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Foreword

Increasing the volume and quality of private investment is critical to the economies of South-East Europe. Despite a recent record of positive and in some cases rapid economic growth, levels of private investment need to rise. As transition proceeds and privatisation processes conclude, the opportunities for attracting significant new privatisation-driven foreign direct investment will diminish. Higher volumes of foreign investment are now needed in greenfield projects, particularly in export-oriented activities. Increasing domestic private and foreign investment will help to raise output and productivity in South-East Europe, which are critical to employment creation, sustainable trade balances, improved government finances and ultimately to addressing the region’s pressing social problems. The global financial and economic crisis, which hit the region severely during the preparation of this study, has further underlined the importance of achieving more and better private sector investment.

In this context, the Investment Reform Index 2010 provides a detailed assessment and benchmarking of critical policy settings and institutional conditions that shape the environment for direct investment. Best practice policies in the OECD area are used as pointers to guide the assessment. The assessment itself has been prepared through a process that has included senior policy makers, independent experts and the private sector in each country, as well as OECD staff working across a broad range of policy specialisms. The Investment Reform Index 2010 is a follow-up to an equivalent study undertaken in 2006. In many parts of the report progress since 2006 has been highlighted.

This study is one among a number of studies and advisory projects currently undertaken by the OECD’s Investment Compact for South-East Europe. Working with policy makers from all countries of the region, through the South-East Europe Investment Committee, the Investment Compact represents a prime instance of how knowledge and expertise possessed by the OECD can be harnessed and shared with non-member countries.
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Investment Reform Index 2010: Key Findings and Recommendations

Investment Policy and Promotion


South-East Europe (SEE) has progressively reduced restrictions to national treatment since completion of the previous Investment Reform Index (IRI 2006). Restrictions only remain in a limited number of sectors, e.g., arms production and manufacturing.

The protection of physical property has been enhanced with the digitization of land registries and cadastral books. However, enforcement of intellectual property rights (IPR) remains a challenge. Consideration should be given to using designated IPR courts to expedite cases of IPR infringement.

SEE economies should review procedures and criteria for acquiring business-related licenses and permits at the sub-national level (such as building/construction permits) and ensure their overall transparency. One option is to have investment promotion agencies function as one-stop shops for inward investors.

The scope for additional privatisation-related investment is narrowing, while public private partnerships (PPP) are in their infancy. Policy makers in SEE are encouraged to exchange best practices on the design of PPP units, PPP-related legislation, cost-benefit analysis and monitoring, drawing for instance on the OECD Principles for Private Sector Participation in Infrastructure.

Human capital development


Governments in SEE must address skills development on an urgent basis given the long gestation period of human capital policies and the global increase in demand for skills.

While reforms are occurring in different parts of education and training systems in many countries, evidence suggests considerable misalignment between the profile of skills supplied and the needs of employers. SEE governments also need to tackle weaknesses in the connections between industry and academia more broadly. For instance, many governments need to assess how truly inclusive their consultative processes are and why, in some cases, private-sector participation is limited.

Spending on students as a share of per capita income, at secondary and tertiary levels, is often low compared to OECD norms. The challenge is to step up this investment while increasing quality.

Better data-gathering and monitoring capacity is urgently required in all SEE countries, but particularly in the Western Balkans. There is a paucity of essential data on inputs to and outcomes from national education and training systems.

Participation in adult training is low and systems of work-related training are underdeveloped. Measures are needed to develop effective incentive schemes and improve the quality of training provided.

Opportunities exist for regional co-ordination and co-operation in the education domain. One area highlighted here is quality assurance, but regional co-operation could also be pursued in such fields as research or curriculum alignment. The experience of the Nordic Council serves as a practical example of how regional co-operation can be pursued.

Trade policy and facilitation


Since the IRI 2006, all SEE economies have strengthened their ties with the multilateral trading system and furthered intra-regional trade.

Tariffs on agricultural and non-agricultural products have been adjusted to world averages, and the regimes for other non-tariff measures such as licenses and quantitative restrictions are highly facilitatory.

Most SEE economies should speed up the adoption of the EU sectoral acquis for industrial products. Priority should be given to products and sectors strategic to increased intra-CEFTA trade.

The institutional framework for accreditation should be strengthened, in particular by increasing the number and qualifications of staff of national accreditation bodies.

