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FreeTrade Zorein Sotheast
Europe: AchieMng Genune
Regiond Econamic
Integration

Overview

On 27 June 2001 seven countries in Southeast Europe: Albania, Bosnia and Herzegovina,
Bulgaria, Croatia, Macedonia, Romania aad FR Yugodavia signed in Brussls a
Memorandum of Understanding on the establishment of a Free Trade Zone in the region by
the end of 20020n the basis of bil ateral trade agreaments. As of 4 March 2003 all bil ateral
freetrade agreements (FTAs) have been negotiated and we @n consider the above process
succesdul.

Although the implementation process is wel underway, the public perceptions on the
eonomic implications of the regional trade liberalizaion processes are ill skeptical. A
number of questions remain open for discusson among the governments of these countries,
the experts and the society. What is the “ big picture”? Can we find similar examples in
Europe? What are the spedfic implications for each courtry? What can ke learned from the
experience of other courtries facing similar devdopments? How longit will t ake to catch up
with the EU Member Sates andisthisa problem itself?

The present research focuses on a number of very important aspeds of the trade
liberalization in Southeast Europe: a strategy to avoid internal presaures against freetrade,
case studies on the trade relations of Bulgaria with the SEE countries and the experience of
CEFTA, therole of tax incentives as a prerequisite for growth in foreign dired investment
and an analysis of the perspedives for social cohesion.

The author argues that the dynamics of mutual consent achieved in the processof
negotiations of the SEE framework of FTAs gould be maintained. One the most sensitive
mutual problems that request spedal attention isthe strugde for sustainable eonomic
growth. In order to achieve this ohjedive the SEE governments must develop a common
agenda to sustain and even accderate the present economic growth rates. One possble
solution to the mutual problems experienced by the seven SEE governments can be the
creation of a roadmap o SEE courtries for achieving sustainabde growth. The roadmap for
sustainable growth can be the next step after the liberali zation of trade towards achieving
genuine regional ecnomic integration.



Pat One

Traderdations of Bulgariawith the SEE
courtries a case study

Part One: Introduction

The anticipated effeds of trade li berali zation among the seven SEE countries can be
considered asrather diverse. Trade li berali zation means not only changesin the business
environment, which leads either to new export opportuniti es or to increased external
competition for a number of industry sedors. It means also changesin social and cultural
attitudes. Trade liberali zation has many faces and by looking at the region as a whole some
spedfics of trade relations may be omitted or underestimated in the analysis of the
anticipated effeds.

In this part a detail ed analysis of the trade between Bulgaria and the other six countries
participating in the Free Trade Zoneis analysed in details. The Gse study is based on up-to-
date trade information referring the foll owing aspeds:

m  Current status of trade relations;

B Analysisof bilateral trade flows for the precaling five years,

m  Major commoditi es traded and share of total import/export;

®  Outlining the tendenciesin trade flows.

On the basis of this analysis conclusions are drawn with regard to the spedfic dfeds of the
FreeTrade Zone on the Bulgarian ecnomy.



Trade Relations between Bulgaria and Albania

Trade Relations and Turnover

Currently the freetrade agreement between Bulgaria and Albania was sgned on 26 March
2003with atransition period till 1 January 2007. The trade flows between bath countries
areshownin Table 1.

Table 1: Bulgarian Trade with Albania for the period from 1997 unil 2001in USD’ 000

1997 1998 1999 2000 2001
Export 22,400 24,900 32,800 23981 27277
Import 90 90 30 70 89
Turnover 22,490 24,990 32,830 24,051 27,366
Balance 22,310 24,810 32,770 23910 27,188
Change (%)* n.a 11 46 7 22

Source: Ministry of Economy of Bulgaria and author’ s cal culations

*Change in trade turnover (export plus import) as compared to trade turnover in 1997

Major Commodities

The major groups of commoditi es traded currently between bath countries are:
e Eledricity;

*  Whest;

*  Vegetableails,

e Chemical products;

*  Finished goads;



The share of the top 5 commodities in the trade between bath countries for 2001is swown in

the foll owing tables.

Table 2: Major groups of comnoditi es exported to Albana

Groups of Commaodities USD'000 %
Total export 27,277 1000
Eledricity 3,504 129
Wheat 3,255 119
Sunflower all 2,281 84
Eledrical transformers 1,232 4.5
Polymers of ethylene 1,039 3.8
Source: Ministry of Economy of Bulgaria

Table 3: Major groups of comnoditi esimported from Albaria

Groups of Commaodities USD'000 %
Total import 89 1000
Printing machines 23 27.0
Coffee 18 20.2
Vegetables 14 157
Non organic acids 13 14.6
Waste plastic materials 7 7.9

Source: Ministry of Economy of Bulgaria

Analysis of Trends

Although significant fluctuations in the turnover between Bulgaria and Albania have been
observed, the balance of trade was always positi ve for Bulgaria. Acoording to the Bulgarian
Ministry of Economy, Bulgaria is one of the major foreign trade partners of Albania and

ranks fourth in the foreign trade of the cuntry after Italy, Greeceand Germany.

The structure of Bulgarian export for the last several years remains aimost unchanged. As
outlined above the major share of Bulgarian export to Albania consists of food products with
an average annual value of USD 7 million. The export of vegetable and animal oil s as well
as chemical products exports deaeasein value, while the trend in the export of machines

and equipment is positive. Import from Albaniais gill i nsignificant.

The governments of bath countries have set up a number of joint commisgons aiming at

intensification of the trade relations, as the most active one is the Commisgon for trade

emnomic cooperation.

It can be anticipated that with the development of rail road transport within transport corridor

VIl and thefinali zation of railroad: Sofia— Skopie - Tirana— Duras, the potential for

intensification of trade flows between Bulgaria and Albania will beincreased due to reduced

transportation costs.




Trade Relations between Bulgaria and Bosnia and Herzegovina

Trade Relations and Turnover

Currently the freetrade agreament between Bulgaria and Bosnia and Herzegovinais only
initiall ed and remains to be mncluded. The trade flows between bath countries are shown in

Table 4.

Table 4: Bulgarian Trade with B&H for the period from 1997 unil 2001in USD’000

1997 1998 1999 2000 2001
Export 3,899 10,694 8,592 9,035 10,097
Import 220 153 40 257 474
Turnover 4,110 10,847 8,632 9,292 10571
Balance 3,679 10,541 8,551 8,778 9,623
Change (% )* n.a 163 110 126 157

Source: Ministry of Economy of Bulgaria and author’ s cal culations

*Change in trade turnover (export plus import) as compared to trade turnover in 1997

Major Commodities

The major groups of commoditi es traded currently between bath countries are:

* Measand ores;
e Chemical products;

*  Finished goads;

The share of the top 5 commodities in the trade between bath countries for 2001is swown in

the foll owing tables.

Table 5: Major groups of comnoditi es exported to Bosnia andHerzegovina

Groups of Commaodities USD'000 %
Total export 10,097 1000
Iron products 1,014 10.0
Ammonia and ammonia 845 8.4
spirit

Paper 557 55
Sports cloths 516 51
Chemicals 433 4.3

Source: Ministry of Economy of Bulgaria




Table 6: Major groups of comnoditi esimported from Bosnia andHerzegovina

Groups of Commaodities USD'000 %
Total import 474 1000
Lead ores 229 481
Iron ores 61 129
Package materials 32 6.8
Aromatic substances 14 3.0
Washing machines 14 3.0

Source: Ministry of Economy of Bulgaria

Analysis of Trends

Official statistics for the trade flows between Bulgaria and B&H exists snce 1996as the
trade with B&H isin compliancewith the Dayton agreement.

The structure of import from B&H includes mainly raw materials—i.e. lead and ferrous ores
asthetotal value of import is dill rather low. The statistics for the last several years iow a
steady increase in the value of Bulgarian exports of beverages and finished goods (espedally
paper, textile products and iron products). The opposite trend (deaease) is present with

regard to the export of Bulgarian chemical products.

Asit can be seen since 1997, the trade turnover has almost doubled in value, although the

trade balanceis grongly in favour of Bulgaria.

Asamajor obstacle to further intensification of trade flows between bath countries can be

pointed out the cmplex politi cal and ecnomic situation in Bosnia & Herzegovina.

Unemployment in the @muntry athough dightly deaeasing is about 40% and the government
relies heavily on financing from abroad. On the other hand the politi cal deadlock (between

the two entiti es) hinders the genuine eonomic activity and distracts foreign dired

investment, which result in alow level living standards and respedively low purchasing

power.




Trade Relations between Bulgaria and Croatia

Trade Relations and Turnover

The freetrade agreament between Bulgaria and Croatiawas in effed as of 1 January 2003
till 1 March 2003when Croatia joined CEFTA. The trade flows between bath countries are
shown in Table 7.

