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INTRODUCTION

Economic governance has become one of the three key aspects of the EU enlargement process over recent
years, mirroring efforts in the EU to strengthen economic policy coordination and multilateral
surveillance under the European Semester. In its 2013 and 2014 enlargement strategies, the Commission
outlined a new approach to economic governance. It involved clear guidance on the reforms needed to
foster macroeconomic stability, ensure fiscal sustainability and support long-term growth and
competitiveness. Focus on fundamental reforms, including those related to the economy, was further re-
inforced in the revised enlargement methodology adopted by the Commission in February 2020. In the
same vein, the Economic and Financial Dialogue between the EU and the Western Balkans and Turkey
has since 2015 provided jointly agreed and targeted policy guidance for each candidate country or
potential candidate.

This Dialogue is based on medium-term Economic Reform Programmes (ERP) submitted annually by all
candidate countries and potential candidates. The ERPs include a macroeconomic and fiscal policy
framework as well as structural reform plans to boost competitiveness and long-term growth. The ERP
exercise also aims to help candidate countries and potential candidates develop their institutional and
analytical capacities and to prepare them for participation in the EU’s multilateral surveillance and
economic policy coordination procedures once they become Member States of the EU.

In early 2022, Albania, Bosnia and Herzegovina, Kosovo, Montenegro, North Macedonia, Serbia and
Turkey submitted their eighth annual Economic Reform Programmes covering the period 2022-2024 (%).
The programmes were assessed by the European Commission and the European Central Bank. Based on
these assessments, joint conclusions with country-specific policy guidance (2) were agreed and adopted at
the Economic and Financial Dialogue between the EU and the Western Balkans and Turkey, held on 24
May 2022.

This paper contains the Commission staff’s assessments of the ERPs for 2022-2024, preceded by a
horizontal overview summarising the key findings from a cross-country perspective, and taking stock of
the implementation of the country-specific policy guidance adopted in 2021. The cut-off date for the
assessments was 8 April 2022.

The assessments reflect joint work by Commission staff from several Directorates-General. In particular,
DG ECFIN analysed the macroeconomic and fiscal frameworks; DG NEAR was responsible for assessing
structural reforms; while DG EMPL covered employment and social policy-related aspects.

Comments would be gratefully received and should be sent to:

Directorate-General for Economic and Financial Affairs
Economies of Candidate and Pre-candidate Countries
European Commission

B-1049 Brussels

or by e-mail to Uwe.Stamm@ec.europa.eu.

(Y) The Economic Reform Programmes can be found at https:/ec.europa.eu/neighbourhood-enlargement/enlargement-
policy/policy-highlights/economic-governance_en.
(® This paper includes at the end of each country assessment the country-specific policy guidance adopted in May 2022.



mailto:Uwe.Stamm@ec.europa.eu
https://ec.europa.eu/neighbourhood-enlargement/enlargement-policy/policy-highlights/economic-governance_en
https://ec.europa.eu/neighbourhood-enlargement/enlargement-policy/policy-highlights/economic-governance_en
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l . HORIZONTAL OVERVIEW OF THE 2022 PROGRAMMES

1.1. INTRODUCTION

The macro-fiscal projections of Economic Reform Programmes (ERPs) were all superseded by the
economic fallout of Russia’s war of aggression against Ukraine. Because the ERPs had been prepared
and submitted before the war started and its consequences became apparent, they could not take into
account the resulting shocks to the economies of the Western Balkans and Turkey (even if the increase in
commodity prices had started before the war). The channels through which the countries are affected by
the war are largely similar but the impact is set to differ, reflecting differences in: (i) each country’s direct
and indirect trade links; (ii) each country’s energy intensity; (iii) the significance of food price inflation;
and (iv) the role of tourism. Nevertheless, the ERPs’ baseline projections are a useful yardstick against
which the economic impact of the unfolding events can be measured. Moreover, the programmes’
structural reform priorities remain highly relevant. In some cases, such as the energy transition-related
challenges, these structural reform priorities have even gained in importance. The Commission published
its updated macroeconomic projections for candidate countries as part of its spring forecast in May 2022.

1.2. MACROECONOMIC AND FISCAL DEVELOPMENTS AND OUTLOOK

Economic growth rebounded strongly in the Western Balkans and Turkey in 2021. Following the
strong negative impact of the COVID-19 pandemic in 2020, the economies of the Western Balkans and
Turkey recovered quickly in 2021. The strength of the upturn varied widely across the economies. There
was double-digit growth in 2021 in Montenegro (after a contraction of a similar size in 2020), Turkey and
Kosovo. A somewhat slower but still strong pace of expansion was recorded in Albania (8.6%), Serbia
(7.4%) and Bosnia and Herzegovina (5.8%). And there was a more moderate output gain of 4% in 2021 in
North Macedonia. The lifting of pandemic-related restrictions and the base effect from strong downturns
in 2020 (in particular due to the sectoral share of tourism) played a significant role in the rebound in some
countries, accounting in particular for the very strong expansion in Montenegro. The main drivers of the
solid rebound across the region were: (i) buoyant private consumption, fuelled by pent-up demand and
continued crisis-mitigation support measures in some countries; (ii) increased investment, in particular
public capital spending in Serbia and North Macedonia; and (iii) strong growth in exports, especially in
the case of Turkey.

All ERPs project economic growth rates to exceed pre-2020 rates of expansion in 2022-2024. In
particular, Kosovo and North Macedonia project that their average annual economic growth rates in 2022-
2024 will outpace their average pace of expansion in 2017-2019 by around 3 pps., and Turkey projects
that its growth rates in this period will be around 1.5 pps. greater than in 2017-2019. The ERPs of Serbia
and Albania expect average annual growth to be around 1 pp. higher than in the pre-COVID-19 years,
while for Montenegro and Bosnia and Herzegovina annual growth is projected to be around half a
percentage point higher than in the 3 years before the crisis. The key driver of economic growth in both
the Western Balkans and Turkey is projected to be domestic demand, primarily private consumption and
gross fixed capital formation. Although net exports are projected to make a slightly negative or neutral
contribution to growth in Kosovo and North Macedonia in 2022-2024, they are expected to contribute
positively to growth in Albania, Bosnia and Herzegovina, Montenegro, Serbia and Turkey.
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Graph 1.1.1: Contributions to real GDP growth, percentage points
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The ERPs’ baseline growth projections will have to be revised downwards in a context of sizeable
adverse shocks and continued high uncertainty. As is the case in other countries, the growth outlook
for the Western Balkans and Turkey in an uncertain economic environment is heavily impacted by: (i) the
economic fallout of Russia’s war against Ukraine; (ii) the future course of the COVID-19 pandemic; (iii)
supply-chain disruptions as a result of both the war and the pandemic; (iv) global inflationary pressures;
and (v) likely tightening financial conditions. Russia’s invasion of Ukraine has led to rising energy and
food prices and a deteriorated growth outlook in the Western Balkans’ and Turkey’s main trading partners
in the EU. At the same time, the direct impact of the war through reduced goods trade with Russia and
Ukraine is overall expected to be more limited, albeit somewhat greater in Serbia and Turkey (see Graph
2). In the case of Montenegro and Turkey, fewer tourists from Russia and Ukraine may also significantly
affect their tourism sectors, given that tourists from these countries usually make up a sizeable percentage
of total arrivals.

Graph 1.1.2: Trade of goods with Russia, Ukraine and
10 - Belarus in 2020 (% of total trade)
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The ERPs’ growth projections were already subject to downside risks before Russia’s invasion of
Ukraine. Baseline growth projections, in particular for Montenegro, North Macedonia and Kosovo, rely
heavily on substantial increases in public investment. However, these increases may be challenging to
achieve given persistent weaknesses in public-investment management and a track record of low
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implementation rates of the capital budget. In Turkey, the risks related to the country’s continued overly
loose monetary policy contribute to additional uncertainty. In combination with the country’s
vulnerability to changes in investor sentiment, this additional uncertainty might further weigh on the
economic outlook for Turkey. Most ERPs (with the exception of Kosovo and Turkey) include at least one
scenario of lower growth. However, these low-growth scenarios are not always well elaborated and
remain in general too benign in the current situation.

Inflation has accelerated substantially in the Western Balkans, while Turkey faces strong
continuing price pressures and the risk of out-of-control inflation. After a crisis-induced trough in
2020 and early 2021, inflation started to increase substantially in the Western Balkans in mid-2021,
driven by food and energy prices. The impact was increased by the relatively high weight of food and
energy in the consumer price baskets in the Western Balkans, while core inflation rose more moderately.
The Western Balkan ERPs expect the surge in inflation to be temporary, with the projected stabilisation
of energy and food prices helping inflation to gradually decelerate in mid-2022 and to return to moderate
levels in 2023-2024, although there is clearly a risk that inflation could remain elevated for longer. In
Turkey, after some stabilisation in 2020 and early 2021, the effect of global price pressures was
aggravated by unorthodox monetary policy decisions, which drove inflation up to a two-decade high of
more than 60% in April 2022, denting disposable incomes and eroding consumer confidence. The
unorthodox monetary-policy stance led to a deeply negative real policy rate and triggered a large
depreciation of the lira. This has led to a series of unconventional measures, such as a scheme protecting
the foreign-exchange value of lira time deposits, in an effort to reverse dollarisation and ease the pressure
on the lira. However, this has come at the cost of increased uncertainty and potentially large contingent
liabilities for public finances. The Turkish ERP has not taken the latest major policy and market
developments into account, and it projects an inflation path that is notably lower than market expectations
were at the time of drafting, while risks of rampant inflation have already materialised.

10 Graph 1.1.3: Contributions to Headline inflation ~ s
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The ERPs mostly forecast current account deficits to narrow over 2022-2024. After a substantial
deterioration in 2020 in most of the Western Balkans and Turkey (except for Serbia), the current account
broadly stabilised in 2021 in most of the Western Balkans. This was because higher merchandise deficits
tended to be broadly offset by larger services surpluses and higher remittances. The current account
balance improved markedly in Montenegro, Turkey and Kosovo, mostly driven by particularly high
increases in exports of services, especially tourism. Serbia and Bosnia and Herzegovina project a
moderate increase in the current account deficit in 2021-2024, while Kosovo forecasts a more substantial
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deterioration due to the robust growth of imports driven by high expected capital spending. The ERPs of
the other three Western Balkan countries and Turkey project a gradual decline of their current account
deficits. These projections are subject to large uncertainties, in particular related to the development of
energy and food prices in the context of the economic fallout of Russia’s war against Ukraine. On the
issue of securing the necessary external financing, the Western Balkans expect to continue to rely mainly
on inflows of foreign direct investment, although these inflows are subject to increased uncertainties and
the prospects of lower growth. On external borrowing, several Western Balkan countries (Serbia, North
Macedonia and Albania) managed to tap international markets and issue sizeable Eurobonds on
favourable terms in 2021, and all Western Balkan countries and Turkey benefited from the allocation of
special drawing rights by the IMF. However, the tightening of global financial conditions that began in
early 2022 — and potential further tightening in the future — may have negative repercussions on capital
flows into both the Western Balkans and Turkey. Foreign reserves at the end of 2021 were able to cover 6
or more months of imports in Serbia, Montenegro, Albania and Bosnia and Herzegovina, and more than 4
months in North Macedonia.

Graph 1.1.4: Evolution of current account balances
(% of GDP)
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The economic recovery helped improve public finances in 2021, and the ERPs plan further gradual
fiscal consolidation in 2022-2024. There were substantial decreases in fiscal deficits across the Western
Balkans in 2021. This was due to a combination of strong revenue performance, driven by the economic
rebound and rising inflation; and contained expenditure growth due to lower crisis-mitigation costs and
under-execution of capital expenditure. The results of this can be seen in the budget balance improving in
2021 by an estimated 9 pps. in Montenegro, 6 pps. in Kosovo, 4 pps. in Serbia, 3 pps. in North
Macedonia, 2 pps. in Albania and around 1 pp. in Bosnia and Herzegovina. Following their high peaks in
2020 due to COVID-19, general government deficits then fell to more moderate levels in 2021 of around
5% in North Macedonia and Albania, around 4% in Serbia, 2% in Montenegro and as low as around 1%
in Kosovo and Bosnia and Herzegovina. In Turkey, the general government deficit is estimated to have
only slightly declined to around 3% of GDP in 2021, as buoyant tax revenue from strong domestic
demand and rampant inflation, reduced pandemic-related budget support, as well as inflation-induced
suppression of real personnel expenditures and current transfers have been partially offset by budget
lending to state-owned enterprises to cover some of the surging energy costs.
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Graph 1.1.5: Fiscal adjustment 2021-2024
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The ERPs project a further gradual improvement in the budget balance over the programme
horizon. This further improvement is already forecast for 2022 in North Macedonia, Serbia and Bosnia
and Herzegovina. However, the ERPs for Montenegro, Kosovo and Albania plan some back-loaded
improvement starting in 2023 after a deficit increase in 2022 in these three countries compared to the
better-than-expected 2021 outturn. The budget-balance improvements are mostly projected to be achieved
via a reduction in spending as a share of GDP, with only Albania projecting increases in its relatively low
revenue-to-GDP ratio). In all countries, the fiscal measures that have already been adopted to mitigate the
impact of rising energy and food prices, combined with the contractionary economic fallout from Russia’s
war against Ukraine, could possibly derail or decelerate the fiscal consolidation planned in the ERPs.

Graph 1.1.6: Composition of expenditure (% of GDP)
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Most ERPs project the debt-to-GDP ratio to broadly stabilise or decrease between 2021 and 2024,
with only Kosovo expecting its relatively low debt-to-GDP ratio to increase in this period. After
surging across the Western Balkans in 2020, public debt-to-GDP ratios broadly stabilised in 2021. The
debt-to-GDP ratio decreased by almost 20 pps. for Montenegro, mostly due to a large growth effect and
the reduction of the government’s large cash buffer by around 7 pps. of GDP, which was used to pay back
maturing debt. Over the course of the future ERP period, the main driver of the expected debt decrease is



Part |

Horizontal Overview of the 2022 Programmes

in most cases the favourable ‘snow-ball’ effect, as the rate of nominal growth is projected to exceed the
effective interest rates for all Western Balkan economies. In Bosnia and Herzegovina, the primary surplus
is expected to contribute most to the decrease of the debt-to-GDP ratio. Turkey’s ERP projects a slight
decrease of the deficit level to around 3% of GDP (close to the 2021 outturn) and a stabilisation of the
debt ratio at around 35% of GDP throughout the programme period. However, this projection does not
reflect the strong debt-increasing effect of the lira depreciation in 2021, which resulted in an outturn
above 40% of GDP in 2021 (around 3.5 pps. higher than estimated by the ERP).

Graph 1.1.7: Projected changes in budget balance and GG
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1.3.  MAIN CHALLENGES

Although further support to households and businesses most affected by adverse shocks appears
necessary, the implementation of structural reforms also needs to accelerate to foster a sustainable
recovery in the medium term. Although the enlargement region has experienced a strong rebound from
the COVID-19 crisis in 2021, the economic fallout of the war against Ukraine risks inducing a
considerable slowdown. Among other channels, this slowdown risks occurring through higher energy and
food prices and decelerating trade and investment. This calls for measures that use the available fiscal
space to mitigate the impact of these adverse shocks on businesses and households — if necessary until the
economic recovery is firmly entrenched. At the same time, the implementation of structural reforms
should regain momentum to achieve a sustainable recovery, boost potential growth, and strengthen
resilience in the medium term. Overall, the main challenges that will need to be tackled in the upcoming
period concern 11 main areas. The paragraphs below contain a discussion of each of these 11 challenges.