Governments across the region should further support the establishment of a network of independent conformity assessment bodies to facilitate certification for local firms, especially SMEs. Governments should also promote the use of standards among companies, with the aim of boosting export competitiveness.

The implementation of sanitary and phytosanitary measures needs to be facilitated by augmenting human and financial resources, infrastructure and information and communications systems.

Despite some improvements in trade facilitation, businesses still face hurdles in finding information on customs and trading procedures. This highlights a need for improving the transparency and public availability of information on customs regulations and procedural requirements.

Consideration needs to be given to how export promotion agencies and programmes can be strengthened. In some instances this requires an increase in the budget allocations for export promotion agencies, but such increases need to go hand in hand with consistent adoption of documented best practices.

Access to finance


Limited access to finance is a major concern of entrepreneurs in SEE. This problem has been accentuated by the global financial crisis.

Mechanisms for the sharing of credit-related information have been introduced in all SEE economies. International reporting standards are promoted and credit bureaus and collateral registries are well developed. However, measures should be taken to expand adoption of the standards and, in some economies, to improve the coverage and reliability of data included in the registries.

Both formal venture capital and business angel activity are scarce. Some initiatives in the region demonstrate that policies can facilitate the development of the market for informal equity finance.

Many initiatives exist in SEE to develop guarantee schemes. However, numerous schemes do not seem to have achieved the expected results and visibility. The design, scope and impact of schemes should be more fully assessed.

The growing role of microfinance institutions calls for clearer legal and regulatory frameworks.

Regulatory reform and parliamentary processes


Most SEE economies have progressed in establishing institutional and legal frameworks for regulatory reform and in implementing regulatory reform programmes.

However, the use of Regulatory Impact Analysis (RIA) is still in its infancy in the region. Prospective EU accession, and the associated adoption of EU laws and regulations, underlines the importance of establishing an effective review system for draft legislation. Furthermore, in times of economic crisis and budgetary constraint, RIA is an important means to increase the cost-effectiveness of regulatory decisions. SEE governments should prioritise the implementation of RIA. Several OECD publications provide guidance on setting up an RIA system. Sharing the experiences of more advanced SEE economies in this field, such as Serbia, could also benefit the region.

Few SEE economies have adopted a lobby or transparency law. Sound consultation processes can address many causes of regulatory failure, such as inadequate information in the public sector. Romania’s transparency law could serve as an example of good practice for other SEE economies.

The limited capacity of parliaments to analyse complex economic legislative proposals remains a problem. Parliaments need to strengthen partnerships with universities, non-governmental organisations and think tanks in order to enhance their capacity and supplement their often modest resources.

Tax policy analysis


In recent years SEE economies have made important progress in strengthening their capacity to carry out tax policy development and implementation, regularly forecasting aggregate tax revenues and monitoring public revenues and expenditures.

However, no SEE economy has implemented a full array of tax models, e.g. corporate income tax micro-simulation models or tax wedge models. Such models are important for providing, among other things, information on how a given tax reform will affect different taxpayers.

While some SEE economies undertake ad hoc studies on tax issues relevant to small and medium-sized enterprises and multi-national enterprises, no country systematically conducts such assessments. These studies are essential for evaluating the effectiveness of tax policy and identifying tax planning opportunities.

Infrastructure for investment


SEE economies have considerably improved their legal frameworks on infrastructure. Recent reforms are largely in compliance with EU standards and aim at fulfilling the acquis requirements.

Broadband internet penetration is low in most SEE economies. In some countries, a long-term telecommunications strategy is still under development. To improve transparency in the telecommunications market, public-private consultations should be organised more regularly.

The presence of motorways, even among the most advanced economies of the region, is limited. Cross-border and intra-regional co-operation in developing road infrastructure should be established in order to raise the investment attractiveness of individual countries and the entire region.

Underdeveloped rail networks characterise SEE. In some economies, expenditures on rail maintenance are insufficient and construction of new rail corridors is almost nonexistent. Co-operation at the intra-regional level, in conformity with the Trans-European Rail Network guidelines, would benefit the entire region.




Introduction

Raising the quantity and quality of direct investment is critical to the economies of South-East Europe (SEE). The importance of meeting this challenge has been underscored by the global economic crisis.

