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The first two main chapters provide the background and core information for
understanding theufther and latest developments of the banking sector. The third
chapter analyses the-soa |l | ed -lig@at pbrhngd between 2000
primary goal in this case is to find a common model for the development of the
sector in SEE during this perioas an outcome of the analysis. This model links the
banking sector with its macroeconomic environment, and reflects the primary
systemic risk factors. As a further outcome of the analysis, the chapter also reveals
specific regional tchmduaproacttermstanocsrefTae f
converging to the EUOG6s income | evels or
and applying the required institutional standards. In the thesis, caighirefers to

the convergence of income levels and finandieépening. The former is simply

defined and measured by the GDP per capita levels, while the latter is demonstrated

by certain banking indicators, such as the ratio of total banking assets in percent of
GDP. Drawing the border between the transitional@rdda t wlpidon gpger i od i s
clearcut, because there is no strict rule for defining the end of transition, and the
process differs to a great extent among the country cases. Nevertheless, regarding the
banking sector and its macroeconomic environmentide wange of characteristics

can be well grouped to the pgkobal crisis years. In order to represent some of the
fundamental characteristics of the banking sector from a #egsd, a case study

has been added to this chapter, including the local salis&lof two large European

banking groups.

Last but not least, the fourth main chapter analyses the most relevant impacts of the
global crisis on the region between 2008 and 2@50the period of data collection

has been closed by early 20Ihe aim 6 the chapter is to demonstrate, how the
simplified growth-upatpteerimomdof ctohd afpcsatdc hin
the turmoil. During the analysis, the most important common and differentiating
featuresi such as the pace of financial deepgnor the applied exchange rate

policiesi are being outlined, and a number of fundamental questions are being raised

t hat ought to be answered in the near f1
always refers to the latest global crisis, whichtstard f r om t he MfAWeste
and reached SEE by the end of 2008 with its side effects. The strong interconnection
between the macroeconomic conditions and the financial sector became very

plausible again. Following the years of certain stability, thekibgnsector in SEE

16



had to tackle extraordinary challenges, such as waves of deposit withdrawals,
deteriorating loan portfolios or the risk of a sudden stop in foreign financing. After
the period of rapid credit expansion, sharp drop of credit growth wasdexl, that

could be explained by a number of factors both on the demand and supply side.
Within the chapter, a brief case study illustrates some of the sectoral developments

from a micro perspective.

The dissertation goes beyond a simple descriptivé aod analyses the topic within
the specific time period with a range of methodological tools. In order to provide a
framework for this analysis, we use the following main hypothesis

1) Although the countries of SEE had substantially different trajectduesg
the socialist and transition time period, a similar financial system has been
built up by the end of the transition process, due to the similar challenges and

financial globalisation.

As already mentioned by the brief discussion of the four maaptens, despite the
different legacies from the socialist system, the reviewed country cases had to face
similar challenges and tasks at the start of the transition process. Nevertheless, even
within the group of the formeYugoslavian countries great diéfiences evolved.
During the succession, their development paths started to diverge. This could be
explained by the different historical circumstances, political attempts and applied
policies. A certain kind of systemic collapse occurred in all cases, vehedys
shifted somewhat the further development path. Although with great lags, but the
countries faced similar challenges, which finally became addressed by similar
policies. It is important to stress, that this similarity cannot be considered self
evident, as for instance Slovenia or other transition countries were able to create a
different kind of structure within the banking sectofs@the initial attempts of the
reviewed cases pointed to different directions. To sum up, the thesis proves that the
countries of SEE had to face similar tasks and challenges during the transition
process, which finally became addressed by similar policies. These cregmecific
structure within the banking sector, which ledat@ommondevelopment pattern in

the regim. This is particularly valid for the activity of the banking sector, but from

certain aspects even for its macroeconomic environment.
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Besides the hypothesis, there are two main theses or assumptions, which can be well
defined. The reason for highlightinigem is the fact, that they are discussed within
almost all chapterdlhisis due tothe fact, that these two topics are core elements of

the banking sectoros development i n SEE.

1) As it can be proved for other regions in the world econohergtis a potive

correlation between financial development and real GDP growth in SEE

Generally speaking, a broad literature analyses the correlation between these two
element$ As it has already been mentioned, in case of SEE the financial sector is
dominated byte commercial banks, so it is rather the banking sector that needs to
be analysed. It is very clear, that macroeconomic stabibtyongly related with real

GDP growthi and financial development go hand in hand. Following the socialist
time period, wherbanks primarily had merely administrative tasks, the banking
sector played a significant role withthe economic development. When the sector
was able to fulfil its markedriented primary roles, it was able to underpin the
general economic developmehtdugh various fields. On the other hand, during the
times of transitional stabilisation, restructuring or crises, it has put extra burden on

the fiscal authorities and contributed to the downturn of the economies.

2) Foreignowned banks played a pivotal eol i n t he banking

development in SEE.

As reflected by the hypothesi s, the bank
pattern in the countries of SEE. The fi
features has been determined by foreign st to a great extent. Once reviewing

the structure of the banking sector, it becomes obvious that banks with foreign
ownership exceeding 50% gained dominant positions in the region. The large
international banking groups fostered the transitional psocéthe sector, bolstered

financial deepening and contributed to its positive and negativeeHelgs. This

i mplies that the foreign banksd role oug

% For a comprehensive overview, see for instance Levine (2003).
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development. It can be concluded, that the motto of th&sthrefers to this latter
assumption as well. Exporting stability to SEE can be considered as a well
underpinned longerm goal not only from the IFIs point of view, but also from the

aspect of large international banking groups present in the region.

The dissertatiorwould like to contribute to the literature on the commercial banking
sectordés devel opment i n SEE, i ncluding t
development. The thesis highlights the most important common and differentiating
regional taracteristics, andl based also on the relevant literatirecompiles a

general, bantbased economic model for the fmmsis period. This model stresses

the direct l ink between the banking sec
developments. Despitde importance of the topic, the respective literature can still

be considered somewhat rare. The region is most often reviewed from a historical
point of view. The banking sector of SEE is usually discussed within the group of
transition countries. Sewar publications of the EBRD, thé¢ st err ei chi s
Nationalbankor Barisitz 008 can serve as good examples. A further group of
literature analysis a specific time period in SEE, sack e . g. (2@®a;vi | ed
S| ° bi eMyzpneds (199) or Uvalic (2010. The literature also provides various
countryspecific works, see for instance Singlet(d®76; Fink et al (2007 or

Gligorov (2007. Nevertheless, currently we are not aware of anyalitee that
comprehensivelyanalysis the topic of the thesis within such a broad time span, and
dedicates great attention to the macroeconomic environment during the analytical

work.

1.1.Applied methodology

Throughout thalissertation comparative angsis is used as a primary tool for the
analytical work. Nevertheless, the thesis is multidisciplinary, because it includes
elements from various scientific fields; generally economic development
macroeconomics, financésansitioneconomicsa n d K osystem iparaglignare
used, but historical and political background information are also included

occasimally for better understanding. With the help of these mentioned fields, both

19



the banking sector and its macroeconomic environment are analysed. Tore reas

behind this is the strong link between the two. The activity of the banking sector is
determined by its macroeconomic conditions, and the other way around, the
macroeconomic environment is influenced by the banking sector. Nevertheless, the

focus alwaysemains on the banking sector during the analyses.

According to the requirementt)e above mentioned scientifiields are used with
different weights in each chapter. In case of the first three time périmaimely the
socialist, the transition andelprecrisis years different methodologies are being
used. This can be explained by the completely different systemic backgrounds, the
different role of the banking sector, the available datasets and the specific challenges.
In case of the period dealingith the effects of the global crisis, almost the same

tools can be used for the analytical work as in thecgegs chapter.

In case of the socialist time period, two countries are being compakhzhnia and

SFRY i between the end of the Second Wowthr and the fall of the socialist

regimes. In both countries, the complete political and economic model determined

the activities of the banking sector. This is the reason, why it is inevitable to analyse

and understand the specific systems from a breasppctive. Also due to the lack of

relevant banking sector datasets, the qualitative analysis remains dominant within the
chapter. The literature on socialist models and on the specific countries is used as the
base for the over viorthe mawlme df us#ity providesé s mo
framework for the analysis. Following the review of the classical socialist system as

a starting point, t he Al banian and SFRY{
separate section on the respective banking sgst¥iarious comparative tables are

compiled to help to summarise the main differentiating and common characteristics.

Due to the dissolution of forméfugoslavia, in case of the second time period the
sample is expanded to the group of seven countidbania, Bosnia and
Herzegovina, Croatia, FYR Macedonia, Kospiontenegro and Serbia. A strict
time frame cannot be drawn for the transition period, as the starting date and duration
of the fundamental changes differed in all cases. Noteworthy, that ancasgpects

the transition process has still not been concluded. The relevant literature on

transition policy, on banking sector transition, on the role of foreign banks and
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country analyses help to review the main developments. The most important features

of the transitional recession provide a guideline for the analyses of the
macroeconomic framework. Based on the review of the local policies and respective
features, t he chapter 6s | ast section [
development process. rfélly, the available banking sector data and charts help to

Il lustrate the main features of the sect.
are compiled from the EBRD Transition reports, EBRD statistics and the respective

centr al bashksd dat abase

The next chapter analyses the-prisis years, which is dubbed within the thesis as

t he Acup chd rmigodo. The seven countries ar ¢
The starting date can be marked as the first year, when the market economic
developmats evolved in all cases, although the transitional process just took off in
certain countries. As for the closing date of this period, it was 2007 until the booming
years could be observed. Tkhemparative analysis is based on a comprehensive
dataset of euntry level banking sector and macroeconomic ddtaese are
downloaded fromt he r espective centr al banksod st
BI'S and the European Coganoriasesbasech@sownEur o s
calculationsOneoff or exponential décts areusually omittedby using the average

or the CAGR indicators of the reviewed period. Certain figures contain the average

of the | ast three yearodés dat a,yeamadTheo i n o
paper includes various scatterpltasilustrate the most important link§he number

of observations is too low for regression analyses, but still, the trends and the
connection between the variables can be ilefitrated Also in order to increase the

number & observations, the EAs induded to the calculation#&s an indication, the

respective Ris always added to the h a p scatterplats

Within this chapter, the Els usually included to the quantitative analysm the

sake of comparison and to demonstthge catchingup procss. However, in case of

the banking sectordéds analysis, the EU is
as a more developed subgion. The background of this substitution is the fact, that

the broad range of financial data is rather available Her EA. Furthermore, the

latter can be considered as the region where SEE and the NMS are aiming-to catch

up with. In certain cases, the EU data are divided into tweegibns, where the EA
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represents a more fidevel op ethdsitiomal region. whi |
All in all, the conclusions of the sectoral and macroeconomic analyses, and the
relevant literaturel including e.g.European Commissio2009 or Sorsa et al

(2007)1 helpto compile a common, baxkased economic model for the revenv

period valid for all SEE countries. This model links the banking sector with its

macroeconomic environment, and reflects the primary systemic risk factors.

Finally, the chapter also contains a cately to highlight the most important

sectoral featue from a micrelevel perspective. This overviews the main, local
subsidiaries of two large, Ebeadquartered banking groups; Raiffeisen Bank
International AG and UniCredit Group. The required data for the analysis have been
downloaded from Bankscope, whleh e banks 6 respective ann
the interpretation of the figures. The data have been reviewed from 2005, due to the

fact that this was the first year when both banking groups entered all of those SEE
countries where they are currentlymest . Thi s i mplies that Re
in Albania, Bosnia and Herzegovina, Croatia, Kosovo and Serbia can be overviewed,
while in case of UniCredit, the local banks in Bosnia and Herzegovina, Croatia and

Serbia can be analysed.

Turning to the chpter on the effects of the global crisis, the applied methodology

can be considered similar to the previolt
seven countries are being analysed between 2008 and 2010. In order to illustrate the
changes, countrleve banking sector and macroeconomic data are being compared.

The analysed data are downl oaded from th
from the IMF. Various charts help to review and compare the shifts of the indicators

and the entire economic syste Most charts also contain the data from 2007, in

order to demonstrate the prasis levels as a starting point. The comparative
analysis and the relevant literature help to illustrate how the-baséd, pre&risis

growth model collapsed during the fim@al stress. The compiled chart demonstrates

how the model 6s base and each of its bu
crisis. Finally, also this chapter contains a brief case study, including the same banks

and applying the same methodology as engrevious chapter.
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Generally speakinghe dissertationcan beconsidered aan empirical workwhere

the analysesmply both qualitative and quantitative methodologiesn t he | at t ¢
case, it is very important to emphasis thatabmparison othe exactdata might be

somewhat influenced by methodological differendgsaring this in mindoutlining

the main features and tendencies is still possibtdst but not least, it should be
mentioned thathte analyses amgenerally inductive, athe thesis tas to underpin the

initial assumptions with the above mentioned methodologies.
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2. Socialist times in Albania and SFRYi Two odd systems within

the European socialist region

Following the Second World War, both tBecialistFederal Republic of Yugoslavi

and Albania started to implement the classical socialist development model.
However, when SFRY broke away from the Soviet sphere it started to develop its
own unique model, which could not be considered neither classical socialist nor a
market economy.From this stage, the two countrieslevelopment paths and
international orientationgradually divergedAlbania continued to implement the
classical socialist model and isolated itself from the capitalist world, while SFRY
established a uniquend continuasly transformingystem of selmanagement, and
built good international relations with tif&Vest. However, despite the fact that
Albania chose the Soviet path, it almerged aa peculiamprototypein comparison

to the rest of the European group otistist countries. Both Albania and SFRY
gradually became odds within the socialist bloc, but in two absolutely different ways,

as they embodied two extremes.

SFRY was among the most developed economies within the group of socialist
countries. It differedrom the Soviet bloc in various aspects. It was the only country
where the economy was basednanagementiarel sy st
remained a loose federation of the republics, where the governments had no central
role in runningrgt Wyan,eed, d@d].n3n the Sthe? hand,
Albania was the poorest country in Europe. It rejected any major reform of the
implemented classical socialist model throughout the almost half decade of
communist governance. From the late 1970s, it chose ctamiglgation from the

rest of the world. At the same time, it is interesting to note a similarity as well. What
made Albania and SFRY similar from a historical point of vieand at the same

time different from the rest of the Eastern European ble@sthe fact that these

two countries were not forced to choose the socialist model by external power. In
their cases the subservience to the Soviet government and military was not present,
also meaning that the communist party lacked this kind of externpbduKornai,

1992].
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This chapter first overviews the main characteristics of the classical socialist system.
Then it highlights the main similarities and differences between the Albanian and

SFRY6s devel opment path by hprovidesasoadr nai 0.

framework for tke comparative analysis. After overviewing the economic
background, the discussion turns to t
development and operatior@ne can conclude that despite the fact that the banking
sects can be considered as a pillar of a wahtctioning market economy, it
remained merely a secondary actor in the socialist systems. However, in the two
countries the banking system had absolutely different structures and functions, but
still provided somehat similar consequences for the transition period. Finally, the
chapter summarises both the differences and similarities by a comparative overview.
The goal of this chapter is to help to understand the legacy of the socialist times and

the challenges thdad to beaddresseduring the transition period

2.1.The classical socialist model

The soecalled classical socialist system can be rather considered as a theoretical term,
because such a model never existed in a pure form with all of its attriblatesver,

the main features were present for instance in the Soviet Union, but only for a
specific time period namely during the regime of Stalinand not in a constant
form [Kornai, 2008]. From the main phenomena of the classical socialist system,
Kornai (1992) builds up the maiime of causality (see Char.1He classifies the
most important economic, political, ideological and social phenomena of the system
to five main blocks depending on the interacsiand layes of their effects. Finally

a cdierent structure is built up, explaining the systemic mechanisms with its
dominant features. The arrows of the causality line reflect how each of the
phenomenon groups is affected by all of the deeper factors. The direction of the

arrows shows the dominalirie of causal connections.
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Chartl: The Main Line of Causality by Kornai

| v i v

Block 1 Block2 Block3 Block 4 Block 5
Undivided Dominant Preponderance Plan Forced growth;

power of the position of of bargaining; Chronic

Marxist- state and bureaucratic Quantity shortage
Leninist quasi-state coordination drive; economy; Labor
party; —» | ownership > > | Paternalism; | | shortage and
Dominant Soft budget unemployment
influence of constraint; on the job: The
the official Weak system specific
ideology responsiveness situation  and
to prices; .. role of foreign

trade; ...

| A T A

Source: Kor nai J8nos (1992): The

communism. Oxford, Clarendon Press, p. 361.

fi
c h

The

wh i

rst

S

bl

ock

represented

by

cont ai ansely théhmliticalystsuttaen 6 s

soci al

incorporating the interpenetration of the party and the state, and also the repression

of any opposition. Provided the political structure @teology, it leads to the second

block of the causality line, which is the dominance of state and -gtsei

ownership. Kornai (2008) even claims that the more private ownership is curtailed,

the more suppression can be imposed. These first two bleeksoasidered as the

fiseedso

of

t he

system

[ Kornai ,

1992]

an

preponderance of bureaucratic coordination. The exact form of this coordination

shows great variety, but the elimination of market mechanisms, the cextitvaliand

vertical dependence remain core features. So according to Kornai (2008), the

political structure with its official ideology and the dominance of state ownership

produces the specific bureaucratic control. For instance, the lack of dominarg effect

of

mar ket

economi c

mec hani

sms i s

rat her

the other way around. The structure of these first three blocks leads to the next layer

of

phenomena.

Thi s

forth

bl

ock

cont ai

26

ns

St
t he -luenndii nvii sdtedd ppeol

1



behaviour and the most important features of their relations. Each of these
phenomena can be separately explained by the deeper factors of the first three
blocks. Finally, the fifth block holds the most typical lasting phenomena, which are

explained by th logic of the causality line [Kornai, 2008].

The incentive system for the enterprise sector was based on the fulfilment of the
centrally allocated output targets, and smaller additional bonuses could be achieved
by the overfulfilment of the plans. Thisrgcture motivated the maximisation of the
plan indicators, pointing to the distortion of both the aggregated product mix and the
quality. The incentives for cost savings played only minor role. Moreover, one of the
main plan indicators was calculated kdang up the outputs by using their prices,
which led to costmaximising output mix from firms. Enterprises were able even to
require refinancing once the achievement of the targets was endangered. This
phenomenon was regarded by Kornai (1980) as thebsdfjet constraint [Roland,
2000].

As for the efficiency of the central planning, the system required frequent
adjustments, which were done by the economic ministri€sese functional

ministries received the aggregate output targets and distributeegdbesary input

and output plans for the enterprises under their jurisdiction. To achieve the targets,

t he ministries had to i ntervene constar
interventions were reactions to the perceived shortages, but resultéde in

i mpr ovement of the ministriesd aggregat e
crucial role in the avoidance of a general output collapse, despite the lack of market

mechanisms [Roland, 2000].

Plan overfulfilment was rather preferred, while shortageried the risk of
underfulfilment. The existence of shortage led to various phenomenons, like the
hoarding of resources or the-sca |l | e d Aforced substitutio
deteriorations. The existence of shortage provided certain bargaining foovee

workers, which underpinned the lack of unemployment, but also the low level of

labour discipline. Workers had the possibility to switch their workplace, thus

“Interestinglyt he centr al p | amems tosportagded to certaidisvesandnt aydes,
althoughoriginally the planning system aimed to avoid such cycles (see e.g. Korna), 1980
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managers were able to apply only positive incentives. Adding this to the
phenomenon of $bbudget constraints, a constant wage pressure became present,
which was curtailed by centrally planning the wage levels, whereas enterprises were
not authorised to set wages. This is why alternative incenfividee e.g. social

services within firm$ were implemented [Roland, 2000].

A non-monetary economy was built as prices, costs and profits were merely used as
statistical and bookkeeping tools, and plans were generally formulated in physical
units. So the financial system also implied that moneyrwadeal influence on the
economy. Ko T inlikégssk Korn&ii2 ge® 8)the conclusion that this

classical model automatically led to unbalanced growth and the phenomenon of
widespread shortage. But this also pointed to inflationary pressure, wdnidth be
dampened only by artificial prices, creat
This character was further heated by ample credit supply provided by the
bureaucracy for ambitious projects. The prices were set by the related margins and
coss, where the latter could be manipulated by the enterprises themselves.
Ko¥*mi s ki (2008) also mentions inflati on;
the result of the low productivity combined with labour intensive technology, all
leading to scarceworkforce that caused pressure to increase wages. Controlling this
pressure with administrative tools remained a difficult task. Beside all these factors,
Airepressed inflationo was also heated by
prices of the blacknar ket [ Ko¥mi GEGski, 2008].

Ko*Tmi EBski s (2008) description of t he S
phenomena blocks and their causality link, bdike the various interpretations of

the socialistmodel i t st i | | per f ec.tRegardifgithe sconorhye | a't
Kornai 6s causality Iine wel |7 adsenomnfnmir@&stkei
points it outi the economy was completely subordinated to the political will of the

ruling regime. So it was rather politics that motivated eounalecisionmakingi

instead of profit motivation as in a market econdnbut there was interdependence

between the political and economic sphere. In the Stalinist system of the USSR, the
internal and external political motivations required industrial amlitary setup,

leading to the priority of the heavy industry, which was inherited by other socialist
systems as wel |l [ Ko¥*Tmi GBski , 2008] . Furth
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industry’ compared to the service secioand the bias towards largmterprises

could also be explained with the fact that planning was relatively easier for a smaller
group of producers, while economies of scale could be better exploited. This bias
was further supported by the comtpamini es o
more attention from the systemds planner
that to fulfil the political aims, private property had to be eliminated and a
bureaucratic apparatus had to control all processes. This apparatus had to sweep
away profit maximising motivations and replace it with political goals. In the
classical system, markets operated only at the margins of the system as they were
considered illegal. These phenomena also meant that state ownership and
bureaucracy block 2 and 3 reacted back to the political monopdlyplock 17 due

to the fact that independent profit maximising units could no longer threaten political
ambitions [Ko¥*Tmi EGski, 2008].

Interestingly, this main line of causality can be detected from a historicapwist

as well, since the development path of the classical socialism started by the
establ i shment of the partyds nbody and
exi stence with its ideology. This Mnseed
property and curtails market activities, all requiring the coordination of a
bureaucratic apparatus, and finally leading to the phenomena described in block 4
and 5. At the same time, it is important to stress that in practice secondary reverse
effects coexist, sthe effects are rather bidirectional. During the interaction of the
elements, a natural selection process takes place, while other elements assume and
strengthen each other. This development establishes the inner coherence, which
results in the formationf the overall system. The logic implies that this system is

not able to renew itself, as this would require reforming the two core blocks, which
would nonetheless result in the abandonment of the classical system [Kornai, 2008].

