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Key messages

The economic gap between the EU and the three candidate countries, Bulgaria,
Romania and Turkey, is significant. Living standards, as measured by GDP per
capita at PPP, are less than one third of the level prevailing in the former EU-15 —
and about half of the average level in the new Member States. Catching up with the
rest of Europe in terms of income levels and productivity will thus be a very long-term
process.

The growth performance in the three candidate countries in the most recent years
has been solid, after crises and turbulences in the second half of the 1990s. In 2003
real GDP growth reached 4.5% of GDP in Bulgaria, 4.9% in Romania and 5.8% in
Turkey. Growth in Turkey has, for many years, been fluctuating sharply.

So as to preserve stability and prevent any recurrence of the crises of the past, the
candidate countries will need to manage the remaining macroeconomic imbalances -
relating mainly to inflation, government deficits and current account deficits -, and
complement that by addressing the remaining deep-rooted structural problems that
may impair their capacity to stay on a path of strong growth, paving the way for
improved allocation of resources in the economy at large.

There has been considerable progress on structural reforms in all three
countries. It is vital at this stage that the authorities avoid the risk of
backtracking on individual reforms already achieved, and that they maintain a
momentum in securing effective implementation, in particular in terms of
privatisation and restructuring, institution building, the improvement of the
business environment, the upgrading of the legal system (including contract
enforcement), the labour market, agricultural reform and the integration of the
shadow economy into the formal sector. Also the financial sector remains a
challenge.

The following key structural challenges have been identified in Bulgaria:

1.  The level and structure of unemployment. Bulgaria had a very high
unemployment rate of around 14% in 2003, down from 18% in 2002. Youth
unemployment (35.5% in 2002) and the long-term unemployment rate (11.9%) are
exceptionally high. The employment rate (50.6% in 2002) is lower than on average in
the new and other Member States. The regional variation of unemployment has
tended to rise. Employment protection legislation as defined in the labour code
includes some provisions which may prevent employers from hiring at all or at least
on the basis of a labour contract. These restrictions are providing incentives to work
in the informal sector. Non-wage labour costs are high and the result of a growing
burden of social security payments related to the unfavourable old-age dependency
ratio, high unemployment and high levels of tax evasion.

2. The business environment. Bulgaria has made considerable progress in its
business environment. The framework of business regulation is advancing, although
market entry is still hampered by various administrative procedures and a complex
system of registration, which slow down start-ups and tie up considerable amounts of
enterprises’ and public administrations’ resources. Insolvency procedures have
remained slow. Judicial procedures can be slow and cumbersome, and there appear
to be excessive delays in court processes.

3. Competition and network industries. Bulgaria made good progress with
privatisation, and the process should be seen through to completion as a few major
companies still need to be sold. The implementation of competition policy and the
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restructuring of network industries should now be a top priority. The institutional
separation of the railway infrastructure from railway services has been made, but
further restructuring is needed to reduce subsidies on operations and introduce
actual competition. Efficiency is still low for the energy sector.

In Romania:

1. Business environment. The efficiency of the public administration and of the
judicial system needs further improvements so as to substantially improve the
business environment. The legal framework to date has been subject to frequent
changes and law enforcement is uneven while the judiciary suffers from a lack of
trained staff, low levels of funding, and poor infrastructure and conditions of service.
The predictability of the legal system, contract enforcement, and the functioning of
courts should be strengthened. Corruption remains a serious concern. Despite the
important progress made, the persistent failure to impose financial discipline on all
enterprises coupled with deficiencies in the bankruptcy legislation and procedures
acts as an impediment to market entry and exit.

2.  Financial discipline, restructuring and privatisation in the business
sector. Despite recent progress, there is scope for further restructuring in important
areas of the economy. In key sectors, such as energy, mining and transport,
restructuring in preparation for privatisation must be advanced, and efforts to
improve the workings of the market mechanism be strengthened. An urgent issue
remains the continued accumulation of arrears to the budget and energy-sector
enterprises. The now somewhat greater readiness to disconnect energy users in
arrears and to enforce bill collection should be maintained, and strengthened further
with regard to district heating as part of a comprehensive reform strategy. In network
industries, further reforms to promote competition and strengthen regulation should
be pursued. As part of a clear medium-term strategy for the energy sector, steps
should be taken to ensure that energy prices are set so as to cover costs and to
include a sufficient margin for long-term investments and liabilities. The faster pace
at which large state-owned enterprises are being sold should be complemented by
restructuring or closing down loss-making enterprises.

3. Tax compliance and expenditure reform. Continued strengthening of the
revenue side by broadening the tax base and improving the collection of taxes, social
security contributions and excise duties remain important in view of the lower
revenue-to-GDP and higher expenditure-to-GDP ratios incorporated in the medium-
term fiscal programming. Ensuring that no further arrears to the general government
are allowed to accumulate is crucial. Lower-than-budgeted expenditures in the
medium-term would be conducive to expenditure reform, which is needed in order to
redirect public expenditure towards areas that strengthen the country’s human
capital, infrastructure and administrative capacity. Reform of the health and pension
systems is crucial to counter the expenditure pressures of an ageing population, but
since reforms are still at an early stage, medium-term budgetary prospects should be
strengthened also with this view in mind.

4.  Flexibility in the labour market. The employment rate has fallen markedly in
recent years. The unemployment rate remained relatively stable, at around 7% in
2003, but substantial upward pressure on the unemployment level can be expected
from the restructuring that still needs to be carried out. Reforms aimed at increasing
the simplicity and transparency of employment protection legislation, which appears
to be very rigid, would act as an incentive for employment creation. The burden on
labour from high social security contributions in Romania is one of the largest in
Europe. The shadow economy appears extensive by any standards. Given the
ongoing economic restructuring and low labour productivity, labour market flexibility

3



is instrumental in improving the reallocation of resources and strengthening the
economy’s resilience to adverse shocks. The wage-setting process, which is still
largely influenced by the economy-wide definition of minimum wages, could be more
flexible. In light of the demographic and labour market developments, the weak
financial state of the public pension system constitutes a major risk.

In Turkey:

1. Fiscal sustainability. Strict budgetary discipline and attainment of the
government’'s primary surplus target agreed with the IMF are essential for
underpinning macroeconomic stabilisation, as a large proportion of Turkey’s
economic potential is tied up in servicing the high level of government debt. The poor
state of public finances has been a key factor in Turkey’s chronically high inflation
and its high degree of economic volatility. There are also important quality issues in
the fiscal adjustment. As a result of huge tax exemptions, the tax base is narrow and
payment arrears are substantial. Despite a relatively favourable demographic
structure, the pension system currently is financially unsustainable. The authorities
are working with the World Bank to design a comprehensive reform of the existing
first-pillar system.

2. Privatisation. Despite being of relatively limited size in absolute terms, state-
owned enterprises still play an important role in key sectors of the economy such as
banking and telecommunications and in basic industries such as mining and steel
processing. Owing to overstaffing and underinvestment, many of them are not
profitable and depend heavily on state support. During recent years, progress in
privatization has remained very limited, reflecting insufficient political support and
weak interest of potential investors. Closing down non-viable state enterprises would
free valuable budgetary resources and reduce distortions in Turkey’s economy.
While key problems in the banking sector have been addressed since the 2001
financial crisis, the privatization of state banks is among the issues that still need to
be tackled.

3.  Business environment. Progress has been made with the institutional
framework for market development and the business environment, and market entry
and exit barriers have been lowered. The problem here lies less with the formal
framework than with practical implementation. The efficiency of the judiciary system
is a major concern to investors and weighs heavily on the business climate. The
regulatory system is based on a highly centralised state bureaucracy. The legal
uncertainty remains a fundamental weakness. This stems from the lack of stability of
the legal framework, and from weak legal enforcement. The quality of public
institutions at all levels needs to be improved. Corruption remains a very serious
problem. Improvements in these areas will enhance the prospects for attracting more
foreign direct investment, which is currently very low.

4., Problems in the labour market. The low level of employment, at around
44%, demonstrates the scale of the structural weaknesses of the Turkish labour
market. Employment in Turkey has still not benefited from the healthy growth
performance since 2002. The existence of pronounced social and regional disparities
poses major problems for Turkey. As a result of the sharp recession in 2001,
unemployment rose further to 10.5% in 2003, despite a strong recovery of economic
activity. The employment rate for women remains at a level less than half of the
former EU-15. A substantial part of the labour force is employed in the shadow
economy. The low employment rates among both young and older workers, as well
among women, require special attention. Further efforts to adapt the education and
training systems, especially in the secondary and tertiary sectors, will hold the key to
sustaining competitive pressures in the medium term. In addition, further efforts are
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required to rationalise the tax and benefit system in order to improve incentives for
people to seek work in the formal sector.

Statistics

For all three countries, statistics are improving, but considerable gaps remain. The
Economic and Financial Committee in May 2003 adopted an Action Plan on
economic, monetary and financial statistics for the candidate countries to help them
step up their efforts including in the field of structural indicators so as to ensure best
possible coverage, timeliness and quality of data. The EPC considers that meeting
the requirements laid down in the action plan should be accorded top priority.



Report

The Ecofin Council on 4 November 2003 gave a mandate to the Economic Policy
Committee (EPC) to provide a report on the key structural challenges in the
candidate countries (Bulgaria, Romania and Turkey, hereinafter the “candidate
countries”). Following up on this mandate, the Committee has prepared the present
Report, which is based on available material and underpinned by fact-finding
missions to all three countries.”

l. The macroeconomic context

All three candidate countries have suffered from severe economic and financial
crises over the past decade. They have also experienced periods of high inflation at
some stage over the past six to seven years. In Bulgaria, during its 1996-97 financial
crisis, output fell by 15%. In Romania, output declined by 12% between 1997 and
1999. Turkey, the most recent country to suffer a crisis, saw output fall by 7.5% in
2001. However, each country, with the backing of IMF programmes, has enjoyed
successful post-crisis recoveries: Bulgaria and Romania over the last four to five
years, while in Turkey’s case a recovery has taken root over the last two years. The
improved growth performance of all three economies in recent years demonstrates
the gains to be made from pursuing credible and sound macroeconomic policies.

Although all three countries have emerged successfully from their crises, some
macroeconomic vulnerabilities remain. While the level of public debt is relatively low
in Romania and while Bulgaria has kept its budget close to balance over the last few
years, allowing considerable progress to be made in reducing both public and
external debt, the level and unfavourable structure of general government debt
remain of great concern in the case of Turkey. The policies needed to maintain
economic stability vary by country, but maintaining a prudent fiscal stance is key to
preserving or achieving stability in all three of them.

The recent recoveries have caused some widening of external imbalances,
particularly current-account deficits in Bulgaria and Romania, which is due in part to
growth in domestic consumption fuelled by rapid credit expansion and in the case of
Bulgaria in 2002 also by excessive wage growth. In Romania high wage-growth risks
may become an obstacle to containing the current account deficit in 2004. The key
challenge in the short run will be to prevent these imbalances getting out of control.

Encouraging inflows of foreign direct investment will provide a source of financing for
current-account imbalances, as is already the case in Bulgaria, and also help to spur
productivity growth.

Real convergence

Bulgaria, Romania and Turkey are at a different stage of development compared
with the former EU-15, or even with the ten countries which acceded to the European
Union on 1 May 2004 (hereinafter “the new Member States”). Despite solid economic
growth in recent years (in 2003 4.3% in Bulgaria and 4.9% in Romania), Bulgaria and
Romania have made limited progress in real convergence towards the EU, and
catching up in terms of income and productivity levels remains a major challenge.
The Turkish economy has been operating significantly below its potential, because of

! It follows the report on key structural challenges in the acceding countries: The

integration of the acceding countries into the Community’s economic policy co-

ordination processes, Economic Policy Committee, July 2003:
http://europa.eu.int/comm/economy _finance/ publications /occasional papers/ 2003/
ocp4en.pdf.
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low average output growth and a continuous population increase, GDP per capita
has declined during the last five years (GDP growth was 7.9% in 2002, and 5.8% in
2003). Living standards in the three candidate countries, as measured by GDP per
capita at PPP, are less than one third of the level prevailing in the EU-15 and about
half the average level in the new Member States.

This backdrop offers the potential for a rapid catch-up in growth, especially as rural
populations move to urban centres. It should be recognised, however, that catching-
up in terms of income levels with the EU will probably be a very long-term process
for the candidate countries. It is vital that the authorities maintain progress on the
implementation of structural reforms, in particular on institution building, the business
environment and the integration of the shadow economy into the formal sector. While
structural reforms will focus on increasing the trend rate of growth, and aim at
employment creation, they also need to continue strengthening the financial
framework and architecture.

The potential average annual growth rates of the candidate countries over a 5- to 10
-year horizon are projected to be between 4% and 5% of GDP. Breaking down these
potential growth rates into their component parts shows that key drivers behind
potential output growth for all three countries will be relatively high total factor
productivity (i.e. independent technical progress) and the contribution by fixed
capital. The contribution of employment towards potential growth will be very weak or
negligible or may even decline. This illustrates the essential characteristics of the
economies of the candidate countries with their relatively low capital endowment and
low level of technology. It also emphasises that their future speed of real
convergence towards the EU depends very much on the rate of investment, including
foreign direct investment, the growth in total factor productivity, and labour
deepening.

Nominal convergence

Bulgaria has successfully maintained its currency board regime, which had been
introduced following the severe crisis in 1997. It thus managed to keep inflation rates
at relatively low levels. In contrast to this performance, Romania and particularly
Turkey have until recently witnessed fairly high rates of inflation, which only recently
have started to come down significantly (see Graph 1). Both countries are
determined to pursue their disinflation strategy, which, if successful, should lead to
inflation rates in 2005 of below 7% in Romania and below 10% in Turkey. These are
relatively high levels compared with the EU, but represent a significant improvement
on the high double-digit levels of past years.



Graph 1: Inflation rates in the candidate countries, 2000-04 (annual percentage changes)
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Source: Commission services.
Labour productivity, wage costs and competitiveness

Labour productivity in the candidate countries per person employed, measured by
PPPs, is very low, at approximately one third of the former EU-15 average. Out of
the EU-25, only Latvia and Lithuania have comparably low levels. Overall, in Bulgaria
and Romania labour productivity has moved from some 27% of the EU average in
1999 to 31% in 2002. In the case of Turkey, strong output fluctuations led to a
decline in productivity in 1999 and 2001, while in 2002 a start was made on restoring
its pre-crisis level.

Bulgaria's labour productivity in 2002 was only 31% of the former EU-15 average
(see Table 1 and Graph 2). The improvement between 1997 and 2002 from 26.1% of
the former EU-15 average to 31.1% was due partly to the decrease in employment,
reflecting the period of transition and the restructuring of the economy. In Romania
labour productivity in 2002 stood at just about one third of the EU-average, despite
relatively swift catching-up equivalent to more than 4.5 percentage points since
1999. The driving force for this catching-up process was strong economic growth.
Turkey’s labour productivity in 2002 stood at 36% of the former EU-15 average.
Labour productivity growth, like GDP, has been very volatile in recent years,
reflecting the boom-and-bust performance of the Turkish economy. Having fallen by
6.5% in 2001, productivity rebounded by 7.6% in 2002. Since 2000 productivity has
been determined by flat employment growth, in contrast to the late 1990s, when
employment grew at an average rate of 1.6%.