Table 7: Bulgarian Trade with Croatia for the period from 1997 unil 2001in USD’000

1997 1998 1999 2000 2001
Export 14,289 6,766 5,833 4,848 5,739
Import 10,120 5,764 2,263 3,719 2,308
Turnover 24,420 12,530 8,097 8,567 8,047
Balance 4,169 1,002 3,570 1,129 3,431
Change (%)* n.a (49) (67) (65) (67)

Source: Ministry of Economy of Bulgaria and author’ s cal culations

*Change in trade turnover (export plus import) as compared to trade turnover in 1997

Major Commodities

The major groups of commoditi es traded currently between bath countries are:
* Minera ailsand shaleail;

*  Foodstuffs;

e Vegetables,

e Chemical products;

*  Finished goads;

The share of the top 5 commodities in the trade between bath countries for 2001is swown in
the foll owing tables.
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Table 8: Major groups of comnoditi es exported to Croatia

Groups of Commaodities USD'000 %
Total export 5,739 1000
Qil and shale ail 2,338 40.7
Processed vegetables 349 6.1
Pipeli ne appliances 282 4.9
Sheep meat 255 4.4
Perfumes and toil et water 172 3.0

Source: Ministry of Economy of Bulgaria

Table 9: Major groups of comnoditi esimported from Croatia

Groups of Commaodities USD'000 %
Total export 2,308 1000
Oil cakes 349 151
Spare parts for vehicles 269 117
Processd ail's 234 101
Fruits 78 34
Appliances 59 2.6

Source: Ministry of Economy of Bulgaria

Analysis of Trends

FTA between Bulgaria and Croatia was sgned on 4 Decanber 2001with a transition period

till the beginning of 2003 The FTA lasted only 2 months and was repealed with the entry of
Croatiainto CEFTA. Although the trade turnover has deaeased duing the last 4 years, the

balance of trade remains largely in favour of Bulgaria.

The structure of commoditi es traded between bath countries consists predominantly of oil
products, agricultural products and various types of finished goods including: spare parts,
cosmetics, medicines, chocolate products, and eledrical appliances. For thelast several
years the share of organic chemical products exported to Croatia constantly increases, as
opposed the deaease in the value of Bulgarian machines, food products, beverages and
mineral oils. Themajor part of import from Croatiarelatesto dl products whilethe
Croatian import of finished goads (mainly textil es) show steady increase.

Undoubtedly the level of trade turnover is below the expedations of the governments of bath

countries and any future positi ve developmentsin the trade relations are expeded after the
establi shment of the FreeTrade Zone, espedally with regard to industrial goods.
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Trade Relations between Bulgaria and Macedonia

Trade Relations and Turnover

Currently the freetrade agreement between Bulgaria and Macedonia became dfedive as of 1
January 200Q The trade flows between bath countries are shown in Table 10.

Table 10: Bulgarian Trade with Macedonia for the period from 1997 unil 2001in USD’ 000

1997 1998 1999 2000 2001
Export 97,400 97,800 105,100 110300 112,300
Import 26,100 37,900 24,300 25,800 19,500
Turnover 123500 135700 129300 136,100 131,800
Balance 71,200 59,900 80,800 84,500 92,800
Change (% )* n.a 10 5 10 7

Source: Ministry of Economy of Bulgaria and author’ s cal culations

*Change in trade turnover (export plus import) as compared to trade turnover in 1997

Major Commodities

The major groups of commoditi es traded currently between bath countries are:

* Food and live stock;

e Mineral ails, shale oil and similar products;

e Chemical products;

*  Finished goads;

+ Medals.
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The share of the top 5 commodities in the trade between bath countries for 2001is swown in
the foll owing tables.

Table 11: Major groups of commnoditi es exported to Macedonia

Groups of Commaodities USD'000 %
Total export 112307 1000
Qil and shaleall 15635 139
Eledricity 12,755 114
Iron scrap 5,074 4.5
Wood materials 4,202 3.7
Copper materials 3,962 35

Source: Ministry of Economy of Bulgaria

Table 122 Major groups of comnoditi es imported from Albana

Groups of Commaodities USD'000 %
Total import 19,542 1000
Iron products 3,131 16.0
Lead ores and concentrates 2,280 117
Plaster products 1,899 9.7
Fruits 1,048 5.4
Qil gasand carbon hydrates 800 4.1

Source: Ministry of Economy of Bulgaria

Analysis of Trends

Asof 1 January 200Q a freetrade agreement between Bulgaria and Macedonia has entered
into force The agreement, which isin compliancewith the provisions of GATT and WTO,
provides for the liberalizaion of trade between the countries with a maximum 5-year
transition period. Spedal provisions with regard to agricultural and fishery goods exist as
mutual concessons are exchanged.

Notwithstanding the positi ve trade balance of the trade of Bulgaria with Macedonia for the
reviewed periods from 1997till 2001, we @n not conclude that the freetrade agreament has
lead to a dramatic increase in the value of the goods traded —i.e. trade aeation.

The share of Bulgarian foods exported to Macedonia increases as for the year 2001t reaches
overall 14% of thetotal export. The major share of Bulgarian export (more than 70%)
consists of industrial goads (chemical products, oil sand processed goods), however their
value for 2001 ceaeases as compared to the year 200Q The import from Macedonia of
foods and beverages deaeases as well as the value of imported metal ores and scrap. The
value of iron products imported in Bulgariaincreases dightly.

In August 2002 dueto theincreased presaure from the Bulgarian farmers, the government
increased the base austoms duties on vegetables from Macedonia. Although there are still
discusgons whether such amendmentsto the trade regime are in breach with the eisting
freetrade agreament, the Macedonian government plans to apply counter measures with
regard to Bulgarian cheese and yell ow cheese (seeBachvarova, 2002).

13




Trade Relations between Bulgaria and Romania

Trade Relations and Turnover

Bulgaria and Romania ae members of CEFTA. The trade flows between bath countries are
shown in Table 13.

Table 13: Bulgarian Trade with Romania for the period from 1997 unil 2001in USD’ 000

1997 1998 1999 2000 2001
Export 65,820 52,640 54,030 84,600 125670
Import 56,740 58,030 71,080 230,180 172,130
Turnover 122,560 110670 125110 314,780 297,800
Balance 9,080 (5,390 (17,050 (145580) (46,460)
Change (% )* n.a (10) 21 157 143

Source: Ministry of Economy of Bulgaria and author’ s cal culations

*Change in trade turnover (export plus import) as compared to trade turnover in 1997

Major Commodities

The major groups of commoditi es traded currently between bath countries are:
e Mineral ails, shale oil and similar products;

e Eledricity;

e Chemical products;

*  Finished goads;

« Medals.
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The share of the top 5 commodities in the trade between bath countries for 2001is swown in
the foll owing tables.

Table 14: Major groups of commnoditi es exported to Romania

Groups of Commaodities USD'000 %
Total export 125670 1000
Qil and shale ail 27,169 210
Iron semi products 11,393 8.8
Unprocessd zinc 8,244 6.3
Wheat and mixtures 5,755 4.4
Eledricity 4,839 3.7

Source: Ministry of Economy of Bulgaria

Table 15: Major groups of commnoditi esimported from Romania

Groups of Commaodities USD'000 %
Total import 172130 1000
Qil and shale ail 55,242 320
Qil gas and hydrocarbons 30,029 174
Unprocessed aluminium 5,820 3.3
Refrigerators 4,657 2.7
Fertili zers 4,240 24

Source: Ministry of Economy of Bulgaria

Analysis of Trends

The trade turnover between Bulgaria and Romania dter the all apse of the Council for
Mutual Economic Asdstance showed a sharp deaease within the period from 1992till 1998
Thisfact can be explained by the undergoing processes of transformation of bath ecnomies
on freemarket terms and general reorientation of trade preferences mainly towards European
Union counterparts.

Sincethe entry of Bulgariain CEFTA in 1999 the trade relations between Bulgaria and
Romania ae strongly intensified. Acoording to the Bulgarian ministry of Economy,
Romaniaisthe most important trading partner of Bulgaria anong the CEFTA countries.

The trade balance between Bulgaria and Romania for the reviewed period remains largely in
favour of Romania with a peak in the year 200Q The Bulgarian export to Romania consists
mainly of industrial products (almost 75%) including ail s, chemical products and non-
ferrous metals, asthe deaease in 2001in the export of these @mmoditi es as compared to
2000is approximately 3%. Theimport from Romania dso consists mainly of industrial
goads, which deaease in valuein 2001 mainly due to the reduction of the import of
Romanian ail and ail products.

The projed for the mnstruction of the second bridge over the Danube has produced a lot of
discusgons within the local politi cal €lites and between bath governments. The Romanian
government has challenged on a number of occasions the st eff edivenessof the projed.
Neverthelesswith a seaured support from the Stabilit y Pact the projed is onceagain high on
the agenda, however its predse dfed on the intensification of trade between bath countries
is dill unclear.
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Trade Relations between Bulgaria and Serbia and Montenegro

Trade Relations and Turnover

Currently the freetrade agreament between Bulgaria and Serbia and Montenegro is only
initiall ed and remains to be signed off. The trade flows between Bulgaria and Serbia and

Montenegro (for the period in question FR Yugodavia) are shown in Table 6.

Table 16: Bulgarian Trade with Yugadavia for the period from 1997 unil 2001in USD’ 000

1997 1998 1999 2000 2001
Export 124319 95,530 162235 374466 212577
Import 36,949 37,310 15333 22970 20,498
Turnover 161,268 132840 177568 397,436 233075
Balance 87,370 58,220 146902 351,496 192079
Change (%)* n.a (18 10 146 45

Source: Ministry of Economy of Bulgaria and author’ s cal culations

*Change in trade turnover (export plus import) as compared to trade turnover in 1997

Major commodities

The major groups of commoditi es traded currently between bath countries are:
e Eledricity;

*  Foodstuffs;

* Mineral ails, shale oil and similar products;

e Chemical products;

*  Finished goads;

« Medals.
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The share of the top 5 commodities in the trade between bath countries for 2001is swown in
the foll owing tables.