In order not to loose thisternal coherence with its unique stability, adjustments and
reforms could remain only halfearted, and qualitative transformation could not take

pl ace until the communist party preserve
However, each socialistountry had/has its own individual characteristics, so the
formations are far from being identical. For instance, the internal and external
conditions, the degree of the Soviet un |

economic legacy all influencéné end result. So the socialist prototypes vary from
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country to country and progress from per
are maintained t hei reflpcted byntheclogi€ of rthe Imaim at i o |

causality line with theirown coherace prevail [Kornai, 2008].

22Comparing the Al banian and SFRYO6s soci e

The description of the cl assical soci al:@
to demonstrate the underl ying di fferenc
prototypes. By following the logic of the main causality line and its five blocks, one

can see that Albania remained loyal to the mentioned classical socialist model
throughout the years, while SFRY altered both block2ne of t he ifiseedo
and block 3 by estalslning the social ownership structure and abolishing the central
planning systermi.With these characteristics, SFRY could no longer be considered as

a fAreal 0 s butitnaveribecdme meokdt @donomgither.

Block 1i Oneparty system

Both Albania and SFRY had a ofparty system, which was the result of years of
domestic power struggles and finally the elimination of the oppositions. These ruling
parties imposed their official ideology on every sphere of the society and economy,
strictly repressig any countemovements. Each country was governed by a
charismatic leader almost throughout the entire socialist time period. This leader was
Enver Hoxha in Albania, who was the First Secretary from the end of the Second
World War until his death in 188 while SFRY was led by Josip Broz Tito after the

Second World War until 1980. Despite these similarities, major differences between

® To read more otthe main line of causality t he systemds affini,seg, prot
Kornai (1992 or Kornai (2008.

® It is interesting to note that initially the two countries started a similar development patheand t
communist leaders of SFRY and Albania had strong relations by the end of the Second World War

while the ties developed furtheudng the following years. As a highlight of the relationship, the two

counties signed a Treaty of Friendship, Cooperation and Mutual Aid ifl®4ifi, which aimed to

coordinate the economic plans, to standardise the monetary policies, and to estalstigioa poice

system and custom union. I n practice, this would
to the SFRY system [Schnytzer, 1982]. However, the ambitious plans were never implemented,
because the ties between the countries started to dateriapidly from the next year and led to the

final brake when Yugoslavia broke away from the Soviet spfereéead more n t he t wo count
relations see e.g. Schnytzé9g2.
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the two leaderships could be detected in the content of the applied idéolggh
also resulted in two absolutely difent foreign policies and the strength of the

regi meds grasp.

Between 1945 and the reforms of the 1990s, Albania imposed an orthodox
communist system and was probably the most isolated and autarkic country within

the socialist bloc [Uvalic, 2010]. It nabe considered as a peculiar socialist
prototype, as major economic or political reforms did not take place until the end of
the 1980s, thus Al bania remained the | as
Wyzan, ed, 1991]. What also made Albania uanejwithin the group of European
socialist countries was the ideal of thecsa | | e-deliis&h ¢ e 0 . On an i
level this implied an extreme degree of isolation from the late 1970s, while even on

the regional level an intention of se#fliance [\augharWhitehead, 1999]. Albania

had close connections with the Soviet Union in the 1950s, but their relations severely
deteriorated by the 1960s and Albania later unofficially left the Council for Mutual
Economic Assistance. Following this period, the rdoy built stronger ties with

China, meaning that the latter became the dominant ally and the primary source of
foreign financial aid and credit. Nevertheless, in the late 1970s Albania chose the
path of isolation and even prohibited every form of forefgrancial support
[VaughanWhitehead, 1999]. All in all, throughout the socialist time period the

ruling Party of Labour of Albania remained loyal to the official Markishinist
Stalinist ideol ogy and the f#fAdictiaads s hi
development path can be primarily phased by the altering direction of the foreign
policy, rather than the internal progress. Nevertheless, the specific external allies
always had certain influence on the domestic ideology or economic focus areas, thus
the official communication and propaganda occasionally had to be adjusted to the
actual foreign policy.

Unlike in Albania, in SFRY the political intention of building the classical socialist

system lasted for the short time period of 1:9485[Kornai, 192]. After the country

broke away from the Soviet bloc in 1949, the international relations became
dominantly western oriented. The country was not a member of the Council for

Mut ual Economic Assistance, and by the |

wasthe European Community [Uvalic, 1992]. SFRY was a member of the IMF and
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the World Bank, and had strong relationship with these institutions [Gligorov, 1998].
Throughout the socialist time period, SFRY implemented a number of reform waves
and gradually sffted from a classical socialist system to a unique model with market
mechanisms and high degree of decentralisation. It is important to mention the main
directions of these major reform waves already here at block 1, due to the fact that
these core elemenshaped the characteristics and operation of the entire system. So
these reform waves adjusted or altered the phenomena of all of the blocks with the
exception of block 1. Or to be more precise, even this first block was affected, as
certain ideological dustments became necessary in order to support the content of
the systemic reforms and the related constitutional amendments.

The first set of major reforms in SFRY was introduced in 1929after the break

with the Soviet Union. This brought the redoaot of state intervention and the

i ntroduct i on-mandgememnt [Gkgerovs 1®98]s Leydalf (1984) mentions
three main reasons for the necessity of a new-sagimding ideology and these
reforms. Firstly, the deviations of the Soviet Union hadd@binted out. This was
found in the systemds 0 b-uentmlssationr Secondly, de f
economic challenges had to be addressed that were caused by the blockade of the
Cominform. Such reforms were required that opened the trade chémmelsntries

with marketeconomies and to credit lines from th#/esb. The third reason is
connected to ethnic issues, but can be considered somewhat more minor compared to
the former two. Based on historical reasons,-8erb nations always watched
political and economic centralisation attempts with suspicion. This could be only
mitigated by the reforms and constitutional adjustments that provided more rights
and independence to the institutions on the local levels and the republics and
provinces [Lydall 1984]. All these challenges could be simultaneously addressed by
an experiment that introduced the system of-selhagement. Furthermore, the
implementation of this new system was suitable to gain public support by the notion

that it is the workers whaun the factories [Kornai, 1992].

Already during the second half of the 1950s certain devolution evolved. The
decisioamaking on major policy issuek like for instance the location of new
industriesi shifted from federal authorities to republican andalogovernment

agents, whereas enterprises gained the authority on the planning and sales activity of
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the production. However, the allocation of investments remained under an indirect
central management [Singleton, 1976]. The next wave of refboimghesecond part

of the 19603 swept away the remaining elements of central planning. This was the
time when commercial banking was established in the place of state investment
funds and the intention was announced to make the Yugoslav dinar convertible. The
third major reform process took place in 1974, aiming to further decentralise the
power of economic decisiemaking in order to widen the space of the republics and
provinced, while this was also the time for strengthening the-melfiagement
system. Actully this wave rather petrified the existing system than pointed to the
direction of transformation. This was not the case in the forth set of reforms. As a
reaction to the balance of payment crisis and rising inflation, in the period 088982
major changs took place, primarily in the field of foreign trade and price
liberalisation. The overall systematic reforms were introduced in late 1989, but this
i niti al transformati on process was I nt e

opened a completely newagfter in the history of Yugoslavia [Gligorov, 1998].

To sum up, SFRY fulfilled the requirements of block 1ltémms of a classical
socialist system. It had a oparty system, which kept control of the official
ideology and the society from many aspedfhat made a difference was the content
of the applied ideology. Initially it was in line with the Marxistninist mainstream
but shiftedafter the final break with the Soviet Union. Then the system of self
management was introduced, which is further wised under block 2, as it

completelyalteredthe ownership structure.

Block 2i Ownership structure

In Albania, private property was rapidly eliminated by widespread collectivisation
[Canit Had xr i , 2 0 @lr2ddy by E946 thea domplete natiotigation of

public utilities and foreigrowned capital took place. The second step was taken the
same year, when the collectivisation of the domestic production and the foreign trade
sector was completed. This means that by 1947 the entire Albanian yndeistme
stateowned [Schnytzer, 1982]. So in case of Albania it is obvious, that the country

" In case of Yugoslaviahe regional interests generally meant the natbn gr oups o6 i nterest
1992]. Noteworthy, that the decentralisation of powers led to distinctive regional economic units and
own political elites, providing a basis during the succession process [Bartlett, 1997].
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fulfilled the Stalinist requirements already from the late 1940s by its rapid and
widespread collectivisatioh.

After the Second World War, SFRY started its way the same path as Albania.
Except for the small workshops, the industry, trade and services were nationalised
during the brief period before the crack in the relation with the Soviet Union.
Noteworthy, that this was not true for the peasants, probalolube they had too

big influence as they formed 70% of the population and around half of the Party
[Lydall, 1984, p 59]. They were collectivised only after 1949 [Lydall, 1984].
However, the collectivisation in SFRY was incomplete, as the leadershidttpp
implementation of the classical socialist template at an early stage [Kornai, 1992],
and started its way on a different development path. The new system was built on the
unique system of sethanagementwhich altered the classical socialist form of
block 2.

It is important to provide certain information on the main features of self
management, as it remained a pillar of SFRY throughout the years. The system of
selFmanagement was introduced already in 1950 during the first reform wavie, and
as aleady discussetl was motivated by many factors after the break away from the
Sovi et bl oc. Thi s shifted t hset adermt rsaddis
property. However, the concept of social ownership is definitely not a-alear
Formally, assetavere owned by the collectivity of citizens and were managed by the
employees on their behalf [Bartlett, 1997]. However, in practice the system implied a
kind of stateownership, but without the related legal institutions of state property
[Lavigne, 19997 It was used by politicians and mainstream economists to explain
the economic development and to advise the government. It was considered to be
using sedfmanagement from the market economies, but in a more efficient fasn

it was supposed to mobiligke collective entrepreneurshipand in a more just way

8 In 1991, the size of the privateestor in percentage of the GDP was merely B#pfzoglou, 2005

p. 91]. For the sake of comparison, the same indicator was arou®@d%d5n the republics of ex

SFRY [Papazoglou2005 p. 91]. As a more precise data, the share of public sector on theobasis

Gross Material Product using 1972 prices was 86.5% in 1987 in SFRY [Kornai, 1992, p. 72], showing

that somewhat more space was left for the private sector in SFRY compared to Albania.

° To read moren the development of state, social and private owigrsee e.g. Lydall©84).

19| avigne (1999) also claims thathis caused further difficulties during the privatisation process of

the transition period, as such things had to be
cases the social ppertywas first nationalised to clarify the property rights.
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by a kind of profit sharing method [Gligorov, 1998]. Seldnagement could also be
interpreted as a rather socialistic element, because it could be a reinterpretation of
public ownership. This is whiy was considered as an unassailable taboo throughout
the years, like state property in the Soviet bloc. Right until the fall of socialism, self
management remained the core element of the Yugoslavian economic system
[Kornai, 1992].

Block 3i Coordinaticn mechanism

The collectivisation of the Albanian economy was rapidly completed, meaning that a
widespread bureaucratic apparatus became required to run the central planning
system. A first national ninmonth plan was implemented for 1947, while the first
classical fiveyear plan was launched in 1951 [Schnytzer, 1982]. The new system
applied the classical socialist methodology, leaving no room for any market
mechanisms or real market competition. Within this central planning system prices
and exchange rategere fixed, and were primarily used for accounting purposes and
had no allocative role [Vaughaithitehead, 1999]. All these mean that the features
already discussed at the classical socialist model applied for the Albanian case as

well.

Before the caesar also SFRY applied the usual Stalinist methodology for the central
planning system, which covered all economic decisions and processes [Lydall,
1984]. Following the brake away from the Soviet Union, the economy and its
management was run on new grounidsthis system the sethanaging units, the
unions and associations were supposed to negotiate and agree on the tasks at all
levels based on social responsibility and mutual willingness [Kornai, 1992].
Nevertheless, this does not mean the complete eliimmaft central planning, but

most of its practical relevance was lost. Indeed, enterprises and banks had only minor
regard to the indicative plans, but the planning was mandatory for tballed
sociopolitical communities. More precisely, planning haiffedent functions in
different time periods. In the 1950s, the classical ckemgl@anning system was
abolishedand planning became relevant only for the basic proportions. It was
between the mid960s and mid970s when the planning was the loosest and
remained only indicative. Following this period, the macroeconomic imbalances

became stronger and required reforms. The system tried to tackle the challenges by a
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kind of selfmanagement planning that was reached by social compacts and
agreements on the brbanacroeconomic parameters and focused on certain priority
sectors, like for instance the producers of raw materials and intermediate goods
[Schrenk, 19791 This mechanism differed just as much from central planning than
from market coordination [Kornail992]. In practice, the power structure always
implied the usual vertical dependence on the bureaucracy to a certain extent, just like
in the classical system including Albania. All these features directly led to various

phenomena that are collected in tiext block of the causality line.

Block 41 Relations between the actors

The vertical dependence on superiors can be considered more obvious in case of the

Al banian <c¢l assical social i st -managemenim. Ho
system the connectiowith the superior institution was able to influence various
advantages, like the amount of subsidy in case of loss, the investment credit and tax
treatments or the access to foreign exchange. These imply that the phenomenon of
soft budget constraint exed in SFRY as well [Kornai, 1992]. What made difference

in the dependence structure between Albania and SFRY, was the fact that in the

| atterds case, the managers depended al s
firms of SFRY gained a strongeraet i on wi t h t he heabeatidns , as
became dependent on the former groupds s
of the firmsdéd managers and increased the
growth. Due to the fact that managersl h@ gain the support of both the workforce

and the bureaucracy, it was not enough for them to count on the support of the local
party and wuni on. The | ooser the bureaucrtr
be taken. The system also implied that dgrthe negotiations with superiors, the
firmsd managers had a certain kind of r
workforce, which was far stronger than in the classical socialist system [Kornai,
1992]. Thus one can conclude that besides the chsssctical dependence, the

managers in SFRY had to cope with a kind

Due to the fact t hat SFRYOGs property ri

Ai nvest ment o with them in case they move

1 To read more othe pganning system, see e §chrenk(1979).
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in the longterm development of the firm. The system rather encouraged atshort
outlook by maximising the income and consumption of today than the investments

for long-term [Kornai, 1992]. The same logic can be applied for the Albanian case.

Block 5i Typical lasting phenomena

In this block, a few of those phenomena are briefly discussed that were general
features of the economy. I n mostthatases,
rather belongs to the first block will also have to be mentioned fdetter
understanding. The list of the features that are discussed here is far from being
complete, but it tries to give a hint of probably the most unique or differentiating

characteristics.

As already discussed, the Albanian government aimed to imptetienStalinist

rules, which included a centrally planned economic system with a maximum feasible
saving rate and a positive increment of the current consumption. From an external
bal anceds point oréliance iwaswmeante to avoid balacce ¢ e | f
payment deficit, while fulfilling the economic growth targets [Schnytzer, 1982].
However, in Al baniads case the narrow ex|
importdependence of the industrial and agricultural sector [Vautaitehead,

1999]*? In practice, it was the foreign aid that was substituting the domestic savings
for financing the investments for a programme of industrialisation [Schnytzer, 1982].

All this implied that when Albania chose international isolation, it severely affected
theeconomyds sustainability, because the
funds. During this period, the country was unable to accumulate resources for

i nvest me nitVWyzah, 89 P981¢ Geaperally speaking, although the ideal of
economic selfeliance was a longerm goal for the Albanian government, in
practice it was never achieved [Schnytzer, 1982]. Unlike Albania, SFRY opened its
economy for western trade and credit lines from the 1950s [Schrenk, 1979].
Throughout the years and the reforrmwes, SFRY gradually liberalised its foreign

trade and tried to integrate the economy to the world market, and even took attempts
for the full convertibility of the dinar. SFRY even-established its trade contacts

12 Even the import shortages contributed to production losses:rhakig enterprises continued to
be financed by the governmergating to large budget deficits and uncontrolled monetary expansion.
The applied policiesed to the crack of the economy by the 1990s [Vaugihitehead, 1999and
opened a new era in the countryds history.
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with the QVIEA countries, although tradmntinued to be dominated by the Western
European relations [Dubey et al, 1975]. Nevertheless, already by the late 1970s, the
country faced large trade and current account imbalances, which could not be
compensated by the increasing amount of worked ttaneaesnBchrenk, 197ahd

required state intervention and reforms by the 1980s.

As already discussed, inflationary pressure was present in the classical socialist
system as well, but was temporarily curtailed more successfully with administrative
measues that covered both prices and wages. In SFRY, these measures were less
complete or left more room for market mechanisms. The list of administratively
regulated prices varied over time, but did not cover the entire list of products and
services. As for th wages unlike in the classical model with its compulsory wage
regulationsi in the system of selihanagement both bureaucratic and proprietorial
constraints were missing. Moreover, the workforce was motivated for maximising
the shortterm interest, whé managers tended to take decisions for increasing their
popularity. This implies that the system encouraged firm leaders to raise hominal
wages. In case this wage pressure meets a soft financial policy, the probability of a
wageprice spiral becomes strgnSo although selihnanagement is definitely not a
sufficient precondition for the spikes of the inflation rate, it did lead to a behaviour

that strengthened inflationary pressure [Kornai, 1992].

As a further difference, in the classical socialist mdtdelrise of employment was
encouraged by the expansion drive. Although the expansion drive was present in the
sefmanagement system as wel |, it was not
resources. As large part of the income as possible was spent foothekwf or c e 6 s
current consumption, while the investment tried to be financed by state subsidy and
banking finance with negative interest r
contrary to profit interests in market economiesvas the maximisation othe

wor kforcebs i ncome, namely the iIncome pe

YI'ndeed, SFRYO6s econ o mionary arises,dltheughrsonme rginated fromi nf | a
external factors. The government took measures with price control instruments or implemented
somewhat more complex stabilisation programmes to dampen the inflation, however, in most cases

only with limited sucess. See more on this topic in e.g. Lydall (1984), Singletéiig or Gedeon

(1987).

It is also worth mentioning thatueé to thehigh inflation expectations and the fear of shortage of

imported goodspiling up stocks wasignificant leading tooccasionbshortaggKornai, 1992].

38



to support capitaintensive investments with as little extra workforce demand as
possible. These mechanisms led to thexistence of inflation and unemployment
[Kornai, 1992]. Unlike SFRY, Albania remained committed to the policy of full
employment besides a rapidly growing populatidithis implied that the priority

was rather to create employment opportunities than to improve the productivity
[ S] °ibwyzang, ed, 199]. But the growth rate of the population also implied that

i unlike in the mentioned classical socialist modehflationary pressure was less

present from the wage side.

Related to preferential sectors, it can be mentioned here that Albania did mliffer i

certain aspects from the Stalinist model, but these differences were primarily the
result of the dissimilarities of the economic development and the resources. For
instance, Albanian central planners occasionally provided a more significant role for
theagricul tur al sector, besides keeping tF
I Wyzan, ed, 1991]. Agriculture was a sector that was supposed to finance the
industrial growth in certain time periods and provided some reséugieen the

limited amounbf raw material§ for funding the industry [Prifti, 1978].

Based on all these phenomena, it becomes obvious that both Albania and SFRY had
various similaritiesi e.g. the existence of excess demdndut also certain
fundamentaldifferentiating featurescompared toeach other or tahe classical
socialist modelGenerally, hese differences were rooted in the applied ideological
background of the system and were shaped through the causalitedidimg to a

final systemic fAoutput o.

4 The number oémployment increased from 384 thousand to 1,320 thousand between 1960 and 1988
[ Sanmiss jbég 1991, p. 936]!
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2.3.The banking gstem

In every economy the financial sector has a certain kind of specific role, but the exact
functions vary among the different economic models. Levine (1967 )instance,

uses the existence géneral market frictions namely the existence offormation

and transaction costsas a starting point to underpin the need for financial markets
and intermediaries. Via the operation of these institutes, resources are allocated in a
more efficient way. This is the result of five major functions that firenci
intermediaries fulfil: improving risk management, allocating resources, monitoring
managers and exerting corporate control, mobilising savings, and facilitating the
exchange of goods and services. Based on the fulfilment of these five functions, the
pae of economic growth is determined through two main channels: capital
accumulation is enhanced by reallocating the savings and influencing the savings
rate, while technological innovation by affecting the rate of innovation. However,
Levine also declareshat the financial system is not an exogenous factor for
economic growth, but they rather influence each other, as the economic activity also
influences the structure and quality of the financial structure [Levine, 1989§.
mechanism is valid for a wellinctioning, profitdriven market economy, whereas in

a socialist system the financial sector has a different role.

Kornai s main |Iine of causality can be
model as well. Instead of profitability motivationsas in a market econoniythe
banking sectorés operation was rather
priorities, thus leading to a rather administrative role for the entire financial segment.
Regarding block 2, the monobank was statmed. As fo block 3, the banking
sector was one among the many actors of the economy that was directed by the
central planning system. This implied that market mechanisms were excluded and
the vertical dependence became present between the bureaucracy and th@knonoba
As the banking sector was rather merely a channel between the coordinators and the
actors in the production sector, the features of block 4 and 5 evolved far less, but
some of the characteristitsas for instance the soft budget constrédirtould be

traced in this case as well.

40



More specifically, vithin the classical socialist system the banking sector had its own
specfic functionsand limited responsibilities. Generally, a erer banking system

was established, meaning that a monobank fulfilleth the central banking tasks

and crediting. These institutions primarily had accounting functions. Its branch
net work had the role of surveying the e
each enterprise had its account in these local branches. Paymeatsllowed only
through these accounts. On the other hand, households were allowed to have only
savings account, but their payments had to be in cash. This system provided the
ability to control the strict implementation of the relevant plans [Lavidi®99].
Likewise other sectors, the banking sector was dominated by the bureaucratic
decisions, so the decisions on investments were taken by the state apparatus
bureaucratically. The relation between the banks and firms was not horizontal as in
market ecoamies, but it was more like vertical, since it could be considered as a
brarch of the bureaucracy that kegintrol of the firm [Kornai, 1992]. Nonetheless,

there wasal ack of i ncentives for the banks
constraints, givenhe fact that they themselves also had soft budget constraints

[ B e rigRiolant, 1995].

Turning to the country cases, Albaniai as part of the socialist economic sysfem

the onetier banking system was built up in line with this classical communittrpa

[Uvalic, 2010], thus the banks worked under extreme centralisation. Until the mid
1970s, the Albanian orager banking system consisted of one bank, the Albanian

State Bank. Besides the central planning system the bank had very limited functions,
beause both the monetary policy and the credit distribution were based on the
central plans. The bank recorded the transactions of the enterprises. Savings cash and
insurance offices also operated in the system. However, unlike in a regular bank, the
populat on6s savings were not used for credi
the second half of the 1970s, an Agricultural Bank was separated from the Albanian
State Bank for the supply of agricultural funds. In 1990, another iurtie
Department forForeign Relations was separated and became the base for the
establishment of the Albanian Commercial Bank. Its role was to finance and
encourage the export activity and foreign payments [Cdha d £ 1 i , 2002] . S
end of the communist regime, thenkang system existed of four stawevned

institutions with different functions; namely a bank for central and commercial
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purposes, a rural credit institution, a bank for the collection of savings and an agent
for trade finance [Vaughawhitehead, 1999]. Gerally speaking, these banks
provided very limited range of financial services, as they primarily performed cash
transactions and the clearing of invoices for transfers between various enterprises or
between the government and the enterprises. Creditiwged to be available for the
corporate sector, all based on the central planning protésscase of funding
difficulties, credits were automatically extended. Throughout the years, the interest
rates were set by the State Bank of Albania and wereyrsindted [CluniesRossi

Sudar, 1998].

