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Abstract

Countries in the Western Balkans i Albania, Bosnia and Herzegovina, FYR Macedonia, Kosovo,
Montenegro and Serbia i all aspire to membership of the European Union, but they face a major
convergence challenge in terms of living standards. The main reason behind this prosperity gap lies
in the failure over the years of Western Balkans countries to be competitive, meaning that they lack
the appropriate factors and institutions needed for high levels of long-term productivity. The key
issue is whether the Western Balkans countries can narrow the gap in the coming decade and, if so,
what do they need to do to achieve this.

The vital requirement for catching up with the rest of the European Union is a boost to investment in
the region. The Western Balkans have a number of attractive features for investors. The long-term
EU perspective is a major plus and a unique quality of the region compared with other emerging
markets, as it helps to anchor market-oriented reforms and European standards. Strong
macroeconomic stability, strategic geographic location, diverse economies, favourable tax regimes
and low unit labour costs, combined with a relatively well-educated population, are common
attributes throughout the region.

Looking ahead, sources of growth include trade integration, within the region and with the rest of the
wor |l d, expl oitat i onesaufcestinmpevemeantyof tioerrédnsporeinfrastrugtyre and
technological innovation. However, long-term challenges remain, such as the possibility of a
slowdown in reforms, risks posed by financial instability, adverse demographic trends and climate
change. But provided governments in the region remain committed to reforms and regional
cooperation, these challenges can be mitigated, if not overcome.
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Introduction

As of early 2016 the six countries of the Western BalkansAlbania, Bosnia and
Herzegovina, FYR Macedonia, Kosovo, Montenegro and Serfaee a formidable array of
challenges. For the pastvenyears gowth rates have been in low single digits at best, and
negative atimes in some countrietevels of unemployment and poverty are persistently
high. Supplies of foreign credit and capital from private souicegentiful in the precrisis
yearsi have largely dried ugMeanwhile,banksin the region remain preoccupied witine
legacy of the crisisespeciallythe high leves of nonperforming loans (NPLs)ather than
lending to the real economt the same timegovernmentgace severe limits in what they
can do to tackle these probleniThe fiscal space for Keynesiastyle public spending
projects islimited, while monetary policyis naturally constrainedin these small open
economies which all have ldgh degreeof euroisation So how can the Western Ballsan
countries catch ugith their richer EU neighbours?

The size of thixhallengel and the potential facing the Western Balkans iitustratedin
Chartl, which shows the extent of the gap in living standardswvis westernsouthern and
eastern EuropeaikU countries. Looking at the regional averages, GDP per capithe
Western Balkansadjusted for purchasing power payitg roughly half that ofeastern
European EU countries, otieird that ofsouthern EU members and a mere quarter of the
richest EU memérs inwestern EuropeSuch gaps reflect many years of ungerformance
and turbulence ithe Western Balkans.

Chart 1: Convergence potential
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Source: World Economic Outlook, IMF, October 2015.

Note: Countries are ordered from highest to lowest. Luxembourg is an outlier in terms of GDP PPP
per capita and is not included.

The central argument of this paper is ttiet Western Balkansan narrow these gaps in the
coming decaddJnder the right circumstances, igeeconomies can achieg@wth rateghat,

even if not quite matehg the precrisis years (when growth was artificially boosted by a
huge credit boom), can make a serious dent in unemployment and poverty and bring living
standards closer tihose in theEuropeanUnion. Attracting foreign investment will bevital

for achieving this growthThe region has significant advantagssan investment destinatjon

but these areften overshadowed by a lingering image problem from the turbulence of the



1990s. These countries have significant unexmditpotential in areas such as trade
integration transportinfrastructuregnergydevelopmenand innovation

The paper proceeds as follows. $action 1we summarise where the region starusa

range ofcrosscountryindicators, starting with the widelysed World Economic Foruins

Global Competitiveness led, but drawing also on other sou
Doing Businesseportand Governanctndicatorsand the EBRD s A s s e Jransigont o f
Challenges (ATCs)The picture is complex but cam patterneemerge from the analysis.
Encouragigly, countries in the Western Balkarhave improved on average in their
performance over the past decadewever,the failure to makeefficient use of talentthe

lack of business guhistication and quality transport infrastructure are thg&n reasons

holding back theompetitiveness of the region.

Section 2 summarises some of the advantages of the region from an investor perspective.
Principal among these aprogress towards everdl EU membership combined with the
growing degree of regional cooperation in recent years #ra high degree of
macroeconomic stability. But there are other advantagesirtoloding diverse economies

that can accommodate a wide range of investment#fareht sectorslow tax rates (and

often favourable tax breaks for large investocempetitive unit labour costandrelatively

high levels of education and language skills, especially among young p€&bplé/estern
Balkars region isalso wellplaced geographicallyi its strategic locationis of growing

interest to globatconomigpowess, notably Chinaandits ilOne Belt One Road initiative.

In Section 3 we outline some of the potential sources of growth in the coming decade.
Foreign direct investmerfFDI) will be essential for growttand levelsof FDI are expected

to risein the coming years, boosted bghanced inflows from less traditiorsdurcesuch as

the Gulf countriesand China. Trade integration, both internal and external, canabe

important growth driver in years to comespecially as the quality of crelkerder
infrastructure improveand nontariff barriersto tradedecline A number of majotransport

and energyprojects are in the pipelinevhich will also help boost growtrates across the

regon Lastl vy, t he regi on 6 bas bearp andarxplojted Socofar, i nn o\
suggesting that this can be an important growth driver as well.

In the last section weonclude with a brief discussion sbme of thdongerterm chaléenges
facing the regionOnerisk is thatfurther structurateforms are postponecdr even reversed,
leavingt h e r e g i io tnansiiianjoruvorkeo Another riskomes fromfinancial sector
fragility. Strong international support has helped preventeryis bank failures, but
continued vigilance is needed to ensure a healthy financial séttere are also riskihat
might affect the longerm sustainability of the regioMs elsewheren central and astern
Europe populatiors in the WesternBalkans & aging, and in some cases declining in
absolute termsas a result of low birtinates and emigration of mostly young peoj@obal
warming is another concerBut, provided political leaders in the region take a g
perspective and a cooperativegional approach, these risks can ipéigated if not
overcome.



1. How competitive is the Western Balkans region relative to
others?

In the introduction we suggested that the Western Balkam behind the rest of Europe
because economies in the region have been less competitive than others. The notion of
Acompet i dan meannddferentothings to different authors. In this paper we deem a
country to be highly competitive if it has thghit combination of institutionand policies

such as effective governance and an enabling business environment, and factors of
production to achieve high levels of productivity. To understand whgetienfinds itself in

its current state, and to assélss potential for catchip, it is important to see where these
countries stand across a range of indicatorswviss its comparators in theuEopeanJnion.

How competitive ar¢he Western Balkasicountries? The natural starting point to answer this

ques i on i s t he Wo r | dslob@ cCompetitieness Repo(GCR) |

publication that bills itselfas t he Aworl déds most comprehens
compet i fBuvthelGER byono means captures albpects othis concept Other
surveysand studies can complement tteport by providing greater insights into specific

aspects of the business environmetd governancethat hold backprivate sector
developmenand deter investment.

Table 1: Rankings in Global Competitiveness Index 2015-16

ALB BIH MKD MNE SRB WB EU-11 | EU EU-15
1st pillar: Institutions 84 127 52 70 120 91 72 47 30
Basic 2nd pillar: Infrastructure 88 103 78 73 75 83 52 33 18
requirements 3rd pillar: Macroeconomic 118 08 a7 79 125 93 47 59 66
environment
4th  pillar:  Health and
primary education 52 48 76 33 62 54 45 30 20
5th plllarf Higher education 47 97 46 54 71 63 40 30 20
and training
6th pilar: Goods market| g3 159 33 70 127 84 53 39 29
efficiency
7th pillar: Labour market
Efficiency efficiency 97 131 84 74 118 101 68 54 45
enhancers 8th pillar: Financial market
development 118 113 52 44 120 89 56 53 48
9th _plllar: Technological 89 79 63 55 51 67 37 26 16
readiness
10th pillar: Market size 104 97 108 131 75 103 66 54 37
Innovation and | 11 PHat  BUSesS o5 155 75 102 132 105 63 39 19
sophistication p
factors 12th pillar: Innovation 118 115 58 69 113 95 58 37 20
Global Competitiveness Index 93 111 60 70 94 86 50 36 23

Source: World Economic Forumd &lobal Competitiveness Index Historical Database.

Note: In this paper, WB refers to the Western Balkans, ALB to Albania, BIH to Bosnia and
Herzegovina, KOS to Kosovo, MKD to FYR Macedonia, MNE to Montenegro and SRB to Serbia.

Table 1 shows the 2018 GCR global rankings for each country (excluding Kosovo, for
which data are not available), along with three benchmark comparatorsirtige&nUnion,

the EU15 (the 15 member states prior to the 2004 expansion) and thEL Ethe 11
countries in centraturope, the Baltic stateand southeastern Europe that joined in 2004 or

! See World Economic Forum Global Competitiveness Report 200B available at:
http://reports.weforum.org/globabmpetitivenesseport20152016/
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later)? The table shows the clear competitiveness gap between the WesternsBedjian
and the HropeanUnion. On average, the region is rank&@th (ranging from FYR
Macedonia in60th to Bosnia and Herzegovina in Zhlplace),compared withan average
50th place for the EUL1 and 3én for the EuropeanJnion as a whole. The gap is particularly
large with respect to the ELB, where the average ranking is@3

The GCI is made up ahreebroad categories, which adévided into 12 pillars and he
rankings of the five WsternBalkars countries bycategorieandpillars arealsocontained in
Table 1. The rankingsdiffer widely, both within and across countri€eBhe region scores
reasonably well on indicators associated with health and primary educiorll as higher
education and training (except foonthejob training) electricity and telephone
infrastructureandinformationandcommunications technologyQdT) use.However the most
problematic areas arefficient use of talenthat is capacity to attract talent from abroad and
retain talentas confirmed by the brain drain probleamd reliance omformal (family and
friend) relationships rather than @rofessional maagement. The second area djiag
down the overall ranking is business sophistication. Despite the high heterogeneity, on
average countrietack well-developedbusinessclusters andare charactesed by shallow
value chains. Transport infrastructure rarbkeadly mostly due to théimited passenger
carrying capacity in airline trafficbut also because ofthe poor quality of overall
infrastructure, including roads, railways and ports.

On a more positive notdable2, which showghe 200708 GCR scoresompared witlthe

latest available(201516), suggests that there has been a gradual improvement in
competitiveness since the prasis years In contrast scores of theEU countries have
remained on average almost the same as before. The biggest juomppetitiveness is in
FYR Macedonia, where the score has improved by 0.6 points (@R & ® 7 scale) and

now lies just behind the EW1 average. Notable advances have also occurred in Albania and
Montenegro, but less so iBosnia and Herzegovinand Serbia. In an important sense
therefore, the Western Balkaaconomiesare convergingvith EU comparatorsn terms of
competitiveness

Table 2: Global Competitiveness Index, evolution of the scores

2007-08 2015-16 Difference
Score Rank Score Rank in scores
Albania 35 109 3.9 93 0.44
Bosnia and Herzegovina | 3.6 106 3.7 111 0.15
FYR Macedonia 3.7 94 4.3 60 0.55
Montenegro 3.9 82 4.2 70 0.30
Serbia 3.8 91 3.9 94 0.10
wB 3.7 96 4.0 86 0.31
EU-11 4.4 48 4.4 50 0.05
EU 4.7 34 4.8 36 0.03
EU-15 5.1 21 5.1 23 0.01

Source: Author sd cal cul aheWorkd Ecorvrais Fordmobo&iobal Competitiveness Index.