First, fiscal policy should stand ready to mitigate adverse impacts from the pandemic and Russia’s
war against Ukraine by well-targeted and temporary fiscal measures. Thereafter, conditional on
the recovery becoming well entrenched, a gradual consolidation of deficit and debt levels is needed
to rebuild largely depleted fiscal buffers. There is a great deal of uncertainty about the potential further
effects of the COVID-19 pandemic and the economic fallout of Russia’s war against Ukraine. Given this
uncertainty, it appears appropriate for fiscal policy to stand ready to mitigate, if needed, adverse impacts
on growth, employment and social cohesion via appropriate fiscal measures until a self-sustained
recovery is firmly established. At the same time, support measures should be well targeted, temporary and
transparent to maximise their cost efficiency and avoid creating lasting market distortions or permanent
entitlements. Conditional on a well-entrenched economic recovery, a well-calibrated return to a more
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prudent fiscal position appears warranted in the medium-term fiscal frameworks presented together with
the 2023 budgets. This will help to ensure gradual debt reduction and rebuild fiscal buffers.

Second, continued efforts should also be made to shift budgets towards a more growth-oriented
composition to better support the recovery, in particular by fostering the digital and green
transitions. All Western Balkan partners, except for Serbia, plan to increase public capital spending as a
share of GDP in 2022, while Kosovo and North Macedonia project to further increase this share over the
remaining programme horizon. To durably maximise the growth-enhancing effect of increased capital
allocations, all partners need to ensure that these are accompanied by higher efficiency and a proper cost-
benefit analysis of investment projects. This includes: (i) improvements in investment management (such
as project planning and selection); (ii) avoiding supply-side shortages stemming from a sudden increase
in public investment focused on specific areas; (iii) potential reprioritisation given crisis-induced
structural changes and the needs of the green and digital transitions; and (iv) fully benefiting from EU
funding. Appropriate resources also need to be allocated to increase human capital and mitigate the risk of
‘scarring’ effects of recent adverse shocks through investments in education, training and health.

Third, given the considerable crisis-induced deterioration of fiscal positions, fiscal-structural
reforms to strengthen medium-term debt sustainability should be prioritised. This should include
raising the capacity to mobilise public revenue by improving tax administrations and reviewing distortive,
inefficient and costly tax exemptions. Failure to contain current spending, especially on public wages and
pensions, has been a recurrent problem across the Western Balkans and could hamper fiscal adjustment
efforts. This calls for putting in place or strengthening fair, transparent and sustainable public wage and
pension systems as well as better targeting of social transfers. The partner countries should also continue
to monitor and address fiscal risks stemming from public guarantees, inefficient state-owned enterprises,
and often non-transparent public-private partnerships. Fiscal risks stemming from these areas may have
become more acute following recent crises and the policy response to them. Finally, fiscal governance
needs to be improved by strengthening or introducing fiscal rules (with the necessary ‘escape’ clauses to
allow for exceptional crisis circumstances) and setting up independent fiscal councils. This would send a
strong signal about the authorities’” commitment to return to prudent fiscal policies as soon as the
economic recovery has become firmly established.

Fourth, the Western Balkans and Turkey need to closely monitor and address inflation
developments and the impact of adverse shocks on the financial sector. Given persistent price
pressures, price developments need to be carefully monitored and monetary policy may need to be
tightened (where monetary policy tools are available) to ensure price stability in the medium term.
Macro-prudential indicators have overall remained sound, and capital-adequacy ratios in the region’s
banking sectors are well above minimum requirements in the Western Balkans. Nevertheless, there may
be pockets of vulnerability and some lagged impact from both the pandemic-induced crisis and the recent
price shocks. The ratio of non-performing loans (NPLs) has remained stable and in some cases even
decreased in 2021. However, the end of forbearance measures and the economic fallout from the war in
Ukraine may lead to some deterioration in banks’ asset quality that need to be closely monitored and
addressed via strengthened legal and regulatory frameworks for NPL resolution. In line with the
economic rebound, credit growth picked up in 2021 in Albania, Kosovo, Montenegro and Bosnia and
Herzegovina, while Serbia and North Macedonia recorded some deceleration in the rate of credit growth,
reflecting mainly the phasing-out of crisis-support schemes. Annual credit growth also slowed down to
23% in Turkey, while the country’s NPL ratio remained low. Turkey’s banking sector is adequately
capitalised, but high dollarisation in the country poses a particular challenge.
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Fifth, all seven economies face challenges with their business environments and a high degree of
informality. For most of them, the regulatory and institutional environment remains a key challenge
hampering private-sector development and competition. Several economies also face problems with still-
sizeable and still-unprofitable state-owned enterprises. This leads to a misallocation of resources and
creates unfair competition that holds back private companies. All seven enlargement partners struggle
with corruption, legal unpredictability and slow legal procedures, making their economies less attractive
to foreign and domestic investment. To overcome these challenges, there is a need for effective and well-
coordinated structural reforms to improve the business environment and the investment climate. These
reforms should include significant efforts to strengthen the rule of law and institutions to fight corruption.
Although there is a lack of reliable data, the size of the informal economy is estimated at 25-35% of GDP
in all seven economies. Widespread informality undermines competition, hinders the efficient allocation
of state and private resources, and reduces tax revenues and funding of social security systems. For most
economies, informality is driven by: (i) the weak overall institutional and regulatory environment; (ii)
insufficient enforcement capacity of the public authorities; (iii) corruption; and (iv) a low awareness of
the negative social implications. The low level of trust in government and the perceived low quality of
public services discourage tax compliance. Undeclared work leads to reduced job security and safety at
work. To overcome these challenges, there is a need to incentivise tax compliance in a variety of ways,
such as public-awareness measures, a simplification of administrative procedures, lower ceilings for cash
transactions, and strengthened law enforcement in this area.

Sixth, Russia’s war in Ukraine is already having significant spill-over effects, changing the risk
profile of the economies on several fronts. In the energy sector, the market is suffering from reduced
gas supply from Russia. This has led to upward pressure on energy prices and to reduced security of
supply. These problems are affecting Serbia, North Macedonia and Bosnia and Herzegovina in particular,
each of which import between 85% and 100% of their gas supply from Russia. The disruption in supply
chains is also driving upwards pressure on food prices, through reduced supply of wheat and necessary
fertilisers. Finally, perceived and real risks for investors are higher — in turn making it more difficult to
mobilise private-sector finance. Reducing vulnerability to external shocks and increasing food and energy
security has become crucial. It is essential to accelerate the clean-energy transition by promoting energy-
efficiency measures, accelerating the deployment of renewable energy, and diversifying the energy and
electricity mix.

Seventh, the lack of regional economic integration in the Western Balkans prevents the region from
achieving its full growth potential. All Western Balkan partners have committed to boosting regional
cooperation and to creating a common regional market, based on the four freedoms (free movement of
goods, services, capital and people) that also covers cooperation in aspects of digital, investment,
innovation and industrial policy. This would bring more competition and allow economies of scale and
productivity gains. Such a regional market, based on EU rules and standards, would stimulate intra-
regional trade and investment, increase the benefits of big infrastructure projects, and make the Western
Balkans a more attractive investment destination. Finally, the common regional market represents a
stepping-stone to already integrate the region more closely with the EU single market before EU
accession, which will further contribute to the region’s economic growth.

11
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Eighth, there are key challenges in the labour market. Two of the most serious of these challenges
are the low rates of labour-market activity, especially among women and young people and poorly
targeted active labour market policies to help people find work or training.

Graph 1.1.8: Gender employment gap
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Despite positive labour-market developments in most economies before the onset of the COVID-19
pandemic, the enlargement partners continue to be characterised by overall low activity and employment
as well as by high unemployment. Although the latest figures show some signs of recovery in the labour
market, structural challenges remain. Two of these structural challenges are the under-employment of
workers and the lower integration of women, young people, and less represented ethnic groups in the
labour market. The gender employment gap in 2020 in the partner economies ranged from around
13-15 pps. in Montenegro, Serbia and Albania to around 33 pps. in Kosovo and 38 pps. in Turkey. These
gender gaps are all well above the EU-27 average of 11 pps. (see Graph 8 and Annex table Il1). The
outreach and coverage of support services for jobseekers are limited. Active labour market policies to
help people find work or training are not sufficiently targeted at people most in need, such as the long-
term unemployed, and only a small range of measures is on offer. The Western Balkan partners
committed in July 2021 to gradually set up and implement “Youth Guarantee’ schemes (modelled on the
Youth Guarantee schemes in the EU, which guarantee jobs or training for people under the age of 30),
and most of them set up inter-ministerial expert groups to develop Youth Guarantee implementation
plans. North Macedonia is a front-runner in this area, implementing a Youth Guarantee scheme
countrywide since 2019. Roughly 20-30% of the workforce are estimated to be engaged in undeclared
work in the partner economies. No comprehensive strategies have been implemented so far to address the
issue. Social partners are not regularly consulted on the design and implementation of economic,
employment and social policies, and social dialogue between employers and workers, including collective
bargaining, remains weak.

Ninth, social spending is not well targeted towards the poorest segments of the population. Despite
continuing positive economic trends in the pre-crisis years, high levels of poverty remain a problem in all
partner economies and are set to be exacerbated by recent strong increases in food prices. Means-tested
social assistance schemes are under-funded, and there are gaps in coverage of those most in need. The
low support levels are ineffective in reducing poverty. On the other hand, relatively generous non-means-
tested social benefits, for instance to war-veterans, might create disincentives to work. Income inequality
is higher than the EU-27 average, but has been falling in most cases. People in vulnerable situations also
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have difficulties in accessing social-care services, the coverage of which is weak and at times non-
existent in remote and rural areas.

Tenth, structural mismatches in skills persist, due to under-investment in human capital and weak
education systems, including vocational education and training (VET) that is poorly adapted to the
needs of the labour market. The education systems in the Western Balkans and Turkey face challenges
— starting in early childhood education and care (ECEC) and running all the way up until the transition to
the labour market and adult education. Enrolment in ECEC is particularly low in the region compared to
the EU, and potentially affects long-term education outcomes, especially of children with a less
favourable economic background. Efforts to increase pre-school education are a first step in the right
direction. New curricula are being introduced in basic education, but the mismatch between the provision
of secondary and higher education on the one hand and the needs of the labour market on the other often
impedes a smooth transition from school to work. VET schools do not provide appropriate skills that
match employers’ needs, and work-based learning is rather limited. Furthermore, the low rates of
participation in adult learning and the lack of awareness in the population of the need to acquire
qualifications in lifelong learning remain an issue. The training of teachers for all levels of the education
system remains a challenge for most economies.

Eleventh, universal coverage and equal access to essential healthcare services for all remain
challenging. Public expenditure on healthcare as a percentage of GDP in the Western Balkans and
Turkey is well below the EU-27 average. In addition, health insurance coverage is in general lower than
in the EU, with the exception of Serbia. Those not covered by health insurance include: (i) unregistered
workers; (ii) young people not in education, employment or training; (iii) people without ID documents;
(iv) many farmers; (v) Roma; and (vi) people living in remote and rural areas. Unmet needs for medical
care are higher than the EU-27 average (which was 1.8% in 2020) in all enlargement economies and
significantly higher in Albania and Kosovo. The main reported reason for unmet medical needs was
financial barriers, and women and people aged over 65 were more affected than other groups. In 2020, the
numbers improved for all economies for which data are available, and almost equalled the EU-27 average
of 1.8% for Turkey (1.9%) and Montenegro (2.1%). Out-of-pocket expenditure as a share of current
health expenditure is also high in the partner economies and is more than double the EU-27 average
(except for Turkey where it is close to the EU-27 average), resulting in an increased financial burden for
households. There is a need to strengthen the financing of the healthcare sector in the Western Balkans
and Turkey, as well as to improve access to — and the affordability of — high-quality healthcare.

13
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1.4. IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED IN 2021

Every year since 2015, the economic and financial dialogue between the EU and the Western
Balkans and Turkey has adopted targeted policy guidance (PG) for all partners in the enlargement
region.

Graph 1.1.9: Overall implementation 2018-21
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The guidance represents the participants’ shared view of the short-term policy measures that should be
implemented to address macro-fiscal vulnerabilities and structural obstacles to growth. The underlying
rationale of the PG is similar to that of the country-specific recommendations usually adopted under the
European Semester process for EU Member States. Implementation of the PG is evaluated by the
Commission in the following year’s ERP assessments (°).

The level of implementation of last year’s policy guidance worsened across the board. This is partly
linked to the return in 2021 to policy guidance on more challenging reforms after the focus on
short-term COVID-19 crisis-related measures in 2020. The average score in implementing the policy
guidance across the Western Balkans and Turkey has substantially decreased, falling from 50.8 out of 100
for the implementation of the policy guidance adopted in 2020 to 42.9 in 2021 (%). More than two fifths
(43%) of the 2021 policy recommendations saw no or only limited implementation, which is a
deterioration compared to last year, but nevertheless the second lowest overall percentage so far. Less
than a quarter of the PG (21.9%) has been substantially or fully implemented. Still, this is the second best
performance since 2017 after the exceptionally high score of implementation of the COVID-19-focused
PG from 2020 (see Graph 9). When performance is broken down by individual partners, the scores
display some variation, but 4 out of 7 managed a score greater than 40 (see Graph 10). Overall, the
implementation of the policy guidance adopted in 2021 is assessed as “partial’ (%) for most partners, with
Montenegro achieving the highest score (57.9) while Turkey and Bosnia and Herzegovina are trailing
behind (with scores below 40).

(® The detailed evaluation of individual PG items can be found in Section 5 of the Commission’s ERP assessments.

() For a detailed description of the methodology used to assess policy guidance implementation, see Section 1.3 of the
Commission’s Overview and Country Assessments of the 2017 Economic Reform Programmes available at
https://ec.europa.eu/info/publications/economy-finance/2017-economic-reform-programmes-commissions-overview-and-
country-assessments_en.

