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Relationship between the depth of the financialesysand economic growth, investment, poverty
and other indicators of the level of developmena abountry has been a long established fact in
the economic theotyOnly in the last ten years, however, did the themd empirical analysis
clearly define thecausal relationship between financial development and enda growth. Just
as the development of a financial system is a figgmt determinant of an overall level of
development of a country, so is the successfulnfir reform a significant determinant of
success of a transition process. Bearing in miatfthancial liberalisation is only one of the core
elements of the financial reform, this paper wiamine the recent developments regarding
financial liberalisation of the Balkan transitioauntries, as a part of the international integratio
processes. Quantitative analysis of the finandralisation process, in the form of financial
liberalisation indices, shall also be performed.

The global financial crisis has had as yet immesserimpact on the Western economies, the
most developed of which were used as a prototypéhf® economies of the emerging Balkan
economies. This paper will examine the effects taf turrent global crisis on the on-going
financial liberalisation processes in the Balkanrtdes. In the paper we will also attempt to give
a preliminary overview of the connection betweea thrrently achieved financial liberalisation
level (as defined by the financial liberalisatiolices) to the spread of the global financial srisi
in the Balkan transition countries.

1. International Regulatory Framework for Trade in Financial Services

The boost in services’ activities on internatioleadel, which started in early 1990es, demanded
regulation of international trade in services tlglounultilateral disciplines similar to GATT
(General Agreement on Tariffs and Trade). The Garfggreement on Trade in Services (GATS)
was negotiated during the Uruguay Round (1986-1984))is one of the major achievements of
those negotiations. The reason is that the GATiBddirst and only set of multilateral legally-
enforceable rules that govern international tradesérvices. Similar to the GATT, GATS
encompasses the following three elements: genetes rand disciplines, Annexes to regulate
sector specificities and the Schedule of Specificn@itments that show specific obligations a
particular Member has undertaken in the particatawices’ sector in order to facilitate market
access therein. Unlike GATT, GATS has a specifietto element - a list of exemptions from the
Most Favoured Nation treatment (MFN exemptions)isTiist shows the sectors in which the
Member istemporarily not going to apply the Most-Favoured Nation (MFNinpiple of non-
discrimination (those are temporary withdrawalshef MFN principles).

As in the case of trade in goods, measures resgittade in services actually decrease the real
GDP level. Due to the specificities of the modessopply of the services, liberalisation of
particular services sectors demands liberal antsprarent domestic regulatory framework that

! See [Francois and Schuknecht, 1999], or [Fink, tddatand Rathindran, 2001]. Overview of the
empirical results is provided in [Claessens, 2005].



enables higher mobility of production factors, ssgvwproviders and consumers. Thus, compared
to the goods sector, in the case of services thpesof impact of international trade rules on
domestic regulation is higher by far.

Goods and services fundamentally differ in morentbae way. As opposed to goods, many
services are not tangible, visible, or continuond their production and consumption processes
more often than not run simultaneously. It is #épect of services that crucially determines the
mode of trade in services and the reason thatniatienal trade in services often cannot occur
without allowing for mobility of production factors capital and labour. It is the former of these
that will be discussed further in this paper.

The generally accepted definition of trade in sasj as provided in Article 1, Paragraph 2 of the
GATS, recognises this specific aspect of services @efines trade in services by way of four
services supply modes

- Mode 1. Cross-border Supply - where services are delivered across the countryebo
the service provider is resident abroad while thiesamer remains in the home country
(for example, when financial credit is extendedrfra bank located abroad);

- Mode 2: Consumption Abroad - this is where the consumer travels into the tguim
which the services are delivered by the foreignises supplier;

- Mode 3. Commercial Presence - where a service supplier of one country suppéies
service in another country by establishing, throdgteign investment, a commercial
presence in that country (e.g., commercial presehtmeign banks);

- Mode 4: Presence of Natural Persons - this applies to the temporary movement of
individuals (which are natural, not legal persosssathe case in the previous mode) and
arises where a service is delivered in a foreigmketa these individuals may be
independent service providers, or employed withraise-supply company.

The level of the foreign trade in services libesation is weighed against the restrictions of
Market Access (MA) or National Treatment (NT) for each of the four service supply modes and
for every service sector. Concrete liberalisatiommitments of a WTO member country, defined
against this framework, are entered into that agisitSchedule of Specific Commitments
(hereinafter: the Schedule) related to GATS. Théiberalisation commitments are not
guantitative in their nature and instead take fofmon-tariff measures (NTMs).

Recognising particular nature of the financial ggs' sector, both as basic input for all other
sectors and its importance for financial viabiladgd stability of economy, specific rules were
developed within the GATS framework to regulateAis. a result this set of rules under GATS
became “to date, WTO GATS which sets rules forrittonal trade in financial services and
thus affects the financial sector and its stabilégnains the only multilaterally agreed, binding,
and legally enforceable framework related to tharicial sector’. That is why we have used this
data to measure financial sector liberalisation¥arO member countries.

GATS rules that apply specifically to financial gees are found in several documents, and here
we shall give a brief description of those asp#us are relevant for our analysis:

- GATS Atrticles XI, XII and footnote 8 to Article XVI

2 According to [Adlung and Roy, 2005], the estimatéshe Statistical Division of the WTO Secretariat
are that mode 3 (commercial presence) has moresfgnshare of total service trade value, while mbde

(cross-border supply) and mode 2 (consumption araacount for around 30% and 15% of the total
value of service trade, respectively..