As already represented during the gener
provided a completely different case and its banking system can not be discussed so
briefly as the Albanian example, due to the facttfaRSY 6 s banki ng syst €
different structures and featurewer time. The banking system has been gradually
restructured parallel with the major ref.
devel opment s. Within the fr a&systeng bakks o f SF
played an important rolé unlike in Albaniai due to the fact that they controlled a
substantial part of the investment funds. Although enterprises were theoretically
authorised to invest their own funds, in practice they had to trar@¥e{8ingleton,

1976, p. 151] of their profibeforetax to the government until the mi®60s,

meaning that the remaining resources did not cover investments. This is the reason
why investments were financed from social investment funds. The General
Investment Fund which was accumulated by the tax of enterprisesgas managed

by three federal banks with different business fields; investment, agriculture and
foreign trade. This kind of structure was available on a local level as well, with local
investmentfunds managed by local communal banks. As a substantial faature
discussed by Kornai (1992) under the term of vertical dependeiheemanagement

of these banks was appointed by the federal or local political authority respectively.

This implies that tB management of the banks served rather political than
profitability interests, and could be considered even as a financial arm of the
governing bureaucratic bodies. Generally speaking, the federal banks aimed to

support the underdeveloped southern regwhereas local banks tried to bolster

131t was not until the reforms of the 1990s, that enterprises became allowed to use bank eretlits
theirownprofitsit o fi nance t hei i Wyzanyved 4®Thent s [ Sj °berg
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their local commune, with only minor regard to the optimal distribution [Singleton,
1976].

1961 brought a reform wave for the banking system. All communes established their
own commune banks, due to the fact that dresdits for the enterprises had to be
streamlined through these new local banks. Parallel withi tagsan important pillar

of a twotier banking systeri it became prohibited for the national bank to provide
credits directly. Republican banks were alstablished to provide each government
with a dedicated institution for their own particular investments. As an instrument of
central supervision, a substantial part of the deposits had to be transferred to the
central bank, which lent it back to the bari@s certain projects. This new system
took a step in the direction of economic interests, leading toexistence of the
economic and political motivations in the investment decision procedure [Singleton,
1976]. It also gave more independence for therersial banks from the central
bank, which can be reflected by the fact that while in 1961 70% of the credits

originated from the central bankdés | oans

[Singleton, 1976, p. 153].

The gradual restructuring culminatedh the reforms of 19666. Besides various
economic decision$ including also price realignment and dinar devaluatidhe
banking system has been reshaped. The new laws abolished the concept of the so
called territoriality. This implied that in theomphe former federal, republican and
communal banks were able to compete over the territor§FRY, which was
absolutely against the mechanisms of the classical socialist regime. The new
measures | ed to an 1 mpr essi v eents, thankséoa s e
the liberalisation of the earned enterprise income distribution, and the rise of
investments financed by banks, while the role of government financed investments
dropped. As a further important effect, the political influence on the systeame

limited. Managing the banks became the role of those enterprises or political agents

who had deposits in the special founders

strength, which however was maximised at 10% for all agents, thus limitinghessen

potential political influence. In most cases even the bank employees had a

representative. The founding enterprises

became the owners of the banksdé profits.
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kind of spe i a | units of the founding enterpri
secondary membersf the economy [Singleton, 1976ydall, 1984]. Interestingly,
these unique institutions could be considered as special socialist protofyjnes

well-known stockcompanies in market economies.

One might think that the system created certain competition within the sector, but in

fact, as the banks were run by localised enterprises and the former banking
framework contained the territorial restrictions, banks coetinto be localised in

their activities. This character remained present even after waves of mergers, which

led to the decrease of the number of bafikBhe former federal banks could be
considered as exemptions, due to the fact that they merged with fobamksther

regions as well. This regionalisation was particularly important in the aspect of the
federal government policy on interest rates. The federal authority had the power to
impose interest rate ceilings, which often resulted in negative reashtates. This

became the primary source of the lack of real competition, because banks rather
financed only their own?' Thie paliayiled tp thent er p
i nappropriate functioning of themanter es
mobility of capital. Generally, the locally accumulated savings were redistributed

within the relevant region. Interregional or intepublic funds were typically the

feder al government 6s funds, whi ch ser v
underdevelopedepublics and Kosovo [Singleton, 1978Jable 1 reflects the large

and increasing differences among the republics and provinces of SRR Yiegative

interest rates also implied that investment decisions were rather based on

bureaucratic decisions withfezences to the social plans [Lydall, 1984].

®I'n 1980, 162 fAbasicod banks operated in SFRY, a
fflassociatedo banks, which were supposxehdnget o ma n
transactions [Lydall, 1984, p. 117].

" Typically, the former federal banks represented the most relevant exemptions from this logic
[Singleton, 1976].
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and provinces of

Table 1: Increasing differences among the constituent republics
SFRY
o =] g gﬂ - = g
= = | B = | = RN ) g =
= | = | = 5] 2B 3| z| £
* - = E = =
- ~ = = w =
. 1953 100 83| 122 43 68 77 91| 175 94
GMP per capita
1588 | 100 68| 128 27 63 74 101 203 119
Average growth of | 1936 49 4.6 4.6 51 51 5.0 51 52 53
GMP as a whole per
capita 1988 | 40| 33| 48[ 26| 41 39| 43| 45| 48
Source: Plegtina, 1992, p. 181

Throughout the years, the corporate sect@mRRY typically undertook investment

projects that were not covered by their own funds [Gedeon, 1987]. Moreover, the

gross flow of credits to enterprises generally exceeded the net requirements. This

implied that the sector was indebted to the banking sector to a large extent. However,

due to thementioned reform measures, which allowed the firms to reinvest their

profits, the proportion of own resources for investments increased from 62% in 1961

65 to 74% by 1975 [Lydall, 1984, p. 115]. Noteworthy, that the growing amount
of credit was channat by the banks from the increasing amount of various

compulsory deposits from enterprises and savings [Lydall, 1984]. Despite the

expanding activity, banks were often lassking, given the negativer very low

interest margins and the fact that many loé financed firms were lossaking

themselves?®

It is important to mention, that in SFRY even a specific capital market existed

already before the 1970s, due to certain kind of bond issuances. As an important

factor, the limitation for notsociopolitical authorities was abolished in the 1970s.

This meant that certain enterprises were also able to issue boodsasionally

underwritten by banké but interests were legally maximised. To make these bonds

more attractive, price concessions on the entefprsse pr oduct s,

spec

facilities or even lotteries were offered. On the other hand, also from the 1970s,

18E.g. in 1980, almost 10% of the firms reported uncovered losses [Kornai, 1992, p. 491].
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profitable banks were obliged to return their profits to their investors. This was
supposed to prevent fr om abythalankinggséctomar k e
and the creation of independent financial institutions, which already started to
emerge from the 19685 [Singleton, 1976]. Generally speaking, the room for
financial manoeuvresotild be represented by the fact, that by the 1980ssfltad a

whole variety of ways to meet their funding requirements; e.g. by borrowing from

each other, by requiring credits from banks, by extending voluntary trade credits, by
issuing bills of exchange that could be used as a kind of cheque, by reducing the
amount of money on the balance sheets, by using part of the assets from the
amortisation funds or other kind of deposits [Gedeon, 1987]. Indeed, the range of

these possibilitiesouldbe considered exceptional among the socialist countries.

Neverthelesscertain market activities led to major shocks in the system. Among
them, the most significant occurred by the end of the socialist time period and
became known as the case of frozen FX depdsitsn the 1970s and 1980s, credit
institutions borrowed FX kans on international markets with sovereign guarantees,
and financed projects that were supported by the authorities rétatieese funds.
Meanwhile, fostered by the growing amount of remittances and incomes from
tourism, the increasing sum of FX depssiasto a large extent redeposited at the
national bank in exclmge for dinar credits. Howeveirom the 1980s the dinar was
often devaluedas inflationgainedmomentum, while as a further risk, the central
bankds FX r eser v e slargeamaunttofaaliselold8FX deposits n e . T
that were previously transferred to the central bank in Belgraea consequence

o f t he monet ar yi becametireetriévabla p d o Hilf @Banistze n 0
2008]. This was the first major shock that underminedcttnfidence in the banking
sectorfor longterm, while the compensation of the household sector is still an

unsettled issue in most of the successor states.

Last but not leastthe monetary authoritynust be further mentioned.et by the
National Bank ofYugoslavia, republican or provincial central banks were established
to decentralise the system, in line with

theory, the monetary policy authority was at the level of the republics and provinces,

¥ However, foreign investors gained a special guaranteed position, in order to attract foreign capital to
the country $ingleton, 197p
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while themonetary system was supposed to be the same on-¢es&ltdn practice,

this meant that the decisions were made on the-lsta€ in general, where the
federal authority felt it has lost its independence. Regarding the local central banks,
they merelyhad a narrow range of limited functions and felt thatdlespite the
decentralisation attemptsthey had acquired only limited responsilgg[Gligorov,
1998]%°

2.4.Conclusions and comparative overview

After the Second World War, the two countigarted their development with the
same concept, but in the upcoming years their roads diverged and led to two
extremely different socialist prototypes. Albania represented a special case within the
European socialist bloc, with its constant loyalty todlaessical socialist system and

its isolation. SFRY shifted to the other end and became probably the most unique
prototype, due to the fact that it could not be treated as a simple mixture of market
oriented and socialist elements. Gligorov (1998) pointsou hat t he SFRYOs
included free, repressed and missing markets; market clearing conditions and
shortages; prohibitions, restrictions and exceptions in a parallel form. On the one
hand, the country abolished central planning and was opened to tltemarket.
Moreover, it even cooperated with the international financial institutions. On the
other hand, SFRY kept the restrictions on private ownership, did not allow the
creation of markets, did not liberalise the trade and the currency was kept
uncon\ertible [Gligorov, 1998]. Lossnaking enterprises were regularly subsidised,
whereas investment decisions were rather based on social or political factors than on
profitability criteria [Singleton, 1976]. As for the price system, most of the products
and €rvices had free prices, meaning that administrative prices were applied only for
a small range of goods [Kornai, 1992]. The economy had free, multiple and black
market prices at the same time. This also referred to the multiple exchange rates, due
to thefact that official, exporsubsidised, intemdustry, blackmarket and various

special exchange rates coexisted, causing an unclear system. Also the fiscal system

% Neverthelessafter the dissolution of Yugoslavthese monetary institutionsere transformedot
nati onal banks in the new countries [ Gevil et al,
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could be seen as a unique case, because SFRY had a kind of fiscal federalism, with
significant decentralisation of fiscal rights and responsibilities [Gligorov, 1998].

The case of Al bania is a perfect exampl e
the viability of the classical socialist system. He claims that in a metitmview

the classial system is viable. Indeed, Albania was able to preserve its system by
maintaining the coherence of the classical socialist system, avoiding any deep
structural reforms and keeping a hold on the society by the political leadership. This
was not the casef SFRY, and one might ask the question how this unique system
could function and maintain its internal coherence throughout the decades. Kornai
(2008) mentions that the country took steps in the direction of a third way socialism

and did not choose exciusly state or private ownership, while coupled
bureaucratic and mar ket coor di degpiteithen wi t
alternating official policyi in practice the dominance of bureaucratic coordination

was maintained. At the same time, anyweaf transformation was strictly forced for
implementation, keeping a continuous hold of the structure. Furthermore, one can
argue that the leaders of SFRY by implementing several significant reform
packages, part of them as a reaction to ciisesntinuously gave new impetus for

the systembs survival

Due to the fact that Albania did not undertake any major political or economic
reforms during the 45 years of communist regime, it had the least experience with the
mechanisms ofa market economyThroughout the years, it fulfiled the main
requirements of a classical socialist system. Generally, these featuresoiveatd

f or S F R, Yhich regutadyaeshaped its economy via certain reform wadves
implemented a whole range of market economimelds, but limited their room by

various administrative measures, all leading to a unique mixture of the elements of a
socialist and a market economic modelo by the 1970s, SFRYO s
closer to a capitalist model, but market mechanisms reohdiméted due to the

related administrative measures. The most important outcomes of the Albanian and
SFRY6s economic models have already been
here only the most relevadifferences are summarised bgble2. The comparison

is made for the time period starting from the 1970s, as this is the term when the

differences became the most significant.
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Table 2 Main differentiating features between the Albanian 8nd R Yeg@asiomic

model
Albanian model The model of SFRY
(all valid from the 1970s)
Ownership Stateownership Sociatownership
Planning Central planning system Social plans
Employment aims Full employment No such central aims
Investment priorities Favouring labouintensive Favouring capitaintensive
investments investments
Wage constraints Limited by central plans Room for bargaining
Managersd depe } Dependence on superiors an
Dependence on superiors )
subordinates
Di sposal over
] No Yes
profits

Source: Own compilation

As shown by Table ,2even the ownership structure differed in the two countries,
which can be considered as a fundamental element of any economy. Albania
favoured the classical stavevnership structure with an almost negligible share of

the private sector. On the other hananf the 1950s SFRY altered the original
concept of centralised state property and implemented tballsal sefmanagement
system wi-stthatietds sfioncoina l property. With thi
to be owned by the collectivity and managectie employees on their behalf. This

led to different planning mechanisms. Albania had the original central planning
system, whereas in SFRY central plans had diffefebut usually secondary
functions over time. The management of the economy was basgacial plans on

all levels, which was supposed to be the outcome of the negotiations between the
selfmanagement units and the unions and associations. Based on these fundamental
differences, distinctive features evolved in the two systems. In Albaniafficial

aim was to provide full employment, which could be seen as a real challenge with a
rapidly increasing population. SFRY did not declare such a goal centrally, whereas
the management of the seffanaged units had just the opposite intention,ehato
maximise the income per worker. This directly led to a further difference, as the

Albanian model would rather favour labemtensive investments, while the system
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of SFRY was supporting capitaitensive investments instead. The previously
mentionel features apply different wage policies as well. While Albania was able to
imply wage constraints via its central planning system, in SFRY more room
remained for bargaining, which stemmed from the missing bureaucratic and
proprietorial constraints. Moreey, in SFRY wage growth was motivated by the
manager s6 t hems e lelectan depanced aso srethe tsub@dinatesr e
So unlike in the classical socialist model, including Albania, where the vertical
dependence on superiors was dominant, in SERYmanagers depended also on
their subordinates, leading to a kind of double dependence. This limited the

managerso6 enforcing power, while encour a:

Finally, Table 2ment i ons the firmsé ds. slpiois al ove
fundamental element in a market economy, but it contradicts with a central planning
system. In SFRY, enterprises were able to invest their own funds theoretically, and

from the 1970s the firms were able to dispose over their income and teimeies

profits also in practice. Such intention was not implemented in the socialist Albania.

In addition to all these characteristics, with varying interisibgcasionally linked to

measures taken after criseSSFRY took steps in the direction of fagei trade or

price |liberalisation, particularly in thi

Besides these fundamental elements, also the banking system showed basic
differences, as thgeneral development paths of the two countries apgigas well.

While the Albanian banking system remained in line with the classical socialist
mode| in SFRY the banking sectodeveloped parallel with the general economic
reform wavesand incorporated various market economic elements over time. As a
fundamental diffeznce, SFRY established a ttrer banking system from the 1960s,
when local banks were established and the central bank became prohibited to channel
credits directly. In contrast to this model, Albania preserved itstiendanking
system. This implies #t the Albanian banking sector merely had administrative role
besides the central planning system. As for SFRY, its banking segment gradually
gained more and more independence from the bureaucracy via the reform waves.
From the second half of the 1960snks became unique SFRY prototypes of the
capitalist stock companies with the-sca|l | ed f oundersdéd funds.

added up from the special deposits of those enterprises and political agents that
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managed the banks and this determined their votirepngthi similarly as in a

mar ket economy. These fAownero enterpris
profits. From the 1970s, banks were obliged to return their profits to their investors,

in order to curb the development of a bdnke d @A ma ni p Unhaket.eOthér c ap i
market mechanisms were prevented as well. For instance, from tHE960Od banks

were able to compete with each other over the territory of SFRY, as the concept of
Aterritorialityo became abol i s heottake Howev
place, because banks continued to operate on their local levels, while with the
imposed interest rate ceilinggesulting in negative or very low interest rate margins

I the expansion of the business activity was prevented.

Neverthelessa few market economic elements did function to a certain extent in
SFRY. Even the basic role of the fAcomme:]
economy, due to the fact that they channelled the locally collected savings to the
investors through their creditingctivities. This did not hold for Albania, where

savings were rather transferred to the state budget. Furthermore, by the 1970s SFRY
had a special kind of capital market. For instawoeporate bonds could be issued

although with limitations and by he 1980s a whole variety of options existed for
enterprises to meet their financial needs. This was in contrast with the Albanian and

the classical socialist practice. To sum up, unlike in Albania, SFRY implemented
certain market economic elements to iemking system, but still the system was
prevented to be driven by market mechanisms. Meanwhile, the creation of
independent financial institutions was curtailed. These restrictions were achieved by

the applied indirect measureSome of theabove mentionedmost significant
differentiating featureb et ween t he Al b a nareasammarisaly SFRY 0
Table 3
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Table 3 Main differentiating features between the Albanian &8 R Yharking

model
Albanian model The model of SFRY
(all valid from the 1970s)
Two-tier banking system - a

Bank management led by

bureaucracy

Di sposal over

profits

Competition in the banking (Only in th )
- nly in theory

sector

Channelling savings to investol - a

Existence of capital market

elements

Note:- Nonexistent, ~ Partly existera Existent

Source: Own compilation

Table4 summarises the most important requirements for the financial intermediaries
in a weltfunctioning market economyrisk management, the efficient allocation of
resources, the shock absorbing capacity was mgs#&n both countries. The
mobilisation of savings existed to a certain extent in SFRY. Monitoring of managers
and exerting corporate control existed in both countries, but as banks in the socialist
time period were not profiriven institutions, the aspescand motivations were
different compared to a market economy. Last but not least, as a basic function, the
exchange of goods and services was supported by the dectan. be seen that
although the two countries applied different modeldoth Albana and SFRY
fulfilled almost none of these functions, meaning that during the transition period
these had to be established almost from scrétcan be concluded, thatroughout

the years the banking systems in the two countries had limited or noeexperie  é

7

- é as a financi al intermediary, becalt

recording transactions in Albania and remained narrow in SFRY,

7

- e in the credit evaluation and ri sk

m:

- € in international a o seovadnhe imangoring afs a c c

the plan fulfilments,

52



- € iTmgenerally speaking banking in a fAreali®d mar k.
Hadxri, 2002].

Table4: The role of financial intermediaries in a market economy

Albanian model The model of SFRY
(from the 1970s)

Improving risk management - -

Efficiently allocating resources - -

Absorbing financial and reg

economic shocks

Monitoring  managers  an

exerting corporate control

Mobilising savings - ~

Facilitating the exchange ¢

a a

goods and services

Note:- Nonexistent, ~ Partly existerit,Existent
The categories of the table are gained from the work of Levine (1997) and ECB
(2010b).

Source: Own compilation

This chapter provided a comparative overview of the main differences between the
social st Al banian and SFRYO06s economic syst
through the frameworKk of Kornai 6s cause
fundamentals and mechanisms of the two e
reviewed as well. Furthermerspecial focus was given to the banking sector, which

can be considered as a core actor in market economies, but merely had supporting
functions in the socialist models. It can be concluded that the development paths of
Albania and SFRY gradually divergeduring the socialist time period, leading to

two completely different models. This tendency applied also for the banking system.
However, when reviewing the two banking
traced, meaning that during the transitipariod similar challenges had to be

addressed in Albania and in the successor countries of SFRY.
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3. Transition times i Approaching stabilisation from systemic

collapse

As discussed already, Albania and SFRY implemented completely different
economic mode during the socialist time period, thus the countries inheriex

kinds ofsystems*Thr oughout the years, Albania
sociali st model , wher eas S F-Rdhaganmeptlande d
implemented various maek economic elements, although with limited room.
However, nterestingly,neither of the reviewed countries hexperience withwell-
functioningfree market mechanisms and had to cope withitteessicab transitional
challengesAll thesefeaturesapply for the banking system as we#llbania had a
regular socialist monobank, while SFRY had a-tweo system with large number of
sociallyowned local banks. Nevertheless, the tasks and challenges remained similar

during the sectords transition process.

During the socialist time periodhe constituent republics of SFRYand inmany
aspects even the provincegnjoyed certain independence and forrheterogenic
separated blocks. The transition process of Yugoslavia started already jnbi988
was not caied out due to the internal conflicts and the split up of the coulmtry
1991, the devastating war within form&FRY beganand the first phase ohe
countryd s s u clasted gniil A995With the exception of Sloveniand to a
certain extent FYR Macexhia this war and its aftermathad seriouseconomic
consequences on all republics. This is why the countries of féBiel differ from
the standard transition pattern and lagged behin@€EtedevelopmenprocessThe
stabilisation and restructuringatempts were overshadowed by militacgnflicts
Neverthelessthe specific starting conditionthe impacs of war andthe incumbent
government8 p odifférentiatedthe countriesvenwithin SEE? to a great extent.

Further external and internal differaiing actions as embargos or civil unrest

2L part of this chaptewill be publishedn an edited versian

Kazinczy, Eszter (2013a): The transition times of the banking system in-eastérn Europe. From
systemic coll aps®ardasiabi Budapesh, Raezulty of
University of Budapest, expected date of publication: Fepr2@13

%2 Starting fromthis chapter SEE refers to the region of Albania, Bosnia and Herzegovina, Croatia,
FYR MacedoniaMontenegre Serbia and Kosovo.
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added to this listAll these imply that thepecifictransitional processes show great
variety.

