CHAPTER 6

Services Trade and Investment
in Eastern Europe and
the Former Soviet Union

Introduction

Since 1990, the services sector has grown rapidly in all of the coun-
tries in the Region. The share of services in total employment and
GDP in many of the countries is now close to that observed in OECD
countries. Foreign investment, especially foreign direct investment
(FDI), has played an important role in this process—much greater
than the norm in many countries—reflecting the relatively limited
experience and understanding of the need for market-based services
among the inhabitants of the Region.

One of the stylized facts of economic development is that the share
of services in GDP and employment rises as per capita incomes
increase (Francois and Reinert 1996). The rise in the share of services
reflects a number of factors, including increasing specialization and
exchange of services through the market (“outsourcing”), with an
associated increase in variety and quality that may raise the produc-
tivity of firms and the welfare of final consumers, in turn increasing
demand for services. It also reflects the fact that the scope of (labor)
productivity in services provision is less than in agriculture and man-
ufacturing, implying that over time the (real) costs of services will rise
relative to merchandise, as will the share of employment in services
(Baumol 1967; Fuchs 1968).
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Services also play a critical role in international trade. Transport
services are a key input into trade in goods, and technological
advances in transportation have had a major impact on the observed
expansion of trade in goods. Services themselves are also becoming
increasingly tradable as a result of the greater mobility of people and
developments in information, computer, and telecommunications
industries. This has resulted in the ever-increasing specialization in
production of goods also extending to services. To a large extent, the
process of globalization reflects the internationalization of produc-
tion, consumption, and trade in services.

An implication of these technological developments is that the
competitiveness of firms—both domestic enterprises operating on the
local market and exporters on international markets—increasingly
depends on the availability of low-cost and high-quality producer ser-
vices in an array of areas. To illustrate with a few examples, telecom-
munications and related services are crucial for the international diffusion
of information and knowledge. For some services, telecommunica-
tions technology serves as the means of export delivery. Ensuring
access to modern networking technology is a vehicle that allows the
economy to diversify by utilizing information technologies to export
labor-intensive services. Well-known examples are call centers and
back-office processing activities. Efficient transport and distribution ser-
vices ensure that goods and people arrive in foreign countries in a
timely manner. In places where it is expensive to ship goods abroad
and service delays are frequent, transportation can become a prohib-
itive barrier to trade or can bias the geographic composition of exports
and preclude countries from participating in the global production
sharing that increasingly characterizes international trade. Access to
financial services—working capital, export credit, insurance—is critical
if firms are to obtain and fulfill orders from abroad; the existence of
markets for foreign exchange, forward contracts, options, and other
derivatives can reduce exporters’ risk exposure. Efficient producer
services and the proliferation of e-commerce (Internet) are of great
importance in expanding export earnings and fostering economic
growth. For some economies where the biggest export industry is
tourism—a service export par excellence—good transportation and
communications infrastructure are also key for growth.

Under central planning, services industries were generally neg-
lected. Marxist thinking emphasized the importance of tangible
(material) inputs as determinants of economic development, and clas-
sified employment in the services sector as unproductive. Bicani¢ and
Skreb (1991) also note that the properties of modern producer ser-
vices, namely marketability, tradability, and small scale of business,
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did not comply with features of Marxist economies and the bias in
favor of large company scale. A result was excess demand for pro-
ducer services under central planning. In market economies, pro-
ducer services are among the fastest-growing services subsectors and
have been subject to increasing externalization (outsourcing). A sim-
ilar development was not feasible under central planning. The lack of
producer services in the Region’s countries was reflected in transport
bottlenecks, lack of telephones and low quality of existing lines, an
obsolete banking structure, and extremely low employment in ser-
vices (for example, less than 1 percent of the labor force was
employed in finance and insurance).

This situation severely hampered economic development in the
Region before 1990. One example concerns the role of vertical integra-
tion of transport services. Because of the preference for large company
size, transport services were often integrated into production firms—
there was no market for such services. The lack of services also helps
explain economic developments after 1990. Campos and Coricelli
(2002) note that under central planning, countries had high savings
rates, with the central bank allocating funds according to political pri-
orities. This resulted in inefficient (often over-) investment, reflected in
part in the low quality of the physical capital stock before 1990. After
1990, price liberalization was implemented, along with tight monetary
policies. Given the absence of an effective private financial system, this
led to a credit crunch in many transition economies.

Services also play an important role in coordination of economic
activity in a market economy. Under central planning, economic rela-
tions were highly specific (that is, firms were locked in relationships
with other firms). Input prices were administered, and firms did not
accumulate information on other firms and markets. The decentral-
ized bargaining process with many potential business partners and
customers that characterizes a market economy requires flows of
information and an efficient service infrastructure, which did not exist.

Thus, the former centrally planned economies of the Region inher-
ited very weak services sectors. Many of the services that are critical
to the efficient functioning of a market economy—not just a financial
sector that could allocate investment funds efficiently but also the
design, packaging, distribution, logistics, management, and after-sales
services that are needed in order to establish, maintain, and expand
market share, whether domestically or on international markets—
simply did not exist. This chapter provides an overview of the status
quo on services in the countries of the Region, with a more in-depth
discussion of developments on trade in services. In terms of policy,
the primary focus of the chapter is on policies toward trade and
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investment in services. There are large differences in the policy
stances toward trade and investment in services across the Region. In
part, these differences reflect the strategies that were chosen by gov-
ernments in terms of liberalization and regulatory reform more gen-
erally. In part, they also are the result of differences in “access” to, and
use of, trade agreements.

The EU-8 countries—the Baltic and the Central and Eastern Euro-
pean (CEE) states—have used the prospect of accession to the EU as
a focal point for reform and reregulation of the services sector. Acces-
sion implies that the acquis communitaire become the template for leg-
islative and regulatory changes. For those countries where accession
is not on the agenda, this “EU convergence” strategy is in principle
still available because the “template” is common knowledge. An
important policy challenge confronting countries that are not in line
for EU accession is to determine to what extent other multilateral
instruments such as the WTO and regional cooperation can be used
as a signaling device and a focal point for reforms. The ongoing Doha
Round offers an opportunity for non-EU-accession candidates to sub-
stantially expand specific commitments on market access and
national treatment for service sectors.

This chapter opens with a discussion of the changes that have
occurred in the structure of the Region’s economies in terms of the
share of services in GDP and employment. Changes in trade and FDI
in services, respectively, are then analyzed. This is followed by a
review of the policy stances toward international transactions in ser-
vices across the Region’s countries, focusing in particular on so-called
“backbone” service industries: finance, telecommunications, and
infrastructure. The relationship between services policies and changes
in services intensity of the Region’s economies and aggregate growth
performance are analyzed next. The chapter concludes with a sum-
mary of a number of policy conclusions.

Shifts in the Structure of Services in the Region

The share of services in GDP and employment has grown significantly
in the last 15 years. Compared with the high-income OECD average
in 1990—when the share of services in employment and GDP was
around 63 percent—the Region’s countries clearly lagged far behind:
services accounted for 30-40 percent of GDP and employment. As of
2003, these services shares had increased substantially, with the
greatest growth observed in the Baltic States, which have now almost
converged on the OECD average of 68 percent in terms of GDP shares



Services Trade and Investment in Eastern Europe and the Former Soviet Union 285
FIGURE 6.1
Changes in the Share of Services in GDP and Employment
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(although employment shares remain lower). While the EU-8 states
have come close to converging, much less progress has been made by
the CIS, where natural-resource-based activities continue to consti-
tute a major share of GDP (see figure 6.1). SEE countries lie in
between, but are much closer to the level of the EU-8.
Labor productivity performance has demonstrated great increases in
many of the Region’s countries. As is the case with regard to the share
of services in GDP and employment, there is a distinct pattern, with the
EU-8, and to a lesser extent SEE, registering an increase in productiv-
ity, both overall and within services (broadly defined to include gov-
ernment); see figure 6.2.! Conversely, for those other sub-Regions for
FIGURE 6.2
Labor Productivity
Labor productivity of services sector by country Labor productivity of all sectors by country
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FIGURE 6.3
Change in Value Added per Worker
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which data are available, there has been a decline in the value of ser-
vices output per employee. Nor have these countries increased their
overall labor productivity performance in the last decade. The perform-
ance of the Baltic countries—where labor productivity in services out-
paced the productivity increase in other sectors of the economy—is
noteworthy. The charts also show, however, that convergence with
respect to high-income OECD countries in terms of productivity levels
is still in the earlier stages for all of the Region’s countries, regardless of
the total progress and deterioration shown in figure 6.3.

Trade in Services in the Region

Services differ from goods in that they are intangible and often can-
not be stored—they must be consumed as they are produced. These
characteristics make them difficult to trade internationally at arm’s
length in a manner analogous to goods. Although technological
developments are increasingly making it easier to exchange services
through telecommunications networks and the Internet, trade in ser-
vices often requires the physical movement of either the supplier or
the consumer so that they can be in the same location. As a result of
this technological “constraint,” the WTO has defined four so-called
“modes of supply” through which international trade in services may
occur (see box 6.1). Mode 1 is cross-border supply, which applies
when service suppliers resident in one country provide services in
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another country without either supplier or buyer/consumer moving
to the physical location of the other. Mode 2, consumption abroad,
refers to a consumer who is the resident of one country moving to the
supplier’s country to consume a service. Mode 3, commercial pres-
ence, refers to legal persons (firms) moving to the consumer’s loca-
tion on a long-term basis to sell services locally through the
establishment of a foreign affiliate or branch. Essentially, this com-
prises FDI. Mode 4 is the mode of supply through which services can
be traded by the temporary movement of natural persons to the loca-
tion of the consumer or demander of the service. Note that if the
movement is long-term, this would constitute immigration. National
accounting conventions do not regard immigration as trade insofar as
the output produced by immigrants is part of the host country’s GDP.?

The primary source of data on the magnitude of trade in services is
the balance of payments (BOP). Unfortunately, this is only an imper-
fect source. Most countries do not collect detailed statistics on each of
the four modes, which is also the case for the countries of the Region.
The balance of payments generally has reasonably good coverage of
Mode 2 (consumption abroad) because this tends to overlap to a large
extent with the expenditures associated with tourism and business
travel. Mode 3 (local sales of foreign affiliates) tends to be very badly
covered, if at all—in almost all cases, data on this must be collected
separately through surveys. The same is true of Mode 4. Insofar as
this is recorded in the balance of payments, it will be conflated in the
labor income and remittances categories. Finally, Mode 1 services are
also imperfectly captured because such services trade may not give
rise to a movement of foreign exchange, as is often the case with
intrafirm cross-border transactions.

In short, there is a large discrepancy between the conceptual clas-
sification of trade in services and the available statistics. The latter
capture trade in services only very imperfectly. As a result, it is neces-
sary to use the existing BOP classifications—which distinguish trade
in transport services; foreign exchange transactions associated with
the travel of natural persons; and all other types of services
exchanges, ranging from financial to educational services. In practice,
any or all four of the modes of supply may be used—it is generally not
possible to determine which mode has been used. In this chapter, use
is made of BOP data and information on the services share of inward
FDI flows. Unfortunately, no data are available on the sales of foreign
affiliates—that is, the magnitude of the trade in services that is asso-
ciated with FDI flows (stocks) in services.

Although all of the Region’s countries have seen the share of ser-
vices in GDP and employment expand in recent years, this does not
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BOX 6.1

Modes of Trade in Services as Defined by WTO

Mode 1—Cross-border. services supplied from the territory of one Member into the territory
of another. An example is software services supplied by a supplier in one country through
mail or electronic means to consumers in another country.

Mode 2—Consumption abroad: services supplied in the territory of one Member to the con-
sumers of another. An example is a consumer moving, for example, to consume tourism or
education services in another country. Also covered are activities such as ship repair abroad,
where only the property of the consumer moves.

Mode 3—Commercial presence: services supplied through any type of business or profes-
sional establishment of one Member in the territory of another. An example is an insurance
company owned by citizens of one country establishing a branch in another country.

Mode 4— Presence of natural persons: services supplied by nationals of one Member in the
territory of another. This mode includes both independent services suppliers, and employees
of the services supplier of another Member. Examples are a doctor of one country supplying
through his or her physical presence services in another country, or the foreign employees of

a foreign bank.

Source: Broadman 1994.

necessarily translate into an expanding share of services in total trade
(see table 6.1). Indeed, for many of the advanced countries in the
Region, the opposite is observed—the relative importance of services
has been declining, reflecting the expansion of trade manufactures or
other tangible goods. Most countries in the Region are not heavily
dependent on services as a source of foreign exchange—the two
exceptions are Albania and Croatia. For both, services are more than
50 percent of total exports (goods plus services). In both cases, the
activity that underlies the high dependence on services is travel
(tourism), accounting for some 75 percent of total services receipts.
Also noteworthy is that for both countries, the share of services in
total receipts has grown very substantially since 1996, reflecting a
recovery in tourism in the case of Croatia.

