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Executive Summary:

The aim of the EU-Balkans Ambassadorial Roundtable is to bring together EU policy-makers, high
representatives from the interested parties, business leaders interested in investing in the region of South
East Europe (SEE), and more generally to create a strong avenue for discussing the issues and progress
of the region, which has left his troubling past behind and is fully committed to achieve EU integration and
modernisation. The most pressing issues of the moment are addressed: the developments concerning the
accession process of Western Balkans countries (WBCs) with the European Union (EU), the vulnerability
of the region from the Eurozone crisis, the problems with regional cooperation, and the economic model
adopted by these countries.

This EU-Balkans roundtable benefited from the presents as input speakers of country risk authorities,
ambassadors, academics and policy-makers, business leaders looking to invest in the region, and also
interested research students. The event received media coverage and will be publicised with the
publishing of t hi s charg@Magazineiintthe Wihter IssuB, Witioh this year focuses on
Turkey: investment opportunities in Turkey as well as the investment climate and policy priorities in SEE.

The structure of this report follows the structure of the roundtable. In the introduction we have included a
necessary cost-benefit analysis, both politically and economically, regarding EU accession from countries
in WB. This was seen as important to refresh the reasons why these countries want to join in the first
place. The second part concerns the economic cooperation and reform in SEE. Three reports from the
Economist Intelligence Unit (EIU), European Bank for Reconstruction and Development (EBRD), and the
Progress Report 2011 by the European Commission, form the backbone of this section. Most
interestingly, from an investoroés point of view
Laza Kekic. Peter Sanfey, of EBRD, presented the short-term growth outlook for the entire region but also
highlighted the huge potential for catch-up growth that countries in the region have. An important part in
this session was the analysis of the economic growth model adopted so far by the countries in the region
T attracting Foreign Direct Investment (FDI). Prof. Slavo Radosevic from the UCL Slavonic and Eastern
European Studies suggested the adoption of a new growth model he called foreign led modernisation that
should focus on attaching Foreign Direct Involvement from mainly German Multinational Corporations.

The third section, presents the conclusions from the session on Political Reforms. What should be
highlighted is the tremendous progress towards stability, democratisation, regional cooperation, and
cooperation by the countries of the former Yugoslavia with the International Criminal Tribunal for former
Yugoslavia (ICTY). The acceptance of Croatia to be the twenty-eight member of the EU 1 date set for July
2013 - is a landmark development for the country itself, the EU, and most importantly for the region. This
is because it shows two main points: first, it is possible to overcome the legacy of war and communism
both in democratising the political system and modernising the economy. Second, the EU is committed to
enlarge in the region when countries concerned fulfill EU conditionality, the Copenhagen Criteria, and
other conditions set by EU countries and the Commission, including regional cooperation. The remaining
WBCs should take note from this and |l earn from
discussed: the possibility of an EU reform of the veto powers in the enlargement process by member
states, and its replacement with a majority voting process. Such development would end the blocking of

is t

Croat.

Macedoniabs (officially recogni zed byublEWf Macedbnia N a s

accession process by Greece, and prevent a future blocking of other countries (i.e Serbia vis-a-vis
Kosovo, whichever joins first), which taking into account the regatta nature of the accession process has
strong probabilities. The conclusion highlights the main findings and concentrates on the Eurozone crisis,
the economic outlook and potential for catch-up growth of these countries.

We would like to thank again all the participants in this discussion, whose contribution was invaluable to
create a better understanding of the prospective of the countries in the region. We wish that the
cooperation between IBDE, UCL, and European Commission Representatives and other relevant
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institutions including EU-Balkans Embassies to continue with the aim to promote the region not only to
investors, policy makers, academic experts and research students but also the general public.

Introduction:

This report is aBalimmasy AmbasBadoEUal Roundtabled tha
2011 at Europe House in London - organized by International Business and Diplomatic Exchange (IBDE),

in conjunction with the UCL European Institute and the European Commission Representation in the UK.
This informal roundt ab l-BakansBiscyssion groum fvas tinely and BePeBsary E U
to discuss the economic and political reform, as well as progress, opportunities and challenges in South

East Europe. The context was the 2011 Progress Report, outlined by the European Commission in
October, and most crucially against the backdrop of the Eurozone crisis. The event gathered around 90
participants, including the authorities on country risks for the region of South East Europe (SEE) - namely

Peter Sanfey of EBRD and Laza Kekic of EIU, together with academic researchers, ambassadors and

senior diplomats of the EU-Balkans. The event was opened by Jonathan Scheele, Head of European
Commission Representation to the UK and consisted of two sessions; each with a different thematic
emphasis. Invited speakers gave three input presentations at the beginning of each session. One
diplomat/ambassador acted as a respondent after each session, which was followed by structured
discussion among representatives of different institutions, embassies and companies.