(%) The assessment categories are as follows: limited implementation (0<37.5), partial implementation (37.5-62.5), substantial
(62.5-87.5), and full implementation (87.5-100).
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Graph 1.1.10: PG 2021 individual scores
70 1
60 57.9
50
44.4 431 431 417
0 4 38.2
31.9

30 A
20 A
10 A
0 4

ME RS AL MK XK TR BA

1.5. CONCLUSIONS

As presented above and in the individual Commission staff working documents, there are many macro-
fiscal and structural challenges in the Western Balkans and Turkey. These challenges are to some extent
similar to challenges that EU Member States are facing. These are compounded by the current high
degree of uncertainty about the potential further effects of the COVID-19 pandemic and the economic
fallout of Russia’s war against Ukraine. This requires governments to stand ready to take appropriate
policy responses to mitigate adverse shocks. Against this background, the ERP-based economic and
financial dialogue has become even more important as a forum to share experiences, discuss policy
strategies, and jointly agree on priority reforms to foster sustainable public finance and resilient growth.
Confronted with growing instability, strategic competition and security threats, the EU has decided to
take more responsibility for its security and take further decisive steps towards: (i) building European
resilience; (ii) reducing dependencies; and (iii) designing a new growth and investment model for 2030, a
model which includes building a more robust economic base. This also implies the need for greater
energy diversification and for accelerating the twin green and digital transitions. These objectives of good
governance and economic prosperity are also relevant for the Western Balkans and Turkey, and can best
be achieved by addressing the challenges outlined above.
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Table 1.1.1:
Economic Reform Programmes 2022 - Key indicators
2018 2019 2020 2021e 2022 2023 2024

Real GDP growth (% change)
Albania 4.0 2.1 -4.0 8.7 4.1 4.2 3.9
North Macedonia 2.8 3.2 -6.1 4.1 4.6 5.2 5.7
Montenegro 5.1 4.1 -15.3 13.4 6.4 5.1 4.5
Serbia 4.5 4.3 -0.9 7.0 4.5 5.0 5.0
Turkey 3.0 0.9 1.8 9.0 5.0 5.5 5.5
Bosnia and Herzegovina 33 2.8 -3.2 31 34 35 3.7
Kosovo 3.4 4.8 -5.3 9.7 7.8 7.1 6.8

Unemployment rate (%, LFS)
Albania 12.8 12.0 12.2 11.4 10.3 9.4 8.9
North Macedonia 20.7 17.3 16.4 15.8 14.4 12.9 114
Montenegro 15.5 15.4 17.9 16.7 15.8 14.6 13.6
Serbia 13.7 11.2 10.1 11.0 10.2 9.1 8.0
Turkey 10.9 13.7 13.2 12.6 12.0 11.4 10.9
Bosnia and Herzegovina 18.4 15.7 15.9 17.8 16.9 15.9 15.1
Kosovo 29.6  25.7 25.9 25.8 :

Current account balance (% of GDP)
Albania -6.8 -7.9 -8.8 -8.0 -7.3 -6.9 -6.2
North Macedonia -0.1 -3.3 -3.4 -3.8 -3.8 -2.4 -1.6
Montenegro -17.0 -143 -26.1 -13.1  -10.5 -10.2 -10.0
Serbia -4.8 -6.9 -4.1 -4.1 -4.4 -4.4 -4.8
Turkey -2.8 0.7 -5.0 -2.6 -2.2 -1.5 -1.0
Bosnia and Herzegovina -3.1 -3.0 -2.6 -2.3 -2.5 -2.6 -2.9
Kosovo -7.6 -5.7 -7.0 -4.9 -5.5 -6.5 -7.2
Inflation (CPI, annual % change)

Albania 2.0 1.4 1.6 2.0 2.8 3.0 3.0
North Macedonia 1.5 0.8 1.2 3.2 2.4 2.0 2.0
Montenegro 2.9 0.5 -0.3 2.1 23 1.8 1.5
Serbia 2.0 1.8 1.6 4.0 4.9 3.0 3.0
Turkey 16.3 15.2 12.3 19.6 12.2 8.4 7.6
Bosnia and Herzegovina 1.4 0.6 -1.0 1.1 0.9 0.8 1.0
Kosovo 1.1 2.7 0.2 33 2.5 2.2 2.0

Sources: Economic Reform Programme (ERP) 2022 for 2020-2024, CCEQ for 2018 and 2019.

Note: CCEQ: DG ECFIN publication 'EU Candidate and Potential Candidate Countries' Economic

Quarterly’
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Table 1.1.2:
Economic Reform Programmes 2022 - Fiscal indicators

2018 2019 2020 2021e 2022 2023 2024

Total revenue* (% of GDP)
Albania 27.5 27.4 26.3 28.6 287 29.0 29.1
North Macedonia 30.4 315 30.5 33.7 33.6 333 33.7
Montenegro 42.2 43.4 44.6 44.0 41.0 40.9 40.4
Serbia 415 421 41.0 435 422 414 411
Turkey 31.9 331 324 30.7 29.8 29.7 292
Bosnia and Herzegovina 43.0 425 39.9 423 417 414 412
Kosovo 26.3 26.8 25.4 28.7 28.1 27.9 27.7
Total expenditure* (% of GDP)
Albania 29.1 29.3 33.2 34.5 34.1 31.9 31.9
North Macedonia 315 337 38.9 40.0 379 367 366
Montenegro 46.2 45.4 55.7 45.8 46.0 42.7 41.0
Serbia 40.9 423 49.0 48.4 453 42.9 42.1
Turkey 347 36.1 36.4 343 333 331 317
Bosnia and Herzegovina 40.8  40.6 42.3 432 420 404 398
Kosovo 29.1 29.7 33.0 30.1 32.7 31.6 30.7
General government balance (% of GDP)
Albania -16  -1.9 -6.8 -58 54 29 28
North Macedonia -11 -2.2 -8.3 -6.4 -4.3 -3.4 -2.9
Montenegro -3.9 -2.0 -11.1 -1.8 -5.0 -1.8 -0.6
Serbia 06 -0.2 -8.0 49 30 -15 -10
Turkey -2.8  -30 -3.9 -36 35 34 -26
Bosnia and Herzegovina 2.2 1.9 -2.3 -0.9 -0.2 1.1 1.4
Kosovo -2.9 -2.9 -7.6 -1.4 -4.6 -3.7 -3.0
General government debt (% of GDP)

Albania 67.7 66.3 75.7 80.1 788 776 757
North Macedonia 40.4 407 51.9 51.9 533 53.0 517
Montenegro 70.1 76,5 1052 855 766 732 699
Serbia 53.7 52.0 57.8 58.2 565 553 53.8
Turkey 30.2 32.5 39.7 36.6 35.8 354 34.7
Bosnia and Herzegovina 327 317 34.0 348 352 339 322
Kosovo 169 175 22.4 225 255 272 287

Sources: Economic Reform Programmes (ERP) 2022 for 2020-2024, CCEQ for 2018 and 2019.
*2018 and 2019 data from Ministry of Finance.

Note: CCEQ: DG ECFIN publication 'EU Candidate and Potential Candidate Countries' Economic

Quarterly'
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Table 1.1.3:
Gender employment gap (percentage points)

2018 2019 2020
EU-27 11.3 11.2 11.0
Albania 16.5 15 15.2
North Macedonia 21.4 21.3 19.9
Montenegro 13.8 13.3 12.9
Serbia 15.4 14.6 14.6
Turkey 40.8 38.8 38.1
Bosnia and Herzegovina 23.7 23.6 24.9
Kosovo 38.5 37.4 32.8

Sources: Eurostat for Montenegro, North Macedonia, Serbia and Turkey;
for Albania, Bosnia and Herzegovina and Kosovo national Labour Force
Surveys.

The gender employment gap is defined as the difference between the employment rates of men and
women aged 20-64. The employment rate is calculated by dividing the number of persons aged 20 to 64
in employment by the total population of the same age group. The indicator is based on the EU Labour
Force Survey.
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1 « ALBANIA

The economic reform programme (ERP) was submitted on 31 January 2022.

The economic consequences of Russia’s war against Ukraine may render the macro-fiscal scenarios
presented in the ERP partially obsolete. The Commission will publish its updated macroeconomic and
fiscal projections for candidate countries, reflecting the expected impact of the war against Ukraine and
related sanctions, in its spring economic forecast in mid-May 2022.

The short-term macro-fiscal outlook may change considerably. However, the major medium-term fiscal
and structural reform challenges and priorities identified in this assessment remain valid irrespective of
the short-term outlook. Appropriate policy responses are essential to ensure a sustained economic
recovery, greater resilience and fiscal sustainability.

1.1. EXECUTIVE SUMMARY

In 2021, the economic rebound is estimated to have been stronger than expected. The economic
reform programme (ERP) estimates that the economy grew by 8.7% in 2021, and recovered above pre-
crisis levels in most segments. A strong rebound of exports including tourism, high public investment
including in post-earthquake reconstruction and the continuing accommodative policy all supported the
recovery. This helped the labour market to recover almost all the ground lost during the COVID-19 crisis.
The fiscal deficit, at 4.5% of GDP, was 2.3 percentage points (pps.) lower than planned because of strong
revenue growth, underspending of the capital budget and the much stronger than expected growth in
nominal GDP (®). Notwithstanding a debt-increasing Eurobond issuance to pre-finance the 2022 balance,
as well as concessional lending and public guarantees for the state-owned electricity distributor, this led
to a decrease in the debt-to-GDP ratio to 73.2%, much below the earlier estimate of 80.1% which the ERP
fiscal scenario is based on.

The ERP projects steady economic growth and a gradual fiscal consolidation relying mainly on
lower capital expenditure in 2023. The ERP projects economic growth to stabilise at an average of 4%
in 2022-2024, but this projection could not take into account downside risks from a potentially protracted
impact resulting from Russia’s war against Ukraine, in particular from higher energy and food prices and
less dynamic external trade with main trading partners in the EU. Investment and private consumption are
expected to remain the main growth drivers, supported by net exports. Solid employment growth is
estimated to lower the unemployment rate below 10%. The implementation of the medium-term revenue
strategy (MTRS) is projected to gradually increase the revenue ratio from 2023. Together with lower
investment expenditure (after post-earthquake reconstruction ends) it is expected to bring the deficit
below 3% and the primary balance into surplus in 2024. This is projected to help lower the debt ratio by
4.4 pps. between 2021 and 2024.

The main challenges Albania faces are as follows:

e While further policy support may be necessary in the short term, continuing fiscal
consolidation would help the recovering economy to safeguard sustainability and build fiscal
buffers for future unexpected shocks. Because of high uncertainty about possible further pandemic
effects and the impact of Russia’s war against Ukraine, it seems appropriate to stand ready to provide
crisis mitigation if needed. Contingent on the economic outlook, a gradual reduction of the public
debt ratio and a return to a positive primary balance in the medium term would be key to rebuilding
fiscal space. Stable fiscal planning without frequent budget amendments and a speedy clearance of
contract-based arrears would increase the reliability of fiscal policy and the quality of public finance.

() The assessment and the tables in this document are based on the ERP as submitted and could not be revised to fully reflect the
2021 fiscal outturn and the latest GDP publication of 31 March 2022.
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Improving and expanding the assessment of fiscal risks, including those stemming from public-
private partnerships, concessions and state-owned enterprises, would further contribute to debt
sustainability.

e Increased revenue mobilisation is crucial to lower the debt ratio and to honour the new positive
primary balance rule, and relies on the MTRS being successfully implemented. The MTRS can
only be successful if it undergoes intensive public consultation and its role to effectively guide tax
policy in the medium term is ensured by a budgeted, operational implementation plan. All of the
plans for high public infrastructure investment should be subject to harmonised, effective planning,
appraisal and procurement procedures and be balanced with investment in human capital, which is a
crucial factor for future growth. A continuous gradual increase in public spending on health, social
protection, education, and research and development would make the composition of expenditure
more growth-friendly.

e Structural weaknesses continue to hamper the business environment. Private sector development
remains below potential, actions to improve the business environment were only partly effective, and
high levels of informal economic activity and employment distort competition. A lack of business
support services and help with access to finance remains an obstacle, though the adoption of the
Strategy on Business and Investment Development for 2021-2027 (BIDs) in mid-2021 should start
some necessary steps. Transparency in adopting and implementing legislation remains insufficient—
Albania did not draft a comprehensive strategy to tackle the informal economy.

e Although the number of university graduates is increasing, there is still a high share of adults
with low skills and of young people not in employment, education or training. The labour market
has shown resilience throughout the pandemic. However, the coverage and funding of active labour
market policies are too low to make a substantive dent in the increased number of registered
jobseekers. Vocational education and training still lack stronger involvement of businesses. Teachers
in pre-university have received only limited training to implement the new competency-based
curriculum. University education is of low quality and largely disconnected from the labour market.
While a new measure is expected on innovation, the link between innovative businesses and
academia is weak, with insufficient funding for science and research and unfavourable conditions for
developing business incubators.

e Poverty and social exclusion remain high and spending on social protection and healthcare is
insufficient to decrease poverty and increase healthcare coverage. The benefits under the
Economic Aid scheme are too low, but the government took temporary measures to increase them
and began a process to review their adequacy. A recent initiative aims to foster social inclusion and
labour market integration of the scheme’s beneficiaries. Social services are scarce. The Social Fund
provides financial support to municipalities to establish new ones, but there are concerns about their
sustainability. The government took steps to increase healthcare coverage for the sizeable number of
uninsured people in the country, but access to healthcare is still limited due to high out-of-pocket
payments and a shortage of doctors, especially in rural and remote areas.

The policy guidance jointly adopted at the Economic and Financial Dialogue of 12 July 2021 has
been partially implemented. Fiscal consolidation was postponed, and its pace decelerated. Development
of the MTRS progressed but it was not adopted. Reporting and clearance of VAT refunds and other
arrears progressed. Capacity building was limited for monitoring fiscal risks and improving public
investment management. Effective measures and close supervision preserved financial sector stability, but
while the NPL-ratio decreased substantially, there has been no progress on resolving the bailiff impasse to
further improve NPL resolution. The high level of currency substitution has slightly increased and, while
some progress was made in developing the market for hedging instruments, there are no plans for the
introduction of measures to promote the national currency in the realm of the government. No cross-
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cutting strategy to tackle informality was drafted or adopted, and the relevant measures are the same as in
ERP 2021-2023. Plans to enhance the business support services have limited funds and few results were
achieved in 2021. Adequate stakeholder consultation remains an issue. Albania established an inter-
ministerial task force to develop a Youth Guarantee implementation plan and started developing tools to
regularly monitor the labour market and skills needs. Albania has begun to assess the adequacy of social
assistance benefits with a view to adjusting them. There was only limited progress made on increasing the
capacities of municipalities for social services or on redesigning coverage policy to reduce unmet needs
for medical care.

The key challenges identified in the ERP correspond to those identified by the Commission, but
their analysis is incomplete. The programme’s macro-fiscal framework relies on optimistic projections
for net exports and private investment above historical averages, and the planned pace of fiscal
consolidation is slower than in previous ERPs. The commitment to continue reducing public debt is better
anchored with the new primary balance rule. The analysis of structural obstacles fails to examine key
sectors of the economy, notably industry and services (except tourism). The analysis of the green
transition does not examine Albania’s challenges in depth. The shared European growth model regarding
green and digital transition will also have to be reinforced in the ERP process for Albania, even more so
in the current geopolitical context. In line with the EU strategy for the Digital Agenda in the Western
Balkans, the reform of the development of the broadband infrastructure is expected to positively affect the
economy. The reform measures largely address the identified key challenges. However, no measure to
improve the quality of higher education has been included in the ERP.

1.2. ECONOMIC OUTLOOK AND RISKS

Albania’s ERP revised its growth estimate for 2021 upwards to 8.7%. Following a lower than feared
recession of 3.5% (7) () in 2020, the economy rebounded faster than expected in 2021. Tourism recovered
to about 90% of 2019 levels, helped by an early lifting of travel restrictions and by increasing regional
tourist flows. This added to a solid recovery of household consumption, while an exceptionally large
increase of public investment (driven partly by reconstruction needs following the earthquake of
November 2019) and exports of goods also contributed strongly to Albania’s growth performance. Private
investment also grew strongly and is estimated to have exceeded 2018 levels after 2 years of contraction,
supported by an accommodative monetary policy. Abundant rainfall allowed hydro-electricity production
to double in the first 3 quarters of 2021, and resulted in net electricity exports in 2021 despite very dry
conditions in the last quarter. The recovery is having a positive impact on the labour market and the
unemployment rate has decreased to 11.9% from 12.2% in 2020, although employment has not yet
returned to its pre-crisis level, especially in services.