Three of the Region’s countries see significant growth in their share
of services exports: Bulgaria, FYR Macedonia, and Moldova. Tourism
is again the explanation for the rise in Bulgaria; data constraints do
not allow a determination for FYR Macedonia, while in the case of
Moldova, the growth is the result of an expansion in services other
than transport and travel. In contrast to these countries, the countries
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TABLE 6.1
Share of Services in Foreign Exchange Receipts, 1996 and 2003 (%)
Services Transport Travel Other services

(% of total exports) (% of all services) (% of all services) (% of all services)
Country 1996 2003 1996 2003 1996 2003 1996 2003
Albania 35.0 61.7 234 96 59.4 725 172 179
Armenia 21.0 230 46.5 35.2 152 35.1 38.3 29.7
Azerbaijan 19.0 14.1 36.0 459 30.5 134 335 40.8
Belarus 14.0 129 52.6 57.0 6.1 178 13 252
Bosnia and Herzegovina n.a. 246 na. 78 n.a. 48.1 n.a. 440
Bulgaria 220 298 322 297 284 524 394 17.9
Croatia 1.0 578 223 9.1 63.1 740 147 169
Czech Rep. 21.0 138 16.3 216 499 458 338 26.6
Estonia 38.0 32.7 39.8 441 437 30.2 16.5 25.7
Georgia na. 34.7 na. 449 n.a. 333 na. 219
Hungary 27.0 15.6 6.4 127 60.7 431 329 441
Kazakhstan 10.0 1.4 64.0 484 295 332 6.4 18.4
Kyrgyz Rep. 6.0 n.a. 230 n.a. 134 n.a. 63.6 n.a.
Latvia 43.0 325 62.8 58.7 19.1 145 182 26.8
Lithuania 19.0 197 449 497 39.6 340 155 16.4
Macedonia, FYR 120 193 314 n.a. 134 n.a. 55.2 na.
Moldova 11.0 237 52.2 50.6 316 232 16.2 26.2
Poland 26.0 15.5 282 358 324 36.4 394 278
Romania 16.0 147 36.6 39.8 338 148 29.6 454
Russian Fed. 13.0 105 21.3 38.2 535 281 192 33.7
Serbia and Montenegro n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Slovak Rep. 19.0 131 311 n.a. 326 n.a. 36.3 na.
Slovenia 200 17.8 225 276 58.1 479 194 245
Tajikistan n.a. 8.9 na. 55.3 n.a. 1.7 n.a. 43.0
Turkmenistan 5.0 na. 76.1 n.a. 8.9 na. 15.0 na.
Ukraine 24.0 18.0 84.0 67.4 48 179 1.2 147
Uzbekistan na. na. n.a. n.a. n.a. n.a. na. na.
Turkey 30.0 212 131 1.4 421 69.2 449 194
World average 20.1 20.8 229 22 323 293 449 494

Source: IMF balance of payments.

Note: n.a. = not available.

that have recently acceded to the EU have experienced a decline in
the share of services in total exports—often by 50 percent or more.
Underlying this relative drop is a relatively stagnant level of services
receipts combined with more dynamic exports of manufactures.
Noteworthy is the fall in the relative importance of tourism receipts
for the CEE and the Baltic countries, offset by a relative increase in
transport and other services. The latter catchall category expands sub-
stantially as well in the cases of Romania and Russia. Croatia and
Lithuania are the only countries where services export growth has
outpaced merchandise exports since 1995.

These data reveal differences between subsets of the Region’s
countries. In the EU-8, exports of manufactures have dominated,
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with the exception of Estonia and Slovenia. In the case of the CIS and
SEE, the share of services in total exports has grown significantly. Ser-
vices exports as a share of GDP more than doubled for all of these
countries on average since 1995. This development is not exceptional,
in that the ratio of service exports to GDP has simply been converging
toward those found in other parts of the world (table 6.2). Thus, this
can be seen as one dimension of the transition to a more market-
based economy. A similar pattern can be discerned on the import
side—a process of convergence on the part of the Central Asian
republics and SEE toward the pattern that already prevailed in the
EU-8 and the EU-15 (table 6.3). However, this does not appear to be

TABLE 6.2
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accompanied by any distinct pattern in the relative performance of
services compared with goods imports.

Input-output tables for the year 2001, the latest available year for
many of the Region’s countries, provide information on differences in
economic structure and the extent to which the countries have con-
verged with comparable countries in the rest of world in regard to
both intermediate services use and final demand, as well as on the
service intensity of exports. Tables 6.4 and 6.5 report such informa-
tion for a sample of the Region’s countries for which input-output
tables are available, drawn from the Global Trade Analysis Project
(GTAP) database. Table 6.6 reports information on the sectoral inten-
sity of exports: the direct contribution of agriculture, mining, manu-
factures, and services to total exports, expressed as a share of total
exports. (Note that this export revenue includes services as well as
goods exports). The data confirm that Albania, Croatia, and the Baltic
States are much more services-intensive in their export structure
than are other countries in the Region.

Another measure of services intensity of exports that can be derived
from input-output information is the sum of the direct and indirect
contributions made by all sectors to a unit of foreign exchange earn-
ings, taking into account the linkages between activities. This can be
calculated by taking the direct contributions by sectors to total exports
and using the input-output structure to determine how much activity
a unit of exports generates. Any export, whether of a good or a service,
will generate demand for inputs from all other sectors of the economy.

TABLEG. 4

Sectoral Intensity of Exports
Sectors’ share of total export revenue (percentage)

Agriculture/Food/ Mining | Manufactures Services

Albania 19 35 46
Croatia 9 49 42
Czech Rep. 5 80 15
Hungary 7 76 17
Poland 10 73 17
Romania 4 85 10
Slovak Rep. 4 86 10
Slovenia 4 81 15
Estonia 1 66 22
Latvia 13 64 24
Lithuania 13 63 24
Russian Fed. 40 52 8
Memo:

Greece 12 29 58

Source: GTAP input-output data derived from Social Accounting Matrices for 2001.
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TABLE 6.5

Total Export-related Activity
Direct plus indirect linkages, 2001

Total
“Multiplier” Shares (%)
(index) Agriculture/Food | Mining | Manufactures | Services
Albania 48 20 4 24 52
Croatia 29 18 1 36 45
Czech Rep. 3.0 10 2 61 27
Hungary 2.8 10 2 51 37
Poland 42 17 3 43 38
Romania 6.6 27 3 39 30
Slovak Rep. 29 12 3 57 28
Slovenia 29 10 1 58 31
Estonia 25 15 2 49 35
Latvia 30 17 1 36 47
Lithuania 35 17 4 36 42
Russian Fed. 36 14 17 30 39
Memo:
Turkey 3.7 17 2 40 Iy
China 37 18 3 62 17
Malaysia 2.1 8 3 64 25
Germany 33 7 1 49 43
Source: GTAP input-output data derived from Social Accounting Matrices for 2001.
TABLE 6.6
Inward FDI Stock by Sector, Selected Countries in the Region
End-2003 unless otherwise indicated; shares in total stock (%)
Czech Rep. Hungary Poland Slovak Slovenia
Sector 2002 2002 2002 Rep. 2002 Estonia
Agriculture, forestry, fishing 0.1 1.3 0.4 02 0.0 0.4
Mining and quarrying 1.4 0.3 0.3 08 0.0 04
Manufacturing 355 458 35.8 375 433 182
Electricity, gas, water supply 6.9 46 26 1.7 1.0 24
Construction 1.9 11 26 0.7 0.1 25
Distribution and repair services 1.9 1.1 171 11.2 145 159
Hotels and restaurants 12 11 0.6 05 04 1.7
Transport, storage, and communications 13.6 10.1 104 10.0 44 17.7
Financial intermediation 159 103 73 235 188 28.1
Real estate, rental, and business act. 9.3 1.7 15 32 152 114
Education, health, social work 0.2 04 0.1 0.1
(Other community and personal services 2.4 0.3 0.5 0.8
QOther not classified activities 1.0 14 1.7 04
Purchase of real estate by foreigners 1.5
Total services share? 56.2 479 60.9 498 55.7 786
Value of services FDI stock ($ bn) 26.7 229 36.8 56 2.8 5.1
Services FDI stock as % of GDP 316 217 17.6 17.6 17 60.7

Source: wiiw-WIFQ database on FDI, July 2004 edition.

Note: a. Includes finance and business services. b. Covers all industry, including mining/energy. c. Includes hotels and restaurants. d. Not including utilities.
...=not available.
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The extent to which such demand is for service-related activities pro-
vides another measure of the relative service-intensity of an economy.
The results of such a calculation are reported in table 6.5, where (for
convenience) activities are aggregated into four broad categories.

The first column in table 6.5 is the sum of the direct and indirect
linkage effects generated by a unit of export revenue—it indicates the
total activity generated by (going into) one unit of foreign exchange
(exports). The average “multiplier” is 3.6 for the countries of the
Region covered in the sample (that is, every dollar of exports gener-
ates $3.6 in economic activity, both direct and indirect demand). Of
greater interest from a services-intensity perspective is how much of
this is the result of services. On average, a little over one-third of this
total activity is services-related, ranging from a high of 52 percent
(Albania) to a low of 27 percent for the Czech Republic. Even taking
into account the indirect linkage effects, Albania, the Baltic states,
and Croatia are relatively services-intensive. However, many the
Region’s countries are more services-oriented than many developing
countries such as China or Malaysia, two comparators reported in
table 6.5. On this measure, they are rather similar to EU countries.

Balance of payments data provide no information on the origin
and destination of trade. Given the absence of customs statistics—the
source of such data for goods trade—it is very difficult to determine
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who are the partners for the observed foreign exchange flows associ-
ated with services. A sense can be obtained of the origin and destina-
tion of services exports and imports by using data that should be
highly correlated with certain types of trade in services. For example,
telecommunications traffic is collected by telecom firms on a bilateral
basis, and this should be closely correlated with Mode 1 trade. Simi-
larly, the origin of tourist arrivals may provide information on Mode
2 trade. Finally, FDI data and immigration flows will provide some
information on the geographic pattern of Modes 3 and 4 trade.

The available data for the Region on the origin and destination of
travelers are very weak—statistics provided by the World Tourism
Organization are very incomplete and not comparable across destina-
tion countries. One source of data that can be used to assess the ori-
gin and destination of trade in services is merchandise trade statistics,
because these will by necessity be accompanied by transport services.
(These were discussed in chapter 2.) The other source on origin and
destination is telecommunications flows. These are reported in figure
6.4, for various subgroups of the Region’s countries, for the year 2002.
These data give an indication not only of the current situation but
also of the change that has taken place since 1990 because before
that, the presumption is that virtually all international telecommuni-
cations traffic would have taken place between the Region’s coun-
tries, reflecting the closed nature of the economic regime.

The telecom data reveal substantial differences in the origin and
destination of “trade in services.” For the Central and Eastern Euro-
pean (CEE), Southeastern European (SEE), and Baltic countries, the
EU accounts for about 50 percent of all outgoing tratfic, with the SEE
share being slightly higher and the Baltic share slightly lower than
this. The relative importance of the other countries of the Region,
taken as a whole, varies greatly across these three groups: in the
Baltics, other countries of the Region account for almost the same
share in traffic as does the EU-15 (43 percent as opposed to 46 per-
cent). In the SEE countries, other countries of the Region account for
20 percent of the total, as compared with 28 percent for CEE. Other
(non-EU) OECD countries represent between 4 and 6 percent of out-
going traffic. Turkey is also an important destination (4.5 percent).

The pattern is quite different for the three other subgroups. Here,
rather than CEE, SEE, or the Baltics, Russia in particular accounts for
the lion’s share of outgoing traffic, ranging from a low of 69 percent
for the Caucasus to a high of 81 percent for the Central Asian coun-
tries. All of the Region’s countries account for 77 percent of outgoing
traffic on average for Russia, Ukraine, Belarus, and Moldova. The EU-
15 represents 8 percent of total outgoing traffic for these four coun-
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FIGURE 6.4
Bilateral Telecom Traffic, 2002
CEE, shares of destination areas in outgoing SEE, shares of destination areas in outgoing
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tries; the EU-15 accounts for only 1-2 percent for most of the other
CIS countries. Similarly, other OECD countries account for only neg-
ligible shares. While it should be noted that some of these CIS coun-
tries report relatively large shares of outgoing traffic as “not specified,”
so that it is not clear whether the outgoing share toward OECD coun-
tries or Asia is actually as low as is reported, the data do show unam-
biguously that there has not been much diversification away from
traditional partners in much of the CIS. In contrast, there has been a
very marked shift away from other countries in the Region, in partic-
ular Russia, in the CEE and SEE countries.

FDI in Services in the Region

Given that services trades (sales) often require proximity between
service provider and consumer, FDI is an important mode of interna-
tional trade in services. For the countries of the Region, FDI is an
important avenue through which to acquire access to best practices
and new service varieties and technologies. There are substantial dif-
ferences across the Region’s countries in the pattern of services vs.
nonservices FDI, as well as in terms of the magnitude of FDI inflows.

Table 6.6 reports data on the share of services in total inward FDI
in the Region for countries for which these data are available.® Over-
all, services account for some 62 percent of the stock of FDI in the
reporting countries—that is, services FDI tends to reflect closely the
prevailing share of services in the GDP of OECD countries. Finance,
transport, communications, and distribution services account for the
largest share of this FDI. The intensity of FDI in services is highest in
the Baltic states, presumably reflecting their relatively small size and
limited manufacturing base, and lowest in Romania and Ukraine. In
the case of Estonia, financial services are the number-one sector for
FDI, including nonservices sectors, while for Latvia, business and real
estate services are the largest sector.

In general, the EU-15 generate about 80 percent of inward FDI
into the Region’s countries, with Germany, the Netherlands, and Aus-
tria generally being among the top three foreign investors (see also
chapter 7). Geographic proximity and historical links play an impor-
tant role in some instances—for example, Sweden and Finland are
major investors in the Baltics, France has large shares in FDI inflows
into Romania and Poland, and Greece in Bulgaria. For Russia,
Ukraine, and resource-rich Central Asian Republics, FDI from the
United States is important—the United States is the major investor in
both Russia and Ukraine. As can be seen from table 6.6, services FDI
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is also very high as a ratio of GDP in the Baltic states, is highest in the
Czech Republic among the CEE states, and is lowest in Romania, Rus-
sia, and Ukraine. Croatia, the only SEE country for which such data
are available, also has a very high share of services FDI, consistent
with the high service intensity of its exports.

The pattern that emerges is similar to that suggested by the services
trade data—there is a distinct difference between the EU-8 states and
the Central Asian Republics. The former have attracted large flows of
services FDI, whereas the latter have not. The magnitude of the asso-
ciated capital inflow is significant in the former countries, with Esto-
nia and Lithuania being the outliers. Given that FDI in services can be
expected to be associated with new technologies, higher service stan-
dards, and more effective delivery—as illustrated by the indexes dis-
cussed below—these inflows help to explain both the observed higher
labor productivity performance in services noted earlier and the
aggregate growth performance of these countries.

