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FOREWORD  

The conflict in Kosovo, less than four years after the brutal civil war in Bosnia, was a 
wake-up call to the international community. The West and others had once again 
underestimated the powerful forces of ethnic hatred and historical grievances in the 
Balkans. Thousands were killed, hundreds of thousands forced to leave their homes, 
and the cost of rebuilding will run into the tens of billions of dollars. Although 
economic reconstruction alone will not be sufficient to bring long-term peace and 
stability to the region, rising living standards could create tangible incentives to work 
toward those goals and help reduce political tensions. However, there can be little 
hope for peace and economic progress unless NATO continues to maintain security in 
the region.  

The international community is involved in the region and is contributing substantial 
financial support to the reconstruction effort. Still, the Balkan countries can only 
count on this support for a relatively short period of time--perhaps a few years. The 
question is whether these countries can achieve sustainable growth rates and 
sufficient income levels, or whether some will remain international welfare states. At 
stake is not only the future of Kosovo and the rest of the Balkans, but also the 
international community's capacity to manage such situations and promote economic 
growth and stability in regions ravaged by conflict.  

Money itself is not the issue. The key to sustainable economic growth for these 
countries will be their capacity to attract investment, and this will require reform. To 
varying degrees, the process has already started. However, after four decades of 
socialism, a decade of inconsistent efforts, and the repeated outbreak of conflict and 
war, the Balkan countries have a long way to go.  

The Council formed this Independent Task Force specifically to examine whether and 
how the Balkan countries can achieve sustainable economic growth. The Task Force 
gave special attention to what the countries need to do to attract investment and 
what the donor community and international financial institutions can do to help.  

In assessing the prospects for sustainable economic growth in the region, the Task 
Force came to two broad conclusions. First, to create an environment likely to attract 
investment, it is important to deal not only with a range of macroeconomic and 
structural reforms, but also with political instability, corruption, organized crime, 
legal and regulatory reform, and the building of civil society and institutions. 



Second, the Task Force found that the prospect of integration into the European 
Union has the potential to be the single most important factor in creating a powerful 
political dynamic that helps move difficult reforms forward and contains regressive 
nationalist and ethnic impulses. However, to have that effect, those prospects must 
be real and there must be real gains for real reforms.  

The Task Force recognized the special challenges that Kosovo faces. It recommended 
that the international community be proactive and forward-leaning in interpreting its 
mandate so as to provide the financial and political support necessary to establish 
security and economic stability and growth.  

With regard to Serbia, the Task Force concluded that the international community 
should review its policy with the goal of striking a balance between isolating 
Slobodan Milosevic and his supporters on the one hand, and mitigating the effect of 
sanctions on the Serb people and the neighboring countries, on the other.  

The Task Force recommends an ambitious plan of action for all the parties seeking to 
promote stability and prosperity in the Balkans. The bulk of the responsibility, of 
course, lies with the countries in the region themselves. If the countries in the region 
take the necessary steps to address their problems, the international community 
should be there to support them. If not, there is little that money alone can do.  

These countries face complex, long-term problems. Under the best of circumstances, 
the Balkans are likely to face economically hard times for many years to come. In 
forwarding this report now when Kosovo and the rest of the Balkans are no longer in 
the daily headlines, the Council hopes to keep the European Union and United States 
focused on the long-term challenge of promoting economic sustainability in the 
Balkans, and also on the high political and economic costs of failure to meet that 
challenge. Europe is undergoing a historic process of integration that promises to 
strengthen the foundations of peace across the continent in the 21st century. Further 
outbreaks of ethnic conflict in the Balkans, however, could upset that process and 
start a contagion of violence that will be even more costly to contain than what the 
international community now faces in Bosnia and Kosovo.  

We were fortunate to have Steven Rattner, deputy chairman of Lazard Frres & Co., a 
major investment bank, chair the Task Force. He presided over this enterprise with 
great skill, a powerful desire to command the facts, and a deep caring about the 
people of the Balkans--and the need for the international community to straighten 
out its act on helping people left desperate by conflict. Michael Froman, a senior 
fellow at the Council and at the German Marshall Fund who previously served in the 
White House and the Treasury Department, did a superb job as project director, 
bringing exceptional expertise and dedication to the effort. His sense of 
professionalism, talent, and dedication were clear to all throughout this effort. On 
behalf of the Council, I thank them for their time and contributions. Finally, I would 
like to thank Fondation Bogette for their generous financial support of this important 
endeavor.  

Leslie H. Gelb  

President  
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EXECUTIVE SUMMARY  

After two wars, thousands of deaths, hundreds of thousands of displaced persons, 
and billions of dollars in destruction, the importance of stability in the Balkans cannot 
be ignored. Historical grievances, ethnic rivalries, and the political ambition of 
misguided leaders have all played important roles in triggering these conflicts. But 
the region's many economic problems--poverty, unemployment, stagnating 
economies, and a pervasive lack of hope for a better future--have contributed to an 
environment that made such conflicts possible. Creating sustainable economic 
growth and increasing standards of living cannot solve the region's political and 
ethnic problems. But they can contribute to stability in the region and create 
incentives to avoid conflict. At issue is whether the economies of this region will 
become sustainable over time or whether they will become or remain largely 
dependent on foreign assistance. Drawing on a broad range of expertise in 
international business and investment, the Task Force has sought to provide practical 
recommendations that will help policymakers in and outside the region meet this 
challenge.  

 

FINDINGS 

Macroeconomic conditions vary markedly within the region. All of the Balkan 
countries are struggling to make the transition to market economies. They have 
substantial work ahead to establish ongoing, stable macroeconomic environments.  

There are numerous obstacles, particularly at the micro-economic level, to attracting 
investment to the region. In general, privatization of publicly owned companies has 
proceeded badly and failed to produce a strong, competitive private sector. The 
banking system is weak, both financially and institutionally, and lends mainly to 
governments and state enterprises rather than to the private sector. Small national 
economies are insufficiently integrated into markets around them.  



Some of the greatest challenges to economic sustainability are noneconomic. Political 
instability and the potential for conflict, violence, and war are powerful disincentives 
for investment. Corruption is pervasive in both government and the private sector. 
Legal systems are weak, with inadequate laws, unpredictable legal changes, and 
ineffective enforcement.  

The continuing isolation of Serbia remains a major stumbling block to economic 
stability and development in the region. Countries in the region are paying a heavy 
economic price because of the loss of Serbia's market and the need to divert 
shipments around transportation bottlenecks on the Danube River and elsewhere in 
the transportation network.  

Kosovo poses special problems for economic recovery because of its need for wide-
ranging reconstruction assistance and because of its unique political status. The 
resolution of conflicting property claims between ethnic Serbs, Albanian Kosovars, 
and other stakeholders represents a serious obstacle to the revitalization and reform 
of the economy.  

Notwithstanding many serious obstacles to private investment, the region also has 
important advantages that, under the right conditions, could prove attractive to 
investors. The Balkan countries are close to major markets, notably the European 
Union (EU) and Turkey. They have the prospect of integration into the EU. And they 
enjoy a relatively well-educated, low-cost workforce and some promising sectors for 
investment.  

The EU and the United States have undertaken important new initiatives under the 
Stability Pact to promote regional cooperation and economic sustainability. Questions 
remain, however, about whether, particularly in the EU's case, they go far enough.  

 

RECOMMENDATIONS  

Macroeconomic stability needs to be achieved and maintained. At present, the record 
of countries in the region is mixed. A key fiscal challenge is to control government 
spending, including by restricting expenditures on unprofitable publicly owned 
enterprises and reforming the tax system to improve revenue collection. On the 
monetary front, the countries in the region should ensure the political independence 
of their central banks and adopt a clear mandate to maintain price stability. And each 
country needs to evaluate its own situation carefully in establishing its exchange rate 
regime, bearing in mind the pros and cons of options, such as the adoption of the 
euro, that could restrict economic policy flexibility. 

Countries should devote much greater effort to microeconomic issues, structural 
reform, and completing the transition to market economies. Macroeconomic stability 
alone is not a sufficient condition for sustainable economic development. 
Governments need to take actions to make changes in corporate governance and 
create opportunities for foreign strategic investors to bring in capital, advanced 
technology, and management expertise. Regulations governing the creation and 
operation of private-sector enterprises need to be liberalized. The financial system--
in particular, the relationship between governments and banks--needs fundamental 
reform to create well-regulated, well-supervised market-oriented banking systems.  

Crucial noneconomic challenges, such as political stability, legal reform, institution-
building, and corruption, also must be addressed. Democratic political systems need 
to function effectively and prevent the outbreak of ethnic conflict and violence. 
Governments, with the support of the donor community, need to adopt modern 
market-oriented laws and regulations, create reliable processes for enforcing those 



laws and regulations, clarify property rights (including resolution of competing claims 
to publicly owned property), and establish and enforce bankruptcy procedures. The 
international donor community needs to be more forceful in insisting that countries 
fight corruption and respond with appropriate technical assistance.  