The GCR scores are a useful starting point for investors who wish to get a sense of how
competitive acountry is. However, other crossountry surveys and reports can provide

2The EU15: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg,
Netherlands, Portugal, Spain, Sweden #mel United Kingdom. The EtL1: Bulgaria, Cratia, the Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, the Slovak Republic and Slovenia



complementary perspectives and insigletspecially when it comes to economic governance
and the overall quality of the business environme&atshed further light on these two areas,
we drav on three other surveys and reports: two from the World Bank (Governance
Indicators and Doing Businessscores) and the joint EBRWorld Bank Busiress
Environment and Enterprisegformance Surve(BEEPS).

TheWor | d Beverhadcdndicator scores arel®wn in Chart2. As with the GCR
scores there issome distance to gmr Western Balkas countriesto matchEU standards.
But again, aook at the scores over timguggests that thgap is on averagenarrowing
steadily. The biggest increaseer the pasl5 yeardas beein political stability, which is an
indication of ther e g i goowidggolitical maturityHowever, due t@low starting point, o
present trends it would take several decades before Western 8adkantries catch upith

EU membersn terms of governancétill, this convergence is expected to speed up in the
process of Elapproximation

Chart 2: The Worldwide Governance Indicators, 2014

1.9 ' Bars represent the year 2014

and diamonds the year 2000.
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Note: Scores range from -2.5 for weak governance performance to 2.5 for strong governance.

The Wor | dnnuBlBang Businesscores provide further insight into the obstacles
faced by enterprises in the regidithelatestrankings on overall ease of doing business vary
widely, from 12h (FYR Macedonia) to Bh (Albania)out of 189 countriesThe width of this
range exaggerates the differences among countries of the rég@mrankingshereforeneed

to be interpreted cautiouslfew would argue that it iseally easier to do business in FYR
Macedonia tharn Canada or Germany, for example, despiter tredative positions in the
overall scoresHowever, as with other indicators considered here, thecamiponents and
their trends over time can be more rdirep Common problems across thegioninclude:
dealing with construction permits (Albania ranks in last place globally on this m&asure
getting electricity andpaying taxesdespite recent improvements in some cadashe other
hand, all countries adenotableprogressn ease of starting a businessgistering property
andtrading across borders

% The full scores are available atww.doingbusiness.org

“Al bani ab6s over asindss rankimgevasadbwngiaded oy 35 places to 97th. This was almost
entirely because the countrydés position in the categ
government 8s deci sion t o sus pe n dhe teriterialirefosnypiocess urdilf cons:
urban plans are in place.
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Chart 3: Business environment obstacles
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Source: EBRD-World Bank BEEPS V, 2013.

Note: Estimated for a hypothetical "average" firm. Higher values correspond to a more severe

obstacle to doing business.



To gain further insight into the obstacles, as perceived by businesses, we turn lastly to the
EBRD-World Bank BusinessEnvironment and Enterprise Performance Sur{B¥£EPS).

The BEEPS, carried out evettyree to fouryears since the first round in 1999, is a faze

face survey of top managers that looks at various aspects of the business environment through
both quantitative and qualitative questions. One of the parts of the survey is an-bpisgoin

guestion that ks respondents to grade areas according to their perception of how severe an
obstacle is. The responses range from Anot &
severe obstacledo, scored 4.

Chart3 highlights the main obstacles, ranked by sévgri, f or a hypot heti cal
each country. In virtually all countries, competition from the informal sector stands out as a

key constraint. This is a lorgtanding problem in the region and efforts to address it have

been sporadic at best. TBhel bani an grecerd mitiative to tabkke the problem is
welcome and may yield concrete results (see Bpxp38. Having reliable access to
electricity is also identified by many businesses in Albania and Kosovo as a major obstacle,
consistentwitt he anal ysi s dbingtBasmessdfwort | d Bankos

Access to finance is another major obstacle to doing business, accordiagytsespondents
to the BEEPSA quarterof all surveyed firms across the EBRD region described themselves
as crediconstrained, meaninipatthey need a loan but are either rejected when they appl
for a bank loan or feel discouraged from applyisge Chart4). In the Western Balkans, this
share is highest in Montenegro, where more thantbird of all surveyed firms feel credit
constrainedandlowest in Bosnia and Herzegovi(3 per cent)In addition, overall demand
for bank credit has decreased significantly in the -pasts period. Tk percentage of
interviewed firms that needed additional bank creitcluding both t h ecredia
unconstrainedlandficreditconstrained) declined from 61 per cent in 20@® to 47 per cent

in 201314 across the EBRD region. The decline was even highttreinwestern Balkans
from 15 percentage points in Serbia teZ®Dpercentaggointsin the rest of the region. This
is not surprisindgecausein the presence of slow economic growth, fewer firms eekxhns

to expand their production capaciand this ha been only partially offset by increased
demand for working capital on the part of firms negatively affected by the financial crisis.

Chart 4: Share of credit-constrained firms Chart 5: Reasons why firms are
credit-constrained
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But what is driving these constraints? Chagirovides further insights. Overwhelmingly in

the Western Balkaregion the mairdriver is the discouraging level afiterest ratesDespite

the high number of banks in the region, competition among lenders appears to be limited and
small and mediursized enterprisesSMES in particular struggle to get the funds they need

to grow their businesse8ther reasons that disurage firms from applying for bank credit
include: complex procedures, collateral requirements and size of the loan.

To conclude this sectiorit, is fair to say thathe Western Balkaregion lies behind western
European comparators in terms of contpatness governance and ease of doing business
But there are plenty of reasons to be optimistic about future trends. In particular, institutions
and governance standards are being slowly but steadily improved, especially in the EU
candidate countries. Emext section outlines some of the potential advantages of the region
not fully captured by the crogountry data sets mentioned above.



2. What can the Western Balkans offer investors?

In this section we focus on why the Western Balkans can be attractive to inveEsaesare
sevenfeatures of the region that, in our view, are worth emphasising. difeeprospective
EU membership; macroeconomic stabilitstrategic location;favourabé taxes; diverse
economiesand low labour costs combined with relatively educated population. Each of
these will be discussed in turn.

ProspectiveEU membership

The new European Commission Enlargement Strategieased in November 2015, has
reaffirmed the European prospective of &llestern Balkas countries without exception

Although full membership is not on the cards for any of these countries during the mandate of

the present Commissiq201419), the past year has seen further prognessostcountries

in the enlargement process. The most advanced in this regard is Montenegro which, having
started memberghinegotiations in June 2012, hiag December 2015 opened more tiaif

of thenegotiationchaptersf the EUacquis communautairéncluding themost challenging

Chapters 23 and 24 reiag to judiciary and fundamental rightand justice, freedom and

security respectively Serbia opened its first chaptersDecember 2015ncluding the one

on normalisation of its relations with Kmgo, almost two years after the symbolic opening of

the accession negotiations in January 2@&ldania, a candidate country since June 2014, is
deemed in the latesfuropean Commission e p o r t to be fimaking ste
Bosnia and Herzegovirianot yet a candidatei s judged t o (seeBdxkhack or
p39 and submitted its application for membership on 15 February. 20d€ovo and the
EuropeanUnion signed a Stabilisation and Association Agreen{(&®A) in October 2015

(see Box3, p40. Only FYR Macedonia, a candidate since 2005, has failed to make
demonstrabl@rogresssince theras its name dispute with Greece remains unresolved.

The latesEC Enlargement Stratedpasintrodueda newmethodologyto assess the progress

of aspirant countries he report includea five-point scalen a few pilot aregsncluding rule

of law (functioning of the judiciary, fight against corruption and fight against osgdni
crime), public administrationreform, and key economic criterithe existence of a
functioning market economgnd the capacity to cope with competitive pressure and market
forces within the BropeanUnion). These are(1) Early stage(2) Some level of preparatipn

(3) Moderately prepared4) Good level of preparatipand(5) Well advancedsee Table 3)

Table 3: State of progress on EU approximation

ALB |BH |MKD |KOos |MNE |[sRB
Public administration reform 3 1 3 2 3 3
Functioning of the judiciary 1 2 2 1 3 2
Rule of . - .
law Fight against corruption 2 2 2 1 2 2
Fight against organised crime 2 2 2 1 2 2
The existence of a functioning 3 1 4 1 3 3
. market economy
Economic _ _
criteria The capacity to cope with
competitive pressure within the 2 1 3 1 3 3
European Union

Source: European Commission Country Reports, 2015.
Note: Scores are on a scale of 1 for early stage progress to 5 for well advanced (see text for details).

5 Accessed atttp://ec.europa.eu/enlargement/pdf/key documents/2015/20151110 strapsyy epapdf
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Based on thisthe country currently most advanced on its EU triadkontenegra is at the

top end regarding public administration, the jualicsystem, proximity toa functioning

market economy, capacity to cope with pressure and market forces withEutbpean

Union, and in the ability to take on the obligations of membership, in all of which it is
deemed to be fmodeqgaonthe ¥5 sqale)dnpcantrastdKaosovg and or i n
Bosnia and Herzegovinare in general poorly prepared for EU membership, particularly
regarding the economic criteria where both countriesiaaet a n e scoringyjusttdna g e 0
the 1-5 scalg in the exisence ofa functioning market economy, atiteir ability to cope with
competitive pressures and market forces withirBhepean Union.

None of the Western Balkawwountries will becomeull EU members in the next five years.

But the longterm prospect omembership comesith substantiafundingmainly in the form

of the Instrument for PrAccession Assistance (IPA) for supporting reforms. Tdldaows

per country financial allocation from IPA funds for the period 2004 covering reforms in

areas suchsademocracy and governance, rule of law, environment, transport and energy,
competitiveness, social policies and agriculture and rural developAgniany benefits of

the BuropeanUnion for the region accrue before full membership is obtgiited impotant,
therefore, that the current momentum in the process is maintained or even enhanced in the
years to come.

Table 4: EU's Instrument for Pre-Accession Assistance 2014-20, U million

ALB BIH* MKD KOS MNE SRB

Reforms in preparation

1 for EU membership 321 206 237 99 543

la | Democracy and governance 224 31 123 110 47 278

1p | Ruleoflawand 97 33 83 126 52 265
fundamental rights

g || SO and | 160 299 235 91 565
regional development

2a | Environment and 68 113 38 160
climate action

2b | Transport 56 113 32 175

2c | Energy 0 100 125

od | Competitiveness and 44 64 73 135 21 105
innovation

3 Ed u_catlon_, _employment and 69 38 53 94 28 190
social policies

4 Agriculture and 92 106 80 52 210
rural development

Total, 4 million 649 166 664 646 271 1,508

Source: EC, http://ec.europa.eu/enlargement/instruments/overview/index en.htm.