? [Kireyev, 2002] p. 3.



Article Xl provides that 1jpayments and current transactions shall be allowed in relation
to service sectors and modes of supply where thetophas undertaken commitments in
its Schedule, and 2) that the country will not ig@aoestrictions ogapital transactions
that may be inconsistent with the country’s speabmmitment’

Article XII provides that country may temporarily maintain niesbns on payments and
transfers related to its specific commitments i ¢lvent of serious balance-of-payments
(BOP) and external financial difficulties, or thte¢hereof. These are to be applied only
under certain conditions and in accordance withife Articles of Agreement.

- Annexon Financial Services (the Annex) further defines scope of applicatioGATS in
financial services sector. The Annex defines wigokiernmental services and measures
shall not be subject to GATS rules. It provides BATS rules do not apply to: (a) the
activities of the Central Bank (CB) or other momgtauthority in relation to monetary or
foreign exchange policy not subject to GATS, andtlie activities of any public entity
performed for the account, with the guarantee dngudinancial resources of the
Government, unless it allows that those activities provided by a financial service
supplier(s) in competition with such public entitie

The Annex also provides that prudential measuresotifall under the GATS disciplines
(“prudential carve-out®™ However, these measures may not be used as asnfman
avoiding commitments undertaken under GATS. Funtleee, the Annex offers
definition and classification of financial services

- Second and Fifth Protocol are results of the subsequent rounds of negaimtio
financial services and provide for inclusion of némancial services as well as a higher
level of commitments of member countries.

- Understanding on Commitments in Financial Services (hereinafter: the Understanding)
provides further levels of commitments in the ficah services sector. Although its
application is not mandatory, most newly accedednbers were hardly pressed and
accepted ft as did most of the Central and Eastern Europ€&) countries that were
members at the time. The Understanding offers a widay of provisions that present
significant liberalisation commitments on behalftbé signatories thereof. It is divided
into four sections: A, B, C and D. Part A of thedgmstanding provides that countries
shall not undertake any new measures that are artgnto the provisions contained
therein. Parts B and C specify MA and NT commitreer@spectively, while part D
supplies the definitions.

In part B the Understanding relates to MA commitisesnd states that the monopoly
rights must be listed in the schedule and alsoigesvthat the countries shall endeavour
to eliminate them or further reduce their scopeisTgrovision also applies to other
governmental services (not including monetary aifiylo Part B further provides that
modes 1 and 2 shall be allowed for the provisioinsfirance of goods in international
transit, insurance of goods, the vehicle that frarts the goods and the liabilities arising
there from, in commercial aviation and maritimepgiing, and reinsurance, retrocession
and the services auxiliary to insurance. Most SEQ#htries have committed only to this
part of the Understanding.

* Exceptions are to be allowed only under the aespi¢ the IMF.

® This provision is quite vague in many aspectstadl e discussed in more length below. However, it
provides appropriate procedures for recognitioprafiential measures of member courtiers.

® Due to the wide scope of the Understanding itsisali that countries apply it partially, this factiry
entered in their Schedule.



It also provides that mode 1 shall be allowed fosvjsion and transfer of financial

information, financial data processing etc., ad wsladvisory, intermediation and other
auxiliary financial services, while mode 2 shall &dowed for all banking and other

financial services (that includes all financiahdees except for insurance).

With regard to mode 3, the Understanding provittes the country shall allow financial
services providers of another member to estakiésbdmmercial presence and to expand
within its territory including purchase of the eig enterprises. Established commercial
presence of another member shall be allowed toigeavew financial servicésas well

as transfer and processing of financial informatiand transfer (importation) of
equipment necessary for business operations ofandial services supplier. This
provision stipulates an extremely high level ofelilisation and no CEE country has
undertaken such commitment.

Part C of the Understanding relates to NT commitnemd provides that established
commercial presence of another member shall hagesacon NT basis to publicly-

operated payment and clearing systems, officialdifum and refinancing facilities

available (not including the lender of last redadilities), as well as to membership of
any professional bodies, associations etc..

The regulatory framework outlined above is by ng warfect, but several issues are of particular
importance for further analysis of the commitmaimsgertaken towards liberalisation of financial
services sector. These are: (i) Distinction betwewrdes of supply, (ii) Scope of prudential
measures, (iii) Capital mobility issues, and (iwtdnomous liberalisation.

(i)

(ii)

Distinction between modes of supply. One of main issues regarding definitions and
disciplines defined in GATS is the unclear distioatbetween modes 1 and 2. This issue
was identified and analysed in the WTO forums dsd & the document [WTO, 2001]
which examines different specificities of the fical services sector. The distinction
between the two modes of supply is particularlyleacin the case of financial services
sector. While the mode 1 occurs when the consusrarthe domestic territory and mode
2 when he goes abroad (in both cases the sernvie@dpr is abroad) now it is often the
case that physical presence of the service consismerlonger necessary for the service
provision, due to the modern telecommunication teédgy available. It is often hard to
tell how was the particular service provided, g which mode?

The issue of distinction between the modes of supmy also be found with regard to
modes 1 and 3. One study [Kono and Schuknecht,] 88 that in financial services

sector most important modes of supply are modesdl 3 and in some cases the
distinction between the two is quite vague. Fomeple, a foreign bank credit that was
aranged over the phone presents mode 1 of supplife the same credit arranged
through domestic brantr subsidiary of a foreign bank shal be deemeden®od

Scope of prudential measures. By virtue of the Annex on Financial Services pruihn

measures are allowed (so-called “prudential cam®&-cand are not subject to GATS
disciplines, provided they shall not be used asearms of avoiding commitments under
GATS and the country’s Schedule. The WTO legal duents do not provide a precise
definition and explanation of what prudential measu comprise of. From the

" Part D defines new financial service as a serata financial nature, related to existing and new
products or the manner of their delivery that i$ supplied on the member’s territory but is supplie
the territory of another Member.

