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Business regulation and economic growth in the
Western Balkan countries

Engjell PERE", Albana HASHORVA™

Abstract

Actually economic policies in many countries aimed to stimulate their economic
growth, particularly after negative impact of the global economic crisis. In this
regards, fiscal regulation are an important aspect of those policies, that can
promote or obstacle the economic growth in general. In this point of view this
paper aims to analyze the system of administration rules in different Western
Balkans Countries, (which includes Albania, Bosnhia & Herzegovina, Croatia,
Kosovo, Macedonia (FYROM), Montenegro and Serbia). Moreover, a special
attention is given investigation of the regulation and administrative facilitation
aspects of doing business in the above-mentioned countries, whether this system
stimulates, or not, the development of private business and economic growth.

The paper is divided into three main sections. The first part provides a retrospective
of economic growth in the Western Balkan countries and the dependence of this
growth on global economic development. The second part proceeds with the
investigations of the impact of administrative regulation on economic growth. The
third part, based on an econometric model, will analyze the correlation between
economic growth and elaborated indicators which present the level of business
administrative regulation system. Furthermore, this last section discusses the
results and concludes. In this analysis, the paper is based substantially on the data
base of *Doing Business 2013" (World Bank).

Keywords: economic growth, economic regulation, fiscal system, fiscal policy

JEL Classification: 012, 017, O50, P48

“ Engjell Pere is Head of Management & Economics Department, European University of
Tirana (UET), Albania; e-mail: engjell.pere@uet.edu.al.

“Albana Hashorva is Head of Economics Department, University of Tirana (UET),
Albania; e-mail: albana.hashorva@feut.edu.al.



6 Engjell PERE, Albana HASHORVA

1. Introduction: economic growth in Western Balkan countries

In terms of macroeconomic figures, economic growth and in particular GDP
has been one of the most positive and stable characteristics of Western Balkans.
Compared with the average growth of 27 countries in the European Union (EU 27),
the GDP growth in Western Balkan countries shows that before the economic crisis,
all these countries were faced with a significant and rapid increase of economic
output. Considered a normal economic development, with an average increased
about 6-7%, in the period 2005-2007, the GDP growth in the economies of the
Western Balkans was higher than in the EU. In 2007, real GDP growth in
Montenegro was 10.7%, in Bosnia and Herzegovina 6.8%; in Kosovo 6.3%; in
Macedonia 6.1%, Albania 5.9%; in Serbia 5.4%; and Croatia 5.1% (the lowest).
Even in 2008, when European industrialized countries began to feel the economic
downturn, the economies of the Western Balkans continued positive rhythm.
Although there was a slowdown in their economies, growth was still significant
with an average of about 5.5%; while the GDP increase in EU countries was only
0.7%. Particularly this year, Albania had a real growth of 7.7%, Montenegro and
Kosovo 6.9%, while the lowest increase was in Croatia with about 2.2% (figure 1).

The economic development in Western Balkan in this period is explain,
firstly with some social — economics changes in the early ‘90s, particularly the
transformation of economy into a market system, as well as opening their
economies to a world global market in general. However, in order to have a broad
overview, one should also consider analyzing the effects of regulatory
administrative reforms undertaken in the aforementioned countries. From this point
of view, those reforms related to tax reduction, facilitation of business climate,
administrative facilities in business development, have to be particularly
emphasized.

The data, as presented in Figure 1, shows that Western Balkan countries felt
the economic downturn in 2009. The impact of the global economic crisis has been
confirmed in almost all countries of the region. In particular, some countries
witnessed some significant deceleration such as: Macedonia -8.0% (5.0% in 2008),
Croatia -6.0% ( 2.2% in 2008); Montenegro -5.7% (6.9% in 2008); Serbia -3.5 %
(3.8% 2008), etc. Although some points away, as compared to the previous year,
the growth has been positive only for Albania 3.3%, and Kosovo 2.9%. Europe
itself (EU 27 countries), has had a negative GDP growth of -4.3% this year. The
data shows (see Eurostat) that the Western Balkan countries follow the general
trends as at the European level, and the change in trends is registered some months
or a year later.