The region should create more open markets. To expand regional trade and 
investment, countries should reduce or eliminate trade barriers, harmonize customs 
procedures, and work together to develop economically sensible infrastructure 
projects in the region.  

The EU needs to articulate more clearly and credibly a path toward European 
integration that is seen as a "Partnership for Prosperity." The answer is not to lower 
EU standards for membership but to find a way to meaningfully engage these 
countries throughout the long process of accession. The partnership needs to offer, 
in quite specific terms, intermediate steps that the countries in the region can take 
and that the EU would reward--in terms of closer integration--as they proceed 
toward membership. For the strongest reformers, this could include a progression in 
stages from participation in a free trade arrangement to a customs union to the 
common market leading eventually to membership.  

In the interim, the EU and the United States should consider expanding their 
unilateral trade preferences for exports from the region, including in sensitive sectors 
such as textiles and agriculture.  

To maximize their effectiveness in the region, the United States, EU, and 
international financial institutions need to improve their performance in several key 
areas, including diplomatic engagement, aid coordination and disbursement, and 
support for technical assistance. The donor community should also consult more 
closely with the private sector in developing its economic strategy for the region.  

The international community, including the bilateral donors and international 
financial institutions, should use conditionality as a core principle in their assistance 
strategy for the region. The governing principle should be that the international 
community provides the greatest support to countries that make the strongest 
efforts and more limited support to the region's laggards. 

Decisive action needs to be taken by the international donor community to speed up 
the flow of emergency humanitarian aid to Kosovo to provide for basic needs and to 
provide sufficient resources to the U.N. Mission in Kosovo (UNMIK) to pay doctors, 
teachers, and other essential government employees.  

To get the economic reform process moving, the EU and United States need to 
support a broad interpretation of UNMIK's mandate so that it has sufficient authority 
to revitalize and reform Kosovo's economy. This includes giving UNMIK the capacity 
to resolve competing claims over enterprise assets--including those of Belgrade and 
Serb-owned businesses--in such a way as to permit private investment and 
management pending final resolution of Kosovo's political status.  

The United States and the EU should review their policy toward Serbia with the goal 
of assessing the balance between isolating Slobodan Milosevic and his supporters, on 
the one hand, and mitigating the effect of sanctions on the Serb people and the 
neighboring countries, on the other. Specifically, the United States and the EU should 
consider whether there is a responsible way to expand engagement, including 
additional humanitarian and reconstruction aid, to alleviate the effects of the 
sanctions on the Serb people and the neighboring countries without significantly 
relieving pressure on Milosevic.  

 



INTRODUCTION  

The importance of creating stability in the Balkans is critical. Marked by ethnic 
conflict, political turmoil, and violence, the region has been the locus of numerous 
wars during the past century. Two have occurred in just the past five years, first in 
Bosnia and then in Kosovo. Turmoil in the Balkans reverberates far beyond the 
immediate region. Thus, stability there is of vital importance to Europe, to the United 
States, and to the entire international community.  

At stake is not only the future of Kosovo and the rest of the Balkans, but also the 
international community's capacity to manage such situations and to promote 
economic growth and stability in regions ravaged by conflict. At issue is whether the 
Balkan countries can achieve sustainable economic growth and increased standards 
of living or whether some will become or remain largely dependent on foreign 
assistance.  

Although the wars in the Balkans are over, at least for now, the potential for further 
conflict remains and the process of building a stable peace has a distance to go. For 
the foreseeable future, a NATO military presence will be essential for keeping the 
peace in Kosovo and Bosnia and providing a sense of security to the entire region. 
But going beyond that to deal with the root causes of conflict in the Balkans will be 
more difficult. They are many and complex, rooted in historical grievances and the 
political ambitions of misguided leaders. Although not a central cause, economic 
issues have played a role in contributing to the overall context that gave rise to 
conflicts in the Balkans. Sustainable economic growth and increasing prosperity by 
themselves are not sufficient to bring long-term peace and stability to the region, but 
rising standards of living could help reduce political tensions and create tangible 
incentives to work toward those goals.  

The bulk of responsibility for the success or failure of the region lies with the 
countries in the region themselves. The need for action is urgent. The support and 
attention of the international community is a wasting asset, and the countries in the 
region have only a few years to demonstrate real progress before the focus of the 
international community turns elsewhere.  

Some have called for a new Marshall Plan, but the analogy is faulty. The Marshall 
Plan rebuilt the economies of prewar Europe. The challenge in the Balkan is to lay 
the foundations for a market economy where none previously existed. Moreover, 
money is not the issue. If the amount of international aid is calculated as a 
percentage of the GDP of the countries in the region, the international community 
has already committed far more than what was involved in reconstructing post - 
World War II Europe. What is critical is reform. At base, the ball is in the Balkans' 
court. If the Balkan countries are willing to address their challenges, the international 
community should be there to support them. If not, there is little that external 
assistance alone can do to create sustainable economic growth, increased standards 
of living, and stable economies over time.  

Under the best of circumstances, the Balkans are likely to face economically hard 
times for many years to come. However, if the countries in the region, assisted by 
the United States, the European Union (EU), and international financial institutions, 
fail to do everything they can to improve those prospects, the economic situation in 
the Balkans could create an ongoing threat to peace and stability in Europe. 
Addressing the underlying problems--such as the absence of basic structures of civil 
society and a market economy--could make a decisive difference and avoid 
potentially larger costs later on. The objective of this Task Force is to make 
recommendations on how best to approach this challenge.  



 

THE BALKAN REGION AND ITS ECONOMIC CONDITIONS  

Although at the frontier of western Europe, certain Balkan economies are in some 
respects similar to developing countries. They are relatively poor. They have 
underdeveloped infrastructure and weak legal and regulatory regimes. And they are 
struggling to make the transition to market economies, a challenge made more 
difficult by the impact of recent wars in the region.  

The Task Force focused on seven countries: Albania, Bosnia, Bulgaria, Croatia, 
Yugoslavia (including Kosovo and Montenegro), the Former Yugoslav Republic of 
Macedonia, and Romania.1 With a total population of 53 million, or 14 percent of the 
EU total, the Balkans are roughly the size of France or the United Kingdom, but the 
region has an annual GDP of only $108 billion, or about 1 percent of the EU's GDP. 
Per capita GDP ranges from an estimated $400 in Kosovo to approximately $4,500 in 
Croatia, and the region's average per capita GDP is less than 7 percent of the EU's 
average. The region's industrial sector is largely based on antiquated and obsolete 
technology. Agriculture remains an important sector in Balkan countries, accounting 
for 10 percent to 50 percent of GDP, compared with 5 percent in the EU.  

Historically, Yugoslavia was more prosperous, more modern, and more market 
oriented than other socialist countries, including Poland. After 10 years of political 
instability and conflict, however, Yugoslavia's constituent parts have seen their 
economic position erode as others have pressed ahead with reforms. Similarly, as a 
result of political fragility, Albania, Romania, and Bulgaria have lagged behind other 
former socialist countries in making the transition to market economies, despite 10 
years of effort and engagement by the international community. The Kosovo conflict 
only made the transition effort more challenging.  

The Balkans are not monolithic, and, therefore, it is difficult to generalize about the 
region. While all of the Balkan countries share certain challenges, including making 
the transition to market economies, some face far more fundamental challenges that 
go to the core of their viability as independent states. For places such as Albania, 
Bosnia, and Kosovo, an inability to establish public order and governance, the 
constant potential for ethnic conflict and violence, a near total lack of rule of law, and 
the corrosive effect of organized crime loom large on their list of concerns. Still, 
addressing their macroeconomic and structural challenges is also important and, in 
fact, can be a critical mechanism for creating an environment in which they can deal 
with some of these more basic concerns. The brief description of the countries that 
follows is intended to give a flavor of the diversity of the region and put each 
country's economic challenges in the context of the overall situation it faces.  

Bulgaria suffered a serious economic crisis in 1997 that brought about a change in 
government and economic policies. A disciplined program of economic reform, 
combined with the adoption of a currency board, tamed Bulgaria's hyperinflation, 
bringing it down to about 4 percent per annum. The changes also helped generate a 
budget surplus of 2.8 percent of GDP in 1998. Bulgaria's economy grew at an annual 
rate of 3.5 percent in 1998 and continued to expand in 1999. Bulgaria is also making 
progress in tackling its structural issues. Although much remains to be done, 
privatization is proceeding, regulations on private economic activity have been 
liberalized, and serious and relatively successful efforts have been made to attack 
organized crime and corruption.  