Table 1: Labour productivity, per person employed*
(former EU-15=100)

1997 1999 2002
Bulgaria 26.1 27.8 31.1
Romania n.a. 27.2 30.9
Turkey 37.3 34.2 35.6

Source: Eurostat, New Cronos.
*Note: GDP in PPS per person employed.
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Labour productivity developments in manufacturing industry show a similar pattern in
Bulgaria and in Romania: in both countries steep declines in 1997 and 1998 were
followed by strong recoveries in 1999 and particularly in 2000. In 2001 and 2002
there was a continuation of the positive growth trend in both countries.

Table 2: Labour productivity in manufacturing industry
(annual growth rates as %)

1997 1998 1999 2000 2001 2002
Bulgaria -10.9 -7.9 4.3 17.2 0.7 3.13
Romania -1.3 -8.4 3.7 18.5 8.7 13.9
Turkey* 4.7 0.6 -8.1 4.0 -6.7 6.0
Source: Bulgaria, Romania: WIIW Handbook of Statistics, 2003; Turkey: Prime Ministry — Undersecretariat of

Treasury.
Note: * The figures for Turkey refer to annual growth of gross value added in 1995 prices per employee in the
manufacturing industry and are not directly comparable to the figures for Bulgaria and Romania.

Graph 2: Employment and productivity levels in the
EU and the CC's
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The competitiveness of the Bulgarian economy, measured by unit labour costs
adjusted by the exchange-rate (see Table 3), showed some improvement in 2000
after deteriorating sharply in 1998, when unit labour costs increased by 18.4%,
mostly as the result of high “catch-up” growth of wages. Since then, wages have
broadly reflected productivity developments, which resulted in unit labour costs
remaining largely unchanged. In Romania real wages increased at a slower rate
than productivity, making for a stable development in Romanian unit labour costs
since 2001. However, the continuation of this trend depends on a rigorous
implementation of a moderate wage policy and continuation of the restructuring
process in the economy. The volatile nature of its economic performance also
strongly influences the competitiveness of Turkey’s economy. In spite of marked
exchange rate appreciation in 2000, and the marked depreciation in the aftermath of
the 2001 crisis, competitiveness improved between 2000 and 2002, when real unit
labour costs fell by a cumulative 12%. Real exchange rate fluctuations have had a
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considerable influence on relative unit labour cost developments in the case of
Turkey and are expected to continue to do so in the future.

Table 3: Real unit labour costs developments
(annual percentage change)

2000 2001 2002 2003
Bulgaria -5.4 0.8 0.2 2.5
Romania 0.6 0.9 -3.4 1.1
Turkey -5.2 -2.9 -2.9 -1.1

Sources: Commission services.
Note: Unit labour costs are adjusted for prices and the exchange rate.

Risks to manage

Against the background of moves to establish or confirm a track record of stability-
oriented macroeconomic management, policies during the next few years will have to
manage a number of existing imbalances.

In Bulgaria, the policy mix of sound fiscal policy and structural reform supporting the
Currency Board Arrangement (CBA) has resulted in robust growth, low inflation and
a declining unemployment rate in the last two years. The main macroeconomic
imbalance is the high external current account deficit, which widened strongly in
2003 to around 8.5% of GDP (2002: 4.9%) and resulted from the sharp increase in
domestic demand and which is expected to remain high in the medium term despite
measures taken to restrict the credit growth. However, foreign direct investment
(FDI) inflows in 2003 covered 82% of this deficit and reserves have increased. The
main challenge is to finance it adequately also in the future by, in particular,
attracting greenfield investment, and reducing the risk of overly rapid credit growth.
In particular, attention should be paid to the quality of banks’ portfolios, which has not
yet shown signs of deterioration, and to continued efforts at reducing debt and
attracting foreign investment. Moreover, to the extent that the deficit was a result of
strong consumption, stemming from rapid growth of credit, an appropriate incomes
policy will also help to narrow the deficit.

In Romania, despite considerable reductions since 2001, inflation is relatively high,
at 14.1% at end-2003 (but on a decreasing path and in line with the target of 14% set
for end-2003). Although not necessarily of a deep-rooted structural nature, the sharp
widening of the current account deficit to 5.8% of GDP in 2003 (provisional figure; in
2002 it amounted to 3.4%) needs to be monitored closely. FDI in 2003 covered
approximately 46% of this deficit. Against this background, the conduct of exchange
rate policy will be challenging, as there may be a trade-off between the preservation
of short term external competitiveness and the support of further disinflation. Whilst
the fiscal stance at present is not of specific concern, two factors require attention:
first, against the background of the current account dynamics, a further and
sustained reduction of the fiscal deficit (including the quasi-fiscal deficit stemming
from the accumulation of arrears) is needed; and, second, public expenditures
related to structural reforms, in the context of economic reforms in general, exert
considerable upward pressure on overall public expenditures. Therefore, overall
strict expenditure control, a decline in the net increase of arrears, and further
headway in expenditure reform will be required. In the labour market, substantial
upward pressure on the unemployment rate can be expected as a result of
restructuring.
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In Turkey, despite reductions in the debt burden, the size and composition of the
public debt remains a source of vulnerability. In 2003, the costs of debt servicing
amount to some 40% of public expenditures or around 18% of GDP. A high
proportion of public debt is denominated in, or linked to, foreign currency. Indeed,
65% of domestic debt is linked to short-term interest rates or exchange-rate
fluctuations. On account of the high share of short-term financing, interest
expenditures are closely linked to exchange-rate and interest-rate fluctuations,
introducing a high degree of uncertainty into the budgeting process. While a
strengthening exchange rate helped reduce the debt burden in 2003, it would rise
again if the lira were to weaken. Likewise, a large proportion of debt has short-term
maturities, exposing the government both to roll-over risk and to the effects of
movements in short-term interest rates. The current- account deficit was 2.8% of
GDP in 2003, and is expected to widen to 3.4% of GDP in 2004. While this is not yet
a matter of concern, it should be taken into account that only a small proportion of
the deficit is financed by FDI. Risks may also arise from excessive exchange-rate
fluctuations, and interest-rate movements due to changing inflation expectations.

. Labour market reforms
Employment

Employment in Bulgaria and Romania between 1999 and 2003 declined
cumulatively by 3.1% and 11.5%, respectively (see Graph 3). In Turkey employment
remained broadly stable, notwithstanding favourable growth developments. Table 4
shows that total employment rates in Bulgaria, Romania and Turkey in 2003 were
52.5%, 57.6% and 44.4% of the working-age population, as compared with 55.9% on
average in the new Member States (2002) and 64.3% in the former EU-15. In 2002
the employment rates of older workers in Bulgaria and Turkey were 30.0% and
33.8%, respectively, while the female employment rate ranged between 25.3% in
Turkey and 49.0% in Bulgaria and 51.5% in Romania. Bulgaria and in particular
Turkey have employment rates significantly below the present EU level and the EU
Lisbon targets. Employment rates in Romania and Turkey between 2000 and 2003
decreased, notably for older workers and in the case of Romania for women. In
Bulgaria the overall rate remained broadly stable, but there was a substantial net job
creation in 2002 and 2003.

Graph 3: Employment growth in the candidate countries 1995-2003
(annual percentage growth)
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Source: European Commission (2003) Employment in Europe 2003.
Note: The break in the data for 2002 for Romania can be explained by a change in methodology.
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Table 4: Employment rates: Progress towards the Lisbon and Stockholm targets

Total employment rate | Female employment rate | Employment rate among
older workers
2003 Gap Change | 2003 Gap Change | 2003 Gap Change
below 2000-03 below 2000-03 below  2000-
2010 2010 2010 03
Bulgaria 525 17.5 21 49.0 11.0 2.7 30.0 20.0 9.2
Romania 576 124 -5.4 51.5 8.5 -6.0 38.1 11.9 11.4
Turkey 444 256 -1.6 25.3 34.7 +0.4 35.3 14.7 -1.1
New MS 55.9* 14.1 -1.6* 50.2* 9.8 -1.2* 30.5* 19.5 1.0*
Former 64.3 5.7 0.9 56.0 4.0 1.9 41,7 8.3 3.9
EU-15
2010 70% More than 60% 50%
target

Source: Bulgaria, Romania, EU: European Commission (2003) Employment in Europe 2003; Turkey: State Institute
of Statistics.
Note: * 2002.

Bulgaria had a double-digit unemployment rate of 13.6% in 2003 (see Table 5).
Youth as well as long-term unemployment is particularly high in Bulgaria, above the
average for the new Member States (AC-10). In Romania, overall unemployment, as
well as youth and long-term unemployment are below the average for the new
Member States and closer to the former EU-15 level (Table 6). This could be an
indication of delayed restructuring, although wage restraint has also helped to
stabilise employment. Unemployment in Turkey is still heavily influenced by the
aftermath of the financial crisis in 2001 and increased by 4 percentage points in the
period 2000-03.

Table 5: Unemployment rates in 2003
(as % of labour force 15+)

Total Men Women
2003 Change 2003 Change 2003 Change
2000-03 2000-03 2000-03
Bulgaria 13.6 -2.8 13.9 -2.8 13.2 -3.0
Romania 6.6 -0.4 6.9 -0.3 6.2 -0.1
Turkey 10.5 4.0 10.7 4.1 10.1 3.8
New MS 14.3 0.7 13.7 0.9 15.1 0.3
Former 8.1 0.3 7.4 0.7 9.0 -0.2
EU 15

Source: European Commission (2003), Employment in Europe 2003, SIS (2003).
Note: Data of the European Labour Force Survey. National data may be different, according to the methods and
definitions used.

Table 6: Youth unemployment rate and long-term unemployment rate 2002
(% of labour force 15-24; % of labour force)

Youth unemployment rate Long-term unemployment rate
Total Men Women Total Men Women

Bulgaria 35.5 39.0 314 11.9 12.3 11.5
Romania 18.5 18.6 18.5 3.8 3.8 3.7
Turkey 19.2 3.7

Former 31.9 314 32.7 8.1 7.4 8.9
New MS

EU-15 15.1 14.8 15.5 3.0 2.6 3.9

Source: European Commission (2003), Employment in Europe 2003, OECD, Prime Ministry of Turkey —
Undersecretariat of Treasury.
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The issue of urban-rural migration is a case in point as regards delayed restructuring.
In Turkey the declining trend of agricultural employment continued. Industry,
construction and services will have to absorb a significant flow of fairly unskilled
workers in future. In Bulgaria the regional unemployment gap between the highest
and lowest regional unemployment rates has widened in recent years. In Romania
urban-rural migration is still dormant but might become of topical relevance in the
future. In all likelihood, direct and indirect subsidies as well as a lack of alternative
employment opportunities have restricted the outflow from agriculture.

In the candidate countries, housing and the subsistence economy provide a large
share of income. There are dual labour markets in urban and rural areas.
Employment policy in the candidate countries should therefore set different priorities
compared with the EU countries and distinguish clearly between rural and urban
areas. In addition, the limited budgetary funds available in those countries call for a
restrictive selection of affordable policy measures.

Wage-setting

The wage-bargaining process has so far not assured a stable and foreseeable
relationship between productivity and real wages. In Turkey and Romania unit
labour costs have fallen or remained broadly stable since 1999 and have thereby
boosted export competitiveness. With the stabilisation programme in Turkey, real
wages grew at a slower rate than productivity. However, there have been signs of a
reversal of this process recently. Nevertheless, the gap opening up between wage
growth and productivity growth might not be a temporary, cyclical phenomenon but
may well have a structural component given continuing migration from agriculture. In
Bulgaria wage developments have followed productivity developments more widely.

In Bulgaria the parties to the wage-bargaining process during the transition process
have managed to maintain de-facto centralised wage bargaining for almost all
sectors. The number of branch/sector collective agreements rose by 12% in 2002/03
compared with 2001/02. Minimum wages in absolute terms are low compared with
the new and other Member States. The wage system seems to be rather flexible in
Turkey. Job turnover and sectoral wage differentiation are pronounced. However,
the extreme differences between wages in sectors covered by collective bargaining
agreements and those that are not, as well as the strong influence of the state on
wage determination, might distort the wage structure. Apart from state enterprises,
the degree of labour unionisation is low. The percentage of the labour force covered
by collective agreements is estimated to be below 15%. In Romania the wage-
setting mechanisms should increasingly allow differences in productivity across
regions, sectors and skill profiles to be reflected in wages.

Tax-benefit system

The tax burden on labour from high social security contributions in Romania is, in
spite of significant reductions in recent years, well above the average in the enlarged
EU. In Bulgaria it is also clearly above the former EU-15 level. Payroll taxes show
the same trend: Romania with 52% on gross earnings at the top end and Turkey
with 39.5% at the bottom end. However, the scope to reduce the tax burden is small
given the tight national budgets. Social security expenditures account for 14% of
GDP in Bulgaria and for 10% in Romania. Phasing out early retirement schemes and
raising the retirement age would increase participation in Turkey.

Compliance with the principle “make work pay” is difficult to assess owing to lack of
data, the existence of discretionary payments and the low level of incomes and
social benefits. The government in Bulgaria estimates that 30-35% of welfare
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recipients either work in the shadow economy or refuse to work. A programme
designed to transfer people from social assistance to (municipal) work attempts to
address the misuse of social assistance. Romania also links municipal work with
social assistance and has reduced the maximum duration of unemployment benefits.
In Turkey no average figures for social assistance are available, but unemployment
benefits are low and are still received by only a small proportion of the unemployed.
The level of social payments in Bulgaria and Romania is also sufficiently low
compared with minimum wages. Altogether, the benefits do not seem to provide
disincentives to work if they can be targeted to those eligible.

Employment protection

If the new labour law regulations are implemented, Turkey will have a rather flexible
body of legislation on employment protection which can be compared to that of
Denmark, Hungary or the Czech Republic (measured by the EPL index of the
OECD). In Romania a large part of the labour market is regulated by law. In
Bulgaria the government encourages bilateral negotiations between employers and
trade unions rather than more centralised arrangements for promoting flexible forms
of employment and low hiring and firing costs. As in the case of labour costs, the
relatively large size of the informal sector (see below) lowers de facto the standards
of employment protection in all three countries.

Shadow economy

All three candidate countries have a large shadow economy (estimated at 25-40%
of GDP?) that may help to keep labour costs low. However, the existence of a large
informal sector has significant short- and medium-term repercussions: unfair
competition among enterprises, losses of budget revenues, and the creation of a
stock of uninsured people, who will become a burden on the budget in future. To
reduce the informal sector, a mix of standard measures can be applied with a view,
for example, to: reducing the tax wedge on labour, lowering income tax for low-wage
earners, taking administrative measures (e.g. compulsory registration of labour
contracts) and strengthening accountability of social security benefits.