The Investment Reform Index 2010 (IRI 2010) has a number of objectives



	based on data valid to September 2009, to independently assess investment-related policy settings and reform against international best practice;

	to give guidance for policy reform and development;

	to create a process that enhances the quality of policy development relating to investment; and

	to generate an evidence base that facilitates prioritisation of donor activities supporting investment and growth in SEE.



The IRI 2010 is a qualitative assessment of policy settings and institutional conditions that shape the environment for direct investment. The study methodology has two key parts: the use of detailed assessment frameworks that allow comparison of policies and institutions with international best practice; and an assessment process that is highly participatory and inclusive, involving policy makers, independent experts and the private sector in each country. The study methodology is described on page 22.

The economies covered in the IRI 2010 are Albania, Bulgaria, Bosnia and Herzegovina, Croatia, the former Yugoslav Republic of Macedonia, Kosovo under UNSCR 1244/99, the Republic of Moldova, Montenegro, Romania and Serbia.

Eight dimensions of public policy are examined. These are: investment policy and promotion, human capital development, trade policy and facilitation, access to finance, regulatory reform and parliamentary processes, tax policy analysis, infrastructure for investment and SME policy. Resources and practicability did not permit inclusion of every field of public policy that affects the climate for direct investment. Competition policy, for instance, is important in the context of South-East Europe and is omitted. Issues of political stability are also not evaluated. Nevertheless, the eight dimensions of the IRI 2010 encompass a critical and broad set of policies determining the quality of the investment environment.

IRI 2010 follows on from IRI 2006, which used the same method. When relevant, direct comparison with performance in 2006 has been made.


The critical role of direct investment for the SEE region

Increasing the volume and quality of private sector investment is critical to economies in the SEE region. A number of recent studies – in particular Kathuria (2008) and Handjiski (2008) – highlight the investment-related challenges facing SEE (and especially Western Balkan) economies. While there is some diversity across countries, stylised facts for the region include the following



	Much FDI has occurred in the context of privatisations. Greenfield investments have been limited. While the transfer from public to private ownership is continuing in some sectors and countries, the privatisation process is well advanced (financial services and telecommunications for instance are mostly privately owned in SEE). Consequently, the scope for significant additional privatisation-driven FDI is small.

	FDI has been highly concentrated in sectoral terms, occurring particularly in financial services and manufacturing (although in much lower volumes than in the Slovak Republic for instance).

	While investment in machinery and equipment is positively associated with productivity growth, much investment in the SEE region has occurred in real estate and construction. Indeed, Handjiski (2008) shows that in all Western Balkan economies except Serbia, construction accounts for more than 50% of gross fixed capital formation.

	The private investment share, expressed as a percentage of GDP, has also been low compared to EU10, and low compared to a number of countries in earlier transition periods.

	There has been little FDI in export-oriented activities.

	Evidence exists of the positive effects of FDI on growth in the SEE region (Sapienza, 2009) and on sectoral productivity in countries such as Croatia, the former Yugoslav Republic of Macedonia and Serbia.



Higher levels of investment, particularly private investment in export-oriented activities, are needed to raise total output and productivity. Growing output and productivity are critical to employment creation, sustainable trade balances, government finances and to addressing the region’s pressing social problems. The global financial and economic crisis, which hit the SEE region with full force during the preparation of this study, has further underlined the importance of achieving more and better private sector investment.




The global economic crisis in South-East Europe

As the global economic crisis unfolded in the United States and western Europe, there were hopes that SEE might be spared the full brunt of its effects. These hopes proved to be short-lived. The first signals that the crisis had arrived in South-East Europe included slower growth in the fourth quarter of 2008, followed by contractions in national output in several SEE economies in the first of quarter of 2009.

Tightening credit conditions among western European banks were eventually passed on to the SEE region, with lending and deposit rates rising in the first quarter of 2009. However, due to a combination of conservative banking regulations and quick interventions by central banks, the region avoided a full-blown credit crunch. As regards trade, SEE economies primarily export commodities and industrial products to the European Union (EU). The real economy effects of the economic crisis in the EU had an immediate impact on industrial activity and export demand in the SEE area. Indeed, the SEE region’s total trade with the EU25 in January 2009 was almost 40% lower than its peak in July 2008.

