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Abstract

The last enlargement of the European Union put Western Balkans countries into focus of integration, and
thus the countries became an area where future integration is expected. Future enlargement of the European
Union depends on the success of the previous European Union accession, as well as on the achieved results
of the transition process in the Western Balkans, since these countries are not on the same level as the de-
veloped European countries or new member states. The region contains small countries that are at different
stages on their road towards membership. Transition is a comprehensive process of economic and political
reforms that creates many shocks in the economy, and when this process occurs in a politically unstable and
war environment, as the case being with the Western Balkans, the results may be very unfavorable. Formal
agreements improved the relations between these countries and the European Union, thereby had an influ-
ence on risk reduction and increased business transparency, resulting in a growing interest of foreign inves-
tors for the region. Despite increased investments in the region and rapid economic growth, Western Balkan
countries have only 21% (Albania) and 52% (Croatia) of the average European Union Gross Domestic
Product (GDP) per capita, indicating the need for faster implementation of reforms and individual involve-
ment of countries into the process of European integration. There is a significant development gap between
Western Balkan countries, so observing the region as a whole and applying a singular strategy in the sense of
its economic leveling and the process of European Union accession would have a negative impact on Croatia,
as the most developed country of the region.

Keywords: The Western Balkans, Transition Process; Transition Crisis; Macroeconomic Indicators;
Economic Development

1. Introduction Serbia is the biggest and Montenegro the smallest. The
whole region has the population of about 21.5 million,
accounting for 1/3 of the total population of 10 new
members of the European Union. Region’s GDP is around
94 billion Euros (2007) or 0.5% of the total GDP of the
European Union. According to World Bank classification,
these countries are lower middle-income countries, ex-

The last enlargement of the European Union, by two new
members Bulgaria and Romania, shifted the focus of
Union bodies from Southeast Europe towards Western
Balkans countries. This area includes countries of the
former Yugoslavia; except Slovenia (becomes a member

in 2004), with Albania. Western Balkan countries are an cept Croatia as an upper middle-income economy.
extremely politically unstable areca where the war was This paper explores the efficiency of the transition
conducting only a few years back, and in some countries process in the Western Balkans, and after the introduc-
there is still a potential danger of further conflicts. At the tion it will give a theoretical review of transition and the
same time, the economic potential of the area is insuffi- relevant phases of that process regarding the transition
cient, so the European Union is putting in an extra effort from socialist system of central planning to market econ-
to include these countries into the European integration omy. The theoretical part presents indicators that will be
area, since the territory is very close to its border, some used to evaluate the process of transition. The third em-
countries being its bordering countries. pirical part explores the period immediately before the
Western Balkan countries are small national economies, transition with the focus on the macroeconomic situation
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after economical and political reform, and the period is
shown through the analysis of relevant macroeconomic
indicators. In this part, author evaluates the transition in
the region through the analysis of transition indicators.
The fourth part concentrates on foreign direct investment
into Western Balkan region, since foreign investment is
one of the determinants for the efficiency of the transi-
tion. The final part gives closing considerations.

2. What is the Transition Process?

Transition is a relatively new term in the area of social
sciences and includes the processes of pluralisation and
democratization in former socialist countries [1], and can
be observed, at the same time, from the economical and
political point of view. Some countries went through
changes in the economy simultaneously with significant
changes in the political situation (e.g. political overthrow
in Romania, the government collapse in the Soviet Union
or declaration of independence by some Western Balkan
countries; Slovenia, followed by Croatia, Macedonia,
Serbia, Montenegro and most recently Kosovo). From the
economic point of view, transition implies the process of
transformation of non-market, or centrally planned econ-
omy into market economy that became especially popular
with the collapse of socialist structure. In general, the aim
of the transition is to achieve changes in ownership, to
establish the market, companies, stabile macroeconomic
environment and political structure [2]; also, another goal
is to realize economic liberalization, macroeconomic sta-
bilization, privatization and restructuring of economy in
order to establish a strong financial sector which will
serve as a foundation for the development of private en-
trepreneurship.