! Eurostat (2013), http://epp.eurostat.ec.europa.eu/portal/page/portal/national_accounts/data/
main_tables.
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Figure 1. GDP growth in Western Balkan countries 2005-2011 (%)
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2005 55% 5.0% 4.3% 4.4% 4.2% 3 8% 54%
2006 5.0% 6.2% 4.9% 5.0% B.6% 6.0% 3 6%
2007 59% 6.8% 51% 6.1% 10.7% 6.3% 54%
2008 7.7% 54% 2.2% 5.0% 6.9% 6.9% 3.B%
2009 3.3% -29% -6.0% -0.9% -5.7% 29% -3.5%
2010 3.5% 0.8% -1.2% 1.8% 2.5% 39% 1.0%
2011 3.0% 1.7% 0.0% 3.0% 2.5% 5.0% 18%

Source: World data Bank — “World Development Indicators (WDI)&Global
Finance (GF)”, http://data.worldbank.org/country.

The performance of the economy in developed countries, particularly in
European countries, has probably also influenced and determined economic growth
in the small economies of the Western Balkans. In fact, an important correlation
between economic growth in developed countries and growth in developing
countries is observed but is also true that this correlation has been weakened in
recent years. We can mention for example a note from ODI (Overseas Development
Institute, 2008) which underlines that, before the ‘80s, the correlation between
economic growth in OECD countries and developing countries was about 0.5%
which means that one percent of GDP growth in the OECD countries has
contributed about 0.5% GDP growth in developing countries. In the period 2000-
2007, this indicator has gone to 0.2% (ODI, 2008). It can be explain through the
impact of structural change in developing countries, particularly in “emergency"
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ones, like China, India and Brazil, that probably offset somewhat the negative
impact of traditionally industrialized countries during their economic downturn.

From this point of view, among all models and factors which tend to explain
economic growth in Western Balkan countries, the analysis of the correlation
between economic growth, and (i) administrative regulation of business
development in these countries, as well as (ii) impact of economic development in
general, (particularly in the European zone) prevails. All these factors are in fact
related and have an important impact on the climate of business development; such
factors determine, on the one hand, the aspect of the local "micro-climate™ as well
as that of the "macro-environment", which means the global development in Europe
in general, on the other hand.

2. Economic growth and institutional regulation — Western Balkan case

The theoretical treatments of growth, by their nature, are quite debatable as
they require a certain period of time, necessary to be verified or refuted on the basis
of empirical results in theoretical hypotheses. In this context, in order to overcome
this difficulty, characteristic among others, models based on cross-countries
analysis, (Barro, 1991) and constructed for the group of countries are built in order
to see more clearly the correlative links between growth and assumed factors.

What might be some of these groups of factors? Without intent to go into
theoretical aspects, it is necessary to underline two overall hypotheses, resulting
from different well — known theories, and which are directly and/or indirectly
related with the purpose of this paper. The first hypothesis stresses the role of the
domestic factors’ group, which considers the factors related with local business
support and promotion very important whereas the second hypothesis underlines the
external factors related with the development of economy as a whole.

In this regard, the literature after the 1980 particularly underlines the theory
of "endogenous growth", which explains economic growth based on social -
economic factors, above all the development of human capital, (Arrow, 1962;
Sidrauski, 1967, Romer, 1986; Lucas, 1988; ect.). Other than in neo-classical
growth theory, as for example the Harrod — Domar model or Solow — Swan model,
which explained economic growth based on the level of savings, capital
accumulation, labor and technical progress (Rose, 1977), considering them as
"external” (exogenous) factor, the endogenous growth theory tries to explain the
increase of GDP based on the internal (endogenous) factors of the model. Thus,
Barro points out that for a given level of real GDP per capita, positive growth
depends on the increase of the education level (school), reduction of government
expenditure, decreasing of inflation; improvement in the enforcement of law, as
well as improvement in terms of foreign trade (Barro, 1996). According to Barro,
the level of democracy and political freedom has a weak effect on economic
growth. In fact, for a low level of political rights, those expansions have a
significant impact on economic growth, but after a certain level of freedom and
democracy, their further expansion has no relevant influence on economic growth
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and perhaps even has a negative effect. Furthermore, according to Barro, for a given
level of all these variables, the growth pattern is negatively associated with the
initial level of GDP per capita: the lower the GDP per capita, the higher will be his
increasing rate.