Romania presents a more mixed picture. With 23 million inhabitants, Romania is the 
largest market in the region and has attracted a fair amount of interest from foreign 
investors. However, it has had substantial difficulty achieving macroeconomic 



stability and adhering to its International Monetary Fund (IMF) programs. The 
Romanian government has had serious problems maintaining fiscal discipline, partly 
due to the relatively high degree of independence with which parts of Romania's 
government operate in its coalition-based political system. Romania continues to 
have an annual inflation rate of about 50 percent. Its GDP fell 7.3 percent in 1998, 
and a further decline is expected for 1999.  

In addition to its macroeconomic difficulties, Romania has been slow to pursue 
microeconomic and structural reforms. Corruption remains pervasive, both in the 
public and the private sectors. The legal system is unreliable. Where privatization 
has occurred, it has been done poorly, and much remains in state hands. The 
banking system lends little to the private sector, transferring resources instead to 
the government and government-owned enterprises.  

Croatia is in many respects more economically developed than other countries in the 
region. Geographically and culturally, it is closer to the rest of Europe. Still, it faces 
serious economic problems, and its political situation has stymied reform, preventing 
it from joining the first tier of countries eligible for EU membership. Zagreb is not an 
international pariah like Belgrade, but Croatia has faced a degree of isolation for the 
last several years as a result of the late President Franjo Tudjman's conduct in a 
number of areas, such as cooperation on war criminal and refugee issues. 

On the economic front, Croatia faces significant fiscal pressures. Its banking system 
is weak, insufficiently regulated, and prone to crony lending. The Croatian economy 
suffers a serious arrearages problem with significant delays in payments among the 
government, state-owned enterprises, and the private sector. Much has been 
privatized, but most enterprises remain under the control of managers and workers 
who lack the capital and expertise to improve enterprise efficiency. Excessive 
regulations are impeding the creation of new businesses as are high labor costs, 
which include large government-mandated social charges. The reform agenda, as 
well as most foreign investment, has been on hold awaiting Tudjman's death and the 
recent elections.  

Albania is the poorest country in Europe, with a per capita GDP of $810 a year. It 
has little industry and relies heavily on an inefficient agricultural sector. Albania's 
leaders, working closely with the international financial institutions and donor 
community, have begun to pursue an economic reform agenda, including in the 
areas of banking, legal, and regulatory reform. However, at present there is little 
effective governance outside of Tirana. The legal process, regulatory regime, and 
banking system barely function. The bulk of economic activity is in the unofficial 
sector, the country is rife with corruption, and organized crime has virtually free rein 
to carry out illegal activities. With all these problems, Albania is likely to remain 
dependent on foreign aid for years to come.  

Bosnia has made significant progress on reconstruction and enjoys an artificial 
degree of macroeconomic stability, thanks to the currency board arrangement and 
massive, but likely temporary, flows of foreign assistance. GDP increased by an 
estimated 30 percent in 1998 and continued to grow at a good clip in 1999, but that 
is almost entirely due to transfer payments. Bosnia's domestic output has increased 
only marginally.  

Notwithstanding some improvement over the past year, ethnic-nationalist rivalries 
continue to hamper effective governance, including in the realm of economic reform. 
The remnants of the former Yugoslav payments system, a mechanism through which 
the state monitors, controls, and executes all financial transactions, continue to stifle 
the development of a real banking system. The privatization process risks being 



hijacked by political parties eager to assert control over state assets for the exclusive 
use of one ethnic community or another. Multiple approvals are required to start new 
businesses, reinforcing pervasive corruption within government. As a result, there 
has been almost no foreign investment and little growth of private enterprise. The 
Bosnian economy remains substantially dependent on foreign aid and vulnerable to 
overall decline when these aid flows decrease--as they almost inevitably will.  

Macedonia is mainly an agricultural economy, but it also has limited industry, 
including a large textile sector. However, even this sector tends to produce only low 
value-added outputs. The privatization of Macedonia's state-owned assets has 
generally not led to new corporate governance or increased investment. As does 
much of the rest of the region, Macedonia suffers from a weak banking system. To 
maintain its exchange rate, Macedonia's interest rates run as high as 17 to 25 
percent. Banks buy government debt and bail out state-owned enterprises, but 
entrepreneurs complain that they are unable to obtain credit for projects they view 
as creditworthy. To compensate for its small domestic market, the Macedonian 
government is attempting to position itself as a hub for regional trade by negotiating 
a network of free trade agreements and supporting a range of cross-border 
infrastructure projects.  

Kosovo poses special issues. At present, its economy is driven entirely by the 
beginnings of the $3 billion in promised aid flows and the remittances of the Kosovar 
diaspora. Almost nothing is being produced, as most industrial facilities cannot 
operate due to war damage, lack of electrical power, the absence of key personnel, 
or years of inadequate plant and equipment maintenance. Whatever legitimate 
economic activity does exist is generally limited to small-scale retail trade. On the 
positive side, the U.N. Mission in Kosovo (UNMIK) has taken important initial steps to 
establish a stable economic framework. Restrictions on the deutsche mark have been 
lifted, and it now serves as the de facto currency of choice for both official and 
private economic activity. UNMIK has also begun to create a fiscal system for Kosovo 
(e.g., by collecting excise and customs taxes at border crossings and by developing 
detailed government budgets). However, UNMIK faces serious problems in securing 
early disbursements from the international donor community to pay the salaries of 
Kosovo's public sector, including teachers and doctors.  

Restarting commercial enterprises will not be easy. There is great confusion over 
competing Serb and Albanian property claims, which creates a cloud of uncertainty 
over the status of major publicly owned assets. The United Nations is struggling to 
reconcile the tension between the two components of U.N. Security Council 
Resolution 1244, which calls on the United Nations to promote greater self-rule for 
Kosovo, but to do so within the sovereignty of Yugoslavia and without prejudging 
Kosovo's ultimate status. At issue is whether the United Nations will be able to 
develop a coherent approach to managing this tension and at the same time pursue 
the reform and revitalization of Kosovo's economy.  

That leaves the rest of Yugoslavia: Serbia and Montenegro. As we write, Montenegro 
is inching toward greater autonomy, including by recognizing the deutsche mark as 
acceptable currency for official uses. It is unclear whether this movement will result 
in independence or some continued but loose arrangement with Serbia, and whether 
this transition will be violent or peaceful. Clearly, though, Montenegro is looking to 
differentiate itself, politically and economically, from its Serb neighbor.  

Serbia stands alone within the region, politically isolated and in an economic chasm. 
Serbia's economy had been declining since the breakup of Yugoslavia in 1991 
because of economic mismanagement, Western economic sanctions, and the war in 
Bosnia. Now price increases are again nearing hyperinflation rates. Its reserves are 



depleted, and its infrastructure and key industrial facilities are severely damaged. 
Without Western aid, energy and consumer goods shortages are likely to impose 
severe hardships in urban areas throughout the winter. Figures regarding the war 
damage are difficult to verify, but reconstruction estimates run from $30 billion to 
$100 billion.  

Serbia is now the proverbial hole in the Balkan doughnut. Its isolation has disrupted 
trade flows throughout the region, requiring its neighbors to seek alternative, more 
expensive routes to Europe's markets. Ultimately, it is very much in the interests of 
both Serbia and its neighbors that it be reintegrated into the region, but with 
Slobodan Milosevic still in power, there is no consensus within the international 
community to do so. 

In sum, this is a region facing serious economic challenges. There are some steps 
that can be taken immediately; others will take several years to accomplish. And 
even if these steps are taken, we should avoid raising unreasonable expectations. 
The Balkans is a poor and troubled region of the world that is unlikely to become a 
major destination for foreign investment. Yet, as discussed below, the region enjoys 
certain advantages, and with the right policies and international support, it could 
significantly improve its economic performance and reduce its dependence on foreign 
assistance.  

The international community's goals for the region should be to establish stability 
and growth on a sustainable basis. The bulk of the responsibility lies with the 
countries in the region themselves, but they will need the support of the United 
States, the EU, and the international financial institutions to succeed.  

 

MAJOR ISSUES FACING THE REGION'S ECONOMIES  

To achieve sustainable economic growth, the countries in the Balkans must attract 
private investment from home and abroad.2A number of organizations, including the 
World Bank, the Organization for Economic Cooperation and Development (OECD), 
the Stability Pact's Economic Table, and the Transatlantic Business Dialogue have 
done good work in analyzing major factors that influence decisions to invest. Rather 
than repeat the full list here, we have focused on some of the most critical issues 
that pose particular concern in the Balkans.  

One general observation: There is a perception by some in the region that pursuing 
sound fiscal and monetary policies constitutes economic success. Clearly, sound 
macroeconomic policies are necessary, and a number of the countries in the region 
have much to do to meet that threshold, but they are not sufficient. The donor 
community and international financial institutions have made an effort to press the 
governments in the region to privatize their state-owned assets, reform their legal 
and regulatory regimes, strengthen their financial systems, etc. However, work 
toward these objectives, many of which are long-term in nature, unpopular and 
difficult to achieve, frequently lags as a lower priority. In some cases, this reflects a 
lack of commitment or outright opposition by leaders in the region to the reform 
agenda. In others, it reflects a lack of the necessary political or technical capacity to 
take on these challenges.  