In the most general sense, transition implies [3]:

+¢ liberalizing economic activity, prices, and market
operations, together with reallocating resources to their
most efficient use;

+¢ macroeconomic stabilization and developing indi-
rect, market-oriented instruments for that;

+¢ privatization and building the effective enterprises
and economic efficiency;

+ imposing hard budget constraints, which provides
incentives to improve efficiency; and

+¢ establishing an institutional and legal framework to
secure property rights, the rule of law, and transparent
market-entry regulations.

The transition from centrally-planned to market econ-
omy was accompanied by deep and long-term recession,
and its duration and depth was longer and deeper than
falls in ordinary business cycles of developed countries.
“The reason for such instances must be sought in funda-
mental changes that go hand in hand with the transition,
as well as in the changes in the way management is done,
i.e. this is the result of the implementation of the neces-
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sary transition measures in order to improve the effect
both of the market and stabilization programs so to elimi-
nate internal and external imbalance. [4].

Transition crisis occurred in many forms; drastic de-
crease of GDP, industrial and agricultural production,
disinvestment, decrease in monthly wages and salaries,
increase of unemployment rates and high inflation rates.
Generally speaking, transitional changes lead to growing
dissemblance in the distribution of income and wealth.
The dynamics and the interrelation of magnitude in a
country depended on the reform background and the
level of economic development at the beginning of tran-
sition [5]. But, the mentioned elements cannot be re-
garded as determinants of the transition’s success.
Namely, Croatia, one of the most successful republics in
the former Yugoslavia together with Slovenia, did not
reach the expected results of the transition in the foreseen
dynamics. The main reason for the slowdown is the war
and wartime conditions. In general, aggravating circum-
stances of transition for most Western Balkan countries
were political instability and war conflicts, which had a
significant impact on the usual dynamics of the transition
from planned to market economy, in a way of slowing it
down.

Taking the previous definition of transition as the
starting point, the term transitional economy can be ap-
plied to the total of 25 countries. Literature dealing with
economy mostly mentions the countries of Central and
Eastern Europe since having the best results in the proc-
ess as such, and these countries are the ones that came
closest to their aim of a prosperous country of Western
European type by joining the EU. But still the term tran-
sitional economy can also be applied to some countries
outside Europe like China. To some extent, this term can
be used for some Asian economies that all well governed,
for some post-dictatorial countries of the Latin America
and for a certain number of less developed countries of
Africa.

2.1. Basic Elements of Economic Policies in
Transition Countries

At the beginning of the transition process the basic prob-
lem was to choose the optimal transition path from one
economic system to the other. Although economic sci-
ences did not take a common stand, in practice two basic
solutions were imposed; accomplishing all fundamental
transition goals at once and attaining the goals gradually
while keeping one or more elements of the previous sys-
tem. The former has a very negative impact on compa-
nies but represents the government as consistent and se-
rious.

The ultimate goal of transition countries was to estab-
lish market economy which can vary from one form of
welfare state as in the countries of Western Europe, or
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can take a form of consumerist economy as in the USA
or the Far East. If we look at the geographical position,
good relations with the European Union and the aspira-
tion towards the integration, transitional economies are
oriented towards the welfare state of the European type
or certain variations of the welfare state that can be seen
in different ratios of market elements and social policies.
Emphasizing the social function decreases the competi-
tive abilities of companies, while stressing market ele-
ments creates an opposite effect. The answer would be to
find an optimal combination. Directing the state towards
one of the mentioned prototypes has no significant in-
fluence on the goals set. There are some common char-
acteristics that need to be implemented into the economy
in order to improve it and for the transition to be suc-
cessful; they are as follows [6]:

e Basic constitutional rights and the establishment of
market-oriented institutions;

e The right of private ownership;

Competition;

Stabile national currency;
High levels of savings;
Appropriate infrastructure;

e Stabile political system.

A successful implementation of these elements is
achieved through:

Macroeconomic stabilization with the aim of remov-
ing the macroeconomic imbalance, carry out a transition
to budget financing and restrictive monetary and fiscal
policies.