Table 17: Major groups of comnoditi es exported to Yugaslavia

Groups of Commaodities USD'000 %
Total export 212577 1000
Eledricity 57,898 27.2
Qil and shale ail 39433 186
Refined copper 13,019 6.1
Fertili zers 4,903 23
Bread and pastry products 4,639 2.2

Source: Ministry of Economy of Bulgaria

Table 18 Major groups of commnoditi es imported from Yugoslavia

Groups of Commaodities USD'000 %
Total import 20,498 1000
Qil gas and hydrocarbons 2,984 14.6
Lead ores and concentrates 2,342 114
Soy-bean ail and fractions 1,403 6.8
Unprocessed wood 1,122 55
Iron products 964 4.7

Source: Ministry of Economy of Bulgaria

Analysis of Trends

Although significant fluctuations of trade turnover between Bulgaria and FR Yugosavia
(now Serbia and Montenegro) can be observed within the reviewed period the balance of
trade has been always positi ve for Bulgaria.

The peak in the Bulgarian export for the year 2000is explained by the proximity of the
Bulgarian market and the disruption of the Serbian economy after the Kosovo crisisin 1999
For these reasons a number of Yugoslav companies and individuals crossed the Bulgarian
border and purchased food staffs (mainly milk products, wheat products and vegetables),
beverages and live animals. A drasticincreasein 2000was also observed with regard to
metal products, coal, mineral oilsand ail products.

In the year 2001, thereisalogical turn and the Bulgarian export of ail related products
deaeases sgnificantly. On the other hand the value of exported food products increase and
reachesin 2001 106 of the overall export. The share of industrial goods in the import from
Y ugod avia reaches 70% of the overall import, whil e share of import of machines and
equipment is reduced.

The potential for trade between Bulgaria and Serbia and Montenegro is gill not fully

utili zed. However, any positive trends in trade intensification can be anticipated after a
certain degreeof paliti cal stabili zation of Serbia and Montenegro is present. The lack of
politi cal stabilit y hinders the perspedives for quick eamnomic progressin Serbia and
Montenegro as well asforeign dired investments, which are a major prerequisite for further
intensification of trade and social cohesion.
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Conclusions

Most important trade partners in SEE: a Bulgarian perspective

If the trade partners of Bulgaria within the SEE regions are to be ranked on the basis of trade
turnover, the foll owing results can be observed for the year 2001

Table 19: Most important trade partners on the basis of turnover (USD’000) for 2001

Countries Balance Turnover Rank
Romania (46,460 297,800 1
FR Yugodavia 192079 233075 2
Macedonia 92,800 131,800 3
Albania 27,188 27,366 4
B&H 9,623 10,571 5
Croatia 3,431 8,047 6

Source: Ministry of Economy of Bulgaria and author’ s analysis

Asit can be seen from the data in Table 19, the most important trading partners of Bulgaria
within the region are Romania, Yugoslavia and Macedonia. Trade turnover with Albania,
B&H and Croatiais gill i nsignificant and trade opportunities are to be further explored.

The way ahead

Future trade li berali zation in Southeast Europe will belargely in favor of Bulgarian export to
the muntriesin the region. The further reduction or eiminations of trade barriers will
provide for more opportuniti es for Bulgarian companies looking for expansion in Southeast
Europe.

As remaining obstaclesto trade @an be pointed out: lack of sufficient infrastructure, customs
duties, non-tariff obstacles, low purchasing power of end consumersin the region, general
politi cal and economic instability present in some of the SEE partner countries.

Although a number of infrastructure projeds are well under way succesgul finalizaion of
these projeds can be expeded in the medium term. The strugde for better living standards
and against the instability will remain a major challenge for the policy makersin these
countries in the medium and long run. On the other hand, unilateral changesin existing
trade regimes have to be made only after consultations between the relevant governmentsin
order to avoid misunderstandings (for example the cnfli cts between Bulgaria and
Macedonia).

18




Pat Two

Sweeesss andfail ures of trade
liberali zationin CEE the ase of CEFTA

Part Two: Introduction

In order to estimate predsdly the dfeds of trade liberali zation in Southeast Europe, a
comparative survey of another trade block of similar type (CEFTA) isanalyzed aswell. The
common features of the two groups of countries are numerous as the foll owing three @n be
considered the major ones:

m  Undergoing changesin the paliti cal and ecnomic structures;
m  Regional trade liberali zation; and
m  Orientation towards integration with the EU.

This part of the research focuses on the e@nomic impli cations of the li berali zation of trade
of this group of seven countries: Bulgaria, Czech Republic, Hungary, Slovakia, Slovenia,
Poland and Romania. Spedal attention is paid to the trends in the foreign trade relations of
Bulgaria with the other CEFTA members. Undoubtedly, the CEE countries have joined
CEFTA with the presumption that regional trade integration will facilit ate the processof
accesson to the EU. On the other hand, some representatives of the paliti cal elite within
CEFTA countries feared that such regional economic integration would divert the scarce
eonomic resources from the main goal - European Union membership.

Such fears can now be observed in Southeast Europe aswell. The objedives of the present
comparative survey relate to the successes achieved during the 10-year history of CEFTA
and the reasons for the fail ures. In additi on, the level of tax and customs harmonization in
these muntries with resped to EU requirements will be analyzed.

Based on the above analysis, clear conclusions whether such fears are justified can be drawn
with regard to the establi shment of the FreeTrade Zone in Southeast Europe.
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A brief history of CEFTA

On 15 February 1991senior government officials from Czedhos ovakia, Hungary and Poland
met in the Hungarian town of Visegrad and adopted the "Dedaration on Co-operation
Between the Republi c of Poland, the Czechoslovak Federal Republi c and the Republi ¢ of
Hungary on the Path for Advancing Towards European Integration”. The main objedive of
the dedaration was to joint efforts for achieving integration of participating countriesin the
European Union. The Visegrad dedaration became the milestone for the processof trade
liberalization in the CEE. Mutual consent on the establi shment of a freetrade area on the
basis of the Visegrad dedaration was finally reached in October 1991

The Central European FreeTrade Agreament was formally signed on 21 December 1992in
Krakow, Poland. All the founding members had already signed association agreaments with
the EU and they considered CEFTA as a vehicle for accderating the preparation for
achieving EU membership. The agreament entered into force as of the beginning of 1993
Subsequently, in 1996 S oveniajoined CEFTA. Romania became member in 1997and
Bulgariain 1999 Croatia isthe most recent member of CEFTA asof 1 March 2003

CEFTA economic implications: Bulgarian perspective

In order to consider properly the anticipated effed from the establi shment of a freetrade
zone in Southeast Europe, it is necessary to consider the outcomes of trade liberalization as a
result of the formation of CEFTA.

Recent empirical studies s1ggest that the formation of trade block of South-South type will
benefit at first to a greatest extend the @muntries, whose eonomies are stronger (see
Blomstrom & Kokko, 1997). In the ase of CEFTA these countries were the Czeth
Republic, Poland, Hungary, Slovenia and to a certain degreeSlovakia. The dow performers
within CEFTA were (and till are) Bulgaria and Romania.

On the other hand, Bulgaria and Romania together with Croatia ae the front-runners within
the emerging freetrade zone in Southeast Europe.

For the purposes of this research, the trends of trade dynamics of Bulgariawith CEFTA
countries are reviewed in order to forecast the likely outcomes of the trade li berali zation
within Southeast Europe espedally for Albania, Bosnia and Herzegovina, Macedonia and
Serbia and Montenegro.

Asdiscussed abowe, Bulgaria hasjoined CEFTA as of 1 January 1999 Thus, we will focus
our attention on the trade dynamics of trade relations of Bulgaria with CEFTA countries for
atime period covering 5years (from 1998till the 30 June 2002).
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Table 20: Bulgarian Balance of Trade with CEFTA from 1999till 30 June 2002in USD’ 000

1998 1999 2000 2001 30June 2002 Trend*
Czedh (80,400 | (82800 | (101,200 | (94,000 (42,600 Status quo
Republic
Hungary (5,100 (25600 | (32800 | (47,000 (32,700 Negative
Poland 13,600 (44500 | (61,700 | (71,900 (22,200 Positive
Romania (5,390 (17,040 | (145580 | (46460 5,450 Positive
Slovakia (4,300 (22100 | (35200 | (29,100 (12,500 Status quo
Slovenia 15,300 15,300 100 (17,400 (3,500 Positive
Total CEFTA (66290 | (176740 | (376380 | (305860 (108050

Source: Ministry of Economy of Bulgaria

*Trend relates to changes in balance of trade for the first half of 2002multiplied by 2 as opposed to
2001 Change of lessthan 20% is considered as maintenance of status quo. The highlighted boxes
show, the yea within which trade was almost completely liberali zed with Bulgaria.

On the basis of the abowve information we @n identify the foll owing threegeneral dimensions
of the trade dynamics of participation of Bulgariain CEFTA:

B First Stage: Entry intothe freetrade zne. In this gage (1999 freetradeis
establi shed and businessentities gart to reali ze the benefits in terms of reduced trade
costs. Negative trade balanceincreases as opposed to 1998when trade was not
li berali zed.

B Seoond Stage: Trade creation. In this dage (2000 trade accderates to the benefit of
more devel oped eaconomies and ecnomies having best comparative advantages.
Bulgaria reali zes a huge negative balance of its trade with CEFTA countries.

m  Third Stage: Catching up. Inthis gage (2001and 2002 Bulgaria starts to catch up
and negative trade balances deaease and in most of the @ases the trends are positive.