Note: *2014-17. In addition, there is 02,959 million in funds for multi-beneficiary projects in the
Western Balkans and Turkey.
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Macroeconomic stability

For many years, countries in the Western Balkaagion have enjoyed a high degree of
macroeconomic stabilityd stableeconomy ancharexpectationsnd isa basicprerequisite

for attractng theinterest offoreigninvestors Stable exchange rate regimes and ioflation
rates are key pillars of Intow ofthe gxcoontriesthe mac r o
exchange rate is immovable \dsvis theeuro, either becaudke euro is the only legal tender
(Kosovo and Montenegrpdr because the rate is fixed through a currency board (Bosnia and
Herzegovina) or a longstanding peg (FYR Macedonia). Floating exchange rate regimes
prevail in Albania and Sbia but excessive fluctuations are kept in check by central bank
interventionsfor instancetheAlbanianlek has beemt the rate oapproximatelyl40lek per

euro for the last fivegyears As a result, all countries have had very low inflation for many
years(see Table&), aside fromSerbia where the rate had reached high single digit levels (or
even brieflydoubledigit territory) butis now comparable to oth&vestern Balkascountries,

as wel |l as being below the central bankbés t a
Table 5: Macroeconomic aggregates, five-year averages
. . Current account

Inflation Fiscal balance (BOP)

2003-08 2009-14 2003-08 2009-14 2003-08 ‘ 2009-14
Albania 2.7 25 -4.1 -4.6 9.1 -12.5
Bosnia and
Herzegovina 3.2 1.1 -0.1 -3.3 -14.0 -7.4
Kosovo 2.0 2.2 0.6 -2.1 -95 -9.3
FYR Macedonia 2.2 1.8 -0.1 -3.2 5.7 -2.9
Montenegro 4.8 21 -0.3 -4.2 -25.2 -19.9
Serbia 9.8 7.1 -0.9 -5.0 -12.8 -7.5

Source: World Economic Outlook, IMF, April 2015.

Note: Fiscal balance and current account expressed as a per cent of GDP. Inflation rates are period
averages.

The figures on current accowsmd fiscaldeficits are less impressiyalso shown in Tabl8);
averagecurrent accoundleficits in the region (as a per cent of GDP) w&@per cent in the

period 200914 while fiscal deficits were3.8 per cent over the same periddontenegro has

a particularly high current account deficlowever, the country ibenefiting from a high

| evel of FDI (relative to population Wlnd GDEF
accession progress, strong tourism potential and its development as a regional energy hub.
Kosovo traditionally has amajor inflow of remittances, while ther countries have
comfortable levels of foreign currency reserves at the central bank, covenaghaafive

months of importsand more than 100 per cent of shierm debt which helps to put

concerns about the current account in perspective.

In paralle| both public and privatedebt ha increased significantly in most countries since
2007 (Charts). Serbia experienced the highest percentagetincrease in publidebt for
private debt it wagYR Macedonia.At the end of 2014 public debt levels were well above
60 per cent of GDP (one of the Maastricht criteriadarozone members) in Albania dn
Serbia,and at that level in Montenegf@While this poses a risk to macroeconomic stability,

® The public debt of Montenegmaill increase significantly in the next few years as the government has decided
to pursue debtinanced construction & major motorway
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strong mitigating factors are also in play. Albania and Serbia are both in formal programmes
with the IMF. The two countries have adhered closely to commitmengle under their
respective arrangements, which in both cases are explicitly designed to tackle fiscal
imbalances and put public debt on a sustainable path.

Chart 6: Changes in levels of public and Chart 7: Relative over-indebtedness in 2014
private debt as % of GDP, 2007-14
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Source: EBRD Transition Report, 2015-16. Source: EBRD Transition Report, 2015-16.
Note: Data comprise public debt, domestic Note: A negative sign reflects under-

private-sector debt and external debt of non-
financial companies. The initial observation for
Kosovo relates to 2009.

indebtedness relative to global comparators. See
the EBRD Transition Report, 2015-16, Chapter 1,
for further explanation.

In addition, private delis on an increasing trend all Western Balkascountries except in
Bosnia and Herzegovina. The level of private debt is particularly high in Montenegro, at
more than 110 per cent of GDP, while still low in Albania and Kosdmterestingly
however debt levels acrosall countrieswhere theEBRD investsare still, on average, lower
than those of other emerging markets with similar characterisiitss relative under
leverage is driverboth by lower levels of household anwbrporate deb{see Chart 7)
Therefore, lhis analysis suggests that inl aVestern Balkas countries there is room to
increase household deanhd dso, in all countrieeexceptMontenegro, there ispacefor a
corporate debincrease Evidence suggests that domestic corporate credit has a greater
positive impact on growth prosgts compareavith household debt or external corporate debt,
and the countries that appear to have the greatest scope to increase domestic corporate debt
are Bosnia and HerzegovirfdYR Macedonia an8erbia

Strategic geographic location

An important advatage for he Western Balkanregionis its easy and free access to EU
markets.This has been enabled by its geographic proximity to major European markets and
the free trade agreements tllaeé countries of the region hasgnedwith the European
Union. The region is linked with the rest of Euroffgoughthe ParEuropean corridorX
(connectinghe central Europe with Turkey throughustria, Slovenia, Croatia, SerbiaYR

'See the EBROransition Report201516: Rebalancindinance Chapterl, for an elaboration of this argument.
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Macedonia and GreegeVIl (connecting the Black Sea with the lonian Sea and passin
through Bulgaria, FYR Macedonia and Albania), and Vc (connecgntral Europe with the
Adriatic Sea via Hungary, Croatia, Bosnia and Herzegovina and Croatia again).

Owing to itsgeographigositionbetween the East and Wgtste region iften refered to as

a gatewayto Europe.As sea shipping remains the cheapesy to transporgoodsfrom the

Far East to Europ&; hina plans to establish a rapid transport connection frorGteek port

of Piraeus, the first major European container port for shipeiag the Mediterranean from

the Suez Channethrough the Balkanfurther tothe EU market$ the Balkan Silk Road.

This will come as the part of tH#®ne Belf One Road initiative unveiled by the&Chinese
President in 2013. The Balkan Silk Road will based on the existing railroad network
linking central Europe with the Aegean Sea via Serbia, FYR Macedonia and Greece. The first
operational move to rea# the plan was made when the Chinese shipping giant Cosco Pacific
took over half of the Piraeus pan a 35year concession with the aim of turning the port into
one of Europebds top five container ports.
investments into transport links across ivesternBalkans are needed uc h as t he
billion worth high-speed railwaypetween Belgrade and Budapest as signed between China,
Hungary and Serbia

Location is also a major factor whige Western Balkansould play a role in improvinthe
EUO6s ener dhyougls possible integtmenin new gas pipelinesThis topic is
discussed further in Section 3.

Diverse economies

Economies in the Western Ballaargion tend to be quite diverse, rather than relying on one
or a few sectors, and therefore offer a wide range of opportunities for investors. A diverse
econany is also one that allows human capiigvelopmento expand in many different
directions.Chart 8 shows how each Western Ballkkaeconomy is structuredhat is, the
contribution of different sectors in each country to gross value added (&\éAneasw of

the value of goods and services produceddoumtry®

The categoryidomestic trade, transport and storage, accommodation and food se/mes
average the largest sector of the Western Balkaonomies, ranging from 18 per cent of
GVA in Albaniaand Serbia to 27 per cent in Montenegro. While the wholesale and retail
tradesubsectoaccounts for about 15 per cent of the economies in the region, the importance
of the accommodation and food services subsectmuinsmdependenMontenegro, with a
share of 8 per cent, is what distinguishes this country from the rest of the region

8 GVA is linked to gross domestic product (GDP) through the following relationship: GVA + taxes on products
- subsidies on products = GDP.
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Chart 8: Structure of economy, per cent of gross value added, 2014
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Industry accounts for orfeith of GVA on averageHowever, this varies significantly across
the countriesThe role of industry is particularly important in Serbahere it represents an
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and Herzegovina and dsovo. Manufacturing is the predominant industrial subsector,
especially in Serbia, FYR Macedonia and KosoVbe utilities sulsector of industry,
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Sources: National statistical offices.

Meanwhile public administration, defesy education and social services account for 17 per
cent of economic activity on averageom 13 per cent in Albania tover onefifth of the
economy in Bosnia and Herzegovina.

In general, the region is quite agricultinéensive, and agriculture (together with forestry
and fishing) accounts for 12 per centvafue adde@n average, ranging froonly 7 per cent

in Bosnia andHerzegovinato 23 per cent in AlbaniaAgriculture plays a vital role in the
Western Balkangboth socially and in terms of employmerithis contrasts significantly with

the EU-11 where on average the sector accounts for only 4 per cent of econSerias.
stands out as having a clear comparative advantagarming, mainly due to fertile
agricultural soil in itsnorthern province of Vojvodingsome large producetsave been able

to take advantage dioth economies of scale aratcess to majoexport marlets, primarily

the EuropeanUnion but alsoRussia, with which Serbiaas a free trade agreemettite( only
country in the region talo so) The other five countries have less advanced agricultural
sectors mainly consistingof smallscale and inefficient fsistence farming. The potential

for agribusiness to develop further in the region is significant provided countries can
consolidate agricultural holdings, improve the quality of collection, storage and marketing,
and develop agricultural support servisesh as insurance.

Realestaterelated activities account for oienth of economies, on average, and
constructionaround 7per cent on averageput more than 10 per cent idlbania. The
financial sector, professioratientific/technicalsector and ICTeachaccount for just 4 per
cent of value added, on averagj@is is again in contrast with the EL1, where these secsor
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account for a larger share, in particulae professional sector which is twice the sideese
areas can be important attractors for future FDI.

Furthermore, several countries have strong potential for further growth in the tourism sector.
In 2013, receipts fronmternationaltourigs amounted to 21 per cent of GDP in Montenegro
and 13 per cent of BP in Albania’ Both countriesas well as others ithe region, expect
tourism numbers to increase significantly in the coming years, especially as the quality of

infrastructure and services improves towards the standards of the most advanced western
markets.

Favourable taxes

A stable andfavourabletax climate and incentives for foreign businesses are sometimes
deciding factos when foreign investors make decisions about location of investmerst M
countriesin the Western BalkanbBave made significantprogress inreformng their tax
systems in line witlbest international practicBuring the past decag&x rates in the region
have beemnelatively stable, there has beerfal in the administrative burden of submitting
taxesandeffortshave been madewards widening the tax base.

To substantiate these points, we draw on various sources. Firs/ahel d Ba@ngk 6 s
Businesgeport, together with PwC for this area, covers three dimensions of paying taxes:
total tax rate with contributits of different types of taxeaumber oftax payments per year
and time needed to comply with the tax ruf®€hart9 shows thetotal tax burden as a

percentage of fcomposison prgiitrtax,flabdurstax ana dontiibtitigrend
other txes

Chart 9: Total tax burden as a per cent of profit, 2015
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Source: The World Bankd ®oing Business database.

° See World BankWorld Development Indicator#nternational tourismieceipts (current USollars.