Microeconomic liberalization that is price reform, re-
form of salaries and interest rates, deregulation of com-
modities market and production factors, liberalization of
foreign trade, currency convertibility and reforms to the
system of income distribution.

Privatization and structural reform; defining the own-
ers of companies and selling the existing companies, fou-
nding new companies, land privatization, privatization of
apartments, company restructuring.

Redefining the role of the state in the economic reality
or establishing a new and stimulating macroeconomic
framework (market-oriented legislation, institutions, etc.).

The targets of macroeconomic stabilization were low
inflation and equilibrium of the balance of payments that
supports the growth and structural reform. Structural
reform improves market mechanisms and functioning of
macroeconomic policies and keeps stabilization at higher
levels than the real income. Combination of structural
reform and stabilization can accelerate growth with the
stabilization at higher levels of income. Transition coun-
tries which had stronger development performances were
slower in the implementation of market-oriented struc-
tural reform (e.g. Poland), while countries that did not
have very good results in structural reform had consid-
erable difficulties with maintaining stabilization (Bul-

Copyright © 2010 SciRes.

garia and Romania).

In general, privatization included four elements: mass
privatization in the area of industry; privatization of ser-
vice industry, agricultural reform and denationalization.
In practice, the pattern of mass privatization was the one
stressed the most, this pattern was already implemented
in Czech Republic, but there was no singular model that
could be applied to all countries. Countries differed in
strategies and overall results of the privatization process.

At the beginning of the transition process, former so-
cialist countries faced two basic imbalances: internal and
external. Different countries resolved these issues in dif-
ferent ways, and their choice of policies depended on
nature, size and the length of the imbalance, so:

e Internal imbalance generally requires adaptations of
fiscal and monetary policies with the aim of achieving
low inflation;

e Countries with stabile balance of payments there is
a great possibility to define and implement policies of
overvalued exchange rate;

e External imbalance frequently requires adapting the
exchange rate;

e As a rule fiscal adaptation is needed, but also vari-
ous combinations of policies are used.

The existing theoretical solutions, more or less un-
changed, were applied to almost all transition countries,
but different results were achieved due to different start-
ing position of the economy and different conditions in
which transition took place. The complexity of transition
process along with the specificity and the diversity of
conditions for development have made impossible to
generalize or single out one country as a universal model
or pattern. A completed pattern or an ideal solution does
not exist and cannot be applied to any transitional econ-
omy, every country must take into account its own speci-
ficity and must start from its own economic potential in
the framework of domestic and international environ-
ment; thereby find and define its own path of develop-
ment. But, some achievements and common problems
can nonetheless be emphasized.

2.2. Transition Indicators

The success of the implementation of transition proc-
esses can be monitored by macroeconomic indicators,
and the European Bank for Reconstruction and Devel-
opment (EBRD) developed a set of indicators used for
measuring the progress of transition in its report of 1994
(EBRD, 1994). In issues that followed, these indicators
were replenished and slightly changed, and today they
can be put in four basic groups by which progress is
measured in stimulating entrepreneurship, market and
trade development, financial institutions and infrastruc-
ture. Entrepreneurship is evaluated through large-scale
privatization, small-scale privatization, and governance
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and enterprise restructuring. The level of functioning and
trade liberalization is monitored thorough price liberali-
zation, trade and foreign exchange system, and competi-
tion policy, while for financial institution evaluation
banking reform and interest rate liberalization, and secu-
rities markets and non-bank financial institutions are the
relevant indicators. The indicator of infrastructure reform
is sufficient for the analysis and evaluation of infrastruc-
ture of transitional economies. EBRD monitors 29 transi-
tion countries through a group of 9 transition indicators.