Policy Stances and Reform Progress

Services sector reform involves a mix of deregulation (the disman-
tling of barriers to entry and promotion of competition) and improved
regulation (putting in place an appropriate legal environment,
strengthening regulatory agencies and increasing their independence
and accountability, and ensuring universal access to key services).
The policy challenge is to achieve a balance between traditional reg-
ulation and the introduction of competition (see chapter 4). Much
has been done by countries in the Region to reform and adapt policies
and regulatory regimes for services industries. Figure 6.5 plots three
indicators of the extent of policy reform for banking, nonbank finan-
cial services, and infrastructure. In all three cases, the value of this
index is set at zero for 1989. Thus, the 2004 value of the index pro-
vides a measure of the progress that has been made by countries in
converging to “best-practice” standards—measured by a maximum
value of 4.3. Box 6.2 discusses the construction of these indexes.
The EU-8 (the CEE and the Baltic countries) have made the most
progress on all three fronts. For the other country groups, there is sig-
nificant variation across the three indexes. SEE has advanced the most
on reforms in banking and infrastructure, followed by the Caucasus.
Belarus, Moldova, Russia, and Ukraine have done the most in the
nonbank financial area, followed by SEE. The Central Asian Republics
have made the least progress in all three areas, with one country—
Turkmenistan—not advancing at all in any of the three areas.
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FIGURE 6.5
Services Reform Index, 2004
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B0X 6.2

The EBRD Reform Indexes

The index ranges from 1(little progress) to 4.3 (most advanced implementation of reform agenda).

Banking and interest rate liberalization: A 4.3 means full convergence of banking laws and regu-
lations with Bank for International Settlement (BIS) standards, provision of full set of competitive
banking services.

Securities markets and nonbank financial institutions: 4.3 means full convergence of securities
laws and regulations with International Organization of Securities Commissions (IOSCO) stan-
dards, fully developed nonbank intermediation.

Infrastructure: average of the following five infrastructure reform indicators:

e FElectric power. 4.3 means tariffs are cost-reflective and provide adequate incentive for effi-
ciency improvements. Large-scale private sector involvement in the unbundled and well-
regulated sector. Fully liberalized sector with well-functioning arrangements for network ac-
cess and full competition in generation.



Services Trade and Investment in Eastern Europe and the Former Soviet Union

299

What follows provides an overview of the state of reform in ser-
vices sector policy regimes, with a particular focus on banking,
telecommunications, and other utilities and infrastructure services. A
more detailed overview of the stance of policy reforms in banking and
telecommunications and their evolution over time can be found in
annex tables 6.1 and 6.2.

Banking

The banking sector in the EU-8 countries is characterized by small
shares of credit allocated through state-owned banks, high foreign
participation, and stronger regulatory regimes. Evidence from these
countries indicates that foreign banks have been contributing to the
modernization of the sector. Bottlenecks relevant to sustained finan-
cial development do, however, often persist within the legal frame-
work (tax system, creditor rights, and the bankruptcy code). Central
bank independence has also been strengthened in most of these
countries. Cukierman, Miller, and Neyapti (2001) use a measure of

Railways: 4.3 means separation of infrastructure from operations, and freight from passenger
operations. Full divestment and transfer of asset ownership implemented or planned, includ-
ing infrastructure and rolling stock. Rail regulator established and access pricing implemented.

Roads: 4.3 means fully decentralized road administration. Commercialized road maintenance
operations competitively awarded to private companies. Road user charges reflect the full
costs of road use and associated factors, such as congestion, accidents, and pollution. Wide-
spread private sector participation in all aspects of road provision. Full public consultation on
new road projects.

Telecommunications: 4.3 means effective regulation through an independent entity. Coher-
ent regulatory and institutional framework to deal with tariffs, interconnection rules, licens-
ing, concession fees, and spectrum allocation. Consumer ombudsman function.

Water and wastewater. 4.3 means water utilities fully decentralized and commercialized. Ful-
ly autonomous regulator exists with complete authority to review and enforce tariff levels
and quality standards. Widespread private sector participation via service/management/lease
contracts. High-powered incentives, full concessions, and/or divestiture of water and waste-
water services in major urban areas.

Source: EBRD 2004a.
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independence called LVAW with 16 weighted components. As figure
6.6 shows, the degree of independence in the eight new EU member
countries has converged toward the level achieved by the German
Bundesbank during the 1980s. All of other countries in the Region,
however, fall substantially short of the most advanced ones. Note that
this indicator reflects only legal, not actual, independence. If the lat-
ter were to be taken into account, the picture would look even more
pronounced. The Central Bank of Belarus, for instance, has a high
degree of legal, but a low degree of actual, independence.

Banking markets in the vast majority of CIS countries, as well as in
some SEE countries, tend to be relatively closed in both a formal and
an informal sense. Nevertheless, Armenia’s financial sector is rather
open and sound, underlining that this country is the reform engine of
the Region in financial services. Belarus, in spite of its relative proxim-
ity to the EU, is one of the least advanced countries in that sense, as are
some Central Asian countries. While actual or potential limits on for-
eign participation (globally or in an individual bank) do play a role in
some countries, bureaucratic impediments seem to play a more promi-
nent role in inhibiting foreign participation. Among the factors
reported are limitations on bringing in foreign staff, lengthy licensing
procedures, financial repression, public ownership of major banks,
and inadequate regulatory practices. In general, the banking sector in
these countries suffers from weak capital bases and lack of confidence.
These impediments to financial development are reflected in figure
6.7, which illustrates that the depth of the banking sector has devel-
oped accordingly. Again, the EU-8 countries fare best. Box 6.3 dis-
cusses in somewhat greater depth the impacts of policies that restrict

FIGURE 6.6
Central Bank Independence
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FIGURE 6.7
Financial Sector Performance

Domestic credit to private sector (% of GDP),
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foreign providers” access to the financial sector, based on the experi-
ence of Russia.

Regulated Utilities

Regulated utility and infrastructure services such as telecommunica-
tions can play an important role in fostering (or deterring) interna-
tional integration because they can greatly affect the transactions
costs of international exchanges. Their cost, quality, and accessibility
become central to international integration. Although much reform
progress has been made in some of the Region’s countries, significant
challenges to the efficient provision of utility and infrastructure ser-
vices to firms and consumers in the Region remain. In part, current
problems have their roots in the obsolescence of equipment resulting
from perverse investment incentives that linger from the era of cen-
tral planning and the concomitant disrepair after the fall of Commu-
nism. The key challenges include tackling regulatory problems in the
provision of utility and infrastructure services, which have been sub-
ject to extensive cross-subsidization, inefficient pricing, poor revenue
collection, insufficient separation of industry branches, and overall
poorly designed regulatory frameworks. These problems led to distor-
tions in the development and operation of utility and infrastructure
services markets and stifled needed investment in the Region.*

The lack of competition in specific segments of these markets in
most of the national economies of the Region signals an urgent need
for institutional and structural reform. The rules and institutions
established in each country that govern these services are important
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B0X 6.3

Foreign Participation in Russia’s Banking System—
Experiences and Perspectives

Since the late 1980s, the Russian banking system has undergone fundamental changes. So far,
these changes do not include a sustained opening of the sector to foreign participation. The
prospect of WTO accession, however, puts the topic back on the agenda. It is therefore worth
taking a brief look at respective past and future policy changes, as well as their impact on the
sector and the entire economy. As a first step, however, a look at the general financial-sector
background against which market opening occurs seems useful. Reforms in the banking sector
go back to 1987, when first attempts at establishing a two-tier banking system were made with
the registration of special state and commercial banks. In the early 1990s, this process contin-
ued under the auspices of the Russian Central Bank and a large number of commercial banks
emerged in a short time. Growing private demand for credit and low-cost liabilities attracted
new market entrants. Most banks, however, were inefficient and managed to survive only be-
cause of low returns on deposits. The financial crisis that took off in August 1998 disrupted the
process of financial deepening. The government failed to service its debt, the ruble devalued,
and creditors panicked. As a result, households and nonresident creditors suffered substantial
losses, whereas the real economy was hardly affected. As a matter of fact, banks’ assets were
not too heavily involved in the production side of the economy. Postcrisis market consolidation
was weak and primarily affected banks with a high share of foreign liabilities. Instead, insiders
often stripped and recycled assets. After the crisis, financial services again became more con-
centrated in state-owned banks, which were most heavily involved in funding production activi-
ty. In 2000, for instance, state banks were given special privileges such as implicit guarantees,
capital injections, and preferential funding sources.

Positive economywide fundamentals, as well as risk-averse strategies adopted by banks, sub-
sequently improved financial health in general. Improvements in the legal and regulatory frame-
work are under way. Deficiencies in depositor protection, however, have remained in place. This

because they affect service delivery and the size and nature of the
market in which they are supplied. The regulatory framework needs
not only to reflect the cost of, and demand for, these infrastructure
services, as well as the rate of technical progress in the field, but also
to ensure equal access and prevent domination by incumbents in
many portions of the market. Regulatory institutions affect the scope
for competition by opening segments of these markets to privatiza-
tion and liberalization (see World Bank 2004h).

Introducing competition into these sectors has brought about
increased efficiency in the provision of regulated utility and infrastruc-
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fact helped trigger a minor run on deposits following the closure of a bank in mid-2004. This,
along with a weak capital base and the prevalence of short-term liabilities, poses important pol-
icy challenges. Foreign banks increased their market share in the wake of the financial crisis.
They became a haven for both domestic and international depositors. In spite of these favorable
conditions, their market share never significantly exceeded 10 percent. Even though the policy
regime is formally liberal, market access is not easy. Licensing discrimination, practices and sub-
national regulations violating federal law, abuse of power, and other problems have been noted
in the entire services sector. In financial services in particular, the federal law on “Banks and
Banking Activity of 1996" allows the Central Bank to impose a ceiling on the total amount of for-
eign capital as a share of total bank capital in Russia. In addition, since 1997, the Central Bank
has required of foreign banks that at least 75 percent of their employees and 50 percent of their
management board be of Russian nationality. Heads of foreign banks’ Russian offices are re-
quired to be proficient in Russian. There are other restrictions requiring work experience in the
country. These issues are currently subject to WTO negotiations.

Potential benefits of liberalizing the sector are manifold: more foreign presence provides enter-
prises with easier access to cheaper, long-term financial resources. The net return to capital in-
creases, which fosters capital accumulation and improves the investment climate. Both quality
and quantity of financial services may improve. The financial sector’s capital base increases and
deposits become safer and more long-term. More efficient credit allocation may imply the adop-
tion of better production technologies, which may spill over into the whole economy. This has a
positive effect on total factor productivity. Jensen and Tarr (2004) estimate the welfare gains
from Russian WTO accession to amount to between 3.3 and 11 percent of GDP in the medium
and long run, respectively. They assert that most of these gains would result from the liberal-
ization of barriers against FDI in the services sectors. A negative implication is the likely squeeze
of Russian commercial banks by foreigners and state-owned banks, which receive high interna-
tional credit ratings. The commercial banks may be taken over by foreigners, leaving the rest of
the sector in the hands of the state.

Sources: Vedev 2004; Jensen and Tarr 2004; Mikhailov et al. 2001.

ture services in the Region. Two main reforms have been responsible
for this: (i) allowing entry of new domestic (or foreign) infrastructure
providers; and (ii) opening the domestic market to imports of such ser-
vices. Complementary to the issue of entry into these industries is the
process of change of ownership. Privatization of utilities and infra-
structure service providers is, however, not a necessary condition for
improved efficiency in the provision of these services. The incumbent
provider might remain state-owned, but as long as the regulator allows
for the entry of new providers into the market, such competition can
yield efficiency gains in the industry overall (see EBRD 2004a).
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FIGURE 6.8

The experience to date of countries in the Region in developing
modern regulated utilities and infrastructure services providers has
been quite mixed. The EBRD index for these sectors reveals the het-
erogeneity found in the Region (figure 6.8).> The index shows little
or no progress in utility and infrastructure reform in Belarus, the
Kyrgyz Republic, Tajikistan, Turkmenistan, and Uzbekistan as
opposed to the advancements made in the Czech Republic, Estonia,
Hungary, Poland, and Romania. The relatively high rankings of Bul-
garia, Croatia, the Kyrgyz Republic, Romania, and Russia reflect the
growing recognition and actions by the governments in these coun-
tries to invest efforts in crafting better regulation, commercializa-
tion, and tariff reform for the effective provision of utility and
infrastructure services. Figure 6.9 disaggregates the infrastructure
index along five sectoral dimensions—electric power, roads, rail-
ways, telecommunications, and water and wastewater—and
assesses the cumulative reform progress in each of the Region’s
countries. On average for the Region, progress has been most pro-
nounced in the sectors of telecommunications and electric power.
These higher rankings are likely a result of commercialization,
including deregulation and the successful privatization of the
national telecom companies (see below).

In the telecommunications sector, fixed-line services are still quite
underdeveloped in most of the Region’s economies. This has given
rise to a faster growth of, and stronger competition in, the mobile ser-
vices sectors. As can be seen in figure 6.10, however, this holds pri-
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FIGURE 6.9
Infrastructure Reform, by Country and Sector, 2004
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Note: Each indicator ranges from 1 to 4.3, with 1 representing little or no change from a rigid centrally planned economy, and 4.3 representing the standards of an
industrialized market economy. The scale ranges from 0 to 20, representing the cumulative progress for each country. For a detailed classification system for the five
indicators, refer to the EBRD Transition Report 2004, p. 200.

marily for the EU-8, and to some extent for SEE. In the rest of the
Region, mobile penetration rates fall short of even fixed-line services.

In many countries in the Former Soviet Union, independent tele-
com regulators have yet to be established. Although regulatory inde-
pendence is also compromised in some EU-8 countries, this adversely
affects fixed-line services, where competition requires network
access. Interconnections between different operators should be pro-

FIGURE 6.10
Telephone Services
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moted. The incumbent fixed-line operator often impedes the conclu-
sion of interconnection agreements with other providers. Tariffs are
low and distorted in many countries. There are cross-subsidies
between different types of calls and customers. These issues will have
to be tackled in the future, taking into account social concerns about
low-income groups.

