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1 Introduction

e Western Balkans is a geopolitical term coined by the governing bodies of the European
Union in the early 2000s and referring to those countries in south-eastern Europe that were
not EU members or candidates at the time but could aspire to join the bloc. Originally, the
Western Balkan region consisted of seven countries — Albania, Bosnia and Herzegovina, Croa-
tia, Kosovo, Macedonia!, Montenegro and Serbia - but Croatia has since joined the EU.

In the 1990s, the region su ered from severe con icts that had negative political and eco-
nomic consequences that continue to be felt. In the early and mid-2000s, the prospect of EU
accession and the global boom facilitated rapid economic recovery and boosted economic
and institutional reforms in the region. However, the global nancial crisis of 2007-09 and
the subsequent European nancial crisis of 2010-13 (that a ected in particular the southern

ank of the EU) slowed down the pace of economic growth in the region, and ampli ed high
unemployment, especially among young people. In addition, various unresolved legacies
from past con icts slowed the pace of reform and progress towards EU accession in Western
Balkan counties, and intensi ed nationalist sentiments across the region.

Given its geographical location, the region is important to the EU in terms of security,
stability, trade and transit routes.  erefore, the Western Balkan countries’ economic and
political prospects, and their future within a European framework, should remain one of the
top priorities for the EU.

is Policy Contribution concentrates on economic and social development in the region,
and the economic and institutional aspects of EU accession (sections 3-6)2. Naturally, we also
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Geographically, Western Balkan countries form a land bridge and the shortest transit route
between the south-east ank of the EU (Greece, Bulgaria and Romania) and its central Euro-
pean ‘core’ (Hungary, Croatia, Slovenia and Austria). e importance of this transit area was
demonstrated during the 2015-16 refugee crisis. Close cooperation between the Western Balkan
governments and the EU played a major role in closing the Balkan route to refugee ows.

Because of its geographical location, and long and complicated land borders with its West-
ern Balkan neighbours, Croatia could be the major bene ciary of further enlargement. e only
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Figure 1: GDP per capita in current international $, PPP adjusted, Germany = 100%,
2000-16

Source: World Economic Outlook database, October 2017. Note: IMF staff estimates for Kosovo (the entire period), Albania (2012-16) and Montenegro (2016)

Figure 2: Real GDP growth, annual percent change, 2000-16

Source: World Economic Outlook database, October 2017.

e income convergence process was particularly strong between 2000 and 2009, on the
back of rapid economic growth in the region (Figure 2) and the global economic boom. e gap
in income per-capita levels in purchasing power parity (PPP) between Serbia and Germany
narrowed by 10.5 percentage points, between Albania and Germany by 9.1 percentage points
and between Montenegro and Germany by 7.7 percentage points. Other countries converged
at a slower pace — Bosnia and Herzegovina by 5.6 percentage points, Macedonia by 4.7 percent-
age points and Kosovo by only 2.2 percentage points. After 2010, convergence slowed as result
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Overall, between 2000 and 2016 Albania saw the biggest progress in income per capita con-
vergence (by 10.5 percentage points) followed by Serbia (9.6 percentage points), Montenegro (8.3
percentage points), Macedonia (6.2 percentage points), Bosnia and Herzegovina (5.3 percentage
points) and Kosovo (3.4 percentage points). e political and geopolitical factors discussed in
section 2 have had at least partial impacts on the observed di erences in the pace of convergence.

3.2 Social challenges

Despite progress in income convergence, the Western Balkan region continues to face social
risks associated with poverty, income inequality, unemployment — especially among young
people —and other forms of social exclusion.

Table 1 shows there has been some progress in the Western Balkans since 2001 in reducing
poverty gaps® at $1.90, $3.20 and $5.50 a day (in 2011 PPP). For Macedonia, the proportion of
people living below the thresholds of $1.90 and $3.20 almost halved after 2010. Substantial
reductions in the percentage of people living below the thresholds of $3.20 and $5.50 a day
were also accomplished in Kosovo (2013 compared to 2005). In Serbia, the percentage of
people living below all three thresholds was largely unchanged between 2002 and 2013. In

Policy Contribution | Issue n°04 | February 2018






Table 2: Unemployment rates for people with basic, intermediate and advanced
education (% of total labour force in respective education group)

Basic

Country 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
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Figure 6: Birth rate, crude (per 1,000 people)
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Despite its in ation targeting framework, Serbia was the worst performer (at least until 2013),
but Albania with the same regime recorded the lowest and most stable in ation in the region.
Kosovo, Montenegro and Bosnia and Herzegovina experienced signi cant volatility. To a lesser

10
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(unilateral euro-isation or a credible currency board) can be seen as the factor that increases

nancial stability (thanks to the elimination of currency depreciation risk) and recognises
high exposure of the region to euro-denominated transactions in trade, tourist services and
remittance ows, among others.