The transition of the financial sector evolviedr is still evolvingi parallel with the
general economic trangith. However, due to its complexity and the widespread
factors that influence its activity, its development waseaenslower and more
gradual process with occasional meltdowr&ill, by the end of the main

restructuring pr oc ectrecohvberged to a sinkilar patferns e ct o r «

This chapter analyses the transition periodS&E focusing on the banking sector

that dominates the financialystemin the region First, the general features of the

transition period are analysed, paying spedi@néion on the reasons artfectsof

the transitional recessioifihe latter is given attention for two main reasons. Firstly,

the impact ofwide range ofransitionalfeatures culminatkin this phenomenon, and

second of all, it isespeciallyimportant 4 so i n rel ation of t he
development.The next section discusses the transition and stabilisation of the
bankingsystemitself. It is obvious thatespitethe great differences the starting

positiors, the implemented measuréiseir sequacing and durationa rather similar

template ould be outlinedf or t he banking sewherelarGes de Vv e
foreign banking groups played a pivotal roldnese two main sections are strongly

linked, as the macroeconomic stability and the banlkingct or 6 s doevel op
hand in handNonetheless, no special focus is given for the restructuring of the
enterprise sector, which however is particularly relevant for both blocks.
Furthermore, lthough the regulatory and supervisory framework and the symd s
transparency have a primary role in the
mentioned in this chapteFinally, a comparave overview helps to conclude the

chapter.
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3.1.The ic Paanstionprackss

The transition periodan be dehed asthe time when théormersocialist economy

with its bureaucratic coordinationas beentransformed to a markétd capitalist
systemDuring this period, the former syste
the political system with its ideology, élrownership structure and the coordination
mechanismdave beercompletely transformetf. This is what differentiatethese

changes from the refornof the socialist systemn practice, thigorocesscreates an

interim system with a mixter of the two syste6 s e | e me n the formex| t h o u ¢
institutions are supposed to cease their activities,old routines and mechanisms

remain in place, but the new system still does not funct®omulka (1998)

describes the period of transition reforms as the time wherexisting economic
arrangements have beswiftly abolished, but the results of efficiency and growth

were still not present for donger time.In all economiesthe governments had to

tackle severe macroeconomic challenges and bring stability to ttems@ome of

the reform measures were determined by the initial conditions, but another part was
based on the decisionsf the incumbent governmentsiowever according to

Gomulka (1998) various studies concluded that the speed of the applied
macroeconomicstabilisation programs were able to influenttee time of the
transitional recession, but were not able to mitigate its cumulative magnitude.
Generally speaking, solving the problems of the transition period brought more
difficulties and took longer timthan initially expected.

Deep and lasting recession seems to have been an unavoidable phenomenon in the
transitional economiessStill, th e contractionodos magni tude
unexpected. The phenomenonods explanatio
hypotheses; one concentrates on the impacts of diverse inherited initial

conditions, while the rival group emphasises é#ffects of the implied particular

reform policies[Gomulka, 1998]Neverthelessmost studies use a specific range of

factorsthat led b the recession, but the emphasises show great variety. The most

ZACIl assi c ad tleoretielfcase study, where individual internal and external facemrs

major structural reforms during the socialist time period or civil iwhaave no significant impacts on

the transition process.

“Theselements onsti tute the first three blocks of Korn
causality line, see Kornai (1992).
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widespread reasonshat have been pointed out are for instartbe price
liberalisation, the er mi nati on of the HfAsell er@0o mar k
the contraction of the state irstenents. The influencing factors of the
transformationakrecession can also be groupedthe variousdemandand supply

side shocks and their direct and indirect effects. Nonethedegssmust stress that

these factors influenceand strengthened each otheausingan overall impactBy
reviewingthese significant influencing factgra general overview can be provided

to understand the mostlevanp henomena and chall enges of

period.

Startingbriefly with the macroeconomic demasidale, he four components namely

the private consumption, the gross investments, the government spending and the net
exporti were separately influenced by the transitmocess, but also affected and
reinforced each otheFrom the consumption sidegal incomescontractedcaused
directly by factors as for instance the increasing uneynpémt and inflation.
Regarding investmentsplfowing theficlassicabsod al i st systembds exXy
the investment activity dropped during the transition periage tb the caution
related to the uncertain economic situation. This veaengthenedby the
backwardness of the financial sector with its high interest rate levels and the lack of
tax incentives. Furthermore, based on the deteriorating fiscal conditienstles
governmenthinvestments decreased sharpfs for the net export, aa general
tendency importsontracted but the drop of exports exceeded thmagnitude In

case of the CEE countries, this was patrticularly due to the collapse of CMEA and the
Soviet market Finally, the fiscal conditions left no room to compensate these,drops

as fiscal revenuedecreasedThe bottom lineis thatthe four components of the
GDPG6 s dselanaenedne by onehardly hit by the negative effects of the
transition procss.It can be emphasiséul this case as welthat these impacts could

be partly dampened or at least their duration shortenéd by well chosen

governmental measur@sornai, 1994]

Turning to the supphgide, in a slightly more detailed fornmsuch fators can be
listed as the shifts of input prices and the impacts of the new tax red{oesi
(1994) for instance points to five maindimensions that proved to hederlying

reasons of the transitional recessitinis important to stress again thas@these
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factors and their impacts overlgach otherandthey can be rather grouped to the
supplyside.

- Transformation to a demarzbnstrained economyA fisel | er sdé dadki nd o
to beshiftedt o a @A b u y.eThist@msitiomean &lsbdaviewed as switching
from a supplyconstrained economy to demandconstrained This transformation
had to be controlled by both the monetary and fiscal policy, and the pricing policy
[Kornai, 1994] The restructuring was supposed to create market competitiole,
abolishing the former shortages and fodcgubstitutions [Gomulka, 1998].

- Restructuring the real sectorhe real sector transfoed in various aspectéfter

the priceand tradeliberalisation,actors had to adjust ta new system of relative
prices indicating widespread economic restructuriflge proportions among sectors
altered, as industrial production droppsthrplybut the sharef servicesstarted to
increaseonly gradually The property structures changed as well. Generally, the
segmentof large, stat@owned firms contractedntensively whereas the small,
privateowned service sectaslowly expanded.All these involvel a natural, but
painful selection process.

- A new coordination mechanisrihe former bureaucratic coordination had ® b
transformed to a dominantly marketled coordination mechanisnf®> This
transformation proved to be langlasting processfor several reasonsAlthough
theoreticallythe former behaviour of the actors stopped functioning, it took time to
learn and adjust @ the new norm$® The fact that market mechanisms hold
significant risks and uncertainty was unfamiliar for market act@enerally
speaking, the institutions of thgocialist bureaucratic coordination ceased their
operations, but the establishment of trev market institutions started only with a
lag and needed time startfunctioning efficiently. The same applies to the network
of market actors, which could be built only slowliso the information structure of
the actors had to be developed, whike tassessment and processing of the new
system had to blearnt.

- Restrictedfinancial discipline The time of pervasive soft budget constraint ended
and fnancial discipline hardenedleading to wide range of macroeconomic
consequenced his could be detted for instance by the new bankruptyislation

%5 Noteworthy, that ircertain countries the central planning system ceased to function already before
the transition periofiGomulka, 1998].
% The reasons of recessioan be furthediscussed from a behaviour perspectiginian, 1993

58



Regarding the privatisation process, in the sterh it increased unemployment and
reduced demand, thus contritmgtto the recessiofY.

- A backward financial systenfihis dimension is incorporated ihe former two, but

has special relevance, due to the fact thaackward financial systems not able to
supportthe economicdevelopment proces®uring the socialist time period, the
crediting activity was driven by neprofitability motivations leadng to the lack of

risk assessment and irresponsible processes. Supportingndéssy companies
could be considered a general phenomebBaming the transition periodhis system
completely changed, as crediting became a risky activity with potentsddo$his
generated a situation, where the financial sector became too cautious tmlend
broad scalewhile borrowers foundt too risky to draw credits. The former stemmed
from low real interelsrates related to the high inflation and the general rtaioce
economic environment. As for the latter group, Kornai believes that borrowers were
not keen to take credits due to theneral uncertainty, which is related to the
unstablelegal environmentproperty relationstaxation, inflation and theconomic
forecastsFurthermore, the institutional network for a healthy and stable financial
system was missing or remained immature. It must be underlined, that these features
refer not only for the banking system, kaiso forthe broader financial sector. To
sumup, the excessive frictions and the low efficiency did not provide an efficient
intermediary system between the econoesaviers and borrowgrthuscontributing

to the recessiothrough this channgKornai, 1994.

During the transition perigdthese five mentioned dimension®ffected and
reinforced each other, which inevinably
case of all theselimensionsthe losses auld be mitigated and the development
period shortened byarious state initiatives, the lalgframework or supervisory
institutions. This stresseshat thegovernmental sector had a pivotal role in handling

the recessioifKornai, 1994] There is a broad literatyrencluding debateson the
importance of the mentioned phenomé&hatill, it is obviousthatregarding both the

demand and supplside, these factordhad their particular role in the recession.

“Thscan be connected to the fAbig bangd vs. gradual
8 Gomulka (1998), for instance, names the inappropriate product strusttite garimary reason for

the deeprecession. Calvo and Coricelli (1993) focus on the widespread effects of the credit crunch,

while other studieseject the pivotal importance of this factor (see e.g. BeBtanchard,1994).
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Although theextent ofthear particulareffectscan be arguedand soméactorsmight
have merely secondary role, but neverthedesh of thenarestill relevant.

During the transition periqdthe economic stabilisation, the institutionahd
structural changes had to be completédese three groupsof tasks are strongly
interrelatedand they overlap each othdEllman, 1993].Generally speaki the
sequencing, the extent and the speed the applied measures differed in each
countrybds case, and provided the base f
extensive literatur® [Lavigne, 1999. It wasa widespreadonsensughat in the first
stagethe macroeconomic stabilisatitiad totake place, whiclcouldbe followed by

the structural transformation. The stabilisation packages usually had to focus on wide
range of elementdiperalisingprices and domestic trade, balancing the fiscal budget
implementing a restrictive monetary policgstablishing an incomes policy,
liberalising foreign trade, devaluating the domestic currénand making it
internally convertible to a certain extewtfter the initial stabilisationjnstitutional

and strucural measurg were launched which includgivatisation programs) the
introduction of competition rules, free labour market, a new tax systemgw
industrial policy transforming the social safety n#te establishment of the financial
sector The later had connections with the stabilisation attempts, due to the fact that
a twotier banking system with an efficient interest rate policy supported the
monetary and fiscal consolidatighavigne,1999. The stuctural changes are partly
components or congaences of the institutionathanges, and refer to theew
composition of the GDPthe changing efficiency of the various sectors, the
demonopolisation of the economy or the reorientation of foreign tfatman,
1993].

Kornai (1994) for instance, emplséssesadditionalfields as well, but with a rather
similar sequencing. He mentions four fields that had to be urgently addressed during

the first stage of the transformational

% This can berefered as theibi g bango vs. gradualism dil emma.
advantages and disadvantages.

%0 For sunmaries, see for instance Ellmak903 or Lavigne (1999.

31 Noteworthy, that the countries that chose currency devaluation to support the export sedtor, had

face the tradeff between inflation and exporfgornai, 1994] According to the mainstream doctrine,

the exchange rate policy was supposed to promote external equilibrium, while the monetary and
incomes policies were in charge of mitigating inflatjf@omulka, 1998
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and liquidity position, haltingncreasing inflation rates, curbing unemployment and
establishing a new welfare system. Regarding other fundamental problems, they
rather required a lonterm strategy of structural reforms: general technical
backwardness, widespread and worsening poveeyelopment of education, health

services anthfrastructure [Kornai, 19941Gomulka (1998 promotes the importance

of domestic savings, FDI, low and stable inflation, free irteomal trade, and the

transker of technologies and skills, whiotan be spported by tk institutional

structure. He summarises that thacroeconomic environment should be stahiel

the microeconomic liberal and competitiw&hen turning from theory to practice

and experience, it can be concluddétht both the stabilisationnd structural

progr ams had mi xed resul ts. I n t he for
imbalancesandthe recession proved to be deeper and more persistent than expected.

In the | atterds case, t h emixedeofcontravessih| a g g e ¢

results>?

%2 1n many cases, the stabilising and restructuring programs were supported by the technical and/or
financial assistance of the IFlE.h e fi o n e s i-maketfdévelogpmentlpodlicy fatouredey the

IMF, World Bank and leading goveamental agencies during the 1980s and early 1990s, and
systematised by John Williamson, is dubbed as the Washington Consensus. The approach
incorporates the following ten main points: fiscal discipline; redirection of public expenditure
priorities towards &alth, education and infrastructure; tax reform, including the broadening of the tax
base and cutting marginal tax rates; unified and competitive exchange rates; secure property rights;
deregulation; trade liberalisation; privatisation; elimination ofibesrto FDI; financial liberalisation.

The Washington Consensus brought mixed or occasionally adverse results, due to its oversimplified
freemarket approach, neglecting market frictions and disregarding such substantial isshes as
improvement of humartapital orwidespred poverty [Todaroi Smith, 2009;Williamson, 1994
Hausmanret al, 2006 The critics and experience brought major revisions and from the second half
of the 1990s the scalled New Consensus or P&gashington Consensus becarakevantTodaroi

Smith, 2009]. (To read more on the topéee e.g. Todard Smith, 2009;Meier i Stiglitz, 2000;
Birdsalli Fukuyama, eds2011.)HausmannRodrik andVelasco (200p propose a completely new
approach to reforms, where instead of the former campbethodology only the most severe
distortions would be targeted. For the identification of these distortions they use a decision tree
methodology. Here it is important to underline that the development of the financial sector embodies a
pillar of this tree.
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3.2.Transition procesk Country cases SEE

Now it is inevitable to turn to the most important courdpgcific characteristics of

the transitional and wamme recession, including the most relevant external and
internal shocks, in ost to understand the similarities and differences among the
country cases. Related to the recession, the stabilisation attempts are also mentioned,
which incorporate the establishment of the central banks, the introduction of the
domestic currencies and F¥gimes. A hint on the further prospects is also included.
Table 5 and @helps to follow the most important actions of the discussed country
cases.Due to the strong links and spdler effects, this section is particularly
relevant for the local bankinge ct or 6 s devel opment pat h,
the next section. Furthermore, in most cases the stabilisation programs embodied the

banking reform or stabilising measures.

Table 5 Real GDP growth and inflation in the 199QsSEE

1990 ‘ 1991 ‘ 1992

1993 ‘ 1994 ‘ 1995 | 1996

1997 |1993‘ 1999

Growth of real GDP (real change in %)

Albania -10.0| -28.0 -7.2 9.6 83 133 91| -109 86| 132
Bosnia and Herzegovina -233| -12.1| -30.0 -40.0| -40.0 208 86.0 37.0( 156 9.6
Federation of BH
Republika Srpska

Croatia -71| 211 -11.7 -8.0 59 6.8 6.0 6.8 21 -1.5
FR Yugoslavia -719| -116| -279 -30.8 2.5 6.1 7.8 101 19| -18.0
FYR Macedonia 99 -70 -8.0 9.1 -18 -12 12 14 34 43

Inflation (change in annual average retail/consumer price level, %)

Albania 0.0| 355| 226.0 85.0| 226 7.8 127 332| 206 0.4
Bosnia and Herzegovina -03 34
Federation of BH 73.1|440690| 780.0 44| -245 140 51| -03
Republika Srpska 7461.0| 2233.0|1061.0f 129 16.9 -73] 2.0 140
Croatia 609.5| 123.0| 6655| 15175 97.6 20 35 36 5.7 4.0
117
FR Yugoslavia 593.0| 121.0|9237.0| trillion 33 78.6 943 213 29.5| 371
FYR Macedonia 608.4| 1149 | 16644 3384 1265 16.4 25 26| -0.1 -0.7

Source: EBRDOransition reports (various years) and EBRD statistics
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Table 6 Real GDP growth and inflation in the 200f=fore the global crisis

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
Growth of real GDP (real change in %)
Albania 6.5 7.9 42 5.8 5.7 5.7 54 5.9 1.9
Bosnia and Herzegovina 55 43 5.5 3.0 63 39 67| 108 6.0
Croatia 3.0 38 54 5.0 42 42 4.7 3.5 24
FYR Macedonia 45 -4.5 0.5 28 41 41 4.0 55 48
Kosovo 390 56 -2.4 -0.1 2.0 39 4.0 4.0 5.4
Montenegro 3.1 1.1 1.9 2.5 44 42 8.6 10.7 7.5
Serbia 52 51 45 24 9.3 5.6 52 6.9 5.5
Inflation (change in annual average retail/consumer price level, %)
Albania 0.1 31 52 23 29 2.4 2.4 29 1.1
Bosnia and Herzegovina 3.0 3.2 0.4 0.6 0.4 38 6.1 1.5 7.3
Croatia 4.6 38 1.7 1.8 21 33 32 25 6.1
FYR Macedonia 58 55 1.8 1.2 -0.4 0.5 3.2 2.3 8.3
Kosovo 20 12 -1.4 -1.4 1.5 4.4 9.4
Montenegro 97.1 226 16.0 6.7 24 23 3.0 42 83
Serbia 70.0 91.8 19.5 11.7 10.1 16.5 12.7 6.5 12.4

Source: EBRD Tnasition reports (various years) and EBRD statistics

Albania had to tacklefi o n thgfblassicab transtional challengesafter the fall of

the communist regime in 199Blowever, as described already, the related internal

and external shocks affected all areas of the econarhich added up anded to

transitional recession, external and domestic imbalarsggkes in inflation, rising
unemploymentBetween 1989 and 199arge foreign deblhas beeruilt up, also as

the result of the central bankd6és specul a
The export contracted partly due to the collapse of thE®G area and the world

recession meaning shrinking demand for raw matef&sal balance deteriorated as
revenues decreased, while investments and subsidies required continuous. funding
Already during this period, the large amount of remittances and fareign aid

played a crucial role. Although this was not able to rebalance the external
imbalances, but it nevertheless contributed to the survival of Albania during the
worst years of transitiofPashko, 1996]ln 1991 the real GDP dropped by 28% and

inflation reached its peak the next year with 226% [EBRD statisfits$. spike of

infl ation was mainly driven by the sharp

al, 2004]. As in Albania foreign currengyaswidely used due to the high amount of
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remittances and certain smuggling activity, the correlation between the FX rate and
inflation became dominafit Gevi | et al, 2002].

Albania was able to stabilise its economy first in the regidm. initial pillars of the
stabilisation program were set by 199his includedmeasures that pointed to the
transitional processgertain privatisation programg including reforms in e.g.
bankingor agriculturé® i, the liberalisation of prices and economic relations, the
establishment of the new social security systamg macroeconomic stabilisation

efforts were introducedA more coherent program followed the same ybaing

i mpl emented in 1992 andbysmwapgemeniVihidthdoy t he
framework of this program, price liberalisation was completad, on theback of

the newly established twier banking systenmonetary and fiscal reforsnand
tightening” took place[Pashko 1996] The money growth was treated as the core
nominal anchor, which was supported by a tight fiscal policy, abolishing the
posi bility of monet ary de fWihin the frammewakn c i n g
of the new monetary policy, a fully convertible Albanian lek and a market
determined floating exchange rate with a new interest rate apptwsibeen
introduced. The motivatio behind this was the required adjustment of the external

i mbal ances and the | ack of the sufficien
et al, 2002].This program can be considered @agornerstone of the Albaam

transition process, and its resudtsuld be reflected ithe macroeconomic indicators;

the GDP expanded from 1993 and the inflation rate started to rétarning to the
singledigit zone among the first countries in SEBis tendency was temporarily
interrupted in 1997 by a financial niédwn, caused by the collapse of large pyramid

schemes, which will be discussed in the next section.

As for SFRY, starting already in 1979 with the world crisis, the country experienced
its longest and deepest economic and social crisis during the 1R8&@somic

growth halted, real incomes contragtedhile inflation surgedand economic

%3 Agriculture had a primaryole in the Albanian economy. In 1990y finstanceit provided 35.9% of

the GDP, and it employed al most [Pashkh19964p969]4 %) o f
% During the transition period, Bank of Albania piied deposit rate ceilings as part of the
stabilisation policy. Only after the consolidation of the banking system did it switch to indirect
instruments, like the establishment of the refinancing window or imposing rules for the required
reservesorthelqui dity [ Mu-o et al, 2004].
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imbalances caused even debt repayment proBlefisi | ani | ,Variou® 8 9 ]
stabilisation programs were draftédput they were rather turned down or their
implementation remined incomplete. By the end of 1989 and 1990, the social unrest
and the tension among the republics intensified, thus the ambitious stabilisation
programi which could have opened a new era of transiéiod was supported by an

IMF standby loan i remainel unimplemented [Lavignel999. Finally, the
economic transition and development process was interrupted by the dissolution of
the country in miell991. Five new states were formed: Bosnia and Herzegdyvina
Croatia, FYR Macedonia, Slovenia and the FedBepublic of Yugoslavia. The
latter consisted of Serbiaincluding its two provinces of Kosovo and Vojvodinha

and Montenegro. In 2003, the FR Yugoslavia was transformed to the State Union of
Serbia and Montenegro. The two republics formed a loose coafederwith own
economic policies and currencies. Montenegro gained its full independence after a
referendum held in 200&osovo unilaterally declared its independence in 2008, but

its statuds still disputed by many countrié$

®Toreadmoren t he cri si 989 creamigne999. Bi |l ani I (

% 1n 1983 for instancea program was adoptetth the support of the IMF, but its implementation

never took place [Lavignd,999.

3" The development patof BH is continuously affecteby its unique state structur€he end of the

war in BH is marked by the signing of tiayton Peace Agreement in 1995, whids set up the
institutional framework for the country. It established a special state strweitlvéwo entities; the
BosnianCroat entity called the Federation of Bosnia and Herzegovina and the Serb entity named
Republika Srpska. The former is further dividatb cantons. Beside the two entities there is a small
territory cal | iehdhasBarspesiabstaids, astits dase remainechunresolved during the
negotiations. The Dayton Peace Agreement has also built the Office of the High Representative,
which was primarily responsible for the implementation of the Agreement. The High Repiieségta
considered to be the last resort and is empowered even to replace politicians or implement new laws
[OHR]. On the one hand, it can be concluded that the Agreement successfully ended the war in the
country, but on the other hand it created a cunubeesstate structure. The drawback of the structure

is the evidence that both during the transition period and the EU accession process, the reforms are
continuously being blocked or slowed by the lack of cooperation between the three national groups.
The Hgh Representative occasionally imposed measures to overcome the deadlock and continuously
supports the dialogue between the partiess Worth mentioning that like in the case of Kosovo, in

BH the state structure and institutional system was creatéltebyuidance of the international actors.

The coreof the system, namely the Dayton Peace Agreementcarasructedy the representatives

of the USA, the EU and Russia, while the implementation of the agreement was continuously
controlled by the High Repsentative. It might be considered strange that it is again the international
communityi more precisely the EW that pushes for reforming the current framework, in order to
achieve a smoother functioning of the current state structure. The EU setsrafmses as
preconditions fothe development of the accessfmocess.