Corruption and Organized Crime  

Potential investors cite organized crime and corruption at or near the top of their list 
of concerns. For the most part, the major problem is the pervasiveness of corruption, 
but in some parts of the region, organized crime has become so institutionalized as 
to pose an additional threat. Southeast Europe is certainly not unique in facing the 



problems of crime and corruption, but they are as pervasive and corrosive there as 
virtually anywhere in the world. And they not only limit economic development but 
also pose a potentially serious threat to the region's emergent democratic 
institutions. Some of the problems in this arena are endemic to transition economies; 
others are specific to the region.  

In Albania, the weakness of the government has given rise to widespread 
lawlessness, with criminal organizations operating freely throughout the country. In 
Kosovo, there is great concern about organized crime groups taking root. The region 
as a whole has become a major transit route for drugs, arms, and other contraband, 
and it now houses criminal networks that extend well into western Europe.  

Corruption is prevalent throughout the region in both the public and private sectors. 
In the public sector, requirements for multiple approvals, lack of transparency 
(particularly in the privatization process), and the lack of reliable enforcement of 
laws and regulations have created an environment in which corruption has flourished 
and deterred investment. As the region's private sector grows, corruption (e.g., in 
enterprises' procurement decisions) is becoming increasingly embedded in the 
region's business culture as well.  

Weak Legal Systems  

A separate but related concern is the weakness of the legal systems in the region. 
Problems arise not only from the inadequacy of laws but the manner in which they 
are (or are not) enforced. Potential investors cite three types of problems. First, 
some of the countries in the region have yet to adopt laws that are key to a 
functioning market economy, including bankruptcy laws and modern commercial 
codes. Second, there are serious concerns about the stability or reliability of the legal 
system. As one foreign investor stated, "We can deal with almost any law, as long as 
we can plan on the basis of it and it doesn't change every six months." Third, there 
are serious concerns about how well judges understand the laws they are applying, 
as well as concerns about delays in the execution of their judgments and the honesty 
and independence of the judicial process.  

One of the most significant obstacles to investment in the Balkans is the lack of 
clarity over property rights. Throughout much of the region, there are unresolved 
claims based on the post - World War II expropriation of private property by socialist 
governments. Furthermore, there is a second level of uncertainty based on claims 
emerging from ethnic conflicts. In Bosnia, for example, there are competing claims 
to property arising out of shifts in populations caused by the war, with one ethnic 
community living in homes previously owned by another. In Kosovo, as previously 
mentioned, a major challenge for UNMIK will be whether it can encourage economic 
reform and private investment given the competing property claims of Serbs, ethnic 
Albanians, and other stakeholders in publicly owned enterprises.  

Faulty Privatization  

Progress on privatization varies from one country to the next, but with few 
exceptions, it has not yet produced a strong competitive, market-oriented private 
sector. In most cases, the privatization process lacked transparency. There was 
favoritism toward insiders and, either through management-employee buyouts or 
voucher programs, the assets ended up in the hands of former state managers and 
workers who lacked the capital, the expertise, or the strong desire to reform the 
enterprises. As a result, the privatization process has tended either to encourage 
asset-stripping by former socialist managers or to produce state-sanctioned 
monopolies that continue to prevent the emergence of private sector competitors.  

Weak Financial Systems  



One of the most serious obstacles to mobilizing private investment, particularly from 
domestic sources, is the weakness of the banking system and the absence of capital 
markets, a legacy of 50 years of socialism. After successive banking crises, many 
people in the region distrust their domestic financial institutions and keep a large 
portion of whatever savings they have "under the mattress." The public's lack of 
confidence in the domestic banking system reflects, in part, the absence of a 
professional, apolitical regulatory and supervisory regime and of a deposit insurance 
scheme in most of these countries. Foreign banks have either not been permitted or 
have been reluctant to fill the void, and only a small number operate in the region.  

Domestic banks in the region are not substantial lenders to the private sector. 
Instead, they tend to purchase government debt and lend to those state-owned or 
state-controlled enterprises to which they are captive. This is partly a legacy of 
government planning in which banks' primary role was to finance government budget 
deficits and provide working capital to state-owned or, in the case of Yugoslavia, 
socially owned, enterprises. But the domestic banks' failure to lend to the private 
sector also reflects a lack of credit culture in the region. Banks lack the technical 
expertise to assess the creditworthiness of potential borrowers and make lending 
decisions on commercial grounds. The result is that the private sector cannot obtain 
the capital that it believes it could use productively to start and expand businesses.  

Small, Poor Markets  

With the exception of Romania, individual countries in the region are generally too 
small to attract large-scale foreign investment to serve their relatively poor, 
domestic markets. Of course, as a number of other small countries (e.g., Switzerland 
and Singapore) demonstrate, the disadvantage of having a small domestic market 
can be overcome by integration into larger markets. If the countries in the region 
create open, reformed economies, they might well be attractive to investors as a 
platform for production for all of southeast Europe, the European Union, and other 
export markets.  

The region's relationship with the EU is complicated and will be discussed in further 
detail below. According to the EU, more than 80 percent of the region's exports now 
enter the EU duty free and even where quantitative restraints are in effect, exports 
from this region have tended to remain below the designated quota levels. The 
perspective of the region, though, is that real barriers to the EU market remain. 
There are likely a number of indigenous factors, such as inadequate infrastructure 
and a lack of competitive production capacity, that may be preventing Balkan region 
exporters from fully accessing the EU. However, it is also likely that the perception of 
remaining barriers to the EU market is discouraging investment and development of 
production capacity in the region.  

Within the Balkans, there are still serious barriers to trade, including tariffs, nontariff 
barriers, inefficient and corrupt customs administrations, and transportation 
bottlenecks. Moreover, as a general matter, regional cooperation on economic and 
other issues of common concern does not come naturally to the Balkans today.  

The Problem of Serbia and Milosevic  

Serbia under Milosevic's leadership remains a major stumbling block to long-term 
stability and prosperity in the Balkans. Serbia is at the crossroads of the region, a 
key nexus of road, rail, and river transportation in the region. It has also been an 
important industrial base and market for the region, particularly the former Yugoslav 
republics. For the time being, Balkan countries have no alternative but to seek other 
transportation routes and to proceed in developing regional cooperation without 
Serbia. Its continued isolation, however, not only prevents a return to economic 



normalcy but also serves as a potential ongoing source of political instability and 
conflict in the region.  

Real and Perceived Risks  

The centrality of Serbia points to another important issue: real versus perceived 
risks. The above list, which is by no means exhaustive, illustrates many real risks 
that investors in the Balkans face. That said, even the most stable, safe, and reform-
minded country in the region (Bulgaria) is having difficulty attracting investment 
because of the general perception that the Balkans is an unstable and potentially 
violent part of the world. This puts a premium on the international community doing 
what can be done to highlight the diversity of the countries in the region and to help 
the private sector in distinguishing between the more and less risky parts of the 
region. It also underscores the importance of addressing the larger issues (i.e., the 
promotion of a democratic Yugoslavia) affecting political stability and security in the 
region.  

 

ECONOMIC ADVANTAGES  

Notwithstanding the above-mentioned problems, the region enjoys certain attributes 
that potentially can contribute to growth and development.  

Proximity to Major Markets  

While the markets in the Balkans are small and underdeveloped, they are close to 
major markets, including the European Union with its 375 million high per capita 
income consumers and Turkey with its 63 million consumers.  

Prospect of Integration with the European Union  

Looking to the future, the prospects for sustainable economic growth in the Balkans 
are greatly enhanced by the possibility of their eventual integration, in some form or 
another, into the European Union. For some countries (e.g., Romania and Bulgaria), 
EU membership could come relatively quickly--in a decade or so. For others, it could 
take much longer. And for some, membership might never be appropriate. But in the 
meantime, the prospects for improving market access and closer integration could 
lead the countries in the region to pursue a broad array of reforms designed to bring 
themselves closer to Europe's standards, rules, and business practices. These 
changes, in turn, could make an important contribution to enhancing the investment 
environment in the region.  

Relatively Well-Educated and Inexpensive Workforce  

Despite the low levels of economic performance, the educational and literacy levels 
in the Balkans are relatively high compared with other countries at similar income 
levels. Several, such as Bulgaria, Romania, and Croatia, have large numbers of 
technically skilled workers, including in software development and engineering 
design, which could be valuable assets to their countries if they can be effectively 
employed at home. Unfortunately, a significant brain drain throughout the region has 
siphoned off many of the most talented individuals to EU countries, Canada, and the 
United States. If the economic environment improves, some might return, bringing 
with them newly acquired business skills and possibly even investment capital.  