Migration

Continuing high unemployment in Bulgaria contributed to ongoing net emigration.
About 22 000 Bulgarian citizens settle abroad each year, although the flows are
smaller than in the early 1990s. Romania has the highest migrant population after
Poland, when compared with the EU. Emigration from Romania decreased in the late
1990s. According to Romanian statistics, 9 900 Romanians emigrated in 2001 (net
migration). To a large extent, Romanian migration appears to be circula, with 11 000
citizens returning annually. In 2000 about 3.6 million Turks resided abroad,
amounting to 5.1% of the Turkish population. In recent years about 1 000 highly
skilled professional workers migrated annually to jobs abroad in IT, finance or
management. In addition, about a quarter of students moving abroad do not consider
returning to Turkey. The long-run magnitude of flows obviously depends on the

A variety of approaches are used to estimate the size of the shadow economy. For
example, the electricity-method, which takes electricity consumption as a proxy of total
production, counts the difference between official GDP and approximated GDP based
on electricity consumption as shadow production. The “dynamic multiple -indicators
multiple-causes” method (DYMIMIC) relates the informal sector as tax burden to the
velocity of cash money or the participation rate as indicators of the shadow economy
and deducts the size of the unobserved shadow economy from the estimation
parameters.
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speed of the catching-up process in the “sending” countries as well as on the
development of their labour markets. Overall, the “brain drain” is a major problem in
all three candidate countries.

. The business environment
Business regulation

In general, the Bulgarian, Romanian and Turkish authorities are working to simplify
business regulation. Nonetheless, the complexity, the speed of regulatory
procedures and a high degree of legal uncertainty remain a problem across the
board.

For Bulgaria, the 2003 progress report of the European Commission recognises the
improvement of its legal framework but also highlights the fact that “serious efforts
are required to develop and implement reforms to ensure an efficient, transparent
and accountable administration.” The framework of business regulation in Bulgaria is
advancing, although it is still not seen as business-friendly by investors mainly
because of unsupervised control by regulators and a complex system of registration;
indeed, there is no central mechanism to supervise regulatory enforcement and,
before autumn 1999, there was no information system or systematic effort to monitor
the activities of regulatory agencies. However, the situation has been improving: for
example, there has been a concerted effort to increase co-ordination with
regional/local government so as to provide a more consistent view on laws,
regulations and administrative procedures, as well as endeavour to involve industry
association representatives by means of a framework agreement for co-ordination
and co-operation; and a new law on licensing procedures attempts to reduce
excessive regulation.

The regulatory framework in Romania is improving gradually. But a lack of clear and
predictable procedures has to date had a negative influence on the business
environment. This creates considerable uncertainty and administrative burdens for
domestic companies and foreign investors. Efforts have continued to improve
regulatory and administrative provisions. They were consolidated in an action plan
for improving the business environment adopted in May 2003. However, further
convergence of regulations towards EU standards, increasing amounts of FDI and
improved implementation are important for improving the business environment.
Employers’ associations have frequently also raised concerns about the lack of prior
consultation of stakeholders, for example on the new labour code or the tax code,
which have imposed large compliance costs. The new Labour Code, which came
into force in March 2003, risks creating obstacles to entrepreneurship by introducing
constraints on the labour market, as well as a number of new bureaucratic
procedures. Romania has established a Single Control Register for SMEs, as well as
a “tacit procedure” for most authorisations.

In Turkey economic stability and predictability in the business environment have
increased. Transparency and efficiency of public finance management have been
improved. The Turkish authorities have been working on the simplification of
business regulation to create an environment conducive to private sector-led growth.
Positive developments include the streamlining of start-up procedures, licence and
permit systems, and limited progress in terms of on-line access to information and
services. However, progress towards establishing “one-stop shops” for enterprises
remains very limited and the costs of formal procedures for starting up a company
are still too high. Nevertheless, a new Foreign Direct Investment Law has been
passed, with the aim of making foreign investment in Turkey no longer subject to
prior approval, and legislation has been adopted to improve the business climate in
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poorer provinces by decreasing the burden of tax and social security contributions
and by subsidising the energy costs of new investments.

Market entry and exit

Further progress has been made by the three candidate countries to bring down the
barriers to market entry and exit. All three countries have addressed the issue of
bankruptcy legislation. But important indicators like the number of procedures and
the duration as well as the complexity of procedures often lie well above the OECD
average (see box), but the situation is improving.

In Bulgaria figures indicate high, though falling, net creation of new firms, which may
reflect both the overall business cycle and a lack of rigour in market exit procedures.
Despite the growth of new private businesses in Bulgaria, the informal sector still
seems to account for a sizeable share of activity, and so “formalising” the informal
sector is crucial. Efforts have been made to streamline and simplify procedures,
including the introduction of tacit consent in the area of administrative regulation and
control. Market entry is still hampered by various administrative procedures, which
slow down start-ups and tie up considerable amounts of enterprises’ and public
administrations’ resources. Regarding market exit, insolvency procedures remain
slow, although amendments were made to the Commercial Code in June 2003 to
speed up the process. In addition, special legal chambers are being created at
regional level to deal exclusively with bankruptcy cases.

Despite significant improvements, complex administrative procedures still hamper
market entry and exit in Romania. The persistent failure to impose financial
discipline on all enterprises is an indication that a number of non-viable enterprises
are still allowed to survive, undermining payment discipline in the public sector.
Efforts have been made to simplify market entry, including changes to the one-stop
shops established in 2001 for registering and authorising firms. A tacit approval
procedure for issuing and renewing most licences was introduced. The new
bankruptcy law is also a step in the right direction, but deficiencies in legislation and
procedures persist.

Barriers to market entry and exit in Turkey have decreased further, as demonstrated
by the relatively high proportion of newly established companies, with the help of the
simplification of registration procedures. Amendments to the Execution and
Bankruptcy Act were adopted in July 2003 in order to facilitate the closure of non-
viable companies. The amendments will also enhance the effective enforcement of
creditor rights and should significantly improve the regime for corporate insolvency
and creditor rights.

Efficiency of the judiciary

Despite reform of the judiciary and judicial procedures in all three countries,
difficulties remain, including in terms of the speed of judicial procedures, capacity
and enforcement capabilities. Reforms to judicial procedures and the judiciary under
way in the three countries need to be backed up by proper training and resources to
ensure their success.

In Bulgaria slow and inefficient proceedings within the judicial system often
discourage parties from taking cases to court, which creates uncertainties in doing
business owing to a lack of reliable enforcement of property rights. Although there
have been moves to build up capacity and enforcement capabilities, legal certainty
could benefit from improvements to the efficiency of the judiciary. However, a new
judiciary law has been approved in early 2004. In spite of amendments to legislation
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on intellectual property rights, the administrative capacity of enforcement bodies,
including controls on cross-border trade in pirated goods, remains a matter of
priority. Industrial property rights were enhanced in October 2002 and housing
property is, for the most part, clearly defined and markets are working properly.

In Romania law enforcement is frequently seen as arbitrary and lengthy, and the
legal framework is subject to frequent changes which weigh heavily on the business
environment. With regard to the judiciary, companies in Romania are confronted with
complex procedures. Enhancing the capacity and transparency of the judicial system
is important for improving the business environment. These areas are undergoing
rapid reforms in close co-operation with the World Bank, the Commission and others.
In a major reform, the Supreme Court has been given exclusive competence in all
appeals involving matters of law. A Judicial System Reform Strategy was also
adopted. Industrial and intellectual property rights were improved slowly during 2003,
especially in relation to copyright, customs and trademark provisions.

In Turkey the implementation of laws and contracts constitutes a fundamental
weakness. The stability and implementation of the legal framework is a cause of
concern to Turkish, as well as foreign, investors and businesses. The legislative
process is relatively slow and the time lag between the adoption of framework
legislation and the actual implementing regulations can be lengthy. There are still
reports that the efficiency of the judiciary is hampered by a lack of impartiality and
consistency. There are weaknesses in resources and in the training of judicial
personnel. The functioning of the commercial judicial system seems a bottleneck for
impeding foreign direct investment. Business opportunities in the field of the
knowledge-based economy would be markedly promoted by an improved legal
framework for the protection of intellectual property rights. However, efforts are under
way to facilitate accession to the Trademark Law Treaty, the Patent Law Treaty and
the Hague Agreement on Industrial Designs. A commitment has also been made to
extend the personnel and corporate capacity of the Turkish Patent Institute and to
establish an intellectual property rights authority.

Governance issues

Whilst serious efforts are being undertaken to combat corruption, the Regular
Reports of the Commission continue to highlight the fact that corruption remains — to
differing degrees - a matter of concern in the candidate countries.

In Bulgaria, the fight against corruption has remained high on the government’s
political agenda, with the adoption of a National Anti-Corruption Strategy (October
2001), which the 2003 implementation report concluded as being in need of
strengthening and greater control — and of an Action Plan (February 2002), now
being updated. The institutional set-up in the fight against corruption has been further
consolidated at both ministerial and parliamentary levels. Other positive steps
include the development of the collection and processing of statistical information on
bribery and making the requirement that magistrates submit compulsory income and
property declarations.

Despite a package of anti-corruption measures, corruption in Romania is perceived
to be widespread and affects all aspects of society, undermining the effectiveness of
state institutions, and playing a major role in deterring foreign direct investment.
There have, however, been significant efforts to intensify the fight against corruption,
including adoption of the National Programme for the Prevention of Corruption and
the National Anti-Corruption Action Plan and the decision to make the National Anti-
Corruption Prosecutor's Office operational. Moreover, a package of anti-corruption
measures was adopted in April 2003, including the stipulation that tax and permit-
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related controls should not occur more often than once every two years; however,
current procedures still allow considerable room for manoeuvre in this respect.

For Turkey, some progress was achieved in 2003 in adopting anti-corruption
measures. Parliament ratified in April 2003 the Council of Europe Civil Law
Convention on Corruption, paving the way for Turkey’s participation in the Group of
States against Corruption, which monitors compliance with European anti-corruption
standards. The judicial registration system has also been amended. The January
2003 action plan included several measures aimed at strengthening the fight against
corruption, including a Public Information Act and a Civil Service Code of Conduct.
However, many of the institutional mechanisms provided for in the plan are however
not yet in place: the Inter-ministerial Commission was announced but has not yet met
and the Steering Committee has not been established.

Tax regime

In Bulgaria, tax reporting has been improving rapidly. Even though this area has
benefited from particularly intensive legal reform efforts, investors still seem to face a
number of major difficulties. Definitions with regard to VAT and income tax remain
unclear, resulting in non-transparent and unpredictable treatment. The review of tax
legislation should be continued in order to comply with the Code of Conduct for
Business Taxation. Significant further efforts are also still needed to strengthen tax
administration capacities.

Romania has recently put in place a new fiscal code and accompanying
implementing provisions, which, together with institutional changes, constitute major
steps forward for the tax regime and would be expected to yield results in terms of a
better business environment. Although steps have been taken recently to increase
compliance and simplify tax and registration procedures for both foreign and
domestic businesses, there is still some way to go in the implementation of a stable
and transparent tax system.

The precision and stability of laws relating to the tax system in Turkey should be
further improved. Attention should be focused on the Code of Conduct for business
taxation and the intensification of efforts to modernise and strengthen its tax
administration, in order to increase taxpayers’ compliance and to enable the Cose of
Conduct to be implemented.
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Box: “Doing Business” in Bulgaria, Romania and Turkey

The World Bank has measured the levels of market entry and exit between countries by
using indicators such as the procedures required to establish a business, the associated
time and cost, and the minimum capital requirement on the one hand, and the cost and time
associated with resolving an insolvency, the observance of absolute priority of claims, and
the outcome (reorganizing viable companies and closing down unviable ones, for example).
The results are shown in the following tables, although these should not be taken as hard-
and-fast indications:

Table A: Starting a business in 2004

Indicator Bulgaria Romania Turkey OECD
Average
Number of procedures 10 5 8 6
Duration (days) 32 28 9 25
Cost (% of GNI per capita) 10.3 7.7 26.1 8.1
Min. Capital (% of GNI per capita) 123.8 0.0 0.0 47.0

Source: World Bank, Doing Business
http://rru.worldbank.org/DoingBusiness

Table B: Closing a business in 2003

Indicator Bulgaria Romania Turkey OECD
Average
Actual time (in years) 3.8 3.2 1.8 1.8
Actual cost (% of estate) 18 8 8 7
Goals of Insolvency Index ® 48 39 51 77
Court Powers Index " 67 33 67 36

Source: World Bank, Doing Business
http://rru.worldbank.org/DoingBusiness

® This measure documents the success in reaching the three goals of insolvency, as stated in
Hart (1999). It is calculated as the simple average of the cost of insolvency (rescaled from 0 to
100, where higher scores indicate less cost), time of insolvency (rescaled from 0 to 100, where
higher scores indicate less time), the observance of absolute priority of claims, and the efficient
outcome achieved. The total Goals-of-Insolvency Index ranges from 0 to 100: a score 100 on the
index means perfect efficiency, a 0 means that the insolvency system does not function at all.

® This measure documents the degree to which the court drives insolvency proceedings. It is an
average of three indicators: whether the court appoints and replaces the insolvency administrator
with no restrictions imposed by law, whether the reports of the administrator are accessible only
to the court and not creditors, and whether the court decides on the adoption of the rehabilitation
plan. The index is scaled from 0 to 100, where higher values indicate more court involvement in
the insolvency process.
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V. Product markets

One particular feature of the sectoral composition of the candidate countries’
economies is a relatively large agricultural sector, which in 2003 accounted for
11.4% of gross value added in Bulgaria, for 12.9% in Romania and for 13.8% in
Turkey (compared with the EU average of 2.0%). Employment in the agricultural
sector in 2003 represented 34.1% of total employment in Romania, 27.7% in
Bulgaria and 33.9% in Turkey. The share of services is also much smaller than in the
present EU countries. Modernising the agricultural sector and providing adequate
employment for those leaving the sector will be one of the key policy challenges in
the medium term in all three candidate countries.

Graph 4: Sectoral share of value added Graph 5: Sectoral share of employment
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Source: Eurostat, State Institute of Statistics of Turkey.
Privatisation

The private-sector share of GDP in 2002 was 74.3% in Bulgaria, 66.8% in Romania
and above 80% in Turkey. Privatisation and restructuring are crucial to increasing
competition in product markets.

Good progress has been made in privatising public assets in Bulgaria (see Table 7).
A large proportion of the formerly state-owned enterprises and farm assets are now
in private hands and corporate governance of these enterprises has improved
significantly. Some major companies still need to be sold to complete the
privatisation programme and the pace of the privatisation process should be stepped
up. A total of 254 privatisation deals were sealed in 2003, bringing the percentage of
privatised assets that were state-owned in 1995 (excluding infrastructure) to 83.1%.