19 As with otherDoing Businessubi ndi ces, the category fipaying taxes?o
that the same set of financial statements and assumptions about the company and transactions is used by a
number @ tax experts in each country to calculate what the company would have to do to satisfy tax procedures.
Results are therefore comparable across the countries and give a richer picture than that obtained by simply
looking at rates prescribed by laws.
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Although there are differencasnongthe countries in th&/estern Balkasiregion, the total

tax burdenis clearly lower than in any of the benchmafk$)-11, EU, and ELL5). This is
drivenby both lower profit anch smalledabour tax burdenn fact, FYR Macedonia hasne

of thelowest total taburders in the worldi largelybecauséhere are no labouaxes that is,
social insurancecontributions borne by companies), but also becaudevies taxs on
corporateprofits only once they are distributed as dividends and has low levels of other
taxes'! Bosnia and Herzegovina&osovo and Montenegro also leaa relatively low tax
burden.Albania and Serbia are the only tWdestern Balkas countrieswhere thetotal tax
share of profitss almost at thé&zU-11 level of 40 per cent.

Charts10 and 11 showthenumber of tax payments per year and time needed tolgamitp

the tax rulesAll Western Balkas countries excepFYR Macedonia have highdthat is
worse)scorescomparedwith EU benchmarksn terms of thenumber oftax payments per
year tha need to be don® Consequentlythe number of hours per year needed to comply
with thethree biggest taxdscorporate income tax, labour and social contributions, and VAT
T are highein the Western Balkascountriesthan in the HropeanUnion, except for Kosovo
andFYR MacedoniaHence, futher work is needed in these two dimensions, including the
timely reimbursement of VAT in some countries.

Chart 10: Paying taxes: number of taxes, 2015 Chart 11: Paying taxes: hours needed, 2015
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Encouraginty, there have been positive changes over the years. A few countries have
introduced online registration centregith FYR Macedonia being the most advancéer

the years FYR Macedonia has efficiently implemented-a sol | ed fAreguhadory
project under which it drastically reduced regulatory burdens and red tape, and it is now the
only country in the region with a successfully functioning -etee shop for opening a

business (see Box, $41). Registering a business this onestopshop can be done in four

hourd® andincludes the allocation of a Tax Identification Numbgdditional tax reforms

were carried oubver the last eight years, bringing down the numbeaxopayments per year

from 43 in 2006 to only 7 from 2014 wards The most progress in simplifying tax

1 Othe taxes considered are property tax, vehicle tax, capital gains tax, financial transactions tax,
environmental tax, etc. VAT is excluded from the calculation as it is not borne by the company itself.

12 Number of payments per year takes into account total number of taxes and contributions, the method of
payment, frequency of filling and payment, and number of agencies involved.

13 providing no additional licenses, approval or other specific documentseaded. Also, besides the general

tax registration at the orstop shop, under some conditions visiting the Public Revenue Office might be
necessary (e.g. for foreign legal entities).

17



payments wasnade byintroducing electronic filing and payment systems in 2008, and
further improving and encouragirtigeir use for corporate income and value added taxes in
2014.

Low labour costs combined with a relatively educated population

A further advantage of the region is the relatively low cost of Igkasushown bynit labour

costs (ULC), defined asgross labour cost divided by GD®hile ULC is not a perfect
approximationof representative firnlabour costsit gives a goodideaofa ¢ o ulaboury 6 s
cost competitivenes€hart 12 shows thatll Western Balkas countries have lower ULE
comparedvith the EU averageThis is important for expofriented companies in the region
because, as discussed in SecBobelow Western Balkasexporters typically specialise in
labourintensive industries.

Chart 12: Unit labour costs, 2014
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Source: Statistical offices from the respective countries, Eurostat.

Note: Unit labour cost is calculated as [(average gross wage*number of employed)/GDP]*100. In the
cases of Albania and Kosovo, average net wage is used due to lack of data on gross wage. One
should keep in mind the high discrepancy between ULC in gross and net wage terms i 12 on average
in other Western Balkans countries.

The advantage of low labour cess complementedy the relatively educated population.
The Global Competitiveness Repatiscussed earlieconfirms this pointasthe health and
primary education pillar is among timghestrankedout of all 12 dimensions measured in
the QCI. Basic statisticon education such diteracy ratesas well as educational attainment
and currentenrolment are favourable. A countries recat high adult literacy ratescoring
on average 98 per ceimt2011, with the exception of Kosovo where the rate is 94 per’¢ent
The educational attainment structufethoseolder than 25 shows that almost thoperters
of the population has at leaseécondary education (EU average8isper cent)> Current
enrolment rates primary and secondary schake comparable t&EU levelsin most of the
countries andall countries except Albania (Kosovo not inclujiédd alower shareof early

¥ UNESCO: Education database, 2015 and ETF, 20dno Process 20143outh Eastern Europe and Turkey
* UNESCO: Education database, 2015
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schooll6 leaverghan theEU average in 2013, with a decreasing trend over the last three
years

Although theshare ofpopulationwith secondary education is on average higinethe
Westen Balkansthan inthe EuropeanUnion, the qualitymight lagbehind as shown by
PISA exams'’ which test skills and knowledge of 4®arold studentsChart13 shows the
average scores ithe threetested areas: science, natnd readingln all three subjects,
average scores in the Western Balkans are below those inutbpenUnion or EU-11
countries whichmightimply alack of understandingf how to sole practical problems

Chart 13: PISA results
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Note: Results showare for 2012 except in the case of FYR Macedonia where, due to the lack of dates
for 2000are shown

The dare of thge with tertiary education is abdudlf that ofthe EU averageHowever, the
structure of those currently enrolled in tertiary education is similar to EU countries (see Chart
14). Nonethelessthe $are ofscience,technology,engineering andnaths (STEM) students

in tertiary educationan importanindicatorcaptuing human capital crucial for adopting and
creating technologiess a bit loweron average than in EU countriéill, this is not the case

in Serbig which has double the share of students in this category compattedhe other
Western Balkans countrieduepartly to the importance of Belgrade as a regional university
centre

18 Early school leavers are defined as a share @f4lgear olds with at most lower secondary education and not
in further education or training.
YPI SA stands PragrammeHotnter@dfidd & Stsdent Assessment
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Chart 14: Composition of tertiary education, 2014
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Note: Data for 2012 are shown, except in the cases of Albania and Bosnia and Herzegovina where
2013 data are shown. Germany, Luxembourg and Romania are not included among the benchmarks.

Improvingvocational educatioand trainingn line with private sector requirements is where
more work can be done. This chimes with filenel evidence from the BEEPS which points

to difficulties in hiring people with adequaskillses. However, on a more positive note,
Western Balkas countries have made an effort to meet international standards by
participating inthe Torino process and the South East European Centre for Entrepreneurial
Learning (£ECEL).As a result, countries in this region have adopted policy documents for
medium and longterm visions of their vocational education and training (VET) systems
with clear strategic objectives. They have also integrated entrepreneurship into VET curricula,
thereby recognising the importance of small and medits®denterprises in the region and

their connection to VET.
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3. Where will growth come from in the coming decade?

In the previous sections we have shown that competitiveness is improving in the Western
Balkans and that the region has a numbeatwhctive features to offer investors. But these
factors while necessaryarenot sufficient for future growth and convergence. In this section
we explore some of the potential growth drivers in the coming decade. We first examine the
structure of previos FDI to the region and we point to the growing importance of non
traditional source counes such as those in the Gulf at@hina. We then look at the
importance of trade and the removal of crbesder barriers, followed by the impetus that
can be expeaed from major transport and energy projects. Lastly highlightthe role of
innovation another underdeveloped ar#eat ha major potential and willikely become
increasingly prominent in the years to come.

Foreign direct investment

One of the most gible impacts of the global crisis in the Western Balkans has beshahe

drop in FDI to the region followed by a stagnating trend. While Serbia is the biggest recipient
of FDI in aggregate terms, Montenegro received the biggest share of foreign icapéaeah

of the last seven years in per capita terms. 3h#, region lags significantly behind the
EuropeanUnion in terms of FDI stock per capita received; average FDI stock per capita in
the Western Balkans igroundd 2 , &vil® in the EuropeanUnion it is arounda 1 4, 300 ,
more than five times highdsee Chart 8).*® Even compared with the EW1 average the
regi onds av e rcagteisesstbdn hafThe cakchugpetential is obvious.

Chart 15: FDI stock per capita (0), 2014
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Chart16 shows the main sources, by country, of the stock of FDI to the relgiaditionally,
the most important inves®have been theurozonecounties, includingAustria, followed
by the Netherlands, Greece afhdly. However, an examination of FDI into individual
countries of the regioreveals important differenceSreece holds 2fer centof FDI stock

BAut horsé calculations based on UNCTADGO6s I nternati ona
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in Albania, Austriais the top investor iBosnia and Herzegovirmd Serbia(21 and 17 per
cent respectively Turkeyis the biggest investor irKosovd® (10 per cent)the Netherlands
has 2 per centin FYR Macedonia,while Russiaholds 17 per centof the stockin
Montenegro

Intracregional FDI is limited, although Serbia is an important player in Bosnia and
Herzegovina (second biggest investor) and in Montenegro (sixth big§stenian and
Croatian investorsare relativelyactivein the region; the formesountryis among ¢p 15 FDI
sources in all of the Western Balkan countries, while Croatia has invested notable capital in
three countries of the regigBosnia and Herzegovina, FYR Macedonia and Serbia)

Chart 16: Biggest FDI stock owners in Western Balkans (per cent), 2014
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Western Balkas countries havea fairly diversified structureof FDI stock per activity ee
Chart 17).° The hghest shares are in transport, storage and communig@ibania and
Serbig, manufacturingas a part of industrgBosnia and Herzegovirend FYR Macedonia),
financial intermediation Serbia, Bosnia and Herzegovinand FYR Macedonia) and real
estate, renting and business activities (Koso®p)me countries, notably Adinia, have
attracted FDI into natural resourcéduch of the FDI in all countries has happened in the
context of privatisationsn sectors intendegrimarily for domestic consumptiorsuch as
financial services and telecommunicatioAs. this source hastgely dried upcountriesin

the region ardocusng more on attracting FDI in tradble sectorswhich contribute to
export capacityather thardomestic consumptioft

¥ The sources of FDI into Kosovo are somewhat unclear as more than 40 per cent of the stock is attributed to an
Aunspecifiedd source.

2 Activity is clas#fied as follows: Agriculture, forestry andishing; Industry fining and quarrying;
Manufacturing; Electricity, gas, steaamd air conditioning, water supply andsgosal); Construction; Trade,
transport, communications,ceommodationand food services (Wholesale and retail trade; Motor vehicles
repair; Transportstorage and ammunications; Accommodation and food services); Financial and insurance
activities; Real estate and busines$ivities; Other andunclassified (including Public adminiation, social

security, €ucation and health).

Z Tradeable sectors are manufacturing, agriculture, mining and quarrying, retail and hotels, dratiaire
construction, transport, communications, real estate and financial intermediation.
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Chart 17: FDI stocks per activity, 2014
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Source: National central banks.

Whatcan the region do tattract higher levelef FDI? One way is tmffer fiscal incentiveso
investors.In the Western Balkan$ése are usually part ofa broader package of investment
incentives of each countrywhich are usually administered through oagl investment
promotion agenciesCommon fiscal incentives include tax holidaywith either tax
exemptions or reductions under some conditions, concerning corporate income tax, VAT or
import/export duties, and tax losarry forward exemptions. All adhese countries have set

up economic zones, business parks, trade zonesthadsimilar conceptswhich offer tax
exemptions as one of the benefits, though not all of them are fully functional yet.