The ERP projects economic growth to average 4% between 2022 and 2024, driven by a broad-
based recovery of household consumption, exports and private investment. For 2022 and 2023, the
ERP expects private consumption and net exports to contribute most to growth, while the contribution of
investment is expected to pick up only in 2024. The positive contribution of net exports is expected to
continue throughout the ERP horizon, supported by a lower growth of service imports than before the
pandemic while export growth is projected to continue at a higher level than the pre-pandemic average.
This projection could not take into account downside risks from Russia’s war against Ukraine, in
particular from higher energy and food prices and less dynamic external trade. Although the projection of
the overall investment contribution is broadly in line with the pre-pandemic averages for 2022-2023, this
masks an assumed high growth of private investment in 2022 and 2023, and a strongly negative
contribution of public investment following a high base in 2021. Services, agriculture, and manufacturing
are expected to contribute most to the growth of production value in 2022-2024, with growth expectations
slightly above historical averages for all segments except agriculture, which is double its historical rate.

(") According to the latest revision by INSTAT of 31 March 2022.
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The labour participation rate is expected to rise to 71% by 2024 from 69% in 2020. Despite moderate and
gradually decelerating growth in employment of about 1.2% a year on average, the unemployment rate is
forecast to fall by 2.5 pps. compared to 2021, to 8.9% in 2024. The ERP estimates the output gap to have
remained slightly negative in 2021 and projects it to close in 2023.

The main downside risks are related to optimistic projections for net exports, while the assumed
high growth of private investment calls for structural reforms. The growth projection for 2022 and
2023 was lowered by 0.7 pps. and 0.3 pps. respectively compared with last year’s ERP, which partly
reflects base effects from the .upward revision of the expected 2021 growth rate of 3.3 pps., but also
some correction of the former overly optimistic expectations. Nevertheless, the favourable economic
outlook remains slightly above international and ECFIN forecasts. In particular the projected growth of
goods exports exceeds historical averages, and the projection of relatively subdued import growth does
not tally with the optimistic investment expectations, as investment is an important import driver. The
expected high growth of private investment depends on the political will to accelerate structural reforms,
e.g. the postponed adoption of the modernised investment legislation and the announced investment
strategy. In addition, Russia’s invasion of Ukraine is likely to affect import prices and supply of certain
staple foods, which depend heavily on Russian and Ukrainian sources, while in other respects Albania’s
economic relations with that region are very limited.

Table 11.1.1:
Albania - Comparison of macroeconomic developments and forecasts
2020 2021 2022 2023 2024

COM ERP {COM ERP {COM ERP {COM ERP | COM ERP
Real GDP (% change) 40 -40: 69 87 37 4136 42 i na. 3.9
Contributions:
- Final domestic demand 22 -22:65 8538 34 34 34 na 34
- Change in inventories -25 -1.5: 0.0 : 0.0 : 0.0 : n.a. :
- External balance of goods and services 07 -02; 04 03;00 07 :01 08:na 05
Employment (% change) -19 -19: 17 08 17 17 16 13 i na. 0.8
Unemployment rate (%) 12.2 12.2 11.8 114 110 10.3: 103 94 | na. 89
GDP deflator (% change) -04 -04: 13 06 15 14 12 10 na. 1.4
CPlinflation (%) 16 16 22 20 28 28 27 3.0:na 3.0
Current account balance (% of GDP) -87 -88:-77 -80:-73 -73:-71 -6.9  n.a. -6.2
General government balance (% of GDP) -68 -68:-59 -58: -40 -54:-35 -29: na. -2.8
Government gross debt (% of GDP) 75.7 75.7:77.6 80.1:749 78.8:739 77.6: na. 75.7

Sources: Economic Reform Programme (ERP) 2022, Commission Autumn 2021 forecast (COM).

Inflation has been on an upward trend but is not expected to exceed its target in the medium term.
The inflation rate averaged 2.1% in 2021 but monthly readings showed a continuous increase since mid-
2021 due to high increases in food and energy prices. The ERP expects average inflation to rise to 2.8%
in 2022 bhefore converging at the 3% target in 2023 in line with the closing output gap. Considering the
international price developments in early 2022, the Bank of Albania (BoA) revised its earlier forecast and
expects the inflation rate to overshoot its 3% target in 2022, and to remain around or above the target in
2023. In March 2022, the BoA began the announced gradual normalisation of its very loose monetary
policy, and raised the policy rate by 0.5 pps. to 1.0%. This was the first rate change since March 2020,
when BoA lowered the policy rate to 0.5% in response to the pandemic-induced economic downturn. The
ERP does not include assumptions on the exchange rate of the lek and the inflation rate in the EU.

The ERP expects the decreasing trend of the current account deficit, which was interrupted by the
COVID-19 crisis, to continue. Despite exports rebounding in 2021, which underpinned the overall
improvement of the external balance, the merchandise trade deficit was higher than expected because the
strong economic recovery and the high public investment expenditure generated higher import growth, in
particular in imports of construction material, textiles and electricity, which accelerated in the last quarter
of the year. At an estimated 8% of GDP, the 2021 current account deficit was 0.9 pps. higher than
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expected in the previous ERP (despite the higher GDP denominator), partly reflecting the impact of
increasing energy prices (Albania imports about 30% of its energy). The ERP forecasts that the external
balance will gradually improve to -6.2% of GDP in 2024, based on a decreasing trade deficit, a strongly
increasing services surplus and stabilisation of the primary and secondary income accounts (all in terms
of GDP). Higher imports than projected and surging import prices might limit the expected improvement
of the external balance. Inflows of foreign direct investment (FDI) amounted to 6.7% of GDP in 2021,
0.3 pps. lower than projected in the previous year’s ERP. Furthermore, they are expected to stabilise at
around 6.5% of GDP in the medium term and would still cover the bulk of the expected current account
deficit in 2022-2024. The projection that the FDI to GDP ratio will be about 2 pps. lower than that prior
to 2019 seems a realistic assumption, which takes into account the extraordinary effect that occurred
between 2016 and 2019 thanks to the recent completion of two very large energy projects is unlikely to be
repeated.

External competitiveness and current account

Graph Il.1.1a: Albania - Current account Graph I1.1.1b: Albania - Real effective exchange
20 - balance (% GDP) - 10 rate (CPI based, Index)
105 4
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== Current account balance (rhs) Net FDI (rhs) 2017 2018 2019 2020 2021
Source: Economic Reform Programme (ERP) 2022. Source: Economic Reform Programme (ERP) 2022.

Albania’s vulnerability to an increasing external debt ratio is mitigated by solid foreign exchange
(forex) reserves and a high share of long-term and concessional debt. Gross external debt has
increased by 5 pps. to 65.4% of GDP in 2020, driven by a EUR 650 million Eurobond issuance (of which
EUR 250 million was used to repay a maturing Eurobond) and concessional loans to support the economy
during the peak of the COVID-19 pandemic. Supported by the strong rebound in GDP, this ratio is
expected to have stabilised at an estimated 66% at end-2021, even as new liabilities were incurred
including another EUR 650 million Eurobond and EU macro-financial assistance of EUR 180 million.
About 94% of the external debt stock is long-term with more than half of that owed by the government,
mostly on concessional terms. However, the share of funding raised on the international capital market is
expected to increase as the government plans a more frequent issuance of Eurobonds. The BoA’s risk
analysis shows that the external debt ratio is more sensitive to currency depreciation than to an increase of
interest rates. Although the return of the lek to its appreciation trend in 2021 indicates that such a risk is
limited, the volatility of international prices due to the Russian invasion of Ukraine might add pressure on
the currency value. However, this risk is adequately safeguarded against by forex reserves, which have
consistently increased over recent years and totalled EUR 4.9 billion at the end of 2021, covering almost
9 months of imports of goods and services and around 47% of external debt.

The financial sector continued to recover and portfolio quality improved but the high use of foreign
currencies remains a risk. The BoA continued to provide liquidity to the market and kept the suspension
of banks’ dividend payments and relaxed rules on loan provisioning in place until end-2021. Bank
profitability (return on equity) improved strongly in 2021 reaching 12.9% from 10.7% at end-2020 but it
has not returned to 2019 levels. Capitalisation remained adequate, well above the regulatory minimum
and the core liquidity ratio gradually increased in 2021, but remained in average below pre-crisis levels.
The growth of credit to the private sector (%) picked up to 9.1% y-o-y from 6.6% in 2020 and the

(®) Adjusted for written-off loans and exchange rate impacts.
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outstanding loan stock returned to its pre-pandemic level of 39.6% of GDP, which is still low when
compared regionally, pointing to ample scope for deeper financial intermediation. The ratio of non-
performing loans to total loans dropped to 5.7%, its lowest level since 2009, reflecting not only an
increase in outstanding credit but also a declining flow of new problem loans and a 15% fall in the stock
of non-performing loans compared with the previous year. However, as the full impact of the crisis on
bank balance sheets might become apparent after some delay, the BoA is committed to remaining vigilant
and has extended the suspension of the banks’ dividend distribution until the end of 2022 to safeguard
capital buffers. The share of foreign currency loans in total bank loans slightly decreased to 48.8%, while
the high growth of foreign currency deposits led to their share in total deposits increasing to 55.2% and
accelerated overall deposit growth to 8.5%. The BoA is developing more hedging instruments which
should help decrease foreign exchange risks. Another remaining source of vulnerability is banks’
exposure to sovereign risk from an expanding stock of government securities on their balance sheets.

Table 11.1.2:
Albania - Financial sector indicators

2017 2018 2019 2020 2021
Total assets of the banking system (EUR million) 10768 11398 12380 13156 14980

Foreign ownership of banking system (%)* 81.4 80.8 78.4 69.4
Credit growth (%, aop) -0.1 -1.7 3.0 6.1 6.9
Deposit growth (%, aop) 1.0 -1.2 2.5 5.8 8.5
Loan-to-deposit ratio (eop) 54.9 53.9 55.6 54.7 54.8
Financial soundness indicators (eop)
- non-performing loans 13.2 111 8.4 8.1 5.7
- net capital to risk-weighted assets 16.6 18.2 18.3 18.3 18.0
- liquid assets to total assets 13.0 14.8 15.1 13.6 13.3
- return on equity 15.7 13.0 13.5 10.7 12.9
- forex loans to total loans (%) 55.7 55.1 50.1 48.5 48.8

* of total sector assets
Sources: Economic Reform Programme (ERP) 2022, IMF, Bank of Albania.

1.3.  PUBLIC FINANCE

In 2021, strongly rebounding revenue and an under execution of capital spending helped improve
the budget balance, and the deficit turned out 2.3 pps. lower than planned. The initial budget plan
aimed for a deficit of 6.9% of GDP, slightly higher than the 2020 outcome. After several upward
revisions during the year, the ERP estimates the budget shortfall at 5.8% of GDP, while the actual outturn
was even lower at 4.5% of GDP. Tax revenue surged by 19.3% y-o0-y, slightly exceeding the 2021 plan as
well as 2019 values in all categories except for profit and personal income taxes, while at the same time
most VAT refund arrears were cleared. Current expenditure grew 9.4% y-o-y, driven by higher spending
on social security, maintenance and wages. However, overall spending was 33.7% of GDP, lower than
budgeted, driven in particular by underspending of the capital expenditure budget, which was increased
by a total of 20% in the five budget revisions during 2021. In contrast to the ambitious increase, 31% of
the capital budget was not spent and actual investment spending fell by 3% from the high level in 2020.
At the same time, arrears on investment-related contracts of the central government, almost tripled in the
year to September 2021, reaching around 1.1% of GDP and were only cleared by means of reallocating
unused funds with the last budget revision.

The ERP presents a back-loaded fiscal consolidation and a moderate pace of debt reduction. It is
targeting a fiscal deficit below 3% of GDP from 2023 and a return to a non-negative primary balance in
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the same year, as originally laid down by the fiscal rule (°). The expected gradual fiscal improvement is
based on a further small increase in the revenue ratio by 0.4 pps. to 29.1% of GDP between 2021 and
2024, driven by the implementation of the medium-term revenue strategy and the assumed economic
growth. The main contribution to halving the deficit in 2023 is expected to come from a larger
retrenchment of capital expenditure compared with the planned high base in 2021, while in 2024
expenditure is planned to increase again by 5.5%. Overall, the expenditure-ratio is planned to drop by
more than 2 pps. between 2022 and 2024 to below 32% of GDP, while the average capital expenditure
will be kept at 6.7% of GDP. The expected sizeable rise in interest expenditure implies an assumed
increase of the implicit interest rate from 2.6% in 2021 to 4.2% in 2024. The ERP’s estimate of the
cyclically adjusted primary balance shows that counter-cyclical fiscal support in 2020 and 2021 will give
way to a sizeable tightening in 2023, when the output gap is expected to close.

*)
Table 11.1.3:
Albania - Composition of the budgetary adjustment (% of GDP)
2020 | 2021 | 2022 | 2023 | 2024 | Chanee:
2021-24
Revenues 26.3 28.6 28.7 29.0 29.1 0.4
- Taxes and social security contributions 21.3 23.0 22.9 23.2 234 0.4
- Other (residual) 5.0 5.6 5.8 5.8 5.6 0.0
Expenditure 33.2 345 34.1 31.9 31.9 -2.6
- Primary expenditure* 31.0 325 314 29.0 28.8 -3.7
of which:
Gross fixed capital formation 7.1 9.2 7.5 6.2 6.3 -2.9
Consumption 10.9 9.5 9.6 9.1 8.9 -0.6
Transfers & subsidies 13.0 12.8 12.9 12.7 12.7 -0.2
Other (residual) 0.1 1.0 1.4 0.9 0.9 -0.1
- Interest payments 2.1 2.1 2.7 2.9 3.2 1.1
Budget balance -6.8 -5.8 -5.4 -2.9 -2.8 3.0
- Cyclically adjusted -5.0 -5.6 -5.3 -3.0 -2.9 2.8
Primary balance -4.7 -3.8 -2.7 0.0 0.3 4.1
- Cyclically adjusted -2.9 -3.6 -2.6 0.0 0.3 3.9
Gross debt level 75.7 80.1 78.8 77.6 75.7 -4.3

* Excluding arrears clearance
Sources: Economic Reform Programme (ERP) 2022, Commission calculations.

() The fiscal rule to keep the primary balance zero or above was introduced in 2020 to take effect in 2023. In 2021, this rule was
amended by normative act to enter into force in 2024.
(%) 2020 and 2021 figures based on GDP estimates used in the ERP.
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In contrast to the previous ERP’s projections, the loose fiscal stance is set to continue in 2022 with
still high capital expenditure. The 2022 budget projects a fiscal deficit of 5.4% of GDP. Total revenue is
projected at 28.7% of GDP, while the tax-to-GDP ratio is expected to slightly decrease from the high
level reached in 2021. Total expenditure is set to increase by 4.5% y-0-y compared to the 2021 plan,
driven by interest expenditure, social insurance outlays and wages. While capital expenditure was set to
fall by 14.4% from the very high budgeted level of 2021, based on the actual outturn a 20% increase
would be necessary to reach the planned historically high level of 7.5% of GDP (). Last year’s ERP
envisaged a stronger onset of fiscal consolidation in 2022 with a significantly lower fiscal deficit of 2.9%
based on cutting capital expenditure to 5.8% of GDP. Given the 2021 performance, ambitious capital
expenditure plans as stimulus for the economic recovery do not seem necessary in 2022, while the
recommended shift in expenditure composition towards human development and innovation is not
reflected in the medium-term budget plans.

Key fiscal policies will be the medium-term revenue strategy (MTRS) and the use of sovereign
guarantees to stimulate private investment. The main contribution to the medium-term increase in the
revenue ratio is expected to come from VAT collection because the MTRS contains plans to abolish most
tax exemptions and improve collection efficiency. Reducing informal employment and a redesign of the
tax policies concerned, also part of the MTRS, should help to increase social contributions and income
tax revenue in addition to rising employment and minimum wages. Based on the experience gained from
sovereign guarantees in 2020 for COVID-related support, the government plans to use them as
instruments to facilitate access to finance for the agricultural sector, for investments into manufacturing
and in innovation. However, the ERP does not provide details on these plans. A number of the ERP
reform measures have not been costed and budgeted, signalling a lack of cross-government coordination
on the ERP and details are missing for the largest part of the discretionary and the capital expenditure.