% Kosovo represents a unique development path with an unclear status, but here it is treated as a
separate country case. Already more than one third of the&iNber states have forrhatecognised

its independence, among them the US¥n the other hand, many countries, including Russia and
Serbi a, consi der Kosovobs step as an[Kazihckye gal ac
2008] As no new UN resolution has been imposgerbia filed a request for Advisory Opinion to the
International Court of Justice, bto s ovods st atus s {aredd morearilaei ns di s
related topic, see e.g. International Court of Justlecordance with International Law of the
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Besi des t h dransitienél apsosessc thé Gucceassstates of former
Yugoslavia vere hit by further severe shocks, althoughdifferent extent.The

region experienced various military conflicts throughout the years. The dissolution of
the SFRY was accompanied by yearsleVastating war between BH, Croatia and
the FRY, ending only in 1993n addition, FRY was later in conflict with the
Albanian Kosovo Liberation Army. This military conflict was stopped by the 1999
NATO bombing® Two years later in 2001, in FYR Macedordacivil war took

place between ethnic Albanians and the government. Under the Ohrid Agreement
certain compromisehas beerreached between the two groups, but the achieved
balarce remaird fragile. Besideghe military conflicts, FRY was struck by severe

UN sanctions almost throughout the 1990s and FYR Macedonia by the Greek
embargo [Uvalic, 2010]. All these actions caused an extreme delay or pause in the
countrieso6 transition aalsbthaet EUaecessippate nt pr

and the lack otonfidence from the side of international investors.

The dissolution of Yugoslavia had its economic perspective asBwah the fact of

this processan beexplained by economic reasons to a certain extent. Some stress
the large differences amonige rej i ons 6 d e v e*? ioyhicheneverthelessv e | s
determined thénitial inequalities among theuccessostates andothers argue that

the redistribution among the republics became unsustainable, avhiled group
emphasis thecontinuous failures to aahwe sustained economic growfBicanic

1996] It can be concludedhat all of these problems were relevenEFRY, but the
dissolution was nevertheless particularly driven by political, social and historical
factors.As for the processegardingthe caporate sector, the republics implemehte
their own privatisation policiesby altering the initial federal plans. Legal
discrimination became general, and interestingly, the republics orgapiaat
ownership swaps to create enterprisieat remainedactive in a single republic.
Bilateral payment deals were signed between the new couttiaésverenot in

conflict with each otheto support mutual tradé&iscal discrimination also evolved,

UnilateralDeclaration of Independence by the Provisional Institutions ofGeliernment of Kosovo

(Request for Advisory Opinion), hitp://www.icj-
cij.org/docket/index.php?pl&p2=4&code=kos&case=141&k=31 or UNMI K6 s
(http://www.unmikonline.org/ and EULEX®s ho me pkaspw.ew?d$2). p: / / www. el
% For an analysis on the impacts of the Kosovo crisis in the region, see EB&%).(19

“0For related statistics, see Table 1 in the previous chapter.
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and republics gradually refused to transfer their federal revetwué¢ise federal
budget.The former fiscal federalism made it easier to create the separataifigeal

As for the monetary policy, the federal system stopped functioning when Serbia
unilaterally implemented its expansionary monetary policy by the ed®%0. The
republics could build their own monetary autheston the ground of the inherited
republican monetarynstitutes that have beerestablished during the socialist time
period. The republicgitroducedtheir own domestic currencieme by oneastools

for their own monetary policie®r macroeconomic stabilisatigBicanic, 1996}

Now morecountnss peci fi ¢ characteristics are dis
Starting with the country that apart fromAlbaniai wasdirectly the least affectd

by the military conflicts of the 1990$RY Macedoniahad the mildest drop in its
GDP.Howevert h e c orecessian Jastefibr the longest time periodintil 1995

and was coupled with high inflation rates with a peak value of 16fB®RD

statistics] FYRM replaced the Yugoslav dinar by the Macedonian denar in 1992.
From the beginning, the central bank was established as an independent monetary
authority with the primary goal to maintain the price stability in the new country. The
hyperinflation of 192 was swiftly decreased by money supply controls determined

by the applied monetary targets. This policy was replaced by an exchange rate target
in 1995, which remained a core element of the applied monetary policy throughout
the years. FYRM applies a pped exchange rate regime, anchoring the domestic
currency to the German mark and later to the euro. In the early years of transition,
this was supported by the significant
working in the country, by foreign aid atdy remi ttances [ Gevi I
addition to the pegged exchange rate, from 1994 other major structural reforms and
macroeconomic stabilisation attempts were introduced. The program incorporated
strict fiscal and monetary policy. Furthermore, wageseantemporarily frozen and
price control was introduced for tlthe ene
was only this program that ended the long years of recesalttrough the war

related to the dissolution of Yugoslawa#ectedFYRM only mildly in comparison to

most of the other countries in the region,also had to face noransitional
challenges. In 1994, Greek embargo was imposed and was lifted in the next year. In
1999, the country had to cope with the large influx of Kosovar refugéwsnext

shock wave was the civil war of 2001, which led to a 4.5% drop of the real GDP
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[EBRD statistics] Since then, FYRM performed low inflation rates and a solid
economic growth each year. However, when comparing the real GDP growth rates to

the restof the SEE countridgs o ne can conclude that FYF
below the SEE average in most cases. The inflation returned to the-dimigle

territory, but was occasionally volatile.

In contrastto FYRM, the most severe drop of GDP was recordedBid. The
devastating war left the new country with less thanfoneh of its prewar GDP

level, with around 10% of the pxgar industrial production, and an almost
completely destroyed infrastructyfeBRD statisticsGe v i |  e]t Moatlof,the 2 0 0 2
big firms were destroyed and those which survived had dropped behind due to the
lack of development during the wabver the years of military conflictextreme

values of inflation rate or even hyperinflatioren® recorded m both entities.The
domestic currencieepresented a unique situation, becausa po the introduction

of the convertible mark as a sole legal tender, three separate currencies and payment
systems coexisted. In the Serb entity the Yugoslav dinar veasarsd the payment
system remained in Belgradeds network. T
in 1993, andtheir central bank controlled their payment system. As for the Croat
areas, the Croatian kuna was used with a separate payment system firdmeritex

Yugoslav networfGe vi | e]t al , 2002

After the end of the wain BH, international institutions launched a feyear
reconstruction program and with their assistatiee countryrecorded remarkable

GDP growth rates in the following yedrat from an extremely low leveln RS the
recovery started only with a lag, as the international assistance was available only
after a new government was willing to implement the Dayton Peace Agreement in
1997 [Gevil et al , 2 0 0\Rap rapidiyiretuced fromathey e a r
prior extreme values in both entities. In the first years of the-wastperiod the

GDP growth was primarily foreign aid driven [Stojanov, 2004] and the economy was
not prepared for seBustained development. In a next phaise,growth was driven

by the service sector and light industry, with small and medium enterprises having a
large share. It was onlguring the preglobal crisis years that the export sector
started to revive and Han increasing contribution for the ecomy 6 s d@sfarwt h .

the monetary systemrdm 1996 the Bosnian dinar became convertible for current
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account transactions, just as the kuna. RS used the Yugoslav dinar until late 1998,
which remained unconvertible de€Cantmg t hi s
Bank of Bosnia and Herzegovina was established in 1997 in line with the Dayton
Peace Agreement. It introduced the convertible mark as the domestic currency and
applied a currency board regime to facilitate monetary stability [CBBH]. It became
the sole agency responsible for the monetary policy and currency issuing in BH.
Meanwhile, the central banks of the national groups, which operated during the years
of war, have been gradually closed down. Throughout the years the applied currency
board regire remained an anchor for the economy and it contributed to the achieved
price stability in BH. The convertible mark was first linked to then@s mark and
latertotheeurp Gevi | et al, 2002].

Turning to the mostleveloped and open country in SEE, Cegat had and has the
highest |l evel of GDP p e*istheampstsimdarwithtle t he
mat ur ed e bwlic,02010. Dsrig thhie years of war, Croatia recorded a

sharp drop of GDP and extreme levels of inflation. Likewise in theraountries,

the high inflation rate was partly due to the fact that prices were denominated in
German mark, while the exchange rate depreciated parallel with the inflation, leading

t o a -elchandecagp r i <mior a l [ Gevil et al, 2002].
switched its sole legal tender from the Yugoslav dinar to the Croatian dinar. This
temporary currency was replaced already in 1994 by the kuna, within the framework

of the stabilisation program. Adé national bank started to accumulate foreign
reserves right after the countryds indep
time of its introduction [Gevil et al, 21
which was implemented in 1993, wable to be based on the restrictive monetary

policy, including also the exchange rate. Croatia implemented a manageBXloat

regime. The program led to the gradual drop of inflation from the-dair levels

and supported the economic growth. After 198%5econd phase of the stabilisation

program was implemented, focusing on the basic structural reforms, which included

the restructuring of the lossaking public enterprises and banks and speeding up the
privatisation process. After the implementationtlod stabilisation program, Croatia

showed fair GDP growth rates, although the annual growth was usually lower

41 At the same timeCroatia also inherited such noompetitive industries as the shipbuilding
segment.
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compared to most of the other countries
growth started from a higher basempared to the other counsi@ the regionThis
development was once interrupted bysevere banking crisi$ which will be
discussed later thatled toa GDPdrop in 1999.

Last but not least, the group of Serbia, Montenegro and Kosovo has to be discussed.
The 1990s euld be conglered as thdilost decade for this group During the
military conflict, F R whick wascoupledavithyyeads efc | i n e
hyperinflation. In 1992, the economy was also affected by the UN sancéibns,
leading to a 28% drop of the real GEHat year [EBRD statistics]. In 1993, the
extreme level of hyperinflation and a collapse of the monetary policy contributed to a
further drop of GDP, thus by 1993 the level of GDP was merely 40% GP&9

l evel [ Ge v p.i309]e During these y2as) keside the demonetisation, the
German mark acted as the most important flight currency. In 1994, the Program for
Monetary Reconstruction was launched. It introduced the new dinar and applied a
cumrency board regime with the dinar pegged to the German mark. Widespread price
controls were also introduced. The program was able to rapidly cut inflation rates to
singledigit levelswithin months, but the success lasted only for a year. As there was

a gowing pressure for money issuing besides the lack of the sufficient amount of
foreign reserves, the currency board regime was abandoned the same year it was
introduced [Barisitz, 2008]. Due to the fact that the mentioned monetary program
was not followed § any major structural reforms, FRY returned to dotdiigt

inflation rates. Regarding the level of GDP, after a few years of initial mild recovery,

in 1999 the Kosovo conflict and NATO bombing caused another sharp drop of the
GDP. As a result, in 2001sitlevel was still only 50% of its pngar value [EBRD
statistics]. 2000 can be marked with the fall offhe | o gevi | r efipst me. Af
decade, the transition process gained momentum. Most price controls were relaxed,
which caused a temporary surge in the inflation rates, but by 2002 the annual price
growth was lowered to the 115% range, where it mainkgmainedn the upcoming
years|[EBRD, 2001 EBRD statistick The Serbian central bank applied a managed
float exchange rateegimefor the dinar from 200INBS]. The economy continued

to expand from 2000 with generally favourable real GDP growth rates.
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Montenegrd s separate devel apmenreforms orianted e d w
administration gained power from 1997, favouring more independence from Serbia
and starting a newansitionalera In 1999, the German mark became a parallel legal
currency to the dinain Montenegro, thefrom the next year it was adopted as the
sole legal tendeand later switched by the eurm late 2000the central bank was
established [EBRD, 2001]. In the first half of the 2000s, Montenegro usually
achieved a much lower GDP growtdompared to Serhiabut this shifted after
Montenegro gained its independence. However, it is importaeimphasisethat
Mont enegr o06s @rdaihedpnrtenl,chs itvasbased on the service and
real estate sector, and on the production of oneelatgminium plantthat wa
strongly dependent on the international raw material pritkesesectorsbrought
greatboom to Montenegro before the ggbal crisisperiod, butthen collapsed

[EBRD, Transition reports, various years]

After the 1999 NATO b mbi n g, in accordance with th
Resolution 1244K o s o \sapdrate andnique transition period started under the
administration of the UNMIK Initially, UNMIK had the responsibility for all
civilian affairs in Kosovo. Under its admstration, the institutional system has been
artificially and gradually built up. Parallel with this proceise power has been
shifted to the local people step by step. During this period, Kosovo became a
functioning sate with its own institutionsfJUNMIK ; Kazinczy, 2008] As a
cornerstone of the development path, early 2008 the Assembly of Kosovo
unilaterally declared Kosovo an independent statdich nevertheless was
considered as an illegal act leyg. Serbia[Kazinczy, 2008] Turning back to the
eawnomic aspectkKosovo remained the poorest area in Europe, wimense and
pervasiveunemployment, many inherited unrestructured or closed down firms, a
minor export base leading to massive trade defl€iGenerally speakingt 0 s o v 0 & s
stagnating economyemained dependent on foreign financial assistance and the
significant amount of remittances [Gligorov, 2007]. As far as the financial sector is
concerned, after the war there wasoanpletelack of financial infrastructure. Step by

step the financial setor, and the regulatory and supervisory framewdrlis been

built from scratch The Banking and Payments Authority of Kosotias been

“2 Forrelatedstatistics, please visith e cent r al bttp: Avkvd.bgkkoomge p a g e,
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established, which gradually shifted into a de facto central banwasilansformed

in 2006 into the Central Banking Awhty of Kosovo, handling all the regular
monetary and certain supervisory functions. Regarding the domestic curritacy, a
years of doubldgigit inflation, in 1999 the German markand later on the eurb
has been adopted as the sole legal tender, wiuntributed to the achieved price
stability. After 2002, inflation remained lowyhile occasionally even deflatiowas
recorded reflecting the structural deficiendi€igorov, 2007 Kazinczy, 2008] The
bottom lineis that Kosovo remained the poorestpsh vulnerable and leaself

sustaing economyin SEE.

All in all, despite the fact that the transition process started already in 1989 in the
SFRY, and the former republics already had experience in certainmiaeleet
mechanisms, theo-called transibn recessin was long lastig and deep in the
region (see Table 5 and).6The reason behind thiwas primarily the political
reluctance andmilitary conflicts coupled with embargos. Furthermore, with the
dissolution of the SFRYhe former economic unit wapulled apart and new self
sustainable units had to be buifi. SEE, @ch of the countries implemented complex
reform programs in several steps to adjust to the new economic environment and to
assess and remedy the weaknes3bgse programs were oftenpported bythe
technical assistancef various IFls, primarily meaning the IMF, World Bank and
EC.

To sum up, in SEE likewise in theficlassicab transitional model generally two
phasescould be separatediuring the transition process. In the first gde, the
stabilisation of the macroeconomic environment, and the strong progress in the
liberalisation and privatisation process took place, while the tasks of the second
phase were related to the development of the institutional framework and the related
policies and practices [EBRD, 1997]. The starting point and the time span of these
phases shoed large varietywithin SEE. Albania was the first country to implement
swift economic reforms anib stabilise its economy, while Serbia was the last actor

to shrt its transition procesa f t er a f. | Farthérmord, etlie ardgeod

representedlarge diversity even when reviewing e.g. the various stabilisation
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programs the privatisation methotfsor the impemented exchange rate regimes
while on the other handhe main tasks andhallenges that the countries htadface

had more in common.

3.3 The transformation of theanking sector

The literature distinguishes bablased financial system from markssed. Both

types of financial structures imply diffetecharacteristics, but regarditige general

economic development neither form can be stated as more preferred than the other.

In a bankoriented modeli ndi vi dual s6 savings amna# typic
act as the main external source for cogp@ifinancing. It is rather the banking sector

that invests in the equity and corporate debt market, agiden a certain financial
development level they even sell them to their clients as investmamducts

[Kawaleci Kluza, 200]. Generally, in a hak-based system monitoring is cheaper

and longterm financing is more feasible [Thiel, 200Hs for the capital market

oriented model, individuals dominantly invest directty through nonbank

intermediaries like pension or investment fundsin the cajtal market and banks

“3 When reviewing the starting dates and chosen privatisation methods, one can find a significant
diversity within the countries of the region. After the fall of the socialist regimes, Croatia chose a
gradual privatisation process. On the other haatbania and FYR Macedonia applied rapid
liberalisationi including the liberalisation of domestic prices, foreign trade and foreign exchange
marketi and the reduction of state intervention. Albania privatised the sl enterprises in the

first phase of its transition process, while the privatisation of the laogde segment took longer time.

The sectors of finance, infrastructure, mining and petroleum were privatised during the years. This
process was supported by the end of the Kosovo conflid®Ob9, which helped to attract foreign
investors to the region. However, years of war caused a lag in most of the countries of former
Yugoslavia, despite the fact that among the socialist countries SFRY had the most liberalised system
[ Gevil et al, 2002].

BH can be considered as another interesting example. The privatisation process started there with a
great delay, only nearly after five years of the end of the war. The privatisation of thescafall
enterprises started in 1999 via auctions and tentftasy small firms were established with the help

of the donations of | FI s, ai mi ng tsoalegrivgtigationt t he
process required a longer time period and was considered much more controversial, just as in the case
of other transition countries. Furthermore, as a unique feature the privatisation frasdseenun
separately in the two entities, thus it could be
even split big companies into geographical padtsjanov, 2004

Both Albania and Croatia chose managersnployee buyout privatisation as primary method and
voucher privatisation as a secondary tool. FYR Macedonia also used primarily the former method, but
secondarily applied direct sales, while BHosk voucher privatisation as the primary method and
direct sales as the secondary [EBRD, 1999]. Although the methodsdharge variety in the
transition economiesin SEE the dominance of the managementployee buyout and voucher
privatisationcould be explained by the scalled social propéy system of formeivugoslavia] Ge v i |

et al, 2002].
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have smaller role in corporate financing as well [Kawdle&luza, 2001].0On
averagein this casehe actors of thenarketbased structures are mdtexible and

less risk averse [Thiel, 2001The relevant literature suggests thata large extent

the differences of certain financial structures can be explained by the applied legal

systems and the broadly defined institutional backgrdtind.

The financial system in SEE is dominated by the banking sector asfiotuecial
institutions typically play only minor or supplementary eéolThe amount of
corporate debt orstock market capitalisation, the number of IPOs and listed
companies is still very low and does not have a significant impact on the SEE
economies. This feature can be takes quite persistent, as international investors
view the region as a group of small and illiquid markets with relatively high risk,
while domestic households can be characterised by strong habit persi€teribe.
other hand, there are great differenaeghe capital markst @evelopment level.
While it is still at an absolutely initial phase in for instance Kos@matia has a
growing and developing capital market. Noteworthlgat besides the related
regulatiors, governments can also influence thapital market via e.g. the pension
system or the sovereign debtarket These are the main rea
financial system 8t remains a bantbased model, and this chapter concentrates on

the banking system and only mentions the development of titalaaprket.

A range of literature provides analysis on the financiaitase of transition
economied” Their conclusions are generally valid for the SEE region as well.
Bokros (2001)for instancestateghat the financial sector of transition econoniies
2000 could be characterised the low level of financial intermediatioi also in
percentage of GDP, poor asset quality and undercapitalisation of the actors, limited
service range particubrly in the nonbanking sectdr immature external and
intemal governance structures, gradually sophisticating legal and regulatory
framework with weak implementation and enforceméuntithermore as Bokros

Keren and Ofef2003 describe two groups of bad loans in trensitionalbanking

“ Differences betweenankbased and markéiased financial structures askborated by e.g. Beck
Levine ( 20 GKunti, Maksenovic (2609)cRajaZingales (2000), Stulz (2000).

5t is important to mention, that when the literature provides a more detailed analysis on the complete
spectrum of the transitional countries, then separate country groups are constructed based on the
related development and refiorlevels.See for instance, Frie$ Taci (2002), Fries et aR002 or

Bokros @001).
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system. The first grquis inherited from the socialist time period. The second group

is the total amount of new loans that have been granted either by freshly established
banks that operate under a supervisory system of liberal and lax capital and know
how requirements or byné old banks that carry on the same lendimgchanism
Regardless of which group is considered, the knowledge of risk assessment, project
monitoring and corporate governance remained weak or was missing. Dbespéde
characteristicsmany of the transitioal countries experiencethtensive crediting
activity T unlike mentioned n t he fAcl assi ciafollowedby th@ si t i o
meltdown of certem banks or brokerage companies. This could cause a widespread
credit crunchwith macroeconomigmbalancesand even the drop of real GD&da

high degre of risk aversionin most caseshese shockénally led to the tightening

of monetary policy and prudentialles[Bokros, 2001 Kereni Ofer,2003. In case

of SEE, such crises fostered systemic restrugjuaind selected market players, but

on the other hand, created a great burden for the fiscal authority during the
stabilisation process and increased risk aversion. All intladl above mentioned
generalremarkswere all valid for the banking sector in BEEountries, though the
timing showed great differenseSEEitself experienced a certaitbevelopmentag
compared tahe countries ofCEE, and even within SEE the differenagstiming

were large These variations primarily stemmed from thespecific govenment

policies, stabilising measures and reforms

Likewise in case of the general economic transition proceasge of tasksauld be

listedf or the banking sector ds certaia kisdfobr mat i
AWashington cons eupdou the bankiogudedaor ds evell.s Tais
included the separation of the commercial banks and the central bank, the abolition
of restrictions on the internal convertibility of money, the interest rate liberalisation,
the restructuring and privatisation &t banks including their enterprise borrowers,
the entry of new private bankBarallel with theséasks,in order b curtail therisk of

the rapid market liberalisation procésg/hich could not bechievedn case of SEE

i the state played a cruciallean building the regulatory and supervisory system.
This alsoincludedbuilding up thephysical and humacapacity of elated authorities

and courts.As a further pillay the enterprise reforms could be considered
complementary to the banking reforms.rtRalarly the areas of bankruptcy and

corporate governance wer souddevempmendtNof or t h
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only in SEE, but generally within the range of transition economies, both the pace
and sequencing of these steps showed great difesdicies i Taci, 2002].
Nevertheless, the institutional frameworldta remain dynamim order toadaptto
the changingmarket environment. This required a continuous development process

from the side of policy makers.

Theprimary and theoreticajoal of the reforms was to build a sound banking system
which fulfils the tasks that are required in a walhctioning market economy. These

are the improvement of risk management, the allocation of resources, monitoring
managers and exerting corporate contitee mobilisation of savings, facilitating the
exchange of goods and services, and absorbing financial and real economic shocks
[Levine, 1997 ECB, 201®]. As discussed already, the banking system contributed
to the transitional recession, but was alste @b take its part in the economic
development once properly fulfilling its functions. Based on the inadge of
literature?® we can conclude that financial development does have a significant
impact oneconomicg r o wt h  [-KuetinLevime¢eds, 2001]while this does

not contradict with the fact that this relation is bidirectional, and there is a demand
and supplysided incentive system of financial servicfRatrick, 1966]. Also
common sense leads to the conclusion that a more mature financial syitesn
additional opportunities for all economic sectors, while economic prosperity creates
new demand for the banking industry, in terms of volume and product range as well.
These statements are particularly relevant for SEE, given the initial chatacdest

low capital level and underdeveloped financial system.