The above-mentioned indicators can also be monitored
by phases, and according to EBRD, there are three phases
of transition: market-enabling reforms, market-deepening
reforms, and market-sustaining reforms. First phase, mar-
ket-enabling, of the overall reforms is necessary to allow
prices to become the main signal and coordination
mechanisms in the economy. Small-scale privatization
and liberalization of prices, trade and foreign exchange
were the first reforms to be implemented at the beginning
of the transition and in mentioned field transition coun-
tries had obtained the best results. The transition scores
for this reforms show that a large number of transition
countries, including some less advanced economies, are
close to completing the first phase of entire reforms. For
the second phase, market-deepening reforms of financial
sector and large-scale privatization, political will should
be encouraged with strong institutional reforms. The suc-
cess of this phase depends on the restructuring of the
banking sector and the results achieved by transitional
economies differ within certain groups, but if we take a
look at our sample of countries, transitional economies are
less successful in implementing the second phase of re-
form that with the first one. Third-phase, market-sustaining
reforms, includes governance and enterprise restructuring,
and reform to competition policy and infrastructure are
in large number of countries at an early stage (EBRD,
2007).

3. Macroeconomic Overview of the Western
Balkans

3.1. Pre-Transition Period

At the beginning of the transition, the share of GDP de-
rived from private sector activities was small in all tran-
sition countries. It ranged from less than 1 percent in the
former Czechoslovakia and Russia to almost 20 percent
in Poland, compared with about 80 percent in the United
States [7]. Economic activity was mostly limited to com-
panies and factories owned by the government, and nei-
ther profit nor prices were considered to be determinants
of success or a signal for its management, but that was
done by political decisions. Since the government de-
cided how produce and allocate the total output, not even
the tax system was based on market principles, instead
the principle of soft-budget constraint was employed.
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National economies developed under mentioned con-
ditions faced many requirements imposed by transition,
and if a country had a poor reform background, or if the
acountry delayed some of the reforms in order to reduce
costs of the transition process, the results were poor. It
would be a mistake to compare all transition countries
because the starting position of their economies was dif-
ferent, the chosen transition paths were different and
there are differences in the environments in which the
transition took place. Taking into account the stated facts,
international institutions put transition economies into the
following groups: countries of Central and Eastern Europe,
so there are countries of Central and Eastern Europe that
became members of the European Union, Baltic coun-
tries and countries of the former Soviet Union, and the
countries of the South-East Europe or Western Balkan
countries. Literature also shows other classification, but
almost all of them are similar to the mentioned one, with
smaller variation and some countries are moved into an-
other group.

3.2. Macroeconomic Indicators after 2000

Centrally planned government, a fundamental character-
istic of socialism, proved to be inefficient, so the former
socialist countries tried to integrate the elements of mar-
ket economy into their economic systems which caused
many problems to which economic sciences could not
respond promptly. The generally accepted solution, im-
posed on transitional economies, was the necessity to
remove all socialist elements from the economy and
completed implementation of market elements. The re-
sult was a transition crisis. Transition crisis can be rec-
ognized by the fall in GDP, the decrease in industrial and
agricultural production, decrease in investment, a drop in
productivity and employment rates, purchasing power
loss and high inflation rates [8] in first years of transition.
The moment of a turn and gradual resolving of a transi-
tion crisis is different from country to country, but in
general we can say that there was a positive progress
evident in more developed transitional economies of Cen-
tral and Eastern Europe after 1994, while other countries
experienced the same around 1998, but the period in
which transition countries in Europe achieved positive
rates in a large number of macroeconomic indicators is
surely the period after year 2000 (Figure 1). Figure 1
show that the growth rate of the real GDP was positive
after 2000 in all Western Balkan countries analyzed, with
the exception of Former Yugoslav Republic of Mace-
donia, which had a fall after the years of positive devel-
opment cycle.

Namely, after the recovery and the Kosovo crisis, the
countries of the region had the average growth of 5 to
6% per year, with the highest average growth rate in Al-
bania —5.8% (for the period 2000-2007), and the lowest
in FYR Macedonia.
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Source: Transition Report 2007.

Figure 1. Growth rate of the real GDP in the Western Balkans, 1995-2007.