From this point of view, Hall and Jones (1999) and Acemoglu (2008) argue
that, in the long term, institutions are another factor of economic growth. According
to their opinion countries with good institutions provide a higher economic growth
and are more developed. Their analysis focuses on a particular type of institution:
the administrative rules of business operations. In this area, Djankov, McLiesh and
Ramalho (2006) argue that administrative rules have in fact a significant impact on
economic growth and prosperity in different countries.

Based on these theory and study, the following paper is intended to analyze
economic growth in the Western Balkan countries, which are not only included in a
geo-economic region, but as mentioned above, demonstrate similarities in their
general development. In this context, the main purpose of the paper is whether
administrative facilities, which regulate business’s function, have contributed to the
economic growth in the region?

Hence, explanatory factors of the GDP growth (determinant variables)
considered are (i) the index that determines the facilities to do business, according
that to World Bank data in its annual "Doing Business" report, (ii), the initial level
of GDP per capita per different countries based on Barro’s (1996) study, (iii) the
overall economic development in European countries as a whole, because as noted
in paragraph 1, the economic development in the Balkan economies has followed
economic cycles of European countries in general, therefore the dependence of
economic growth in the Western Balkan countries should be analyzed depending on
the European one.

In this perspective, we emphasize that in this paper “institutional regulation”
has nothing to do with institutional deregulation (well known particularly before
2007), or good and quality governance (which is reflected in regulatory outcomes).

3. Data and methodology

In order to estimate the effect of economic regulation on the Western
Balkan’s countries, secondary data are used. The databases taken into account are
those from annual "Doing Business"” reports, for the period 2004 to 2013 (World
Bank DB 2004-2013). The number of countries taken in these reports varies from
135 (2004) to 183 (2013). Form the total number, seven Western Balkan countries
are selected: Albania, Bosnia & Herzegovina, Croatia, Kosovo, Macedonia,
Montenegro, and Serbia.

"Doing Business" reports have evaluated (ranking) the countries according to
the facilities for business development. For this purpose, several criteria are taken
into account: (a) ease of starting a business, (b) dealing with construction permits,
(c) getting electricity, (d) ease of registering property, (e) credit facilities, (f)
protecting investors, (g). paying taxes, (h) facilities for cross-border trade, (i)
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enforcing of contracts, and (j) facilities for business closures. Every criterion is
evaluated considering several sub-criteria which are supposed to determine the
appropriate criteria. On this basis, for each criteria, the "percentile” of the country,
and after that the country index are calculated. Based on this methodology, all
criteria considered, the index for every country is also calculated. The lower the
index, the better the ranking of the country; thus, more facilities are provided to do
business in this country.

Based on this methodology the ranking of Western Balkan countries within
the region, for the period 2004 to 2013 is calculated in the paper. By performing
such ranking, we intend to avoid the influence of other countries because it may
happen that a Balkan country, change its rank not only by the improvement of the
situation to do business in the country itself, but as a result of the deteriorating
situation in other countries in the world economy (189 countries surveyed in "Doing
Business"). Table 1 shows the results of this ranking. The index is calculated for all
criteria of facilities to do business.