(*Y) Including local government and reconstruction expenditure and transfers to the state-owned electricity distributor to shield
households and SMEs from the impact of the spike in international electricity prices, although strictly speaking the latter might
not count as capital investment.
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Box Il.1.1: Assessment of measures supporting the recovery

The ERP presents only a few policies that directly support the economic recovery or the address the
identified key challenges and does not link these policies to growth expectations. It does not provide
the requested data on discretionary and COVID-related measures, contingent liabilities and long-term
sustainability. Recent policies to mitigate the impact of rising prices due to the war in Ukraine could
not yet been presented and assessed.

a. Incentives to increase employment

The government plans to spend about 0.12% of GDP on continuing temporary employment support
programmes and on some new and revised programmes to improve the employability of the most
vulnerable jobseekers. Former employees of the Balsh oil refinery, which ceased operations at the end
of 2019 without settling its wage bill, will continue to receive minimum wages in 2022 accounting for
0.02% of GDP. Very little funding (less than 0.06%) is allocated to the few programmes mentioned
under the 2019-2022 national employment and skills strategy, which aim to increase the quality of and
access to VET and increase digital competence.

b. Support for public and private investment, and the green and digital transition

The financing of the COVID-19 vaccines in 2022 is budgeted with ALL 2.7 billion and the post-
earthquake reconstruction should be completed in 2022 using ALL 20 billion. The ERP describes
railway investments as a measure used to reduce energy intensity of the transport sector and in
addition, 0.02% of GDP is budgeted for each of the following: i) increasing energy efficiency, ii)
supporting MSMEs and iii) modernising retail payment systems. Broadband development is supported
by external funding with very limited financing from the budget while the measure “Improving
institutional, financial and human capacities for research and innovation” is not budgeted for at all,
despite the announced policy aim to increase funding for research.

The government announced three new sovereign guarantees (below the line items), which are intended
to mobilise private investment into manufacturing (ALL 1 billion), innovation (ALL 250 million) and
agriculture (ALL 4 billion over 4 years). In addition, a sovereign guarantee for the tourism sector
(ALL 1 billion) should support this sector’s recovery, which was hit especially hard by the COVID-19
pandemic. An increased use of sovereign guarantees would also increase the contingent liabilities for
public finance and the need for institutional capacity to manage the increasing fiscal risks.

c. Support to demand

The 2022 fiscal package introduces stronger progressivity in income tax leaving a larger part of the
lower income bracket non-taxable. Some VAT tax exemptions are to be abolished, and excises
harmonised, which will simplify the tax system overall. The indexation of pensions is a permanent
measure, which will keep the real income level of pensioners stable. The pensioner year-end bonus
seems temporary, but could become permanent similar to the birth bonus introduced in 2019. Both are
unrelated to the COVID-19 pandemic and constitute untargeted transfers with relatively high
expenditure.

d. Liquidity measures

The budget includes an extraordinary provision of an ALL 8 billion loan to the state-owned electricity
supplier OSHEE in 2022. This is to cover the high electricity import costs, for which OSHEE already
received a state guarantee of a similar size in 2021 for commercial and concessional loans. The loan is
not linked to incentives for energy saving or investments into energy efficiency. It is to provide
untargeted support in the form of stable electricity prices for all households and MSMEs.
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Main measures in the budget for year 2022:

Box 11.1.2: The budget for year 2022

On 25 November 2021, the Parliament approved the 2022 budget, which targets a fiscal deficit of
5.4% and a public debt of 78.8% of GDP. Parliament reconfirmed its approval in its last session of 22
December, overriding the president’s decree, which returned the budget to the Parliament for review
because the planned debt reduction was deemed insufficient.

Temporary/permanent revenue measures* :
+0.39% of GDP (out of 1.6% of GDP
projected revenue increase)

Temporary/permanent expenditure
measures** +0.85% of GDP (out of 1.47%
of GDP projected expenditure increase)

e VAT revenue from elimination of farmers’
compensation scheme; reduction of VAT
exemption for agricultural inputs and
imported machinery; a new tax on
imported milk powder (fiscal package
2022) (+0.1% of GDP)

e Revenue from harmonisation, indexation
and abolition of refunds of excises and a
new tax on fuelling in custom-free zones
(fiscal package 2022) (+0.17% of GDP)

e Additional grants for projects
(0.16% of GDP)

e Increase of non-taxable income
(-0.04% of GDP)

Reserve Fund (0.13% of GDP)

6% salary increase in health, education
and defence sectors (0.15% of GDP)

COVID-19 vaccines (0.15% of GDP)
Pension indexation and pensioners’ year-
end bonus (0.33% of GDP)

Reduced social assistance and transfers
for civil emergencies

(-0.14% of GDP)

Transfer to public electricity distributor
for price stabilisation (0.43% GDP)

Abolition of expropriation funds
(-0.16% of GDP)

Reduction of capital expenditure
(-1.3% of GDP)

Source: ERP, MFF

* Estimated impact of specific measures on general government revenues excl. impact of economic growth.
** Estimated impact of reported changes of general government expenditure.

In 2021, the public debt ratio turned out much lower than projected, 73.1% of preliminary GDP,
but the envisaged debt reduction path will not result in a return to the pre-crisis debt-level in the
medium-term. The debt ratio was expected to increase by some 5 pps. compared to 2020 but turned out
to be 2 pps. lower, mainly due to a lower-than-planned deficit and the larger than expected nominal GDP.
The lower debt level in 2021 will make it necessary to revise downwards the ERP debt projections for
2022 and beyond if the fiscal rule requiring a falling debt ratio is to be complied with. In the medium-
term, the ERP expects the public debt ratio to fall by an average of 1.4 pps. per annum. but the pace of the
planned reduction is not sufficient to undo the cumulative 8 pps. increase of the debt ratio in 2020 and
2021 in the medium-term and would require about 6 years of fiscal consolidation to return to the pre-

crisis debt level.
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Box 11.1.3: Debt dynamics

, The debt dynamics are based on
Albania . Lo

. , ) slightly optimistic growth
Composition of changes in the debt ratio (% of GDP) expectations, assuming a stable

2020 2021 2022 2023 2024  exchange and inflation rate and an

Gross debt ratio [1] 75.7 80.1 788 77.6 75.7 increasing implicit real interest
Change in the ratio 9.9 44 -13 -1.2 -19  rate. Debt reduction is expected to
Contributions [2]: be driven by a back-loaded
1. Primary balance 4.7 3.8 2.7 0.0 -0.3 improvement in the primary
2.“Snowball” effect 52 -44 -14 -10 -0.8 balance and a favourable but
Of which: decreasing snowball effect mainly
Interest expenditure 21 21 27 29 32 based on real growth effects.
Growth effect 2.7 60 -31 -32 -29 Following the large debt-
Inflation effect 03 -04 -11 -07 -11 increasing impact of the stock-

flow adjustment in 2021, which
was driven by a Eurobond

[1] End of period. . _ _ issuance exceeding rollover needs
[2] The snowball effect captures the impact of interest expenditure on and energy  sector-guarantees,

accumulated debt, as well as the impact of real GDP growth and inflation on stock-flow adjustment is projected

the debt ratio (through the denominator). q
(through the ¢ on , to help reduce debt in 2022. The
The stock-flow adjustment includes differences in cash and accrual, . . .
projected debt dynamics differs

accounting accumulation of financial assets and valuation and other effects . L. .
_ _ significantly ~ from  those in
Source: Economic Reform Programme (ERP) 2022, ECFIN calculations. previous ERPs, where debt

3. Stock-flow adjustment 0.1 5.0 25 -03 -0.8

reduction was driven by a higher snowball effect based on more optimistic growth expectations and on
a stronger contribution of inflation. As in 2020, the starting level of public debt is lower than shown in
the table, which does not reflect the actual 2021 outcome.

External public debt increased in 2020 and 2021, but a stronger reduction than previously planned
is projected. In 2021, Albania received an EU loan of EUR 180 million at very favourable terms in the
form of macro-financial assistance and issued a EUR 650 million Eurobond with 10 years maturity (*?).
The continuing strong growth of public debt denominated in foreign currency in 2021 pushed its share in
the total public debt stock from 47.4% to an estimated 51%, just above the targeted maximum of 50% set
out in the debt management strategy. The revised Medium-Term-Fiscal-Framework (MFF) plans to
reduce this share to 44.5% by 2024, considerably lower than the share the previous ERP aimed for.
Foreign debt consists only of long-term instruments, largely at concessional terms, while the average
maturity of domestic debt, which is dominated by shorter maturities, has slightly increased and the shares
of short-term and variable rate instruments have slightly decreased between 2020 and 2021. Despite the
increased financing demand by the government, interest rates for government securities decreased and
S&P Global Ratings affirmed the "B+" Local Currency long-term credit rating of Albania on 28 January
2022, with a stable outlook.

(*?) This is the longest maturity bond Albania has so far issued, with an initial yield of 3.75%, just 0.1pp. higher than for the 7-year
maturity Eurobond issued in June 2020.
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Box Il.1.4: Sensitivity analysis

The sensitivity analysis of this year’s ERP extends to 2026 and provides more detail on the
expenditure and financing categories to reflect the impact of the optimistic and pessimistic growth
scenarios on the financing composition. The real GDP growth rates deviate by +0.5 pps. and -1.5 pps.,
respectively, from the 4.1% baseline average growth scenario. The fiscal adjustment that is assumed
under the pessimistic scenario is set to avoid increasing the debt ratio, mainly by reducing
domestically financed investment and lowering operational & maintenance expenditure. The public
debt to GDP ratio would decrease by less than 1 pp., considerably lower than the baseline and the
optimistic scenario. The assumed lower financing need in the pessimistic scenario as opposed to the
other scenarios combined with the same interest payments (all in nominal terms) leads to a higher
primary surplus between 2023 and 2025 than in the baseline scenario, in which the primary balance
only turns positive in 2024. While the increase of the baseline projection for the revenue ratio from
28.6% to 29.3% is in line with the historical trend, the assumption under the pessimistic scenario
appears generous as it would still be the highest revenue ratio since 2015.

Contingent liabilities from public-private-partnerships (PPPs), state-owned enterprises (SOEs) and
public guarantees are likely to increase while plans to improve their monitoring lag behind. In 2021,
the planned budgetary payments for the 13 ongoing concession/PPP contracts were 25.7% higher than in
2020, when some payments were postponed to 2021, and equivalent to 3.5% (*%) of the exceptionally low
tax revenue of 2020, therefor still below the 5% ceiling set out in the fiscal rules. The fiscal risk from the
increasing portfolio of public guarantees is mitigated by accounting them fully as public debt, but there is
a lack of transparency over the cost of the guarantees and the probabilities of default. The regular reliance
of the state-owned energy utilities on public guarantees and loans constitutes another source of fiscal risk,
which is aggravated by the exposure of the hydroelectric power sector to climate change risks and for
which mitigation measures still need to be developed. Until now, there was no payment effectuated under
the guarantees for the private sector in the COVID-19 context, which amount to 0.6% of GDP. The
results of the improved monitoring and assessment of PPPs and concessions are reported annually and are
integrated into the fiscal risk statements, which regularly accompany the budgets. However, the reports
only cover pre-determined budgetary payments for PPPs and SOEs in a backward-looking manner and do
not assess or forecast contingent liabilities stemming from PPPs.

Revenue administration is improving, but public investment management is still to be reformed
and spending on human development remains below what is needed. The ongoing 2019-2022 Public
Finance Management (PFM) Reform Strategy aims to address key weaknesses and includes targets to
improve public investment management, budget comprehensiveness, expenditure and arrears control,
fiscal risk monitoring and revenue mobilisation. The reform of the revenue administration clearly
progressed, among others demonstrated by, among other things, the clearance of VAT refund arrears and
speedier refunds. The renewed commitment to the MTRS should lead to a simpler tax system and a more
predictable tax policy, while at the same time reduce the informal economy and tax efficiency gaps. The
reporting clearance of arrears have improved, but heavily backloaded underspending of the capital budget
in parallel to contract arrears increasing over the year indicate persisting problems with investment
planning, contract management and commitment control. Public reconstruction funds, concessions and
PPPs remain outside of the established processes for approving, managing and reporting on public
investment; this reduces their transparency and efficiency. The structural reform programme in the ERP
includes a measure to reform public strategic investment, explicitly including PPP projects and
concessions, but the implementation might be hampered by institutional restructuring. Spending on
health, social protection, education, and research and development remains significantly below what is
needed and a continuous gradual increase in public spending on these areas guided by an updated national
development strategy would make the composition of public expenditure more growth-friendly.

(**) Under the organic budget law, payments to PPPs and concessions from the budget are not to exceed 5% of the actual tax
revenue of the preceding year.
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Frequent budget revisions highlight weaknesses in planning capacity and undermine the
transparency and credibility of the budget process. The planning of the medium-term fiscal
framework is not based on updated, actual fiscal data but on the previous year’s budget plan, and carries
over the overestimations of deficit and debt (caused by underspending) from one budget cycle to the next.
This is one reason why the budgets are regularly revised just after parliamentary approval, very early in
the fiscal year. In 2021, the budget was revised five times without an updated macro-fiscal framework
being published. These frequent revisions of the budget by normative acts instead of going through the
regular process set out in the organic budget law have become the norm, which undermine the credibility
of budget preparation. The use of normative acts in 2021 to postpone the entry into force of the primary
balance rule and to suspend the debt reduction rule weakens the binding character of the organic budget
law.

1.4. KEY STRUCTURAL CHALLENGES AND REFORM PRIORITIES

The Commission has conducted an independent analysis of the Albanian economy to identify the key
structural challenges to mitigating the impact of the ongoing COVID-19 pandemic, in order to boost
competitiveness and inclusive growth, drawing from Albania’s ERP itself but also using other sources.
This analysis shows that Albania continues to experience several structural weaknesses across many
sectors. However, the main challenges for mitigating the impact of the pandemic and supporting the
recovery in terms of boosting competitiveness and long-term sustained and inclusive growth are:

(i) increasing innovation and skills of young people and adults to enhance employment;

(ii) increasing coverage and adequacy of social protection and health insurance to reduce the share
of population at risk of poverty and

(iii) improving the business environment and investment climate by increasing the pace of reforms
and government support, and by tackling informality.

The three key challenges identified by Albania correspond to those identified by the Commission. For key
challenge 1, the focus slightly differs as Albania included only vocational education and training and
omitted general pre-university education as well as higher education, which the Commission deems to be
essential parts of the key challenge.

To promote competitiveness Albania also needs to tackle corruption, improve the rule of law, and
strengthen institutions. Addressing these fundamental challenges is a prerequisite for a successful
transformation of the economy. The Commission is closely following the issues related to strengthening
the rule of law, including the ongoing justice reform as well as those related to corruption in the annual
Albania report.

Key challenge #1: Increasing innovation and skills of young people and adults to enhance employment

Albania’s labour market has showed relative resilience during the COVID-19 induced economic
slowdown, with employment slowly recovering to pre-pandemic levels. The employment rate (20-64)
of 67.3% in the fourth quarter of 2021 remains only slightly below the fourth quarter of 2019 (67.7%).
The job deficit has been narrowing with only 6 069 jobs less in the third quarter of 2021 compared to the
respective quarter of 2019. The number of registered jobseekers, which peaked at 98 295 in the second
quarter of 2021, fell significantly to 74 833 during the third quarter of 2021, therefore only higher by
4 367 compared to the third quarter of 2019 (pre-pandemic).