While incentives may have a role, the administrativeacdy to implement them credibly

and consistently is often weak. For that reason, the focus should be on creating a simple,
reliable investment frameworka this respecttiis important to note thatl Western Balkas
countries legallyobserve a levgblaying field betweeiforeign and domestic companidhat

is, no countrylimits foreign ownershipr requires government approvekcept in the sectors

of special government attention like weaponry (and $omes narcotics and media)
However,restrictins to foreign investments are mostly not as direct as the rules considering
ownership. TheHeritage Foundation/Wall Street Journialdex of Economic Freedom
summarises information on areas where countries formally limit foirigrstment$? On a
scaleof 0 to 10Q where the maximum value represents a perfectly free country, Western
Balkars countriesscore 67.5 on average, whilee EuropeanJnion scores 80.9Additionally,
problems often emerge not from the written laws but their implementation and eménice
which is much more difficult to measure

#The Index of Economic Freedom has been published by The Heritage Foundatibheawéll Street Journal

since 1995. It is composed of four pillars, each covering different areas: rule of law (property rights, freedom
from corruption), limited government (fiscdleedom, government spending), regulatory efficiency (business
freedom, labour freedom, monetary freedom) and open markets (trade freedom, investment freedom and
financial freedom). Investment freedom covers national treatment of foreign investment sswlepreng,

foreign investment code (in terms of regulations, bureaucracy and transparency), restrictions on land ownership,
sectoral investment restrictions, expropriation of investments without fair compensation, foreign exchange
controls and capital cdmls.
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The other way for the region to enhance FDI is to cast the net wider in terms of source
countries. In this respect, the growing importance of the Gulf countries and China is
encouraging. A glance at the FDIrfa014 only shows that the United Arab Emirates has
become an important investor in several countries of the region, while China was among the

top seven investor counipriods | en i Bieidtog r radeaelT lva
estate project in thee®bian capital is perhaps the most prominent example of thismew
i nterest. Meanwhi | e, Chi n a 0ssegionas @rowneapidlyn t i n

in recent years and can be expected to lead to further investments as ti®ilkeRoad
projed (mentioned abovepkes hold in the coming years.

Trade

All countriesin the Western Balkans reatishat sustainable growth must be built on an
improved export performance, rather than on cheap and plentiful supplies of foreign capital
and credit muchof which has gone into neexportoriented sector8But how realistic is it to
expect enhanced trade and export activity in the region in the coming years? In order to
answer this question it is important to understand that these countries currentigdsatian

one would expect when one takes into account size, level of development and geographical
location.

To illustratethis point, Chartl8 shows the level of trade openness, measured as the sum of
exports and imports divided by GDP, for each couatty the region as a whodgainstthe

EU-11 comparator. In broad terms, the degree of openness recamnanivhat after the dip

in 2009at the height of the crisigindit appeas to have stabilised at close to or below-pre
crisis levelsBut the regiorlags behind central European and Baltic comparators on openness,
perhaps unsurprisingly given that the latter region has been part outbpeBnUniond s
large internal market for over a decadée chart shows that th&estern Balkasaverage

trade openess isat 70per cenof the EU11 one Furthermore, as noted earlierSection 2

the impact ofnet trade flows on GDP growth rates has generally been negative, as these
countries have run persistent trade deficits. Reversing this trend is a key gbhaoointries

in the region.

Chart 18: Trade openness in 2014
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Why is trade below potential? One reason is that it is a legacy of the lpe#kY ugoslavia

and conflicts in the region in the 1990s, andreny years of neglect and undevestment

in infrastructure. But there are other related reasons associated with the product mix,
inadequate inclusion ithe EuropeanUnion and global value chains atide obstacles faced

by exporters

First, the average lsareof mandactured goods in total exports is much lower in the Western
Balkansthan in theEU-11 (55 per cent versus 71 per ceriiowever, thisvaries widely
across the countries (see Chart, ¥8m only 20 per cent in Montenegrim around80 per
centin FYR Macedoniathe latterdue tothe strongpro-FDI policies of thecountry in the
previousyears mostly intradeablesectos such as car componeht$his reflects the fact that

the region is not well integrated into the Europsapply chains, as crmed by arecent
study by the OECB® The results indicate thahe Western Balkans is integrated mostly into
the final stages of international supply chains in food, beverages and tobacco in addition to
textiles and clothing andmostly the intermediatestages of wood and cork, paper, printing
and publishing, other nemetallic mineral products and fabricated metal products, as well as
both first and intermediate stegyef basic metals.

Chart 19: Manufactured goods by the technology level, % of total exports of goods, 2014
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Not onlyis the role of manufactured goods averagesmaller in the Western Balkattgan in

the EU-11, but the manufactured goods exporéed also less sophisticat¢as shown in

Chart 19) Over 50 per cent of theregisn manuf act ured goods are <c
resource i ntseknislilv eaon dort eficlho w n tabout80 perecentin i n ¢
the EiropeanUnion. Howevey onl y 18 per c e nhighdkibhdntltechnt o t
intensive goodso i n ctohenEp-4al Anstlienway af se@ing the e r c
Western Balkasr e gi onds d e p eintehsive gopds & titnoK aathedreakdown

of revealed comparative advantage (RCA) by indust@srt20 shows that thisegion has
developed a relative export specialisation in industries that are {abbuliresourcentensive

and low skill and technology intensive?* In contrast, EU countries havie highest

I
0
I,.
€

% gee the OECD Trade in Intermediate Goods and International Supply Chains in CEFTA, 2013.

% Revealed Comparative Advantage for industry X in country Y is calculated as: (exports of industry X goods

from country Y/total world exports of good X)wWdi ded by (Country Y&s total expo
index higher than one indicates a specialisation, or comparative advantage, in that specific good/industry.
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revealedcomparative advantage in mediuklls and technologyntensive industries, and

are abovehe Western Balkans iterms ofhigh skill and technologyntensive industriesA

more detailed analysis by specific industries shows that the strong comparative advantages in
the region are in indiries such aeverages and tobacco, food, clothes andmnaterials

Chart 20: Revealed comparative advantage in industries grouped by technology levels, 2014
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Secondg exports in the Western Balkans typically face bigger obstacles to doing business than
those in comparator countries. To skomg t hi s,
Businesseport ee Qarts21 and 22 The main difference between this regandthe EU

11 lies in the cost to export, with costs in the Western Balkans countries more than double
that inthe EU11. Time to export is also longer although the differences are less pronounced.
Any improvement over time on these measures has been slow

Chart 21: Cost to export, 2015 Chart 22: Time to export, 2015
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Note: Kosovo is presented separately from other Western Balkans countries as it is a clear outlier on
these indicators.
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This analysis points towo areas where further progress is neddearder for trade to be a
major growth driver in the regioffrirst, more needs to be done to tackle-tasiif barriers to

trade. Efforts in this direction are ongoing within the CEFTA agreement, to which all
countries in the region are signatories, but visible results on the problemvarelsbe a
welcome signal to traders and investors. Second, the region should step up its integration into
European (and regional) suppiiiains.Western Balkascountriesnow have an opportunity

to find their place on the magpf global suppliers and redphe benefitsFor this to happen,
though,these countries nedd improvethe quality of products and efficiency of processes
(especially logistics and delivery methods), bisbabe ready for constant improvements to
stay in thevaluechain. These enhancements are often fostered by higher levels of technology
transfer and diffusion (in terms of adopting new technologies and enhancing skills in the
workforce) among participatingpmpanies. As a result, firms participating in the global value
chains tend to be more innovative that thesicted to more local activities

Transport infrastructure

Good quality infrastructure is an important wendition fora r e gompetitiveness and
economic developmentnfortunately, as anyone who travels around the Western Balkans
knows, the quality of transport infrastructure often leaves a lot to be desired. Years of neglect
and undeiinvestment have left even major road aadway networks in a poor state. The

point is illustrated by Cha@3whi ch shows each countryds scor
the WEF rankings on quality of infrastructure. The comparison with EU countries highlights

the extent of th challenge facinthe regionAn analysis of the sulmdices suggests that low

rankings are driven by the poguality of roads in Montenegrnd Serbiathe weaknesses of

railroads in FYR Macedonia and Albaniaadequate (river) ports infrastructure in Sedmnal

limited air transport irall countries but Serbia.

Chart 23: Quality of transport infrastructure, 2015
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Traditionally, the government has been the main source of spending toemsport
infrastructure Spending in this area hasvery visible impact on the ground (literallg3 it

®For further el ab dramsiticn Report2044e lenovatiorein TESBERMD 6 S
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facilitates mobility of people and good#\lso, indirect multiplier effectdrom spending on
infrastructuregend to be bigger than those of other fiscal stimulus meadthissis due tahe
labourintensiveness of these projects, meaning thath of the expenditure goes directly

back into the economy through wages, well asf i r ms 6 pr oduct ithati t y en
benefit from improvedransportinks. This is why increased infrastructure spending is also a
desirablepolicy option for governmentsearching for ways to boost overall GDP growth.
According tocurrentNational Economic Programmes, #lestern Balkas countries except

Kosovo plan to have higher public capital spending in the next two years in comparison to the
previous two yearsBut in order for the benefits to be realised, there are three important pre
conditions institutional capacity, regional oadination and appropriate form of funding.

First, the effectiveness of infrastructure spending depeml a count r yos i nsti
capacity to design, select, procure and implement infrastructure profethss respect, the
regi onods | onaticadpacity cauld bet an tmypdrtant barrier to progr€smrt 24
illustratesthis point by plotting Western Balkas countries andeU countries where the

EBRD invests,in terms of their EBRD ifmastructure transition scores andorld Bank
governance indidars, both being highly correlated witihhe degree of development of each
countryos ec o nmbenchad shows shabiarttriest canobe broadly dividedtan

three groupscentral European and Baltic countrieave high institutional capacity (having

high EBRD transition scores and higWorld Bank governance indicatorspoutheasern
EuropeanEU countries, including Romania, Bulgaria, Greece and Croh#ge medium
institutional capacity, and the Western Balkasountrieshave justlimited institutional
capacity.In this regard, the EopeanUniond s | n st r vAotessitnAssistanceliPAg
fundscan provide vital helpin addition thesefunds come with targeted technical assistance,
including the development ofin adequate legaind regulatory framework, strengthening the
capacity of regulatorgndadvancing procurement procedures in line with best international
practices Currently, the amount of money budgeted for this purpose, bilaterally, for the
period 201420 ano u n t s 76 tmilion doB the Western Balkarregion. However, at the
recent Western Balkans Vienna Summit the region has been promised a financial envelope up
t ol billion for key connectivity related investments over the 280 %period™®

% hitp://ec.europa.eu/enlargement/pdf/poliighlights/regional
cooperation/20150828 chairmans_caos@ns_western_balkans_summit.pdf
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Chart 24: Institutional capacity, 2014
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Second,to make full use of # assistance availablelose regional cooperation and
coordinationarerequired.The Western Balkasiregion has in recent years achieved notable
progressin this respect. The main platform for regional cooperation on thesport

connectivity agenda ihé South East Europeransport Observatory (SEETQhe regional

transport orgasation established in 2004 for the development of the Core Regional
Transport Network’’ The main aims of SEETO are to promote regional cooperation
regarding the extension of the TraBsropean Trnasport Network to the Western Balkans,
improve and harmoge regional transpogoliciesand technical standar@mdenhance local

capacity for t he

Initiative identifies physical and noiphysial barriers for selected corridors/routes from the

i mpl ementati on

of

nvestnmn

SEETO Comprehensive Network, and the development and analysis of plausible remedial

measures for reducing travel times and transport costs. From those measures, implementation
should be sought for thosetiithe highest codienefit ratio.