In Romania, the faster pace at which large state-owned enterprises have been sold
must be complemented by restructuring or closing down loss-making enterprises.
Under the new privatisation law, the Authority for the Realisation of State Assets
(AVAS)® has been established as a privatisation agency. The active portfolio of
larger state-owned companies under AVAS, which is responsible for monitoring and
improving the financial performance of state-owned companies prior to privatisation,
was reduced at a rapid rate in 2003, leaving approximately 100 enterprises still to be

3 Up to April 2004 the Authority for Privatisation and Administration of State Assets

(APAPS).
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sold or liquidated. Following intervention by the Ministry of Industry and Trade and
the Ministry of Finance, a considerable number of enterprises, in particular in energy,
mining, transport and defence, remain under state ownership. Energy utilities
represent around 70% of the total share capital held by the State. An acceleration in
the modest pace of privatisation in this sector to date is important. Preparations for
planned sales have moved forward slower than originally envisaged. The
privatisation of the first two electricity distribution companies was launched in
January 2003 and is expected to be concluded in June 2004. A readiness to
increase energy prices will be an important factor in the successful completion of
these privatisations. For most loss-making industrial companies, the prospects of
successful privatisation are often bleak and, in some cases, even a substantial
restructuring would not make the companies viable. More than 25% of the assets of
large-scale enterprises are in private hands or in the process of being privatised, but
major issues linked to corporate governance are still unresolved.

In Turkey the role of the State in a number of sectors, while declining, is still
important. In 2003 19 of the 39 state-owned enterprises were covered by the
ongoing privatisation programme. Since 1985, 169 companies have been privatised.
Nevertheless, the privatisation process in Turkey lags behind. Overall, the limited
progress in privatisation also seems to reflect insufficient political support and weak
interest on the part of investors. Some of the state-owned enterprises are very
difficult to privatise, given their notorious lack of investments and overstaffing. State
enterprises have a significant position in banking, telecommunication and energy. To
some extent, there is also state involvement in the food, mining and steel sector.

In all three countries, information on the results of the audit of past privatisation
projects and follow-up measures is not widely available. The same goes for the use
of future privatisation receipts.

Table 7: Privatisation receipts (as % of GDP)

1996 1997 1998 1999 2000 2001 2002 2003

Bulgaria 0.8 3.1 1.6 2.1 1.3 2.2 :
Romania 1 2.4 1.8 3.2 0.6 0.7 0.1 :
Turkey 0.2 0.2 0.6 0.02 1.8 0.1 0.2 0.1*

Source: EBRD Transition Report 2003, PEP 2003, own calculations, Turkish privatisation administration.
Note : * The Turkish authorities expect government revenues from privatisation of 1.6 percent in 2004.

Framework conditions for network industries

< Telecommunications. In Bulgaria substantial progress has been achieved in
the commercialisation and regulation of the telecommunications sector. A new
telecoms law has been adopted in 2003. There is full separation of
telecommunications from postal services, and cross-subsidisation has been
reduced. Liberalisation has taken place in the mobile segment and in value-
added services. The fixed-line monopoly expired in 2002, although the regulatory
framework was not yet fully in place and the privatised telecoms company will
undergo restructuring. The modernisation of the fixed telephone network is
making only slow progress. In Romania telecommunications are fully detached
from postal services, and reductions have been made in the extent of cross-
subsidisation. Some liberalisation has taken place in the mobile segment and in
value-added services. In Turkey an independent telecommunications regulator
was set up in 2000. The remaining monopolies of the telecoms operator Turk
Telekom (terrestrial infrastructure and fixed-line services) expired in 2003. The
telecoms markets is to be fully liberalised in 2004.
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Energy and electricity. In Bulgaria efficiency is still low for the energy sector,
but important steps have already been taken to introduce competition and attract
private investment and some of these are enshrined in the new Energy Law
adopted in 2003. The law provides for full-scale restructuring of the industry,
including vertical unbundling through account separation and the setting-up of a
regulator. Some tariff reform and improvements in revenue collection have been
achieved, and there is some private-sector involvement. In Romania the
functioning of the energy sector continues to present a major problem. Complex
issues such as enterprises’ large stock of arrears, the pricing system and the
valuation of past environmental liabilities are hampering privatisation. While
some progress has been made, e.g. a law providing for full-scale restructuring of
the industry and covering vertical unbundling through account separation and the
setting-up of a regulator, as well as considerable tariff reform and some
improvements in revenue collection, including from large industrial customers
following the government’s threat to cut off the major non-payers, there are major
outstanding difficulties, especially as regards the scale of arrears and the still
mounting payment arrears for household heating. Moreover, the thermal
generating plants, which produce about 60% of domestic electricity, are ageing
and in critical need of rehabilitation and investment to meet EU environmental
requirements. Despite some recent improvements in its financial performance,
the Romanian state-owned power company, which supplies more than half of the
country’s electricity production, made losses as a result of increasing input costs,
delayed price adjustments and low bill-collection rates, and the risk remains that
the government will need to assume part of the company’s debt in order to avoid
default. The highly complex pricing system does not facilitate improvements in
financial discipline, but new improved pricing arrangements will be implemented
from 2005. The Turkish energy sector is characterised by a strong public sector
presence, with many state enterprises holding monopoly positions. A regulatory
authority was established in 2001. In March 2004 the government adopted a new
strategy envisaging the full privatisation of energy generation and distribution by
2006.

Railways. In Bulgaria new laws have been passed that restructure the railways
and introduce a commercial approach. Although the state monopoly of rail
transport ended in principle, this has not led to actual competition. Some
divestment of ancillary businesses has taken place. Budgetary compensation is
available to some extent for passenger services. Business plans have been
designed with clear investment and rehabilitation targets. However, funding is
unsecured. Institutional separation of the railway infrastructure from railway
services has been carried out, but further restructuring is needed to reduce
subsidies on operations and introduce actual competition. Two requests from
private operators were received last year, and one licence for rail cargo has been
awarded recently. In Romania too new laws have been passed that restructure
the railways and introduce a commercial approach. Freight and passenger
services have been separated and marketing groups have been grafted onto
traditional structures. Some divestment of ancillary businesses has taken place.
Although business plans have been designed with clear investment and
rehabilitation targets, funding is unsecured and state subsidies are still large.
Continued accumulation of arrears to general government remains a problem. In
Turkey reforms in the railways sector are lagging in terms of moving away from a
production-oriented sector to a sector responding to market needs. The railways
are among the public-sector enterprises with the highest subsidies. The sector
will have to be reduced markedly in size, services improved, and prices
increased. The World Bank urges, among other things, a complete recasting of
the books of the Turkish railways company to show the results of each activity
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separately and clearl, an end to cross subsidies and the elimination of excess
labour.

State aid

The European Community’s policy centres around the principle of reducing and
redirecting state- towards clearly identified market failures or horizontal objectives. In
Bulgaria, the burden of state aid is being gradually reduced. In the mining, district
heating and railway sectors, some companies still receive generous state aid.
Further restructuring is needed to reduce state operating aid and to introduce actual
competition. Hidden subsidies in the form of tax and social security arrears
decreased from 2.3 % of GDP in 2001 to 1.3 % in 2002, and sectoral and ad-hoc
state aid amounted to 3.7 % of GDP in 2001 (compared with 0.8% for the former EU-
15). In Romania the share of state aid as percentage of GDP stands at a still
relatively high 1.9%. The reduction of state interference in the economy has
continued. The situation is aggravated by the state of arrears as set out above.
Romanian legislation is broadly in line with EC law, albeit not fully implemented. In
Turkey state-owned enterprises still play an important role in key sectors, such as
banking and telecommunications and in basic industries such as mining and steel
processing. Many of those enterprises are dependent on state aid. Precise figures
are not available but’, in view of budgetary pressures, the size of those transfers has
declined substantially (and is estimated to be in the range of 1-2% of GDP).

Competition policy

All three countries have a national independent competition authority but, in each
case, its capacities and powers should be strengthened. Institutions are in place, but
there is more progress to be made, notably as regards the consistent implementation
of competition rules.

The European Commission’s overall assessment regarding anti-trust in Bulgaria is
positive. The national independent Commission for the Protection of Competition has
continued to develop its anti-trust enforcement record, although it could be
strengthened further. The law on the protection of competition now contains the main
principles of Community anti-trust rules as regards restrictive agreements, abuse of
dominant position and merger control. Implementing legislation in the form of two
block exemptions for R&D agreements and specialisation agreements were also
adopted in June 2003. Nevertheless, further fine-tuning of the rules appears to be
necessary in order to ensure more efficient enforcement practice.

As regards Romania, despite satisfactory anti-trust performance and the adoption of
sector-specific regulations and guidelines and amendments to the Competition Law,
more efforts are needed to ensure fair competition for both local and foreign
companies in light of concerns expressed by leading foreign investors. More uniform
enforcement of existing legislation is needed, with special emphasis on strict and
equal enforcement of tax collection. The Competition Council has continued to
develop its anti-trust enforcement record over the reporting period, although further
efforts should be made to implement sanctions that carry a greater deterrent effect
and to place more emphasis on preventing serious distortions of competition.

New implementing legislation and some modernised rules reflecting the principles of
the acquis have been adopted by Turkey, but rules are not yet effectively enforced
with regard to public enterprises, state monopolies and companies with special
rights, despite the existence of an independent competition authority. New
implementing legislation and modernised rules on vertical restraints have been
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adopted. Large conglomerates appear to have an important hold in parts of the
Turkish economy. In this respect, the Competition Authority should be strengthened.

While the procurement rules in the three countries generally meet the requirements
of the acquis, an effective framework for their implementation is lagging behind.
Improvement in this area is needed, especially in Romania and Turkey, where there
have been temporary exemptions for specific cases in the form of emergency
decrees.

Price systems

The candidate countries made considerable progress with the liberalisation of prices.
In particular, virtually all the prices that were to be liberalised in full have actually
been liberalised. The emphasis has now shifted towards the implementation of a
proper approach towards regulated prices (network industries, monopolies, etc).
Much progress has been made here too, but some tasks still lie ahead, both in terms
of the adjustment of prices and the establishment of appropriate regulatory and
supervisory structures. Prices liberalisation in Bulgaria has progressed, in particular
in energy and telecoms, but is not yet complete. As regards tobacco, water supply,
waste disposal, electricity, district heating, medicines, certain hospital and medical
services, passenger rail transport, postal services as well as fixed phone
subscriptions and calls, prices are administered or regulated. In July 2003 there were
average increases of 15% for electricity prices, 10% for district heating prices and
14% for local phone calls. State procurement at non-market prices has now been
largely phased out. In Romania most product prices have been liberalised. In 2003
the prices of 18 goods and services remained subject to special regulatory
provisions, mainly because of the existence of natural or legal monopolies.*
Regulated prices are linked to CPI inflation, the exchange rate of the US dollar or a
combination of the two. In Turkey the share of administrated prices in the CP| basket
has declined steadily. Overall, in 2003 23%, 21%, and 20.7% of the consumer price
index (CPI) basket were still accounted for by administered prices in Bulgaria
Romania and Turkey respectively.

Export structure and foreign direct investment

Trade openness in the candidate countries is generally high. Trade with the EU in
general represents more than half of their trade and has been expanding strongly in
Bulgaria and Romania. In Turkey it has remained fairly stable. For Turkey, since the
conclusion of the customs union in 1996, integration in terms of export and import
shares with the EU has remained limited (in some areas there are technical barriers
to trade and shortcomings with regard to controls of origin). The export structure of
Bulgaria and Romania differs somewhat from that in the eight new Eastern European
Member States. Whilst many of the new Member States have already over time
witnessed a significant increase in the shares of capital-intensive, R&D-intensive and
skill-intensive exports, such tendencies are only recently discernible in Romania and
Bulgaria. The picture for Turkey is slightly better, although the changes in the
composition of exports more closely follow those for Bulgaria and Romania than
those for the new Member States. However, in Turkey a slight adjustment towards
the EU-import structure was achieved in R&D-intensive and skill-intensive exports.
The dominance of labour-intensive products was also somewhat reduced.

4 Including prices for heating, end-user prices for natural gas and prices for electricity,

medicines, city transport, passenger railway transport, basic telephone services, postal
services, water and sewerage.
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Reaching or sustaining a high level of foreign direct investment holds the key to an
accelerated catching-up process vis-a-vis the EU countries. In 2003 net foreign direct
investment (FDI) to Bulgaria reached a record level of 6.7% of GDP. Net FDI has
been important not only in quantitative terms, but also for the restructuring of the
economy by bringing in technological know-how. Romania has yet to see a strong
increase in FDI, even if FDI flows increased by 17.4% year-on-year in 2003. Since
1999 the annual net inflow has remained around 2.7% of GDP. This is a low figure
compared with more advanced transition economies. In Turkey FDI has so far
remained very low. In view of the still high degree of economic uncertainty and
cumbersome procedures, the annual inflow of FDI has continued to remain well
below 1% of GDP. In 2002 and 2003 FDI in Turkey amounted to 0.3% and 0.2% of
GDP, respectively. In 2003 a new Foreign Direct Investment Law was passed with
the main aim of no longer subjecting foreign direct investment in Turkey to prior
approval. This lack of foreign investment hinders the modernisation of the Turkish
capital stock, hampers access to international export markets and thus is an
important brake on realising Turkey’s economic potential.

Table 8: Foreign direct investment (inflows in % of GDP)

1997 1998 1999 2000 2001 2002 2003°
Bulgaria 4.1 4.2 6.1 8.1 5.0 5.6 6.7
Romania - 54 3.1 2.6 26 23 2.7
Turkey 04 0.5 04 0.9 23 0.3 0.2

Source: Bulgaria, Romania: Eurostat (balance of payments data); Turkey: Prime Ministry of Turkey —
Undersecretariat of Treasury.
Note: p = provisional figures.

V. Financial sector reforms

In comparison with the former EU-15 and most new Member States, indicators of
financial development in the candidate countries, including in the banking sector, are
low. Comparing the banking sector in the candidate countries (measured by
domestic credit in proportion of GDP) with the size of the financial market (using
stock market capitalisation as a proportion of GDP as a proxy) reveals that in all
three countries the financial system is dominated by banks, while the financial
market is underdeveloped. In Bulgaria and Romania foreign-owned banks account
for the maijority of banking assets. However, financial market development in Turkey,
albeit low, significantly exceeds that of Bulgaria and Romania and even many new
Member States. In 2003 total banking assets in Bulgaria, Romania and Turkey
amounted to 45.4%, 28.4% and 69% of GDP respectively. Given the importance of
the banking sector, further reinforcement of its efficiency is of utmost importance.

The financial sector in Bulgaria and in Turkey is recovering from outright banking
crises (1997 in Bulgaria, 2000/01 in Turkey), with a number of banks facing
bankruptcy and eventually being closed down or sold. Romania faced substantial
systemic risks following the liquidation of the largest state-owned bank in 2000 but
managed to avoid an outright crisis thanks to substantial government intervention. In
Turkey the health of the sector was undermined by successive governments’ use of
the state banks for political purposes, while connected lending affected private
banks. The difficult macroeconomic environment overall (fiscal dominance, volatile
growth, high and volatile inflation) contributed to the weaknesses.