Western Balkan countries are small national econo-
mies; Serbia is the biggest with the population of 7.4
million, and Montenegro is the smallest with the popula-
tion of only 625 thousand, FYR Macedonia has 2 million,
and the rest of the countries have between 3 and 4.4 mil-
lion. From the economic point of view, Croatia is the
strongest with the total GDP of 47.4 billion Euros (2008),
Serbia follows with 34 billion Euros, Bosnia and Herze-
govina with 12.7 billion Euros (2008), thereby Montene-
gro with 3.3 billion Euros and Kosovo under UNSCR
with 3.4 billion Euros are the weakest, according to 2008
data (the data from WIIW and Eurostat) while Albania
and Macedonia are between two ends. If we analyze
GDP per capita, Croatia is again at the first place with
10,678 Euros, and this country stands out and takes the
lead among other countries of the group, with the GDP
per capita going from 1,000 and 2,000 Euros at the be-
ginning of the analyzed period to the year 2000, or 4,000
Euros in 2007 (Figure 2). GDP per capita for Kosovo in
2007 was 1,612 Euros.

If we look at GDP per capita in Euros at purchasing
power parity (PPP), the difference between the most de-
veloped country of the region, Croatia, and the rest of the
group is less dramatic (Figure 3). Therefore, Croatia dis-
tinguishes itself from the group with almost 16,000 Euros
at PPP, while the other countries in the group are at 8,000
or 9,000 Euros, except for Montenegro 11,500 Euros per
capita in 2008. If we look at the region as a whole, the
average GDP per capita would be 9,650 Euros at PPP.

Although relatively high GDP growth rates and achi-
eved high levels can be evaluated as positive and show
that implemented reforms were successful, they are not
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sufficient because of the depth of the transition crisis
which struck those countries, so some of the countries
still could not reach or significantly surpass the pre-
transition levels of economic development. Taking into
account their economic target, which is EU accession,
these countries, except of Croatia, have not achieved a
satisfactory results in the area of economy. The GDP
per capita in relation to the European average separates
Croatia from other countries of the region with GDP per
capita reaching 52% of the European average. In 2008,
Croatia reached 63% of EU-27 GDP per capita which is
three times more than other countries. Namely, in 2006
Albania had the lowest position, with 21% of the Euro-
pean average, Bosnia and Herzegovina had 26% of
the European average, FYR Macedonia had 28%, and
Serbia and Montenegro had 33% of the European aver-
age [9].

Except for the development cycle which can be, as
seen above, evaluated as positive, but with many nega-
tive elements, these countries have managed to achieve
good results in the area of price stabilization, especially
after year 2001 when the region as a whole (Figure 4)
solved the problem of inflation.

According to the data in Figure 4, all the countries of
the region in the mid 90’s of the last century had suc-
cessfully solved the problems of inflation, except Serbia
and Montenegro, which still had the inflation at the an-
nual rate of 80 to 100% (1995 and 1996). Stabilization
measures in these countries decreased the inflation to
20% during 1997, but the inflation erupted again in 2000
(Serbia) and 2001 (Montenegro). After 2002, the infla-
tion problem is gradually resolved in the region, since it
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Figure 2. GDP per capita in the Western Balkans in Euro, 2000-2008.

18000 -
16000 - -
14000 —
12000 1 —
10000 - -
8000 -
6000 - 3
4000 -
2000 -
0 2
2000 2001 2002 2003 2004 2005 2006 2007 2008
O Albania mBosnia OCroatia 0OFYR Macedonia ® Serbia @ Montenegro

Source: WIIW, www.wiiw.ac.at.

Figure 3. GDP per capita at PPP in the Western Balkans in Euro, 2000-2008.

120 -

100 -

80

60

o N/ N\

20 - .
0 - = e — W *"-—.."‘“— — S "
40 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
—e—Albania —=— Bosnia —a— Croatia
—»—FYR Macedonia —x— Serbia —e— Montenegro

Source: Transition Report 2007, p. 37, WIIW, www.wiiw.ac.at

Figure 4. Inflation rate in the Western Balkans, 1995-2007.

is at 6%, showing the efficiency of the reforms regarding The area that still has not showed positive results and
the stabilization of the economy. After 2005 data it is most certainly needs extra effort that would improve
evident that the price rose faster then in the rest of the economic and social losses of the society is the labour
region. market. At the beginning of transition, the need to estab-
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lish a profitable business emphasized the problem of
redundant labour, the workers were laid off in the proc-
ess of restructuring. The situation generated increased
pressures at the labour market, and together with the
young people searching for a job for the first time, the
unemployment rate has increased to above 40% in some
countries.