Third, financing for these projects must be found. Earlier we highlighted the severe fiscal
constraints facing the regioft. would thereforebeneft the region to explore private sector

participation in theprovision of new infrastructure.

Howeverso farthere have been no

successfupublic-private partnershipPPP3% in the road or railway sect®rSeveralprojects

have been attempted, most recently in Bosnia and Herzegovina, but efforts so far have been
unsuccessfulThe reason$or failure are complex, but in essence boil down toittability to
reconcile the limited risk appetite of private investors with the capacities of governments in
the region to make credible, lotgrm commitmentsi-or this reason, it will b@nportant in

the comingperiodto explore innovative ways in which donors and international financial
institutions could mitigate the risks to private sector investore way isperhaps through

some sort of

2T \www.seetoint.org
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without unduly burdening the budget or increasing the stock of governmen{ira=bting
contingent debt liabilities)

China is also playing a major role, and one that will only increase in the coming years, in
developing tansport infrastructure in the region. In the roads sedtw,Chineseare

finandng three major road projectsith a combineda mount of appr oimi mat el
Montenegro, Bosnia and Herzegovina aRdR Macedonia In railways, moderngation

across the region, suchtae 1 . 5 Ihigh-bpked milway between Belgrade and Budapest,

is part of theoverall Balkan Silk Roagblan discussed earlieThis would not only provide
infrastructure to transport Chinese manufactured goods to Euvapevould also improve

regional connectivity.

Energy sector

Similarly to transportthe energy sector in the Western Balkans bhaen plagued for many

years by undeinvestment, poor management and a-oommercial approach to operations.

The combinedipct ure from WEF r anki ngstraasiiahscordse EBRI
paint a similar picture to those from transport, pointing to a significant gap with respect to
central European countries.

The ownership of the electricity system is almost entinelgtate hands in all countriéBut

numerous initiatives and projects are under way or in preparation that, taken together, have

t he capacity t o t ransf orand fastareecomomig igrowthd s en
Modernisation of the existing energy infrastiwre andthe building of new energy facilities,

along with anincreased inclusion of renewable energy sources (R&Sprivate sector
involvement increasesyill help overcome the severe obstacles faced by businesses in the
region and will make the regidar more attractive to investors.

Chart25 summarises the current situaticgardingelectricity supply.At present, e region

hasa net maximum electrical capacitgf about 17000 MW, almost evenly divided between
hydropower and thermpower plantscoatfired and ga&il-fired). Power production from
renewables, other than certain types of hydropower plants, is negligible. Serbia has the largest
production capacityabout7,000 MW), with almost twethirds of its installed capacity being
based onc-f i red power pl ant s. Bos ni secoadnlaigesHer z e g
electricity producer, wittaninstalled capacity of about@00 MW, equally divided between

hydro and coatun power plants. Bosniand Herzegovinas at the same time the largest
electricity exporter in the region, with substantial electricgsources still unexploit

Albania and FYR Macedoniachhavea production capacity of about@G0MW. However,

while Albania getsts power almost entirely from hydrdhe production nx in FYR
Macedoniais more diverse, including hydropower plants as well as-moabnd gas/oifun
thermaepower plants. Kosov@with aninstalled capacity ofround1,200 MW) gets almost

100 per cent of its production from coal power plants, while Mogten@hich has around

900 MW) relies on coal foalmost onethird of power supplieswith the rest comindgrom

hydro resource®’

The potential for increasing power production capaaitg energy efficienciies in three
directions. First, severaignificant energy projects atmder construction dn the pipeline.

ZAlbania, FYR Macedonia and Kosovo are electricity importers, Montenegro and Serbia have a relatively even
electricity balance, while Bosnia and Herzegovina is the only power exporter in the region.

# The region has low annual capacity utilisation of thedpction capacities, ranging from 30 per cent in
Albania and FYR Macedonia to 50 per cent in Serbia.

30



The construction ofa high-voltage underwater electrical cable connagt Italy and
Montenegrowill open up ther e g i mankéts for exporting electricityfostering further
investmentdn the sectarThi s 07 75 miled by heltalianptrarsinigsion system
operator Ternaand the Montenegrin electricity compangnd supported by the EBRI»
expected to beperational by 2017.

Chart 25: Net maximum electrical capacity of Chart 26: Structure of gross electricity
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Secong major improvements can be expected in the coming yieaenergy efficiency.
Losses in distribution account for at least 10 per cent of gross electricity consumption in all
Western Balkas countries but the problem is especially dramatic in Albania and Kosovo,
where the losses in distributigmostly due to théfand mismanagemerdgcount foraround

30 per cent of gross electricity consumpt{gee Chart 26 Losses in transmission aadso
significant, though they alewer thanlosses in distribution. They are highest in Montenegro
and Serbia and account for32per cent. Getting electricity is regarded as a key obstacle by
businesses in Albania and Kosofoutages are frequerdnd the region ranks poorly on this
indicatorinheWo r | d Baing Budireesglobal rankings.

Third, regional cooperation in the energy market is yielding tangible benefits. Until recently,
fragmented markets and uncompetitive practioexe impeding progressHowever,
countries in the region ar@creasingly coordinatingommon energy needmd tere has
been substantial legislative harmonisation in recent ya#nghe Energy Communitigaving

the central rolen promoting sectoral reform and integration into the EU internal energy
market. In addition, he efficiency of the regional electricity market has recently been
enhancedvith the creation of the regionaCoordinated Aiction Ofiice in Montenegrqgsee

Box 5, p42. The ckevelopment ofa full regional market will be supported by strengthening
inter-country linkages establishing power exchanges and a regional balancing market.
Following the Vienna Summit in August 2016etWestern Balkacountries have agreed to

a list of four investment projectincluding power interconnectors and reinforcententhe
regionds power torba preposedsfas inausion snythe 1PA midbuntry
progranme

In addition toimproving power supplies, the Western Balkargion is increasingly being
viewed as a potential transit region of gas supplieseddtinopeanUnion, with implications
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for developing gas infrastructure in the regi®he key project is th&ransAdriatic Pipeline
(TAP) project whichis designed toring in around 1illion cubic metregbcm) of natural
gas from Azerbaijan via the TraAnatolian Natural Gas (TANAP) pipeline throu@reece
and Albania, and across the Adriatic Sea to Italy. The TANAP/TAP pipgatioeld also be
upgraded to almost doubléhe capacity with compressor stations. In addition, the
construction of the proposésl bcm lonian Adriatic Pipeline (IAP) from Albania through
Monteregro and Bosnia and HerzegovittaCroatia would have the capacity to add further
supply to markets throughout central and seadbtern Europe. The plan is to link the
pipeline toa liquefied naturalgas CNG) terminal (vith a possible capacity of 1&m) on the
island of Krk in the Northern Adriati@ project that has been seen by thedpeanJnion as
apriority with respect to energy security

Lastly, the region hasignificantpotentialin offshore resourcesvhich could come into play

in the longer termMontenegro opened its first offshore bidding round in 2013 with three
international oil and gas consortia replying to a tendivate companies, including
Petromanas Energgnd Royal Dutch Shell are currently also exploring oil and gas
productiononshorein Albania while three other companies (San Leon Energy, Emanuelle
Adriatic Energy Ltd and Orion Energy) are exploroféshore.

Innovation

Are companies in the Western IBans countries innovative? At firstight it would appear
that theregion lags behind in this respect too T h e WE F dnsthe &GRgiveg aan s
average rankindor the five included Western Balkaoountriesof 95 out of 144 countries,
with particularly low scores on company spending o&Rand the availability of scientists
and engineerverall pending on RD in the region is close to negligibl€hart27 shows
that, in per capita termi,is just onefifth of that inthe EU11, and way below ElUevels

Chart 27: Spending on R&D in per capita terms, in euros, 2013
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Note: Data for Albania are from 2008, and for Ireland from 2012; Kosovo is not included.

In broader termshowever,innovation is about much more than just spending &b RIt

also involves adopting and adapting to existing products and processes and introducing
orgarisational and managerial changd% As a matter of fact, ost productivity
improvements come from adopgintechnology that has been developed elsewhere with,

¥see t heTrangtiRrDREPOLt2014: Innovation in Transition
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occasionally, some adjustments to the local markes not realistic to expect Western
Balkars countries to be world leaders in terms of new inventions, but the potential lies in
companies moving cles to the technological frontiéry learning from others

In this respect, evidence from the BEEPS paints a more encouraging picture of innovation in
this region Charts28 and29 show the percentage of firnisby regioni thatareengaged in

either produtfprocess innovationGhart 28 or organisational/marketing innovatio@hart

29) in the three years prior to the survey (rougk01013). By this measure, the region
performs well relative to others: arou8 per centof firms areengaged in either prodt,
processor both product and processnovation, and®9 per cent in organisationaharketing

or bothorganisational and marketimgnovation.

Chart 28: Percentage of firms engaging in Chart 29: Percentage of firms engaging in
product and process innovation organisational and marketing innovation
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Note: Data represent weighted cross-country averages. EEC stands for eastern Europe and the
Caucasus.

How caninnovation be fostered further? The BEEPS contains further insights into the
obstacles faced by innovating firms. An analysis of the results shows that innovators face two
key difficulties in growing their business: obtaining access to finamxe hiring &illed
workers®! Neither problem is easy to solve, but there are steps governments in the region can
take to alleviate the problem. When it comes to access to finance, one way to address this
problem is to establish a dedicated fund for innovation so ghamhising firms can be
targeted and supported. In this regard, the experience of the Serbian Innovation Fund could
serve as an instructive example for other countries in the regperB0x6, p43.

Regarding the lack of available skills, all countries éhavstrong diaspora of often highly
skilled individuals, some of whom could perhaps be persuaded to bring their skills home and
apply them in their home countrieBor example, ina recentsurvey ofthe Bosnia and
Herzegovinadiaspora,conducted by thénternational Organisation for Migration (IOM) in
December 2016o January 201* 51 per cenbf the responents said theyereinterested in
returring to Bosnia and Herzegovirgther temporarily or permanently and onlpé&r cenof

the respondents weret interested in ever returnifgThe sme surveyevealedthat most

31 Seethe EBRDO Fransition Repor2014: Innovation in Transition.

32 abour Market ad Skills in the Western Balkaiiss ee Par t 3, Chapter 9 fARevers
Draind: Opportunities and -L(SB @dnferenoepe skibs,andphe elpa martket f or
in the Western Balkans, 2012. Accessedvatw.fren.org.rs/sites/default/files/Labour%20Market.pdf

%3 However, one should be careful when interpreting the results as the survey was available online to people in

the diaspora originatingdm Bosnia and Herzegovina and returnees, and filling it in was voluntary. Therefore,

there is a possibility of selection bias where respondents that are more likely to want to return to Bosnia and
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of those who intend to returimave work experience (mdbgtbetween one and fivgears)
typically in management, IT, research, financial services and science and pharmaceuticals.
Additionally, a large number stated their interest in starting a businessprityta small
number did safter returning. Thisuggests thatnprovingthe business environmemiould

carry significant innovationpotential as returnees couldpply the skills andknowledge
acquired outside of theountryin Bosnia and Herzegovina, and likewise for other Western
Balkars countries

Herzegovina are the ones that answered the survey iirgheléce, so in reality a lower share of emigrants is
likely to return.
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4. Conclusioni what are the longterm challenges and risks?