Table 1. Ranking of the Western Balkan countries within the region, according
to the criteria of facilities to do business, 2004 — 2013

Albania H::s;i:‘ia Croatia Kosovo mli:;nh Montenegro Serbia
2004 1 & 3 2 5
2005 2 B 3 1 s
2006 4 5 3 1 2
2007 5 & 4 1 2 3
2008 6 5 < 1 2 3
2009 3 7 & 4 1 2 s
2010 3 7 [ 5 1 2 4
2011 3 7 = 5 1 2 -
2012 4 7 3 & 1 2 5
2013 = 7 3 6 1 2 5

Source: “Doing Business 2013” and author calculation

The relative comparisons among Balkan countries show that for these years,
Macedonia and Montenegro had a more positive ranking, although the rates of
growth in these countries have not been among the highest in the region (Figure 1).
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The econometric model to analyze the relationship between economic
growth and administrative facilities to do business is based on the following
equation:

GDP,

rowta =@ + BLB + uln (GDP2003)+ nGDPg_;+ € (l)

In equation nr (1), GDPg,wn denotes the percentage growth of GDP per
capita for the period taken in the study; LB is the index of countries according to
their ranking in the region, which is constructed based on the administrative rules to
do business of each country; Ln (GDP,y3) denotes the natural logarithm of GDP
per capita in the base year 2003; GDPg; is an average growth of GDP per capita in
European countries (E-27), where —i presents the number of the years before the
period taken for analysis, for example if we analyze economic growth for Western
Balkan countries for 2010, then it is assumed that this growth is affected by the
growth of European economy in 2009, 2008, etc. Moreover, the model takes into
consideration that the trend in Balkan economies is influenced by economic growth
in developed European countries, but delayed by a few months or years (paragraph
1). In the following analysis is taken i =0 (it means no important delayed, or less
than 12 months), i =1 (means 1 year delayed) and i =2 (2 years delayed).
Correlation coefficients in the model are o, B, p and n. The data for GDP are
obtained for the period 2004-2013, a period which also corresponds with "Doing
Business" reports 2004-2003 but note that those reports have been published during
the years 2003-2012. In this context, it is assumed that administrative facilities for
doing business approved in one year are likely to have their impact on economic
growth in the next year.

The above model is based on the economic growth model of Barro (1991)
although this paper takes into consideration few countries and small economies of
Western Balkans from the overall performance of European countries. On the other
hand, note that in this model other important factors of growth, for example
educational level, the level of public institutions, etc are not taken into account.

Regarding the GDP data for the Balkan countries for the period 2004-2011,
they are taken from the database of the World Bank, while for the years 2012-2013
are used they provided by IMF forecasts for every country. The data for 27 EU
Countries are taken from Eurostat's database.

STATA data processing is performed by taking into account the correlation
between economic growth in Western Balkan countries and EU-27. This
correlation is shifted by 0; 1 and 2 years (i = 0; 1; and 2). Data shows that the
correlation is more argued when the "shift" is 0, which means there is no significant
delay in time (or less than one year) between European economic development and
trends of countries taken in the analysis. Correlations of indicators of the equation
(1) are shown in Table 2.
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Table 2. Correlation between economic growth in Western Balkan and LB
indeX; Ln(GDpzoog) and GDPE_O

Variable Period
2004 - 2013
LB Coef. -0.7216721
Std. Err. 0.3457585
p 0.042
Ln{GDPapos) Coef. -26.09178
Std. Err. 10.82636
P 0.02
GDP=g Coef. 0.5131573
Std. Err. 0.1642542 R-square 0.3412
P 0.002 Observation 62
Cost. Coef. 205.5488 Nrumber of Groups 7
Std. Err. 8314604 F(3,52) 898
P 0.003 Prob > F 0.0001

Source: author calculation

First, data shows that the factors taken into consideration explain about 34%
of the all factors that determine economic growth (R-square = 0.3412). According
to the estimated results, it can be concluded that statistically, improving the ranking
of countries, regarding administrative facilities for doing business, the index will
be decreased by one unit, which will lead to an improvement of GDP per capita
with a growth rate of 0,72%. Moreover, we can see that this dependence is
statistically significant (p = 0.042) at 5% level of significance.