Promising Sectors  

Industrial enterprises in most of the region have deteriorated with the lack of 
investment in recent years. Much of their equipment is old and based on outdated 
technology. Still, there may be some traditional sectors, including mineral products, 



textiles, shoes, agro-processing, and furniture, in which enterprises in the region 
could serve the domestic markets competitively and that could be an important 
source of export earnings. Moreover, there is a surplus of electricity production 
capacity in the region that, with the further development in regional energy 
interconnection infrastructure, could also produce export earnings. Tourism remains 
a potentially lucrative industry as well for some countries, especially Croatia. But 
perhaps even more importantly, as the nascent software industries in Romania and 
Bulgaria illustrate, there could well be new sectors, including some in higher value-
added sectors, in which greenfield investments could be competitive.  

 

REVIEW OF U.S. AND EU POLICIES  

As Serb forces withdrew from Kosovo, the international donor community swung into 
action. Armed with the lessons of Bosnia, positive and negative, they set out to 
mobilize resources and organize a reconstruction initiative. In some respects, the 
initial results have been impressive. But, while donor conferences have produced 
more than $3 billion in pledges, and more than 200 aid organizations have set up 
shop in Kosovo, there are serious questions about the actual pace at which 
reconstruction funds are being disbursed on the ground and whether Kosovars will 
have what they need to survive the winter.  

In addition to the Kosovo reconstruction effort, the EU initiated and the United States 
supported the launching of the Stability Pact to bring the countries in the region 
together to deal with political, security, and economic issues, and to integrate them 
into the Euro-Atlantic community. It was designed to create simultaneously a sense 
of regional identity and European identity for the countries of southeast Europe. To 
enhance cooperation and coordination, the Stability Pact established several forums 
(i.e., "Tables") at which southeast European countries and donors can meet to 
discuss regional issues, including trade and investment, and establish a plan of 
action.  

Under the rubric of the Stability Pact, the EU and United States have announced a 
variety of new aid and trade initiatives to promote recovery and economic 
development in the Balkans. The EU will be the largest source of foreign assistance 
to the Balkans. In 2000 - 06, the EU is planning to extend aid amounting to 5.5 
billion euros to Albania and the former Yugoslav republics and Kosovo, and 6.0 billion 
euros to Romania and Bulgaria.3  

The United States has pledged to provide $157 million for aid to Kosovo in 2000 and 
announced other initiatives to promote development throughout the Balkans. The 
U.S. Overseas Private Investment Corporation (OPIC) will create one or more private 
sector investment funds that will mobilize up to $150 million in financing. OPIC will 
also provide a $200 million credit line for commercial ventures with significant U.S. 
participation. Other new assistance includes $34 million to help the European Bank 
for Reconstruction and Development (EBRD) to develop a $130-million small and 
medium-size enterprise (SME) lending facility and $16 million in technical assistance 
on legal and regulatory reforms.  

New EU and U.S. initiatives will complement and support large ongoing programs of 
the IMF, World Bank, and the EBRD in the region. The IMF has in place multiyear 
programs totaling about $2.0 billion for Albania, Bosnia, Bulgaria, Croatia, 
Macedonia, and Romania. World Bank programs for the six countries amount to $4.2 
billion. In addition to large infrastructure projects, the World Bank is financing 
activities in the fields of health, community development, agricultural and forestry 
development, enterprise privatization, land registration, pensions, and SME 



development. The EBRD is focusing on supporting private sector investment and, as 
of| June 30, 1999, had committed $2.5 billion to 107 projects in the region. All three 
institutions are also providing substantial technical assistance to help governments 
design and implement market-oriented economic reforms.  

The EU has also agreed to launch membership negotiations with Bulgaria and 
Romania, provided certain conditions are met (e.g., Bulgaria dealing with its 
Chernobyl-type reactor), and--in principle--to negotiate Stabilization and Association 
Agreements (SAAs) with Albania and the former Yugoslav republics. The SAAs are 
aimed at encouraging regional integration and laying groundwork for future EU 
membership. The agreements would include an expansion of existing trade 
preferences. They would also increase assistance for democratization and institution-
building, provide new opportunities for cooperation with the EU in law enforcement, 
and develop channels for eventual political dialogue, including at the regional level.  

To date, the EU has approved the start of SAA negotiations only with Macedonia. A 
recent EU report on Albania cited shortcomings in the country's performance in 
several areas (e.g., the general weakness of the economy and ineffective 
governance) and left open the question whether SAA negotiations with that country 
would begin any time soon. Similarly, the EU has conditioned the negotiation of SAAs 
with Bosnia and Croatia on the settlement of issues relating to the treatment of 
national minorities and on the mutual recognition of each other's borders. Since 
these issues remain unresolved, no timetable has been set for the start of those 
negotiations. Yugoslavia is also potentially eligible for an SAA but no action appears 
possible while Milosevic is in power.  

The EU is encouraging Balkan countries to pursue economic integration among 
themselves even as they seek integration with the EU. Although regional economic 
integration is not strictly a precondition for European integration, the EU has 
emphasized the importance of steps, such as a regional free trade arrangement, that 
demonstrate the readiness of the Balkan countries to participate in the EU's more 
intensive program of integration. While increasing regional interaction could 
potentially have positive economic effects, the EU proposal has been greeted with 
some concern in the region as an effort by the EU either to reconstitute the former 
Yugoslavia or to create an obstacle to meaningful European integration.  

Although the United States is a much less important market for the Balkans than 
Europe, the United States is also taking additional steps to help promote increased 
trade with the region.4At the Sarajevo Summit in July 1999, President Clinton 
announced his intention to propose additional trade preferences for all the southeast 
European countries participating in the Stability Pact. Since then, the U.S. 
administration has introduced legislation that, if enacted, would permit duty-free 
entry to all exports from the region except for textile and apparel products. The 
duty-free entry would also apply to agricultural products, although imports subject to 
quotas will not be eligible for duty-free entry beyond the quota amount.  

Despite strong European and American pledges of assistance and rhetoric in support 
of integration, there remains a certain amount of skepticism in the region, 
particularly with regard to the EU's intentions and capacity to deliver on closer 
integration. Well-founded or not, these perceptions are shaping the views of many 
people in the Balkans and influencing their willingness to support the types of efforts 
that are necessary to promote stability and economic recovery in the region. These 
concerns must be taken seriously.  

 

ACTION PLAN  



RECOMMENDATIONS  

Below are a series of recommendations for actions to be taken by the governments 
in the region and by the international community. Some can be accomplished 
immediately. Others will take substantial time to complete. But even for the longer-
term steps, urgent action is needed. The international community's attention is now 
focused on the Balkans, but this will not last. There is a relatively short period of 
time--a few years, perhaps--during which the countries in the region can count on 
substantial official financial support. A great deal needs to get done to reconstruct 
the countries in the region, to complete the transformation to market economies, 
and to create an environment that will attract the private investment needed to 
create sustainable economic growth. The obstacles are great but the following 
program would enhance the prospects of success.  

Recommendation 1. Macroeconomic Stability  

The countries in the region should achieve and maintain macroeconomic stability. 
Bulgaria has made the greatest progress. However, all of the countries in the region 
face varying degrees of challenges on this front, from Romania, which is still 
struggling with double-digit inflation, to Bosnia, whose economy is supported by 
massive but temporary foreign assistance flows, to Macedonia, which maintains a 
stable currency but only through prohibitively high interest rates. Key fiscal 
challenges are to control government spending, including such measures as 
restricting expenditures on unprofitable publicly owned enterprises, and reforming 
the tax system to improve revenue collection. On the monetary front, the countries 
in the region should ensure the political independence of their central banks and 
adopt a clear mandate to maintain price stability.  

With regard to exchange rate policy, some governments in the region have currency 
boards (Bosnia, Bulgaria), others have liberalized the use of the deutsche mark 
(Kosovo, Montenegro), and others have linked their currencies with varying degrees 
of rigidity to the deutsche mark (Croatia, Macedonia). In addition, there is an 
ongoing debate, inside and outside the region, about whether or when some of the 
countries should eventually adopt the euro as their official currency, which could 
further facilitate integration with the European Union. 

Each country needs to carefully evaluate its own situation in establishing its 
exchange rate regime. Currency boards, fixed rates, and euroization could help 
contribute to macroeconomic stability in some countries, but such policies also affect 
export competitiveness and require a degree of macroeconomic discipline that is 
difficult to sustain over time for countries engaged in a major reconstruction and 
transition effort.  

While countries should keep their options open, including by pursuing the structural 
reforms (e.g., financial sector strengthening) that would be necessary to euroize 
their economies, some may choose to maintain a more flexible approach to exchange 
rates. The European Union's (EU) Exchange Rate Mechanism (ERM) offers some of 
the advantages of a fixed rate system but also provides flexibility in the event that 
economic conditions require currency adjustments. The ERM also has the advantage 
of being an EU instrument and thus a logical interim step toward eventual 
participation in the euro zone.  