This paper haprovided a number of reasons wtine Western Balkans should be seen as a
region ofinvestment opportunities argtowth potential In this concluding section we look
briefly at some of the lonterm challenges facing the region.

In our view there are four mamreas that require lofigrmvision and commitment to head
off the risks

1 reform fatigue

1 financial sector fragility

1 inclusion and demographic trends
1 climate change.

However, recent years have seen an increased willingness to cooperate at a regional level, as
all countriesrecognise t is i n everyoneds interests. Pro
there is every reason to expect the Western Balkegion to return to robust, sustainable

growth and continue to converge towards EWels of competitivenesand standards of

living.

Reform fatigue

The past seven years have been difficult for reformers in the rdgistit is always harder

to reform when economies are in rTensgiansi on C
Reporthas been observing for years the slowdammneform agendaacross most transition

countries, including those in the Western Balkans, and the instances of reform reversals in
selected cases. In2013he report asked whether the trans
and concluded that this adjeve indeed characterised many countriamguably including

those in the Western Balkar®econdas reforms are painful initiallypopular support for the

market economyas declinedn the aftermath of the crisi$he second round of the EBRD

World Bark Life in Transition Surveycarried out in lat2010 when memories of the global

financial crisis were fresh, showed that people in the Western Balkans were generally
sceptical of markets and democracy and had little faith in most public institutions.

In the face of these difficulties, mogbliticians in this region can be commended for
maintaining a broad commitment to reforms, even if implementation in recent years has been
patchy. What is unique to this region relative to other emerging markéis Bl anchoi

the promise that, eventually, all countries will be part of the EU dhiven though he
strength of te EUanchor has been diminished by both the internal problems outiopé&an

Union and the fact that full membership for Western Batkewuntries is clearly a long way

off, EU approximation is advancing and still represents the best hope for institutional reform.

Financial sector fragility

One of the principal achievements of Western Balkaountries throughout the crisis has
been the avidance of a banking crisis or the collapse of any systemic bank. Few would have
predicted that, especially in la008 when several countries in the region experienced
significant deposit outflows from their banking systems. But firm and prompt action by
domestic central banks and regulators, combined with strong support from IFls and a
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commitment by foreign parent banks to maintain their exposure to subsidiaries in the region,
meant that the system as a whole stayed stable

These events have illustratddle importance of foreign banks as a stabilising force
throughout the region. As Ch&® shows, foreign ownership of banking systems ranges from
about twethirds in FYR Macedonia to nearly 90 per cent in Kosovo. Italian and Austrian
banks have the mosbuhinant presencel8 per cent of the total banking assets in the region,
each They are followed by Greek bankK&l per cent) which are systemic in FYR
Macedonia(23 per cent)Albania(17 per centand Serbig13 per cent)French, Slovenian

and German énks account for 7, 6 and 4 per cent of overall assets, respechiosbgver

the importance ofFrenchbanks is greater in Montenegro (12 per cent) and Serbia (10 per
cent); importance of th&lovenian banks is much greater in Kosovo (17 per c&MR
Macedonia (16 per cent) and Montenegro (16 per cent), while the German Procredit Bank is
the largest bank in Kosovo (30 per centiwrkish and Russian banks are the largest non
Eurozonebanks,havingregional market shasef 6 and2 per centespectivelywith Turkish

banks being systemic in Albania and Kosovo, and Russian Sberbank in Bosnia and
Herzegovina.

However, the2011 eurozone crisisand the followingcrossborder risk aversiotriggered a
renewed wave of deleveraging from the regiém. March 2012, in response to this
deteriorating international credit environment, the Vienna Il initiative was launched. While
the initiativehelped, the withdrawalfdunds from the region couldavenot beenprevened

In the threeyears since the crisithrough 2014the Western Balkangst US$ 7.2 billion in
external bank funds, around8 per cent of Chah3). Noreetheleasthi6 s G
loss was smaller in comparison tiee EU-11, where it amounted t&8 per cent of the
regionbs GDP.

Chart 30: Ownership of banking assets per Chart 31: External positions of BIS-reporting
country, per cent (out of 100) banks, US$ million
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Source: Bankscope (end of 2014). Source: BIS Locational Banking Statistics.

The main negative legacy of the crigésthe high share ofam-performing loans (NPLS)
which on average account for abd@ per cent ofotal loans Only in Kosovo is thelsare
below 10 per cent, while it excee@® per cent in Albania, Montenegro and Serlba.
general, provisioning level®r NPLs are quite good andost banks, and regulators, have
adopted a rathdaissezfaire attitude to NPL resolution, hoping that, as the economy picks up,
the problem will gradually dissipate over time. But this attitude may be chargingw

% For an analysis of the beneficial impact of the Vienna Initiative, BeeHaas, R., Y. Korniyenko, A.
Pi vovarsky, and T. Tsankova (2015) , a lmiflaaveniand @risis h e
Tr an s miJeumal of Ridancial Intermediatiqr24 (3), 325355.
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urgencyhas been given to NPL resolutiomthin the Vienna Initiative framework, and
Western Balkas countries are now coming forward with detailed action plans, within a
coordinated regional framework, to tackle the problem.

A further positive development on cedsorder coordination was the signing in October 2015

of amemorandum of understanding between the European Banking Aut{iBiy) and the
supervisory authorities of the banking systems in five of the six Western Bal@&antries
(excluding Kosovo). Thison-binding agreement establishes a framework of cooperation and
information exchange to strengthen banking regulation and supervision of banks operating in
the EiropeanUnion and in theregion The Western Balkancountries have committed to
provide theEBA with regularupdates omlevelopments in their banking systeamlto bring

their own regulatory and supervisory standards and institutional arrangeméints with

those in the EropearJnion.

Inclusion and demographic trends

The Western Balkaregion has a number of worrying demographic and employment trends
that , if not addressed, wermh growth poteatialehbry32 hi nd e |
showsthe population structure in the WesternlBans countries and EU EBRDountries It

highlights the share of people in the labour foraeho are either (i) employed (ii)
unemployed (iii) those who are economically inactivajch asstudents or pensioners, and

(iv) childrenaged 14 or younger.

The share of employedmong the population of wking agein the Western Balkan
countries is low, ranging fronust 27 per cent in Bosniand Herzegovinéao 37 per cent in
Albania. High unemployment is a common probleaspecially longerm unemployment
(more than one year) as many of these becomeuwtsged andirop out of the labour force
indefinitely. On average, every0th person is unemployed, out of which at least three
guarters more than one yedvhat is even more worrisome iargje youthunemployment
exceeding 40 per cent in every country of tiegion.In parallel, some of these countries
experience a high level of inactivity with a third of young peafiet in employment,
education, or trainimy(NEET). Paradoxically, high unemployment rates often coexist with a
widespread shortage of skileworkers for available entigvel jobs, suggesting a skills
mismatch

Chart 32: Population structure, per cent of total population in 2013
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The eonomically inactive share of populati¢hat is aged 15 and oldermostly consist®f
pensioners and people in school (either secondary school or university). The primary reason
people are economically inactive is retiremditte pppulation of age 65 arlder account$or
about10 per cent in Albanidao nearly1l5 per cent of the total population in Bosnia and
Herzegovina. Although this is a good proxy for the share of population that is retired, there
are also people who retire before the age of 65, thisdnumber is quite high in some
countries, for example, war veterans inoBnia and Herzegovinaor the ones who,
discouraged byrevailinglabour market conditions and enabled by loopholes in the system,
entered early retirement as beneficiaries of dlisalpension schemes. The secebidgest
reason people daot work is schoolThe $are of the working youth (&gel5to 24) is very

low in the countries othe region, ranging from 29 per cent in Serbia to 36 per cent in
Albania. This might be an indicator of high secondary school attendance as well as university
enrolment among the youth in these countries. Members of this group will eventually enter
the labourforce,and will help to booseconomic activityn the near future.

The remaining category is children under the age of 15. They represent a source of future
growth, as they will ultimately enter the labour force. The share of children as a per cent of
thetotal population ranges from 16 per cent in Serbia and Basmidderzegovingo 21 per

cent in Albania. What is strikindgnowever isthe decline in the share of children over the past

25 years while the share of inactive population went up. This iscdavious indicator of an
ageing population.

Unemployment, inclusion and ageing remain major issues across the countries. Therefore,
understandinghe demographics of the regias necessary for creating optimal social policies
including reforms regarding@bour marketand pension systesn

Climate change

Countries in the Western Balkans are vulnerable to the negative consequences of global
warming and climate changeell beyond their contribution to these trends. A number of
recent authoritative studiesve shown that, along with the Mediterranean region, countries

in southeastern Europ€SEE) including the Western Balkans, drikely to be the most
vulnerable inEurope® The SEE region idbecomingwarmer ang with the exception of
Serbia,is receivingless precipitationThe incidence of extreme weather events and climate
related hazards has increased noticeably during the past two decades. The expectations are
that such trends will continue and accelerate in the coming decades. Natural ecosystems,
individuals and economic growth will be affected Hyesechanges. As an example,
agricultural produce will be severely affected dur@ernatingepisodes of drought and
flooding, andadapted crops may be required over the long thrento less water availdiby.

Energy demands expected tdlatten throughout the year as cooling needs increase in
summer and heating needs decrease in winter. The recurrent floods that 3f€Eted

recent years had a very high economic cost in terms of damaged infrastamdunousing,

and more generally the disruptiondconomic activity across all sectors.

The problers of climate changeequire a cooperative and coordinated approach. The recent
agreement emerging from the United Nations Climate Change Conferencesr{tRarse
called COP 21) is a dramatic example of how willingnessountries to reach mutually
beneficial outcomes can be harnessed towards concrete actions.

% See, for exampleClimate Change Adaptation in South Eastern Europe: A Background R&pEP and
ENVSEC, 2011.
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Box 1

Al bapanap aiaggani nls ¢

i nf or mal secto

The problem of informality is long-standing in

the Western Balkars economies. In Septembel
2015 the Albanian government initiated a
high-profile campaign to tackle informality.

The programme is at an early stage but ha:
already yielded some results.

Informal activities are pervasive iAlbania and
other Western Balkancountries, holding bacl
the development of legitimate business
depressing tax revenues and hindering lak
protection. Inthe fifth round of theeBRD-World
Bank Business Environment and Enterpri
Performance Surve{BEEPS V) more than 4(
per cent of the firms surveyed in Albania repor
competing against firms in the informal sect
The problem is particularly acute in it
agricultural sector, where obtaininglue addec
tax (VAT) receipts has been very difficulthis
leads to tax revenue losses and undersuppl
public goods.