The summary of the meeting is provided below. However, before continuing any further it is necessary
first to outline the rationale as to why WBCs should join the EU in the first place?

EU membership is the strongest tool to encourage more FDI in the region. Additionally, the European
perspective is the strongest incentive for political and economic reforms as well as enhanced neighbourly
relations and regional cooperation. During the accession period, countries will continue to undertake
substantial reforms in many areas that directly affect the livelihoods of citizens of the region, and also
strengthen institutions responsible to implement reforms and policies. This is particularly important
considering that many technical aspects of the process of association have direct positive impact in the
lives of the citizens of the WB (Visa liberalization a most recent example), but also agricultural; fiscal;
monetary; trade; transport; industrial; environmental; labour market; regional development policies as well
as competition and the rule of law to name but a few. Being a candidate country has the additional
advantage of being in receipt of increased financial and technical assistance from the EU. And most
importantly as Former Commission Vice President Geunter Ver heungen oWemustmevéer it : f
forget that European Integration is not about milk quotas and customs duties. It is about peace, stability
and prosperity for our citizens. Instability in one part of Europe immediately affects the other partso .

Benefits Costs
P - Consolidation of reforms and political - Imported regulations and social /
O transition process institutional model (misfit?)
L - Geo-political influence; security, - Executive bias 1 reinforcing statism /
I stability and peace concentration
T - Counterfactual: avoiding the - External design i paternalism and
I implications of being left out weakening new states
C - Importation of institutional / policy - Change of balance of power i
S credibility (Euroisation) implications for legitimacy
E - Economic stabilisation / improved - Accession shock adds to transition
C country ratings shock; more strain on restructuring
(@) - Backward specialisation (re
N - Increased inflow of EU funds adjustment)
(@) - Loss of policy tools against
M - Attraction of FDI; more trade competitors (CET + currency)
\%
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Western Balkans: SWOT Overview

Strengths Weaknesses
- Catch-up growth potential - Disputed property rights
- Competitive advantage - Corruption
- Regional Market (CEFTA) - Ethnic tensions
- EU perspective - Weak protection of
- Government's support Intellectual property
Opportunities Threats
- Growing Consumer Market - Eurozone Crisis:
- Manufacturing Sector - Banking Sector
- Infrastructure and Energy Market - Currency Risk
- Privatization - Slow growth

Strengths:

The countries in the region are developing fast and offer a plethora of opportunities for investment.
Proximity to the West and Central Europe, low cost for unit labour, and the lowest flat tax regime are
some of the competitive advantages the region offers. Additionally, it offers access to the regional market,
regulated by CEFTA, adopted since 2007 as part of the Stability Association Pact. The latter, highlights a
key fact: Western Balkans is the only region in non-EU-Europe to have a clear EU perspective, as
demonstrated by the successful application of Croatia that will join the Union in 2013.

Weaknesses:

Foll owing the Ol ost decade6 istabilisechamd rdcéver@dsat a fasthpace.r e gi on
However, some border disputes still hamper the regional cooperation and the normal flow of products in

particular between Serbia and Kosovo. That said, the technical dialogue between the two parties,

sponsored by the EU, is addressing the issue. Corruption remains a major challenge. Despite the anti-

corruption policies, the countries in the region still suffer from this plague, as noted by the Transparency
International and World Bank reports. More proactive actions by governments are needed to solve

definitely the property rights titles and the protection of intellectual property.

Opportunities:

The Western Balkans is in the middle of the process of reconstruction and privatisation. It enjoys free
access to 500 million consumers and has a liberal regime for foreign investment, which guarantees equal
treatment of foreign and local investors. Multinational Corporations in manufacturing that have invested in
Central and East Europe should target the region to benefit from its competitive advantage and increase
productivity with little capital investment. Although, many sectors have been liberalised already, the region
is in the midst of its privatisations process. The region offers great investment potential in infrastructure
(road, railway and sea) telecommunications and energy sector. The energy market has been liberalised
and is supported by the EU, which aims to create a regional energy market connected with the wider
European Energy Market as part of Europe 2020 agenda.