Given the abowe, we @n presume that weaker eaonomies are likely to experiencea “free
trade shock” in the initial stages of li berali zation of trade with stronger economies.
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CEFTA: Successes and Failures

Successes and failures

Succeses and fail ures of the 10-year long history of CEFTA are overlapping in a number of
ways and produce a mixed picture of skepticism, humble enthusiasm and half smiling faces.
In the year 2002it seamed that trade barriers within CEFTA do not exist any more. “What a
succesd” — the optimists would say, “But achieved for ailmost 10 years’ — the skeptics would
claim.

Undoubtedly, achieving a high level of trade li berali zation within CEFTA countries can be
claimed asuccess The main objedive of formation of CEFTA — accderation of accesson to
the European Union is closer than ever. The Czech Republic, Hungary, Poland, Slovakia
and Slovenia ae epeded to join the EU in 2004 while Bulgaria and Romania has receved
roadmaps identifying the route of the prospedive membership after 2006 On the other
hand, CEFTA has been for all its members a useful exercise preparing them for entering the
common market of the EU and strengthening their administrative capacity.

The main fail ure of CEFTA itself wasthe lack of enthusiasm in achieving fast track trade
liberalization. The officialswithin CEFTA member states ssamed to underestimate the
politi cal and economic dfeds from the formation of this new trade block and mutual efforts
have not achieved spedacular results. Liberalization of trade on agricultural products was
remarkably dow, which contributed to the perception of CEFTA as half-success

The reasons

The reasons for the fail ure of some of CEFTA oljedives can be summarized in the foll owing
way:

m  Fearswithin the politi cal elites of all egations with CMEA (Council for Mutual
Economic Asdstance).

B Fearsthat regional ecnomic integration will be one of the reasons for delayed EU
membership;

B Fearsthat scarceadministrative resources will be diverted in alessbeneficial diredion
in terms of politi cal and eamnomic outcomes;

m Lack of understanding on the dfeds of freetrade on ecnomic performanceon a macro
level and the functioning of market economy in transition periods;

B Lack of experiencein dealing with trade negotiations in freemarket conditi ons.
The abowe list is of course not exhaustive. Within the years of functioning of CEFTA

government officials had various prejudicerelated to the operation of the freetrade block,
depending on their personal preferences and driven by the dynamics of the politi cal agenda.
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However, from the aurrent standpoint we @an claim that none of fears (reasons) underlying
the dow pace of trade li berali zation was completdly justified. CEFTA has not been
perceved as an alternative of EU membership by the EU member states and fears from

all egations with CMEA were overestimated.

CEFTA: present and future

Looking back at the protocols of the summits of CEFTA member states, one an conclude
that most of the time the senior officials have discussed not the trade li berali zation process
but have mainly addressed the prospeds for European Union membership of their own
countries. The Czech Minister of Agriculture Jan Fenci commented the results of the
Warsaw summit in 2000in the foll owing way: “CEFTA isthe Central European FreeTrade
Agreament, but | am afraid that of late we have forgotten about freetrade somewhat”. Now
CEFTA can be percdved asthe dub d the future members of the European Union from
Central and Eastern Europe. For the remaining several months CEFTA will continue to be
the quite placewhere EU accesson trade related problems would be discussd.

What will be the future of CEFTA after 20042 WII it become an organization of three
members. Bulgaria, Croatia and Romania, or it will continue to attract new members? The
doors are open for prospedive andidates but they will not be exactly from Central Europe.
The answer to these questions is hard to predict prior to the meding of CEFTA countriesin
the autumn of 2003in Slovenia. The following two scenarios sem the only alternatives
with regard to the future of CEFTA:

m  Closing down of CEFTA after the entry into the EU of the Czedch Republic, Hungary,
Poland, Slovakia and Slovenia. In this case, Bulgaria, Croatia and Romania can
conclude separate bil ateral freetrade agreements.

m  CEFTA opensfor new members mainly from the SEE countries as the freetrade zonein
Southeast Europe is restructured.

Given the fact that the establishment of the FreeTrade Zonein SEE is almost finali zed, the
closing down of CEFTA isthe morelikely option. In addition, the shift towards
Southeastern Europe or the so-call ed Western Balkans will create misunderstandings about
the abbreviation CEFTA itsdlf.

Level of Tax and Customs Harmonization

For the purposes of the arrrent analysis we will analyze the level of tax and customs
harmonization of the Czech Republic, Hungary, Poland, Slovakia and Slovenia. Thelevel of
tax and customs harmonizaion of Bulgaria and Romania has been analyzed in a separate
sedion of the research.

General remarks

All five mountries are at the final stage of the accessgon into the European Union. The
chapters on taxation and customs union are arrently closed although the muntries continue
to align the tax and customs legidation with the acquis. Given the stage of negotiation the
foll owing measures sould be implemented by all candidate @muntries prior to joining the
European Union:
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m  Further harmonization of VAT legidation and introduction of the mncept of intra-
community suppies;

B Further harmonization of excise duty rates;

m  Compliancewith the Code of Conduct for BusinessTaxation;

B Further harmonization of customs legislation and preparation for the austoms union;
B Strengthening the administrative capacity.

Generally, the Czech Republic, Hungary, Poland, Slovakia and Slovenia ae progressng
steadily in harmonizing the internal | egisation with regard to taxes and customs duties. The
processof harmonizaion, however islikely to accderate by the end of 2003as of 2004 all
five auntries are supposed to join the EU.

Summary of the European Commission reports

Although, the progressof the @muntriesis substantial, in his remarkable speed of 9 October
2002 Romano Prodi has dressd that one of the major weaknesses of the andidate states
relate to inadequate preparation for implementation of the acquis amongst all with regard to
customs services and taxation.

For the purposes of the airrent research the level of harmonization of all five muntries will
be analyzed on the basis of the regular European Commisson reports on the progress
towards accesson for 2002 The countries will not be ranked according to the level of tax
and customs harmonization achieved, asthe level of alignment is more or less sifficient for
entry into the EU.

The foll owing represents a summary of the most important areas that still have to be
amended by the relevant countries prior to accesson according to the EC:

B Leve of excise duty rates — appliesto: Poland and Slovakia,

B Reducead VAT rates and spedal schemes — appliesto: Czedh Republic, Hungary, Poland,
and Slovakia.

m  Computerizaion of customs administrations sould be finalized —appliesto: Czech
Republic, Poland and Slovakia.

The Commisson’stedhnical assessnents with regard to potentially harmful tax measures are
currently ongoing in all five andidate states. In general, Slovenia has receved the highest
estimation on the level of tax and customs harmonization as opposed to Slovakia, whose
report was marked with a considerable number of reeommendations.
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CEFTA vs. Free Trade Zone in SEE

Irrespedive of whether CEFTA will continue to exist or not, some of the fears that can now
be observed within Southeast Euraope strongly resemble theinitial fears upon the
establishment of CEFTA in 1993 Even worse, as far as CEFTA members are more
eonomically devel oped and politi cally stable in comparison to most SEE states, the process
of EU integration, which onceagain is the main ohjedive of the SEE states, cannot be
foreseen to accomplish within 10-15 years (except for Bulgaria, Romania and may be
Croatia).

This fact brings much more fears within the paoliti cal elites of the most eager members of the
FreeTrade Zone in Southeast Europe, than in the CEFTA case. Most concerned are
currently Bulgaria and Romania, whose accesson to the European Union seams closer.

The fear from delay in the EU membership die to the increase of the group of “second wave’
of accesson countries—i.e. with Albania, Macedonia and Croatia would have cemented the
undergoing liberalization of trade in the region as regards to Bulgaria and Romania. The
presence of such afear explains the slow pace of the negotiations of Bulgaria and Romania
with Albania, Bosnia & Herzegovina and Serbia and Montenegro. In fact, the first medings
of the representatives of Bulgaria and Romania with the respedive officials from Albania
and Bosnia & Herzegovina were scheduled for October 2002 with the dear notion that the
freetrade agreements will not be mncluded by the end of 2002as per the provisions of the
Memorandum of Understanding.

Fortunatdly, thefinal dedaration of the Copenhagen Summit as of 13 Decanber 2002
seaures the entry of Bulgaria and Romaniainto the European Union in 2007if bath countries
complete their preparation for accesson. Although, the guaranteemade by the European
Union is quite vague it will i nevitably calm down the poaliti cal uncertainty in the region and
will make the governments of Bulgaria and Romania more caperative with the other SEE
partners.

In summary, the lessons learned from the 10-year history of CEFTA should be mnsidered
carefully in view of the prospedive establishment of the FreeTrade Zone in Southeast
Europe. Although theinternal politi cal fears cannot be completely all eviated, the European
Commisdgon and international financial ingtitutions dould carefully monitor the related
processes and take proper action in order to avoid the breaking upof the group of SEE
countries. Prospedive NATO membership of Romania and Bulgaria will undoubtedly add
presaure and the eisting interest on the formation of the FreeTrade Zone will be hardly
balanced without external reassurance
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Pat Three

Foreign Dired Investments and Tax
|ncentives

Part Three: Introduction

The relationship between foreign dired investments (FDI) and tax incentives are subjed to a
continuing debate. Experts from the international financial ingtitutions support the notion
that the tax incentives lead to the @osion of the tax base and create macroemnomic
instability, which does not lead to a substantial increasein FDI (seeTanzi & Zee200Q Sorsa
2003.