3.4 Fiscal accounts

Most Western Balkan countries managed to maintain scal surpluses during the pre-crisis
period of the early and mid-2000s, with the exception of Albania, which ran continuous high
general government de cits until 2014 (Table 4). However, since 2008, the situation has dete-
riorated everywhere, though Bosnia and Herzegovina has su ered less than others.  ere was
some improvement in Albania, Bosnia and Herzegovina and Serbia in 2016-17.

Table 4: General government net lending/borrowing, percent of GDP, 2000-17

9 T 8 8 3 ¥ Q9 o N @ % 4 g N
Country S 8 8 8 8 8 8 53 8 & &5 & 5 & B8

& &8 &8 &8 &8 &8 §8 &8 § § ¥ ¥ & & «
Albania -50 -52 -35 -33 -32 -49 -66 -35 -35 -34 -52 -55 -41 -18 -1.2

Bosnia &
Herzegovina 04 -02 08 21 02 -39 -53 -41 -27 -27 -19 -29 -02 04 -04

Macedonia -0.1 04 02 -05 06 -09 -26 -24 -25 -38 -38 -42 -35 -26 -35

Kosovo 16 -46 -31 27 70 -02 -06 -22 -18 -26 -31 -26 -19 -14 -34
Montenegro -40 -24 -14 44 85 -23 -67 -49 -67 -58 -45 -07 -59 -60 -6.4
Serbia 27 01 11 -10 -09 -19 -36 -37 -41 -68 -53 -62 -36 -1.2 -1.0

Source: IMF World Economic Outlook database, October 2017.

Changes in scal balances have had an impact on the level of general government gross
debt to GDP (Figure 8). In particular, the global nancial crisis of 2008-09 reversed the pre-
vious trend of decreasing debt-to-GDP ratios. As result, in 2016, general government gross
debt exceeded 70 percent of GDP in Albania, Montenegro and Serbia, posing a serious risk to
their scal sustainability. e very high levels of general government gross debt of Serbia in
the early 2000s (225 percent of GDP in 2000) was a legacy of the 1990s with its economic and
political turmoil, UN sanctions and engagement in violent regional con icts.

Figure 8: General government gross debt, % of GDP, 2000-16
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Source: IMF World Economic Outlook database, October 2017.
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4 External economic relations and the role
of the EU

4.1 Trade

Trade and economic integration with the EU have been major growth factors in transition
economies since the beginning of the 1990s (Roaf et al, 2014).  is was also the case for the
Western Balkan region after the end of the 1990s political and economic turmoil.

At rstglance, Western Balkan countries’ imports and exports seem to represent high
shares of GDP (Figures 9 and 10). However, such an observation might not tell us the entire
story.

First, high shares of exports and imports relative to GDP are a natural phenomenon in
small economies. When compared to three small economies that joined the EU in 2004 and
have since introduced the euro (Slovenia, Slovakia and Estonia) the di erences, especially
on the export side, are visible. Even if the gap has been reduced since 2000 (Figure 11), there

12
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ird, the comparison of import and export shares relative to GDP (Figures 9 and 10)
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According to the World Bank (2017), services account for more than two thirds of the total
exports of goods and services, with an overall low export sophistication. In 2013, according to the
UNCTAD trade database, travel and tourism played a major role in service exports from Albania,
Bosnia and Herzegovina and Montenegro, while other services dominated services exports from
Macedonia and Serbia (data for Kosovo was missing). Other services were also the largest item in
the structure of service imports in all countries except Albania, where travel and tourist services
dominated the import side.

Figures 13 and 14 show that the EU and Western Balkan neighbours are the dominant trade part-
ners of each Western Balkan country, accounting together to at least 70 percent of their total trade.
For Western Balkan countries’ exports, this dominance is even stronger.  atis, the region is already
closely integrated with the EU in terms of trade links, even if the EU’s share has declined slightly
compared to 2006

Among other partners, Russia has played some role in supplying the region, especially Serbia,
Macedonia and Bosnia and Herzegovina, with energy resources (oil and gas) but Russia’s role has
gradually diminished over time (despite Russia’s interest in the Western Balkans energy sector and
the Druzhba and Adrian pipelines). Russia is also one of the destinations for Serbian exports, but not
exceeding a few percent of the total.

e shares of China and Turkey are also limited and concentrated on the import side. However,
the growth in imports from both countries is very high, so their shares might increase in future.