8 Branches in this paper, same as in the WTO digfits are dependent legal entities of a parent eoyp
situated abroad.



information available it could be surmised thatytirclude not only measures to ensure
stability and integrity of the financial system,thalso measures to protect investors,
depositors, et&. No further explanation is offered, which is fisiace this should not be
subject of the WTE& but other international fora, such as Bank foreinational
Settlements (BIS), IMF or International Organisati@f Securities Commissions
(I0SCO). However, while prudential measures are switeduled in the countries’
Schedule still the extent of their restrictivenessy significanlty undermine the level of
commitment (i.e. libersalisation) of individual mbkers. This imposes significant
reservations regarding the quality of informatieal@able in the Schedule, with regard to
financial services.

(i) Capital mobility issues. With regard to financial services sector, capitalbility issues,
namely capital and current transactions are ofiquéar importance. It goes without
saying that without opening the current account enbds generally not feasible. That
may be the reason many CEE countries keep this mbdeipply closed. Regarding
capital transactions these generally have an immaetl modes of supply. This has been
discussed in more detail in [Kireyev, 2002], wha ldavelopped a table for measurement
of the strength of influence of capital transactiaon praticular types of services in
financial services sector, and for all 4 modes wdpdy'". This table show that capital
transactions are general of minor influence fotwglles of insurance services for modes 1
and 2 (except for mode 1 in life insurance serviwbgre it is of strong significance).
Regarding banking and securities trading the cafiitars have majror significance for
alll types of services for modes 1 and 2 (except fioancial leasing in mode 1).
Commercial presence, that is, mode 3, in most caees not have such strong
significancé®. Thus in most cases liberalisation of financialviees is not feasible
without liberalising the capital and current accoudonsequently, the existing capital
mobility limitations should be directly or indirdgtlisted in the country’s Schedule in as
far as they impact the financial sector commitments

(iv) Autonomous liberalisation. The term “autonomous liberalisation” refers toelidlising
measures undertaken unilaterally by member cognaimve the level of liberalisation
they committed to in their Schedules. In case wéricial services, these liberalisation
steps were carried out either as part of the cm#tongoing economic reform or in
response to international requirements imposed dgyonal agreements such as EU
accession, OECD membership requirements or stalgeforms under World Bank/IMF
programmes. For example, a recent study [Barth, chat, Nolle and
Sawangngoenyuang, 2006] finds that in banking 33¥nbees allowed entry through
acquisitions, 44 through subsidiaries, and 36 thinobranching, although they have not
made a commitment on that at the WTO.

The issue is how to encourage member countries imd khis higher level of

liberalisation. Within the GATS framework, each nimnmay seek concessions from its
trading partners, in response for binding the higleeel of liberalization. In theory,

exactly that is the role of the successive rourfdsagle negotiations as provided under
GATS Atrticle XIX. The Fifth Protocol, adopted on amber 14, 1997 and entered into
force on March 1, 1999, captures the results ofdbesuccessful round of negotiations
that resulted in improvement of financial servicesmmitments. For our purposes it is

° See GATS Annex on Financial Services, sectior).2 (a

19 See for example [Key, 20D3age 12.

1 [Kireyev, 2002] p.13.

12 The establishment of commercial presence, of epumsquires inflow of capital (FDI), but such
transaction is normally not forbidden.



important to know that all CEE countries (that w&%& O members) improved their
financial services’ liberalisation commitmentsiimgl with their applied regime.

2. Financial Services’ Trade Regime in the Balkan @untries

It is common knowledge (see WTO site) that the WO members usually make much higher
level of commitment, as compared to the older membEhis comes as a consequence not only
of the way the negotiations for accession are sirad but also of the WTO principle of the
progressive liberalisation. In financial servicescter in particular there was a pronounced
increase of commitments in all members regardiegstiope of sectoral coverage and the level of
commitments, due to the post-Uruguay rounds of tigians that were dedicated exclusively to
the financial services. Level of commitment in fic&l services in CEE countries, as concluded
in [Mattoo, 1999], is much higher compared to ottmembers: “5 out of the 7 (CEE) countries,
accounting for 79 per cent of regional participar&DP, already represent the most liberal
markets as far as commercial presence is concéfned”

We have analysed commitments in financial service® countries, WTO members, in the
Balkan region: Albania (achieved WTO membershi2@®0), Bulgaria (WTO member since
1996), Croatia (member since 2000), Macedonia (Wh@&mnber since 2003) and Romania
(original member). The analysis encompassed ListdEN Exemption$® as well as Schedules
of those 5 countries, but only first three modesgiply were taken into account (mode 4 was
not deemed relevant for purposes of our study othfe financial services’ sectper se).

Concrete liberalisation commitments within finah@arvices’ sectors were analysed separately
for the following financial services sub-sectors;@ding to part 5 (a) of the Annex:

* Insurance and insurance related services, i.essators (i) to (iv);
» Banking services, which comprise sub-sectors ({0

« Other financial services (securities, money brokingset management etc), or sub-
sectors (x) to (xvi).