On average, the least progress has been made across the Region in
the rail, road, and water sectors. Reforms in road transport appear to
be lagging behind the railway sector in many countries. Private sector
participation remains limited. Only some EU-8 and SEE countries,
such as Croatia, Hungary, and Poland, have introduced private sector
participation through toll roads. Success, however, has been mixed so
far because of traffic diversion to alternative roads and high risks asso-
ciated with private investment. Toll-based concessions in Hungary
have been converted into payments to the private investors via the
public budget. This transfers traffic risk back to the state while main-
taining the character of the public-private partnership. Reforms in the
railway sector are also at an early stage in terms of private sector par-
ticipation, although the separation of infrastructure from operations is
either planned or has been put in practice in many countries.® The EU-
8 countries have in theory adopted EU standards of open access,
although implementation has been lagging. The challenges to reform
of the water sector are illustrated in box 6.4 for the case of Albania, but
the messages are pertinent for many other of the Region’s countries.

Regulatory Reform, Privatization, and
International Integration

Case-study research in various countries in the Region documents
that improvements in transport have been crucial for enhancing the
movement of goods from one country to another; that progress in
reform of telecommunications and the role of the Internet have pro-
vided a low-cost channel for supplier and customer searching inter-
nationally and the conduct of related transactions; and that
financial-service reforms have facilitated cross-border payments for
goods and services (for case-study work on Russia, see Broadman
[2002] and for Southeastern Europe, see Broadman et al. [2004]).
The modest (or small) size of some the Region’s countries can cre-
ate a challenge to exploit the economies of scale and scope—and
hence reduced costs—that often are generic to the provision of utility
and infrastructure services. Cross-border supply of such services—
that is, through imports—can provide opportunities to realize such
economies. For example, a firm operating in one of the Region’s
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BOX 6.4

Challenges in Water Reform in Albania

Albania faces acute challenges in watershed and flood management; water sanitation; irrigation
and drainage; and management of lakes, wetlands, and coastal areas. The country also lags in
institutionalizing a framework with broad stakeholder ownership and water services delivery in-
stitutions. The government did not liberalize the national uniform water supply tariffs until July
1998, when it established the Utility Regulatory Commission, with tariff-methodology and tariff-
setting powers. However, even then the allowed tariff for many local water utilities was well be-
low the requested one. The country continues to experience water problems resulting from out-
dated supply and sanitation systems and from sluggish progress with reforms. In Tirana, more
than 50 percent of the water is lost because of leakages and illegal connections. In the urban ar-
eas, some 40 percent of the population has a sewerage connection, and around 80 percent has
access to piped water. Although the privatization of the water sector has started, major efforts
are needed in modernizing and maintaining the sector.

Source: World Bank 2003i, “Water Resource Management in Southeast Europe,” and EU Stabilization and Association Re-

port Albania 2003.

countries might find it cheaper to purchase electricity through wheel-
ing from a provider based in a neighboring country (or even farther
away) rather than from a utility based in the home country. With the
heterogeneous resource endowments and variation in market sizes
across the countries in the Region, the potential benefits of creating a
regional market for the provision—and hence regulation—of infra-
structure services might well be substantial. Box 6.5 discusses the
experience of the SEE countries and Turkey in establishing a regional
energy market.

Privatization of utility firms is another channel through which
deregulation and infrastructure reform and international integration
are linked. While there are some (in fact, quite few) cases where FDI
in these sectors has taken the form of greenfield investment, the vast
majority of FDI inflows associated with these sectors in the Region
has been through the privatization process.” Not surprisingly, the
extent of privatization activities varies tremendously by country and
sector, as presented in figures 6.11 and 6.12. The EU-8 countries are
the leaders in attracting FDI in the utilities sectors, with more than
$30 billion in cumulative FDI inflow for the period 1992-2003. The
SEE countries as a sub-Region have attracted the least. From a sec-
toral perspective, the highest revenues have come from the privatiza-
tion of telecommunications companies in the Region, followed by
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BOX 6.5

Benefits and Challenges to a Regional Energy Market in SEE and Turkey

The international community’s support for Southeastern Europe (SEE) within the energy sector
has gradually shifted from emergency support and efforts to address reconstruction needs to a
more coordinated regional long-term approach. With the SEE Electricity Regulatory Forum ini-
tiative, the European Commission has proposed a coherent vision with respect to the develop-
ment of a competitive regional energy market. It has set the basis for the Region's electricity
standards to catch up, in the medium to long term, with the standards of the European Union.
This initiative proposes that countries open their national electricity markets by 2006. This re-
gional market will be based on the principles of the European Commission’s Electricity Directive
(96/92) and the relevant secondary legislation. The intended result will be that the electricity sys-
tems and companies of the Region will participate fully in the internal electricity market of the
European Union.

The benefits of the process potentially include increased reliability in electricity supply; lower op-
erating costs; reduced needs for additional-capacity investments, especially in generation; im-
proved opportunities for intra- and interregional trade, including peak load by hydroproducers in
the Region; and lower prices for the end customers. However, the challenges entailed in the
transition to the new systems are considerable. They include adopting numerous new laws and
regulations; setting up independent regulatory agencies; training personnel; and introducing
new business concepts and practices, stranded assets, and protection of the poorest cus-
tomers.

Under a memorandum of understanding, which was signed in Athens in 2002, all SEE countries,
together with Turkey, have committed to undertaking steps toward opening their energy mar-
kets. These steps include adopting energy strategies; setting up independent regulators; un-
bundling industry; and developing grid codes, cross-border transmission pricing, congestion
management principles, and trading and commercial codes. Markets for eligible customers are
expected to be open by 2007.

Source: Adapted from Broadman et al. 2004.

proceeds from gas and power transmission privatizations. Transport
and water services privatization has generated the smallest revenues
for the Region in comparison with the other utilities sectors.

Further liberalization of access in telecom markets by foreign
providers of telecommunications services—especially through FDI—
would generate substantial gains for the countries concerned. Recent
analysis for Russia, for example, concludes that this could increase
Russian real consumption by 1.6 percent (see box 6.6). While private
sector participation is relatively developed in telecommunications in
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FIGURE 6.11
Utility Privatization Proceeds in the Region, by Sub-Region, 1992-2003
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FIGURE 6.12
Utility Privatization Proceeds by Sector for the Region, 1992-2003
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many transition economies, in the CIS, there is less progress in open-
ing the sector to private investors and in reforming the sector’s policy
framework. State control and monopolies still prevail in fixed-line
services in many of the countries in question. Where privatization of
incumbents has occurred, its objective has often been the maximiza-
tion of revenue. As a result, private investors were granted monopoly
status for significant periods of time. Armenia, for instance, provided
its Greek investor with a 15-year exclusivity clause.

International experience suggests that countries that have had the
objective of maximizing privatization revenues or a desire not to be
accused of getting a price that is “too low” have tended to grant whole
or partial monopoly privileges to new private incumbents. This can
come at the expense of future improvements in the network, as well
as high prices that over time will generate high profits for the owners
of the firms.8 Empirical evidence indicates that what matters most is
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BOX 6.6

The Gains from Foreign Direct Investment in Service Sectors

A growing body of evidence and economic theory suggests that the close availability of a diverse
set of business services (like telecommunications services) is important for economic growth.
Liberalization of barriers to foreign direct investment in services plays an important role in this re-
gard, especially in sectors such as financial services and telecommunications. The key idea is that
a diverse set (or a higher-quality set) of business services allows users to purchase a quality-ad-
justed unit of business services at lower cost. As services markets are opened to foreign entry
(FDI), domestic businesses and consumers will have improved access to services—whether they
are telecommunications, banking, insurance, transportation, or other business services. This will
lower the cost of doing business and increase the productivity of the economy.

Research suggests that liberalization of barriers to FDI in services may generate gains that sub-
stantially exceed those that come from merchandise trade liberalization undertaken in isolation.
In the case of Russia, for example, recent analysis concludes that opening access to services
FDI in the context of accession to the WTO will generate about three-quarters of the total gains
to Russia from WTO accession in the medium term—an increase in consumption of some 6 per-
cent —because the ad valorem equivalent of barriers to FDI is a multiple of the average tariff on
imports of goods. Estimates for Russia of the tariff equivalent of barriers to FDI in services av-
erage around 33 percent for nontransport services and some 80-90 percent for air and maritime
transport (Jensen and Tarr 2004).

Among the key restrictions against foreign telecom suppliers in Russia are that (i) Rostelekom
maintains a monopoly on long-distance fixed-line telephone services, (ii) affiliate branches of for-
eign banks are prohibited, and (iii) there is a quota on the multinational share of the insurance
market. The protocol on Russian accession signed between the European Union and Russia on
May 21, 2004, calls for the termination of the Rostelekom monopoly by 2007 and allows for an
increase in the upper limit of the multinational share of the Russian insurance market. Jensen
and Tarr (2004) conclude that elimination of barriers to FDI in telecommunications alone will re-
sult in a gain in Russian consumption of 1.6 percent (conversely, if Russia were not to lower bar-
riers to FDI in telecommunications, the gains to Russia would be reduced by 1.6 percent of
Russian consumption). Thus, reduction of barriers to FDI in telecommunications is one of the
more important actions Russia could take in order to improve Russian real income.

Source: World Bank staff.

competition in markets and the incentives confronting management
of monopoly providers, not ownership. Indeed, countries that first
privatized network service providers (such as telecoms) and then
gradually opened up the market to competition saw worse perform-
ance of the sector in terms of service delivery—for example, the num-
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ber of fixed lines added to the telecom network—than that of coun-
tries that introduced competition immediately (Fink, Mattoo, and
Rathindran 2003).? The penetration rates in most of the CIS coun-
tries, as opposed to the EU-8, where privatization and market open-
ing were more synchronized, confirm this. In Latvia, the partial
privatization with exclusivity clause lasting till 2013 was therefore
converted into a faster market opening (2003 instead of 2013).

Regulatory Effectiveness and Rate Structures

The effectiveness of the regulatory process is critical when establish-
ing competitive markets. Another key aspect is the structure of rates
and other elements of the pricing schemes for the provision of the
services. Enhancing regulatory efficiency is uneven in the Region, not
only across the countries, but also among the sectors within a coun-
try. The literature increasingly focuses on several dimensions of an
effective regulatory system: coherence, predictability, capacity, inde-
pendence, accountability, and transparency (see EBRD 2004a). Table
6.7 summarizes achievements in regulatory effectiveness in each
country of the Region!® across four sectors (electricity, railways,
telecommunications, and water) along one of the dimensions of reg-
ulatory efficiency: establishment of an independent regulator. These
data suggest that the Czech Republic, Estonia, Latvia, Poland, and the
Slovak Republic have made the most progress in this area, whereas
many of the CIS countries have made very poor progress. The SEE
economies are somewhere in between.

Nevertheless, even with an independent regulator, the difficult chal-
lenge facing a national government is to endow that entity with techni-
cally competent people and give those people the authority and budget
needed to effectively implement the entity’s mandate—a problem com-
mon in many of the countries in the Region. In this regard, some case
studies are telling: there are only five employees in the recently estab-
lished electricity regulator in FYR Macedonia, compared with several
hundred in some of the EU-8 countries. Less than $100,000 was bud-
geted for the creation of an independent electricity regulator in the Kyr-
gyz Republic, in comparison with several million dollars in the EU-8.11
Thus, assessing overall regulatory effectiveness needs to take into
account the interrelationships among the various dimensions. The
EBRD (2004a) provides an assessment of the five other dimensions of
regulatory efficiency for these countries and sectors.

The eftective provision of regulated utility services also requires
the establishment of tariffs that both reflect costs and take into
account differences in value of service across customer classes (Vis-
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TABLE 6.7
Indicators of Regulatory Effectiveness in the Region, by Country, 2004
Electricity Railways Telecommunications
(year autonomous (autonomous (year autonomous Water

Country regulator established) regulator) regulator established) (decentralized)
Albania 1996 No 1998 No
Armenia 1997 No Planned Planned
Azerbaijan — No Planned Planned
Belarus — No — No
Bosnia 2004 No 2001 No
Bulgaria 1999 No 2002 Planned
Croatia 2002 Planned 2002 Full
Czech Rep. 2001 Yes 2000 Full
Estonia 1998 Yes 1998 Full
Serbia and Montenegro Planned No — Partial
Macedonia, FYR 2003 No — Partial
Georgia 1997 No 2000 Partial
Hungary 199 Planned 1993 Full
Kazakhstan 2002 Yes 2002 Partial
Kyrgyz Rep. 1996 No 2001 No
Latvia 1996 Yes 2001 Full
Lithuania 1997 No 2001 Full
Moldova 1998 No 2000 Partial
Poland 1998 Yes 2002 Full
Romania 1999 No 2002 Full
Russian Fed. 2004 Planned 2004 Partial
Slovak Rep. 2001 Yes 2000 Full
Slovenia 2001 No 2001 Partial
Tajikistan — No Planned No
Turkmenistan — No — No
Ukraine 2000 No — Partial
Uzbekistan 2000 No — Partial

Source: EBRD 2004a.

Note: — =not available.

cusi, Vernon, and Harrington 2000). There are two main regulatory
mechanisms—rate-of-return regulation and price-cap regulation—
for establishing pricing rules.!? The choice depends on a variety of
country and sector characteristics, including the quality of cost
accounting and auditing systems, the availability of economic and
technical expertise, the institutional checks and balances, and the
investment requirements of the regulated sectors.

In light of the scarce technical expertise and severe informational
problems in many of the Region’s countries, utilities must set up clear
regulatory goals and simplify administrative procedures as much as
possible. The role of the regulator can be limited to imposing floors on
prices to protect against predation and imposing ceilings on prices to
protect against monopolistic behavior. These floors and ceilings
should be based on an economic analysis of costs or on appropriate



Services Trade and Investment in Eastern Europe and the Former Soviet Union 313

international benchmarks. In the final analysis, in order to ensure
that real sector businesses behind the border face “hard budget con-
straints” to foster efficiency, productivity, and international competi-
tiveness, in accordance with the discussion in chapter 4 and above,
prices charged to them for utility and infrastructure services generally
should be subsidy-free; at the same time, payments should be made
to the utility and infrastructure services providers in full and on time.