However, even in the European Union a number of tax incentives exist, and the Member
States are somewhat reluctant to eiminate the grounds for tax competition among
themsdves. This fact sharply contradicts the requirements of the EU towards the
appropriate tax policies in EU candidate cuntries. In addition, in six of the seven SEE
countries of the Free Trade Zone (excluding Albania) there exist a number of corporate tax
incentives, which have not actually attracted significant FDI inflows by the moment.

Undoubtedly, given the present ecmnomic status of the seven SEE countries, only substantial
FDI can lead to higher ecmnomic growth rates and succesul eanomic reforms. In this part
of the research the foll owing isaues are discussed in more detail s, in order to autline spedfic
conclusions on the relationship between FDI and tax incentives in the region relevant to the
prospeds of regional trade li berali zation:

Analysis of the main factors influencing FDI in Southeast Europe;
Existing tax preferencesin the SEE countries;
Impact of tax preferences on FDI inflows;

Timing analysis of the introduction of tax incentives.

Main factors influencing FDI in SEE

If you ask a potential foreign investor what would be aucial in making a dedsion to choose
between investments in one @untry to another within a region of developing countries, the
list can be rather exhaustive. However, usually the short list will i nclude the foll owing main
factors:

Paliti cal stahility;
Macroemnomic stahilit y;

Low labour costs and avail abilit y of skill ed labaur;
Favourable infrastructure;

26



Goaod administration;

Tax incentives,

Stable regulatory environment;
Lack of competition in the @untry;

Former businesscontacts;
B Good local market and strategic geographic location.

In addition to this list, espedally for the SEE countries, the potential investors consider the
EU and NATO membership prospeds as another crucial factor.

In the year 2002 KPMG Bulgaria has performed a survey on foreign investment in Bulgaria.
The survey was nation-wide and presents the perceptions of the top management of
companies investing in Bulgaria. The stable political environment was considered by
respondents (59%) to be the most important factor for future foreign investment. The seand
most important factor was the EU membership prospeds (47%), followed closely by skill ed
labour (46%). Positive regulatory environment (39%) and tax incentives (38%) were also
highly ranked by respondents. The relatively high significance of tax incentives as a factor
important for future investments is a little bit surprising dven the fact that very few
respondents (6%) have listed this factor as crucial for choosing Bulgaria &s target to their
initial investments. All the abowe factors have shown sharp increase in significance (from
12% to 20%) compared to the results of KPMG's Survey for the year 2000

Although the results are not representative for the rest of the SEE countries they provide a
general idea of the importance of the abowve factors for doing businessin the region and of
the most common preferences of a potential foreign investor. Undoubtedly with further
eonomic and politi cal stabili zation within the SEE countries me factors may become more
important than others, but the list will remain more or lessunchanged.

Existing tax preferences in SEE countries

The foll owing table provides general information on the eisting tax rates within the SEE
countries and avail abilit y of tax preferences:

Table21: SEE-7 Tax Systemsin 2002

Corporate Rate VAT Double Tax Treaties Tax Holidays
ALB 25 20 16 n.a
B&H 30/10* n.a 1 Yes
BUL 235 20 51 Yes
CRO 20 22 30 Yes
MAC 15 195 23 Yes
ROM 25 19 67 Yes
S& M** 20 n.a 20 Yes

Source Investment Guide for Southeast Europe 2003 Seaurope.Net.

Notes: * The lower rate applies for Republika Srpska
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** Asof March 2002 Serbia and Montenegro apply separate tax legidation. The information above refersto
FR Yugodavia

The @rporate income tax rates for most the seven SEE countries have been reduced
substantially in align with the global trends for lowering the @rporate tax burden observed
worldwide. If we mmpare the @rporate tax rates avail able in the year 2000with the 2002
rates we @n seethat Albania has reduced the rate from 30% to 25%, Bulgaria from 28% to
23.5%, Croatia from 35% to 20%, Serbia and Montenegro from 25% to 20%.

A number of tax incentives have mntinued to exist in the SEE countries except for Albania
as ome of the most interesting examples include;

For Bosnia and Herzegovina: Exemption from payroll taxes for first employment of
persons registered as unemployed; 5 years corporate tax exemption for foreign
subsidiaries.

For Bulgaria: Corporate tax relief for companies investing in underdevel oped regions
and 6% corporate tax exemptions for agricultural produce's; VAT incentive for the
import of goods for large investors (for 2003.

For Croatia: Varioustax incentives for operation within freezone as the profit tax rate
can be reduced by 50% from the normal rate to full corporate tax exemption for 5 years
in case of large investments; Spedal customs exemption benefits, Companies registered
in aregion under speda government protedion can reducetheir corporate tax rate to
7%, 3% or 0% for a 10 year period depending on the leves of investment and number of
employed personnel.

For M acedonia: Subsidiaries of foreign companies may be exempt from corporate
taxation for a period of 3 years; Investment credits and accderated depredation are also
avail able.

For Romania: Reduced corporate tax rate of 5% for export oriented companies;
Customs duties and VAT exemption for spedfic imports of equipment, know-how,
install ations, transport vehicles, raw materials, etc. where related to investment
excealing USD 1 milli on; 50% corporate tax reduction for reinvested profits;
Accderated depredation.

For Serbia and Montenegro: For Serbia accderated depredation may be used, full
corporate tax exemption for investments in concessons as well as various forms of tax
credits; For Montenegro as of 2002a progressve @rporate tax rate was introduced with
atop rate of 20%.

Generally, most of the eisting tax preferencesin the SEE countries can be mnsidered rather
complex and their application is not straightforward.
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Impact of tax incentives on FDI inflows

Do the courtries of Souheast Europe need tax incentivesin order to attract FDI? Most of
the poaliti cians and the businesses would answer undoubtedly — yes. However as at can be
seen from the data in the table bell ow the levels of FDI for the region, as a whole does not
look rather encouraging. Although most of the muntriesin the SEE (except for Albania and
Bulgaria) at that time have offered more or lessgeneroustax preferences this has not lead to
akick off start of FDI inflows. Romania, whose tax legidation is arguably the most
aggressvein terms of tax preferences, has maintained from 1999till 2001almost the same
levels of FDI. The most attractive SEE destinations were and still are Bulgaria, Croatia and
Romania whose sharein the total FDI for the region for 2001was approximately 77%.
Neverthelessit should be noted that the share of these top three ountriesin regional FDI is
deaeasing for the analyzed period from 92% in 1998 to 91% in 1999and 86% in 200Q

Table 222 SEE-7 Foreign dred investment from 1998till 2001

FDI (USD milli on)

1998 1999 2000 2001

ALB 45 43 143 207
B&H 56 154 147 130
BUL 620 819 1,002 694
CRO 933 1,479 868 1,447
MAC 118 27 170 443
ROM 2,031 1,023 1,009 1,157
S&M* 113 112 n.a 165
Total 3,916 3,657 3,339 4,243

Source: Investment Guide for Southeast Europe 2003 Seaurope.Net, Southeast Europe Online and

UNECE secretariat
Notes: * Theinformation above refersto FR Yugoslavia

Tanzi and Zee(seeTanzi & Zee2000 arguethat “the st effediveness’ of tax incentives
on FDI isgenerally questionable. They claim that the most preferable strategy for sustained
investment promotion is to seaure stable and transparent legal environment as well as
functioning ingtitutions and faciliti es. In principle, not all tax incentives are equally
effedive. Accderated depredation is considered having the most comparative advantages,
foll owed by investment all owances and tax credits. Tanzi and Zee onsider tax holidays and
investment subsidies as the least meritorious, whileindired tax incentives sould preferably
be avoided.
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Timing analysis

In arecent article Pirita Sorsa (Sorsa, 2003, an IMF representative for Bulgaria claims that
“it is better to improve the overall businessenvironment and maintain clear, predictable and
transparent rules for all busineses’ than to grant tax incentives or establi sh spedal
eamnomic zones.

Generally, the positive dfeds from investment incentives are related to reduction of regional
disparities, boost of spending on education and research and devel opment. However,
acoording to the author of the article, the foll owing important disadvantages sould be
carefully considered prior to launching aggressve investment incentivesin a developing
country:

B Eroded tax bases, which increase the tax burden for other businesses,
m  Support for potentially unprofitable activiti es;
B Increased opportunities for corruption and favor-seeking from governments,

B Fair competition may be undermined as some firms are favored over othersarge
against small or capital versuslabar intensive;

m  Theadministration of investment incentives may be expensive and undermine the
limited capacity of the tax administration to cope with other important functions.

The timing analysis of the FDI inflowsin Ireland (the most cited example of a country
benefiting in terms of FDI from tax incentives) suggests that the bulk of foreign investors
have cme the mid-1990s when the Irish economy was dabili zed, whil e the most generous
tax incentives were introduced in the erly 198Gs. Undoubtedly, the eisting tax incentives
according to Mrs. Sorsa have accderated the processes but firstly a stable administrative
framework was created, EU accesson processs had been intensified, infrastructure and
education had improved.