Whichever exchange rate policies are adopted, they must be backed by strong 
economic reform measures if they are to be credible and sustainable sources of 
macroeconomic stability over time.  

Recommendation 2. Structural Reforms and Privatization  



The countries in the region should devote much greater energy to microeconomic 
issues, structural reform, and completing the transition to market economies. 
Macroeconomic stability is a necessary but not a sufficient condition for sustainable 
economic growth. If private investment, domestic and foreign, is to become a major 
source for financing growth and development, the countries in the region need to 
focus substantially greater attention on privatizing and restructuring state and 
socially owned assets; liberalizing regulations governing private sector activity and 
labor markets; and developing a well-regulated, well-supervised, commercially based 
financial sector.  

Where privatization has occurred, it has tended to be done poorly, with most of the 
assets handed over to the existing managers and workers who have neither the 
money nor the market-oriented management experience necessary to reform the 
enterprises. The governments in the region, drawing on the experience of other 
transition economies and with the support of the international community, need to 
develop mechanisms and incentives to encourage changes in corporate governance 
and to create opportunities for foreign strategic investors who can bring capital, 
technology, and expertise to the region.  

Investors in the region face a maze of regulations, licenses, and bureaucratic 
processes that inevitably create the potential for corruption. Moreover, they can be 
used too easily by officials to protect politically influential state-owned enterprises 
against competition. The governments in the region need to sharply reduce and 
substantially simplify regulations governing the establishment and operation of 
private sector enterprises. The objectives of the regulatory framework, such as 
protecting consumers, investors, or the environment, should be transparent and 
applied in a consistent and reliable manner.  

One area of specific concern is labor market regulation. When it is difficult or costly 
to fire a worker, that is a significant disincentive to hire new workers. To facilitate 
the restructuring of privatized enterprises and the creation of new private sector 
jobs, the governments in the region should take steps to liberalize labor market 
regulation, including the rules regarding hiring, firing, and compensating workers. Of 
course, this is an area of significant divergence between the United States and 
continental Europe. Still, there is substantial room for liberalization before the Balkan 
countries reach even the EU level of labor market regulation.  

In all of the countries in the region, the primary source of finance is bank lending. 
However, the banking systems, with few exceptions, are weak, undercapitalized, and 
poorly supervised. Moreover, in many of the countries, the government and its 
favored companies (often current or former publicly owned enterprises) use the bulk 
of available financing and crowd out new private businesses.  

Several steps are necessary to create a banking system that can support a modern, 
market-based economy effectively. First, the public sector must reduce its budget 
deficits and the consequent demand on domestic savings. Second, governments 
need to give priority to strengthening their financial systems. This includes 
establishing the independence of their central banks, creating independent 
supervisory agencies with the authority to close failed banks, and introducing 
internationally accepted accounting standards. Third, governments should not direct 
the extension of credit. Instead, bankers should be trained to make loans on 
commercial grounds, and supervisory agencies should ensure that loans are made on 
such grounds to all borrowers, regardless of ownership. In all these reforms, the 
countries should draw on the extensive technical assistance available from the 
international community. In addition, microlending and other programs designed to 
support the development of small and medium-size enterprises may be useful in 



compensating for some of the weaknesses in the existing banking systems and in 
contributing in general to the development of a more robust civil society.  

Recommendation 3. Legal Reforms and Institution-Building  

Economic issues are but one aspect of an attractive investment climate. Of at least 
equal importance are political stability, a modern legal framework and independent 
judiciary, well-functioning public institutions, civil society, and an effective effort to 
reduce corruption. These are difficult challenges because they are complex to deal 
with and long-term in nature. However, if they are not dealt with, there will be 
severe limits to what the countries in the region can expect in terms of attracting 
investment, as well as increasing economic growth, employment, and living 
standards. In the end, despite other painful economic adjustments, countries that 
avoid these difficult challenges are likely to remain mired in the very economic 
problems that have been the sources of political tension and instability in the past.  

Political stability:  

This is a threshold issue. As long as ethnic tensions run high, public institutions and 
civil society divide themselves along ethnic loyalties, and the potential remains for 
armed conflict, the whole region will be seen as a high-risk area for investment. If 
the region is to attract any substantial investment, the countries in the region must 
work to develop democratic political systems and civil societies that can function 
effectively and prevent the outbreak of ethnic conflict and violence. Programs to 
strengthen civil society should range broadly to include the press, indigenous 
nongovernmental organizations, and small and medium-size commercial enterprises. 

Legal reform:  

A number of institutions--the Stability Pact, the Transatlantic Business Dialogue, the 
World Bank, and the Organization for Economic Cooperation and Development 
(OECD), to name a few--have produced good checklists of reforms needed to 
improve the legal environment for investment. These include adopting modern 
market-oriented laws and regulations, creating reliable processes for enforcing those 
laws and regulations, clarifying property rights (including through the resolution of 
competing claims to publicly owned property), and establishing and enforcing 
bankruptcy procedures.  

But the economic components of legal reform are part of a much larger challenge of 
establishing more generally the rule of law in societies in which its practice is lacking. 
True legal reform requires not just an understanding of private property and 
contracts, but a readiness to accept the equality of all persons before the law. It 
requires a judiciary that is not only knowledgeable about the functioning of a market 
system, but can act with impartiality and independence even in the face of strong 
political pressures. And all of this requires a political consensus of support that takes 
time to nurture.  

The legal reforms needed in the region involve difficult, long-term challenges, but 
steps can be taken now to start building technical capacity and changing attitudes. 
The international community should explore areas where it can increase its 
assistance, including formal education and training, and exposure to legal systems, 
local government, and political activities. In designing its programs, the international 
community should make every effort to secure buy-in from the local communities, 
leverage indigenous resources (e.g., judges associations), and invest in worthwhile, 
but long-term projects (e.g., judicial training initiatives).  

Corruption:  



The international donor community has expressed deep concerns about the corrosive 
effects of corruption in the region. It can take at least two steps immediately to help. 
First, the OECD Convention on Combating Bribery of Foreign Public Officials in 
International Business Transactions, concluded on December 17, 1997, committed all 
signatories to enact legislation prohibiting their nationals from engaging in such 
activity. In signing the convention, all signatories agreed to take steps to disallow 
the tax deductibility of bribes to foreign officials. Despite these commitments, several 
EU members (e.g., France, Italy, the Netherlands, Ireland, Portugal, and 
Luxembourg) have yet to make the necessary legislative changes to outlaw the 
bribery of foreign public officials, and in Luxembourg bribes remain tax deductible. 
EU members that have not already passed the enabling legislation, or have not yet 
excluded bribes as a tax deduction, should act promptly to do so.  

Second, the international community should make corruption a threshold issue for 
international support, explicitly conditioning its assistance on concrete efforts to 
address this problem. No country has a perfect record on corruption, and it is not in 
the international community's interest to withhold its support for an unreasonable 
objective. Nonetheless, the international community can and should use its leverage 
to get countries in the region to take meaningful steps to deal with any serious 
corruption problems they face. For example, the World Bank offers countries 
assistance in assessing the pervasiveness of corruption and in developing an 
effective response. No Balkan country, however, has requested the bank's 
assistance. Donor governments should consider requiring countries with serious 
corruption problems to request a World Bank corruption audit or similar exercise as a 
condition of World Bank lending or bilateral donor assistance. Moreover, 
implementation of the series of reforms proposed by the Stability Pact Anti-
Corruption Initiative, notably in the areas of customs administration, law 
enforcement, and the judiciary, should be started and technical assistance, as 
needed, should be provided.  

At the Istanbul Summit in November 1999, the Stability Pact countries took a 
potentially useful step in all three of the aforementioned areas by endorsing a 
Southeast European Investment Compact. Under the compact, countries in the 
region agreed to improve their legal and regulatory frameworks, including those 
aimed at preventing corruption. The EU and the United States, in turn, pledged to 
make greater efforts to encourage foreign investment in those countries that are 
making progress in improving the investment climate. The OECD Secretariat is 
providing technical expertise to help countries identify key investment issues and 
develop a strategy for addressing them. The challenge now is to ensure that the 
compact actually produces reforms that affect the decisions of investors.  

Recommendation 4. Economic Integration  

Given the small size of most of the economies in the region, open markets will be 
essential in fostering innovation, competitiveness, and productivity gains. Economic 
growth and development in the Balkan countries will depend crucially on exports. 
Exports, in turn, can be fostered by trade liberalization, infrastructure development, 
and more intensive regional cooperation on a range of economic issues.  