In many of the Region’s countries, cross-subsidization is evident in
the rates charged for various utility services. For example, local calls
are essentially free, while international calls are very expensive (by
international standards) in many CIS countries. Cross-subsidization is
also practiced among customer groups. For example, railway compa-
nies in Russia cover their losses from passenger traffic by using rev-
enues collected from freight customers. Figure 6.13 illustrates that
cross-subsidization in the electricity sector, for example, prevails in
about one-half of the countries in the Region. Generally, industrial
consumers, many of whom have the ability to switch fuels or operate
with interruptible service, should be charged lower tariffs in compar-
ison with their residential customer counterparts.!® This is not the
case in 13 of the Region’s countries.

Finally, there is the issue of rate setting for cross-border sales of util-
ity services. If the market structure for such utilities services is compet-
itive, then, ultimately, the utilities” international and domestic prices
would have a tendency to converge on a regional level, should the nec-
essary economic investments in transmission or transportation net-
works be undertaken and if prices are subsidy-free. In the case of

FIGURE 6.13
Cross-Subsidization in the Electricity Sector in the Region and Turkey
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Russia, however, dual pricing of natural gas might prove to be the most
beneficial option for the country as long as the internal domestic price
of natural gas is close to the long-run marginal costs and subsidy-free.
This has meant a doubling of the domestic price of natural gas in Rus-
sia. However, the export price of the country’s natural gas to Europe
was, up until recently, about five times the Russian domestic price, and
price convergence would not have been beneficial to the world’s largest
gas exporter. Taking advantage of its natural economic power on the
international gas market, Russia should be able to benefit from charg-
ing export prices on European markets that are different from its
domestic ones. Box 6.7 discusses the economics of gas pricing in Russia.

BOX 6.7

Dual Pricing of Russian Natural Gas

Within the context of Russia’s WTO accession, some WTO members had sought a commit-
ment by Russia to unify gas pricing—in other words, to align the prices charged for gas in the
domestic market and the prices charged to customers outside Russia. The World Bank under-
took an examination of the economic effects of gas pricing on Russia and on its major con-
sumers and concluded that it is not in Russia’s interest to introduce unified pricing of natural gas.

Russia is endowed with very significant natural gas resources. Its proved reserves of 47 trillion
cubic meters represent about 27 percent of the world’s proved reserves. Its 2003 production of
579 billion cubic meters (BCM) constituted 22 percent of world production and its reserves-to-
production ratio is in excess of 80 years, higher than any other major producer. Russia is also by
far the world's largest exporter of natural gas. In 2003, it exported about 134 BCM to Europe and
Turkey and about 40 BCM to CIS countries.

Itis in Russia’s interest to try to maximize the overall revenues associated with export volumes.
Russia can achieve this through a combination of prices and volumes. Two factors, however,
constrain the volumes that can be delivered to export markets. In the medium term, the primary
constraint is the availability of transportation facilities. This constraint provides a current incen-
tive for Russia to maximize the sales price to export markets. The transportation constraint can
be overcome, which would create increased capacity to deliver gas. However, Russia would
then run up against the second constraint, which is the absorptive capacity of the markets. Rus-
sia’'s proven reserves are sufficient to support a doubling, or even tripling, of its production ca-
pacity. In order to absorb this volume of gas, markets in Europe would have to increase dramat-
ically. As a result, Russia would not be able to sell significantly more natural gas in Europe
without applying substantial downward pressure on the price there. Russia would thus face a
trade-off between the added revenues from additional sales of gas and the lost revenue result-
ing from lower prices.
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Trade Agreements: EU Accession, Regional Cooperation, and
the WTO

The overall picture emerging from the preceding analysis is one of a
clear clustering of countries and sectoral reform progress, as well as
number of outliers. While sectoral policies are roughly equally
advanced in all EU-8 countries, the Baltics fare somewhat better in
horizontal policies relevant to foreign activity such as the bankruptcy
code (see annex tables 6.1 and 6.2); in some CEE countries, these
horizontal impediments contain the progress made in sectoral poli-
cies. In much of SEE, there has been less, but still substantial progress,

These two factors will effectively constrain for the foreseeable future the volumes of gas that
Russia can sell to export markets below the levels that Russia could potentially supply. The eco-
nomic value of gas in the domestic market therefore is dictated by the long-run marginal cost
(LRMC), not by export parity price levels. In Russia, Gazprom is likely to retain its monopoly pow-
er for some time. If the domestic price of natural gas is set above LRMC, there will be ineffi-
ciency from monopoly constriction of output. If the price is below LRMC, the product will not be
efficiently used, and production levels will decline from lack of investment.

The World Bank has estimated that the LRMC for natural gas is in the range of $35 to $40 per
thousand cubic meters (MCM). Domestic prices have been increasing and approaching the
LRMC levels. The average domestic price in 2004 was on the order of $28/MCM. In December
2004, the Federal Tariff Service approved increases of 35 percent and 21 percent respectively
for gas sales to households and to industrial customers starting on January 1, 2005. This will in-
crease the price to households to about $27.95 per thousand cubic meters and the price to in-
dustrial customers to about $37.15 per thousand cubic meters, and the average price will in-
crease to about $34 per thousand cubic meters, just below the LRMC range. At present rates of
consumption (about 400 BCM), increasing domestic prices by about $20/MCM would increase
the overall cost to consumers by about $8 billion per year. Consumption of natural gas, howev-
er, would be reduced and more efficiently allocated, generating a welfare gain to the economy.
Based on the assumption of a market elasticity of —0.5, this would generate a welfare gain on
the order of $1.25 billion per year.

The alternative of reducing export prices to LRMC parity levels would require a significant re-
duction in prices. In the first half of 2004, the export parity price averaged about $130/MCM;
thus a reduction on the order of $90/MCM would have been required, which would have trans-
lated into an annual loss of revenue on the order of $12 billion.

The WTO negotiators ultimately accepted that a dual pricing system makes economic sense in
Russia’s case and would not constitute an export subsidy for Russian exporters, provided that
domestic prices are increased to LRMC levels.

Source: Tarr and Thomson 2004.
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despite political tensions and military conflict. In the CIS, the picture
is far more mixed, if not sober. Belarus is an outlier in the sense that
its proximity to the EU has had no effect on speed of reform. In the
Caucasus and Central Asia, Armenia has made the most progress in
reform, while Turkmenistan and Uzbekistan have achieved the least.

Much of the enduring services policy reform that has taken place
in the Region during the transition has been and continues to be
implemented in the context of efforts to integrate into the EU—this is
the case for more than one-third of the countries in the Region. The
prospect and process of preparing for accession to the EU provide a
ready-made template for services liberalization. The EU is a common
market, and free trade and investment in services constitute a major
objective pursued by incumbent and aspiring EU member states.

Over time, a large number of directives and regulations and case law
that define the “rules of the game” for intra-EU competition in services
have emerged: these are contained in the acquis communitaire. The acquis
spans a large number of service sectors—that is, it contains specific direc-
tives that must be implemented by a member state. These cover sectors
such as financial services and telecommunications, as well as transport
and energy, to mention two important backbone services industries
(box 6.8). The acquis also involves a set of general obligations and disci-
plines that are aimed at ensuring that markets are contestable for other
EU (as well as non-EU) providers. These include the competition policy
provisions of the EU Treaty: provisions that discipline horizontal anti-
competitive practices such as market sharing and price fixing (cartels)
and that restrict the ability of governments to provide subsidies to
national incumbents and the ability of monopoly providers to engage in
cross-subsidization and abuse of a dominant position in a market.

The EU acquis “template” is largely nonnegotiable for accession
countries—there is some flexibility in regard to timing and sequenc-
ing of reforms, but there is a body of law with which all members
must conform. This clearly facilitates the design of policy reforms—
accession governments have simply to implement measures that will
satisty the conditions laid down by the acquis. This is not to say that
the prospect/process of accession is a panacea. In the case of Turkey,
for example, accession was already being discussed in the 1960s. Very
little progress was made to converge toward EU norms until the early
1990s, and thus accession talks did not proceed very far (see box 6.9).

Countries that do not have any prospect of accession to the EU—
most of the CIS—do not have to adhere to the policy reforms set
implied by the EU template. This has potential benefits—there is no
need to undertake actions that may have little immediate payoff, and
the EU acquis extends far beyond economic policy narrowly defined.
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B0X 6.8

The EU Acquis Spans All Services

EU directives and regulations go well beyond the financial and telecommunications sectors, the
two industries on which most policy attention often focuses. For example, the acquis for the
transportation sector revolves around the EU’s common transport policy, which aims to develop
integrated transport systems based on advanced technologies that contribute to environmental
and safety objectives, improving the functioning of the single market and strengthening trans-
port links between the EU and third countries. A major emphasis is put on the strict application
of competition rules and state aid disciplines, with a recent focus on increased liberalization of
rail transport, landing rights/access to airports (allocation of slots), the abolition of the queuing
system for inland waterway markets, and enforcement of rules on work practices in the road
haulage sector. Public monopoly providers of port, rail, and other transport services must sepa-
rate out and report on the results of each of their activities (to identify cross-subsidies) and end
cross-subsidies from ports to rail or from freight to passenger traffic by shifting to a system of
direct subsidies to achieve social objectives such as universal service.

EU energy policy objectives include the improvement of competitiveness, security of energy
supplies, and protection of the environment. The energy acquis consists of rules and policies,
notably regarding competition and state aid (including in the coal sector); the internal energy
market (for example, opening up of the electricity and gas markets, promotion of renewable en-
ergy sources, crisis management, and oil stock security obligations); energy efficiency; and nu-
clear energy. There are five main challenges associated with adoption of EU norms in this area:
market opening, unbundling, third-party access, public service obligations, and regulation.

These two policy areas illustrate the primary objective of EU rules: to create a single market for
services. This is pursued through measures requiring member states to ensure that their mar-
kets are contestable for foreign service providers (the competition aspect) and requiring that
measures be taken to harmonize regulatory provisions so as to further integrate the market. Part
of the latter agenda revolves around setting standards to achieve easier interconnection—
whether of roads, rail, electricity grids and networks, or gas pipelines.

Source: World Bank staff.

In the environmental area, for example, there are numerous require-
ments, many of which necessitate large-scale investment, which may
not be a priority for some countries. However, it also has costs: the
burden of identifying policy reforms, sequencing them, and ensuring
their implementation and enforcement must be determined and car-
ried out by national governments. As a result, and because of politi-
cally strong vested interests that will oppose reform, there may be less
of a focus on taking actions to liberalize access to services markets.
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BOX6.9

The Incentive for Services Reform in Turkey in the Context of EU Accession

In 1999, the European Council officially recognized Turkey as a candidate state for accession.
Under an Accession Partnership, the EU works with Turkey on adoption of the acquis commu-
nitaire. A Department for EU Affairs was set up in 2000 to coordinate Turkey’s policies related to
accession. A Reform Monitoring Group chaired by the deputy prime minister supervises the re-
forms. Major regulatory reforms in the post-1999 period have covered several sectors, including
the energy and banking sectors.

In the area of energy, Turkey confronts five main challenges: market opening, unbundling, third-
party access, public service obligations, and regulation. The Turkish electricity sector has histor-
ically been dominated by state-owned enterprises that provide distribution, generation, trading,
and transmission services. Privately owned electricity firms have entered the industry through
build-operate-transfer (BOT) or auto-generator schemes. They account for about 21 percent of
electricity generation. In addition, competitive bidding for build-operate-own (BOO) contracts for
electricity generation has been occurring, and transfer-of-operating-rights contracts have been
awarded in a number of regions. Privatization of generation assets is envisaged to start in 2006
and be completed in 2011. All assets in the distribution sector will be divested by mid-2006. A
new Electricity Law, passed in 2001, provides for the establishment of an independent Energy
Market Regulatory Authority and the introduction of a market model that will transfer most of
the task of supplying and distributing electricity to the private sector, eliminate the need for ad-
ditional state-guaranteed power-purchase agreements, and minimize costs through competitive
pressures on producers and distributors. The government will largely withdraw from the elec-
tricity-generation and -distribution businesses; and electricity-generation companies will negoti-
ate directly with distribution companies, without government guarantees. The government'’s
role will be largely confined to determining sector policy, owning the transmission system, and
ensuring that the rules are respected and that prices are competitively determined. Once the
law is fully implemented, the regulatory and supervisory regime for the electricity sector will
have been brought up to the level of international practice in line with EU standards. The various

The distinct differences in depth of reform and service sector per-
formance suggest that the EU accession process played an important
role in promoting liberalization of services trade and investment and
in the subsequent trade and FDI inflow response. However, “initial
conditions” also have an important bearing on performance—the
CEE countries were almost all GATT (General Agreement on Tariffs
and Trade) members during central planning and were founding
members of the WTO. This implies that they had already made some
international commitments on services trade and investment policies.
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BOT and BOO contracts signed in the past imply that the establishment of a competitive envi-
ronment will take time, however.

A weak banking sector has been a cause of recurrent macroeconomic crises in Turkey. Govern-
ments have used state banks for noncommercial objectives such as agricultural support; income
redistribution; and industrial, urban, and physical infrastructural development. As a result, banks
came to confront unrecoverable costs from mandates carried out on behalf of the government
(so-called “duty losses”). Since 1999, Turkey has reformed the regulatory and institutional
framework of the banking sector and restructured both state and private banks. In 1999, the Par-
liament passed a new banking law, which called for the creation of an independent Banking Reg-
ulatory and Supervisory Agency (BRSA) to take over bank regulation and supervision responsi-
bilities from the Treasury and central bank. In the case of state banks, the Treasury issued bonds
(floating rate notes) to securitize their duty losses and strengthen their capital base. A law was
introduced that prohibited state banks from running more duty losses: that is, any support pro-
vided to the state banks will henceforth have to be budgeted. The regulation of all banks was
greatly strengthened. As of 2004, Turkish prudential requirements were in general in conformi-
ty with those in the EU regarding capital adequacy standards, loan classification and provision-
ing requirements, limits on large exposures, limits on connected lending, and requirements for
liquidity and market-risk management. A major remaining issue concerns the privatization of
state banks. In 2001, private domestic banks accounted for 53.6 percent of total assets of the
banking sector, with foreign banks' shares amounting to only 2.6 percent. This compares with
77 percent in Greece, 31 percent in Spain, 61 percent in Hungary, and 51 percent in the Czech
Republic.