Figure 5 shows that FYR Macedonia has the biggest
problem of unemployment, with the rate of 34% in 2008,
Bosnia and Herzegovina follows with the rate of 23%.
That country successfully coped with the problem of
unemployment from 2005 onwards, and since then is
continually decreasing the rate. The smallest unemploy-
ment rate, continually decreasing, from 16.8% in 2000 to
13.4% in 2007, was recorded in Albania, and Croatia
also achieved some positive movements with the rate
continually decreasing since 2001, and in the last year of
the period analyzed it came down to 8.4%. As a general
rule, Western Balkan countries did not manage to start
up their economies by opening new production facilities
and new workplaces, so the existing structure raised the
unemployment problem together with inevitable cyclical
and frictional, to a very high, in some countries even
alarming levels. It is obvious that in these countries the
privatization process and structural reform have not
achieved the expected results, so the problems on the
labour market still remain strong.

Also, the Western Balkans was not very successful in
the area of foreign trade if we assess current account
deficit. The initial liberalization of foreign trade, together
with the economy that was not strong enough, resulted in
rapid growth of imports and further increase in trade
deficit and current account balance deficit (Figure 6).

The greatest current account balance deficit in 2008,
observed as a share of the GDP, was recorded in Monte-
negro (30.1%), then in Serbia (17.1%). The share of cur-
rent account deficit in the GDP of Albania was 14.9%,

while for Croatia this indicator was at 9.3% in 2008. The
other countries were realized deficit of current account
more then 10% of their GDP.

Unsatisfactory competitiveness of national companies,
the beginning of foreign trade liberalization, population
becoming more and more a part of the consumer society,
and companies requiring investment all had an influence
on high trade deficits and incurring new debts.

According to calculations based on WIIW data, Croats
have the largest debt per capita, 6,500 Euros in 2007.
This indicator is three times the amount of Serbia, and
six times the amount of Montenegro, with the rising
trend since 2000. The smallest amount of external debt
records Albania, Bosnia and Herzegovina and FYR Ma-
cedonia. The need to increase external debt was most
certainly generated by the development cycle of a coun-
try on the one side, but on the other side also by insuffi-
cient interest of foreign investors, primarily due to po-
litical instability, as defined in the chapters that follow.
On the basis of conducted analysis, it can be concluded
that Western Balkan countries achieved satisfactory re-
sults in the area of their internal balance, primarily in the
domain of price stabilization, while the problems in the
external area still remain grave as seen in the equilibrium
of balance of payment and foreign debt. The problem of
debt would not be so alarming if the countries managed
to start the development cycle generated by new produc-
tion facilities and new jobs openings, which was not the
case. Namely, development cycles that were started were
based on increased domestic, personal and national con-
sumption for which incurring foreign debt is inevitable,
and this cannot be the strategy of long-term sustainable
development cycle.

3.3. Evaluation of Transition Processes through
Transition Indicators

Based on the above-mentioned EBRD transition indica-
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Figure 5. Unemployment rate in the Western Balkans, 2000-2008.
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Figure 6. Current account balances in the Western Balkans, 1995-2007 in per cent of GDP.

tors, Western Balkan countries have achieved significant
progress in the last couple of years. Croatia achieved the
best results in the region in all indicators except in price
liberalization, and if countries are analyzed as a whole,
best results are with small scale privatization and trade
and foreign exchange system. Infrastructure reform, se-
curities market and non bank financial institutions were
evaluated as worst, together with competition policy, but
in these areas big progress was made in the last couple of
years. These countries have a relatively low score in
governance and enterprise restructuring. In recent years
Croatia and Bosnia and Herzegovina achieved some
progress in increasing private sector share, and Bosnia is
still in the domain of large scale privatization. Largest
private sector share in GDP is recorded in Albania —
75%, followed by Croatia with 70%. On the basis of the
presented data we can conclude that Croatia is the most
successful country of the region, while all other countries
are more or less at the same level of achievement.