Results of this analysis are presented in Tablbell@vel of commitment in the table was sorted
and outlined in the following manriér

* No commitment is the situation where the country has not un#lertaany commitment
(“unbound” entry in the Schedule) or the limitasoare such that in effect there is almost
no market access;

*  Full commitment is the situation where the country applies ngfactically no) limitations
for market access. In case of mode 3 this inclbdasching;

* In between the two extremes are conditions whenetare some limitations. In such cases
we would usually summarily state the most stringefnthe limitations applicable. For
example, in mode 3 the most usual limitation igdlform of entry” which means that the
country requires a certain type of domestic legebiporation (e.g. joint-stock company) in
order to achieve domestic market access througte®od

13 [Mattoo, 1999] p. 17
4 However, no country in our pool has MFN exemptipagaining to the financial services sector.
15 This categorisation was developed in accordante[WTO, 2001a].



TABLE 1. LIBERALIZATION COMMITMENTS IN FINANCIAL SE =~ RVICES FOR THE BALKAN WTO MEMBER-COUNTRIES

Country Insurance Banking Other (securities etc.)
Albania Mode 1 | Full commitment only for: marine and aviation traog No commitment. No commitment (until developmenappr.
insurance; reinsurance and retrocession. prudential regulation, 2010 at the latest).
Mode 2  Full commitment. Limitations on capital outflow (until 2010). Limii@ans on capital outflow (until 2010).
Mode 3 | Full commitment. Full commitment. Full commitment.
Bulgaria Mode 1 : Significant limitations including on capital movente No commitment. No commitment.
Mode 2 | Significant limitations including on capital movente No commitment. No commitment.
Mode 3 : Foreign entry only through participation in thestixig Limitation on legal form of entry. Limitation ondal form of entry.
companies or authorized branches. Also exclusive
providers.
Croatia Mode 1 | Full commitment only for: marine and aviation traoe  Full commitment except for acceptance of No commitment for trading, and
insurance; reinsurance and retrocession. deposits. underwriting and issue of securities.
Mode 2 ; Full commitment only for: marine and aviation trpag  Capital mobility limitations. Capital mobility linttions.
insurance; reinsurance and retrocession
Mode 3 ; Full commitment. Full commitment. Full commitment.
Macedonia, Mode 1 : Full commitment only for: marine and aviation trepag No commitment. No commitment.
FYR insurance; insurance of commercially licensed

transportation vehicles; and reinsurance and ression.
Mode 2 Full commitment only for: marine and aviation trpag  Full commitment except for deposit servicesNo commitment, full commitment will be

insurance; insurance of commercially licensed which will be liberalized upon phase Il of SAawarded gradually to trading, with the
transportation vehicles; and reinsurance and regigion application of SAA with the EU.
Mode 3 ' Limitation on legal form of entry, branches allowed  Limitation on legal form of entry. Branches Limitations on legal form of entry, branches
allowed. allowed
Romania Mode1l No commitment except for reinsurance of the pathef Full commitment except for payments whereNo commitment.
risk that cannot be placed on domestic market. no commitment.
Mode 2 | No commitment except that ceding reinsurance on  Only with the CB permission. No commitment.

international market allowed reinsurance that aatrbe
placed domestically.
Mode 3 : Allowed only as a joint venture with a domesticguar Full commitment. Limitations on legal form aitey.

Note:  No commitment — market closed (although in effect it may be gplea country did not make any obligation to ketego); Full commitment — fully open market
Mode 1 — cross border trad®ode 2 — consumption abroat¥jode 3 — commercial presence




The results show that the level of commitment ighbr in the case of banking, compared to
insurance and other financial services. This ify/firl line with the findings of [OECD, 2003],
which concludes that in all South and Eastern Eesiop(SEE) countries “financial services are
dominated by the banking sector”.

Limitations on capital mobility are present in eve@ountry in the pool. In some countries, like
Albania and Bulgaria, they are listed horizontallhile some countries have listed them in the
financial services section of the Schedule (Crodfiacedonia and Romania). Insurance sectors
are more closed than other sectors. Except fovarah acceptance of the insurance-related part
of the Understanding pertaining to insurance ofdgoin transit and in maritime and aviation,
other sub-sectors of life and non-life insurancensego be mostly closed. The exception is
reinsurance and retrocession which are, as akej#,0pen in most cases.

Securities trade and other financial services sieche the least developed. Albania even entered
that it will take commitments in this sector upatoption of adequate prudential regulation for
mode 1.Almost all countries in the pool made no commitments for the first two modes™, while
mode 3 was kept fully open only in Albania and Gimaulgaria.

The analysis of commitments in the banking settfrthe Balkan WTO members was used to
calculate the liberalisation indices applying thethodology developed in [Mattoo, 1999]. The
scope of analysis was limited to two sub-sectotsainking: (v) acceptance of deposits and other
repayable funds from the public and (vi) lendingabftypes including consumer credit, mortgage
credit, factoring and financing of commercial tractions®. The scope is further limited to only the
first three modes of supply, the same as in thiysiean Table 1.

The liberalisation indices were also calculatedtfoee Balkan countries that are still negotiating
WTO accession: Bosnia and Herzegovina, MontenegdoSerbia. Since they are not members
(hence do not have a Schedule) the liberalisatiolicés were calculated on the basis of their
currently applied regulatory regime. This means that, without changing the currenimmeghese
countries cannot have a higher liberalisation indexone hand. On the other hand, it is possible
and quite probable that during negotiations foreason they may be expected to accept a higher
level of liberalisation compared to their curreagime, meaning that the WTO membership may
result in a higher liberalisation index (effectgdtbe regulatory change, of course). In short,ltesu
for these three countries are not directly comparab those of other countries if the currently
applied regime in those countries is significamtifferent to the commitments in their respective
Schedules. As we conclude below, in our country tioe happens only in case of Bulgaria..