Arguably, everything that has been and is being done by Turkey could be done unilaterally. Many
of the benefits from reforms undertaken to date were undertaken autonomously—for example,
measures to strengthen the banking system. How much the templates provided by the EU
model helped is not possible to determine. Clearly, however, the prospect of accession helped
in the pursuit of many of these reforms.

Source: Hoekman and Togan 2005.

While in principle the EU accession process forced these countries to
do more as far as trade policy is concerned, much if not all of what is
required by the EU acquis can also be pursued unilaterally.

Moreover, even when EU accession is not a realistic prospect, inter-
national cooperation on services can be pursued through the WTO
and bilateral/regional trade agreements, both with the EU and with
neighboring countries (see chapter 3). Indeed, in many areas, regional
cooperation has the potential for supporting national reforms by
increasing the payoffs and reducing costs. The trade and transport
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facilitation program that has been put in place by the countries of SEE
is an example of such intraregional cooperation on services. As dis-
cussed in chapter 5, here the focus is specifically on international facil-
itation. Similar initiatives could be pursued in other areas of the Region
and in other sectors. As mentioned earlier, regional cooperation in the
area of energy is already being pursued (see box 6.5).

A number of countries in the Region acceded to the WTO after
1995 (that is, they were not GATT contracting parties). These include
Albania (which acceded to the WTO in 2000), Armenia (2003), Croa-
tia (2000), Georgia (2000), the Kyrgyz Republic (1998), and Moldova
(2001). Others are in the process of negotiating accession to the WTO.
In either case, this requires that commitments be made to liberalize
access to foreign providers of services, both cross-border and through
FDI under the General Agreement on Trade in Services (GATS) (see
chapter 3). There is, however, a major difference between the WTO
and the EU accession processes: the former does not require complete
liberalization of services trade and investment. Rather, the extent of
liberalization is the outcome of a negotiating process that depends in
part on how attractive the market is to potential foreign entrants and
on the preferences of the acceding government. A feature of the
WTO'’s GATS disciplines on services is that governments can decide
how much they want to open up—a so-called “positive list” approach
is taken to the sectoral coverage of commitments made by members;
see Broadman 1994.

One potential advantage of the WTO’s GATS approach is that the
process of expanding the access of foreign suppliers to services mar-
kets can be managed so as to increase competition gradually. This can
allow incumbents to improve their competitiveness and may create
alternative employment opportunities in the sectors concerned and
thus help mobilize support for trade liberalization more generally.
The mechanism that can be used in this connection is to precommit
to reforms over a period of time. Given the advantages of incumbency
in industries characterized by high fixed costs and with substantial
network externalities, the process of gradual introduction of compe-
tition can allow management of the public companies concerned to
improve productivity over a period of time, attenuating the social
impact in terms of the magnitude of possible layoffs, and increasing
the value of the firm as a prelude to privatization.

The countries in the Region that acceded to the WTO between
1998 and 2003 all made significant commitments on services. For
example, the Kyrgyz Republic made commitments in 11 out of 13
services sectors, compared with 5.7 on average for all WTO members.
The same is true for the other countries—specific commitments were



Services Trade and Investment in Eastern Europe and the Former Soviet Union

321

made in all of the major services categories that are distinguished in
the GATS classification list. As a group, the Region’s countries stand
out as having made more commitments than either OECD or devel-
oping countries (figure 6.14).

However, these countries” WTO GATS commitments have not, for
the most part, translated into increases in services trade comparable
to those registered by the EU-8 countries. In part this may simply be
a reflection of time—all of these countries, with the exception of the
Kyrgyz Republic, have acceded to the WTO only recently. Geography
and other fundamental institutional factors play a major role as well.
But as can also be seen from figure 6.14, although the Region’s coun-
tries as a whole have made significant commitments under the GATS,
there is still much to be done with regard to making full liberalization
commitments and in the sense of locking in open market access and
national treatment, including for Modes 1 and 3—cross-border trade
and FDI, respectively.

The ongoing Doha Round negotiations—which span services—
offer an important opportunity to further enhance commitments in
those sectors and modes of supply that are most important for
improving the performance of the economy. They also offer an oppor-

FIGURE 6.14

WTO Market Access Commitments in Services Trade Liberalization, by Mode
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tunity to seek better access to export markets, including through the
temporary movement of natural persons supplying services. Indeed,
for those countries that are not on track to join the EU, the WTO is an
important instrument through which to seek to offset some of the
preferential access that has been granted to the new member states of
the EU from the Region. There will be a quid pro quo demanded for
such improved access, however. But as the experience of the Baltic
and CEE countries reveals, this quid pro quo—the opening up of ser-
vices sectors to foreign participation—can have significant payoffs
that are in the national interest.

The big difference between the EU accession process and the WTO
is that, while the latter is much less specific about how liberalization
will be achieved, the EU is much more prescriptive. This raises the
question of whether it makes sense for countries that have little
prospect of acceding to the EU to unilaterally adopt the “EU model”
(the acquis). A good case can be made for considering the implemen-
tation of specific aspects of the acquis, especially those parts that
revolve around the introduction of market disciplines, controlling
state aids, and encouraging competition from foreign service
providers on the domestic market. Integrating transport and energy
markets with those in neighboring countries also makes good eco-
nomic sense, as do measures aimed at increasing the contestability of
these markets and removing competition-distorting cross-subsidies.

This is not to say that the EU model in these areas is optimal. The
point is, however, that it is better than the status quo ante that once
prevailed in all of the Region’s countries, and that continues to pre-
vail in the CIS and some SEE countries. The EU acquis is a public
good in the sense that any country can avail itself of that body of
legislation and regulation. What matters is implementation, which
in turn requires commitment and that the relevant institutions
apply the standards. In the case of countries that have acceded or
are in the queue, the regular monitoring and interaction between
the European Commission and the partner government, facilitated
by the provision of technical and financial assistance, can do much
to help maintain progress. However, accession does not have to be
part of the equation for countries to obtain such assistance—a very
similar structure is available in the form of the EU’s Association and
Partnership Agreements that numerous countries have signed with
the EU. They also offer a model for implementation of commitments
under the GATS. That said, and as stressed in the analysis of behind-
the-border reforms in chapter 4, while trade-agreement-based com-
mitments of the type made in the WTO can be helpful, they are not
sufficient to achieve and cement far-reaching policy reforms and
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liberalization. What matters more is the overall investment climate
that prevails.

Services Reforms and Growth Performance

It is clear that many countries in the Region have implemented sig-
nificant services sector policy reforms. What matters of course is
whether these reforms are subsequently associated with better eco-
nomic performance. One method that can help determine whether
there is a positive relationship between reforms and performance is
the use of econometric evidence to assess the links between service
sector development and economic growth. Will cross-country growth
regressions, where the share of domestic investment in GDP is used as
the main explanatory variable for per capita GDP growth, reveal a lin-
ear, positive relationship between various measures of service sector
policy reform and per capita GDP growth?

To test this proposition, it is more appropriate to use the invest-
ment share in GDP as an explanatory variable in such regressions
than the usual set of control variables that measure initial income
because, even after controlling for policy variables determining dif-
ferent steady states (such as inflation, political stability, size of gov-
ernment, and so forth), it is likely that in transition economies, the
macroeconomic shocks incurred in the early 1990s were greater in
countries where initial income was lower because of the absence of
market institutions. Thus, use of initial income may bias results
because there is likely to be a correlation between income levels and
services sector development. Cross-country evidence generally sug-
gests that per capita income growth is strongly related to the (past)
investment share of GDP (for example, Levine and Renelt 1992). This
is not the case for many transition economies, reflecting the fact that
investment in centrally planned economies was often of poor quality.
To measure the quality of the service sector framework in the esti-
mated regressions, the three sectoral EBRD reform indexes for bank-
ing, nonbanking financial services, and infrastructure are used.
(Recall that the latter is a composite indicator of progress in five areas
of infrastructure policy reform: power, railways, roads, telecom, and
water services.) The variables are all averaged over the 1990s.

The regression analysis reported in table 6.8 (column 4) is consis-
tent with the literature in finding a positive relationship between
growth in per capita income and investment (statistically significant
at the 5 percent level). However, when the services policy reform
indexes are added as explanatory variables, this positive association
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TABLE 6.8
Results of Some Simple Growth Regressions
Gross EBRD EBRD
domestic EBRD nonbanking banking
fixed infrastructure financial sector
investment reform sector reform
Dependent variable Adj. R Constant (% of GDP) index reform index index
Per capita GDP growth 0.13 -11.3 0.41
(=2.7)%* (2.1)*
Per capita GDP growth 0.28 -16.1 0.32 4.23
(-3.8)*** (1.73)* (2.3)**
Per capita GDP growth 0.32 -14.4 0.1 5.65
(-3.8)*** (0.46) (2.65)**
Per capita GDP growth 0.42 -16.8 0.22 474
(~4.5)*** (13) (3.37)***

Note: Coefficients and t-values in brackets;

*HH

=significant at the Tpercent level; ** = significant at the 5 percent level; * = significant at the 10 percent level.

Number of observations: 23 for all equations.

gradually disappears. All three reform indexes are highly significant
determinants of per capita income growth, but most striking is the
performance of the banking sector variable. The model fit increases
from 0.13 to 0.42 in terms of adjusted R? as one moves from the first
to the last equation. These econometric results therefore suggest a
clear positive association between the adoption of policies that pro-
mote the efficient functioning of the service sector and economywide
economic growth performance.

The prominent role of the banking sector in this regard is note-
worthy. In those transition economies where financial intermediation
existed during the 1990s, the output collapse was much less pro-
nounced, and the subsequent recovery occurred at a faster pace. Cre-
ating confidence in the private commercial banking sector by means
of generating an adequate policy framework therefore is of great
importance. Indeed, in many of the countries in question, potential
depositors still shy away from banks, and credit remains influenced
by, or subject to, direct or indirect government control. Full compli-
ance with banking and securities markets best practices (as defined by
the IMFE, Bank for International Settlements [BIS], and the Interna-
tional Organization of Securities Commissions [IOSCO] and other
standards-setting bodies) and credible and effective implementation-
cum-enforcement are important dimensions of creating an independ-
ent and competitive financial sector. As discussed above, the policy
reform agenda in infrastructure spans many dimensions, including
procompetitive regulation of public providers (for example, taritfs
that reflect costs and provide incentives for efficiency improvements);
actions to increase the scope for private provision (including privati-
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zation of monopolies, ensuring access to networks, and interconnec-
tion on reasonable terms); and the development of etffective, inde-
pendent regulatory bodies to establish and implement a coherent
regulatory and institutional framework.

Conclusions

Firms in the Region’s services sectors, such as finance, telecommuni-
cations, and transport, are major inputs into the production of goods
(and other services)—including agriculture as well as manufacturing.
The costs of these inputs can account for a major share of the total cost
of production and are thus an important factor affecting the competi-
tiveness of firms. Services are also important determinants of the pro-
ductivity of workers in all sectors—education, training, and health
services are key “inputs” into the formation and maintenance of
human capital. Thus, service sector reforms can help reduce the costs
of trade liberalization by assisting industry and agriculture in con-
fronting competition from imports through lower input costs and
higher-quality inputs. They can also play an important role in creating
the employment opportunities that are required to allow structural
adjustment to occur (and absorb new entrants into the labor force).

While trade and structural reforms must be tailored to national cir-
cumstances, efficient services—both public and private—are a vital
element of any successful strategy for attaining and sustaining high
rates of growth. A comprehensive behind-the-border policy reform
agenda focusing on services can help attract much-needed invest-
ment, both domestic and foreign, and in the process enhance the
benefits of merchandise trade liberalization. Inefficient and high-cost
intermediate “backbone” services are a burden on the economy
because they reduce the competitiveness of firms, thus impeding
trade expansion and investment.

Openness to foreign competition—through policies that permit for-
eign participation in domestic markets—is a key element of good ser-
vices sector policy. No good measure of the “multiplier” effect of
services openness is available. The experience of the EU-8 reveals
clearly that an open merchandise trade policy is important; the evi-
dence from these countries shows that liberalization of trade with the
EU and the rest of the world led to significant improvements in pro-
ductivity and trade performance. But merchandise trade liberalization
is not enough—services trade and investment policy are also impor-
tant. The limited stock of inward FDI in countries such as Turkey and
Central Asian economies is in striking contrast to the EU-8 countries.
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So is the overall economic performance of these different countries,
measured in terms of both average performance and its volatility. The
stark differences in the levels and sectoral distribution of FDI in ser-
vices indicate that foreign investors perceive the attractiveness of locat-
ing in many countries in the Region to be limited or that prevailing
barriers to FDI are prohibitive. Simulation analyses for countries such
as Russia also reveal the potential of liberalization of trade and invest-
ment in services—for example, Jensen and Tarr (2004) conclude that
services liberalization that allows FDI in all sectors would generate a
multiple of the gains that could be achieved through merchandise
trade liberalization.

Liberalization—greater participation by foreign services firms in
domestic markets—is of course not sufficient. Given the characteristics
of services and services markets—often characterized by asymmetric
information or high fixed costs and associated barriers to entry—there
is a need for effective regulatory supervision of both domestic and for-
eign operators. In an environment characterized by limited (if any)
competition in key network services industries (energy, telecoms,
transport), a weak financial sector, and limited fiscal discipline (and
thus extensive cross-subsidization and transfers), trade liberalization is
not enough. As discussed in chapter 4, it needs to be complemented by
measures to harden budget constraints and to ensure that markets are
contestable. Actions also will be needed to ensure that social (equity)
objectives such as universal service obligations are realized. Taken
together, this calls for a regime of procompetitive regulation.