The EBRD index of banking sector reform summarises with a single score the level
of banking reform and interest rate liberalisation for transitional countries. The
scores are available frorh to 4+, where 1 refers to minor progress beytmel
establishment of the twiier banking system, while 4+ means they#mbn of the
advanced i ndust r‘With thehelp of thimindexs Gharnefiectss .

“° For a goodextended overview see Levir2003.

! Noteworthy, that o the otler hand the global crisishedsomelight on the tradeff between
financial developmerdnd systematic risk, and on the importance of a-fuelttioning regulatorand
supervisoryframework.

8 The following explanation is provided for the specific scores related toahkiry reform and
interest rate liberalisation
fil: Little progress beyahestablishment of a twiber system.
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an overview of trdngtionbdgnankisnimtge SEE/ceuntees d e
mentioned differences of timing and development level can be very well observed.
The starting date of the major nestturing varied over a decade, blit @untries
converged to the same development level aadhed index 3, with the exception of
Croatia, which achieved more dynamic progress and a higher score compared to
the rest of the SEE countrieblow the background of these differences and

similarities will be highlighted.

Chart2: EBRD index of bankig sector reform for SEEountries

e/ /)
Vi

1990 1992 1994 1996 1998 2000 2002 2004 2006 2008

— Albania Bosnia and Herzegovina
Croatia — YR Macedonia
Montenegro Serhia

Note: Kosovo n.a.
Source: EBRD statistics

2: Significant liberalisation of interest rates and credit allocation; limited use of directed credit or
interest rate ceilings.

3: Substantial progress in establishment of bank solvency and of a framework for @udenti
supervision and regulation; full interest rate liberalisation with little preferential access to cheap
refinancing; significant lending to private enterprises and significant presence of private banks.

4. Significant movement of banking laws and regolas towards BIS standards; wélinctioning
banking competition and effective prudential supervision; significant term lending to private
enterprises; substantial financial deepening.

4+: Standards and performance norms of advanced industrial econamiiesnivergence of banking
laws and regulations with BIS standards; provision of full set of competitive banking services.
(SourceTransition indicators methodology,
http://www.ebrd.com/pages/research/economics/data/macro/ti_methodologyddwmloaded:
15/04/2011)
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Turning to the country cases in SBEEe former chapter discussed the main legacies
of the socialist time periodn the light of the transition process, the most important
stability programs and monetary reforms have already been mentioned in the
previous section.The stabilisation andhe establishmentf a marketoriented
banking system was usually part okesh generalstability and reform programs.
Before the transition,dnks in SEE were characterised by a very high ratio of non
performing loans, high lending rates and lack of competitwmch was coupled

with an environment of transitional recession and high inflakamthermore, in case

of the successor states of Yastpvia, the banking system had to cope with the
aftermat hs of t htaunfafwhiah vas ralteady Mentored in they s
previous chapter. Taking all these into consideration, it is quite evident that the
inherited banking system collapsed in e&&E countryand had to be conbdated

and rebuiltby large state supporAAs seen during the discussion of the stability
programsthe starting positionghe particular mechanisms, sequencing, timing and
duration showedjreatdifferences. In case of tHeanking sector, thisvastrue in a

maghnified form?*°

Starting with the country, whindAlbaniainher it
as part of the stabilisation prograamd implemented in 1992the twatier banking
system was established follawg theadoption of the central bank cdamommercial
banking laws.On the remains of the former monobank, a central bank lmee t
universal banks were creatédhe Agriculture and Development Bank, the Savings
Bank and the ImpotExport Commercial Bank. Fthermore, the central bankas
separated fronboth the commercial banks and the fiscal authoiitybolishing
automatic budget deficit financifyi by law. This meant that the central baik
renamed as the Bank of Albaniagaineda completely new groundndremained in
charge only of the monetary poliayith strict rules on issuing monefpuring the

first years of transition, bankruptcy procedures could not be initiated, and most
medium and largenterprises were still not privatised. These features ded t
massive inteenterprise crediting activity of which a substanéialount became bad

debt Furthermore,just as in the previous regime, the still npnivatised firms

“This topic is discussed country by country in a
(2002)
0 A credit ceiling was implied, whichvas 10% of the previous yearos re
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continued to require funds from the government or as a secondary solution they
borrowed at negative interest rafégPashko 1996 Dushku, 201p The transition
process of the banking sector lasted a decade. During the early 1990s, the three state
owned commercial banks dominated the market accumulating large debts. One of
them was liquideed in 1998 and another was privatised in 2000, while the largest of
the three with broad national coverage was privatised to a foreign investor only in
2003. Beside these, several foreign banks penetrated the market by acquiring licences
with the fulfilment of the requirements of the banking law, which was gradually

strengthened throughout the years [ Gevil

The favourable developmemt Albania, whichstarted after the stabilisation of the
economy was abruptly shattered by the collapse ofesal large pyramid schemes,
which held a | ar ge p amPyrama ftcompahies Atban@au | at i o
operated already from the early 1990s, but their agsaulminated in 1996. Many

people even sold their belongings, including for instanoadar homes, expecting
50-100% interest within a matter of weeks. Theowth of the large pyramid
companies was supported by their coordinated publicity campaggys was not
interruptedby warnings ormeasuredgrom the govenment or authorities[Biberaj,

1998] Based on conservative estimations, almost USD 0.5 billion was invested in
various pyramid funds [Biberaj, 1998, p. 317]he collapse of these pyramid
schemes in 199I&d again to a major turmoil in Albania, including social unrest and
governmenthfailure. According to estimations, the amount of the affected total
liabilities reachedalmosthalf of theannualGDP[ Gevi | et JaDueto200 2,
the fact that the people have lost their savings, the consunielicmarply,the real

GDP contracted by1%, while inflation exceeded 36 [EBRD statistics] Foreign
intervention was needed to regain a certain levedutilic order, and thanks to an
economic recovery program, the country was able to return to a period of low
inflation andfair GDP growth within a year. The new program focused on a wide
range of fields, including the development of the institutional systee social and
economic policiesind boostingthe conomi ¢ adt iewi tay ,[ @edv0 2 ]
just as in the casef the fifrozerd FX savings in Yugoslavjathe collapse of the

pyramid schemes had a similar, long lasting psychological effect on the financial

*1 These phenomena fuelled the rapid growth of broad money and inflation.
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behaviour of the Albanian populatiofio concludeafterthe trangion processwith
its temporary shock waves the banking sector gained stability, but the financial
deepening remained low, wittne ofthe highest ratio of cash per GDP amahg

transition countries [Gevil et al, 2002] .

The already mentionedemplate dscribed by Bokros (2001) was particularly

rel evant f or an€ showst maayd similadtiass with the Albanian
experiencelLikewise in the other countries, by 1990 the Croatian banking system

was insolvent or had problems related to the settlemetitimhs. Domestic savings

were either part of the fifrozend amounts
the upheaval. The first Banking Law was adopted in 1993 and has set up the
minimum capital requirements of the system and liberalised the fentngw banks.
Rehabilitation measures were taken already in 1991, but this was ratheio# o
bookkeeping operation. In 1994, the State Agency for Bank Rehabilitation and
Deposit Insurance wasstablished, which started a cdsecase rehabilitation fahe

largest banks in the sectfBarisitz, 2008] Following this period, the amount of

savings T especially FX deposits increased sharply, proving the growing
confidence in the system. Attracted by the higher interest rates, savings from foreign
barks were transferred to domestita n k s and savings from |
deposit eidVyj[ iGlon] @he @eposit base of the banks became FX
dominated again. At the same time, by 1995 large part of the enterprise sector was
unable to repay its debts toetbanks. The government supported these companies by
issuing special bonds, which were used for the repayment of the debts. This resulted

in the large amount of public debts inthean ki ng sect orGesvilbdaleanc
al, 2002.

All in all, the rehailitation of Croatianbanks featured cash payments and required
large amount of sovereign issuing. Meanwhile, prudent lending peolay still
lacking and loan repayments remained problematarthermore, the bankruptcy
policies were applied in a poor mzer.In cases of mergers and acquisitions the
experience was often missingVith the dominance of FX basé&anks became
particularly vulnerable to FXmarketmovementsln addition, small and medium
sized banks offered higher interest rates for FX depdsitoutperform the

competitors.Thesewere coupled by the international financial crisis of 1987
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which limitedthe access to foreign credi&ll these weaknesses and vulnerabilities
led to a second major banking crisis in 198@risitz, 2008 G e vet dl, 2002. Few

banks were rehabilitated andfollowing a budget revision insured deposits of
bankrupt banks were paid out. According to estimations, in the period of9EoGE
cumulative government debt that was issued for bank rehabilitationegacound

32% of the GDP [Barisitz, 200&. 51]. This second wave of the banking crisis
brought a major shift in both theaendgovern
practice The banking market swiftly changed, as many small and mesizeal

bank «ited, the stategradually withdrew from the sector whileofeign strategic
investors entered the market by acquiring stakes in leading credit institutions that
have been rehabilitated in the former years. After this petiogl, supervision
strengthened ahbanks became more uteousin their banking activity, noting that

the creditor rights were still insufficient in the real se¢Barisitz, 2008.

Turning toFYRM, the privatisation in the banking sector was conducted within the
progranme of enterpriseprivatisation, butadditional special measures were not

taken. The Banks and Saving Banks Act came into force in 1993 and it determined

the capital requirement for the sector. It was quite widespread that banks continued

to finance lossnaking enterprisesvith low debt servicing capacity, which could

partly be explained by delequity swaps, where banks collected enterprise stocks.

To respond to these problems, in 1995 the policy makers took measures to
restructure and rehabilitate the banking sector. énpitevious year a rehabilitation

agency was established to collect bad loans from the enterprise sector and link it with

the rehabilitation of the banks. The cost of rehabilitation reached 42% of the GDP,

with 12% referring to the cleaning of bad loansnfrot he banks 6 bal anc
30% to the repayment of tH#rozedf or ei gn saving .[2&@evi | el
However, the stabilisation of the syste
restructured as well by new owners. These steps gradually pointed to the banking
syst emb6s i ncr e aalitorcgnfopateadpitalisabh iatios ad yhe drop

of bad loans][ Gevil et al, 2002

One of BHO s mo s t not abl e di fferentiatinr
structure.This means that likewise in case of the general economic developrhent

the banking system ithe Federation anth RS developed separately. The lag in the
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sectords rehabi | originated foomheavardndrthe sntleaustate u r i n -
structure. A further delay was caused by different prioritesshealing the banking
system was not inctled to the initial economic stabilityneasuresThe Federation
Banking Agency started its operation in 1997 and in the next year the legislation for
bank privatisation was passed. The Banking Agency for the RS was established in
1998 and the privatisatiostarted somewhat later, but with a quicker pace. The
privatisation or liquidation of the banks begantbg preparation obpening balance
The i shut

liabilities were transferred to éhMinistry of Finance, with the balance sheets cut by

sheet s. nsol vent banks wer e do

80%. The amount of thiéfrozerd foreign currency deposits reachembre than 8%

of the total assets. Capitalisation was low at the beginning, thus the capacity for the
ng activifyewas Hiweverioa0geailual [d&velopment
started from the 2000s in both entitids.is worth mentioning thatven the

|l endi

supervisory and regulatory system mirrors the scattered state structure, because
separate acies operate in both entities, beven a statéevel coordinating
authoritybecame necessariloreover, separate agenciesve beerestablished for

the banking, insurance and securities sett@his means thato coverthe complete
financial sectar nine agencies need tooperatewith eachother, whichcan be
considered uniquevenwithin SEE.

Among the countries othe region the large s t | ag I n t he bantk
developmentould be observedithin the group of FR Yugoslavidhis implies that

t he

t he

Al ost dec ade &the gemeral ecomomie referms) mkoforo n | y  f

compl ete financi alDurisgetitet 180930 & major ans i t

banking sector restructuring took place, only agartagal documents were passed.

*2Table 7 Thescatteredstructure of the regulatory and supervisory system in BH

Source

Agency

Goals, mission

Central Bank of Bosma and
Herzegovina

Coordinatingthe activities ofthe BH
Entity Banking Agencies

http://www.cbbhba/mdex phpTlang=
en

Banking Agency ofthe Federationof
Bosnia and Herzegovina

Bank licensing and supervision in the FEH

http://wow fba ba'en

Banking Agency of Republika Srpska

Bank licensing and supervision in B3

http://www.abrs ba/index _enghtm

Insurance Agency of Bosnia and
Herzegovina

Coordination between entity agencies

http://www.azobih.gov. ba/oms/index
phpMang=en

Insurance Supervisory Agency of
Federation of Bosnia and Herzegovina

Supervision of msurance companiesin the
FEH

http://wwrwnados.ba'eng/indexhtml

Bepublika Srpska Insurance
Supervisory Agency

Supervision of msurance companiesin BS

hittp://wwrw.azors.org

Secunties Commnussion ofthe
Federation of Bosnia and Herzegovina

Supervision andregulation ofthe capital
marketinthe FEH

http:iwww komvp. gov babihindex php?
optien=com_frontpagedltemid=1

Bepublic of Srpska Securities
Commmussion

Supervision ofthe security marketin B3

http:/iwwwsecrs balen
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Such document wathe Law on Banks and Other Fimaal Organisations, which

came into force in 1993 and applied a new regulatory framework for the system.
During the years of hyperinflation, the value of the dinar assets and liabilities were
wi ped out of the banksd b dé¢l®90s the mrikiaget s .
sector was in a catastrophic shape, as the ratio of bad loans amounted to around 90%
and the sector was saddled with negative capital. Despite these features, the central
bank required the largest banks to keep the credit lines apethd reviving real

sector [Barisitz, 2008].

Within the group ofFRY, fundamental reforms in Serbia started only in the 2000s
after thef a | | of the Milogevil regi me. 2001
system and plans were set for the restructuring strategy with the help of the IFIs.
Likewise in other SEE cases, the confidence in the banking system became very low,
due tothe painfule x per i ence of i f r the vanmoos pyaxid d e p o s
scheme scandals of the 1990ke level of public mistrust could be well measured

by the euro cash changeover in 2002, as the cash needed to be deposited for the
conversion process. EUR 4 billiomas paid in and converted, but following this
action threequarter of the amount was withdrawn again. In 2002, the authorities
issued state bonds in exchange for the repayment difribeero savings, and the
restructuring of the banking system was laudches a first set of the actions, a few
banks were closed or equity capital was written off. Later in 2002, the authorities
converted state claims to shares in many mediined banks, thus nationalising

them and prepared them for the privatisation orlutem. The consolidation and
privatisation of the largest banks wasrimal out casdy-case, thus requirg a

longer time period [Barisitz, 2008]but by 2010the processstill remained
incomplete® Nevertheless, by the end of the day the sector regimethbility and
startedts way onthe regulatransitional SEElevelopment path.

Montenegro also had to experience the boomlarstiof large pyramid schemes in
the late 199QsThis shock took the banking sector to the verge of meltdown and
ruined pultic confidencefurther [Barisitz, 2008] In case ofthe tiny Montenegrin

%3 The privatisation of the largest statened bank Komercijalna Banka has been planned for
years, but in mie2011 it was still not carried out. For a hint on the related public debate, see e.g.
http:.//www.ekonomskisavetdss.com/english/2011/01 /imanic-dangerousntentionsof-theregime/
(downloaded: 01/05/2011).
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market theb a n k i n g assessménbandtise start of the consolidation took place

in 2001.So compared to Serbia, the starting date was the same but the sequencing
was somewhadifferent. Two banks were liquidated, a few banks were nationalised

and prepared for privatisation or resolution. The largest bank was temporarily put
under the central bankdéds administration,
foreign investors in2003 [Barisitz, 2008]Public confidence was further enhanced

by the Deposit Protection Fund, which was established in 280 case of Serbia,

the Montenegrirbanking system was able tecover and gained its stabiligs a

result of the implemented easures. Parallel with thigpublic confidenceslowly

started to recoveBoth Serbia and Montenegro experienced reviving credit growth

and increasingeposit base from the mi2D00s.

In Kosovo, after the NATO bombingthe banking infrastructure was missg,
meaning both the physical presence and the framewhbik.means that the financial
sector and its supervisory and regulatory system had to be built from scratch.
Kosovods banking sector recoMNEIKaendthainder
guidanceof IFIs. Many microfinance institutions were established by the supor
international institutiongnd had an importamole in building the banking sectér
[Barisitz, 2008] whichwas less typical in other SEE countries. Likewise in case of
Serbia andVlontenegroK o s o v o 6 s b a rhadi arsgift develdpment frogm

the mid2000s although from a very tiny basad lowsophistcation Foreign banks
penetrated the market and local banks were established. The central bank became
responsible for all licesing, supervisory and regulatory functionghe gradual
developmenbf the banking systemepresents the growimgpnfidence in the system

in a typically castbased economyLikewise in case of other SEE countries
Kosovoods b abedametominasey kg foreigmowned bank$CBK, 2010].

* For instance, in mi®010 8 commercial banks (of which 6 were foretymned), 11 insurance
companies, 2 pension funds, 29 financial iBarkes and 17 microfinance institutions operated in
Kosovo [CBK, 2010, p. 25].
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3.3.1.The entry of foreign banksA winwin situation?

As discussed in the previous chapter, both the socialist Albania and SFRY provided a
challenging legacy for the countries of SEE. There was a lack of experighabev

modern capitalist &nking techniques and environmedbwever, hrough the parent

banks ubsi di ary channel | foreign banks COl
transition from a socialist model tomarket economyThis channel was supped

by the risk globalisation of the banking sector.

Generally, in transition economidereign banks were abte enhance the transfer of
various benefits and resources, including, k#mw, international accounting and
auditing standardsnanagerial skills, IT tdmology, risk management techniques,

loan monitoring methodsbusiness networkelevantmarket information product
innovation [Barisitz, 2008Friesi Taci, 2002 Karas et al, 2070 As for the latter,

during the developmemirocess the banking sectompérated to eveday life, while

the range of products and services widened. E.g. new investment products, mortgage
loans, credit cards, alternatives for consumer finadedicated products for small

and mediurrsized enterprises became more and more widas in the regiorVia

the product innovati on, banks Ateacho th
products, all leading tan increasinglegree of intermediatiolt. Furthermore for a

region thatwas poor in capital, the foreign funding played amportant role in the
expansion and development of the banking sector. Through their parent banks,
subsidiarieswere able to have market access to cheaper funding from more
developed financial marketand to acertain kind ofimplicit deposit insurance
[Barisitz, 2008 Karas et al, 2010 EBRD, 2004. Generally, as competition
intensified, interest spreads narrowed and efficiency increased in the [$@etiby
2002V uj I d é&mri i].TheBoBtddnline of thditerature onthe efficiency of

the transito n e ¢ o rbanking esgstémis that foreign banks are usually more
efficient than their domestipartners[Friesi Taci, 2004} whereas there is mixed

evidence on the comparison of the domestic private and public institeftions.

%> To read an overviewntheaccess to domestic finance, see e.g. EBRD (2004).
*% For a literature reviewn this topic, see e.g. Karas et al (2010).
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It is also importantthatin almostall transitional countriegthere was a lack of trust

and confidence in the local bankisgstemi which was particularly true for SEE

so the entry of foreign banks with good international reputation helped to increase
the amount of domestic dagsthat could be then channelled to proper investments
[Kereni Ofer, 2003. Keren and Ofer (2003) argue that foreign banks may improve
even the financial regulatory system, as it is their own interest to create a transparent
environment where insideretworks and corruption does not provide advantage for
local actors. They even describe a vicious circle, where foreign banks are not willing
to enter the new market untthe legal environment and supervision allows
unrealistic advantages for domestic bankhich finally leads ta potentiafinancial

crisis. On the other hand, the entry of foreign banks may support the improvement of

the regulatory and supervisory system, thus generating the vicious circle.

All in all, these facts dmot meanthat foreigh takeovergprovide the one and only
route for the establishment of a walhctioning banking sectomoreover it even
incorporates particular risks but neverthelesi definitely bolsters the development
process compared to a homwn systeniBarisitz, 200§. As a macroeconomic
resul t of thetrarsibtonk hegcemplt eméseconomi esé
payment system developedahile savings andesourcesvere mobilised across the
economy [Kereni Ofer, 2003].Despite the dominance dhesepostive effects,
political motivations or nationalistic creeds oftelockedthe entry of foreign banks

but even the privatisation procesghich was then ofteanforcedby a bankingrisis
[Bokros, 2001; Keren 1 Ofer, 2003. This caused great differences ihe
development of the country cases, even within S@wvever, in a matter of time,
finally most of the transition economies and all SEE countries started a rather similar

financial developmemathwith the dominance of a foreigmwned banking sector.

>’ There is a wide range afks that became particularly relevant during the global crisis period. Such
risks can be highlighted, as e.g. the case of a banking group pulling out from a specific country, the
import of home country shocks or the too strong pressure of competitlmating to take too high

risks by the banks. Many of the risks can be mitigated, but can never be completely avoided by the
regulatory and supervisory framework.

Stiglitz et al (1993), for instance, has three arguments in favour of restrictions on {hetiiomfrom

foreign banks; a certain kind of infant industry argument can be adapted for the domestic banking
sector, discrepancies can be observed between social and private returns in case of lending that leads
to different investment patterns, intetioaal banking groups have the advantage of not having so
strong pressure or control from the governments. Stiglitz describes seven market failures in the
financial sector and is in favour of governmental intervention, which however can generate corruption
and assumes fAwised governments.
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As Hryckiewicz and Kowalewski (2008) show in their empirical studycentral

Europeanc ount r i es, foreign banksd® engagemen
market and the degree of financial sophistication. While usually in developed
countries the banks pand rather in developed marketscentral Européhe case is

just the opposite. According to Williams
banks follow their clients abroad, as information on clients is among the most
important values of the bankslowever, according to B r-\Rlentinyi (2003) in

emerging markets this hypothesis does not apply. It is rather the need for monitoring

via physical presence. Hryckiewicz and Kowalewski (2008) find that in the
beginning of the transition prooded dst hevhi
at a | ater phase this motivation is repl
They also show that the poor creditor rights, the common law and the geographical
distanceareamong the main determinants of foreign bank entries. Titex lean be

very well seen in case of SEE as wElirthermore,tiis interesting that evidence can

also be found for religious links, as e.g. in Boshia and Herzegovina banks operate

also from Muslim countries.