The liberalisation index created by Mattoo runghia interval [0,1]. The situation where there are
no restrictions on a particular service or modesopply is considered the situation of full
liberalisation and the index value is 1. On theeothand, if no commitments were taken for the
studied service and supply mode, the index valug. iBetween these two extremes there are
many levels of "partial” liberalisation, defined pagrticular commitments. Determining the index
values for each type of restriction is based ondtele in [Mattoo, 1999] which was slightly
adapted to reflect the specific features of lindtas in Balkan countries. Thus, in the case of
mode 3 many countries impose restrictions on légah of entry - e.g., it is required that a
specific type domestic entity be founded in oradepiiovide banking services (i.e. no cross-border
branches are allowed) and in such cases the iraleg is 0.75.

16 30, although we find, same as [Mattoo, 1999] & téyel of liberalisation in mode 3, modes 1 and 2
seem to be closed. The same will be found for an&ervices in the analysis below.

" The liberalisation indices could be also calcudafier insurance sector, but the banking sectothas
most developed, was found to be a good represemtafithe overall level of liberalisation, partiadly
with regard to possibilities of spread of the catrnancial crisis.

18 As categorised in the GATS Annex 5(a).



TABLE 2. LIBERALISATION INDICES FOR BANKING

WTO Acceptance of Lending of all
membership Deposits Types
Romania 1995, Jan 1 0.99 0.98
Croatia 2000, Nov 30 0.85 0.98
Macedonia, FYR 2003, Apr 4 0.85 0.80
Albania 2000, Sept 8 0.87 0.78
Montenegro Not a member 0.79 0.81
Bosnia and Herzegovina Not a member 0.64 0.66
Bulgaria 1996, Dec 1 0.64 0.56
Serbia Not a member 0.21 0.29

Note: Higher levels of index indicate higher lid@ation commitments; 0 signifies
no liberalisation and 1 signifies full liberalisati

Information on limitations applicable for each b&t5 WTO member-countries were gathered from
their GATS Schedules, in line with the analysiFable 1 and in accordance with the model set out
in [Mattoo, 1999]. For countries that are still MTO members, as already explained, we have
measured their actually applied regulatory regiffie adequate regulations that were used were:

- For Bosnia and Herzegovina: Law on Banks of ReputfliSrpsk&, Law on Banks of
Federation of Bosnia and Herzegovfhd.aw on Foreign Exchange of Federation of
Bosnia and Herzegovina and Law on Foreign Exchah@epublic of Srpska;

- For Montenegro: Law on Current and Capital Trarieastwith Abroad and Law on
Bankg?,

- For Serbia: Law on Banfsand Law on Foreign Excharfge

Regarding banking subsector (v) acceptance of dspxl other repayable funds from the public,
and limitations that would fall under mode 1 andde@® of trade in services, the appropriate
legislation in Serbia and Bosnia and Herzegovimaiges that only domestic banks may provide
these services, in general. Domestic persons may & account in a foreign bank only under
special terms provided by the Government. Theretbie mode is closed in these two countries
(index value 0). In Montenegro, however, there raydimitations in WTO sense regarding this
service and modes of supply (index value is 1).

With respect to banking subsector (vi) lending bftypes including consumer credit, mortgage
credit, factoring and financing of commercial tractions, and limitations that would fall under
modes 1 and 2, again Serbia and Bosnia and Herireghave less liberal regimes. Both have
only recently started to liberalise use of crosedbo credits (only for legal persons and under

19 Official Gazette of Republic of Srpska No. 44/03 and 74/03

20 Official Gazette of Federation of Bosnia and Herzegovina No. 39/98, 32/00, 48/01, 41/02, 58/02, 13/03,
19/03 and 28/03.

21 Official Gazette of Republic of Spska No. 96/03 and 123/06

22 Official Gazette of Republic of Montenegro No. 45/05 and 62/08

% Official Gazette of Republic of Montenegro No. 17/08

24 Official Gazette of Republic of Serbia No. 107/05

% Official Gazette of Republic of Serbia No. 62/06



particular conditions), and have achieved onlyighliberalisation in this sense (index value is
0.5). Montenegro, on the other hand, does not agphysuch limitation.

Regarding commercial presence, i.e. mode 3 of tiadservices, the least liberal regime is
present in Serbia which still has not defined tpanent rules that a bank should fulfil in order to
establish its commercial presence in Serbia (inddxe 0.25). Both Bosnia and Montenegro have
more liberal regimes in this sense, but neithewadlcross-border branching (index value 0.75).

After we assigned the indices for each of the twmes of services and for each of the three
supply modes investigated, what we needed wastabtimeans (e.g., weighting scheme) to
aggregate the data. The weighting scheme, whishipposed to define the relative significance
of each of the studied service categories, wasitztd based on USA foreign trade dat@he
findings of our analysis are shown in Table 2.