The economic crisis also dampened FDI flows. After a near record high of EUR 7.6 billion in total net FDI in the second quarter of 2008, FDI flows to SEE fell to EUR 4.8 billion in the third quarter of 2008, a 37% decline. The trend continued in the fourth quarter of 2008, when FDI inflows dropped by another 6%. In Bulgaria, the former Yugoslav Republic of Macedonia, Montenegro and Romania FDI in the fourth quarter of 2008 fell by 36%, 20%, 12% and 9%, respectively, compared to the third quarter.

In a number of instances, foreign investors began to shy away from new privatisations, concessions or public infrastructure projects. For example, Serbia’s state-owned airline, JAT Airways, was scheduled to be privatised in late 2008. However, as a result of the crisis, JAT’s privatisation was suspended as no investors had participated in the tender process. Furthermore, the potential sale of state-owned Telecom Serbia was postponed until 2010.1 In Croatia, the tender of six state-owned shipyards by the Croatian Privatisation Fund (HFP) was not successful in 2009, despite seemingly serious prior expressions of interest (EIU, 2009). The Montenegrin government extended the tender process for a long-term lease of Velika Plaza and Ada Bojana beaches to mid-February 2010, as only one bid was received by the initial deadline.2 And in Kosovo3 a plan to build a EUR 3.5 billion, 2 GW thermal power plant was abandoned due to lack of investor interest.4

SEE governments employed a combination of monetary and fiscal policies to mitigate the impact of the crisis. Some central banks cut their main policy rates (Albania, Moldova, Romania and Serbia) and also reduced minimum reserve requirements for funds borrowed from abroad (Bosnia and Herzegovina, Bulgaria, Croatia, the Republic of Moldova, Montenegro, Romania and Serbia).5 To prevent potential bank runs and to put domestic banks on an equal footing with parent banks headquartered in the EU, several countries raised the ceiling on deposit guarantees (Albania, Bulgaria, Bosnia and Herzegovina, Croatia, Montenegro, Romania and Serbia). To date, there has been only one instance of a government in the region having to bail-out a private bank (Montenegro). At the time of writing, Serbia and Romania had experienced significant currency devaluations and had applied for IMF support.6

Despite increasingly severe fiscal constraints, all SEE economies have used expansionary fiscal policies. These included attempts to shift budget expenditure away from current spending and towards various forms of capital investment (including education, healthcare, road and rail infrastructure, municipal infrastructure and information technology). To create additional fiscal space, some SEE governments have introduced measures to cut the cost of public administration and have urged state-owned enterprises to devise saving plans (Bosnia and Herzegovina, Croatia, Romania and Serbia).

At the time of writing, expanding economic activity in the euro area in the third quarter of 2009 is beginning to pull the SEE region out of crisis. Total exports have risen and industrial production has stabilised in SEE, although there is still excess capacity. However, domestic demand is still far below potential. In spite of the incipient recovery, risks remain that may slow economic recovery. In particular, decreases in tax revenues and increases in public spending could lead to a further deterioration of public finances. In addition, there is a risk that the region will experience high and protracted unemployment as layoffs lag output contractions.

Since completion of the IRI 2006, the momentum of policy reform across the SEE region has continued, and in many cases improved. Various iterations of the World Bank’s Doing Business survey have placed a number of countries in the region among the fastest reformers of policies affecting the ease of doing business. Many potential foreign investors also consider that the attractiveness of the region as an investment location has improved significantly in recent years (Ernst & Young, 2008). The findings of the IRI 2010 bear out these positive trends. Nevertheless, across the eight dimensions of policy addressed by the IRI 2010, further reforms and the development of increased capacities are necessary. Such developments will help to underpin medium to long-run success in augmenting direct investment, beyond the timeframe of the current crisis. The section that follows summarises key findings of the IRI 2010 by policy dimension.



Investment Reform Index 2010: The method used


The method employed in preparing the IRI 2010 has two key elements: the assessment criteria used, and the participatory nature of the assessment process.

As concerns assessment criteria, each chapter in this study dealing with a specific policy dimension begins by describing the assessment framework used. In each assessment framework, the policy dimension under study is broken down into subdimensions. For instance, for the purpose of this study, the policy dimension of Human Capital Development is described as comprising five subdimensions: strategy formulation; vocational education and training; work-related continuing education and training; inputs to initial education; and labour market settings and demand for skills.