4. Is the Interest of Foreign Investors for
Croatia Satisfactory?

The prevailing opinion in literature dealing with econ-
omy is that the ability of a national economy to attract
foreign capital represents a great potential for the growth
of developing countries. [10]. Among other things, for-
eign capital can have the function of increasing national
savings, usually savings are at low levels in less devel-
oped countries, which enables the countries to increase
the investment rate and thereby achieve better develop-
ment results. In the long run, through acceleration of the
development cycle, this increases the growth potential of
a country and the standard of living access to interna-
tional capital market provides the means to finance in-
creased needs for resources in developing countries. It is
not only the fresh capital that is relevant, but also more
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intangible assets. Some types of foreign capital inflows,
principally foreign direct investment (FDI), facilitate the
transfer of managerial and technological know-how,
which is really important for those countries [11].
However, the FDI usually goes to the countries where
it is possible to combine the ownership advantages with
the location specific advantages of the host countries
through internationalization advantages of foreign in-
vestments [12]. Western Balkan countries do not have a
significant potential for attracting foreign investors. In an
economic sense, direct investments depend on different
aspects of investments: the motive for investment (mar-
ket-seeking, resource-seeking and -efficiency-seeking),
type of investment (greenfield or brownfield), the sector
of investment (manufacturing or services) and the size of
multinational company or investor. However, one must
also include location-specific factors, which are more
stable over the period. According to the above mentioned,
the principal economic determinants of the FDI in spe-
cific case could be different. The market-seeking FDI
aims at penetrating the local markets of host countries
and is usually connected with: market size and per capita
income, market growth, access to regional and global
markets, consumer preferences and structure of domestic
market. The resource-asset seeking FDI depends on
prices of raw materials, lower unit labor cost of unskilled
labor force and the pool of skilled labor, physical infra-
structure (ports, roads, power, and telecommunication),
and the level of technology. The efficiency-seeking FDI
is motivated by creating new sources of competitiveness
for firms and it goes where the costs of production are
lower. In this last case, prior to decision, foreign inves-
tors consider price of factors of production (adjusted for
productivity differences) and the membership in regional
integration agreement [12]. Consequently, the effi-
ciency-seeking FDI covers both previously mentioned
types of the FDI. It is necessary to stress that is not pos-
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sible to distinguish exactly between firm-specific and
country-specific determinants of the FDI, or to determine
motives of small versus large foreign affiliates.

Global FDI inflows increased in all three groups of
economies: developed countries, developing countries
and the transition economies of South-East Europe and
the Commonwealth of Independent States (CIS) in recent
years [13]. China, Hong-Kong and Singapore were most
attractive to foreign investors in the previous period, and
among transitional economies it was Russian Federation.
Considering market size of countries that are most inter-
esting to foreign investors and the price of labour, the
position of Western Balkan countries is far worse, but
world trends are none the less followed in that segment.

Western Balkan countries became interesting for for-
eign investors only after 2000, except for Croatia which
had significant foreign investment since 1995, immedi-
ately after the war ended. This relatively weak and
shifted interest of foreign investors in Western Balkan
countries, if compared to other transition economies, is
explained by political instability of the entire region. But,
even though the investments in the whole region in-
creased after 2000, they are still low and unequally dis-
tributed. All countries are not equally attractive to the
investors, biggest investment is in Croatia, while Serbia
became especially attractive after 2004. Raising interests
and FDI inflows towards the region in recent years were
driven by the privatization of state-owned enterprises and
by large projects benefiting from a combination of low
production costs in the region and the prospective entry
of Bulgaria and Romania into the EU [13] if we analyze
South-East Europe.