The liberalisation indices presented in Table 2xstimt the most liberal among Balkan transition
countries are the new WTO members and Romaniagwind least liberal are countries that are
not WTO members and Bulgaria. Since its WTO menitigrBulgaria had to adapt its financial
services regulatory regime to EU regulations, de without doubt that its applied regime is far
more liberal than its WTO commitment, i.e. autonomberalisation occurred in Bulgaria and it
did not bind this new level of liberalistion in M¥TO Schedule. Hence, Bulgarian liberalisation
indices for banking are not a good measure ofrieatial opennes; they are a good measure only
of the Bulgarian WTO commitments. All other couetiindices are a good represenatation of
their applied regime: for Albania, Croatia and Mdmeia because they were pushed to this level
of financial liberalisation during their WTO acc&ss negotiations, for Romania because they
have already achieved almost full liberalisatiom dor non-WTO members because the index
was measured according to their actual, applietneg

The highest impact on the liberalisation scorehist tof the mode 2 Albania, Croatia and
Romania have the most liberal regimes in this mddiéowed by Bulgaria, Macedonia and
Montenegro which have minor restrictions, while feast open is Serbia with discretionary
licensing for MA in mode 3 (albeit the CB had begadually relaxing this provision over the last
several years).

For further analysis it is important to stress thath the descriptive and quantitative analysis
performed above reflect the fact that in the bagkéectors of the Balkan countries most
limitations are present in mode 1, followed by madteThis indicates the countries’ careful
approach towards liberalisation worrying that itynemdanger the stability of the financial system
as well as to prevent the capital flight. On thieeothand, for inwards movement of capital these
countries mainly keep their markets open as irsttim the capital is the most limited resource.

3. Impact of the Financial Crisis on Emerging Balka Economies

Just as the emerging European countries were 8tesfagrowing economies (apart from the
emerging Asian countries) before the crisis, noeyteeem to be the ones most affected by the
crisis. According to the IMF World Economic Outlodktabase [IMF, 2009] in 2007 the average
annual rate of real GDP growth has dropped 0.3em¢age points for advanced economies and

% The main reason for deciding on this weightingessh was the fact that the USA keeps separate
statistics for each of the services supply modésceSthe same weighting scheme was used for all
countries, the value of the weight does not distafividual countries' compared data.

2" Notwithstanding because it has the highest weigttte calculation of the index.
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1.2 percentage points for CEEountries (see Table 3.). The same was the ca0@8, when
the real annual GDP growth rate dropped on theaaeefor 1.8 percentage points in the
advanced economies and 2.5 percentage points iBERe IMF staff projections for 2009 point
out that there could be a really sharp downtur@069 — they expect an additional drop of 6.6
percentage points, on average, in the annual rB&l @owth rate of the CEE countries. We are
of opinion that these predictions may be overlyrojstic.

Of all CEE countries, the crisis hit the Baltictetathe hardest (in 2008 in Latvia the GDP growth
rate dropped 14.6 percentage points, in Estonipetfentage points, while in Lithuania the drop
of 13 percentage points is expected in 280However, there is a plausible scenario that this
type of recession, with two-digit drop in GDP grbwate, could be expected in many other CEE
countries as well. We shall give a brief descriptid factors that point in that direction.

TABLE 3. REAL GDP GROWTH RATES AND DYNAMICS, BALKAN COUNTRIES

Average

Country 2000-06 2007 2008 2009
Advanced annual % change 2.5% 2.7% 0.9% -3.8%
economies annual increment 04 -0.3 -1.8 -4.7

CEE™® annual % change 5.8% 5.4% 2.9% -3.7%
annual increment 1.3 -1.2 -2.5 -6.6

Romania annual % change 5.6% 6.2% 7.1% -4.1%
annual increment 0.8 -1.7 0.9 -11.2

Montenegro annual % change 3.2% 10.7% 7.5% -2.7%
annual increment 14 2.1 -3.2 -10.2

Bosnia and annual % change 4.9% 6.8% 5.5% -3.0%
Herzegovina annual increment 0.3 -0.1 -1.3 -8.5

Croatia annual % change 4.4% 5.5% 2.4% -3.5%
annual increment 0.3 0.7 -3.1 -5.9

Bulgaria annual % change 5.5% 6.2% 6.0% -2.0%
annual increment 0.2 -0.2 -0.1 -8.0

Serbia annual % change 5.2% 6.9% 5.4% -2.0%
annual increment 0.0 17 -15 -7.4

Macedonia, annual % change 2.3% 5.9% 5.0% -2.0%
FYR annual increment -0.1 19 -0.9 -7.0

Albania annual % change 5.9% 6.3% 6.8% 0.4%
annual increment -0.3 0.8 0.5 -6.4

Source: Annual GDP growth rates are from IMF Wa&ttbnomic Outlook Database
Note: Figures in shaded fields are the IMF statihestes and projections.

In the Balkan countries (subset of CEE countribe)dffects of the crisis were not as immediate
as they were in the Baltic states. With the exosptif Romania, no significant drop in the annual
real GDP growth rate was recorded in 2007 (seeeTd@bl The first substantial effects were
observed in 2008, when a more significant droghaédannual GDP growth rate was perceived in

28 According to the current IMF classification, thieludes the following 13 countries: Albania, Basni
and Herzegovina, Bulgaria, Croatia, Estonia, Hupghatvia, Lithuania, Macedonia FYR, Montenegro,
Poland, Romania and Serbia.

2 calculated based on [IMF, 2009], p. 194.