To be sure, this is a significant reform challenge for many countries
in the Region. Given that the EU-8, and increasingly some SEE coun-
tries, offer relatively attractive policy environments for FDI and have
done much to converge on OECD (EU) regulatory standards in ser-
vices, the policy reform thresholds for the CIS countries are becoming
much more competitive. Institutional barriers to FDI, monopoly pro-
vision of services by state-owned enterprises, and slow privatization
all reflect political decisions. In the case of the countries that have
already acceded to the EU or are in the process of doing so, there is a
template for reform that all must satisfy. Although the experience of
Turkey and a number of the “second wave” of EU accession candi-
dates illustrates that progress can be slow, the fact remains that, by
necessity, much of the behind-the-border reform agenda must be
implemented for EU accession to become feasible.

In the case of countries that do not have a near-term prospect of
accession to the EU, the burden of liberalization, regulatory reform,
and strengthening of enforcement capacity falls squarely on national
governments. The prospect and process of accession cannot be used
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as mechanisms to push forward reforms by governments that desire
to deepen services liberalization and reforms. Other instruments do
exist, however: in particular the WTO, regional cooperation, and
association agreements with the EU. Trade agreements may help by
allowing gradual commitments to be made in a more credible man-
ner, but much depends on the substance of the reforms. For any
international agreements (multilateral or regional) to be effective in
supporting reforms, there must be extensive coverage of services and
investment policies.

The ongoing Doha Round negotiations—which span services—
offer an immediate and important opportunity to further enhance
market access and national treatment commitments for all service
sectors, especially for those modes of supply that are most impor-
tant—cross-border trade and FDI. They also offer an opportunity to
seek better access to major export markets, including through the
temporary movement of natural persons supplying services. The
implication of this is that for those countries that are not on track to
join the EU, the WTO is an important instrument through which to
seek to offset some of the preferential access that has been granted to
the new member states of the EU from the Region. Signaling greater
openness through enhanced GATS commitments is not a panacea,
given that the new EU member states have already effectively made
commitments for complete openness vis-a-vis the EU and the need
for complementary efforts to improve domestic regulation. However,
making such commitments can not only have a powerful signaling
effect, it will also help ensure that the domestic policy efforts to put
into place the complementary regulatory framework are made.
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ANNEX TABLE 6.1A

Restrictiveness of Service Sector Policies in Transition Economies: Banktruptcy Regime and Telecom

Czech

Criterion of restrictiveness No. Republic Hungary Poland
Bankruptcy regime 1

Major post-1990 changes in bankruptcy law 1a 1993/1998 1991/1993 1998/2003

Length of process (years), high-income OECD=1.6 1h 9.2 2 14

Cost (% of estate), high-income OECD=6.8 1c 18 23 18

Recovery rate, high-income OECD="72.2 1d 16.8 30.8 68.2
Telecom sector general assessment 2

Infrastructure reform index 1995/2004 2a 3.3/4.0 3.3/4.0 2.7/40

(see EBRD Annual Report, 1 to 4.3=best)

Fixed-line (mobile) penetration rate 2003 2b 36.0(96.5) 33.4(78.3) 31.9(45.1)

Market access/national treatment 3

MA Trade: restrictions in (a) domestic and 3a na. n.a. n.a.

international leased-line/networks,
(b) third-party resale, c) connections of
leased-lines/private networks to PSTN

MA invest (fixed and mobile):

Fixed: 3b In 2001, fixed- In 2002 fixed- In 2003 fixed-
line market line market line market
was officially was officially was officially
opened; some opened opened
competition in
local services
before 2001

Number of firms in the market 3 n.a. n.a. n.a.

Competition in sector (local, domestic long- 3d na. n.a. n.a.

distance, international, data, leased lines)
(a) monapoly, (b) partial, (c) full competition

Percentage of incumbent privatized investors 3e 49, mainly to 100, German 4757 France
Telsource (Ned) Telecom and Telecom, also
Swisscom, Ameritech, rest Polish investors
AT&T, currently publicly traded
51% for sale state: 1 share

Mobile:

Number of firms in the market 3f 3 4 3
Competition in sector: 39 (b) partial n.a. n.a.
(a) monopoly, (b) partial, (c) full competition
Percentage of incumbent privatized investors 3h 49(1996), now 49 Deutsche 34 France
100 % owned by Telecom, 51 Telecom, rest
Cesky Telecom fixed incumbent fixed incumbent
NT trade: Call-back services allowed ? 3i na. n.a. n.a.
NT invest: % of foreign ownership allowed in 3 na. n.a. na.
competitive carriers (a) fixed, (b) mobile
Licensing discrimination (mobile) 3k n.a. na. n.a.
Regulation 4
Regulator independent (since) ? da yes (2000) yes (1993) yes (2002)
Quality of independence 4b 1997 extended

Sources: EBRD; OECD; World Bank; Contessi, Cukierman, Miller, and Neyapti 2001.

Note: n.a. = not available.
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Slovak Bosnia &

Republic Slovenia Albania Herzegovina Bulgaria Croatia
1998/2000 1994 1995/2002 2003 1994/96 1997/99/2003
4.7 36 4 33 3.3 3.1
18 18 38 8 8 18
39.6 236 246 32.1 34.2 26.1
2.3/3.3 1.0/3.0 1.0/33 1.0/3.3 2.3/3.3 1.0/33
24.1(68.4) 40.7(87.1) 8.3(35.8) 22.5(27.4) 37.2(50.0) 43.3(58.4)
n.a. n.a. restrictions restrictions restrictions na.

in(a)and (b) in(a)and (b) in(a)and (b)

In 2003 fixed- End of Monopoly in There are three End of In 2003 fixed-
line market monopoly in 2004 operators, but monopoly line services
was officially 2001 eachisa in 2003 were opened
opened monopoly in to foreign

aregion competition.
Croatian
Telecom had
n.a. n.a. 1, 2 for local 3 1 transition
na. na. (a) Monopoly Sprske (a) (a) Monopoly period until
(b) Partial in Fed. (c), but end of 2004
local services (a) for intern.
na. By 2001 33.5% 0 na. 65 (2004) 51,35(1999),
had been sold Viva Ventures 16(2001),
to Slovenian (Austria) German Telec.,
private remaining 7%
investors to be sold
n.a. 3 2, 3 as of 2005 2 3 2, third to be
tendered 2004
n.a. n.a. (b) partial (b) partial (b) partial (b) partial
n.a. 100% owned 85 (2000), na. 100, 60 of them 35(1999)
by fixed-line Norw./Greek Austrian, rest 16 (2001)
incumbent consortium international
na. na. no no no na.
na. na. (a) 100 (since (a)100, but no (a) 0 before na.
2003), (b) 100 FDI, (b) n.a., 2003 (b) 100
FDl'is 49%
na. na. no no no na.
yes (2000) yes (2001) yes (1998) yes (2001) yes (2002) yes (2002)

Limited
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ANNEX TABLE 6.1B
Restrictiveness of Service Sector Policies in Transition Economies: Bankruptcy Regime and Telecom

Russian
Criterion of restrictiveness No. Estonia Latvia Lithuania Belarus Moldova Fed.
Bankruptcy regime 1

Major post-1990 changes in bankruptcy law Ta 1996 1996 1997/2001 1991 2001 1998/2002

Length of process (years), high-income OECD=1.6| 1b 3 11 12 5.8 28 15

Cost (% of estate), high-income OECD=6.8 Tc 8 4 8 4 8 4

Recovery rate, high-income OECD="72.2 1d 40 85 52.4 19 29.3 484

Telecom sector general assessment 2
Infrastructure reform index 1995/2004 2a 3.0/4.0 27/3.0 1.0/3.3 1.0/2.0 2.0/23 2.3/30
(see EBRD Annual Report, 1 to 4.3=best)
Fixed-line (mobile) penetration rate 2003 2b 33.9(72.3) 28.3(52.9) 25.3(66.6) 31.1(11.3) | 16.3(8.2) 26.0(25.0)
Market access/national treatment 3
MA Trade: restrictions in (a) domestic and 3a (b)n.a. (b)n.a. Restrictions n.a. Restrictions Restrictions
international leased-line/networks, (a)and(c)no | (aJand(c)no | in(b)likely infa)and(b) | in(b)and(c)
(b) third party resale, (c) connections of restrictions | restrictions
leased-lines/private networks to PSTN
MA invest (fixed and mobile):

Fixed: 3b Market was | Fixed-line Market was Fixed-line | Privatization De facto
opened to monopoly opened to services still| of national monopoly in
competition | established in | competitionin| operated by | monopoly not | international
in 2001 1994 as joint | 2003 national successful so | and long-

venture, to monopoly | far; bids have | distance calls,
last until 2013 been rejected | also local
Number of firms in the market 3c 3 1 1 1 1 na.
Competition in sector (local, domestic long- 3d (c) full (c), monopoly | (c) full n.a. (a) monopoly | (c) for data
distance, international, data, leased lines) competition | expired 2003, | competition lines, (a) rest and leased
(a) monopoly, (b) partial, (c) full competition not 2013

Percentage of incumbent privatized investors 3e 73, 49 of them | 49(1994), sold| 90 0 0 62
sold to Baltic | to consortium
Tele AB of European
(Sweden, Fin.) | operators

Mobile:
Number of firms in the market 3f 3 2 4 2 2 More than 3
Competition in sector: 39 (c) full (c) full (c) full (c) full (b) partial (b) partial
(a) monopoly, (b) partial, (c) full competition competition | competition competition competition
Percentage of incumbent privatized investors 3h n.a. 100 100 n.a. 90 100
NT trade: Call-back services allowed ? 3i Yes No No n.a. No Yes
NT invest: % of foreign ownership allowed in 3 (a)and (b) 100 | (a)and (b) 100 | (a)and (b) 100 | n.a. (a)and (b) 100 | (a)and (b) 49
competitive carriers (a) fixed, (b) mobile
Licensing discrimination (mobile) 3k n.a. n.a. n.a. na. No n.a.
Regulation 4
Regulator independent (since) ? da Yes (1998) Yes (2001) Yes (2001) No Yes (2000) Yes (2004)
Quality of independence b

Sources: EBRD; OECD; World Bank; Heritage Foundation.

Note: n.a. = not available.
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Kyrgyz
Ukraine Armenia Azerbaijan Georgia Kazakhstan Rep. Tajikistan Turkmenistan | Uzbekistan
2000 1995/1997 1994/1997 1997 1997 1997 na. 1992 1994/1996
26 19 2.1 32 3.3 35 na. na. 4
18 4 8 4 18 4 n.a. na. 4
255 39.6 332 204 134 244 na. na. 125
1.0/2.3 20/23 1.0/1.7 1.0/2.3 1.0/2.3 2.0/3.0 1.0/2.3 1.0/1.0 1.0/2.0
224(134) 14.8(3.0) 11.8(13.0) 13.3(10.7) 14.7(9.4) 79(1.2) 3.7(0.7) 7.7(0.2) 6.7(1.3)
na. na. na. na. n.a. na. na. na. na.
National National Fixed-line na. State mono- State mono- na. na. National
monopoly monopoly services still poly in long- poly in long- monopolist
long con- sold to foreign |largely under distance and distance and has exclu-
sidered as investor with | state control, international international sivity rights
strategically | exclusive entry only fixed-line calls |  fixed-line calls for inter-
important, now| rights through joint to expire 2005 to expire 2003 national
privatization venture, fixed-line
is on the many small services
agenda state-owned till 2006
na. 1 companies, n.a. n.a. na.
n.a. (a) monopoly | one major n.a. (a) domestic (a) domestic
until 2013 public fixed- long-distance long-distance
line network
na. 90(1997) n.a. n.a. na. na. na. na.
OTE (Greece)
Morethan3 |1 2 joint ventures | n.a. n.a. n.a. na. 2, exclusivity | n.a.
with ministry rights till 2004
n.a. (a) monopoly | Further n.a. n.a. n.a. na. na. n.a.
until 2013 privatization
is under way
na. na. 64.3(1996) na. na. 51% (2003) n.a. 49 na.
na. na. na. n.a. n.a. n.a. na. na. na.
na. na. na. n.a. na. na. na. na. na.
na. na. na. n.a. n.a. n.a. na. na. na.
No No, but planned | No, but planned | Yes (2000) Yes (2002) Ues (2001) No, but planned | No No
Limited Limited
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ANNEX TABLE 6.2A
Restrictiveness of Service Sector Policies in Transition Economies: Banking
Czech Slovak
Criterion of restrictiveness No. Rep. Hungary Poland Rep. Slovenia
Banking sector general assessment 1
Banking sector reform index 1995/2004 1a 3.0/3.7 3.0/4.0 3.0/3.3 2.1/3.7 3.0/3.3
(See EBRD Annual Report, from 1 to 4.3=best)
Financial sector restrictiveness index 1995/2005 1b 1.0/1.0 3.0/20 3.0/20 3.0/1.0 n.a./3.0
(from 1to 5, 1=free, see Heritage Foundation)
Credit to private sector (% of GDP) 2003 Ic 34.0 43.0 29.0 33.2 438
Policy framewaork and outcome in a nutshell 1d High degree of | High degree of | High degree of | High degree of| Concentration
openness and openness and | openness and openness and | and restrictions
privatization privatization privatization privatization | persist
Restrictions on commercial presence 2
Allocations of new banking licenses? 2a Sector is liberal. | Foreign Sector is liberal. | n.a. Sector is very
(a) no, (b) up ta 6, (c) yes Largest banks participation is concentrated,
Licensing discrimination 2b are owned by very high, total | Penetration of and state still
Maximum equity share in domestic bank (%) 2 foreign inves- foreign owner- | foreign invest- holds a large
Market entry through joint venture required? 2d tors, range of shipisabout | ment very high, stake in some
J.\ (a) not allowed, (b) required, (c) possible financial 60% of total | especially in important banks
Possible forms of establishment? 2e products has capital, foreign | large banks
(a) Subsid, (b) branches, (c) represent. offices increased to know-how Foreign share
Foreign staff entry possible? 2f standards of helped modern- is not as high
(a) no entry, (b) entry up to 3 or (c) 5 years or more other market ization of many as in some other
Staff: exec., senior managers, and/or specialists economies banks countrigs
Other restrictions 3
Can banks raise funds domestically? 3a n.a. Regulation was | Regulation was | n.a. Regulation is
(a) no, (b) restricted, (c) yes brought roughly | brought roughly almost fully in
Restrictions on lending? 3b in line with in line with line with EU
(a) no, (b) some services, (c) no domestic clients EU standards | EU standards standards
Can banks provide non-banking services? 3c
(a) no, (b) restricted, (c) yes
Restrictions on number of banking outlets? 3d
(a) yes (1), (b) no
Temporary entry of foreign staff allowed ? 3e
up to (a) 30, (b) 60, (c) 90 days or more
Staff: exec., senior managers, and/or specialists
Foreign/private market share 4
Number of banks (foreign-owned): da
1995 55(23) 4321) 81(18) 33(18) 39(6)
2003 35(26) 38(29) 58(46) 21(16) 22(6)
Asset share of state-owned banks: 4b
1995 176 49 ni 61.2 ni
2003 3 14 25.7 15 128
Regulation 5
Enactment of central bank reform ba 1991 1991 1997 1992 1991
Subesequent degree of legal independence 5b 0.73 0.67 0.89 0.62 0.63
(0 to 1=highest, Germany 1980s=0.69)
Capital adequacy ratio 5¢ 8% 8% 8% 8% 8%
Deposit insurance system 5d Yes Yes Yes Yes Yes
Secured transaction law 5e Yes Yes Yes Yes Restricted
Securities commission 5f Yes Yes Yes Yes Yes

Sources: EBRD; OECD; World Bank; Heritage Foundation.