The informal sector is an important contributor
employment in Albania. For instance, accord
to the International Labour Organization, 3ér
cent of the total workforce in the constructic
sector is employed informally. These worke
typically suffer from a lack of labour protection.

On 1 September 2015 tlgovernment of Albanie
launched a comprehensive campaign age
informality. The main purpse of the campaign i
to promok formal activity in order to increas
payment of taxes and formal employment. Tes
of trained fawar enes
inspectors, have been visiting businesses in
country to help bring them into the form
eonomy. The tax office has beenshowing
businessefiow to avoid incorrect reporting an
implementation olegislation. The initiative wa:
perhaps triggered by fiscal underperformance
the past year, and it will primarily aito tackle
tax evasion.

The canpaign is based on three pillal
communication, legislation and location.

Communication activities are aimed at deliver
a clear message to the general public on pos
aspects of formality, making sure that the pul
understands the social lossessociated with
informality and encouraging them to take
active part in the fight against it.

The second pillar of the campaign is legislati
aimed at amending the law in order to put
place appropriate incentives, including hars
penalties on bsinesses breaking the law by R(
declaration of turnover, registered employe
VAT couponsand so onNew legislation in this
area was stopped by the Constitutional Cour
December 2015 pending a final decision on
new proceduresThe government alsplans to
reform thepublic administratiori a key factoiin
the campaignds succes

Under the third pillar, namely location, tk
authorities will identify the regions, sectors g
businesses at high risk from informality a
create a common task force, including tax i
customs authorities as well as the economic ci
police and laboumispectoratethatis able to fight
informality effectively. The tax directorate is
implementing a new IT system that will class
businesses according to their risk profile, wh
would decrease the number of unneces
inspections and reduce costs forwthh tax
administrationandbusinesses.

The results of the first two months ohet
informality campaign include a rise in the
number of registered businessésiore than
27,000 in September and October 2@ldne);an
increase of the registered workforamafe than
70,000 employees during September
October) and increased declared turnover fr
businesses. However, to maintain momentum
important that the government formulates a cl
written plan for the medium term. This plan is
preparation and is expected to be publishe(
early 2016.
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Box 2

Bosnia and Herzegovinareform agenda

In July 2015, after lengthy discussions
governments at state and entity levels ir
Bosnia and Herzegovina adopted a nhev
reform agenda. This agenda includes si
priority areas: public finances, taxes and tax
sustainablity; business climate and
competitiveness; labour market; social
protection and pensions; the rule of law and
good governance; and public authorities. The
agenda is aligned with the Eropean Uniono
new emphasis on economic governance
Bosnia and Herzegovina and other Western
Balkans countries.

The adoption of a new reform agenda in Bos
and Herzegovin& an important step forward fc
the country and has helped to [uback oo its
EU approximation path. Encouraged by t
progress, in April 2015 te Council of the
European Union decided to unfreeze
Stabilisation and Association Agreement (SA
with Bosnia and Herzegovinaigned in 2008 bu
not adopted because of the lack of progres:
reforms. The SAA entered into force ob June
2015.

Implementation of theeform agendahas begun
Reforms can be broadly grouped into three ar
sociceconomic; the rule of law and the fig
against corruption; and critical for the succes
of the entire projecti the strengthening o
administrative capacity.More specific action

plans have beenedeloped by the state and ent
governments, and some significant legislat
reforms (notably, new labour laws) have be
adopted in both entities. Implementatioraifint
process, with local institutions working close
with the EiropeanUnion and sugporting IFIs. A

broad set oBubject areas as set out in the tabl
and undertakingsthat will be prepared an
implemented during 2016 individually with eax
institution. The reform agenda includes si

subject areas, with a lead internatiol
organisation (or two) for each area.
In the area of business climate and

competitiveness, where the EBRD and
International Finance Corporatiol-C) are the

Table 1: The reform agendad
areas and lead institutions
Subject Lead
area institution
1 Public finance, taxation IMF and
and fiscal sustainability World Bank
2 Business climate and EBRD and
competitiveness IFC
3 The labour market IMF and
World Bank
4 Social welfare and World Bank
pension reform
5 Rule of law and good European
governance Union
6 Public administration European
reform Union

~and Herzegovina

lead IFIsto assist the governmentthe actiong
agreed include(i) for the Federation of Bosn
(FBIH) a restructuring
programme for mines and railways, a
privatisation of companies with a minority shg
held by the FBIHgovernment;and (ii) for the
Republika Srpska (RS)a programme fo
restructuring lossnaking public enterprises, ar
a privatisation ath restructuring programme fg
RS Railways.

What can we expect in 20167 According to

latest EC Progress Report, Boshia §
Herzegovina is fina publice
administration reform, in  developing

functioning market economy, approximation w,
European standards in general and in the af
to cope with competitive pressures and ma
forces within the Union in particular. Howeve
Bosnia and Hermmvina may be allowed t(
formally apply for EU membership in early 20
T a reward fobeginning to implemerthereform
agenda. The official European Council
formulation ofthe mainconditions forinviting an
application for membershigrom Bosnia and
Herzegovinais the achievement di me a n i
progresso in the i mp
recently adoptedeformagenda.
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Box 3

Kosovo: Stabilisation and Association Agreement

On 27 October 2015 the European Union anc
Kosovo signed aStabilisation and Association
Agreement (SAA), two years after the start of

negotiations. As the first contractual
relationship between the two sides, the
agreement i s a mi | e:

approximation. It serves as a framework for
cooperation and pmlitical dialogue between
Kosovo and the Eiropean Union, formalising
t he countryods prefe
markets in exchange for commitments on
required reforms.

The HiropeanUnion has been active in Kosov
since 1999, following the end of the confli
between NATO forces and the then Fede
Republic of Yugoslavia. ThelEopeariJnion has
hel ped Kosovo with n
financial assistance, which makes it by far
sinde biggest donor. In addition, Kosovo ho:
the largest community of EU civil servan
outside of Brussels through the European Ur
Rule of Law Mission in Kosovo (EULEX)as
well as the European Union Spec
Representative (EUSR).

Kosovo was formally gv en a r
perspectived in 2003

Association Process (SAP), the EU poli
framework designed to prepare all West
Balkans countries for potential membership. 1
European Commission launched a feasibi
study for an SA in March 2012. The repot
recommendedhat negotiationsstart as soon a
Kosovo made progress in the areas of rule of |
public administration, protection of minoritie
and trade. Foll owi ng
the necessary steps, and an agreemetween
Kosovo and Serbia under which both commit
not to block or encourage others to block

other side in the EU integration process, S.
negotiations started in October 2013.

Kosovo has continued to address the prioritieg
out in the Progress Rerts and the feasibility
study for SAA, with most progress done in t
area on Elfacilitated dialogue with Serbia ar
requirements for visa liberalisation, whi
continues to be one of the key priorities. Al
further arrangements for financial assisemave
been carried out and the Financing Agreemen
the Instrument for Pre&accession Assistance (IP/
Il was signed in April 2015. Kosovo has be

allocated up t o a6 4
EuropeanUniond s new | P A20,lwith
a479. 3 maadylsignednoff farl 212 project

This assistance will support reforms
preparation for EU membership, so@oonomic
and regional development, social policies &
rural development.

After a political stalemate following election
which caused a slightdelay, the Europea
Commission adopted tH&AA in April 2015 and
it was signed on 27 October 2015. Tdyeeement
maps out a framework for political and econor|
dialogue and cooperation iseveralareas ang
sectorsin which thecountryis obliged to mee
European standards. Tlagreement is likely tq
enter into force in 2016lt was ratified by the
European Parliament in January 2016 and all
now remains is final approval by theuropean
Council

Not only are things looking positive rfothe
countrypolitically in terms of a European futyr
but investors can also take comfort in the fact

Kosovo now has contractual obligations to adH
to certain standards in terms of regulations

thebusiness environment.
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Box 4

FYR Macedonia: reforming the businessenvironment

Doing business inFYR Macedoniahas become
a great deal easier over the last nine years: i
t he Worl d BainyBusisess2ibh, 7
the country wasranked 96éth in the world; in

2016 it was placed 1th. This improvement
reflects a concerted effort by successiv
governments to tackle obstacles to doin
business. These efforts have helped to improv
the countryds i mage
in attracting foreign direct investment (FDI).

During the past decade, FYR Macedonia t
implemented a comprehensive package of pc
reforms and capaciiuilding in the areas o
business environment, institutional strengtheni
land and real estate registration @hejudiciary.

The Business Environment Refm and
Institutional Strengthening (BERIS) programr
addressed many of the priority areas identifiec
the European Partnership (EP) and sig
between the European Commission and

government in 2004. BERIS was designed
implemented in 20080 as doanof 4 6 . 4 r
(after revision from the International Bank fo
Reconstruction and Development

There were five main components of the refc
programme. First, it focused on developing
government 6s capacit

businesdriendly regulatory regimes in tw
phases{i) launching aregulatoryguillotine and
(i) setting the basis for aegulatory impact
analysis system. Theegulatory guillotine is a
way of reviewing, streamlingy eliminating and
updating laws and procedures by avoiding hi
administrative, legal and political costs, as

unjustified procedures are eliminated in a sin
decision. It is usually used as a quick &
efficient way of making procedures mo
busines friendly. The regulatory impact
assessment is an element of evidebased
policy-making as iusesa systematic approad¢b
critically assess existing and new regulations.
the end of the reform programmeggulatory
impactassessments were carried out for over !
new laws, and the regulatory guillotine
streamlined 564 laws and gws.

Second, the programme led to improvement:
the national Metrology, Standard, Testing and

Quality (MSTQ) System, making it consiste
with EU regulations in order to help compan
compete inboth domestic and foreign marke
After a series of reforms, one of the consequel
was an increase in the number of stand:
harmonsed with the EropeanUnion from 18 in
2005 to 3477 in 2010.

Third, a competition policy regime was
introduced to strengthen capacity to implemel
competition policycompliant with EU standardj
This subsequently grew into an Industrial a
Enterprise Policy and Competitiveness Supp
mostly helping to increase FYRlac e d o
compliance with Chapter 20 (Enterprise &
I ndustri al Pol i c yagquis
communautaire

Fourth, anaccess toinformation component g
the programme was designed to, among o
things, address poor access to information
implementing a credit information registryhis
wouldest abl i sttpshopgi@néo
registration and connect with the Employm¢
Agency and health and pension insurance fu
This had the most visible impact on businesse
it not only drastgally shortened busineg
registration time but also allowed existi
businesses to deal with employmeated issue
electronically.

Lastly, a project coordination support scheme
was set up to ensuthat activities wergropety
implemened, coordinaédand monitoed

FYR Macedoniahas continued to improve th
business environment. Starting a business
made easier by further improving the estep
shop and simplifying the requirements 4§
procedures, making online registration free
charge and caed out by certified agents. At th
same time, FYR Macedonia lowered aaxXor
businesses, worked omnaking credit more
accessibledeveloped more efficient framewor
for resolving insolvency and protecting minor
investors, streamlined dealing with rsigiring
property and construction permits by decreag
the time and cost needed, and digitised the
estate cadastre.
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