%9 For a full list of CEE countries included see fute 28.
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Montenegro (albeit after a rise in GDP growth mait@.1 percentage points in 2007) and Croatia
(-3.2 and -3.1 percentage points, respectivelypyTWere followed by Serbia and Bosnia and
Herzegovina, whose annual real GDP growth rateQi@82dropped by 1.5 and 1.3 percentage
points, respectively. However, a plummet in ecoroadtivity, as measured by GDP growth rate,
is expected in this year. It is expected that alkBn countries will have a negative GDP growth
rate in 2009 (except for Albania) and that a dnoghie real GDP growth will be higher both
compared to the advanced country average and tGHEeaverage. These figures are presented
in Table 3 below, where countries have been sdoyetthe total effect of annual GDP growth rate
slowdown for the three-year period of 2007-2009.

As GDP figures for the first quarter of 2009 coms, ahe IMF predictions were revealed to be
quite conservativeNew Europe Weekly of May 15 [Danske Research, 2009] also warnsithat
2009 GDP in most CEE countries will most likely mimnet. According to this source, in
Romania GDP figures for the first quarter of 200@ws that there is a Q1 year-on-year 6.4%
drop, which means that even in the (albeit unréajidbest case scenario (i.e. GDP will stop
declining) the annual GDP growth rate will drop iopre than 10 percentage points, while the
IMF WEO prediction is that the annual GDP growthersvill drop 11.2 percentage points in
2009. The similar is the case of Bulgaria whose GIbdpped by 3.5% year-on-year in the first
quarter of 2004. Furthermore, while IMF predicts that GDP growtter for Serbia will be -2%
and for Montenegro -2.7%, based on the current@oantrend it is our expert opinion that it
should drop much more, to at least -5 to -6% angu@ith rate, in both countries.

Significant secondary effects of the global crisis the emerging Balkan economies are to be
expected mainly due to the fact that their high-qrisis growth was fuelled by rapid credit
growth that was largely financed externally, logxport markets due to the contracting demand
abroad and retrenchment of foreign investors duéndceased risks, coupled with the large
domestic and external imbalances of these countries

TABLE 4. EXTERNAL FINANCING NEEDS AND DOMESTIC CRED IT GROWTH
AND COMPOSITION FOR SOME BALKAN COUNTRIES

External Maturing Averagereal Share of
refinancing debt in 2009 credit growth Loan to foreign
needsin 2009 aso%of Ex  OVer last 5yrs Deposit exchange
as% of FX 1 (%, year-on- Ratio” loansin total
reserves' reserve year)? loans, %°
Romania 118 99 47.1 13 55.5
Croatia 173 151 13.1 1.1 62.0
Bulgaria 139 16 35.9 1.3 66.9
Serbia 106 73 26.2 1.2 68.0
Macedonia 114 101 n.a. n.a. n.a.

Sources! Fitch rating agencxternal Financing Risks in Central and Eastern Europe
2[IMF 2009a]

On the macroeconomic front, the emerging Balkanmeguoes face significant challenges in
rolling over debt (see the first two columns of TEa#h) and funding their current account deficits
(see the two last columns in Table 5). Accordinghi® Fitch rating agency, all the countries in
Table 4 have refinancing needs that are above 18fO%teir foreign exchange (FX) reserves as

31 Due to the differences in methodology, the firsaer GDP figures for some Balkan countries cannot
be used for comparison.
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well as debt maturing in 2009. At the same timejllastrated by Table 5, all the emerging
Balkan economies have high current account defdisulated as percentage of their GDP.
These figures have risen significantly in 2008, retefore the crisis had fully blown, reaching
double-digits in all countries except Croatia (Whiwas significant foreign currency inflows from
tourism).

In the banking sector, all Balkan countries in Eadblshow extremely high average annual credit
growth rates, adverse loan to deposit ratios atrémely high share of foreign exchange loans in
total loans. According to data in Table 5, in 2008wake of full impact of the crisis in this
region, all Balkan countries have experienced iamed credit default and particularly Serbia (for
1.5 percentage points), Montenegro (for 1.3 peagmntpoints) and Macedonia (for 1.2
percentage points).

The ratio of bank-related capital inflows to GDPdamerging European economies is several
times higher than in other emerging econofiieSo, the large current account deficits in
emerging Balkan economies were financed mainly bgrdwing of domestically established
subsidiaries of foreign banks from their parent Ksamabroad. As already discussed above,
financial liberalisation in all the Balkan counsiallowed foreign bank presence, albeit under
some limitations, and all banks were allowed tcetakedits from abroad. Furthermore, cross-
border credits to corporate sector were allowedlbyountries and in most cases without any
limitations. The only limitations that were admimised relate to capital outflow and, to some
extent, type of foreign bank presence, while thvegee no limitations to capital inflow.

TABLE 5. NONPERFORMING LOANS AND CURRENT ACCOUNT BA LANCE

Bank Non-performing Current Account Balance
Loansto Total Loans as % of GDP
average average
Country 2003-07 2008 2003-07 2008
Romania % 8.5 9.8 9.5 -12.6
annual increment 04 0.1 -2.0 1.2
Montenegro % 4.2 4.5 -15.2 -31.3
annual increment -0.7 1.3 -5.6 -2.0
Bosnia and % 5.4 3.7 -14.9 -15.0
Herzegovina annual increment -14 0.1 17 -2.3
Croatia % 6.5 4.8 -6.0 9.4
annual increment -1.0 0.0 -0.5 -1.8
Bulgaria % 2.3 2.4 -13.6 -24.4
annual increment -0.3 0.3 -4.9 0.7
Serbia % 15.6 5.3 -10.7 -17.3
annual increment -51 15 -2.0 -1.9
Macedonia, % 0.3 1.6 -4.6 -13.1
FYR annual increment 0.0 1.2 -0.8 -5.9
Albania % 3.5 4.1 -6.0 -13.5
annual increment -0.3 0.7 -1.0 -4.4

! In June 20087 In September 2008 ° In December 2008 * Estimate
Source: Calculated upon data from IMF World Ecoro@®itiook database

32 See [IMF 2009b] p. 46.
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Against this setting and high domestic interestgdteflecting country risk among other factors),
foreign affiliates had a preferred position as thag a cheaper source of capital compared to the
domestic banks. This led to a rapid credit grovatid(faster than the private sector growth), both
to corporate and household sectors, frequently maraied in foreign currency, as shown in
Table 4. These resources were habitually used ifmanéing nontradables and imports of
consumer goods, thus spilling into current accakficit and often inflation.