Threats:

Following the Banking Crisis and Stock Market crash in 2008, the region went into a mild recession, with
the exception of Albania. However, it quickly recovered and the economy grew in 2011 and is expected to
grow in 2012. Having said that, the region is highly exposed to the Eurozone crisis (a risk analysis is
provided in this report) and may be unable to withstand a second external shock so soon after 2009.
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Economic Cooperation and Reform - Progress:

Jonathan Scheele 7 Head of the European
Commission Representation to the UK, chaired
this session. The general assessment of the
accession process in WBCs was positive and this
year should see the granting of candidate status
to Serbia and even Albania (if the recent political
consensus continues) and setting the date for the
start of negotiations with Montenegro. With
regards to Serbia, the positive continuation of
negotiations with Kosovo will determine its candi-
date status. Yet, more progress is needed. The
granting of candidate status is done in order to
spur on growth in the momentum of reforms i
both political and economic - as in the case of
Albania. Such reforms have been often delayed
because of internal political developments and
Jonatnan Scheele - conflicts, especially in the case of Bosnia and
) Herzegovina (BiH) and Albania. Good gover-
nance, rule of law, administration capacity, unemployment, economic reforms (structural) and social
inclusion remain major challenges in most countries.

Mr Scheele reiterated the lessons learned from the accession process for Croatia: pending actions on
judiciary and fundamental rights and on justice, freedom and security should be tackled as early as
possible, in order to allow time for candidates to build the necessary track record of reform. Key
challenges emphasized were: a) strengthening the rule of law and public administration reform -
Croatia reformed the appointment system of judges and together with Serbia launched a review of the re-
appointment procedure for judges and prosecutors. b) Ensuring freedom of expression in media
currently threatened by: 1) political interference, economic pressures, insufficient statutory protection (in
particular Turkey) 2) lack of transparences and concentration of ownership, lack of fair competition 3) self-
regulation in the media profession remains essential. ¢) Enhancing regional cooperation and
reconciliation in between WBCs. d) Achieving sustainable economic recovery and embracing the
Europe 2020 agenda.

In his concluding remarks, Mr Scheele hailed the role of the Commission in assisting the region financially
through: a) the Western Balkans Investment Framework, which encourages partnering with International
Financial Institutions (IFIs) to support new forms of Small & Medium Enterprises (SMEs) financing
particularly in the areas of equity, venture capital and guarantee mechanisms. b) Extending transport and
energy networks within the region.

Input speakers on the economic panel were
leading experts; Peter Sanfey, Laza Kekic, and
Slavo Radosevic. The first two input speakers
presented a gloomy picture both on where we
stand in the region and on expectations. For
both, the solutions across the board involved
deeper structural economic reforms. Whereas,
Slavo Radosevic had a more optimistic
outlook, he did criticize the growth model
adopted thus far, seeing a potential solution in
the creation of a new growth model based on
manufacturing or what he called foreign led
modernisation. Ralf Boeckle, Financial Attaché
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at the Austrian Embassy in London acted as a respondent to this panel, which was followed by a lively
discussion amongst participants.

Peter Sanfey presented the findings and conclusions from the recently
published EBRD Transition Report 2011 - Crisis in Transition: the
Peopl ebs P élhescorelasion waa be summarised as the
following: the region is struggling to emerge from the effects of the
global crisis and is at risk of falling back into recession again if the
Euro crisis continues and worsens, even as foreign investor interest
has dropped off significantly in the past two years. Nevertheless, with
the right policies in place (structural reforms), the region has strong
potential for catch-up growth with the rest of Europe.

The ter nuphcgartocht hdo refers to the conv
states that when countries of different socio-economic levels trade and
integrate together this causes a convergence towards the levels of the most advanced partners. If the
theory is correct than we should expect significant growth in the region. This is because if measured with
GDP per capita in 2010 PPP terms and having EU27=100 one could easily see that the region has great
scope for catch-up growth, especially Albania and BiH whose GDP is only 35% of EU27. This percentage

is a 3-4% higher for Serbia and FYR Macedonia and 40% in Montenegro. Even the two member states,
Bulgaria and Romania, only score 44% and 45% respectively. The regional leader is undeniably Croatia
reaching the levels of 60%. Despite this, Sanfey argued that fast growth cannot be guaranteed and cited
the decline in consumer dus indexo Mherefaree shoreterna growth outdomknig e r
gloomy as shown by Fig.2.