Despite these considerable achievements in the candidate countries in reforming
their banking sectors and in developing other financial sectors, a number of issues
still need to be addressed if the challenges entailed by the EU integration process as
well as by the countries’ convergence processes are to be fully met:
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Credit growth

Whilst domestic credit in relation to GDP in the three candidate countries is lower
than in all EU-25 Member States, its rapid expansion will need to be carefully
monitored, also with regard to preserving overall macroeconomic stability. While it
has started from very low levels, growth of credit to the private sector has been very
strong in Bulgaria and Romania (Table 9). However, most indicators assessing
qualitative aspects, such as the share of non-performing loans to total loans, maturity
of deposits and loans, or the share of foreign-currency-denominated deposits, to total
deposits suggest an improvement compared with the periods of crisis. In Bulgaria
credit to the private sector grew at an annual rate (in real terms) of around 35% in
2003 and expanded at an even faster rate in the first few months of 2004 (it is
projected to decline again by the end of 2004). In Romania it grew by around 50%
(in real terms) in 2003 and is projected to decelerate to around 25% in 2004. In
Turkey there is evidence that consumer lending and corporate lending are now
rising rapidly, albeit from very low levels.

Table 9: Credit growth (annual percentage change in real terms, 1998-2003) and
credit-to-GDP ratios

1998 1999 2000 2001 2002 2003 Cre(‘;iéé;DP
Bulgaria 132 24 15 215 345 355 33%
Romania 42 229 164 89 162 293 18%
Turkey* 57 144 34 29 155 117 43%

Source and notes: IFS (IMF). Total credit includes claims on private sector, on other financial institutions, on non-
banking financial institutions, on central and local government, and on non-public enterprises. * figures until
November 2003. Credit growth represents the year-on-year real growth rate as of November 2003, while credit to
GDP ratio represents the total stock of credit as of November 2003 divided by 2003 GDP figure.

Privatisation and restructuring

Bulgaria and Romania responded to the banking crisis by privatising state-owned
banks and selling them to fit and proper foreign investors, mainly euro area banks. In
Turkey the authorities reacted by setting in motion a consolidation process leading to
a substantial reduction in the number of banks, while state-owned banks have been
restructured and re-capitalised but — until now — not privatised. In Bulgaria the
privatisation of the banking sector is virtually completed but its consolidation has yet
to take place. In Romania the process is less advanced, with private (majority
foreign-owned) banks accounting for only around 60% of banking-sector assets and
with two large banks holding nearly one third of the market still to be privatised. In
particular, the successful further privatisation and restructuring of the largest bank in
Romania will be important for increasing competition and the dynamics of financial
markets. In Turkey the banking sector has undergone significant restructuring, but
private banks account for only 57% of total assets, with foreign banks holding less
than 3% of total assets.

Supervision and regulation

All three countries saw a considerable strengthening of the supervisory and
regulatory framework. However, weaknesses in some supervisory functions remain
which the authorities are currently working to address. In Bulgaria the independence
of the State Supervisory Commission for Securities appears to be upheld in practice.
In Romania, while banking supervision is largely in compliance with nearly all the
Basle Core Principles, supervision over the non-banking sector (capital markets and
the insurance sector) is still in a developmental phase. The regulatory environment in
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securities’ and insurance supervision needs to be further developed, including by
strengthening internal controls, reinsurance, and prudential rules on assets and
liabilities. In Turkey the regulatory framework still needs to be further strengthened.
The independence of the Banking Regulation and Surveillance Agency (BRSA) has
to be maintained and a sufficient resource endowment guaranteed. Whilst by law the
BRSA is independent, its independence and functionality have been subject to
various challenges. In particular, court cases in which the BRSA’s intervention in
insolvent banks has been contested could undermine its effectiveness. Furthermore,
issues that have to be dealt with are: resolution of the bad assets of the Savings and
Deposits Insurance Fund (SDIF), and further alignment of the banking regulations
with EU standards..

Rising real incomes will lead to increased demand for financial services, such as
loans, mortgages, insurance and investment products. Capital markets have so far
played a limited role as a source of finance for companies in all three countries. In all
of them access to non-bank financing is still limited, as alternative forms of financing
such as venture capital or micro-lending are not widely available.

VI. The quality and sustainability of public finances

Table 10 shows that government finances have improved in recent years both in
Romania and in Bulgaria. Economic growth remained robust in both countries during
the international economic downturn, and debt ratios are now lower than at the start
of the century. The budgetary situation in Turkey has deteriorated significantly owing
to the severe economic crisis in 2001. Since then, the fiscal position of Turkey has
improved slowly (as the public sector primary surplus amounted to more than 6% of
GDP in 2003), and the country now faces the challenge of bringing net borrowing
back on a more sustainable path so to render fiscal policy sustainable in the medium
term.

Table 10. Fiscal developments (percentage of GDP)

Government balance Gross debt ratio

2000 2001 2002 2003 2000 2001 2002 2003

Bulgaria -0.5 0.2 -0.8 -0.1 73.6 66.2 53.2 46.2
Romania -4.4 -3.5 -2.0 -2.0 23.9 23.2 23.3 21.8
Turkey -6.1 -29.8  -12.6 -8.8 57.4 105.2 94.3 87.4
New MS -3.2 -4.1 -4.9 -5.7 36.4 38.5 39.4 42.2
Former EU-15 1.0 -1.0 -2.0 -2.6 64.0 63.2 62.5 64.0
Euro area 0.1 -1.6 -2.3 -2.7 70.4 69.4 69.2 70.4

Source: Commission services, Eurostat.
Note: ESA95 data.

Bulgaria

The fiscal position in Bulgaria has been kept close to balance over the last years,
leading to a high primary surplus and considerable progress in reducing both public
and external debt. The general government deficit has been at or below 1% of GDP
in the last five years — a performance which is better than in all the new Member
States and also better than in most of the former EU-15. According to present
estimates, the general government budget showed a small surplus in 2003. Fiscal
policy is the main instrument for stabilising the economy. The strong growth in
domestic demand in recent years has led to a widening current-account deficit, and
so a tight fiscal policy is warranted to contain the external imbalance. In addition,
declining debt and interest rates led to a significant reduction in government interest
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expenditures (as a percentage of GDP). Government debt declined rapidly from over
80% of GDP at the start of 2000 to below 50% by end-2003, as nominal GDP
increased at a constant rapid rate and, more recently, the dollar has weakened
against the Bulgarian lev.

Romania

Over the last few years, the Romanian government has generally implemented a
credible medium-term path of fiscal consolidation, with the budget deficit declining
from 4.4% of GDP in 2000 to 2.0% in 2002. The authorities no longer aim to reduce
expenditures as a percentage of GDP but, on the contrary, plan to increase them
temporarily during the period 2004-06. Much of the higher expenditure is aimed at
transfers and subsidies in order to finance one-off measures related to structural
reform, such as compensation packages. The revenue-to-GDP ratio is still projected
to fall, but not as sharply as described in the 2002 PEP. The fiscal programming
presented by the authorities in the most recent PEP projects an increasing level of
government deficit from 2004 onwards, and a significant worsening of the primary
balance as well as a deteriorating cyclically-adjusted balance. The recent budgetary
rectifications following the IMF precautionary arrangement is expected to limit the
budget deficit and improve the primary balance. Given that a relaxation of the budget
stance should be avoided, these rectifications are welcome, since the current
account deficit (5.8% of GDP in 2003) needs to be contained to ensure sustainability
and further disinflation remains a challenge. The quasi-fiscal deficit should be
reduced.

Turkey

As Table 10 illustrates, Turkey still has some way to go with its fiscal adjustment
efforts. Its public finances are confronted with the results of a fiscal policy geared to
the short term, with a general government deficit of close to 9% of GDP and a gross
debt ratio of around 87% of GDP in 2003. The costs of the banking crisis in 2000 and
2001 still impose a considerable burden on Turkey’s public finances and severely
restrict any fiscal policy leeway. In 2003 the costs of debt servicing amounted to
some 40% of public expenditure or nearly 20% of GDP. It will be crucial to reaffirm
and maintain the authorities’ commitment to the primary surplus target of 6.5% of
GDP and to render fiscal policy sustainable in the medium term. According to the
2003 PEP the main objectives of Turkish fiscal policy are to contribute to the
establishment of a sustainable growth environment, to support the efforts towards
disinflation and to achieve a substantial level of primary budget surplus each year so
as to ensure the sustainability of the debt stock. In 2002 the primary surplus target
was missed by some 2.5% of GDP, largely on account of additional spending related
to early elections. In 2003 the target was missed by only 0.5% of GDP. To safeguard
the primary surplus target, several measures have recently been taken by the
Turkish authorities. For instance, military spending, which is running below budget
appropriations, has been reduced, some investment projects have been cancelled,
and excise duties on alcohol and tobacco have been raised. The year 2004 will be a
challenging fiscal year. Turkey has asked for technical assistance from the World
Bank and from the IMF to help guide the budget process, beginning with the 2005
budget.

Quality of public finances
The expenditure level of the candidate countries is below the level in all the new and
other Member States. The overall level of government revenue as a percentage of

GDP in Romania and Turkey is sharply below that of all the new and other Member
States. (Table 11)
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Table 11: Size of general government spending (% of GDP)

Revenue Expenditure

2000 2003 2000 2003
Romania* 31.2 30.4 35.3 331
Bulgaria 38.7 36.8 39.7 36.8
Turkey 271 27.9 37.4 38.9
New MS n.a. 41.0 n.a. 46.0
Former EU-15 47.0 457 47.7 48.4
Euro area 47.6 46.2 48.9 49.0

Sources: New Member States, former EU-15 and euro area: European Commission; Bulgaria, Romania: IMF (2003,
2004); Turkey: Prime Ministry — Undersecretariat of Treasury.

Note: General government is defined as comprising central government, state government, local government and
social security funds. * Romania indicates the figures for central government and social security for revenues at
33.4% of GDP in 2000 and 29.8% of GDP in 2003, and for expenditures at 38.1% of GDP in 2000 and 31.8% in 2003.

** Central government.
Government revenue

The level of current revenue in the candidate countries is significantly lower than in
the existing Member States, as is the tax-base, including in most new Member
States, which poses a problem given the existing scale of public expenditure. The
broadening of the tax base, and a significant improvement in tax administration and
the effectiveness of tax collection are priority tasks for all three countries.

Table 12: Current budget revenues (% of GDP)

Direct tax Indirect tax Non-tax revenue
2000 2003 2000 2003 2000 2003
Romania 17.7 16.2 11.7 12.2 1.9 2.0
Bulgaria 15.3 13.6 14.6 14.9 8.8 7.9
Turkey* 8.6 7.8 12.5 15.7 5.4 3.9
Former EU-15 28.5 27.4 14.0 13.6 3.4 3.4
Euro area 29.2 28.0 13.8 13.3 3.4 3.4

Sources: IMF (2003, 2004), European Commission and Prime Ministry of Turkey — Undersecretariat of Treasury.
Note: * Central government.

All three candidate countries show a tendency to shift the tax burden from direct to
indirect taxation (i.e. from income to consumption). Direct tax revenue, already well
below European average in 2000, has diminished further in the last few years.
Revenue from indirect taxes has risen in all three countries and is now broadly
comparable to the former EU-15 ratio. No further increases in VAT rates are planned
for the near future in Romania and Turkey, whereas Bulgaria will continue to shift the
tax burden towards indirect taxation. Bulgaria will lower company taxation in 2004
and 2005.

In Romania a large taxpayers unit was set up in 2003 and the authorities have
unified the collection, audit and enforcement of social security contributions. These
steps are estimated to improve tax collections by some 1.5-1.9% of GDP by 2006.
Bulgaria too intends to improve tax collection and reduce tax evasion. The efforts of
the authorities to reinforce tax administration, including the establishment of the
National Revenue Agency, are therefore warmly welcomed. Turkey’'s tax base
needs to be broadened, as the marginal tax rates are prohibitively high while tax
evasion is rife, and depends too much on indirect taxation. As part of the 7" IMF
review, in order to compensate on a lasting basis for the larger-than-budgeted
increases in pensions and social security costs, Turkey is committed to increase
excise taxes, and to a comprehensive structural reform programme to control
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expenditures, to broaden the tax base, and to shrink the unregistered economy over
the medium term. Turkey is also planning to upgrade revenue collection through tax
administration reform.

Government expenditure

In Romania and Bulgaria (and most of the new Member States) public investment is
well above the European average. In Turkey the availability of financial resources for
the government may be an effective constraint as the level of public investment is
well below the European average.

Table 13: Government consumption and investment (% of GDP)

Total public investment Government consumption

2000 2003 2000 2003
Romania 3.0 3.8 6.2 6.9
Bulgaria 4.2 3.5 9.7 10.0*
Turkey** 2.0 2.0 10.9 10.7
New MS n.a. 3.0 16.6 17.9
Former EU-15 23 24 20.0 21.0
Euro area 2.5 2.6 19.9 20.6

Sources: European Commission; Bulgaria and Romania: IMF (2003, 2004); Turkey: Prime Ministry —
Undersecretariat of Treasury.
Notes: * 4th quarter 2002 to 3rd quarter 2003. ** Central government.

On the investment side, the need for public investment expenditure in all three
countries will remain high in the foreseeable future in the light of their development
and convergence. Also, the state of infrastructure is often ill-suited to current needs.
In order to accelerate the catching-up process, the candidate countries should
devote particular attention to public spending on human capital. Investment in human
capital (health care, education) is assessed in specific chapters of this report. The
level of government consumption as measured by the consumption ratio as a
percentage of GDP in all three countries is below the average for the new and other
Member States.

Romania plans to increase investment further to 4.2% of GDP in 2006 in order to
speed up structural reforms and to sustain investment in areas such as education,
infrastructure and environment. However, currently much of the higher expenditure is
aimed at transfers linked to business restructuring (i.e. compensation packages for
laid-off workers). Given this policy and the need for overall spending restraint, little
emphasis seems to be placed to date on establishing a longer-term strategy to
improve the quality of public expenditure (although the Romanian authorities state
that they are now following a consolidation strategy for the public finances based on
a coherent set of priorities, including consideration of future challenges such as EU
accession). Expenditure on wages and salaries has decreased from 5.5% of GDP in
2000 to 5% of GDP in 2003. In Bulgaria defence and security expenditures are high
compared with other countries, at around 4% of GDP in 2003. Over the medium
term, it is expected to remain at about 3.5% of GDP. However, the government has
taken different measures to curtail expenditures, which should allow the ratio of
defence expenditures to fall by 0.6% of GDP by 2006. For the time being, interest
payments remain by far the largest expenditure category for Turkey’'s central
government. Overall defence expenditures in 2003 are estimated to amount above
4% of GDP. Public investment is stable at below 2% thanks to pressures deriving
from the tight fiscal situation. The still relatively large amount spent on defence and
security is noteworthy, although it is on a slowly declining trend. Expenditure on
wages and salaries has increased from 7.9% of GDP in 2000 to 8.4% in 2003
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(expenditure for social security institutions from 2.6% to 4.6%). The March 2004
agreement with the IMF envisages a further reduction in social security expenditures
and a review of other public expenditures.

As regards the fiscal relations between the State and sub-state levels, the size of
sub-national government in Bulgaria and Romania is modest compared with former
EU-15. In Bulgaria, the share is around 15-20%. In Romania, local government
expenditure (including public institutions under local authority control, partially- or
fully-financed by own resources) has increased from 10.6% of total government
spending in 2000 to 19.2% in 2003 (and local budget procedures are subject to new
legislation effective from 2004 designed to improve their stability and efficiency). In
most EU countries, the share of local government is above 25%. This smaller sub-
national government is a feature shared with most new Member States and may at
least partly reflect the fact that the countries are economies in transition.