The share of the active population with low educational attainment remains high and participation
in lifelong learning is low. In 2020, a high share (44.3%) of the active population (25-64) and the
majority (56%) of registered jobseekers had at most primary education indicating a need to invest in
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reskilling and upskilling. However, the system lacks any form of remedial education for the young and
middle-aged workforce and prior learning recognition system. Participation in adult learning in 2020
according to the Labour Force Survey was insufficient (0.6%) and significantly below the EU-27 average
(9.2%).

Albania has strengthened its labour market institutions, but the coverage and expenditure on active
labour market policies (ALMPs) are too low to reduce the number of registered jobseekers and
there have been difficulties in implementing them. In 2021, the National Agency for Employment and
Skills (NAES) was finalising the institutional and legal reform, putting in place a new information
system, training its staff and developing individual employment plans for jobseekers. Despite steady
increases since 2014, the budget of ALL 846.6 million for ALMPs (training and employment promotion
programmes (EPPSs)) in 2021 equalled only about 0.05% of GDP, significantly below the EU-27 average
(0.39% of GDP, 2019 figures). Before the pandemic, the ALMPs covered around 14 000 jobseekers
annually (14 725 in 2017, 13 578 in 2018 and 14 052 in 2019) and were reaching an increasing share of
them (from 16.4% in 2017 to 19.8% in 2019). Yet, given the high share of registered jobseekers with at
most primary education (55% and over since 2017), this coverage is insufficient to offer enough up- and
re-skilling opportunities or a more intensive support through EPPs to enable this vulnerable category to
join the labour market.

In 2020, due to COVID-19 lockdown and related restrictions, the number of jobseekers who benefitted
from ALMPs declined to 8 532, while their share dropped to 10.3% due to an increased number of
registered jobseekers. The situation improved slightly in 2021, but remained worse than that of the pre-
pandemic period, with the number of jobseekers benefitting from ALMPs totalling 11 166 (14.9% of all
jobseekers in the third quarter of 2021). In more detail, the number of participants in EPPs (4 835) almost
recovered to pre-pandemic figures, while the number of trainees (6 331) has yet to recover. The
implementation of the EPPs suffered from additional contextual factors: (i) a lower number of companies
meeting the criteria due to economic slowdown; (ii) a reform of the EPPs at the start of 2020 which,
despite being a positive step forward, introduced stricter eligibility criteria for companies requiring an
adjustment of practices and training in employment offices and an increased outreach to businesses; and
(iii) low staff allocation in public employment service.

As regards the latter point, the Directorate-General of the National Agency for Employment and Skills
(NAES), established in 2019, was only 70% staffed at the start of 2022. The employment offices lack
human resources, with each frontline officer serving on average 360 jobseekers (1), therefore limiting the
number of jobseekers that can be actively assisted. The capacities of frontline officers need to be
increased to enhance skills needed for comprehensive guidance and follow-up of harder to employ
jobseekers, for conducting skills assessment (which is for now largely based on occupational categories)
and for providing employer related services (OECD 2021b). The allocated budget for the EEPs was
underused, with ALL 70.4 million out of ALL 590 million disbursed in 2020, and ALL 393 million out of
ALL 521.7 million disbursed in 2021. On a positive note, NAES has succeeded in diversifying the
businesses that participate in implementing the EPPs and it plans a further communication campaign to
support this trend.

Reform measure 2 (‘Improving the employability of the most vulnerable unemployed jobseekers”), rolled
over from the previous ERP, puts a necessary emphasis on improving the quality and effectiveness of
NAES, but it does not address the lack of human resources in employment offices. NAES wants the
targeting of the EPPs to be based more on jobseekers’ profiles. However, the measure does not aim to
increase participation in the EPPs or in vocational training, without which there will only be a marginal
impact on the labour market.

There has been progressive but slow operationalisation of the legal basis for vocational education
and training (VET), but limited involvement from businesses remains a challenge. The 2017 VET

(*%) This figure takes into account 74 833 registered jobseekers in quarter three of 2021 and 208 frontline officers. Of note is that 40
of these frontline officers are heads of sector who devote themselves only partially to clients.
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law is almost fully operational, with two new by-laws adopted in 2021, including one on the recognition
system of previous non-formal and informal learning. The by-law on financial autonomy and generation
of income is still pending. The optimisation plan for VET providers, which was developed in autumn
2020, was not implemented in 2021. There have been improvements in quality assurance by means of
introducing self-assessments in all public VET providers and an accreditation model that was developed
in 2020 but which still needs to be implemented. Short-term vocational courses are not yet aligned with
the national qualification framework. A part of these courses were redesigned with support from Deutsche
Gesellschaft fir Internationale Zusammenarbeit (GIZ) to respond to the needs of the regional labour
market and to include more practical training in businesses. Donor-supported VET providers developed
work-based learning opportunities, especially in the areas of hotels/tourism, ICT and vehicle services.
The 2019 regulation on work-based learning (WBL) provides a further opportunity to increase private
sector participation in VET and to streamline WBL practices among VET providers. The National VET
Council is not yet operational and the establishment of sectoral skills committees has been delayed,
resulting in limited opportunities for the private sector to shape the design of VET policy. The skills’
anticipation study (methodology) in the agricultural sector (dairy and wine value chains) developed with
the support of the International Labour Organization will assist the sectoral skills committees once
established by the NAVETQ.

Reform measure 1 (“Increasing the quality and access to VET”), rolled over from the previous ERP, aims
to address most of the existing challenges, such as: (i) adoption of the by-law on financial autonomy and
income generation; (ii) institutionalisation of the National VET Council; (iii) establishment of sectoral
skills committees (firstly in the ICT sector and secondly in the hotels/tourism sector); (iv) referencing the
Albanian Qualifications Framework to the European Qualifications Framework; (v) revising assessment
standards for occupational competences; and (vi) consolidating the implementation of the accreditation
system. While the measure sets implementing the optimisation plan for VET providers as an immediate
priority, it does not include concrete activities to carry this out.

Albania has started developing tools to regularly monitor the labour market and skills needs. In
2021, NAES, with help from the RisiAlbania project, piloted a regional labour market analysis in Elbasan
to improve the planning of short-term training. This analysis helps to highlight the most prevalent
characteristics of jobseekers as well as regional job offers. As such, this analysis can be used to better
target the EPPs and vocational training. There are plans to progressively deploy it countrywide, starting
with Durrés. In 2017, the United Nations Development Programme (UNDP) carried out an analysis on
national skills needs in Albania. NAES has been cooperating with the UNDP on repeating this analysis in
2022 with a transfer of know-how on methodology. The subsequent analysis in 2025 is planned to be
carried out fully by NAES. NAES has also started work on developing a labour market observatory which
will build on existing administrative and survey data and on scraping of big data to capture macro-level
developments in the labour market and various sectors of the economy.

Despite increasing educational attainment, young people face a difficult transition to the labour
market pointing to issues with the education system’s relevance and quality. Between 2010 and
2020, Albania saw a remarkable shift in higher education levels between 2010 and 2020 as the share of
university graduates aged 30-34 rose from 11.4% to 33.2%, while this share reached 40.3% for the age
group 25-29. However, there is a very high share of young Albanians not in employment, education or
training (NEETS), which reached 27.9% for those aged 15-29, double the EU-27 average of 13.7% (2020
data). The incidence is highest among upper secondary graduates (31.1%), followed by tertiary graduates
(27.5%) compared to those with at most primary education (24.9%). This points to issues with the quality
of education and its relevance to the labour market. It is also linked to the structure of businesses which
are not yet able to absorb the increased number of tertiary graduates coupled with a current low foreign
direct investment. The impact of the COVID-19 pandemic on learning outcomes and on businesses, and
the lack of measures to help students catch up on their learning could result in longer schoo-to-work
transitions from in the short to medium term.
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Albania has taken steps towards establishing a Youth Guarantee scheme based on the EU model to
help young people integrate into the labour market. With EU-funded technical assistance, Albania has
carried out a mapping of NEETs and a review of the legal framework. A multi-stakeholder group and a
technical expert group were set up to prepare the Youth Guarantee implementation plan. Just over 10% of
young NEETSs aged 15-29 (18 142 out of 175 209) were registered as jobseekers in the third quarter of
2021. The number of staff in employment offices (see above) is currently insufficient to meet inflows of
young jobseekers that are expected to increase as the Youth Guarantee scheme is progressively
implemented. This could hinder the scheme’s effectiveness. Staff also requires training.

The competency-based curricula have now been put in place in all grades — 1 through 12 - in the
pre-university education system, but teachers have only received limited training. Three days of
training per year from authorised providers is not enough to ensure continuous learning and development.
For example, pupils are still not assessed based on competences. With low funding for in-service teacher
training, the Agency for Quality Assurance in Pre-university Education (AQAPE) resorts to financially
efficient training via professional networks of teachers. This however cannot replace obligatory training.
The AQAPE does not yet give due attention to the preparation of the students in the general pre-
university education for the labour market both by introducing relevant curriculum and extra-curriculum
subject matters and accompanying teachers’ trainings. An example would be the optional subject on
‘preparing future employers and employees for the world of work’ prepared with the support of the ILO.
It was introduced for the first time in the current academic year 2021 — 2022 and was picked by over 2000
students in general high schools.

The reform measure 17 (‘Support the implementation of pre-university curricular reform and teacher
training’) was not included under key challenge 1. It partially addresses the issues mentioned above
through activities to (i) develop training modules based on professional teaching standards and which are
in line with the new curriculum, and (ii) strengthen human resources of local education offices in the
curriculum sectors at the level. It also includes the much needed and long overdue activity to align the
curricula in university programmes to prepare future teachers to teach subjects based on competency-
based curricula.

University education in Albania is of low quality and is largely disconnected from the labour
market. In a list of 400 higher education institutions (HEIs) in the QS World University Ranking 2021,
the University of Tirana is ranked 351-400, behind its regional peers (*°). There are 40 HEIs in Albania
with more than 1 300 study programmes, often multiplied across different HEIs. This clearly highlights
the lack of structural planning and education development strategies and results in poor content and lack
of alignment with labour market needs. There is a theory-practice gap, with a low number of internships
that are limited to the public administration. Even then, level 5 professional programmes are mostly
theoretical and lack practical content. Interdisciplinary study programmes are not promoted. The National
Strategy of Education 2021-2026 aim to partly remedy this, in particular through increasing the offer of
professional programmes, and promoting career-advice services and interdisciplinary and STEM
programmes. However, it does not put enough emphasis on cooperation with businesses and on opening
programmes based on labour market needs. Furthermore, it also does not plan to change the criteria for
financing universities to take more into account how many graduates get jobs after university. Moreover,
the ERP does not include any reform measure to address issues in higher education.

Despite adopting new initiatives, e.g. the strategy on business and investment development 2021-
2027 (BIDs) in the second half of 2021, and the law on innovative start-ups in February 2022,
private sector development in Albania is yet to reach its full potential. It is too early to see if the
ongoing efforts to improve the business environment and increase support for innovation will have a
significant impact. Exports remain concentrated in few low-value added products, due to the narrow
industrial base. Although there is an ongoing reform on fiscalisation (the obligatory electronic recording
of sales subject to VAT), the widespread informal economy remains an issue. Businesses still find it
difficult to employ skilled staff.

(*%) Belgrade - 60, Saint Cyril and Methodius in Skopje — 134, Sarajevo — 144, Pristina — 301-350.
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Albania continues to rank low in the OECD’s 2021 Competitiveness Index Albania - below the
Western Balkans 6 average on science, technology and innovation. Scientific research is still
systemically underfunded from public sources - general government expenditure on R&D was only
0.08% of GDP in 2019. It is not clear at this stage if the planned measures will achieve the objective of
0.2% of GDP in research and innovation by 2024, as stated in the ERP for 2022-2024. The proportion of
companies investing in R&D (about 18%) was the second lowest in the region and public spending on
research has been insufficient to strengthen the link between business and academia. At the same time,
Albania’s investment into tertiary education is losing its effectiveness due to the continuing brain drain of
university graduates.

In terms of digital competiveness, Albania appears to have a good e-commerce policy framework in its
national strategy for scientific research, technology and innovation (2017-2022). However, the current
level of e-commerce is limited, due in part to the limited capacity of telecommunication operators and
internet providers. The BIDs for 2021-2027 aims to address some of these issues, supporting SMEs in
taking up e-commerce and on access to finance and business support. Demand for access to finance
remains significant - most of the SME activity remains self-financed and credit demand recovered during
2021, helped by support measures and economic recovery and approval rates have also increased. A new
law on payment services, was recently adopted that includes dedicated regulations on facilitating e-
commerce for SMEs. The law on innovative start-ups, adopted in February 2022, can potentially have a
positive impact. However, both of these initiatives are very recent, so it remains to be seen what impact
they will have on competitiveness.

Reform measure 03 (“Improving institutional, financial and human capacities for research and
innovation™) is carried forward from the 2021 ERP. It remains very relevant and could help Albania
strengthen its” innovation and research capacities. The measure is ambitious, providing for R&D to be
doubled as a percentage of GDP in 3 years (from 0.1% in 2022 to 0.2% in 2024), and doubling the
number of funded research and innovation projects. It also provides for the completion and
implementation of the Smart Specialisation Strategy (S3), and legal and support initiatives to be put in
place over 2022-2024, including the law on innovative start-ups and business and investment
development, as mentioned above. However, as mentioned above, these initiatives are very recent, so
their full impact remains to be seen.

The activities planned include the improving research infrastructure, carrying out promotional
activities for EU scientific programmes, providing investments to support research closely linked to
the country's economic development, and promoting activities on skills development. Albania also
identifies this as a measure designed to meet the EU Economic criteria regarding completeness. Action to
the implementation of these measures will need to be clearly steered and strongly supported, to ensure
their timely adoption. For a Key Challenge Reform, the analysis of main obstacles could have been more
in-depth, but the current main challenges have been well summarised: 1) inter-institutional coordination
and 2) budget constraints.

On inter-institutional coordination, so far, despite repeated reassurances of an order to clarify
responsibilities to be signed soon, this continues to be an obstacle for the implementation of the important
ongoing exercise Smart Specialisation Strategy (S3) that accumulated delays and need to speedily move
into the EDP phase to have some chances to be adopted in 2023 as planned. In regard to budget
constraints, despite appreciated budget increases, the target of 1% of GDP remains a challenge. In
addition, in part due to lack university research facilities for business and a lack of investment by business
in this, trust needs to be built up between universities and business.

The establishment of the Council for Higher Education and Research should foster the
implementation of measures to strengthen research and innovation capabilities at the national level.
However, efforts need to be stepped up for the introduction of indicators in the statistical programme to
produce statistics and reliable data on science and technology as well as of a methodology to assess
expenses / funding on R&D in both public and private sector.
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Key challenge #2: Increasing the coverage and adequacy of social protection and health insurance to
reduce the share of the population at risk of poverty

Spending on social protection is low. Between 2015 and 2019, Albania spent 9.3% of its GDP on social
protection, excluding healthcare, half the EU-27 average of 19.3% in 2019. Most social protection
spending was on pensions (82.4%), followed by non-contributory cash assistance programmes to people
with disabilities and people at risk of poverty (13.7%, equivalent to 1.27% of GDP) and by the baby
bonus scheme (accounting for 1.5% of social protection spending). In 2019, only 1.1% (0.1% of GDP) of
the social protection budget was spent on passive and active employment policies and around 1.3%
(0.12% of GDP) on social services and administration costs for social protection at central and municipal
level. With social support packages adopted to counter the negative impact of COVID-19, the expenditure
increased to 11.0% of GDP in 2020 (EU-27 average increased to 22.0% of GDP) and was at 10.1% of
GDP in 2021, but is set to fall below 10% of GDP in 2022 and beyond.