Based on the literature and empirical evicksnfom the large European banking
group® p o i n tthegfivatisatioa process in SEE offered a unique opportunity
to gain new markets in a neighbouring region that is better known and
understandable for the European cultimemost of the economiggradually a more
stable and thus tempting legal and regulatory environrhast beenestablished.
Moreover,SEE countries are taking part in the EU accession process, which provides
the advantages of the EU common policies and the financial supportmbtirams.
Beside these factors, the most important is that foreign banks were able to start
building up a stable market position at an early stage of the catcpigd real
convergence process. This offers a higher growth pot¥heiaén on longerm aml

higher profitability indicators, e.g. interest margins, ROA, R@fBich are able to
compensate the higher risk factors thatging economies carryin addition, large
banking groups were also motivated to diversify their portfolios in a further

%8 Albertazzi and Gambacorta (2006) analyse thegyadical nature of banking profitability. Among
other conclusions, not surprisingly, they find that GDP affects both the net interest income through the
lending activity ad the loan loss provisions by the credit portfolio quality.
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Europea region [Clarke et al, 2001Haasi Lelyveld, 2003 Inotai et al; 200p
Finally, it must be mentioned that when analysing market entry and the increase of
capital fl ows, it is also important t o
conditions. The sttagic opening of EU banks to emerging Europe was underpinned
by the stable economic environment in the home countries, which included low
money market rates thus low funding cost§ and healthy financial conditions
without capital pressurdll thesereallted in the fact that SEE became one of the
most dynamic and profitable banking regions in Europe, with very favourable
outlook. As market competition intensifffdand the banking market became more
mature, profitability indicators slightly decreased aodverged to the EA average,

but this impact was well compensated by the effectdyriamically increasing

volumes

3.4.Conclusionsand comparative overview

The SEE countries started their transition process veitimpletelydifferent starting

points aml legacies but still rather faced similar tasks and challengeglbania
isolated itself from the rest of the world and impliedictassicab socialist system

with the lack of democratic traditiong contrast to SFRYAlbania remained the
poorest® and pobably the most backward country in EuropRegarding the
successor states of Yugoslavia, the countries had to face double fundamental changes
during the fist half of the 199QsFirst of all, Yugoslavia broke up to several new
countries, which was coupldyy devastanhg military actions in manyreas From an
economic perspective, new independent units had to be created and the scenes of
destruction had to be rebuilh addition, he countries wereccasionallydirectly or
indirectly affected by the embgos onSerbia and FYR Macedoni&econd of all,

parallel with these processes, Yugoslavia and the new states had to address the

challenges of thé c | a stmnsitioa pracess. Although SFRY represented a unique

* It is assumed, that the higher market concentration indicates bigger profits. However, empirical
studies contradict with this belief (see e.g. Havryleykzyk, 2006), as foreign banks mightaohe

lower interest ratem orderto increase markeshare, thus generating competiti@me can find mixed
evidence when comparing the profitability of domestic and foreigned bankgsee e.gM®r- R
Valentinyi, 2003.

% Seg for instancethe statisticgrom the EBRD or the IMF.
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case among the European socialist counwmiés its system of selimanagement and
various implemented marketonomic elementsa completelynew institutional
framework had to be established, whietorsstill did not have amle experience
with real capitalistmechanisms Even during the socialistime period, &rge
differences were present regarding the developraktite republics, but following
the dissolution of Yugoslavithis heterogeneity increased furthdue tothe new
countrie® applied policies andtheir internal and external shockBo add up, the
following three group of factors differentiatethe countries of SEE:

- the initial development level, institutional system and-sedtainability,

- the impacts of military conflist sanctions and embargos,

- the starting date, sequencing, dima and methods of the stabilising and

restructuring policies.

Regarding the stability attemp#sd restructuringalso certain similarities can be
pointed out which apply for most of the SEE countri€gsenerally, thestability
programs were not supped byloans fom the international community, but IFls
provided technical assistanceowever, it is worth mentioning that foreign aid
played a crucial role in the survival of Albania and BH during the first years of
transition and poswar revival. The sae applies for Kosovo, which nevertheless
remained aid dependent for a longer time period. A further similarity is that
significant amount ofdreign direct capital did not enter the countrieshat early
stage of transition Furthermore, vith the excepbn of Albania and FRY, the
successor statexf formerYugoslaviahad no foreign currency reservend had to
accumulate itluring the yearsf transition Last but not least,aither of the observed
countriescould achieve long lasting macroeconomic sitgbdnd had to implement
more than one stability paagge.In almost all casegshis was coupled with the fact
that a ertain kind of systemic collapseccurred Son each countryos

transition process has beenatlinear,long-termandgradual pocess.
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Chart3: Real GDP growthin SEE during the transition procg$s)
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Chart3 shows the real GDP growth rates thfe SEEstatesduring their transition
period. Itreflectsthe different timing ofthe most relevantestructuring and stability
measureswhich have set thepecific countries on their growtktrack As seen on
Chart 3 and its boxesall countries launched a major transitional and stability
program between 1992 and 199%e exceptiorwas FRY with its stopgo-policy,
where only temporary stability measuriesalso mirrored bythe inflation rates in
Table 5i were implemented until the fall of thdi | o g e v i thus the 1P90m e
coudle consi der ed daca@o dhiskisi valid for&érbiad partytfor
Montenegro. In Kosovo, the new path began under the UNMIK administration in the
sametime period.Albania was the first country to stabilise its econcemyg Croatia
was thenext. FYRM experienced théongest butmildest recession followed by
modest growthtrend. The most striking drop was recorded by the -atanck BH,
where stability measures took place only after signing the Dayton Peace Agreement
Thus the impressive growth rates in the upcoming yshosildbe judged froma
very low baseChart3 andits bubbles also reflect that the development was non
linear and occasional external or internal shocks caused temporaryirdtbpsreal
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GDP growth ratesvith the exception of BHIn case of Albania and Croatthese
drops were directly linked to the collapse of the financial systemFRY and
FYRM, the downturn was caused hyilitary conflicts or civil war. Asalsoseen in
Table®6, it was not until 2002 that all states in SEE returned to their growthstrack
Here the only exception was Kosgwehere this was valid only from 2004.

It is particularly interesting that completely different exchange rate policies have
been implemented in the region duringstistabilisation and transitional period.
Moreover,FR Yugoslavia and Croatia had to introduce new currencies more than
once as part of the stability measures. Furthermore, in Croatia @id multiple
currencies were in use during certain years of war, when different ethnic areas used
t he home c oaeB.Byrthe end 6f the ttansitianadl period, following shifts

or the complete restructuring of the FX regimes, a group of small, vulnerable
countries used the applied exchange rate psligie nominal anchors fdheir
economies. The tradaf in their cag was the positive contribution to price stability
versus the limited room left for monetary policy manoeuvres. Kosovo and
Montenegro unilaterally started to use the euro as sole legairtemd BH applied a
eurobased currency board regime. FYR Macedahiose a de facto peg against the
euro. Croatia belonged to an intermediate group with its tightly managed floating FX
policy. As for the third group, Albania and Serbia applied independent or managed
floating regimes against the edfoThese policies beene particularly crucial during

the global crisis in the light of widespread FX lending and the room for monetary
policy adjustments. The for mer had maj or

stability that had a significant spitiver effect on the macegonomic indicators.

Turning to thebanking sectqrthe institutional structure that the forrscialist
system has left behind was completely different in Albania ianthe successor
states of Yugoslavia. In the former case, the socialist monobanthevggound for
the restructuring. Regarding the latter, a-tweo and scattered banking system with
large number of small, local banks has been inherited. Howeagdiscussed in the
previous chapter the problems and tasks still remained similar; eiadist model

had to be transformed into a marked capitalist system. During the transition

®lplease see thespective e nt r a | banksd homepage.
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process, a range of courdspecific internal and external shocks affected the banking
sectords operation. Il n cert aihecolapsenoft ri es
large pyramid schemes caused shockwaves or meltdown in the financial sector. As
already discussed, the methodol ogy, pace
restructuring showed great variety. Still, by the end of the day, the instaltion
structure became similar. So despite the great differences in the starting points, one
can specify a regional templ ate for the
systemic collapse large European banking groups penetrated the local markets,
swit | y gained terrain at an initial phase,

fuelled rapid credit growth in a next stage.
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Chart 4 Decreasing sset share of banksith state ownership exceeding 50%)

and increasingsset share of bankdth foreign ownership exceeding 50%)
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share of foreigrowned bank assets amounted to 89.8%heftbtal banking sector
assetsCBK, 2010, p. 28].

Souce: EBRD Trasition reports (various yearstBRD statisticsrespective central

banksd6 homepage

Chart 4reflects the different starting datestoh e banki ng sector 6s
privatisation. The lines and boxes represent the milestones in @aghtry.
Generally, rehabilitation was conducted before the privatisation, but in some cases

the privatisation ould be considered as the cornerstooethe two processdsave
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beenrun in a parallelform. The slopes show thdifferent paces of these proesses.
The most important outcome is that in each and every ttesesset share of banks
with majority foreign ownershipconverges to the range over 75%. With the

exception of Montenegro and Serbiat i's even over 85%. I

lowermru mber can be explained by the | ag reg

restructuring, which resulted that despite the plans, one of the largesbvetete

banks has still not been privatis&gb the decreasing trend of statenership, and
parallelwith this the increase of foreignwnership proves welthatthe large foreign
banking groups penetratetet markets in SEE and achievddminant positioa
Furthermore, Chart Shows that the market concentration is high. With the exception
of Serbia, he asset share of the largest banks is around 75%, which means that a

limited number of large European banking gréapeminate the market in SEE.

Chart 5 Share of total assets of five largest banks
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The market streture is further elaborated by Charta®dshowshow the number of

banks stabilised in the regionThis chart demastrates well the different initial

®2For more informatiomntheo wner shi p structure, please see t
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market structure of Albania and the form¥urgoslav states. The former started its
transition process from a monobank system fzel graduallyncreased the number

of banks The latter inherited large number of local bgnwhile their numbers
decreasedas the result of bankruptcies, and the active mergers and acquisition
process. Neverthelgs$able 8reflectsthat the number of banks per capghows

significant differences.

Chart6: Total number of banks
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statistical bulletins
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Table8: Number of banks per capita (2007, multiplied by 1 million)

Albania 531
Bosnia and Heegovina 842
Croatia 795
FYR Macedonia 9.00
Kosovo 3.50
Montenegro 15.71
Serbia 4.67

Source: EBRD Transition reports (various years), SOK, own calculations

It can be concluded, thahrbughout the transition process, the bankingesyst

played aprimary role in the economic development in twense. During its
stabilisation and restructuring, it has put extra burden on the fiscal authorities, while

on the other hand, once it was able to fulfil its mak&nted primary roles, it was

able to suport the economic development in various fields. This includes, for
instance, the support of economic growth or the channel of monetary policy. Foreign
banks played a particular role within this financial development process. They
contributed to the systeins t ransi ti on through the tra
resources, and the enhancement of competition. They played a pivotal role in the
banking sector 6s p & bahthoriaontallp and verticallg viae r y d a 'y
financial deepening and produ innovation. Furthermore, they contributed in
restoring public confidence in a region wharsignificant part of the population has

lost their savings more thanoricl ue t o e. g. hyperinflation
collapse of pyramid schemes:oreg n banks al so under pi nn
stabilisation, as during the 1990s NPL ratios skyrocketed and capitalisation remained

low, while during the next decade these indicateschedacceptabldevels®® On

the other hand, one must also stress the relstémic risks that foreign banks

carry. For instance, foreign banks had a major role in the rapid credit growth in SEE,
which could be considered as a primary macroeconomic risk factor and became

particularly relevant during the global crisis. Neverthglébroughout the booming

®0On this topic, see the various additions of EBRI
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Acatwpiongpgeriod the entry of foreign ban

kind of win-win situation for both sides.

Following the transition period, a new phase began, which could be dubbed as the
Acatwipi mpe r goesdvihout daying that the starting date and end of these
periods are not cleawut, but certain dominating features can be grouped to each
phase. While during the transition period the macroeconomic stabilisation and the
establishment of the institutiahframeworkwa s t he pr i mar yupt as k,
periodo provided new challenges in many
the longterm stabilisation and the constant ftuming of the economy and its
institutional background. In SEE, followgnthe severe transitional and wane

recession, promoting stable and lelegn economic growth became a key factor. In
case of this r-egoongegfeéhe ficatblei Mgoptio
primarily EUT institutional standards, besides grdtueonverging to their GDP per

capita levels and participating in the EU accession process. These require in all time
periods a flexible and dynamic institutional backgrqumidich is able to respond to

the timely challenges and requirements. As seerhénniext chapter, during this
Acatwlpi npgeri odo the financi and oceasiandlly r pl

controversial rolein the economiesia for instanceaapid credit growth.
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4. Catching-up periodi A fragile development model

dominated by creditgrowth

The previous chapter provided an overvie
end of the transitional periador to put it the other way arouridthe years before

the global crisi€? In all SEE countries, the sector became dominated by fereig

owned banks as the asset share of banks with a majority foreign ownership expanded
over 75%. Parallel with their increasing market position, siateed banks held less

than 15% of the total assets. As a furttedevantfeature, by the second half ofeth

2000s, the number of banks stabilised in the region and the market concentration
became high. These also imply that the banking market became dominated by a

narrow group of large European banking groups.

The current chapter reviews the pusinsitionalor preglobal crisis period, though

some of the characteristics have already been discussed in the previous chapter, as
strict time limits cannot be drawn. From one aspect, the transition process has still

not ended, as for instance certain countrieshe transitional reforms are still on

their way to be implemented, privatisation cases have not been completed or the
banking sectordéds supervisory system has
institutional framework has already been established andbthen k i n g mar k e
structure has stabilised. However, as seen in the previous chapter, large differences
and lags could be outlined among the SEE country cases. All in all, a certain time
period can be determined before the global crisis with its own 8pecif

characteristics.

Within this chapter, the period between 2000 and 2007 is being reviewed. As for the
starting dat e, 2000 can be marked as a vy
Kosovo conflict ended. Thus the market economic development canabgsed in

all countries, though the transitional procdsss just started in the latter cases.

Indeed, representing a lag compared to the other countries of SEE, Serbia and

® partof this chapter will be published in an edited version:

Kazinczy, Eszter (2012): The catchimg of the banking sector in sowdlastern Europe. A fragile
development model dominated by credit growth. Society and Economy, Journal of the Corvinus

Uni versity of Budapest, B u d a p eublicgtion:Aikstasdn@star af i Ki ad
2013 (online version expected from December 2012)
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Montenegro started to restructure and privatise their banking sector onlyaarthe

2000s. This also means that certain countries were still at an initial phase of the
transition process. This is one reason w
special focus. This was the period when the banking sector flourished the most.
Regarding the end dat-ep ofertihoed or,e viite wiesd
booming years can be analysed, as from the next year the first waves of the global

crisis reached the region and opened a new era.

This time period d¢chmupepdubbdd. aTheéheefin
catchingup process with the EU countriesod st e
levels. In this chapter, catchiup or convergence refers to the GDP per capita on a

macro level and financial deepening regagdithe banking sector. Generally
speaking, during these years the macroeconomic stabilisation has already taken place
and the banking sectordés institutional
challenge here was achieving a lelegm stabilisation anéconomic growth, while

fine-tuning the institutional background for the support of this process. During this
Acatwlpi peri odo, the banking sector playe
fulfil one of its most important market economic tasks, dgmehannelled savings

to investors. But more was allocated, as via the foreign funding channel it distributed
significant amount of credits to the household and corporate segment, which
nonetheless led to major imbalances. Likewise in case of thetimaastime period,

here as well a simplified template could be outlined, where fo@igred banks

funded swift credit growth, which underpinned favourable GDP growth rates, but
nevertheless caused severe micro and macro level imbalances. This chager rev

the most important characteristics and macroeconomic outcomes of this simplified
template, and aims to reflect the similarities of the development pattern in the

reviewed time period.

During the analysis, general macroeconomic and banking sectoaréatsed. This

means that with the exception of a case study subchapter, county level sectoral

i ndicators are wused. They are collected
the | MF, t he EBRD, the BI'S and té&ém Europ
this case as well, it has to be emphasised that the data quality is uneven and

methodologies might differ within the region, so comparing the exact numbers
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should be done with caution. Nevertheless, the analysed tendencies and the general
conclusionf the chapter hold. Oreff or exponential effects are often disregarded

by usingthe average othe CAGR indicators and the total growth of the reviewed
period. Certain charts contain the aver ai
analyse he most flourishing periodlhe chapter includes various scatterplots. The

number of observations is too low for regression analyses, but still, the trends and the
connection between the variables can be well demonstrated. Also in order to increase

the nuniber of observations, the EA is included to the calculations. As an indication,

the respectiv&®’ is always added to the scatterplots.

For the sake of comparison and to demonstrate the catapipgocess, the region of

EU is usually included to the quaatiive analysis. Neverthelesshen reviewing the

banking sectothe EU is substituted with the ERwhich is supposed to illustrate a

more developed suiegion. The reason behind this is that the broad spectrum of
financial data are rather available fbetEA itself, while it is again the EA which

can be considered as the region where both SEEhaMMS are aiming to catebp

with. However the EU data are occasionally divided into two-segions; the more
Adevel opedd ar ea i s lerthe pangitisnal megiends tagged ash e E
the NMS®®

In order to underpin the most important statements, a brief case study has been added

to the current chapter. This overviews timain local subsidiaries of two large
European banking groupRaiffeisen Bahk International AGand UniCredit Group.
Therelevantdaa have been downl oaded from Banks
reports helped the interpretation of the respective figures. The data are reviewed from
2005, as this was the date when both of the @ngroups entered all of those SEE
countries where they are currently present. This means that in case of Raiffeisen, the
subsidiaries in Albania, Bosnia and Herzegovina, Croatia, Kosovo and Serbia, while
related to UniCredit the local banks of Bosnia &tetzegovina, Croatia and Serbia

can be overviewed.

® Euro are coversthose EU member countries, which have adopted the euro at the time to which the
statistics relate.

% The New Member Stesof the EU include BulgariaCzechRepublic Estonia Hungary Latvia,
Lithuania Poland, Romanie&lovak Republic, Slovenia
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4.1. Thelankingsect or 6 s devel opment

As discussed in the previous chapter, foreign banks played a pivotal role in the
transition process of the banking sector and the related financial deepening. During
this development process, typically Hlidadquartered banks penetrated the markets
and gained dominant positions. This important feature also implies that the banking
sector became a pillar of European economic integration. Despite its importance, it is
difficult to quantify the flows from the parent banks to their subsidiaries. There are

no appropriate databases for this purpose and the relevant data are occasionally
subject to confidentiality. A simplified proxy would be the sum of equity,
subordinated d& and hybrid capital gained by the subsidiaries. However, in their
quarterly reports the origihbwh et her 1 tds the subsidiaryd
received from the parent barikis usually not available. Chait and Chart8
demonstrate the BIS datan consolidated foreign claims. These time series can be
considered merely as oversimplified proxies for the total volume of funds received
by the subsidiaries from the parent banks. Nonetheless, these data are used here to
illustrate the increasing tiesna flows between the parent banks and their
subsidiaries in SEE within the reviewed time period.

Chart 7: Consolidated foreign claims ¢ Chart8: Consolidated foreign claims ¢
BIS reporting, Ebheadquartered banks BIS reporting, Ebheadquartered bank
(USD mil.) [l. (USD mil.)
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The degree of financialdepeni ng i s often measured by
of total assets or by the indicator of total assets in per cent of the GDP. When
reviewing the data for SEE, it can be concluded that the growth of the indicators
were high in all countries, which ftects the dynamic expansion of the sector.
However, the volume itself e.g. compared to the GDPcould still be considered

low. Chart9 shows the overall growth from the start of 200@neaning enebf-

period data from 1999 until the end of 2007, andhé growth during the last three
years of the reviewed period. The former indicators can be misleading due to the
particular consolidations related to the transition process. Furthermore, in case of
Kosovo the extremely high growth was the result of thé tfeat the banking sector

had to be built from scratch. This is why the data for the last three years of the
Acatwlpi rpperi odo represent t h e -oftanchlohset i on s
effects. These three years can be considered as the boomis@fytee period. It is

clear, that the growth was rapid in all countries, but could be considered extremely
high in case of Montenegro. In Serbile expansion was also very dynamic, which

could only partly be explained by the discussed transition lag.

When reviewing the average annual growth rates by the CAGR indicator (see Chart

10), it can be concluded that the growth of total assets was rather exponential,
underpinning that the expansion of the banking sector peaked in the last three years
of t khengig aper i odo. There were only two e
the base was extremely low, while in Croatia there was merely a slight difference
between the two periods. This could partly be explained by the already reviewed
earlier start of the dee | o p me n't process, and the regu
curb credit expansion in the country. Nevertheleswith the exemption of the
mentioned Croatia the CAGR of total assets in the last three years was over 20% in

all counties. Serbia and piaxlarly Montenegrow e | | exceeded even
average with extremely high CAGRs. All in all, both in terms of volume growth and

the CAGR, SEE exceeded the expansion of the euro area. The growth rates of the
region could be interpreted as the restfildlynamic financial deepening, which was

part of the catchingip process.
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Chart9: Total volume growth of total asse Chart 10. CAGR of the volume o
(%) total assets (%)
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As far & the indicator of total assets in per cent of GDP is concéroédn used for
demonstrating thelegree of financial intermediatidnit reflected a stable growth

pace in all SEE countries (see Chhl}. As illustrated by the chart belowhe case

of Montenegrocould be considered extraordinary with its exponential growitis

al so i mportant to highlight, that Serbia
data before the restructuring of the banking sector, while the GDP was affected by

the Kosovo related military conflictGenerally speaking, it can be concluded that

there has been a significant upward trend with similar growth paces in almost all
country cases. Neverthelesise level of the indicatsrhasremainedwell below the

EAO averge level,showing great room for the catchig process. The EA itself

has also recorded high growth ratesith the exception of the period of the dmm

bubbl e dthoudhuhe ditisor increased with a slower pace, compared to SEE.
Tosum upfollowi ng the banking s e c-tipgrocesstobkr ansi |
off with a rapid pace of financial deepening.
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Chart11l: Volume of total assets in per cent of GP#)
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Last but not least, still related to the amount of total assets in per cent of GDP, the
correlation with the GDP per capita should be illustrated. The connection between
these two indicators demonstrates the libktween financial deepening and
economic development. As reflected by CHettand Chart 1,3the growth of these

two indicators geshand in handThis means that as the GDP increases, so does the
banking sector develop. In the previous chapters theecdelbtierature has been
briefly discussed on the effect of financial deepening on economic growth. The
charts below do not reflect the direction of this link, but the connection is well
illustrated. Nevertheless, within the literature review it has also Heeussed that

the link between the two factors is rather bidirectional, meaning that financial
development bolsters economic growth, but the latter factor also enhances the

financial development itself.
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While Chart 12 illustrates the connection betw#®se two fundamental indicators

within SEE, Chart 13 includes the region of NMS and the EA. It should be
mentioned, that the EA reflects the weighted average of its member states, while
NMS and SEE has been calculated by taking the simple average cflékant

countries. Nevertheless, this does not cause significant distortion, but demonstrates
wel | the correlation between the two ind
countries or regions have a lower level of bank intermediation, while the mor
Afdevel opedo ones ar e ahead on t he fin
demonstrates that the transitional countries of SEE and NMS were well below the

EA levels, leaving ample room for the catching process. The chart highlights
againthe developmently of SEE compared to NMS.