So, borrowing from parent banks to local subsidggnd cross-border credits to corporate sector
created large roll-over needs in Balkan econonliegse flows were contributing to high GDP
growth rates, high domestic demand, overheatingast of the Balkan emerging economies and
high current account deficits. The analysis in [IIB09b] points out that the differences in the
countries abilities to cushion these effects wegtbhe, and in particular the countries with
flexible exchange rate were most successful (autgaia).

While foreign affiliate banks established domediychave been most accommodating thus far,
the situation could quickly be reversed. In theefad the current crisis, banks operating in
emerging Balkan countries may have to face mountinite-downs and require fresh equity,
while corporate sector faces large refinancing sgéatther increasing the sovereign risks of
those countries. In fact, sovereign spreads haeady increased, by far the most in the non-EU
emerging European economitedn short, it is perceivable that the banks caultiexposures and
rollover rates for maturing short-term credits cbfdll sharply which may even point out to the
Asian crisis scenaria The second-round effect of a prolonged recessidalkan countries is
found to be a realistic scenaflo

While the Balkan countries authorities have beestim@roactive in their response, and the IMF
loans made quickly available, in the near futuee piblicies will be challenged by the sheer scale
of resources requirdll In any case, a severe adjustment of externallambas seems the only
possible scenario — either domestic demand woul@ ba contract drastically or the domestic
currencies would have to weaken significantly. Rertenhancement of banking prudential
standards is also necessary. However, neitheeséthre the topic of our analysis.

The above discussion on financial crisis spreadhto Balkan countries does not show that
differences in the level of liberalisation of firaal services’ sector led to differences in speed o
magnitude of financial crisis. Although it is witliodoubt that the banking sector played a crucial
role in the build-up of the crisis, the level didralisatiorper se did not have an influence. This
comes out from the analysis of the crisis spreddchvshows that the spread of contagion does
not use the routes that the policy makers in nor@Miember countries keep closed (see analysis
in Part 2 of this paper). The same conclusion cofrm® analysing the results presented in
Tables 3, 4 and 5 - the effect of the crisis on Gp&wth in Table 3 and various important
indicators presented in Tables 4 and 5 - where tdesnwere arranged according to their
liberalisation score presented in Table 2. The gtkoe is Romania which keeps the top position
in many aspects — it has the highest liberalisasicore in Table 2, the highest drop in GDP
growth rate in Table 3, average real credit grovate for the last 5 years in Table 4 and the
largest ratio of nonperforming loans to total loan$able 5.

There is a multitude of common factors that leadhi® crisis spread to the emerging Balkan
economies, but the actual magnitude of the crigigedds on a number of country-specific
factors. This is due to the fact that althoughtliheking sector was instrumental in importing the
crisis, it was the other macroeconomic imbalanckise-heavy dependence on external financing

3 |bid.

34 [IMF, 2009] p. 19.
% [IMF 2009b] p. 55.
% [IMF, 2009a] p. 2 .
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coupled with large external imbalances — that sparspread of the crisis. These were closely
connected to the high pre-crisis GDP growth ratethé Balkan countries were fuelled by strong
capital inflows, also leading to rising demand awve@rheating of the system. Policy makers in
Balkan countries would be wise to start thinkingumrcyclical economic policy planning,
which is an activity that so far has not been & pbstrategic thinking in any of these countries.

4. Conclusions

— While the perspective WTO members may be wary ofhér liberalisation of the
financial sector due to the fear of financial ajsiuch fears are not well-founded. The
case of Serbia shows that even partially open fiahisector may be enough to import
the crisis.

— High annual growth rates of the emerging Balkanneaties were based on external
financing sources which, once reversed, could gpar crisis. None of the Balkan
countries managed to find the internal sourcesrofth (with a slight exception of
Croatia which has high annual FX inflows from tcum).

— Short-term policies were present in all Balkan ecpies with respect to other
macroeconomic aspects, creating external and aitenibalances that spurred spread of
the crisis. These are: large current account dgfibigh credit growth rates that are far
above the private sector growth, high ratio of feéns to the total loans all of them
creating high dependency on external financing seidreasing the external exposure
and sovereign risk.

— Once the crisis in mature economies started, itndidspread o the Balkan countries
immediately. However, due to the above risk fagtorge the external funding ceased to
be available, the crisis struck deeper than inrotleeintries (two-digit drops in GDP
growth rate are expected in at least some of thmtdes) and it is perceived that the
ensuing recession will be much longer lasting.

- In the near future a quick correction of the exé¢balances is unavoidable. It could take
form of a drastic domestic demand contraction anslifgnificant currency weakening,
either creating a serious drop in economic actiaityg rise in poverty in this region.
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