The opportunity for meaningful integration into the EU, discussed in greater detail in 
the next recommendation, could be the single most important factor in spurring on 
the reform necessary to achieve sustainable economic growth. While potentially 
helpful to economic development, neither regional cooperation nor regional 
integration can substitute for EU integration.  



That said, regional cooperation is an area in which the countries in the region can 
take action now to help themselves. There is currently very little economic 
interaction among the countries in the region even though significant gains could be 
achieved by expanding trade. The reduction or elimination of trade barriers, the 
harmonization of customs procedures, and the development of regional 
infrastructure would reduce costs, expand consumer choice, and stimulate private 
sector development. In addition to the economic benefits, the elimination of tariffs 
and the harmonization of customs procedures could remove one of the most 
important sources of corruption in the region.  

Development of regional infrastructure, including roads, railroads, 
telecommunications networks, electricity grids, pipelines, and bridges, would 
facilitate trade, improve the profitability of investments by increasing economies of 
scale and reducing overhead costs, and foster other interaction among the countries 
in the region. Once Milosevic leaves power and more normal relations with Belgrade 
are restored, some of the current needs for infrastructure may change, but the basic 
objective will not. 

Much good work on infrastructure planning has already been done by EU ministers of 
transportation, the European Investment Bank, the Southeast Europe Cooperation 
Initiative, and governments in the region. At the Istanbul Summit, the Stability Pact 
leaders reached agreement on the process by which proposed projects should be 
reviewed, vetted, and approved. The international community should use that 
process to develop an integrated view of the region's infrastructure needs and a 
hard-edged assessment based on strict economic criteria, which can then provide a 
basis for obtaining financing.  

Given the long lead time associated with infrastructure projects, governments in the 
region and the international community need to move ahead expeditiously to agree 
on priorities and pursue those infrastructure projects that are of highest priority from 
a regional perspective. In that regard, the ongoing dispute between Romania and 
Bulgaria over where to locate a second bridge over the Danube is a dramatic 
example of regional governments' failure to come to a common position on a 
potentially important project.  

Care must be taken that regional infrastructure projects not be pursued on the basis 
of narrow national criteria or political considerations. The international community 
should insist on applying strict discipline in this process, based on the projects' 
expected rates of return, so that scarce official financial resources are not 
squandered on uneconomic projects.  

Even with the benefit of strict discipline, careful planning, and official financing, the 
governments in the region face formidable obstacles in gaining access to private debt 
and equity markets to cofinance commercially viable infrastructure projects, 
especially those that cross one or more borders. As part of this effort, the donor 
community and international financial institutions should consider using tools at their 
disposal, including credit and investment enhancements, to mobilize private sources 
of capital for commercially viable regional infrastructure projects.  

Recommendation 5. EU Integration through a Partnership for Prosperity  

The EU's policies toward the Balkans and specifically the issue of future EU 
membership for the countries in the region, are likely to remain a source of 
sensitivity in U.S.-EU relations. Obviously, the United States neither can nor should 
attempt to dictate EU policies, particularly with regard to the integration of Balkan 
countries into European institutions. But given the potential for instability in the 
region to spill over into conflict requiring U.S. military intervention, the United States 



has a legitimate interest in EU decisions affecting the stability of the region. Thus, 
the Balkans need to remain near the top of the agenda of the transatlantic dialogue.5  

As noted above, the EU has taken two important new initiatives related to the 
integration of this region into Europe. One is a pledge to start membership 
negotiations for Bulgaria and Romania in 2000. The other involves a proposal to 
create a new set of contractual arrangements--Stabilization and Association 
Agreements (SAAs)--for Albania and the former republics of Yugoslavia that could lay 
the foundation for eventual EU membership. By any measure, these initiatives, 
combined with the EU's pledges of assistance for the region, represent a significant 
step up in the EU's commitment to the Balkans. 

It is our view that the European Union needs to do more. To the degree that the EU 
is seriously holding out the possibility of membership to all of the countries in the 
region, it has not effectively overcome skepticism in the region. The EU needs to 
articulate more clearly and credibly a path toward European integration that is seen 
as a genuine "Partnership for Prosperity." What is missing from the EU's current 
approach is a degree of specificity about the path each of the countries in the region 
faces and what each can expect along the way.  

Making real the prospects of European integration could have a powerful impact on 
the political dynamic of reform in the region. Just as potential membership in the EU 
for Poland, Hungary, and the Czech Republic created a dynamic in which every policy 
decision was judged as to whether it brought that country closer or farther away 
from European integration, so too could the prospects of a European identity spur 
reform in the Balkans. And perhaps, just as importantly, the vision of a European 
future could create a powerful constraint on the capacity of nationalist or regressive 
forces to hijack Balkan politics.  

In order for the prospects of finding a home in Europe to have the desired effects on 
political and economic reform, those prospects cannot be seen--as they 
unfortunately are now--as too remote or speculative. The key challenge for the EU is 
to make the path toward integration meaningful and credible without lowering its 
standards for membership. Indeed, it is those high standards that will drive the 
reforms necessary to promote political stability and economic sustainability. 
However, meeting these standards will take considerable time, and countries in the 
region are likely to advance toward membership at markedly different paces. 
Competition among the countries as to who will meet the standards first can be a 
healthy spur to reform in the region.  

That is the rationale behind the proposed Partnership for Prosperity, which is 
intended to build upon what the EU has already announced to emphasize the EU's 
long-term engagement in the region and strong commitment to support its 
integration into the European mainstream. To be credible, the partnership needs to 
offer, in quite specific terms, interim and intermediate steps that the countries in the 
region can take and that the EU would reward--in terms of closer integration--in 
return.6Over time, the partnership could offer the strongest reformers in the region 
participation not only in a free trade arrangement, but in a customs union and a 
common market on the way to eventual membership. The challenge is to ensure a 
sufficient level of engagement--and incentives--as countries continue on the long 
path leading to membership. Otherwise there is a risk that countries, in the absence 
of seeing concrete benefits in the interim, will feel overwhelmed by the demands and 
lose the necessary political support for reform.  

For example, given that EU membership is a long way off for Albania and the former 
Yugoslav republics (other than Slovenia), the EU might encourage these countries to 



meet the conditions for membership in the European Economic Area (EEA)--perhaps 
expanded to cover agricultural products as well. Doing so would strengthen ties not 
only between the Balkans and the EU but also among the Balkan countries 
themselves. Indeed, for some countries (e.g., Croatia and Bosnia), it may be 
politically easier to break down trade barriers between each other as part of the 
process of integrating with other European institutions rather than through the 
regional free trade negotiations the EU is currently encouraging. 

As an immediate step, the EU should consider expanding its unilateral trade 
preferences for exports from the region. The United States should do the same, 
particularly with regard to textiles and apparel. Given the trade patterns, the impact 
on sensitive sectors will be greater in the EU than in the United States but, because 
of the size of the Balkan economies, that impact is likely to be marginal.  

Recommendation 6. Improving the Effectiveness of Engagement in the Balkans  

The international community should take steps to maximize its effectiveness in the 
region. While most of the responsibility for creating sustainable economies lies within 
the Balkan countries themselves, effective support from the international community 
will be critical for helping them achieve that goal. Of particular importance, the 
United States, the EU, and international financial institutions should improve their 
performance in aid coordination and disbursement, technical assistance, and the use 
of conditionality.  

One of the lessons of Bosnia is that whatever reforms did occur were possible only 
because of the constant attention and pressure of the high-level engagement of 
political leaders, diplomats, and economic officials. To prevent a loss of focus and an 
onset of complacency in the region, the United States, the EU, and international 
financial institutions need to resist "donor fatigue" and be prepared to devote that 
sort of commitment and level of economic-diplomatic resources to keep recovery and 
reform on track.  

The international donor community has taken steps to improve its coordination, 
including through the creation of a joint EU-World Bank office in Brussels. Still, there 
continues to be confusion--in the region, in the business community, and in the 
donor governments--about how the several coordinating bodies (e.g., the Stability 
Pact, the Southeast European Cooperation Initiative, the High-Level Steering Group, 
and the EU-World Bank donor process) relate and how relative priorities are 
established for the initiatives being developed in different groups.  

In Brussels and Washington, the overlapping responsibilities of numerous officials 
involved in Balkan recovery and reconstruction have blurred lines of authority and 
raised doubts about whether there is effective overall direction on Balkan policy at 
the highest political levels. Streamlining is needed both at the international level and 
within U.S. and EU bureaucracies so that there is clear leadership on overall Balkans 
policy and efficient mechanisms to carry out reconstruction and recovery activities in 
the region.  

In addition, the donor community should consult closely with the private sector in 
developing its economic strategy for the region. A private sector group is being 
created to advise governments on implementing the Stability Pact's Investment 
Compact. A similar group has been established by the Transatlantic Business 
Dialogue. The Southeast European Cooperation Initiative also has a private sector 
advisory group. No matter which forum proves most productive, the donor 
community needs to institutionalize a meaningful mechanism to bring the public and 
private sectors together, particularly with regard to what needs to be done to create 
the conditions for investment in the region.  