Sustainability of public finances: pension and health care reforms

As in the existing Member States, large changes in the size and composition of the
population will take place in the three candidate countries:

. For the period 2000-50, Table 14 shows that Bulgaria and Romania are
expected to encounter a sharp decrease in their working-age population
(-46.4% and -31.1% respectively). Table 15 illustrates that this will lead to
sharp increases in the old-age dependency ratio (elderly as a percentage of the
working-age population), which will follow a trend broadly similar to that in the
new and the other Member States. The economic dependency ratio, which
expresses the actual number of inactive persons as a percentage of the
number of persons employed, i.e. the balance between economically active
persons and economically inactive persons who must be supported in Bulgaria
and Romania in 2001 is currently similar to that in a number of Member
States”®.

. Turkey’s working-age population is projected to increase from now to 2050 (by
47.1%). However, while the demographic structure is still favourable, the
upward dynamics in the economic dependency ratios are strong indeed,
suggesting that in, say, 20 years’ time Turkey may face similar relative
demographic pressures as the new and the other Member States.

Table 14: Working-age population aged 15-64

% of total

Millions population Change 2000-50

2000 2050 2000 2050 |Absolute in %

Bulgaria 5.517 2.955 68.1 56.2 -2.562 -46.4
Romania 15.377 10.601 68,4 58.7 -4.776 -31.1
Turkey 42.877 63.052 62.8 64.5 20.175 471
New MS 51.261 34.852 68.6 56.7 -16.409 -32.0
Former EU-15 252.446 209.847| 66.9 56.8 -42.599 -16.9

Source: Population Divison of the Department of Economic and Social Affairs of the UN Secretariat —
Population projections revision 2002.

Compare: Economic Policy Committee 2001.
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Table 15: Old-age dependency ratio
(persons aged 65 or over as a percentage of persons aged 15-64)

Change 2000/50

2000 2050 Absolute %
Bulgaria 23.7 53.2 29.6 124.9
Romania 19.5 45.3 25.8 132.2
Turkey 8.7 28.3 19.6 224.6
New MS 18.8 50.9 32.1 170.4
Former EU-15 24 .4 49.8 25.4 103.9

Source: UN Secretariat — Population projections revision 2002.

Higher participation rates, among men as well as among women and especially
among older workers, and lower unemployment rates could help mitigate the
challenges of ageing populations. Compared with the former EU-15 (72.2% in 2001)
and the new Member States (66.5%), labour market participation is lower in the
candidate countries. In Bulgaria the participation rate at 67.4% is slightly above the
average in the new Member States. In Romania it fell sharply over the period 1991-
2001 (from 70.8% in 1991 to 60.4% in 2001). Turkey shows a particularly low
participation rate (49.8% in 2001) that has been declining steadily since 1990
(56.6%).

Table 16 gives the size of current public spending on public pensions (as far as
information is available).

Table 16: Public pension expenditures in 2000 — 2050
(% of GDP)

2000 2030 2050
Bulgaria 9.7 -- --
Romania 6.3 7.8 8.2
Turkey 7.4* -- --
Former EU-15 104 13.0 13.3

Source: Bulgaria and Turkey: 2003 PEPs. Romania: Ministry of Public Finance.

Note: * 2003 figure; Turkey has done some internal simulation together with the World Bank in the context of the
planned pension reform. Under these simulations the current deficit of the pension system, some 3 1/2 percent of
GNP, would more than double over the next 50 years.

The statutory retirement ages in the candidate countries are low compared with the
average in the EU (Table 17). It is several years lower than in most EU countries (it
is close to 65 for men in most Member States). Almost no information is available on
the role of funding within the publicly financed pensions systems in the candidate
countries. The effective retirement age is an item that should be monitored in all
three countries.
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Table 17: Main parameters of the pension system

Statutory retirement age in 2003 Benefit Indexation rules
calculation (P=prices;
base W=wages)
Men Women
Bulgaria 63 60 Earnings P/W
Romania 62 yrs 4 mths 57 yrs 4 mths Earnings Inflation rate
Turkey 60 58 Earnings n.a.
(only for new entrants)

Source: Bulgaria and Turkey: GVG (Gesellschaft fiir Versicheringswissenschaft und — gestaltung e.V.), “Study on the
social protection systems in the 13 applicant countries”, October 2002; Turkey: Commission services; Romania:
Ministry of Public Finance.

The long-term sustainability of public finance in Bulgaria has been improved by
reforms over the last years. In 1999 Bulgaria enacted a three-pillar pension system.
The first pillar is generating deficits which are expected to remain until 2006. These
are the result of ageing and a high dependency ratio (1:1 at present), large
emigration, high unemployment, low contribution compliance before 2001,
unreported incomes and employment, early retirement eligibility and the gradual
diversion of contributions to the second pillar. Recently there has been a slight
decrease in the dependency ratio and better level of contribution compliance, but a
larger number of pensioners and an increase in the average pension benefit are also
factors. The legal age for retirement will be extended by six months every year until it
reaches 65 and 60 years old for men and women respectively in 2009. In 2003
contributions to the second pillar increased from 2 to 3 percentage points costing an
additional 0.1% of GDP. Overall, reform measures seem to be still insufficient to
address the demographic challenge.

In Romania the weak financial state of the public pension system represents an
important risk in the light of demographic and labour market developments. The
system has experienced a serious crisis as a result of a large increase in
beneficiaries from 3.4 million in 1990 to 6.2 million in 2002. With 0.7 employees per
pensioner in 2002 compared with 3.4 employees per pensioner in 1990, the
challenges to financial sustainability are already severe®. A number of pension
reforms have been introduced but some of them imply even higher costs. The legal
age for retirement will within a period of 13 years gradually be extended to 65 and 60
years old for men and women respectively. For Romania, raising the employment
rates and the effective retirement age are crucial in countering the consequences of
ageing populations. Reforming the system in the direction of better financial
sustainability is essential to ensure the sustainability of public finances, which at
present is under threat.

In Turkey the retirement age is very low. The contribution period is very short, and
contribution compliance is poor. The benefit formulae are generous and have
perverse financial effects. Turkey has three different social security organisations,
and this impedes the efficient functioning of the pension system.” Restoring the
solvency of the three social security funds, which suffer from considerable non-

See Romania’'s 2003 PEP (p. 113), based on the following figures. 1990: 8.156
thousand employed, 2.380 thousands pensioners. 2002: 4.373 thousand employed,
6.212 thousands pensioners. The deterioration occurred mainly in the first part of the
period.

For complete information and suggestions, see ‘The 1998-1999 annual review —
Turkey’ of the OECD and its annexes.
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compliance, is the first priority of the authorities. The arrears of those funds can date
from five years back or more and the system records huge deficits. The authorities
will introduce a new system to enforce payment by way of sanctions and only a
limited amnesty. Turkey does not have a three-pillar pension system. Turkey has the
good fortune that it will face the demographic upsurge only as regards the next
generation. This should provide the extra time needed to launch another
comprehensive reform of the existing schemes, notably by adapting the parameters
in the first mandatory pillar, and to tackle the budgetary implications of ageing
populations and thereby ensure long-term fiscal sustainability.

Health care reforms

Health care spending in the candidate countries as a share of GDP, in line with
convergence towards higher living standards, has been rising steadily over the last
decade. Current expenditures reflect the lower development level compared with the
EU (Table 18). It can be expected that owing to general increases in welfare, ageing,
technical progress and product innovation, public health care expenditures will
converge further on EU levels in the coming years, and for the candidate countries
this may imply considerable budgetary pressures.

The Bulgarian and Romanian health care systems are characterized by over-
capacity in some areas and by low efficiency. In Turkey the number of beds and
physicians per inhabitant is low compared with the present Member States. In
Bulgaria the aim of recent reforms was to tackle inefficiency, poor conditions and
deteriorating trends in public health. According to the recent Commission report on
“The social protection systems in the 13 applicant countries”, progress on healthcare
reform has been slow, the implementation of planned measures has been delayed,
and the reform parameters have been frequently changed. Proposed amendments
may lead to significant deviations from the original framework and the health reform
strategy. In Romania the social health insurance fund has difficulties in achieving a
balanced budget. More generally, the system can be considered as under-financed,
and the infrastructure is in urgent need of modernisation. In Turkey the increasing
deficits of the social security institutions have constantly been offset by transfers
from the general budget, imposing a heavy burden on Turkey’s fiscal policy. The
health sector constitutes one of the priorities for the present government and is
actually being restructured. In general, Turkey has to move towards international
norms and standards in the health sector.

The candidate countries should be encouraged to take proper action to ensure
financial sustainability. Containing future expenditure growth while providing effective
coverage and modernizing the infrastructure or bringing it up to European standards
will necessitate further coherent reform efforts.

Table 18: Public health expenditures (as % of GDP)

1996 1997 1998 1999 2000 2001 2002 2003
Bulgaria 2.9 3.3 3.5 4.1 4.1 4.3 4.6 5
Romania 2.9 2.8 3.2 3.9 4.1
Turkey 2.4 2.3 2.3 3.3 3.5 3.1 3.4 3.7
Former EU-15 6.1 5.9 5.9 6 6 6.2

Sources: Bulgaria : National Health Strategy, 2001, Romania : Ministry of Public Finances, Turkey :
SPO, Economic and Social Indicators 1950-2003, Developments in Social Sectors.
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VII. The knowledge-based economy
Education and training systems

Graph 6 below shows that public expenditure on education is low in the three
candidate countries. In 2001 Bulgaria spent 3.66% of GDP on education; Romania
3.28%°2, and Turkey 3.65%. This compares with 5.15% in the former EU-15 and
5.33% in the new Member States. By level of education, they spend less in primary
and secondary education than the former EU-15 and the new Member States.
Bulgaria invests roughly 1.8% of GDP in primary and secondary education (41% of
total expenditure on education). Romania invests the same proportion of GDP (62%
of total expenditure) while Turkey allocates 2.4% of GDP (69% of the total). This
compares with 3.4% of GDP in the former EU-15 (70% of the total) and 3.6% in the
new Member States. No information is available on private funding.

Graph 6: Public expenditure on education % GDP
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As regards participation in the education system, the EPC assessed the retention
capacity (school life expectancy) and the number of early leavers. In Bulgaria and
Romania school life expectancy is lower than in the EU and the new Member States.
In Bulgaria and in Romania pupils are expected to spend 13 and 12 years in
education respectively, as compared with 15 and 14 years in the former EU-15 and
the new Member States respectively. The number of years spent in education is
even lower in Turkey (as demonstrated by a range of indicators). The retention
capacity of Turkey’s education system is very weak. The number of early school
leavers (persons aged 18 to 24 with primary education as the highest level achieved
and not in further education) is a matter of concern in the case of Bulgaria and
Romania. While the rate of early school leavers is 18% in the former EU-15 and
13.8% in the new Member States, it is 22.4% in Bulgaria and 23.2% in Romania. For
Turkey (defined as the percentage of those aged 20-24 not in education and with an
education level below upper secondary education) it is 58.7%, this being a matter of
some concern. This is the highest rate of early school leavers in all the countries
examined in this report, even when factoring in problems of comparability.

8 Excluding own revenues of education institutions (0.3% of GDP in 2001).
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Educational attainment of the adult population in broad terms is relatively high in
Bulgaria and Romania. In Bulgaria, 71.5% of those aged 25-64 in 2002 had
completed at least upper secondary education. In Romania that percentage is
71.1%, compared with 64.6% in the former EU-15 and 81% in the new Member
States. The percentage in the youngest age group rises to 75% and 72%
respectively, which is similar to the former EU-15 average (but lower than in the new
Member States). In Turkey the levels of education attained by the adult population
are low. Only 24% of those aged 25-64 in 2001 had completed at least upper
secondary education; this is consistent with the conclusions provided by the
indicators on the retention capacity of the education system. However, the education
levels attained improve somewhat in the younger age groups, with 30% of those
aged 20-35 having completed at least upper secondary education. The gross
enrolment rate’ in secondary education in Romania and Turkey is low in
comparison with the former EU-15 and the new Member States, where the figure is
115 and 95, respectively. In Bulgaria it stands at 94, which is in line with the average
in the new Member States. In Romania and Turkey, however, it is only 82 and 58
respectively, and this is a long way from ensuring universal access to secondary
education.

The percentage of people that have completed tertiary education in Romania and
Turkey is lower than in the former EU-15 and the new Member States. In Bulgaria
21.2% of those aged 25-64 in 2004 had completed tertiary education, compared with
21.2% in the EU-15 and 18.1% in the new Member States. In Romania and Turkey
the picture is much worse: only 9% and 8.5% of the adult population in 2001 had
completed tertiary education, much lower figures than the average for the former EU-
15 and the new Member States. While for tertiary education the gross enrolment rate
in the former EU-15 and the new Member States stands at 53% and 43%
respectively, it is only 41% in Bulgaria, and sharply lower in Turkey and Romania
with 24% and 27% respectively.

Bulgaria has 8 tertiary graduates in science and technology per 1 000 of the
population and Romania 5, compared with 11 in the former EU-15 and 6 in the new
Member States. For Turkey a broader indicator has been used (number of graduates
in engineering, maths, computing and physical science) and, with nearly 20
graduates in science and maths shows a better situation.

Participation in vocational education and training is rather low, especially in
Romania, where practically until the latest reform it did not exist, and in Turkey where
the lack of social prestige appears to discourage participation. This does not
compare very favourably with many former EU-15 countries and the growing support
given to vocational education in the new Member States.

In all three countries the education system does not seem to respond appropriately
to the needs of the business sector. This appears to be particularly the case for
primary and secondary schooling, but also in regard of tertiary graduates. Drop-outs
and limited access to quality education in terms of education material, teacher
qualifications and the facilities of school buildings are a particular problem in rural
areas.

R&D and innovation

Overall, the candidate countries and the new Members States lag significantly
behind the existing EU Member States in the transition to the knowledge-based

o Defined as the number of students in a specific level of education (it includes those

repeating a year, and the indicator may exceed 100%).
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economy. Low levels of investments in research and development (R&D) and IT may
slow down the speed at which they are catching up with the EU and perhaps also
hamper their rise in productivity levels. However, one of the most important channels
for modernising these economies will be technology transfer via FDI. Those
countries may well benefit most from improving the general framework conditions,
including the effective implementation of competition policies, and from pushing
ahead forcefully with their reforms of educational and research institutions, with a
focus on technology transfer.

The three candidate countries (and most of the new Member States) have
considerable leeway to make up. The candidate countries on average spend less
than 1% of GDP on R&D compared with almost 2% of GDP at EU level (in 2000:
0.52% in Bulgaria, a level practically unchanged since 1996; 0.37% in Romania;
0.64% in Turkey, up from 0.45% in 1996).

In Bulgaria, 0.48% of the labour force in 2000 was R&D personnel (down from
0.86% in 1996, but with almost the same level of total expenditures on R&D). The
corresponding figures were 0.39% for Romania (down from 0.62% in 1996) and
0.13% in Turkey, easily the lowest figure amongst EU-25 plus the candidate
countries and one that has remained almost unchanged over the last five years. A
challenge facing all three countries is to improve the governance of public research
institutions.