In the mid-199Gs Bulgaria has launched a number of tax incentives, which have not lead to
any substantial FDI inflows. The limited tax revenues, the degp banking crisis and
hyperinflation had resulted in a degp macroemnomic, social and politi cal crash. As
discussed in the previous sdion although a number of tax preferences exist in most of the
SEE countries aslong as ©me of them had not undertaken substantial macroeamnomic
reforms FDI is limited compared to most CEE countries. The global economic recesson,
low growth rates in Europe and the USA are likely to even further limit the will of foreign
investors to come to Southeast Euraope.

Most of the recent empirical studies outline that the perfea timing for granting some limited
tax incentives and thus attracting new FDI inflows is only after a certain degreeof
macroecnomic stability is already in place, the rules are transparent and country’ s education
system is fine tuned.

Isthisthe asein Souheast Europe? Hardly so. Most of the countriesin theregion are still

going through painful ecnomic reforms, social expenses are high and tax revenues below
expeded levels. GDP growth rates within SEE look encouraging but local and foreign
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businesses are strugding with the low purchasing power of consumers, complex legal
environment and furthermore the tax administration is not fully operational.

Given thisanalysisit seans unlikely that thereisa quick fix to the arrent situation at all.
What can the SEE governments do then for their countriesto become more attractiveto
foreigninvestors?

Conclusion

The lowering of the trade barriers as a result of the formation of the Free Trade Zone will
most likely lead to more acute tax competition among the SEE governments. Substantial
customs revenues will no longer be avail able as their value will most likely be reduced over
the coming severa years. In addition, the world economic situation is not improving at the
anticipated speed and GDP growth rates within the Euro Zone (the main trading partner of
the SEE countries) are likely to remain rather low. Thus, even if foreign investors are
granted a full corporate tax exemption (and most of the SEE countries do) large foreign
investments can hardly be attracted in the short run.

A way out of the situation is the gradual reduction of the most generous tax incentives,
focusing of the dforts of SEE governments on macroeamnomic reforms, intensified capacity
buil ding of tax and customs administration and further educational reforms. Aslong as the
corporate income tax rates are already rather low and tax preferences are wide spread (see
Table 21), the SEE governments dhould avoid the temptation of continuing tax competiti on.
Instead of engaging in even more aggressve tax competition the governments ould try to
coordinate from now on their tax legidative reforms as far as they are to become ejual
partners within the FreeTrade Zone.
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Pat Fou

High Achieve's and $ow Performersin
Souheast Europe

Part Four: Economic growth and living standards

GDP growth rates among the auntries of Southeast Europe are rather diversified and have
changed gute alot over the last five years. For 1997, Albania, Bulgaria and Romania have
experienced negative growth rates. In the year 200Q Albania aad Serbia and Montenegro
(FR Yugodlavia) showed very high levels of GDP growth, Bosnia & Herzegovina, Bulgaria
and Macedonia maintained a modest level of GDP growth, while Romania and Croatia ae a
littl e bit lagging behind. The foll owing table provides information for GDP growth rates in
the seven SEE countries from 1997till t he year 2000

Table 23. SEE-7 GDP growth rates from 1997till 2000

GDP real change (%)

1997 1998 1999 2000

ALB (7.0) 8.0 7.3 7.8
B&H 37.0 10.0 100 5.0
BUL (5.6) 4.0 2.3 5.4
CRO 6.8 25 (0.9) 29
MAC 14 34 43 4.5
ROM (6.1) (4.8) (1.2) 1.8
S&M* 7.4 2.5 (17.7) 6.4

Source: wiiw database incorporating national statistics 01/2003

Notes. * Datafor FR Yugoslavia
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For the year 2001, growth in terms of GDP as compared to 2000levels has dowed down in
Albania and Bosnia & Herzegovina and has increased in Romania axd Serbia and
Montenegro (FR Yugodavia). On the other hand Macedonia has experienced a negative
GDP growth rate for 2001 Bulgaria and Croatia have maintained relatively similar growth
rates as compared to 2000at approximately 4%.

Table 24: SEE-7 GDP and gowth rates for 2001

GDP (USD milli on) GDP real change (%)
ALB 4,186 6.5
B&H 4,638 2.3
BUL 13,555 4.0
CRO 19,533 3.8
MAC 3,426 (4.6)
ROM 39,714 5.3
K M* 10,500 6.2
SEE-7 95,552 4.5

Source: wiiw database incorporating national statistics 01/2003
Notes: * Datafor FR Yugoslavia

However, it should be noted that high growth rates do not represent automatically better
living standard for the average population. If we analyze the GDP per capita estimated at
purchasing power parity (PP, we will seethat only Croatia maintains a comparatively high
level of thisratio — approximately USD 8,800 For Serbia and Montenegro the ratio does not
excea USD 2,500, Albania's GDP per capitais USD 4,500, while Bulgaria and Romania
levels are below USD 7,000,
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Table 25. SEE-7 GDP per capita PPPin USD’000

Albania

Bosnia & Herzegovina
Bulgaria

Croatia

Macedonia

Romania

Serbia and Montenegro

0 2000 4000 6000 8000 10000

Source: CIA — The World Factbook 2002
Note: Data for Bosnia & Herzegovina and Romaniafor 2001

If we mmparethe levels of the GDP per capita in terms of PPPwith levels of the arrent EU
Member States guch comparison will | ook rather disappointing.

Table 26: EU-15 GDP per capita PPPin USD’000

Austria
Belgium
Denmark
Finland
France
Germany
Greece
Ireland
Italy
Luxemburg
Netherlands
Portugal
Spain
Sweden

United Kingdom

10000 20000 30000 40000 50000

o

Source; CIA — The World Factbook 2002
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How the Free Trade Zone in SEE affects economic growth?

If the present levels of the growth rates are preserved, it is not very likdy that these @untries
will soon catch up even with the poorest EU Member States. What is the dfea of
liberalization d trade in Sotheast Europe on GDP growth rates? The following table

presents information on SEE intraregional trade:

Table27: SEE-7 intraregiond trade for 2001in USD milli on

Export to SEE Import from SEE Balance
ALB 8 74 (66)
B&H 343 893 (550)
BUL 500 216 284
CRO 788 249 539
MAC 497 419 78
ROM 366 227 139
S&EM 547 414 133
SEE-7 3,049 2,492 557

Source wiiw database incorporating nationals gatistics 01/2003and author’ s cal cul ations

The balance of trade for the SEE seven countries is positive USD 557 million. If we
calculate the weight of intra regional trade balanceto owerall GDP (as per Table 23 abowe)
the weight will be 0.58% (USD 557 milli on/ USD 95,552 milli on).

Based on this figure we @n estimate the additional effed of trade liberalizaion on GDP
growth rate: the weight of SEE intraregional in SEE — 7 GDP (0.58%) is multiplied by the
SEE — 7 GDP real change (4.5% as per Table 23 abowe). Thus, the average dfed of SEE
trade liberalization on future GDP growth rate of each SEE country is approximately
0.026%.

Although the figure is based on 2001 figures of import, export and GDP for the seven SEE
countries when trade among SEE countries was not fully liberalized, in the subsequent
analysis it will be used as the minimum addition to the estimated GDP growth rates of the
countries. It can be anticipated that the impact of future liberalization of trade among SEE
countries will further increase the ratio through increased weight of intra regional trade on
GDP. However even if intra regional balance of trade doubles in value in the medium run
theratio’'svalueis not likely exceed 0.05%.

It should be noted that the establishment of the Free Trade Zone itself in combination with
the SEE cheap labour cots would be an additional incentive for foreign investors, which can
ultimately bocst emnomic growth due to the increased intra regional trade. Nevertheless
thereal effed from the aeation of the Free Trade Zone on regional ecnomic devel opments
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can only be etimated within a period of 3 to 5 years from the start of the freetrade in
Southeast Europe.

Is cohesion with the EU Member States possible?

The present research findings auggest, that the processof catching up(cohesion) of the levels
of GDP per capita (PPB with the present levels within the EU may take up a significant
number of years even generations.

The following table provides a general idea of how long it will take for each SEE country to
catch up with the poaest EU Member State — Portugal considering three scenarios of
average annual GDP growth in SEE: dow performers (GDP growth 2%), moderate
performers (GDP growth of 4%) and high achievers (GDP growth of 8%). The anticipated
effed of SEE trade liberalizaion in terms of additional 0.026% annual GDP growth is also
considered to oltain a full picture of the impact of the Free Trade Zone on the mhesion
process

Table 28: SEE years of cohesionwith present levd of GDP per capita (PPP) of Portugd

Slow performers M oderate Perfor mers High Achievers

(GDP growth 2.026%) (GDP growth 4.026%) (GDP growth 8.026%)

ALB 2072 2038 2021
B&H 2118 2061 2033
BUL 2053 2028 2016
CRO 2039 2021 2012
MAC 2067 2035 2020
ROM 2052 2028 2016
S&EM 2104 2054 2029

Source: Author’ s cal culations

Note: Portugal’s GDP per capitain terms of PPPfor 2002is USD 18,000 The starting (base) yea is
2003

The results look rather unpleasant even for the 2007 EU accesson countries. Bulgaria and
Romania. The high level of base GDP of Croatia gives undoubtedly the cuntry a steady
lead as compared to the other SEE countries.