Poverty and social exclusion are high and the capacity of social transfers to reduce poverty is very
low. In 2020, a large part of Albania’s population (46.2%) was at risk of poverty or social exclusion,
double the EU-27 average (21.9%). In 2021, the number of beneficiary households of means-tested
income support from the Economic Aid scheme (Ndihma Ekonomike) peaked at 69 700 (about 10% of
Albanian population). People with disabilities receive monthly benefits to cover their medical and care
costs and compensate them for low labour market outcomes. A good step forward has been the removal
of cessation of the disability benefit due to employment, agreed in 2019, which creates an incentive for
labour market integration of beneficiaries. The operationalisation of the Employment Social Fund
provided for in the Employment Promotion Law (2019) would provide an opportunity to support the
employment of people with disabilities, but the ERP does not mention it. In the third quarter of 2021,
only 6.5% of registered jobseekers received unemployment benefits while another 27.6% received
support through the Economic Aid, leaving 65.9% without material support. Unemployment benefit is a
lump sum at 50% of the minimum wage, therefore disconnected from previous earnings and presenting a
low replacement rate for higher salaries. The capacity of social transfers (excluding pensions) to reduce
the at-risk-of-poverty rate stands at only 12.1%, below regional peers and far below the EU-27 average
reduction of 32.68%.

The allowances paid under the Economic Aid scheme are too low to combat poverty, but the
government took temporary measures to increase them and began a process to review their
adequacy. Based on Statistics on Income and Living Conditions (EU-SILC) 2020 data, the annual
allowances for a four-member household of two parents and two children under 14, including monthly
energy compensation and an allowance for both children attending school (ALL 80 976), stood at 12.4%
of the median was equivalent to the annual income for such a household (ALL 651 847), far below the
poverty threshold of 60% (ALL 391 108). Since their revision in 2018, the allowances were not updated
until 2022 and their adequacy reduced compared to the poverty threshold, average wage, and to the
Consumer Price Index. Nevertheless, the government doubled the benefits in April-June 2020 and again
in January-June 2021 to support households during the economic slowdown. Since 2022, all allowances
were increased by 10% and for households with three children they were doubled. Special categories
receive lump sum amount, which was tripled in 2022. In compliance with the EU’s Macro-financial
Assistance conditionality, the government also prepared a roadmap one revising the adequacy of benefits
in 2023 and on establishing a mechanism for their annual indexation. Also the effectiveness of how social
assistance is targeted will be assessed using EU-SILC and Household Budget Survey microdata. These
activities are part of the reform measure 4 (‘Increasing the coverage and adequacy of integrated social
care system to reduce the share of the population at risk of poverty’), which is rolled over from the
previous year.

With a goal to foster social inclusion and labour market integration, in 2019, the Government put
in place an exit strategy from the Economic Aid, which has recently received a first impetus for its
implementation. The EXxit strategy puts in place a maximum 5-year duration of the benefit to limit
dependency on social benefits. On 26 January 2022, Ministers of Health and Social Protection and the
Minister of Finance and Economy signed a Joint Ministerial Order on the referral of working-age
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beneficiaries. Individual action plans will be developed by multi-sectoral working teams involving State
Social Services, local government units and employment offices. These plans will examine social
situation, social service needs, training needs and employment opportunities. The initial goal is to provide
active support to 5 000 beneficiaries. This is a good first step in fostering active inclusion, but it remains
to be seen whether enough social services will be available and whether there will be enough capacity to
offer active measures (vocational training or EPPs) — see above under key challenge 1. Support provided
to social enterprises to help create jobs, as planned under reform measure 4, will also contribute to this
goal, despite its modest target of employing 150 people by 2024.

The scarcity of social care services is a major obstacle to the active inclusion of vulnerable people.
Out of 430 584 beneficiaries of social protection in 2021, 56% received social assistance payments, 34%
disability allowances and only 10% (42 553) or 1.5% of the population benefited from social services
(53% public, 27% non-public and 20% mixed). This shows that social services are scarce even for people
with disabilities or socially vulnerable people let alone for the general population. In total, 493 social
services are distributed unevenly across the country and are completely lacking in five municipalities (out
of 61). Services for excluded young people, victims of trafficking and young people in conflict with law
are lacking in 53 municipalities, services for adults with disabilities in 47, services for older people in 36,
services for children without parental care in 32 and services for children with disabilities, victims of
violence or families in need lack in 18 municipalities (SDC, MHSP, UNDP 2021).

All municipalities, except for one, developed local social plans by the end of 2021 but their
implementation capacities remain weak. Donors and NGOs helped develop most of the plans and also
delivered up to three days of training to municipality staff. However, periodic training and provision of
technical support to local staff is lacking, resulting in weak capacities to assess needs, plan and deliver
services. The State Social Services, which could deliver training and capacity building, lack resources to
do so. Reform measure 4 aims to increase the capacity of municipalities without, however, elaborating on
the details.

The state budget resources for developing new social services are only being increased very slowly
and the mode of their disbursement highlights challenges posed to the sustainability of these new
services. Municipalities must have a social plan in order to apply to the Social Fund, which was put in
place in 2019 to help roll out new social care services. Despite virtually all municipalities becoming
eligible in 2021, the budget for 2022 provides for the same allocation to the Social Fund as in previous
years (ALL 200 million; approx. EUR 1.61 million) and the mid-term budget plans for only mild
increases (ALL 216 million in 2023 and ALL 232 million in 2024). Moreover, it is unclear if support
from the Social Fund at the level of 30% of the cost of new services will continue beyond the third year of
the existence of newly established services, therefore posing a challenge to the sustainability of these
services. Another weak point is the low capacity of most local governments to assess needs, apply for
government funds and manage social services. Reform measure 4 plans to develop 45 new services by
2024 with support from the Social Fund. However, the issue of their sustainability has not been
addressed.

The Albanian healthcare system is underfinanced and there is a significant share of uninsured
people. The budget allocation to healthcare as a share of GDP has been steadily increasing, from a low of
2.5% of GDP in 2008 to 3% in 2018, 3.23% in 2020 and 3.35% in 2021, with the latest increases being
linked to the COVID-19 pandemic. This is below the allocation levels of regional peers (except for
Kosovo) and significantly below the EU-27 average of 8.0%. Healthcare has been consistently receiving
10% or less of government spending, therefore not reaching the 12% share that the World Health
Organisation recommends. There are around 600 000 uninsured people (21% of the population); they are
principally informal workers, low-income groups, minorities (Roma/Egyptians), and people living in rural
and peri-urban deprived areas (WHO 2020a). Albania faces chronic under-funding of primary healthcare,
especially maternal and child health (UN 2020). The budgetary programme launched in 2018 has led to
the reconstruction and equipping of 300 primary health care centres and has improved service provision
in urban and rural areas. It is set to continue until 2025.
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The government took progressive steps towards universal healthcare coverage. Uninsured people are
entitled to free emergency care and the government put in place additional free entitlements irrespective
of insurance status under the 2016-2020 Albanian National Health Strategy (ANHS). These entitlements
are: (i) annual health check-ups for people aged 35 to 70 to detect non-communicable diseases, which is a
rather entitlement in the world, (ii) visits to general practitioners and (iii) access to national breast and
cervical cancer screening programmes. If admitted to hospital, the care and medications for uninsured
patients are covered and, similar to insured patients, they only have to pay entry fees (between ALL 2 000
and 4 000). An additional 12 healthcare packages cover specific intensive therapies in private facilities,
but uninsured people face fixed tariffs. Children under 18, students under 24 and recipients of Economic
Aid benefits are entitled to free, mainly preventive, dental care in public facilities. In practice, most dental
treatment is provided in private facilities and people, even if insured, must pay the full cost of care (WHO
2020b). In the coming years, the government aims to improve access to dental care and ophthalmologic
care and devices for children.

High out-of-pocket (OOP) payments limit access to healthcare. The limited public spending has
resulted in Albanian households relying on OOP spending, which represented 44.58% of current health
expenditure in 2018, significantly above the EU-27 average of 15.57% and above regional peers. Heavy
reliance on OOP payments, part of which is informal, results in significant financial hardship for
households and may exacerbate inequalities and barriers to accessing healthcare (Tomini et al. 2015). For
16.7% of Albanians, more than 10% of their household expenditure goes on healthcare and for 5% of
Albanians it exceeds 25%, shares that are considerably higher than for regional peers (WHO 2021). In
2015, 12.4% of Albanian households experienced catastrophic health spending (WHO 2020b). Albania
faces an issue with financial protection for people on low incomes and other vulnerable categories.
Outpatient medicines and care are not covered for uninsured people. Although the number of medicines
on the government list has grown and state financing has increased, co-payments for outpatient medicines
continue to exacerbate financial hardship (WHO 2020a). The chronically-ill benefit from the
reimbursement of costs for drugs on the government list. The UN concludes that despite low public
spending on healthcare, there is a potential to reduce the burden of OOP spending of poor people and
people in vulnerable situations through coverage policy (UN 2020). In 2020, 9.1% of the population
reported an unmet need for medical care due to its high cost. This is far above the EU-27 average of 1.1%
and 3.3 pps. above the second worst performer (Greece). The main groups affected include persons with
disabilities and chronic diseases, poor households, people aged 65 and over, and minorities (WHO 2018).

Albania is facing a shortage of doctors that could jeopardise access to medical care in the coming
years. In 2020, the per capita ratio of medical doctors was 18.75/10 000, the lowest among candidate
countries and potential candidates and significantly below the levels recorded in EU Member States
(WHO data). The geographical coverage is skewed towards central and larger urban areas where medical
specialists are concentrated, as opposed to remote and small districts. This results in difficult access to
healthcare for people living in rural and remote areas who have to travel to Tirana and other bigger cities.
These people also face extra spending for travel and accommodation, with extra hardship experienced by
people with disabilities. The emigration of doctors is increasing due to low salaries, unfavourable
working conditions, job and social insecurity (including a high number of lawsuits) and a lack of
opportunities for professional development (SDC 2020). The 40% salary increase given to medical
workers in 2021 is a step in the right direction, but it does not address the other factors driving health
professionals out of the country. Another potentially positive step is an increase in the quota of medical
students from 300 to 450 as of 2022.

Reform measure 5 (‘Increasing access to health care’) is rolled over from the previous year. It has been
partially implemented, despite the distortions due to the COVID-19 pandemic. It tackles some challenges
described above through expanding the coverage of free healthcare packages and preventive programmes,
revising legislation on drugs, enabling dual practice for doctors to increase their motivation to remain in
Albania and transforming hospital financing. The measure does not do enough to tackle high OOP
expenditure, lack of access for vulnerable people to healthcare and outpatient medicine, and low public
spending on healthcare in terms of GDP. More attention should be given to integrating primary,
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secondary and tertiary healthcare, and to the online training of healthcare staff. The measure does not
include a breakdown of activities by year.

Key challenge #3: Improve the business environment and investment climate by increasing the pace of
reforms and government support and tackling informality.

Albania’s assessment in the ERP for 2022-2024 includes measures to the tackle informal economy,
notably fiscalisation, but it does not assess either the scale of the informal economy or its impact
upon the economy, even on government revenue. Similarly, while it does examine how both the
earthquake in 2019 and COVID-19 affected the economy, it does not analyse the underlying business
issues apart from the need for companies to focus more on innovation, particularly in the agricultural
sector. In section 5.2.4 of the ERP on the business environment and the informal economy the analysis of
obstacles under this section is limited to the informal economy, exposure of businesses to different
aspects of informal economy and some corrupt practices that enable the “formalising’ of informal actions
(this section seems to be the same with the one under Key Challenge 3, as part of the analysis is repeated
there). This section is not comprehensive, as it does not analyse the numerous other issues that affect the
business environment. These include frequent changes of relevant legislation, weak consultation of legal
texts at the draft stage, weak contract enforcement, and issues related to the legal system and to property.

While the ERP for 2022-2024 describes issues caused by the informal economy and the Albanian
government’s commitment to the “good governance of business” and to the reduction of
corruption, it does not define what “good governance of business” is or describe other challenges to
the business environment. Nevertheless, it describes how the government intends to tackle the informal
economy, which it has identified as impeding fair competition and lowering revenue for the state budget.
However, the sector analysis has not been updated — it still refers to the 2020 COVID-19 year and the
negative impact of this on specific sectors as regards GDP. The analysis should have been for 2021, when
Albania experienced positive growth. Furthermore, a sector performance analysis could have been
included, though reference made to the Investment Council Secretariat survey on the impact of COVID-
19 on businesses is welcome. However, a better and more complete assessment of the business climate
would have better informed the analysis and, potentially, the means to tackle the informal economy,
which is pertinent to the next point.

Albania’s business environment remains prone to structural weaknesses, with many companies
having only limited capacities for production or innovation, and investment in skills development is
low. Diversification of production and exports remains low. Frequent changes to the regulatory
framework, low productivity as well as competition from a large informal sector remain major issues.
Micro and small businesses, which account for a far higher level of employment and added-value than the
EU average, struggle to access finance due to a lack of business know-how and skills, low financial
literacy, and a high level of undeclared work. Around 20% of SMEs do not have bank accounts and
cannot produce financial reports to obtain funding. In 2021, the government adopted its Business
Investment Development strategy (BIDs), designed to stimulate innovation-driven and knowledge-based
economy, create new, higher-quality jobs via the potential of the digital transition and the transformation
of international value chains. It also emphasises sustainable development, including tapping into the
green/circular economy, EU and regional integration. The government programme also anticipates two
sovereign guarantees of EUR 50 million for businesses investing in digitalisation and innovation.
However, the unified investment law is not yet in place, despite being drafted for several years.

The informal economy continues to constrain Albania’s economic development - according to the
Business Environment and Enterprise Performance (BEEPS) survey, almost one-third of
transactions have an informal aspect. 44.7% of companies reported competing against informal
competitors, with 37.2% citing this as a major business obstacle, and it extends into many sectors. The
share of informal employment was 36.2% in 2020, equal to 2017 levels, and in the agriculture sector it
was 48.7%, though both were around 1% lower than 2019. Informal employment remains common
among young people (15-24 years old) with one in every two young people being in informal
employment, especially for those with lower levels of education. However, the share of young people
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with higher education has increased by around 3 pps. compared to 2018, while the share of those with low
levels of education has decreased by 2.3 pps.

While the measures, introduced in 2020 and continued 2021, set out to tackle the — informal
economy may be useful, they are largely restricted to “fiscalisation”. This helps to address some
aspects the informal economy by obliging many cash transactions to be turned into digital transactions.
The informal economy in the labour market, mainly in the form of lack of a regular work contract
accompanied by a lack of social and health insurance or contracts with under-declared salaries (and thus
insurance contributions). While it is clear that commercial transactions via banks should be encouraged, if
the necessary security is in place, the ERP does not examine the wider causes for the existence of the
informal economy. Albania’s policies to tackle the informal economy are not comprehensive. They are
focused more on the above measures rather than on structural or sector-specific issues. This is despite the
Joint Conclusion from the 2021 ERP for Albania on adopting a strategy to address the informal economy,
which was also a recommendation of the 2021 OECD competitiveness index (OECD 2021a).