Policy settings and institutional conditions in each subdimension are then characterised using indicators. For instance, the dimension of Trade Policy and Facilitation contains a subdimension titled “Proactive export promotion”. This subdimension has two indicators: i) the presence and operations of an export promotion agency; and ii) the number and characteristics of export promotion programmes.

Each indicator has a 1 to 5 scale. For all indicators, a score of 1 represents a situation of minimal policy development. Higher scores represent progressively superior policy or institutional conditions. A score of 5 is equivalent to best practice in the OECD area (or best practice globally). Best practices were determined based on extensive literature review and expert consultation. For instance, consider the indicator used on land ownership. Investors need to be confident that their ownership of, or right to use, property is legally recognised and protected. On this indicator, a score of 1 is given when land ownership rights are not clearly provided for in national laws, and foreign investors do not have the right to own real estate. By contrast, a score of 5 corresponds to a situation in which there are no restrictions on foreign ownership and registration of land, and administrative procedures for foreign owners, including registration, are no less expeditious than procedures for national investors. Given the centrality of prospective EU accession for economies in SEE, many of the indicators used in the IRI 2010 also incorporate scoring criteria that reflect the acquis communautaire. For every indicator, the precise criteria associated with a given score – whether a 1, 2, 3, 4 or 5 – are specified in the assessment framework documents. The assessment frameworks are available at www.investmentcompact.org.

The process of assigning scores on each indicator is participatory and inclusive. Assessment framework documents were sent to each government, which undertook a self-assessment, providing evidence for the self-assigned scores. Simultaneously, the assessment was performed by independent experts in each country. In addition, focus group meetings were held in each country with representatives of the private sector, including domestic and foreign investors. Private sector representatives were there asked to give their judgment on selected policies and their implementation. This trilateral process of information collection was supplemented with extensive literature review by OECD Investment Compact staff. Indeed, one of the informational merits of the IRI 2010 is that it places a large mass of otherwise disparate information into a comparative framework. This literature review was complemented by consultations in each country with staff from the European Commission as well as multilateral, and in some cases bilateral, development agencies.

Review meetings were then held in each country to examine instances where discrepant scores had been assigned by any of the above-mentioned parties. Where necessary, to finalise the scoring process, additional information was solicited from governments.

Once scores were finalised, weights were applied to the subdimensions in each policy dimension. Weighting is necessary because some policy subdimensions are more important than others for SEE economies. For example, consider access to finance. An assessment of enterprise finance should evaluate policies and institutions affecting the provision of risk capital. However, the largest source of external finance for firms in SEE is the banking sector. Venture-based finance is in fact relevant to only a small fraction of firms in most OECD economies. Moreover, the emergence of significant venture-capital activity requires a sizeable volume of potential deals (for this reason, even in the United States, venture capital activity is concentrated geographically in locations where the number of viable investment opportunities is high). Accordingly, in an assessment of access to finance in the SEE region, it would be mistaken to give the same weight to indicators of venture capital development as to indicators on banking.

A complication in applying weights to policy subdimensions is the lack of scientific criteria for doing so. Research findings and common sense suggest that some areas of policy are more important than others. But guidance on attaching a numerical weight to the relative degree of importance is usually lacking. The approach taken here was therefore to set out the problem and poll the views of independent experts in every country examined. An average of the weights thus suggested was eventually used. Weighting was subsequently seen not to significantly change the relative position of countries in each policy dimension.

The final scores and texts were also sent to governments for comment.

Methodological constraints exist in any study that seeks to compress a large amount of information into indices, and indeed in any study as extensive in scope as the IRI 2010. In particular, not all policy conditions are easily amenable to a 1-5 characterisation. For instance, some important regulatory standards have to be implemented in full: there is no gradation in their application. Policy best practices are also sometimes hard to determine with certainty. This reflects the scarcity of good policy evaluations in some fields, as well as the complexity of policy settings. For example, systems of vocational education and training take many forms across countries, often reflecting historical idiosyncrasies. The selection of an optimal arrangement is open to debate. It is also the case that some variables that are important in driving outcomes are not easily captured in an international comparative monitoring framework. For example, career guidance services affect outcomes in systems of vocational training. But characterising a country’s system of career guidance is problematic, because arrangements can vary greatly across subnational regions and even individual schools. To facilitate comparison with OECD norms, scores on the assessment of tax policy analysis are also presented...
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