Neither the candidate countries nor most of the new Member States can match the
growth of ICT in the EU Member States (in Romania expenditure on ICT is only a
third of the EU level). As an example, the number of personal computers per 100
inhabitants is quite low in the three candidate countries, compared with the EU-25.

VIIl.  Social sustainability

Per capita income in PPPs in the three candidate countries is about a quarter of the
EU-15 level. Poverty as measured by the World Bank (Table 19) is significantly
higher in Bulgaria and Romania than in the poorest new Member States. Poverty in
Turkey in 2000 was close to (but still somewhat higher than) the level in Latvia in
1998. Minimum wages in PPPs were around €200 in Bulgaria and Romania and
about twice that level in Turkey. High unemployment in Bulgaria and Turkey, with low
unemployment benefits and a small base of eligible people (in Turkey), are also
factors contributing to poverty in the three countries, where social transfers are low
and have only a small impact on poverty rates.’® The level of pensions in the mid-
1990s was about 35% of per capita income in Bulgaria and Romania and 56% in
Turkey. Average monthly pensions in Bulgaria and Romania in 2002 were slightly
above €150 measured in PPPs.

10 Social transfers reduce the poverty rate in Bulgaria by 3 percentage points, in Romania

by 5 percentage points and in Turkey by 4 percentage points, while poverty is reduced
in the EU-15 by 9 percentage points and in the new Member States by 12 percentage
points through social transfers. The poverty rate is measured by the share of persons
below the threshold of 60% of national disposable income. See: EU Structural
indicators 2004.
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Table 19: Poverty

Population below
Survey year $ 1 aday (%) $ 2 aday (%)
Bulgaria 2001 4.7 23.7
Romania 2000 2.1 20.5
Turkey 2000 <2 10.3

Source: World Development Indicators 2003.

Poverty and a high share of agricultural employment are central to development
problems, which might require specific policy measures to overcome misallocation
and market rigidities. A large part of the rural population receives its main income
from the subsistence economy and housing (i.e. imputed rents). In addition, much of
the agricultural work is carried out along traditional lines within extended family units.
Income sharing is likely to be the dominant form of payment among family members.
Thus, incomes are determined by average as opposed to marginal productivity. This
might also apply to other forms of work such as family-run, small retail trading, etc.
The existence of a sector based on income sharing as well as of other sectors where
activity is dominated by profit maximisation is a sign of dualism in the economy.

The countries concerned have quite different rural-urban migration flows. In Turkey
the trend of migration from rural to urban areas continued, driven by large differences
in wage levels and living standards but also triggered by political tensions in the
1980s 1990s. The reduction in agricultural subsidies as part of the Turkish
stabilisation programme might further contribute to this process. By contrast, a flow
from urban to rural areas is observed in Romania. This is explained at least in part by
social need and insufficient earnings possibilities in urban areas. Continuing direct or
indirect subsidisation of agriculture might also play a role. In Bulgaria, the share of
agricultural employment does not seem to be declining. In any case, if traditional
employment and labour market policies are considered, the appropriate target should
be the non-agricultural labour force.

In the medium term, if a catching-up process were to take place, a shrinking of the
agricultural sector in all countries is likely to be necessary. This process might need
policy support designed to achieve an efficient allocation of labour but to avoid
oversupply and the creation of large informal sectors in urban areas. The existence
of a large number of people without social insurance in agriculture as well as in the
informal sector will place a large burden on future state budgets and give rise to far-
reaching social problems.

38



Annex 1:

A. Bulgaria

Table A/1. Economic indicators

BULGARIA EU-15
2000 2001 2002  2003f| 2000 2001 2002 2003 f

General economic background

Real GDP* 5.4 4.1 49 43 36 1.7 1.0 0.7
Labour productivity 2 9.2 55 34 0.8 16 05 0.7 0.7
Real unit labour cost -5.4 0.8 -0.8 0.1f 0.4 0.4 -0.2 0.1
Real effective exchange rate * 111.6 1192 1224 1235 81 84 88 98
Inflation rate ® 10.3 7.4 5.8 2.3 1.9 2.2 21 2.0
Unemployment rate ® 16.4 19.2 17.8 13.6 7.8 7.4 7.7 8.0
Employment

Employment rate ’ 50.4 49.6 50.6 52.5 63.4 64.1 64.3 64.3
Employment rate - women 8 46.3 46.8 475 49.0 54.1 55.0 55.6 56.1
Employment rate of older workers§  20.8 24.0 27.0 30.0 37.8 38.8 40.1 41.0
L ong-term unemployment *° 9.3 11.9 11.7 8.9 35 3.1 3.0

Product market reforms

Relative price levels ™* 3.5 383 403 100 100 100 100
Total trade-to-GDP ratio 1 58.4 59.4 56.4 58.1 59.6 59.0 58.1

Total FDI inflows 3 8.1 49 55 6.8 10.4 4.7 4.4

Market share : electricity * 467 450

Sectoral and ad hoc state aid 1.0 0.7 0.8 :

Business investment 12.0 14.7 15.3 16.8 18.3 17.9 17.2
Knowledge-based economy

Tertiary graduates™’ 467 475 384  400e

Spending on human resources *® 441 366 494 e : :
Educational attainment *° 749 782b 775 75.6 73.6 73.2 73.6 74.0
R&D expenditure 052 047 195s 198s 199s

Internet access % 20.0 18.3 36.1 389 468

1. Growth rate of real GDP as %. 2. Growth rate of real GDP per person employed as %. 3. Ratio of compensation per employesd
to nominal GDP per person employed, total economy, annual percentage change. 4. Vs1C24 (1995 = 100), current year's values
are based on Commission's forecast deflator figures, nominal unit labour cost deflator. 5. Annual average rate of changein
Interim Harmonized Indices of Consumer Prices (HICPs). 6. Unemployed persons as % of the total active population. 7.
Employed persons aged 15-64 as % of total population of the same age group. 8. Employed women aged 15-64 as % of total
female population of the same age group. 9. Employed persons aged 55-64 as % of total population of the same age group. 10.
Long-term unemployed (over 12 months) as % of total active population aged 15-64.

11. Of private final consumption (EU-15=100). 12. Average value of imports and exports of goods and services as % of GDP; the
value for EU-15 is the total for the small Member States. 13. As % of GDP. 14. Market share of the largest generator (% of total
net generation). 15. As % of GDP. 16. Gross fixed capital formation in the private sector as % of GDP. 17.Total tertiary
graduates (ISCED 5-6) per 1000 of population aged 20-29. 18. Public expenditure on education as % of GDP. 19. Percentage of
the population aged 20 - 24 having completed at |east upper secondary education. 20. GERD (Gross domestic expenditure on
R&D) —as % of GDP. 21. Percentage of households who have Internet access at home.

f: forecast, e: estimated value, p: provisional value, b: break in series, s: Eurostat estimate, r: revised value, q: estimated fron
quarterly values.

Source: Commission.

39



Table A/2. Public finances

BULGARIA EU-15
2000 2001 2002 2003 2004f| 2000 2001 2002 2003f 2004 f
Government balance * 05 02 -08 -01 10 09 20 27 -26
General government receipts 2 38.7 38.6 375 46.7 46.2 455 457 454

General government expenditure;
8 394 39.4 38.2 457 47.2 475 484 480

Primary balance * 36 39 14 2.0 48 2.7 14 0.6 0.6
Cyclically adjusted balance ® 12 17 22 23 22
Government debt © 736 662 532 462 639 630 623

Old-age dependency ratio ’ 238 247 249 249 24

Public pension expenditures ® 9.7 9.0 10.4

1. Government balance - Net borrowing(-)/lending of consolidated general government sector as % of GDP. 2. General government receipt
- receipts of consolidated general government sector as % of GDP. 3. General government expenditure - expenditure of consolidated generg
government sector as % of GDP. 4. Primary balance - Net borrowing(-)/lending excluding interest of consolidated general government secto
as % of GDP. 5. Cyclically adjusted balance - government balance adjusted for the cyclical component as %. 6. Genera governmen
consolidated gross debt as % of GDP. 7. Persons aged over 65 as % of the working-age population aged 15-64. 8. As % of GDP.

i: International Monetary Fund, e: estimated value

Source: Commission (except cyclically adjusted balance: national sources).

Table A/3. Performance

2003
GDP per capitain PPS 6520
Labour productivity per person employed 317
Employment rate 52.5
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B. Romania

Table B/1. Economicindicators

ROMANIA EU-15

2000 2001 2002 2003f| 2000 2001 2002 2003 f
General economic background
Real GDP* 21 5.7 5.0 49 36 1.7 1.0 0.7
Labour productivity 2 -0.3 6.6 159 16 0.5 0.7 0.7
Real unit labour cost 0.6 0.9 -34 1.1 0.4 0.4 -0.2 0.1
Real effective exchange rate * 128 132 132 126 81 84 88 98
Inflation rate ® 457 345 225 153 1.9 22 21 2.0
Unemployment rate ® 6.8 6.6 7.5 6.6 7.8 74 7.7 8.0
Employment
Employment rate’ 630 624 576 579q| 634 641 643 643
Employment rate - women 8 575 57.1 518 51.8q| 541 55.0 55.6 56.1
Employment rate of older workers{  49.5 48.2 373 383q| 378 38.8 40.1 41.0
L ong-term unemployment *° 35 33 3.8 35 31 3.0
Product market reforms
Relative price levels ™ 40 41 39 100 100 100 100
Total trade-to-GDP ratio 2 51.2 560 610 664 | 596 590 581
Total FDI inflows ™ 2.6 2.6 2.3 27 10.4 47 4.4
Market share : electricity ** 100.0 467 450
Sectoral and ad hoc state aid *° 0.8 0.7 0.8 :
Business investment *° 170 181 19.1e 183 179 172
K nowledge-based economy
Tertiary graduates®’ 679 762 384 400e
Spending on human resources 8 29 33 3.0 494 e : :
Educational attainment *° 758 773 753 738| 736 732 736 740
R& D expenditure ® 0.4 0.4 195s 198s 1.99s
Internet access 13.0 183 361 389 468

1. Growth rate of real GDP as %. 2. Growth rate of real GDP per person employed as %. 3. Ratio of compensation per
employee to nominal GDP per person employed, total economy, annual percentage change. 4. Vs1C24 (1995 = 100), current
year's values are based on Commission's forecast deflator figures, CPI deflator. 5. Annual average rate of changein Interim
Harmonized Indices of Consumer Prices (HICPs). 6. Unemployed persons as % of the total active population. 7. Employed
persons aged 15-64 as % of total population of the same age group. 8. Employed women aged 15-64 as % of total female
population of the same age group. 9. Employed persons aged 55-64 as % of total population of the same age group. 10. Long-
term unemployed (over 12 months) as % of total active population aged 15-64.

11. Of private final consumption (EU-15=100). 12. Average value of imports and exports of goods and services as % of GDP;
the value for EU-15 isthe total for the small Member States. 13. As % of GDP. 14. Market share of the largest generator (% of
total net generation). 15. As % of GDP. 16. Gross fixed capital formation by the private sector as % of GDP. 17.Total tertiary|
graduates (ISCED 5-6) per 1000 of population aged 20-29. 18. Public expenditure on education as % of GDP. 19. Percentage
of the population aged 20 - 24 having completed at least upper secondary education. 20. GERD (Gross domestic expenditure
on R&D) - as % of GDP. 21. Percentage of households who have Internet access at home.

f: forecast, e: estimated value, p: provisiona value, b: bresk in series, s: Eurostat estimate, r: revised value, g: estimated fron|
quarterly values.

Source: Commission.
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Table B/2. Public finances

ROMANIA

2000 2001 2002 2003f 2004f| 2000 2001 2002
Government balance* -4.4 -35 -2.0 -2.0 -3.0 1.0 -0.9 -2.0
General government receipts 2 36.4 34.9 31.1p 46.7 46.2 455
General government expenditures 38.8 34.6 33.5p 45.7 47.2 475
Primary balance* -0.7 -0.3 0.2 -0.4 -1.4 4.8 2.7 14
Cyclically adjusted balance ® -247p -244p -287p| -1.2 -1.7 -2.2
Government debt ° 239 23.2 233 21.8 235 63.9 63.0 62.3
Old age dependency ratio ’ 193 196 204 206 24
Public pension expenditures ® 7.1 7.3 7.7e 10.4

i: International Monetary Fund, e: estimated value, p: National authorities estimation.

Source: Commission services, IMF, national sources

Table B/3. Performance

2003
GDP per capitain PPS 6960 f
Labour productivity per person employed 34.4 (f)
Employment rate 57.9q

GFCF per capitain PPS
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C. Turkey

Table C/1. Economic indicators

TURKEY EU-15
2000 2001 2002 2003 | 2000 2001 2002 2003 f

General economic background

Real GDP* 7.4 75 7.9 5.8 36 1.7 1.0 0.7

Labour productivity 2 -5.2 -2.9 -55 76q 16 0.5 0.7 0.7

Real unit labour cost 3 -5.2 -2.9 -6.6 11 0.4 0.4 -0.2 0.1

Real effective exchange rate * 1184 955 97.4 104.7 81 84 88 98

Inflation rate ® 549 544 450 253 1.9 22 21 2.0

Unemployment rate ® 6.5 8.3 10.3 10.5 7.8 74 7.7 8.0

Employment

Employment rate ’ 504 489 475 468 | 634 641 643 643

Employment rate - women 8 251 254 255 26.0f 541 55.0 55.6 56.1

Employment rate of older workersy  35.3 347 338 34.0f 37.8 38.8 40.1 41.0

L ong-term unemployment *° 1.4 18 3.2 14f 35 31 3.0

Product market reforms

Relative price levels ™ 583 464  49.0 100 100 100 100

Total trade-to-GDP ratio 2 278 325 296 308| 302 209 201

Total FDI inflows ™ 0.9 2.3 0.3 0.2 10.4 47 4.4

Market share electricity 8.4 10.2 467 450

Sectoral and ad hoc State aids *° 0.7 0.8 :

Business investment *° 20.7 146 128 145 183 179 172

Knowledge-based economy

Tertiary graduates’ 2.9 36 384 400e

Spending on human resources 8 349 365 494e : :

Educational attainment *° 736 732 736 740

R&D expenditure ® 0.64 195s 198s 199s

Internet access 44.0 183 361 389 468

1. Growth rate of real GDP as %. 2. Growth rate of real GDP per person employed as %. 3. Ratio of compensation per
employee to nominal GDP per person employed, total economy, annual percentage change. 4. Vs1C24 (1995 = 100), current
year's values are based on Commission's forecast deflator figures, CPI deflator. 5. Annual average rate of change in Consumer
Price Index (national definition). 6. Unemployed persons as % of the total active population. 7. Employed persons aged 15-64
as % of total population of the same age group. 8. Employed women aged 15-64 as % of total female population of the same
age group. 9. Employed persons aged 55-64 as % of total population of the same age group. 10. Long-term unemployed (over
12 months) as % of the total active population aged 15-64.