Chart12: GDP per capita (in USD, 20a807, average) and total assets in per cent
of GDP (%, 20082007, average) in SEE
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Chart13: GDP per capita (in USD, 208007, average) and total assets in per cent
of GDP (%, 20082007, average) in SEE, NMS, EA
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Turning to the main components of the b
deposits and loans should be briefly analysed. Starting with the liability side, it is
important to emphasise that the increasing amount of deposits ancésgbeunder
management categories represent the gradually returning confidence in the banking
system. As discussed already, foremmned banks largely contributed to the process

of regaining public confidence. However, bearing in mind the former cristgein
regioni which usually have been coupled with hyperinflatioshepositors could still

be considered more cautious compared with the clients of other European regions.
Also as a consequence of these crises, the region has been characterised with a very
high level of euroisation (see Cha0 for the ratio of FX deposits, primarily
meaning euro deposits). This was also an outcome of the significant amount of
remittances which were typically not converted to the local currency. On top of
these, in countes with large tourisni particularly meaning Croatia the revenues

from the sector were usually kept in foreign currency. As a further factor, during the
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introduction of the euro in the EA, mimost all countrieshe conversion could only

be doneon bankaccounts Showing the increasing confidence, most of these sums
were |l eft in the banks, providing a sighn
side [Barisitz, 2008].

As expected, Chatt4 and Chartl5 show similar tendenciesith Chart 9 and Céut

10 whichillustrate the changes of total assets. The expansion of deposit volumes

well exceed the growth rates registered in the EA. Here it should be noted, that the
extremely high growth rates for Kosovo are due to the fact that its banking system

had to be built from scratch. Montenegro could also be considered as a special case
with its late and very swift expansion. Nevertheless, in all cases the growth could be

considered high, which isell reflected by the charts below.

Chart 14: Total volume growth of total Chart1l5 CAGR of the volume ofotal
deposits (%) deposits (%)
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As a further feature related to the liability side, SEltkewise other transitional
countriesi lacked the tradition of sophisticated instruments or securitisation, and the
long-term investment approach was still not typical. So it was rather the banks,
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which initiated product innovation and introduced new investment products. Banks
could reach bigger mgins on these products, while clients were able to diversify
their investment portfolios. Still, t he
certain kind of client education process via the advisory services. Tellers had to have

the appropriate inegive system for this activity. But as the significant lags have
been emphasised regarding the banking s
particularly relevant for the slow procedure of investment product innovation. So, as

for instance, in Croatia ala€ly a broad investment product range was available for

the clientele, in Montenegro almost no alternatives were available for term deposits.
However, the maturities for the deposits gradually increased in all countries. The
bottom line is, that duringtheevi ewed ti me peri od, client
held on current accounts or term deposits. This is the reason why only these
categoriesi namely the deposit$ are being analysed when speaking of the

clienteleds ass’et under management .

Turningtohe domi nant category of banksd asse
important feature in the regidisee Chart 16 and Chart 1 Both the total volume
growth and the average annual growth we|
Furthermore, these growthtes far exceeded such macroeconomic indicators as the
annual nominal GDP growth rate or the inflation. Regarding the specific country
cases, Kosovods growth rates for the <co
again in the light of the fact that itsridang system has been built from the ground.

The case of Montenegro should be highlighted in this case as well for its extreme
growth rates. Croatia could be pointed out for its modest growth rates compared to

the regional average, which was due to thééidase levels and the strict monetary

policy. On the one hanthe credit to GDP ratios could be considered very low in the
reviewed countries, in comparison with Aansition EU countries. Furthermore, its
expansion started from a very low base. Gndther hand, when reviewing the swift

pace of credit growth compared to e.g. the level of GDRvttjrar inflation, the

concerns ofjuality and overheatingould be raised.

Forrelatecs t at i sti cs, see the relevant centr al banks®d
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Chart 16: Total volume growth oftotal Chart17: CAGR of the volume ofotal
loans(%) loans(%)
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During thisii ¢ a t -wgperiod), credit growth has been dominated by private sector

credits, particularly household lending and mortgage loans. This also ,ntleains

a though the corporate sectords share use
transition, its share gradually decreas&@tie same applied for the public setor

[B a c ik\Vigalko, 2006]. Chart 18 illustrates the increasing share of household credits

on the loan market. The common feature in this case was the increasing tendency of

t he househol dso shar e, but t he exact V
Furthermore, these differences did not demonstrate the development level of the
financial systens. This also means that there was no convergence in this sense to the

EA levels. So it is not clear, that if the global crisis would not have interrupted these
tendencies, how these values would have changed on theulendt is worth

underlining herethat the growing share of household credits also implied increasing
consumption levels, all leading to certain macroeconomic vulnerabilities which will

be discussed later.

®Forrelatecst at i stics, see the respeas.i ve central bank
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Chart 18:Domestic credit to households sharg@ar cent of total loans (%)
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Credit growth in SEE was fuelled by both the demand and supply side of the loan
market The former was characterised by a consumption propensity exceeding the
savings propensity, a consumptismoothening attitude and a real converge process.

As for the supply side, under the pressure of increasing competition and slowly
converging interesnargins, the product and service range widened and new lending
products emerged. Banks competed with each other to attract new clients and to
expand their market share. However, the evaluation of creditworthiness was often
poor, as there was a lack ofiaddle credit history, credit registries, decent data on the
borrower so background or reliabl e fin;
methodology or infrastructure for the assessment procedure was underdeveloped, so
accounting and auditing standards oftemained poor. This was coupled with the
mentioned pressure of market competition, which did not point to the willingness of
appropriate client assessment. Noteworthy, that from a legrspective the legal
frameworki including creditor protection and thelated use of collateral became
particularly important in the light of widespread mortgage lending. Last but not least

i as discussed belowin many countries the FX denominated or indexed lending
could be considered as the primary risk factor in €£ast unfavourable FX

movements. These facts all added to the risk of increasing NPLs, especially in cases

110



of internal or external shocks, which emerged during the global crisis [ECB, 2008;
Sorsa et al, 2007; European Commission, 2009]

So duringnguapepdrciadcadad, bor r owespegallytelwin ded t
denominated or indexed loans. From the banks point of view, this did not generate
significant exposure to currency mismatches, given that FX assets were covered by

FX liabilities, primarily clannelled from the parent banks. So from one side, FX

loans could be considered as a natural hedge for banks. However, banks still became
exposed to currency mismatches in an indirect form, because the borrowers
themselves were typically exposed to FX riBkirthermore, given that FX lending

was widespread in the retail segment, it is generally believed that this feature
increasdt he banking sectords ri sk, because u
to unfavourable FX movements. So even though on aarlecel the large share of

FX loans might have been covered by FX deposits, on a micro leveluthency

mismatch was still relevaforsa et al, 2007; EBRD, 2006a].

As far as the borrowers are concerned, they were motivated to choose FX loans by
the lower interest rates and the expectatiohappreciating local currencies in which

they usually earned their incomes. Preferring FX loans could also be a reaction to the
unstable macroeconomic framework, including high inflation volatility [Sorsa et al,
2007; EBRD, 2006a]. Martin and Zauchinger (2009) provide a brief literature
overview on the main determinants of FX lending in SEE and CEE, thus giving a
hint on other factors. Analyses revealed further determinants from both the
borrower sd a nfdviewg auchk as dhe tfpade apdnness in case of the
corporate sector, the income per capita levels, the country size or the regulatory
policies. The underlying role of the banks could be reflected by the results of an
OeNB survey, which revealed that manytbé clients chose FX loans as this has
been advised by their banks. This means, that borrowers were often motivated by the
banks to take FX credit, without thinking over the consequences of potential
unfavourable FX movements. Last but not least, thesebeemmixed evidence for

the important factors of exchange rate volatility or remittances, which streedgthen

the leading role of the banking sector.
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The topic of FX lending is particularly interesting in the light of the applied
exchange rate policiesyhich have been discussed in the previous chapter. Kosovo
and Montenegro uses euro as a sole legal tendsni® andHerzegovinaapplies a
eurcbased currency board regime, FYR Macedonia has a de facto peg against the
euro, Croatia uses a tightly manadexhting FX policy, while Albania and Serbia
apply independent or managed floating regimes against the euro. This implies that in
cases of eurbased or indexed credits, FX risk is particularly relevant in Serbia and
Albania, while in Croatia the volatilitis somewhat more modest. As foodhia and
Herzegovina the currency board leads to stability in this respect, while in FYR
Macedonia the volatility is negligible. Chatt9 and Table9 demonstrate the
volatility of exchange rates in the reviewed peritidis clear, that it was Serbia
which recorded major FX movements even before the global crisis. However, in all
countries in cases of major economic shocks, there is a particular risk of FX

adjustments, which might indicate even a shift of the appliekagge rate policies.

Chart19: FX volatility (percentage change, based on Table 9: Standard

daily data, 01.01.2005 = 100%) deviation of the loca
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Chart20 provides an overview of the ratio of the FX denominated and indexed loans
compared to the total volumes. It is clear, timaMontenegro and Kosovb due to

the euroisationi the amount of FX lending amdeposits were almost negligible. In

all other cases, the percentage of FX loans and deposits were high. It has already
been discussed, that on the deposit side the economic history explains this
characteristic, while on the loan side there were both demrahdupply reasons for

the phenomenon. The chart also shows that there was a strong correlation between
the two variablesThis proveghat the FX risk in SEE could be considered smaller in
comparison to the CEE countrieghere theratio of FX deposits vas much lower

[B a ¢ k\Walko, 2006] Nonetheless, the individual and systemic FX risk was still
relevant also in the region of SEE, @suallythe savings of the borrowers did not
cover the amount of loan3his was true both on the micro and the macrellev

Furthermore, the great maturity mismatch added to the risks.

Chart 20: Volume of FX denominated and indexed loans as a percentage of total
loans (%, 2007) and volume of FX denominated and indexetkpositsas a
percentage of totaleposits (%, 2007)
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It is worth underlying, that there was no strong connection between the applied

exchange rate regimes and the ratio of FX loans. Chart 21 shows that the correlation
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between the ratio of FX loans and thitarslard deviatio of the local currencies

against the eurwas very weak. However, the chart also shows that FX lending was
rather typical in those countries where the local currency was more volatile. For
instance, Serbia recorded the highest FX credit ratio, whiledat@a® Dinar was the
regionds most vol atile currency. From t
explanation would be the expectation of appreciating domestic currencies, while on

the deposit side the amount of FX savings could provide a hedge guatestial
depreciation. Nevertheless, this is just a potential theoretical explanation, which does

not cover the reality. FX lending rather strengthened the risk factors.

Chart 21:Volume of FX denominated and indexed loans as a percentage of total
loans (%, 2007) and tendard deviation of the local currencies against the euro
(20052007,based on daily data)
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Some of the former charts showed that a very strong volume growth bBas be
recorded regarding both deposits and credits. The important question in this respect
is, whether the amount of deposits was able to cover the volume of the credit
portfolio. In Chart 22 the loato-deposit ratios show a significant upward trend in all
SEE cases. The initial extreme values for Kosovo are due to the low base, while in

case of Serbia and Bosnia and Herzegovina the ratios increased after the
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consolidation. Chart 22 also shows that by the end of the reviewed period, the loan
to-deposit ratiosin SEE where still below the EA average, but they gradually
converged to the latter. However, despite the upward trend, by the end of the
Acatwlpi mper i odoadeposh mtiod with the exception of Croatia and
Montenegroi st i | | d i @0%.0This prevescthat génerally speaking the
deposit growth was able to cover the rapid pace of credit expansion, implying a
milder systemic risk factorB a ¢ K ®&Valko (2006) compared the regional
characteristics of SEE and CEE, and came to the concltsdrdue to the brisk
deposit growth in case of SEE, the growth of the loan portfolio required less foreign
funding as in case of CEE.

Chart22: Loanto-deposit ratio (%, 2007)
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Turning to the banking sectords prudent.
foll owing t he transitional peri otie t he
profitability reached fair rates and the NPL ratios decreased to decent levels in the
region [European Commission, 2009]. These imply that during the reviewed period
the sector gradually stabilised and beca

These developments evolved parallel with the process of financial deepening.
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Startingwith profitability, it can be stated th#ite relevant KPIseached the positive

zonef ol l owing the banking sectorés restruc
Nonetteless, the indicators gradually converged to a common zone, meaning that
from 2005 the ROA, for instance, increased over 0.5% in all cases (for an overview,

see Chart 23¥-ollowing the large costs of transition, the market environment missed

large shocksand the expanding credit portfolio combined with high interest margins
resulted in reasonable incomes. However,
not able to exceed t halkoveob]ageomE &ie | ev el
countries were noable to perform higher profitability than the EA (see Chart 23).
Furthermore, the degree of profitability showed great differences within the region.

All these facts wergartly due to the development lagcompared to CEE, but also
compared to each othevithin the regioni which has been stressed during the
discussion of the transition period. This lag indicated lower efficiency causing higher
operating costs. Generally speaking, these costs eroded the higher levels of interest

incomes, which were typicai the regiorB a ¢ k\i&alko, 2006].

Chart 23: ROA (%, 2002007, average) and ROE (%, 268307, average)
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Chart 24 and Chart 25 show the interest ratesiéposits and loans, while Chart 26
and Chart 27 covers the real interest rates respectively. These charts serve one

purpose, namely to demonstrate the trend of these interest rates. It is clear, that in all

% For relevant time serieplease see the Financial Stability Reports of the respective central banks.
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cases the rates converged and decreased gathe zones. Unfortunately, the exact
numbers cannot be compared, as the maturities and occasionally even the respective
currencies differ. So any further conclusion regarding the exact numbers would lead
to false conclusions. Furthermore, in certain caestnegative real deposit interest
rates are illustrated. In case of e.g. Croatia, these refer merely to the kuna deposits,
but not for the FX indexed or FX interest rates, which were more widespread and
offered fair interests. So while bearing in mindth#se weaknesses of the charts, the

decreasing tendencies and the convergence to a common zone should be highlighted.

Also due to the chartmentioned weaknesses) appropriate spread indicator cannot

be calculated from the data. Nevertheless, two itapbiconclusions can be drawn;
namely there has been a clear decreasing tendency of the interest spreads during the
analysed period, and secondly, this spread has remained well over the EA levels. The
downward trend of the interests and the spread itselfdcbe attributed to the
stabilising environment and the fierce competition. The second conclusion is well
illustrated by Chart 28. Although this chart shows the NIM instead of the spread, the
former can be drawn from the latter. The chart reflects tn@esgion between the

NIM and the degree of financial intermediation, which is represented by the total
assets per GDP ratio. The data on NIM are not available for Kosovo for this period,
but based on the high level of spread, Kosovo would undoubtedin fio ithe
negative correlation illustrated by the chart. So it can be stated, that the more
developed the financiaystem is, the lowas the NIM. Noteworthythat due to the
strong correlation between the GDP per capita and the total assets per GRIBpthis
means that there is a tendency for countries with higher GDP per capita to have

lower NIMs and the other way around.
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Chart 24 Deposit interest rate (1 yean, i Chart25: Real deposit interest rate (1

per cent per annum, eiyear) year, h per cent per annum, edar)
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Chart 26: Lendig interest
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Chart 28: Net interest margimdt irterest revenue to total asse¥s, 20052007,

averaggandtotal assets in per cent of GDP (%, 207, averag)
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statistics, EBRD 2006a, own calculations

Turning to thequality of the balance sheets of the banking sector, cedatares of

the capitalisation, provisioning and NPLs are demonstrated. Starting tkgth
capitalisation,it reached stable levels in all countries and was well over the Basel
benchmarks, exceeding also the CEE data. It goes without saying that the capital
adequacy ratios fluctuated, but in two caségontenegro and FYR Macedoriait

even decreased due to the rapid credit growth. Although the exact numbers should be
judged with special caution, as methodologies differ across countries, the mentioned
conclsi ons still stand [ Eur o Wwaks,200§.Cmami s si o
29 proves, that the banks have built significant capital buffers, while the

capitalisation itself could be considered higher compared to the EA.

In most casesthe development lagf the region initially caused weaker asset
quality, which directly ld to higher provisioning needs, occasionalBteriorating

the sector 6s pWakd, 2a0&.Accolding ty SofseBed a2Q0™) the

fact that FX credits were often providéd unhedged borrowers was usually still
poorly reflected bt he banksd provisioning policy.
29 demonstrates the great differences regarding the provisions in per cent of NPLs

within SEE, and reflecting that in many countrike ratios were significantly lower
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compared to the EA. These impthat in case o& crisis, provisioning wouldead to
significant burden on banksdé profits.

Chart 29: Bank provisions in per cent of NPLs (%, 28087, average) andahk

regulatorycepital in per cent ofisk-weightedassetg%, 20052007, average)
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The problem othe development lag was particularlyé for the casef NPL ratios
Neverthelessit clearly continued to decrease in the region, but showed great
differences among the reviewed countries. The development was due to the
increasing assets, and somewhat improving credit assessment policiag kead
better asset qualities. By the end of the reviewed period, FYR Macedonia recorded
the highest NPL ratios, but with a continuously decreasing trend. Occasional
increasesi e.g. in case of Serbia were particularly caused by tightening the
relevant t assi fication rul es or the cleaning
Commi ssi on, i \Wako, 2006]. Baiacftr e NMS are not provided here,
but accor diiWalko (2006), Boane ¢o@tries exceeded the CEE average,
while others were able teeach even lower levels. Ch&® reflects the decreasing
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tendency of NPLs and the convergence to the zone below 5% in the region.
However, the comparison of the exact numbers must be done with particular caution
due to the great methodological differesicEBurthermore, it is well known that NPL
ratios can be considered as lagging indicators, as they tend to be biased downward
during credit booms, but increase only with a certain lag as general economic
condi ti ons déWalko,i2aD6].aAll irall, peBvaen RO®O and 2007, the
burden of NPL ratios represented a decreasing burden for the banking sector in the
region of SEE.

Chart30: NPL ratios (share of total ngrerforming loans of banks in total loans, %)
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From the aspect of systemic risks, mentioning the relevant activity of the supervisory
and regulatory authoriteecannot be omitted. In order to mitigate the pacetand
manipulate thecomposition of the credit expansion, the institutions employed
various reglatory and prudential measures. These included the implementation of

higherreserve requirements oertainadministrative measures as introducargdit
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ceilingsfor instancé’ [European Commission, 200d.lh e centr al banksd
policies could be employed only in a limited number of countries, where the
exchange rate policy was lessnstrainedB a c k \@alko, 2006]. This also means

that the authorities were often not able to use traditional monetary policy
instruments. The case of Croatia should be mentioned for its broad spectrum of
measures. During the observed period the Croatian National Bank fagajhst the

overall and the FX credit growth in a very active fdfmAlthough the measures

seemed to have only temporary effects, the credit expansion in Croatia could be

considered somewhat modest compared to other SEE countries.

It is worth emphasisip that it is difficult to judge and quantify the effect tbe
implemented monetamneasures, for two main reasons. Firstly, the measures rather
had temporary results, as it was a matter of time for the banking sector to find the
loopholes, limiting the féect. Second of all, crogsorder borrowing or direct flows
from abroad to the nebankingi particularly corporaté sector strengthened as a
result of the restrictions, thus adding to the overall macroeconomic risk factors
[European Commission, 2009[hese generate a shift in financing to other segments
of the economy, which also transmits the related risks. All irthedl pace of credit
growth reflects that in most countries the regulatory authorities did not act to mitigate
the tendencyor their meaures were able to curb tbeerall orFX loangrowth only

temporarily.

4.2.Macroeconomic relations

Turning to the broader macroeconomic environment of the banking sector, following
the transitional recession and pusr recoveries, SEE started itsragual
convergence to the EU region, as its real GDP growth rates outperformed the EU
average, but the gap between the regions still remained large (se@XChuadt Chart

32). Related to this catchiagp process, a range of literature analyses the drofers

OFor detailed informatioonthei mpl ement ed measures, see the respe
" Fora good overview on the implemented measus duri nguphpeficatdtohi sge EC
(2008).
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economic growth in SEE, some focusing also on the effect of financial development.
As shown by Vamvakidis (2008) or Borys et al (2008), the main driver of the real
convergence was the growth of total factor productivity. Capital deepening also had a
significant impact, while labour merely had a marginal effect on economic growth.
Furthermore, Borys et al (2008) show that the development level of the institutional
system, including financial intermediation, had an indirect but notable growth
enhancing irpact. They reveal that in case of countries that have a more developed

financial sector, there is a stronger link between growth and credit.

EBRDG6s (2006a) analysis also concludes
significantly increase economic grdwiand enhance the catching process, but

they reveal that this is particularly relevant in less advanced transition states. They
focus primarily on the channel of reaching external finance by the corporate sector.
The work shows that bank loans bolsterrf ms 6 per f or mance, espe
older and larger corporations, which are able to use these resources more efficiently.
However, the report reflects that bank loans generally play only a limited role in
enterprise financing in the transition regidorrowing from abroad or cros®rder

loans can ease the financial constraints only for a narrow group of large firms. Haiss
and Kichler (2009) also find a positive link between finaincemore specifically

credit growth and leasing activity and econornie growth. Nevertheless, this link
seems to be stronger in case of CEE, compared to SEE, because the first years of
their reviewed time period were still affected by shocks in the latter region. This

again reflects the development lag between the twomegio
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Chart31: Real GDP growth rasg%, 20062007)

Source: EBRD statistics, Eurostat

Chart31 demonstrates that SEE6s real GDP g
average, though starting from a much lower base as reflected by32hBriring the
reviewed time period, both external and internal conditions have usually been
favourable for SEE countries. High international commodity prices underpinned the
export of raw materialsand base products, Wi countries like Croatia or
Montenegro could also pand on the back of real estate boom and tourism. Ghart
shows, that there were only two cases when the GDP growth reached the negative
zone. One was FYRM in the year of civil war, which was then followed by solid
growth rates, though below the SEE ageraThe other one was the unique case of
Kosovo, which started the 2000s with very high growth rate as a consequence of the
rebuilding process and aid inflows. However, in the upcoming years Kosovo was still
not able to create its sedfistaining economyna remained aid dependent with an

artificial economic structure [EBRD, Transition report, various years].

Based on the indicator of GDP per caffitompared to the EU average, Cha@t
reflects a certain kind of catchingp of the SEE countriewith the BJ region. It

demonstrates, that Croatia could be concerned as the most developed country in this

2 There are notablenethodological differences for calculating GDP per capita (see, for instance,
Borys et al2008 . I n this chapter, the | MF6s and the EBRL
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