Note: n.a. = not available.
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Bosnia & Macedonia, Serbia &

Albania Herzegovina Bulgaria Croatia FYR Romania Montenegro
2.0/2.7 1.0/27 2.0/3.7 2.7/4.0 3.0/2.7 3.0/3.0 1.0/23
3.0/3.0 na./2.0 3.0/2.0 na./2.0 na./2.0 3.0/3.0 na./na.
78 42.1 25.8 55.2 194 9.0 n.a.
Open, but still Confidence is High degree of High degree of Weak sector, Weak sector, Inefficient with
rudimentary, increasing, weak openness and openness and many bad loans, but openness weak capital
cash economy capital base privatization privatization but improving is improving base, closed
(c) Yes, new (c) Yes, new (c) Yes, new (c) Yes, new (c) Yes, new (c) Yes, new No foreign
licenses issued licenses issued licenses issued licenses issued licenses issued licenses issued entry
No No No No No No n.a.
100 0 100 100 100 100 100
(c) Joint venture | (c) Joint venture (c) Joint venture (c) Joint venture |  (c) Joint venture (c) Joint venture Privatization is
possible possible possible possible possible possible more advanced
(a), (b), (c) are (a), (b), (c) are (a), (b), (c) are (), (b), (c) are only (a) and (c) (a), (b), (c) are in Montenegro
all allowed all allowed all allowed all allowed are allowed all allowed than in Serbia
(c) Foreign staff (b) Foreign staff (b) Foreign staff (c) No time limit | () Foreign staff (b) Foreign staff Foreign share
entry allowed entry allowed entry allowed on foreign staff entry allowed entry allowed smaller than in
up to 5 years up to 1 year up to 3 years entry up to 5 years up to 1 year other countries
(c) Yes (c) Yes (c) Yes (c) Yes (c) Yes (c) Yes na.
(a) No (a) No (a) No (a) No (a) No (b) In some na.

services, yes

(b) Restricted (b) Restricted (b) Restricted (b) Restricted (b) Restricted (b) Restricted na.
(b) No (b) No (b) No (b) No (b) No (b) No na.
restrictions restrictions restrictions restrictions restrictions restrictions
(c) More than (c) More than (c) 90 days (c) 90 days (c) 90 days (c) More than na.
90 days 90 days 90 days
6(3) n.a. M(3) 54(1) 6(3) 24(8) 112(3)
15(13) 37(19) 35(25) M(19) 21(8) 30(21) 47(16)
945 n.a. n.a. 519 n.a. 84.3 9.7
519 52 0.4 34 18 40.6 341
1992 na. 1991 1992 1995 1991 na.
051 na. 0.55 0.44 0.4 0.34 na.
12% 12% 12% 10% 8% 12% 8%
Yes Yes Yes Yes Yes Yes No
Yes No Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes Yes
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ANNEX TABLE 6.2B
Restrictiveness of Service Sector Policies in Transition Economies: Banking
Russian
Criterion of restrictiveness No. Estonia Latvia Lithuania Belarus Moldova Fed.
Banking sector general assessment 1
Banking sector reform index 1995/2004 la 3.0/4.0 30/3.7 3.0/3.0 20117 20/2.7 2.0/2.0
(See EBRD Annual Report, from 1 to 4.3=best)
Financial sector restrictiveness index 1995/2005 b 2.0/1.0 na/2.0 na./1.0 3.0/4.0 50/3.0 3.0/40
(from 1 to 5, 1=free, see Heritage Foundation)
Credit to private sector (% of GDP) 2003 1c 36.0 39.6 20.6 120 204 20.9
Policy framework and outcome in a nutshell 1d System sound, High degree of | High degree of | Inefficient and Moderately Capital base is
open, efficient. openness and | openness and | largely state- restricted, weak, sector is
No. 11in Baltics privatization privatization owned sector officially open rather closed
Restrictions on commercial presence 2
Allocations of new banking licenses ? 2a (c) Yes, new (c) Yes, new (c) Yes, new Sector is highly (c) Yes, new (c) Yes, new
(a)no, (b) up to 6, (c) yes licenses issued licenses issued | licenses issued | distorted: licenses issued | licenses issued
Licensing discrimination 2 No No No four of the main No No
Maximum equity share in domestic bank (%) 2c 100 80 100 banks remain in 100 100
Market entry through joint venture required? 2d (c) Joint venture | (b) Joint venture| (c) Joint venture| public hands (c) Joint venture|  (c) Joint venture
J.V. (a) not allowed, (b) required, (c) possible possible required possible until 2010; possible possible
Possible forms of establishment? 2e (a), (b), (c) are (a), (b), (c)are |(al, (b), (c)are | directed credit only(a)and(b) | (a),(b), (c)are
(a) Subsid, (b) branches, (c) represent. offices all allowed all allowed all allowed programs allowed all allowed
Foreign staff entry possible? 2% (c) Foreign staff | () Foreign staff | (b) Foreign staff | and interestrate | (c) Foreign staff | Substantial
(a) no entry, (b) entry up to 3 or (c) 5 years or more entry allowed entry allowed | entry allowed | ceilings still in entry allowed limitations on
Staff: exec., senior managers, and/or specialists up to 5 years uptobyears |upto3years | place up to 5 years foreign staff
Other restrictions 3
Can banks raise funds domestically? 3a (c) Yes (c) Yes (c) Yes Central bank (c) Yes (b) Restricted
(a) no, (b) restricted, (c) yes contiues to
Restrictions on lending? 3b | (aJNo (a) No (a) No strengthen its (a) No (a) No
(a) no, (b) some services, (c) no domestic clients supervisory
Can banks provide non-banking services? 3c (b) Restricted (b) Restricted | (b) Restricted | policies (b) Restricted (b) Restricted
(a) no, (b) restricted, (c) yes
Restrictions on number of banking outlets? 3d (b) No (b) No (b) No (b) No (b) No
(a) yes (1), (b) no restrictions restrictions restrictions restrictions restrictions
Temporary entry of foreign staff allowed? 3e (c) 90 days (c) 90 days (c) 90 days (c) 90 days Substantial
up to (a) 30, (b) 60, (c) 90 days or more per 6 months limitations on
Staff: exec., senior managers, and/or specialists foreign staff
Foreign/private market share 4
Number of banks (foreign owned) da
1995 19(5) 42(11) 15(0) (1) 25(n.a.) 2297(21)
2003 714) 23(10) 13(7) 30017) 16(9) 1329(41)
Asset share of state-owned banks 4b
1995 97 99 618 62.3 na. na.
2003 0 41 0 63.7 15.5 na.
Regulation 5
Enactment of central bank reform 5a 1993 1992 1991/96 1992 1991 1995
Subesequent degree of legal independence 5h 0.78 0.49 0.28/0.78 0.73 0.38 0.49
(0 to 1=highest, Germany 1980s=0.69)
Capital adequacy ratio 5¢ 10% 10% 10% 10% 12% 8%
Deposit insurance system 5d Yes Yes Yes Yes Yes Restricted
Secured transaction law 5e Yes Restricted Yes Restricted Restricted Yes
Securities commission 5f Yes Yes Yes No Yes Yes

Sources: EBRD; OECD; World Bank; Heritage Foundation.

Note: n.a. = not available.
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Kyrgyz

Ukraine Armenia | Azerbaijan Georgia Kazakhstan Rep. Tajikistan Turkmenistan| Uzbekistan
20/23 20/2.3 2.0/23 20/27 20/30 20/23 1.0/2.0 1.0/1.0 1717
30/3.0 na/1.0 n.a/4.0 na./3.0 n.a/4.0 na./3.0 na./5.0 na./5.0 n.a./5.0
24.6 6.0 6.7 8.8 228 49 16.4 na. na.
Capital base is | High degree of | Sectorisweak, | Some progress,| Strong state Sector is weak Inefficient and Inefficientand | Inefficient and
weak; strong openness and cash economy, but still weak, | influence, but though open, largely state- largely state- largely state-

state influence

privatization

state prevails

cash economy

sector is stable

cash economy

owned sector

owned sector

owned sector

Ukraine has one | No retrictions Establishing Foreign High degree of Sector open na. No formal Foreign entry
of the most on establish- a foreign bank investment in concentrationin | to foreigners restrictions free since 1996
liberal regimes | ment of foreign{ involves lengthy | amounts to the sector; since 1993; na. na. Most assets are
of the CIS; owned resident |  procedures, about one-third |  no private/ no private/ Below 50 % 35% concentrated in
foreign banks as long restrictions on of total assets, | foreign equity foreign equity System is very Government asingle state-
penetration is as licenscing obtaining but consists limits; limits, but underdeveloped | influence still owned bank
slow, however | and prudential | licenses persist, | essentially of only (a)and (c) sector remains and capital base | prevails; little Only c)
requirements limit on foreign | minority share- | allowed small and is weak private and allowed
are met; high bank ownership | holdings competition underdeveloped; foreign na.
foreign share increased from comes from weak capital participation
in the system 30 to 50% foreign banks base
na. Central bank Capital base is Capital base is |  Regulatory Regulatory Regulatory Regulatory Regulatory
contiues to weak; super- weak, super- framework framework is framework is framework is framework is
strengthen its visory policies visory policies | has improved; still insufficient; still insufficient still insufficient| still insufficient
supervisory need further need further substantial legal situation,
policies strengthening; strengthening | amount of political
privatization consolidation interference and
still in early lack of deposit
stages insurance
undermine
confidence
230(1) 35(3) 180(5) 101(3) 130(8) 18(3) 18(n.a.) 67(3) 31(1)
158(19) 19(8) 46(4) 24(6) 36(16) 21(7) 11(1) 13(4) (in 2002) | 28(5)
na. 24 80.5 486 243 69.7 na. 261 384
98 0 55.3 0 51 7.2 6.1 95.7 (in 2002) 91.0
1991 1993 1992/96 1995 1993/95 1992 1993 1992 1991/95
042 0.3 0.22/0.25 0.73 0.32/0.44 052 0.36 0.26 0.41/0.56
10% 12% 12% 12% 12% 12% 12% 10% 8%
Yes in 2005 No No Yes No No No Yes
Yes Yes Restricted Restricted Yes Yes Yes Restricted Yes
Yes Yes Yes Yes (notindep.)| Yes Yes Yes No Yes
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Endnotes

10.
11.
12.

13.

Output data are measured in constant 1995 U.S. dollars, as reported in
the World Bank development indicators.

. This is also the case for FDI. However, because of the increasing preva-

lence of FDI in services, the convention has emerged that the sales of for-
eign affiliates in a host country are regarded as trade in services for the
purposes of trade agreements.

. Aggregate data on FDI inflows are available for a wider set of countries,

but these are not broken down across services sectors. The missing coun-
tries account for about 90 percent of the total stock of inward FDI in the
Region.

For an overview of the problems, see EBRD (2004a).

. The index comprises the following components: electric power, railways,

roads, telecommunications, water and wastewater (EBRD estimates).

. In terms of actual reform measures, a few examples are worth mention-

ing. Estonia, for instance, has fully privatized its railway system. Net-
work maintenance is carried out privately in the Czech Republic,
Kazakhstan, Poland, and Romania. Passenger services are not profitable
in many transition economies and are in general subsidized. In the Czech
Republic, Latvia, and Romania, the operation of some passenger services
has been handed over to private companies. In Kazakhstan, Poland,
Romania, and Russia, private rail freight services have developed follow-
ing gradual liberalization in this area.

See chapter 7 for more details on FDI.

Granting monopolies to new private owners (restricting competition)
generally does not stimulate investment. A monopolist’s market power
makes it less, not more, likely to undertake a given investment, because
monopoly profits are typically obtained by providing lower quantities of
the good or service at higher prices. A firm with a guaranteed monopoly
is also likely to invest less because it does not have to worry about more
efficient competitors stealing market share. The mere threat of entry—
which is typically the situation when reforms are introduced—can be
enough to induce the incumbent to invest (see chapter 4).

. In a sample of about 20 countries that privatized their telecommunica-

tions firms, Wallsten (2000) found that private investors were willing to
pay more for an exclusivity period, but that telecom investment was
substantially lower in countries that granted such exclusivity periods.
These data exclude Turkey.

For more specific details, see EBRD (2004a), chapter 3.
Fixed-rate-of-return or cost-plus contracts offer no incentives to firms to
reduce costs because any variation in cost is appropriated by the regula-
tor (and through the regulator, by the government). A fixed-price con-
tract induces the right amount of effort because the regulated firm
appropriates any reduction in cost. The enterprise is the residual claimant
for cost savings.

See World Bank 2004h.