GDP Growth 2010-2012 (%)

5.0 -
40 -
3.0 -
20 -
10 I I
0.0 - . . i )

Albania Bosnia Bulgaria ia FYR Montenegro ania Serbia
101 Macedonia
-2.0 W 2010 W 2011 (forecast) 2012 (forecast)

(Source: EBRD) Fig.2

This means that structural reforms are vital to maintain macroeconomic stability and spur growth to higher
levels, in line with other developing regions most notably East Asia. The following reforms are factors in
meliorating the business environment in these countries: 1) accelerate reforms 2) improve business
activity indicators 3) increase competitiveness and 4) increase investments in human capital i.e. in
education. The aim in question is to build a knowledge economy with better modern infrastructure.

Yet, a plethora of obstacles exists to be overcome. Fig.3 shows the most important obstacles faced by
foreign business wanting to invest in the region. With the exception of Bulgaria, Rumania, and Croatia all
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the other SEE countries are lagging behind reforms in each of the 16 sectors identified by EBRD
report. Furthermore, the region so far has benefited from cheap capital inflows, which have masked the
existing structural problems. Since this is not the case anymore, it is imperative for countries in the region
to maintain macroeconomic stability by undertaking deep economic reforms.

Most serious Obstacle - South Eastern Europe

Percent

30

ﬁ?ﬁ:ﬁzéo Inadequately Tax rates

educated D
200 J 1 workforce
Corruption I
B
- || . I - - . . I I . [ |
1 2 3 4 5 (5] 7 8 9 10 11 12 13 14 15

1 access to finance 2 access to land 3 business licensing and permits 4 corruption 5 courts & crimea, theft and disorder
¥ customs and trade ulations & electricity 9@ inadeguately educated workforce 10 labor regulations 11 political instability
12 practices of competifors in the informal sector 13 tax administration 14 tax rates 15 transport

(Source: EBRD/World Bank Business Environment and Enterprise performance Survey) Fig.3

Despite this, there are numerous positive developments in the region, the most striking being a steep
decline in corruption perception by business operating in countries of the region. Fig.4 captures very well
this welcome development - with Albania representing the best case example in terms of progress made
with a drop from near 50% to 10% leaving Serbia and Romania with the highest % of firms bribing
frequently, usually or always.

% of firms bribing frequently, usually or always (from BEEPS)
50 -
40 -
30 -
20 |
10

o

BiH

o

o

m 2005 m 2009
(Source: EBRD/World Bank Business Environment and Enterprise performance Survey) Fig.4

Albania
Bulgaria
Croatia
Macedonia
Montenegro
Romania
Serbia

In his concluding remarks, Sanfey reaffirmed that EBRD funding for the region would continue, together
with the reinstated counter-cyclical role of the bank he represented. He also stated that even if EBRD was
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to open its operations in North Africa as planned, the region of SEE would not suffer. He also declared
that the EBRD's operations in those countries of central Europe and the Baltic states that joined the EU in
2004 would be expected to fall as needs decline and financial markets resume their normal functions, and
these countries are expected to graduate from the EBRD's regular operations by 2015.

However, Sanfeyds presentation did not includaathe

potential positive development. Further, the statement that the entire region benefited from cheap capital
inflows is incorrect as it was mainly Croatia, Bulgaria and Romania which did. It is worth noting that the
interest rates for commercial loans in the region have been the highest in Europe, a fact which could
explain the relatively high current account and budget deficits (as we will see from the presentation of
Laza Kekic of EIU). Most importantly, Sanfey did not touch on the economic model adopted so far. This is
important as the current model represents a paradox in the context of the Eurozone crisis: how can the
model work if there are no more capital inflows now and low levels predicted for the future?

Only Slavo Radosevic addressed the paradox thus created. His solution? Switch from a growth model of
externally financed consumption (consumer durables) and investment in real estate towards a more
sustainable and profitable growth model driven by investments and improvements in productivity - in
effect a foreign led modernisation growth model. This would be based on deeper integration with the
EU in terms of finance, trade, labour markets and institutions or Foreign Direct Involvement. This means,
that countries in the region have to go beyond the mantra of structural reforms, essential according to
Radosevic because the growth model adopted thus
the region have ad ocstadbilisaton, dberhlieatidn, andpevatiaagion 8ince the 1990s in

f

ar

l'ine with the &édWashi ngt on suQmaniseein Figs.dret (heyhonlysregisteredgr e s s

meager growth levels (averaging around 6% per annum) relative to the levels observed in other
developing regions, namely East Asia. So what can account for the relatively low levels of growth since in
the global competitiveness index the countries in the region receive a good score?