Figure 13: Geographical structure of imports, % of total, 2016
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mEU wmChina mRussia mTurkey m WesternBalkans m Rest of the world

Source: International Trade Center (Trade Map). Note: Kosovo is omitted because of missing data.

Figure 14: Geographical structure of exports, % of total, 2016
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Source: International Trade Center (Trade Map). Note: Kosovo is omitted because of missing data.
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http://www.un.org/en/development/desa/population/migration/data/estimates2/estimates15.shtml

Figure 15: Share of the EU28 in the total stock of FDI in Western Balkan countries,
%, 2014
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5 Institutional challenges

e Western Balkan region lags behind other central and eastern European countries (those

that already joined the EU) in terms of institutional reforms. As noted by the World Bank

(2017, pp. 19-20), by 2013, Western Balkan countries had made the same progress in reforms,
measured by the EBRD transition scores, as the group of smaller central and eastern Europe-

an countries®® had by 1996 (Figure 18).

Figure 18: Average EBRD transition scores: Western Balkans and central and

eastern European countries*

Source: Bruegel based on EBRD. Notes: EBRD transition score is calculated as the simple average of six EBRD indicators: price liberalisa-
tion, trade and foreign exchange system, small-scale privatisation, large scale privatisation, governance and enterprise restructuring, and
competition policy, each rated on a scale from 1 (no reform) to 4.33 (maximum reform). Data for Kosovo is missing. * Bulgaria, Croatia,

Estonia, Latvia, Lithuania, Slovakia and Slovenia.

Before 1991, the Western Balkan countries were moving faster on reforms than the group

of smaller central and eastern European countries (Figure 18) thanks to the legacy of the

Yugoslav ‘market socialism’ system. However, the political and economic turmoil of 1990s
changed the situation and the Western Balkan countries have since lagged behind. Sanfey et
al (2016) o er an optimistic prediction, arguing the Western Balkans can narrow the gap in

the coming years under the right circumstances.

Table 8: Ease of Doing Business, rankings out of 190, 2018

e~ = 173

Se2 £2 o3E S8 e S BEE £ S8 TSg =9
Feonomy o8 S 25 §§ 28 £ fE§¢ 2 E§ 2E g3

e 53 5= °¢ g g SEE F §° 53 &2
Albania 65 45 106 157 103 42 20 125 24 120 41
B&H 86 175 166 122 97 55 62 137 37 71 40
Macedonia 11 22 26 53 48 12 4 29 27 35 30
Montenegro 42 60 78 127 76 12 51 70 44 42 37
Serbia 43 32 10 96 57 55 76 82 23 60 48
Kosovo 40 10 122 106 34 12 89 45 48 49 49

Source: World Bank Doing Business 2017 survey, http://www.doingbusiness.org/Rankings.
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example, the annual World Bank Doing Business 2018 survey ranks Macedonia eleventh
globally and second in the Europe and Central Asia region (that is, among all transition
economies). Kosovo, Montenegro and Serbia respectively occupy the 40™", 42" and 43
positions in this ranking. Bosnia and Herzegovina is the worst regional performer (86"
place) but is still better than many economies of the former Soviet Union (Table 8).

Table 8 shows that Macedonia is one of the easiest economies when it comes to protect-
ing minority investors or getting credit. Serbia proved to be the best among transition econ-
omies in dealing with construction permits, and Montenegro is also ranked high in terms
of access to credit. Starting a business is relatively easy in Kosovo. However, Western Balkan
countries do not perform well in registering a property or getting electricity. On average,
the region still lags behind the groups of smaller central and eastern European countries
(World Bank, 2017).

Unlike the World Bank Doing Business survey, which concentrates on length, simplic-
ity and costs of administrative procedures, the Heritage Foundation Index of Economic
Freedom pays more attention to more fundamental factors such as economic liberalisation,
property rights, corruption and government integrity. Figure 19 shows that Western Balkan
countries perform especially badly in terms of government integrity, judicial e ectiveness
and labour freedom. All those indicators point to ine ciency in the public sector. Indi-
cators of business freedom (except Macedonia and Albania) and property rights are also

lagging.