If we try to calculate the anticipated year of cohesion of arguably the richest EU Member
State the outcome will be even more discouraging:
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Table 29: SEE years of cohesionwith present leve of GDP per capita (PPP) of
Luxembourg

Slow performers M oderate Perfor mers High Achievers

(GDP growth 2.026%) (GDP growth 4.026%) (GDP growth 8.026%)

ALB 2117 2061 2033
B&H 2162 2084 2044
BUL 2098 2051 2028
CRO 2083 2044 2024
MAC 2111 2058 2031
ROM 2096 2050 2027
S&EM 2149 2077 2041

Source: Author’ s cal culations

Note: Luxembourg' s GDP per capitain terms of PPPfor 2002is USD 44,000 The starting (base) yea
is2003

Given the abowe, in case the GDP growth rate in the region slows down it may take from 80
to 145years to the region to catch up with the present level of Luxembourg's GDP per capita
(PPB.

If we base our calculations on present level of GDP real change (see Table 23), the years to
cohesion with Portugal and Luxembourg can be summarized in the foll owing way:

Table 30: SEE years of cohesionwith 2001GDP growth with Portugd and Luxembourg

GDP growth rates (%) Portugal L uxembourg
ALB 6.526 2025 2039
B&H 2.326 2103 2142
BUL 4.026 2028 2051
CRO 3.826 2022 2046
MAC (4.6) n.a n.a
ROM 5.326 2022 2039
S&EM 6.226 2037 2051

Source: Author’ s cal culations

Note: To the actual GDP growth rate for 2001 (see Table 23) is added the dfect of the Free Trade
Zone on each SEE country’s GDP growth. The starting (base) yea is 2003
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Obvioudly, the higher growth rate a country maintains the quicker cohesion with a more
developed state will be achieved. A web based simulation model is devel oped to estimate the
years in which each country can achieve a reasonable level of living standards in terms of
GDP per capita (PPB. The simulation model also considers the long-term ecmnomic dfeds
of the establishment of the Free Trade Zone in Southeast Europe as a separate process For
more @l culations on your own, please foll ow the link: www.poli cy.hu/ranchev

Conclusion

Undoubtedly, cohesion of SEE countries with the airrent European Union Member States
will not be achieved in the short run as desired by most local politi cians pressed by the
eledoral limits. However, the strugde for sustainable growth within the SEE should
proceda further and be stimulated by the international community and financial
organizaions. The slow down of the emnomic growth in the auro zone represents an
additional challenge to the SEE — 7 countries. On one hand cohesion date seems closer, on
the other hand as the EU isthe main trading pertner of the @muntriesin Southeast Europe the
recesson in the EU may have a spill over effed on the region asawhole. So far, the global
emnomic aisis has not affeded significantly the seven SEE countries — growth rates are
abowe the average ones within the auro zone and projedions for the e@nomic development
still  odk encouraging. As FDI on aglobal scaleis deaeasing and investors become more
and more precautious, theimpact on SEE FDI inflows and their input on medium and long
term GDP growth are definitely uncertain.

Although, the dired impact of the establishment of the Free Trade Zone on GDP growth and
finally on the accderation of cohesion is not significant, the li berali zation of trade has
indirea effeas which will contribute to sustainable growth in SEE. Such effeds sould by
no means be underestimated —increased regional seaurity, minimization of trade @sts,
creation of a single market of over 55 milli on people, which can attract fresh FDI inflows,
€tc.

Sq isdistant cohesion dde really a problem for the SEE countries? The author is of the
opinion that the short answer is- not at al. Aslong asthe muntries sustain their growth
rates and continue their economic reforms cohesion will come sooner or later. The problem
really is how to sustain the eomnomic growth. In order to maintain the present GDP growth
rates and even to exceal them, each SEE country should develop a roadmap for achieving
sustainale growth on the basis of an analysis of their relative strengths and weaknesss.
The degpening of trade liberalization in the region will continue to be high on the agenda of
the strugde for sustainable growth and is for sure a comparative strength rather than a
weakness
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Pat RHve

Avoidingthe Traps

Part Five: The Free Trade Zone in SEE is already a fact?

The processof the establi shment of the FreeTrade Zone in Southeast Europe is aimost
finalized. The following table provides information on the eisting (concluded) FreeTrade
Agreeaments (FTAs) among the SEE — 7 countries that have signed the Memorandum of
Understanding.

Table 31: Existing SEE-7 FTA network as at 4 March 2003

BUL

CRO

MAC

ROM

%M**

YES

YES

YES

YES

YES

B&H YES
BUL YES
CRO YES
MAC YES
ROM YES
S& M** YES

Source: Stability Pact

Notes:

*  Only initialed acoording to latest information

** Serbia & Montenegro started negatiation processwhen it was known as FR Yugoslavia

Asat 4 March 2003 out of 21 FTAs necessary for the aompletion of the FreeTrade Zonein
SEE, only six FTAs have been agreed (initialed) but are not signed yet. The remaining 12
FTAs and the threeagreaments within CEFTA are formally signed and most of them already
apply. Undoubtedly, the small delay in the establi shment of the Free Trade Zone of several
months cannot cast a shadow on this huge success

For lessthan 2 years the seven countries sgnatories to the Memorandum of Understanding
have finali zed the negotiation process Within these two years the international financial
ingtitutions, the European Union and espedally the Stahilit y Pact have intensified gradually
their presaure on the SEE — 7 governments and the final objedive wasreached. The
guestionis. what comes next?
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The next steps: avoiding the traps

In his peedt at an investment promotion event organized by the Serbia Foreign Investors
Council and the OECD within the framework of the Stabilit y Pact, Mr. Erhard Busek -
Spedal Coordinator of the Stahility Pact hail ed the formal completion of the negotiation
process(see Stahilit y Pact pressrelease of 4 March 2003. However, Mr. Busek explained
that the politi cal act of negotiationsis only the beginning. Implementation, promotion and
dispute settlement are now the dall enges ahead. “At the end of the day” Busek said,
“individual businesses and traders must know about the new freetrade regime and the
governments duty will beto instruct its customs and export authoriti es accordingly”.

The businesscommunity and the society are just beginning to reali ze the impact of the Free
Trade Zone. No doubt, the undergoing processof trade liberalization will | ead to the
formation of interest groups, which will try to influencethe implementation processin order
to preserve some of the eisting tariff and non-tariff barriers.

Thus the main objedive of the seven SEE governments, in addition to further degoening of
the trade li berali zation process will be the withstanding of the presaure from the affeded
corporate interests. The aurrent practices (seetrade relations between Bulgaria and
Macedonia in Part One of the present research) show that the SEE governments cannot be
considered immune from such attempts. However, such trade cnflicts ould be avoided as
much as possblein order to ke the fragil e balance achieved between the SEE— 7
governments, the international financial institutions and the society.

On the other hand, the SEE governments are doing nothing or almost nothing to spread the
news of the establi shment of the FreeTrade Zone within their own countries. It seams that
the FreeTrade Zone in Southeast Europe has receéved much more international attention
instead of intraregional interest. So thereis much to be done by the publi ¢ authoriti es with
regard to the promotion of the new terms of trade within the SEE countries.

It should be noted that the formal completion of the framework of the FTAs necessary for the
operation of the FreeTrade Zone does not necessary entail full trade liberalization. The
sped of achieving full trade liberalization is one of the most important steps that must be
taken in the following several years. The monitoring of the speed of the processwill remain
onceagain much aresponsibility for the Stabilit y Pact and the European Union.

Achieving genuine regional economic integration

The establishment of the FreeTrade Zone in Southeast Europe should be mnsidered as one
of the most important stages for achieving genuine regional eamnomic integration. Will such
integration ke achieved prior to the entry of the seven SEE courtries in the European Union
or afterwards? Thisisaquestion that remains open for debate.

However, the SEE countries ould build upon the successof the FreeTrade Zone projed the
milestones of their future woperation. Undoubtedly, all SEE countries should continue their
efforts to devel op stable businessenvironment, more attractive @nditions for foreign dired
investments, sound macroemnomic policies and social reforms.

The dynamics of mutual consent achieved in the processof negotiations of the framework of
FTAs dhould be maintained. One the most sensitive mutual problems that request spedal
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focusisthe struggde for sustainable emnomic growth. The SEE governments must develop a
common agenda to sustain and even accderate their economic growth. High levels of
emnomic growth are among the most important prerequisites for social cohesion with the
European Union Member States and prospedive accesson into the Union. Thusthe
common goal and probems dould be dealt through mutually coordinated efforts.

The roadmap for sustainable growth

One posshble solution to the mutual problems experienced by the seven SEE governments
can be the aeation of aroadmap of SEE countries for achieving sustainable growth. Such
roadmap for sustainable growth can be the next step after the liberali zation of trade towards
achieving genuine regional eamnomic integration.

The roadmap can focus on the foll owing major prerequisites for achieving sustainable
growth:

B Setting strict limits for budget deficits;

B Streamline measures to attract foreign investments including developmentsin
infrastructure and legidative environment;

m  Coodinate tax and customs reforms;

m  Focuson local educational, health and social seaurity reforms;

B Setting upaworking group of SEE experts to monitor the reforms regularly;
m Exchange of information on the progressmade and problems lved;

The above ambiti ous objedive @an be achieved only through the amardinated efforts of the
seven SEE governments and sustained support from the EU and the international financial
ingtitutions. Given the shifted international priorities, i.e. thelrag crisis, it seemsthat the
focus on the eonomic and politi cal developmentsin the SEE region is gradually drawn
away. Thisfact represents a significant chall enge to the practical implementation of the
effortsin creating of the roadmap.