Figure 37: Global competitiveness index 2011-2012
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Source: World Economic Forum. World Bank staff calculations.
Fig.5

Radosevic bases his new growth model in attracting German and Austrian Multinational Corporations
(MNCs), which he argues is inevitable in the region for the reason outlined below.
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First, the lessons learned from German and Austrian MNCs relocations in CEECs have been positive: a)
it boosted productivity and decreased unit labour costs in Germany b) Austria and Germany experienced
only minor job losses and c) productivity of subsidiaries in CEECs increased three-fold and for parent
companies by 20% (estimates from Hansen, 2010; Martin, 2010). This win-win environment will occur
with SEE countries only if this region integrates into EU economy not only as a market, as it has already
done i FDI are focused on non-tradable goods - but also as a production location. The competitive
advantages that the region offers make this development possible and inevitable.

Second, SEE proximity to CEECs and Germany is a real competitive advantage, offering apparel costing
22% cheaper than that from China, only 12-14 hours. Mor eover, Ger manic MNCs <can
s har i ng @age cagabilitylardrcigtural understanding.

Third, the cost of labour in the region (with the exception of Croatia) is extremely competitive, coming in at
only between 15.5% - 50% of Hungarian wages. This means a great reduction in operational costs and
room for productivity increases with little capital investments.

The biggest challenge these countries face, therefore, is not just in structural reforms but most crucially in
i mproving 6organizational capital 6 outlnedinFig.h. | i nkages,

Building ‘organisational capital’ through
linkages, leverages and learning (Mathews, 2002, 2006

Linkage

(subcontracting,
value chain
partnerships)

Leverage Learning
(coupling of
different costs
and capabilities)

(management
practices )

(source: Slavo Radosevic, o6l ndutrial Upgrading in SEE: F@6 search o

Therefore, improvements should be made in learning management practices and in addressing the skills
gap in design and engineering, linkages since only marginal share of companies use B2B and online
procurement, and improving leverage by signing partnerships with second-tier suppliers, and establishing
collaborative innovation FDI/SME/R&D.

In a nutshell, the SEE countries should adopt a foreign led modernisation growth model by integrating into
the German/Austrian industrial system, and by enhancing linkages with CEE industry networks,
leveraging pan-European networks, and pursuing a multi-t i ern d@tm gr owt ho. Despite t|
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these positive developments, in the current global economic downturn and especially the debt crisis
chiefly in Italy and Greece, the prospect for SEE is uncertain and risky.

Uncertainty going forward was the issue Laza Kekic of

the EIU addressed in his presenit
Europe and the Eurozone <crisiséo.
following and can be described as worrisome: the region

is more exposed to the Eurozone crisis more than any

other region and the risk of another recession is
considerable. The main danger is a banking crisis

deriving from the heavy involvement of Greek and lItalian

banks, but also Austrian banks, magnifying the risks.
Furthermore, a consideration and quantification of the

multiple linkages between the Eurozone and SEE

(including trade, remittances, FDI flows, banking sectors)

allows for a risk analysis identifying which economies

are the most vulnerable thus. What makes the situation

even more uncertain are the doubts surrounding the

ability of SEE to withstand i economically, politically and

socially - yet another severe external shock so soon after

2009. Kekic argued that the crisis is also damaging the

WB&6s EU accessi oercluging Creaticendid willyoa the EU in 2013.

A worst-case scenario, including an adverse political impact, was averted during the previous crisis 2009.
The countries in the region are in some ways now also better placed than in 2009 to withstand a new
external shock. Macroeconomic fundamentals have improved in most countries since 2008/09 (see
Fig.7).

Budget Current REER
balance, account, Index

% GDP % GDP
2009 2011 2008 2011 2008=100
Albania -7.0 -3.8 -15.8 -12.7 90.1
Bosnia -57 -34 -14 .1 5.7 100.5
Bulgaria -0.9 -2.8 -22.9 0.9 101.5
Croatia -3.3 -5.0 -8.6 -0.6 95.7
Macedonia 2.7 2.7 -12.6 -5.4 a97.0
Romania -85 -44 -11.6 -3.8 96.9
Serbia -4.1 -4.1 -17.8 -7.1 98.4
Czech -6.0 -46 -2.2 -3.1 102.2
Hungary -45 1.2 -7.2 0.7 91.9
Poland -1.8 -2.6 -6.6 -5.5 91.0
Slovakia -8.0 -5.1 -6.5 -3.0 104.3
Slovenia -5.6 -5.0 -6.1 -0.2 98.0

(source: Laza Kekic &ScEuwtrlbpeante Eur sp eFp/n k1 tuh

However, in other ways the region now looks more exposed than in 2008-09. Institutional weaknesses are
now even worse. There is no scope for a fiscal stimulus and, crucially, Western banks are now much less
likely to support their subsidiaries in the region.
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