Figure 19: Heritage Foundation Index of Economic Freedom by components, 2017

Property rights
100

Government integrity

Source: Heritage Foundation, https://www.heritage.org/index/explore. Note: The score range is 1-100. The higher the score, the better is the
country performance.

Corruption remains a major problem in the Western Balkans, re ected in the Transpar-
ency International Corruption Perception Index (Table 9). Most countries slightly improved
their ranking in 2016 compared to 2015: they were ranked between 64 (Montenegro) and 95
(Kosovo) out of 176 countries. However, Macedonia dropped dramatically in the ranking,
which can be seen as contradicting its favourable Doing Business rating (Table 8).
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http://www.rcc.int/home
http://www.cefta.int/ 
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Greece’s reservations over the country’s name and domestic rule of law problems (section 2).

By December 2017, Montenegro had managed to open accession negotiations on 30 out
of 35 chapters of the acquis communautaire (the body of EU law). e non-started chapters
are competition policy, economic and monetary policy, environment and climate change,
institutions and ‘other issues.  ree chapters (science and research, education and culture,
and external relations) have been already provisionally closed?’.

Serbia is less advanced. By December 2017, it had managed to start negotiation on only
12 chapters*® and had provisionally closed only two chapters - on science and research, and
education and culture.

7 Summary and conclusions

Western Balkan countries have been slow to reform compared to central European and Baltic
countries as a consequence of the decade of devastating ethnic con icts that followed the col-
lapse of the former Yugoslavia. Nevertheless, since 2000, the Western Balkans have managed
to move forward on the political and economic reform fronts largely thanks to the prospect of
EU accession that the 2003 EU  essaloniki summit opened up for them. ey have also suc-
ceeded in partial income convergence with the EU, although there is still a long way to go. In
particular, since the start of the global nancial crisis in 2008, the convergence process slowed
and, in most countries, even temporarily went into reverse. Economic growth has started to
accelerate again only very recently, following economic recovery in the EU.

e slow pace of reform and the EU accession process might be disappointing for many
and is the result of numerous unresolved legacies of the 1990s con ict era, domestic political
setbacks and a decreasing appetite on the part of the incumbent EU member states for further
enlargement. In this context, the recent European Commission initiative to reenergise the
accession process and agenda, and to set an indicative deadline (2025) for admission of the
two most advanced candidates — Serbia and Montenegro — must be welcomed (European
Commission, 2018; see section 2).

is initiative could incentivise all countries of the region, including those candidates
that have not yet started membership negotiations (Macedonia and Albania) and those who
wait for candidate status (Bosnia and Herzegovina and Kosovo), to remove domestic political
obstacles to EU accession, solve con icts with neighbours, speed up reforms and accelerate
economic growth. e initiative could also help to avoid the worst-case scenario — the derail-
ing of the entire reform and European integration process (as happened with Turkey) and the
descent again into the ethnic con ict trap.

e initiative could create a new momentum for the partly frozen and forgotten EU
enlargement process and complement many other initiatives aimed at consolidation of the
EU and deeper European integration after the Brexit shock.

However, to give the new momentum a real chance of success, political will on the part of
the EU governing bodies is not enough. Candidate and potential candidate countries must
be ready to intensify their reform homework, including the mostdi cultissues of con ict leg-
acies, human rights, guarantees for ethnic, religious and other minorities, respect for the rule
of law, full normalisation of relations with neighbours, the ght against corruption, state cap-
ture and organised crime, and the modernisation of the public administration and judiciary.
Experience of the previous EU enlargement rounds suggests that it makes sense to address

17 See http://www.delmne.ec.europa.eu/upload/images/poglavljaengbig.jpg.

18 3XE(LF SURFXUHPHQI FRPSDQ\ 0DZ LQIHWOHFIXD0 SURSHUIN 0DZ HQIHUSULVH DQG LQGXVIULDO SROLF\ IXGLFLDU\ DQG 1XQGDPHQID0
ULIKIV XVILFH IUHHGRP DQG VHFXULIN VFLHQFH DQG UHVHDUFK HGXFDILRQ DQG FXOIXUH FXVIRPV XQLRQ H[WHUQDO UHODILRQV ¢,QDQ
FLDO FRQIURO DQG RIKHU LWXHV
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up front the most di  cult political, institutional and governance issues to avoid disappoint-
ment on both sides. is is what the European Commission (2018) is rightly suggesting in its
Western Balkans strategy.

However, the EU itself will also need a new round of internal institutional reforms before
admitting more members, most of which would be small countries.
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