In order to seaure a continued attention from the EU and the international financial
organizdions, a highly reputable organization should champion the idea, create and monitor
developments. Although the aeation of aroadmap for sustainalde growth is not explicitly
listed as one of the aurrent six core ojedives of the Stability Pact (local democracy and cross
border cogperation; media, energy, trade and investment; fighting organized crime;
managing and stahili zing population movements) it is undoubtedly in line with most of its
activities.

Undoubtedly, the Stahilit y Pact for Southeast Europe @an undertake the aucia role of
coordination of the sustainable growth efforts. Moreover, such a new focus can help the
Stabilit y Pact remain one of the most essntial instruments for asauring continued politi cal
attention from the international community to the SEE region.
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Appendix One: Memorandum of Understanding

Full text of the M emorandum of Understanding on Trade
Liberalisation and Facili tation

Brussls, 27 June 2001
Ministers,

REPRESENTING the Republic of Albania, Bosnia and Herzegovina, the Republi ¢ of
Bulgaria, the Republic of Croatia, the Federal Republic of Yugodavia, the Republic of
Macedonia and Romania (hereafter the Signatory Countries), on the occasion of their
meding on trade li berali sation and facilit ation within the @ntext of the Stabilit y Pact for
South Eastern Europe, held in Brussels on 27 June 200%,

HAVING REGARD to the pledge, made by signatories to the Stahilit y Pact in Cologne on 10
June, 1999 to foster “economic co-operation in the region and between the region and the
rest of Europe and the world, including freetrade areas’;

RECALLING the Dedaration of the Zagreb Summit on 24 November, 200Q in which Heads
of State or Government of the Republic of Albania, Bosnia and Herzegovina, the Republi ¢ of
Croatia, the Federal Republic of Yugoslavia, and the Republi c of Macedonia undertook to
establi sh regional co-operation conventions providing for aregional freetrade area; and the
SEECP Action Plan for regional economic ao-operation, agreed at the Fourth Summit in
Skopje on 22 and 23February, 2001, in which Participating Countries (the Republi c of
Albania, Bosnia and Herzegovina, the Republic of Bulgaria, the Federal Republic of

Y ugodavia, the Hell enic Republic, the Republic of Macedonia, Romania and the Republi c of
Turkey, reaffirmed that “further liberali sation of trade, undertaken also by the auntries of
theregion will better serve their national economies’;

RECOGNISING the primacy of the multil ateral trading system as compared with regional
initi atives, in the fields of trade facilit ation and li berali sation that are mentioned below; the
importance of WTO membership and compliancewith WTO rules aswell as theimportance
of liberal trade regimesin order to foster eamnomic devel opment; and the relevance of the EU
Stabili sation and Asciation processand the EU enlargement processin this context;

DETERMINED to liberali se and facilit ate trade further among the Signatory Countries and
to advancethe accesson to the WTO of Bosnia and Herzegovina, the Federal Republi ¢ of
Yugosavia, and the Republi c of Macedonia;

CONVINCED that these measures will enhancethe ability of the region to attract
investments and further the prospeds of its integration into the global economy;

HAV E today adopted this Memorandum of Understanding on Trade Liberali sation and
Facilit ation.

kkkkk
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The Signatory Countries agreeto:

1. Deveop further the network of FreeTrade Agreements on trade in goods between the
Signatory Countries, in compliancewith WTO rules and in accordancewith the processand
commitments relevant to each country’sindividual relationship with the EU. To thisend,
the Signatory Countries will:

1.1. Refrain, upon signature of this Memorandum, from taking any new trade restrictive
or distorting measure, that would go beyond that which is necessary to address pedfic
and senditive situations in compliancewith WTO rules, thereby establi shing a base line
for the negotiation and, if applicable, the revision of FreeTrade Agreements.

1.2 Negotiate mutually beneficial FreeTrade Agreements between themselves, with a
view to signing the agreements, covering products originating in the parties, by the end
of 2002 in accordance with the foll owing principles:

1.21  Export duties or charges having equivalent effed shall be abdished upon
entry into force of each agreament. Quantitative restrictions on imports or exports
and measures having equivalent effed shall also be abdished.

1.2.2  Import duties or charges having equivalent effed shall be abdished on at
least 90% of the parties mutual trade by value and of HS tariff lines by the end of
the transitional period.

1.2.3  Import duties or charges having an equivalent effed on a large majority of
goads should be preferably abdi shed upon entry into force of each FTA; those on
sensiti ve goods would be progressvely reduced during atransitional period of not
more than 6 years.

1.3 Review existing bil ateral FreeTrade Agreements already concluded between the
Signatory Countries and ensure that they are mmpatible with the principles st out in
paragraphs 1.2.1 to 1.2.3 by the end of 2002

1.4 Ensurethat all these FreeTrade Agreaments enhanceintegration of the Signatory
Countriesinto EU structures. The Signatory Countries which are andidates for
accesson to the EU will conclude, as afirst priority, freetrade agreaments with those
Signatory Countries with which the EU has concluded SAA s, where such agreements do
not yet exist; agreaments with the other Signatory Countries will be negotiated in line
with obli gations undertaken in the framework of the accesson negotiationsand in
conformity with this Memorandum. Candidates for accesson to the EU will ensure that
existing and new agreements mirror, to the extent possble, the arrent scope and level
of liberalisation of EU arrangements.

2. Setin motion, upon signature of this Memorandum and within the mntext of the
Stabilit y Pact Working Group on Trade Liberali sation and Facilit ation, the Procedure to
Eliminate Quantitative Restrictions and Measures with Equivalent Effed on Trade, agreed
by the Signatory Countriesto identify, review and eiminate such measures, in particular
those which are not compatible with WTO provisions.

3. Includein the FreeTrade Agreements an appropriate @mmon set of preferential rules of
origin furthering the objedives of this Memorandum.

4. Ensurethat provisionsin the FreeTrade Agreements regarding the appli cation of
antidumping, countervaili ng and safeguard measures, are @nsistent with WTO rules.
Include provisions related to publi c procurement, state aid and state monopoliesin the Free
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Trade Agreaments in order to ensure further li berali sation, transparency and non-
discrimination in trade between the Signatory Countries.

5. Simplify customs procedures, espedally at border crossngs; harmonise legidation,
documentation and procedures with those of the EU; engage in mutual asdstance between
customs administrations and other agencies concerned with the aossborder movement of
goads, vehicles and persons; and harmonise methodol ogies for the alledion of trade
statistics. To thisend, they shall continue to conclude appropriate agreements, in addition to
existing arrangements, where possble on aregional basis.

6. Includein the FreeTrade Agreaments a clause foreseang the future li berali sation of
trade in services, in accordancewith GATS Article V. The Signatory Countries request the
Stabilit y Pact Working Group on Trade Liberali sation and Facilit ation to commisson an
asesament of the arrent situation in their countries concerning trade in services and of
prospeds for regional co-operation in this area.

kkkkk

The Signatory Countries intend to take additional steps to liberali se and facilit ate trade. To
this end, they will:

7. Ensurethat trade legidation and regulations relating to plant, animal and human health,
safety and environment are compatible with the provisions of WTO, EU and other relevant
international bodies, bearing in mind the Signatory Countries’ current and future obligations
in their contractual relationships with the EU.

8. Co-operate in moving towards the implementation of standards, tedhnical regulations,
conformity assesament, testing, metrology and accreditation systems that are compatible with
European and international principles. The Signatory Countries shall endeavour to
participate in the work of relevant international organisations, exchange technical and
methodological information in thefield of quality control of production processes and take
other measures aimed at improving quality. They will pursue mutual recognition and
similar arrangements between themselves and partners, which are mnsistent with the
provisions of the WTO and will promote m-operation among their standards and
acaeditation bodies.

9. Harmonise legidation on company law, company accounts and taxes and banking law
with that of the EU. The Signatory Countries will also harmonise their competition law with
that of the EU. They will further strengthen, where necessary, the enforcement capacity of
relevant Authoriti es, including competition or similar badies, and establi sh such Authorities
where none «ist.

10. Upgradetheir legidation in the field of intelledual property protedion in compliance
with the WTO Agreament on Trade-Related Aspeds of Intelledual Property Rights and
other related international agreements. They will develop and implement appropriate
enforcement measures in order to combat piracy and counterfeiting effedively.

Maintain an open trade regime toward the rest of the world, pursue further multil ateral trade
li berali sation within the WTO and conclude FreeTrade and other trade agreements with
neighbouring and other interested countries.

kkkkk
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To ensure achievement of the undertakings outli ned abowe, the Signatory Countries:

12. Request the Stability Pact Working Group on Trade Liberali sation and Facilit ation to
review progressin the above undertakings regularly and propose measures required to fulfil
the provisions of this Memorandum. The Working Group should also be used by Signatory
Countriesto inform each other about devel opmentsin the bil ateral freetrade agreaments and
other trade-related measures.

13. Appeal to WTO membersto support, assst and facilit ate early accesson to the WTO of
Bosnia and Herzegovina, the Federal Republic of Yugodavia, and the Republic of
Macedonia.

14. Call upon the international community to provide technical and financial assstanceto
facilit ate for the Signatory Countries to med the abowve undertakings. They stressthe
importance of the reali sation of trade facilit ation and promotion projeds that will benefit all
Signatory Countries.

15. Agreeto med again within twelve months of the date of signature of this Memorandum

and subsequently on aregular basis, to review progress to adopt measures to implement this
Memorandum and to develop further trade and investment.

SIGNED at Brussds, on 27th day of Junein the year two thousand and one.

(Foll owed by signature)
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