Also, the model suggests that the growth rate is highly influenced by the
initial level of GDP per capita, where 1% more in the initial level of income per
capita decreases GDP per capital growth rate by -26.1%; here also, the correlation
is statistically significant (p = 0,02). It should be noted that 1% of GDP per capita
in 2003 in Western Balkan countries was between 18,1 - 27,2 USD, (except Croatia
76,9 USD).

Furthermore, the impact of economic development in European countries
(EU-27) has also a statistically significant effect (p = 0.003), and data shows that a
change of 1% per GDP per capita in the 27 EU countries brings a change in the
growth rate in the Western Balkan countries, in the same direction, by 0.51%.

Moreover, the dependence of growth rates on the influence of specific
factors, which determine the aggregate index of "facilities doing business" is
analyzed (LB). As shown above, the index is defined on the basis of several
criteria, it means several indexes. The number of these indexes has changed from 3
(Doing Business 2004 and 2005) to 10 (Doing Business 2006-2013). For this
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reason, the analysis of the impact of specific indicators in economic growth has
included only the data for the period 2006 to 2013.

From all indicators, the analysis shows that only one index (factor) is
statistically significant - the one which is related with "ease to get a credit" (LC).
The processed data in STATA where only this factor is taken into account are
presented in Table 3.

Table 3. Correlation between economic growth in Western Balkan and LC
indeX; Ln(GDpzoog) and GDPE_O

Variahle Period
2004 - 2013
LC Coef. -0.7693157
Std. Err. 1399237
P 0.021
LA{GDPg0s) Coef. -14 50605
Std. Err. 10.82636
P 0.303
GDP=g Coef. 04681321
5td. Err. 0.1711038 R-square 03199
P 0.009 Observation 52
Cost. Coef. 116.8479 Nrumber of Groups 7
Std. Err. 107.5057 F(g, 42) 0.4
P 0.283 Prob > F DE723

Source: author calculation

Data shows that three variable factors: ease to get a credit (LC), initial level
of GDP per capita (2003), and impact of European economy as a whole (EU-27),
explain about 32% of the economic growth for Western Balkan countries.
Conversely, the growing correlation of the credit’s facilitation is relatively strong
(coefficient -0.7693), its effect being also statistically significant (p = 0.021). It
means that improving the index of credit’s facilitation with 1 point statistically
brings about 0.77% increase of GDP per capita.

4, Conclusions

The statistic analysis of the dependence of economic growth in the Western
Balkan countries on administrative facilities and the rules for doing business
suggests that the correlation between these variables is positive and statistically
significant. The data shows that the improvement of administrative factors in order
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to facilitate business with 1 place brings economic growth with about 0.72
percentages.

Economic growth is strongly influenced from credit’s facilitation;
improvement of this indicator in view of the country's better ranking suggests an
increase of the growth rate per capita by 0.77. It is important to note the fact that
this dependence is statistically significant (p = 0.021).

The impact of other factors, such as power supply, the ease of registering
property, fiscal procedures, the implementation and the possibility of settlement of
contracts, to mention a few, although positively affecting economic growth, are not
statistically significant (p > 0.2). This fact can be interpreted as indirect correlation
of these factors on economic growth through other factors.

Economic growth in the Western Balkan countries is highly influenced by
external factors, in particular the development of European economy (EU-27). One
percent change in GDP growth rates per capita in the European economy suggests a
change in the same direction with about 0.51% growth per capita in the Balkan
countries. The data also shows that this effect is immediate within a year and not
delayed in time. This dependence is also statistically consistent (p = 0.003).

In relative terms, the economic growth rate is also influenced from the bases
level of income per capita. If the basis level (2003) of income per capita is 1%
lower, statistically the growth rates per capita will be about 26.1% higher (Table 2);
it means that the Western Balkan countries with a lower initial level of income,
have had a higher growth.
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