In the period from 1989 to 2006, foreign investors in-
vested around 31.2 billion USD in the entire region,

which amounted to around 1,450 USD per capita, while
ten new members of the European Union accounted for
around 4,700 USD per capita. From the investments
mentioned, 44% was invested in Croatia, 32% in Serbia,
while four other countries had the investment of about
26%. Montenegro was the country with the smallest
number of investments, but this is also the smallest state
regarding the size, so, as a small market it has poor eco-
nomic power and thus does not attract investors. The
share of FYR Macedonia in total accumulated FDI from
1989-2006 was 5.2%, followed by Albania with 6.7%,
and Bosnia and Herzegovina with 8.6% (Figure 7).

If we look at FDI per capita for the period, the situa-
tion is a little bit different. Croatia is at first place with
3,067 USD, Montenegro second with 2,009 USD, and
Serbia third with 1,312 USD, while other countries of the
region are at below 1,000 USD per capita.

Skufli¢ and Botri¢ [14] explored determinants of for-
eign direct investment for the countries of South-East
Europe, which, alongside with Western Balkan countries,
also includes Bulgaria and Romania. Their analysis shows
that market-seeking determinants of the FDI are signifi-
cant, as well as resource seeking determinants (labor cost).
They attribute this finding to the fact that FDI in SEEC is
predominately directed towards the service sector and is
rarely connected with greenfield investments or generally
investment in manufacturing sector. For the latter, the
relative labor cost is more important as an attraction fac-
tor, than for the service sector. They find that the type of
FDI is relevant for determining what set of characteris-
tics of the national economy is important for FDI attrac-
tion. FDI in specific industries of the national economy do
depend on certain characteristics, which could only be partly
explained by the overall economic state in the country.
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Figure 7. Foreign direct investment cumulative and per capita for the period 1989-2006 in the Western Balkans.
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5. Conclusions Remarks

Today, almost two decades after the transition process
started, we can safely say that there are two basic groups
of countries; the ones that have overcame the difficulties
of transition and became a part of the developed Europe,
and the ones that were less successful. The less success-
ful ones include Western Balkan countries, but within
this second group there are some differences. The West-
ern Balkans is geographically situated at the margins of
the EU, the area became the focus of future integration
after the last enlargement of the European Union, but this
area also suffered many crisis, political turmoil and dis-
integration which had a significant influence on slowing
down the transition of the region. Successful countries of
Central and Eastern Europe, unlike Western European
countries, also had different starting points and poor re-
form background, but their transition, although difficult,
reached the pre-transition levels by the end of 1999, and
some of them maybe a year later. Western Balkan coun-
tries are small countries with the population of around
21.5 million, and with poor economic power. Croatia
stands out with the average GDP per capita of about
15,600 Euros at PPP, but still far behind Slovenia (22,
700 Euros), Czech Republic (20,100 Euros), Hungary
(15,700 Euros), and even Poland (14,400 Euros). Croatia
also achieved better and positive results of the transition
process, which are even better that the ones of some
countries that joined the EU in the last enlargement.
Analysis shows that the transition process depends on
reform background, starting positions, the circumstances
in which the transition takes place and the willingness of
the nation to face inevitable problems imposed by the
elements of market economy. Without any doubt, the
transition is much easier if foreign investors are included.
They bring not only fresh capital and intensify the in-
vestment cycle, but also bring knowledge and new tech-
nologies, which all together boost the transition process.
Foreign investors are absent in Western Balkan region
and the reliance on borrowing capital led those countries
in debt problems. Due to insufficient own knowledge
mentioned countries are not successfully implemented
reforms. Thereby, all of them are not ready to cope with
the demanding European market. As analysis showed
that it is necessary to evaluate the countries in the proc-
ess of EU accession separately. It is expected that Croa-
tia will, once entering the EU, accelerate its development
cycle and achieve progress in strengthening the basis for
production and exports. Other countries, based on the eco-
nomic indicators achieved so far, can expect to join the
EU between 2010 and 2015. Due to significant develop-

Copyright © 2010 SciRes.

ment gap between Western Balkan countries, it would
not be properly to observe the region as a whole and ap-
ply a singular strategy of the EU accession because this
approach would have a negative impact on Croatia, as
the most developed country of the region.
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