Donors and international financial institutions need to strengthen their efforts to 
coordinate aid and accelerate the disbursement of assistance, particularly 
humanitarian aid. Delays are not only slowing reconstruction but also undercutting 
Western political credibility and demoralizing those in the region seeking to press 
ahead with reform and revitalization.  

There is a great need for technical assistance, particularly with regard to the difficult 
challenges of institution- and capacity-building. Massive training programs are 
needed to produce the judges, lawyers, bankers, businesspeople, regulators, and 
public servants necessary to manage the transition to a market economy and 
effectively integrate into the European Union. While there are programs in these 
areas, much more must be done to create the human capital necessary to carry out 
this project. In the past, there have been problems with donors spending aid 
resources on technical assistance that countries in the region were not interested in 
receiving and, therefore, did not use well. For technical assistance to have maximum 
impact, international financial institutions and countries in the region need to agree 
on overall objectives and strategies, and donors need to coordinate implementation 
to avoid duplicating efforts.  

Conditionality is an essential tool for promoting change and making assistance 
effective. If there is one lesson to be drawn from the donor experience in Bosnia, it is 
that the probability of success for the foreign assistance efforts diminishes if the 
international community cares more about success than do people in the region. The 
international community, including the bilateral donors and international financial 
institutions, should use conditionality as a core principle in its assistance strategy for 
the region. Governments in the region need to understand that continued 
international support for reconstruction and recovery will depend on their progress in 
implementing key reforms, and that success brings additional rewards.  

At the same time, conditions must be realistic, well-targeted, and supportive of those 
willing and able to implement reforms. They should take into account the political 
and technical capacity for change, which will differ from one country to the next. This 
puts a premium on donors coordinating their assistance policies and establishing 
reform priorities. Every aid agency cannot attach separate and distinct conditions at 
will, and there may be some types of assistance, such as food aid, humanitarian 
assistance, and some training, that should be provided without reform-linked 
conditionality.  

There will, of course, be circumstances in which the international community will be 
reluctant to withhold assistance to countries that are performing poorly. But there 
should be a presumption that conditionality would be applied whenever feasible, as 
consistently as practicable, and to the greatest extent possible. The basic principle 
should be that the international community provides the greatest support to those 
countries that make the strongest efforts and more limited support to the region's 
laggards.  

Recommendation 7. Need for Decisive Action on Emergency Aid and Reform in 
Kosovo  

Decisive action needs to be taken to speed up the flow of emergency humanitarian 
aid to Kosovo. There are real concerns about the ability of many Kosovars to make it 
through the winter because of a lack of heat, electricity, and building materials to 
repair the more than 50 percent of housing damaged during the war. If the EU and 
United States fail to meet these basic needs, both political and economic recovery in 



Kosovo will suffer a serious blow that could have long-term consequences. Nothing is 
likely to be accomplished in terms of political or economic stability without a strong 
commitment to an ongoing NATO-led presence.  

In addition, there is a vital need for donors to provide the U.N. Mission in Kosovo 
(UNMIK) with the financial resources it needs to pay teachers, doctors, and other 
essential government personnel during this critical startup phase of recovery. Donors 
need to cut through the red tape and ensure that the Kosovo government authorities 
have adequate funding to provide essential services.  

Over the longer term, economic reform and revitalization will be central to creating a 
stable environment and giving hope for the future in Kosovo. To get this process 
moving, the EU and United States need to support a broad interpretation of the 
UNMIK mandate so that it has sufficient authority to implement key reforms and take 
on the difficult task of settling property claims. In Kosovo, the international 
community faces the unique challenge of developing an economic strategy that 
straddles the gap between the two parts of |U.N. Security Council Resolution 1244: 
to increase Kosovo's capacity for self-rule without compromising Belgrade's 
sovereignty over Kosovo or prejudging Kosovo's final status. UNMIK could interpret 
its mandate as follows: return Kosovo's economy to its pre-war status (by 
reconstructing the destroyed houses), return it to its pre-1989 status (when "the 
decade of silent destruction" began), or put it on the path toward market reform and 
sustainability (including by privatizing publicly owned assets).  

It is in the interest of the international community that, regardless of its final status, 
Kosovo develop a sustainable economy. Therefore, the international community 
should work to build support within the U.N. system for UNMIK to pursue a strategy 
designed to achieve the broadest mandate: to reform Kosovo's economy. One 
specific step UNMIK could take to facilitate reform is to use its authority in Kosovo to 
restructure, privatize, and--to the degree it makes economic sense--revitalize state-
owned industrial assets. Competing claims over enterprise assets--including those of 
Belgrade and Serb-owned businesses--will have to be managed in such a way as to 
permit private investment and management pending final resolution of Kosovo's 
political status. The international community should support UNMIK in resolving 
these issues in a proactive and pragmatic manner.  

Recommendation 8. Review of Policy toward Serbia  

The international community should review its policy toward Serbia with the goal of 
striking a pragmatic balance between isolating Slobodan Milosevic and his 
supporters, on one hand, and mitigating the effect of sanctions on the Serb people 
and the neighboring countries, on the other hand. As long as Milosevic is in power, 
Serbia remains a threat to stability and democracy in the region. The EU and United 
States, therefore, must continue to stay focused on efforts to hasten his departure. 
Yet it is also clear that Serbia's continued isolation and exclusion from regional 
development programs are seriously impeding efforts to promote regional recovery 
and integration and are raising costly obstacles to the expansion of trade and 
investment in the Balkans. The policy goals are in conflict, and the current approach 
should be reassessed.  

Specifically, the United States and EU should consider whether expanded 
engagement with Serbia, including additional humanitarian and reconstruction aid, 
would on balance serve Western interests in the Balkans. There may be elements of 
the current sanctions regime that do little to weaken Milosevic's hold on power but 
have a disproportionately adverse impact on the Serb people or the neighboring 



countries. (By one theory, the current sanctions regime helps Milosevic and his 
supporters maintain power, because they benefit from the smuggling operations.)  

For example, would the political benefits to Milosevic of rebuilding the bridges and 
clearing the Danube River of debris outweigh the economic costs to the region of 
allowing these and other transportation bottlenecks to continue? Is there more that 
can be done to lay the groundwork for constructive relations with the Serb people 
(e.g., by expanding contacts and specifying the type and scope of assistance that 
could be made available in the post-Milosevic era)? Is it possible to tighten sanctions 
on Milosevic and his close supporters (e.g., by expanding the visa ban) in ways that 
offset a modification of other sanctions?  

Bearing in mind the goals of not only removing Milosevic from power but also 
building a politically stable and economically sustainable region over time, these are 
the kinds of questions that should be considered in deciding whether to continue or 
modify the current policy. However, a more thorough policy review would be needed 
before any changes in policy should be made.  

 

DISSENTING VIEW  

While not disagreeing with all of the Task Force's recommendations per se, the 
failure of the report to distinguish adequately among countries in the Balkan region 
results in less than substantive recommendations.  

To varying degrees, Bulgaria, Macedonia, and Romania have undertaken the difficult 
process of democratic and economic reform, while others like Albania are just now 
emerging from years of chaos. Bulgaria especially has spent the last several years 
taking comprehensive and politically difficult measures in line with the 
recommendations of this report. Without acknowledging the current split status of 
the region, it is impossible to effectively prescribe long-term solutions. It should be 
also noted that a major problem for these countries has been the various economic 
embargos as well as the military campaign against Serbia.  

In fact, the report recommends that countries willing to address their challenges 
should receive international support. Since several countries have already been 
addressing key issues, the question should be the level and type of international 
support commensurate with each country's progress to date.  

Moreover, the report incorrectly insinuates to those outside the international 
investment world that investment does not come to the emerging markets or to 
countries without predictable, sophisticated legal systems. Of course, this is simply 
not the case. One has only to look from Siberia to Southeast Asia to Latin America to 
realize that foreign investment is dependent on a myriad of factors.  

On the issue of corruption, the paper rebukes the European Union for its own 
corruption: "EU members that have not already passed the enabling legislation, or 
have not yet excluded bribes as a tax deduction, should act promptly to do so." 
Since the Task Force's main policy recommendation is that the EU is responsible for 
fixing the Balkans, this is an odd forum in which to lecture the Europeans on their 
internal matters.  

Finally, the report neglects to recommend policy measures for the United States to 
follow. Since we will likely reenter the region militarily if there is another 
humanitarian disaster/security threat, the United States must embark on a 
meaningful course of action to further encourage the successful countries in the 
region to continue their reforms. One should look to the Marshall Plan for inspiration 



on how policymakers can look past the immediate and cultivate the permanent, 
despite large domestic political obstacles.  

Hanya Marie Kim  
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