11. Of private final consumption (EU15=100). 12. Average value of imports and exports of goods and services as % of GDP.
The value for EU-15 isthe total for the small Member States. 13. As % of GDP. 14. Market share of the largest generator (% o
total net generation). 15. As % of GDP. 16. Gross fixed capital formation in the private sector as % of GDP. 17.Total tertiary
graduates (ISCED 5-6) per 1000 of population aged 20-29. 18. Public expenditure on education as % of GDP. 19. In % of the
population aged 20 - 24 having completed at |east upper secondary education. 20. GERD (Gross domestic expenditure on R& D)
- as % of GDP. 21. Percentage of households who have Internet access at home.

f: forecast, e estimated value, p: provisional value, b: break in series, s: Eurostat estimate, r: revised value, g: estimated from
quarterly values.

Source: Commission and Prime
Ministry of Turkey —Undersecretariat
of Treasury..
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Table C/2. Public finances

TURKEY EU-15
2000 | 2001 | 2002 | 2003 ‘ 2004f| 2000 ‘ 2001 ‘ 2002 ‘ 2003f 2004 f

Government balance * -6.1 -29.8 -12.7 -8.7 -8.0 1.0 -0.9 -20 27 -2.6
General government receipts 2 41.9 43.6 27 46.7 46.2 455 457 45.4
General government expenditures®|  55.1 54.1 52.2 45.7 47.2 475 484 48.0
Primary balance* 7.9 -2.7 7.1 9.6 7.6 48 2.7 14 06 0.6
Cyclically adjusted balance ® -133f  -11.9f -114f| -12 17 22 -23 22
Government debt 57.4 105.2 94.9 87.1 63.9 63.0 62.3
Old age dependency ratio ’ 8 8 24
Public pension expenditures ® 10.4

1. Government balance - Net borrowing(-)/lending of consolidated general government sector as % of GDP. 2. General
government receipts - receipts of consolidated general government sector as % of GDP. 3. General government expenditure -
expenditure of consolidated general government sector as % of GDP. 4. Primary balance - Net borrowing(-)/lending excluding
interest of consolidated general government sector as % of GDP. 5. Cyclically adjusted balance - government balance adjusted
for the cyclical component as % of GDP. 6. General government consolidated gross debt as % of GDP. 7. Persons aged over 65
as % of the working-age population aged 15-64. 8. As % of GDP.

Table C/3. Performance

2003
GDP per capitain PPS 5930.0
Labour productivity per person employed 37.
Employment rate 46.8
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Bulgaria

- Ministry of Finance

- Bulgarian National Bank

- Office of the Prime Minister

- Ministry of Transport and Communications

- Ministry of the Economy

- Representatives of the World Bank and the IMF

Romania

- Ministry of Finance

- National Bank of Romania

- National Commission for Prognosis

- Foreign Investors Council

- National Council of Private SMEs and Cooperatives
- Representatives of the World Bank and the IMF

Turkey

- Treasury

- Ministry of Finance

- State Planning Organisation (SPO)

- Central Bank of Turkey

- Banking Regulation and Supervision Agency (BRSA)

- Turkish Industrialists and Businessmen’s Association (TUSIAD)
- Representatives of the World Bank and the IMF

46



BIBLIOGRAPHY

Alvarez-Plata, P., Bricker, H., Siliverstovs, B. (2003), Potential Migration from Central and
Eastern Europe into the EU-15 — An Update, Report for the European Commission, DG
Employment and Social Affairs, DIW, Berlin.

Bank Austria Creditanstalt, CEE Report, various issues

Barro, R.J., Jong-Wha L. (2000). “International Data on Educational Attainment: Updates and
Implications” CID Working Paper No 42. Centre for International Development. Harvard
University.

Boeri, T., Bricker, H. (2000), The Impact of Eastern Enlargement on Employment and Labour
Markets in the EU Member States, Berlin and Milan.

Bulgarian Agency for Economic Analysis and Forecasting (2003), The Bulgarian Economy in
2003, semi-annual survey

Bulgarian International Business Association (BIBA), White Paper on Business Climate in
Bulgaria 2003.

Calmfors, L., Drifill, J. (1998) Bargaining structure, corporatism and macroeconomic
performance, Economic Policy, No. 6, 14-61.

Carreiro, P., Heckman, J. (2003). “ Human Capital Policy”. NBER Working Paper 9495

Dimova, R. (2003), The Impact of Structural Reforms on Employment Growth and Labour
Productivity: Evidence from Bulgaria and Romania, William Davidson Institute Working Paper
No. 600, August.

EBRD (2003), Transition report 2003: Integration and regional cooperation, London.

Economic Policy Committee (2003): Key structural challenges in the acceding countries, the
integration of the acceding countries into the Community’s economic policy co-ordination
processes, Brussels, July 2003 (http://europa.eu.int/comm/economy_finance/ publications/
occasional_ papers/2003/ocp4en.pdf) .

Economic Policy Committee (2001): Budgetary challenges posed by ageing populations: the
impact of public spending on pensions, health and long-term care for the elderly, and possible
indicators of the long-term sustainability of public finances, Economic Policy Committee,
October 2001 (http://europa.eu.int/comm/economy_finance/epc/documents/ageing_en.pdf)
EIU, Country Report Turkey/Romania/Bulgaria, 2004.

Ercan, H. (2004), Quarterly Labor Market Report, Turkey, European Employment Observatory,
January.

Ercan, H. (2003), Quarterly Labor Market Report, Turkey, European Employment Observatory,
October.

European Central Bank (2002), Financial Sectors in EU Accession Countries (ed. Christian
Thimann)

European Commission (2001), Real convergence in candidate countries — Past performance
and scenarios in the pre-accession economic programmes, ECFIN/708/01-EN, November

European Commission (2003), Bulgaria: Pre-Accession Economic Programme 2003 -
Assessment

47



European Commission (2003), Directorate General for Economic Affairs, “2003 pre-accession
economic programmes of acceding and other candidate countries: overview and assessment”,
Enlargement papers, n°20

European Commission (2003), Employment in Europe 2003

European Commission (2003), Regular Report on Turkey’s Progress Towards Accession
European Commission (2003), Public Finances in EMU 2003

European Commission (2003) General Government Data, autumn 2003

European Commission (2003), Commission Autumn Forecasts 2003

European Commission (2003), Regular report on Turkey’s progress towards accession
European Commission (2003), Regular report on Bulgaria’s progress towards accession
European Commission (2003). "Key Data on Education in Europe 2002” EURYDICE. Education
and Culture. EUROSTAT

European Commission, Regular Report on Bulgaria’s progress towards accession, 2003
European Commission, Regular Report on Romania’s progress towards accession, 2003

European Commission, Regular Report on Turkey’s progress towards accession, 2003

European Commission (2004), Labour market challenges in acceding countries: considerations
in light of the Broad Economic Policy Guidelines C-5/NDG D (2004) ECFIN/100/04-EN

European Commission (2004), Structural Challenges in Bulgaria
European Commission (2004) Spring 2004 Economic Forecasts, April 2004

European Commission (2004), “Structural challenges in ...
note, 2004

, ... Bulgaria, Romania, Turkey,
European Commission (2004), “Summary Sheets on Education Systems in Europe: Bulgaria”.
EURYDICE

European Commission (2004), “Summary Sheets on Education Systems in Europe: Romania”.
EURYDICE

European Employment Observatory (2003), Labor Market Newsletter, various issues

European Round Table of Industrialists, presentation at Fifth Meeting between Members of the
European Round Table of Industrialists and Bulgarian Government, 15 September 2003

European Training Foundation (2002), “Key Indicators on vocational education and training”
European Training Foundation, Statistics database.

EUROSTAT, AMECO databank, revision 2003

EUROSTAT, NEWCRONOS

Eurydice European Unit (2003), “Structures of Education, Vocational Training and Adult
Population Systems in Europe: Bulgaria”

48



Eurydice European Unit (2003), “Structures of Education, Vocational Training and Adult
Population Systems in Europe: Romania”

Foreign Investors Council, Report on high level meeting between the government of Romania
and representatives of the European Round Table of Industrialists and the Foreign Investors
Council, January 23 2004

Foreign Investors Council, Romania, Supplement White Book, September 2003

Handler, Heinz (edit), "Structural reforms in the candidate countries and the European Union”,
Austrian Ministry for economic affairs and labour, Economic policy center, Vienna, July 2003

Holzmann, Robert, “Toward a reformed and coordinated pension system in Europe: Rationale
and potential structure”, Worldbank, 29 February 2004

ICFTU (International Confederation of Free Trade Unions) (2003), Report to the WTO general
council review of trade policies of Turkey , Geneva 17 — 19. December 2003 (www.icftu.org).

IMF (2003), Bulgaria: Third Review under Stand-by Arrangement and Request of Waiver of
Applicability of Performance Criteria, July.

IMF (2003), Turkey: 6" review under SBA, November 3, 2003
IMF (2003), Romania: Selected Issues and Statistical Appendix, January.

IMF (2003), Turkey Fifth Review under Stand-by Arrangement and Request for Waiver of
Performance Criteria and Extensions for Repurchasing Expectations, 25 July

IMF (2003), Fifth review under the stand-by arrangement and requests for waiver of
performance criteria and extension of repurchases expectations”

IMF (2003), Romania fourth review under the Stand-By arrangement, October 2003

IMF (2003), Romania: Financial System Stability Assessment

IMF (2004), Bulgaria: Fourth review under the stand-by arrangement, Requests for waiver of
applicability of performance criteria and waiver of non-observance of performance criterion, and
requests for extension of the arrangement.

IMF (2004), Turkey - Seventh Review under the Stand-By Arrangement, Requests for Waiver of
Applicability and Non-observance of Performance Criteria, Rephasing of Purchases, and
Extension of Arrangement, April 2, 2004

JAP (2002), Joint Assessment of Employment Priorities in Romania, 28 October.

JAP (2002a), Joint Assessment of Employment Priorities in Bulgaria, 29 October.

Lukanova, P., Tomev, L. (2003), Social Dialog and Employee Participation, Quarterly Labour
Market Updates Q3/2003, Bulgarian Academy of Science

Newton Holding a. s., Country Report, various issues.

OECD, “1998-1999 Annual review Turkey”, Draft economic survey and annexes,
ECO/EDR(99)9

OECD (2002), Economic Surveys Turkey, December

OECD (2003), “Education at a Glance 2003”

49



OECD (2002), Fiscal Decentralisation in EU Applicant States and Selected EU Member States
(prepared for the workshop "Decentralisation: Trends, Perspective and Issues at the Threshold
of EU Enlargement" in Copenhagen, Oct. 2002)

OECD (2003), Trends in International Migration

Osteuropa Institut Minchen (January 2004), EU-Beitrittsreife der Turkei und Konsequenzen
einer EU-Mitgliedschaft, Wolfgang Quaisser and Alexandra Reppegather (http://www.Irz-
muenchen.de/~oeim/frames-publ.htm?Publ=Publikationen)

Osteuropa Institut Minchen (January 2004), EU-Erweiterung: Die wirtschaftliche
Beitrittsfahigkeit der Balkanlander, Januar 2004, Michael Knogler, Volkhart Vincentz
(http://www.Irz-muenchen.de/~oeim/frames-publ.htm?Publ=Publikationen)

Podkaminer, Leaon, et al. (2004), Special issues on the transition economies, wiiw Research
Reports 303, The Vienna Institute for International Economic Studies, Vienna, 2004

Prime Ministry, Undersecretariat of Treasury, General Directorate of Foreign Investment,
Foreign Investment in Turkey 2002, February 2003

Republic of Bulgaria, “Pre-accession economic programme over the 2003 — 2006 period”,
August 2003

Republic of Turkey (2003), Pre-Accession Economic Programme, Ankara, August 2003
Republic of Turkey Ministry of Education (2003), “National Education at the beginning of 2002”.

Republic of Turkey Ministry of Education (2001), “The Turkish Education System and
developments in education”

Romanian Government, “Pre-accession economic programme”, August 2003

Rutkowski, J. (2003) Why is Unemployment so High in Bulgaria, World Bank Policy Working
Paper 3017, April

Sinn, W. Flaig, G, Werding, M, Munz, S. DUll, N, Hofmann, H. (2001), EU-Erweiterung und
Arbeitskraftemigration, ifo Beitrage zur Wirtschaftsforschung Bd. 2, Miinchen

SIS (2003), State Institute of Statistics, 3" quarter LFS 2003 (www.die.gov.tr).

Taymaz, E. and Ozler, S. (2003), Labor Market Policies and EU Accession: Problems and
Prospects for Turkey, Paper prepared for the Conference Turkey: Towards EU Accession ,
Bilkent University 10-12, May

Transparency International, the Global Corruption Report 2004

Tunali et al (2003), Tunale, |., Ercan, H., Baslevent, C., Oztiirk, O. (2003), Background Study

on the Labor Market and Employment in Turkey, prepared for the European Training
Foundation, 19. February (www.iskur.gov.tr)

TUSIAD (2003), European Union and Turkey: Towards Economic Integration (www.tusiad.org).

TUSIAD, Investment Environment and Foreign Direct Investments in Turkey, working paper
prepared for Investors Advisory Council Meeting, 15 march, 2004, Istanbul.

United Nations Secretariat, Population Division of the Department of Economic and Social
Affairs, Population projections revision 2002
UNESCO (2004), Education Sector. UNESCO Institute For Statistics.

UNESCO Institute for Statistics, “Education Indicators. Technical Guidelines” UNESCO

50



YASED & TUSIAD, FDI attractiveness of Turkey, a comparative analysis, February 2004.
YASED, The New Turkish Investment Environment, 2004.

World Bank (February 2001) “Bulgaria: The Dual Challenge of Transition and Accession”, A
World Bank Country Study

World Bank, Doing Business, comparative data (www.rru.worldbank.org), 2003

World Bank (2003), Turkey Country Economic Memorandum, Towards Macroeconomic
Stability and Sustained Growth, Volume II: Main report, July 28.

51



List of tables

Table 1:
Table 2:
Table 3:
Table 4:
Table 5:
Table 6:
Table 7:
Table 8:
Table 9:
Table 10:
Table 11:
Table 12:
Table 13:
Table 14:
Table 15:
Table 16:
Table 17:
Table 18:
Table 19:
List of graphs
Graph 1:
Graph 2:
Graph 3:
Graph  4:
Graph 5
Graph 6:

Labour productivity, per person employed

Labour productivity in manufacturing industry

Real unit labour costs developments

Employment rates: Progress towards the Lisbon and Stockholm targets
Unemployment rates in 2003

Youth unemployment rate and long-term unemployment rate 2002
Privatisation receipts

Foreign Direct Investment

Credit growth

Fiscal developments

Size of general government spending

Current budget revenues

Government consumption and investment

Working age population aged 15-64

Old-age dependency ratio

Public pension expenditures in 2000 — 2050

Main parameters of the pension system

Public health expenditures

Poverty

Inflation rates in the candidate countries, 2000-04
Employment and productivity levels in the EU and the CC’s
Employment growth in the Candidate Countries 1995-2003
Sectoral share of value added

Sectoral share of employment

Public expenditure on education % GDP

52