The Economic and Investment Plan (EIP) for the Western Balkans will help increase the
competitiveness of Albania’s economy backed by a green and digital transition. A substantial
investment package, which is at the heart of the EIP, will direct most of the support towards key
productive investments and infrastructure. This will support the twin green and digital transition and the
development of an economy that is connected, competitive knowledge-based, sustainable, innovation
oriented and thriving, with an increasingly dynamic private sector. Circular-economy principles form the
basis for the Economic and Investment Plan and defined in the Green Agenda for the Western Balkans.
The principles could significantly foster sustainable production and consumption. Increasing resources
productivity within the economy would allow local SMEs to benefit from the business opportunities of
increased resource efficiency and from further access to innovative technologies.

Building a common regional market has the potential to further increase competitiveness and
growth. The common regional market is based on EU standards and will help the country integrate into
regional and European value chains. It will also help make the economy more attractive for FDI in
tradable sectors, notably by increasing the size of its market. Further connectivity with neighbouring
countries in transport and energy will strengthen access to, and integration into, the regional market. The
new Additional Protocol 6 of the Central European Free Trade Agreement (CEFTA) to liberalise trade in
services also opens new opportunities in the dynamic service sectors, and therefore should be
implemented swiftly. Regulatory and investment moves to create a regional digital space and more
integrated labour markets with neighbouring economies will offer new possibilities for the Albania’s
young people. This is especially important given the high rates of youth unemployment.

Reform Measure 06 “Strengthening the fight against informality”

This measure is carried forward from the 2021 ERP. It is well-designed, which can help to reduce of the
informal economy. However, while it mainly focuses on aspects of fiscalisation, it does not form part a
wider comprehensive strategy to tackle all aspects of informal economic activity and informal
employment, though this was set out as a joint conclusion in the 2021 ERP exercise. Implementation
started in 2021. The actions planned in 2022 are expected to focus on wealthier individuals, using
information held in public registers and received through inter-institutional cooperation. The proposed
indicators are relevant. However, compliance for wealthier individuals is currently low and insufficiently
enforced, and quite a portion of revenues is probably undeclared. In order to tackle informality more
broadly it would also be necessary to ensure progress on property tax reform and initiatives to decrease
tax loopholes. Furthermore, the breakdown for the expected costs is not provided, there is no indication as
to what the source of funding is, and the risk analysis does not take into account the impact of the
COVID-19 pandemic.

The ERP reports extensively on the ongoing fiscalisation process, providing concrete data for specific
categories of businesses, though there is no explanation for why the rate of small businesses that have
issued fiscalisation receipts remains below 50%. Feedback to the Commission from Albanian businesses
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and business organisations signalled that they generally consider fiscalisation a good initiative.
Nevertheless, it may be premature for businesses that have challenges related to infrastructure or internet
access, as for the latter in particular it is necessary to implement fiscalisation. However, according to the
findings of the Ministry of Finance and Economy report on “Support for digitalisation of SMEs in
Albania to mitigate the COVID 19 pandemic impact to businesses” around 98% of Albanian SMEs have
an internet connection or have at least one employee who uses the internet for business purposes.

This measure ensures continuation of the actions to tackle the informal economy and informal
employment, and the government is also working on finalising a draft medium-term revenue strategy
(MTRS) that is expected to include the measures mentioned to tackle the informal economy in the ERP.
Albania is planning to roll-out activities under this measure that target global income from taxpayers and
individuals as well as a compliance programme for wealthier individuals. However, this may only target
wealthier and more mobile workers. It is not clear how these actions will target workers without a
contract, or without social and health insurance, or contracts with under-declared salaries, despite there
being incremental increase targets on reducing undeclared jobs and lowering the level of undeclared
wages (none of the targets address the lack of social and health insurance, although the state labour and
social services inspectorate is developing risk assessment tools with ILO to tackle informality in the
labour market, and on undeclared and under declared work, which is expected to be launched in 2022).

To build on this, strong inter-sectoral coordination is needed to analyse the underlying causes of the
informal economy and informal employment, and then to design coordinated measures to address both the
revenue and employment issues; This coordination is needed to address both informal economy and
informal employment and monitor the results of the ensuing anti-informality measures in a
comprehensive and integrated way. To this end, protocols and consultation mechanisms should be
established to strengthen these dynamics, including the promotion of tripartite dialogue with both
business and employees on issues of the informal economy and informal employment, as well as stronger
means to ensure inspection.

Reform measure 07 “Developing a legal framework to support innovative start-ups”

This measure is carried forward from the 2020 and 2021 ERPs. However, its roll-out being planned for
2021 (as well as several follow-up activities), the law on innovative start-ups was only adopted in
February 2022. This means that the of streamlining the institutional framework responsible for fostering
research and innovation while also monitoring its impact has not yet taken place. Although several
activities planned for 2021 were not implemented, substantial progress was made on some fundamentals
in late 2021. For example, the Ministry for Protection of Entrepreneurship, although understaffed, was
formally given a mandate to provide support to start-ups. This led to EUR 10 million of funding being
allocated for grants under start-up support programmes over 4 years. There was also some progress on the
developing an action plan for the "Support for the development of innovative policies” - though this needs
to be completed and implemented.

The government is showing momentum and commitment to nurturing the nascent innovation ecosystem.
The activities planned for 2022/2023 under reform measure 03 should create better conditions for Albania
to benefit from its commitments under the innovation agenda for the Western Balkans and Horizon
Europe.

After the law on innovative start-ups the activities was adopted, the activities planned for 2022 include
drafting the necessary secondary legislation, establishing the start-up agency, and continuing to
implement of the (EU-funded) project on innovation. However, the start-up agency that should provide
the support measures to innovative start-ups is only expected to be fully up and running in 2024.
Furthermore, there are no baselines for several indicators for this measure, and none of the intermediate
targets or the 2024 targets will be easily measurable so as to provide concrete indications of their real
impact, as they are mostly process indicators. Furthermore, the risks identified include measures such as
adopting legal acts. This is largely within the control of the national authorities, so it is unclear why they
are cited as risks. Furthermore, responsibilities have yet to be allocated for implementing the Smart
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Specialisation Strategy (S3) (reform measure 10). This needs to be resolved, especially in light of
Albania’s commitments under the innovation agenda for the Western Balkans and Horizon Europe.

Reform measure 08: “Support measures to MSMEs”

This reform measure in ERP 2022 seems very closely linked to the measure “Improving access to finance
for SMEs” contained in the ERPs for 2020 and 2021. The activities under this measure planned for the
coming period are mostly focused on providing support for digitalisation, notably support to SMEs,
including training, developing a portal on digital marketing, capacity building, helping SMEs to
digitalise, and providing instruments to improve their access to finance. These activities are welcome, and
could increase competitiveness, if they are also matched with a substantial increase in the institutional
capacity of business support services.

However, the description of the measure could have been clearer. Several ongoing initiatives are
mentioned, including ongoing programmes, e.g. advisory instruments for MSMEs. Legal initiatives for
MSMEs are also mentioned, such as the adoption of BIDs (see above), which is the basis for many of the
activities. The references to the 2021 OECD Competitiveness report are welcome. However, the text only
mentions statistics provided up to 2019. Statistics could have been included from Albania’s Institute of
Statistics” (INSTAT) report issued in November 2021. According to INSTAT’s 2020 survey, businesses
with 50 or more employees provide 40.8% of total employees and 46.2% of turnover, although they
account for only 1.3% of active businesses, therefore providing the main contribution to the economy.

The activities expected for 2022 under this measure are very ambitious; it will be a challenge to
implement them all as planned. In general, it is difficult to match what is mentioned description of the
measure’s in the ERP 2022-2024 with the activities planned. Nevertheless, Albania Union of Chambers’
establishment of the digital market matching portal is mentioned; to date the inclusion of a private sector
activity under the ERP activities has been rare. However, the intermediate indicator targets do not comply
with the timeframe for this exercise, which is June 2022 rather than end 2022, and the final targets are
foreseen in 2023 -although activities are planned to go on into 2024. In addition, the indicators for results
do not reflect the description of the measure or the activities. They are also not ambitious; e.g. the number
of users of centralised information platform, which is reported as being operational since May 2020, only
anticipates 1 000 users in the baseline year, expected to increase to 2 000 in 2023. This seems more
appropriate for a pilot activity. It seems rather low compared to the potential need. According to the
INSTAT data, Albania has 101 000 SMEs (with less than 50 employees) and around 88 000 MSMEs with
1-4 employees.

The potential risks identified under this topic are identified as being high, yet the measures include legal
adoption, which is largely within the control of the national authorities (so it is unclear why they are cited
as high risk). If the risks are high, further risk mitigation measures are needed in addition to awareness
raising efforts.

Reform measure 09 “Modernisation of retail payment instruments”

This measure was also carried over from both the 2021 and the 2020 ERPs. It aims to create the
conditions needed to improve the range of available banking services. This measure has several potential
objectives. It should help to improve access to finance, therefore increasing the level of entrepreneurship,
and also help to combat the informal economy, money-laundering (*6) and tax evasion. Furthermore, it
should help Albania to align to the EU acquis (on payment accounts). The measure is well designed, and
the activities are outlined clearly, with a specific timeframe and funding, as are the risks and mitigating
measures.

(*) Albania was “listed” by the Financial Action Task Force (FATF) as a “jurisdiction under increased monitoring”, due to strategic
deficiencies in its Anti-Money Laundering/Countering the Financing of Terrorism (AML/CFT) regimes. After being “listed”,
Albania made a high-level political commitment to work with FATF and agreed a specific action plan to be implemented to
ensure effective AML/CFT regimes compliant with FATF Recommendations.
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This measure is also pertinent as the number of electronic transactions have increased considerably during
the COVID-19 pandemic, and the banking system was able to provide for this service, having been
required to do so by the unprecedented conditions. As signalled in the Commission’s report on the 2021
ERP, the description of this measure does not explore potential synergies with other government
measures such as the payment of social benefits, despite these being mentioned in the ERP (in the part
entitled “Main recommendation on the analyses Government Payment Digitization). Several of the
measure’s indicator targets are unlikely to give any concrete indication of the measure’s impact, as they
are statements as opposed to being quantifiably measurable.
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Box 11.1.5: Monitoring performance in light of the European Pillar of Social Rights (17)

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European Parliament, the Council and the European
Commission, sets out 20 key principles and rights on equal opportunities and access to the labour market, fair working conditions, and social
protection and inclusion for the benefit of citizens in the EU. The European Pillar of Social Rights Action Plan, adopted on 4 March 2021,
aims at rallying all relevant forces to turn the principles into actions. Since the 20 principles provide a compass for upward convergence
towards better working and living conditions in the EU, they are equally relevant for candidate countries and potential candidates. The new
reinforced social dimension for the Western Balkans includes an increased focus on employment and social reforms through greater
monitoring of relevant policies (EC, 2018). The Western Balkans Ministers’ Declaration on improving social policy in the Western Balkans (6
November 2018) confirms that they will use the Pillar to guide the alignment of their labour markets and welfare systems with those of the EU.

Relative to the EU-27 average, there is scope for
Early leavers ﬁgn?’ggfj'::ﬁon d improvement in mos't available indicator§ of the Soc!al
training (% of population aged 18- | '/Orse than EU Scoreboard supporting the European Pillar of Social
20) avg., improving Rights.
Equal Individuals” level of digital skills | Worse than EU

‘;pa%”a“c';gg (basic or above basic) avg., trend N/A Albania has steadily improved employment and
to the Youth NEET (% of total population | Worse than EU unemployment rates, being one of the best performers
labour aged 15-29) ol among candidate countries and potential candidates,
market Gender employment gap avg., improving and showed relative resilience during the COVID-19
o Worse than EU slowdown in 2020. Further improvement in employment
E:;)Or;fnz::::: ;::Z:iigﬁ::in awvg}é ;TE;EV;E results has b_een hin_dered by the high NEET rate, whic_h
Dynamic aged 20-64) avg., improving increased slightly in 2020 (1.1 pps.),' placing Albanla
labour Unemployment rate (% of Worse than EU among the worst performers among candidate countries and
markets and population 15-74) avg., improving potential candidates. Another hindrance is the gender
fair working |  Long term unemployment rate (% | Worse than EU employment gap, which was wider than that in the EU-27
conditions GODfFﬂOp“'a“Or_‘tls'mh g g in 2020 (15.2 pps. vs 11.0 pps.), but a slight improvement
At risk opfe;gjg,;; g:osocial Worse than EU can be noted in recent years. This gap is in part driven by
exclusion (in %) avg., improving the low provision of early childhood education and care,
At risk of poverty or social Worse than EU especially for children under 3. Unemployment, especially
e.xrﬁ'féfgff;ec;(’.ﬂf:r',ﬁﬁg ((:t‘hZ‘;) S oY long-term, is still far higher than the EU average, which is
) than Eensions) on poverty reduction | avg., improving partly due to low provision of active labour market policies.
Sacial - Better than EU Albania is a medium performer in the region as regards the

protection Disability employment gap avg., improving income quintile ratio

. and_ . Better than EU '
inclusion Housing cost overburden avg., improving Albania has a very high share of low-skilled adults and
Ch”dfe“faged I'esrf_ltga“ 3yearsin | Worse th":‘j“ E/U high but decreasing rates of early school leaving. There
ONE Cnrceare avg., trend N/A are significant rural-urban and socio-economic differences
Self-reported unmet need for Worse than EU in access to education. Albania’s early school leaving rate
medical care avg., improving decreased from 21.3% in 2015 to 15.6% in 2020, but it

remains among the highest in candidate countries and
potential candidates. Annual participation in adult learning is very low (9.2% in 2017) compared to the EU (37.4% in 2016).
The overall level of digital skills is far below the average of candidate countries and potential candidates.

Risks of poverty and social exclusion are very high and the capacity of the social protection system to reduce them is
low. This is documented by the limited impact social transfers (excluding pensions) have on poverty reduction which was
only 12.10% in 2020 compared to 32.68% in the EU. Albania is among worst performers in terms of rate of poverty and
social exclusion (46.2%). Although there is a social assistance scheme, the allowances are not adequate. However, the
government temporarily increased their adequacy in 2020 and 2021 and embarked on a process leading to a systemic increase
in the benefits. The capacity of local governments to provide social care is very low, but the central government is paying
more attention to this situation and supports financially the establishment of new services. The pension system has almost
universal coverage, albeit with low pensions. About 600 000 adults, mainly informal workers, do not have health insurance,
but access to universal healthcare has been improving over recent years. In 2020, 10.6% of people reported an unmet need for
medical care. While this value has improved over the last four years, it is still almost six times higher than in the EU (1.8%).

() The table includes 16 headline indicators of the Social Scoreboard, used to compare performance of EU Member States
(https://ec.europa.eu/eurostat/web/european-pillar-of-social-rights/indicators/social-scoreboard-indicators). The indicators are
also compared for the Western Balkans and Turkey. The assessment includes the country’s performance in relation to the EU-
27 average (performing worse/better/around the EU-27 average; generally 2020 data are used for this comparison) and a review
of the trend for the indicator based on the latest available three-year period for the country (improving/deteriorating/no change).
For data see Annex B. NEET: neither in employment nor in education and training; GDHI: gross disposable household income.
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Data availability improved in 2019 with the first publication of the Survey on Income and Living Conditions (EU-
SILC), but some headline indicators of the Social Scoreboard are still not measured. Employment data are regularly
measured by both the Labour Force Survey (LFS) and the National Agency for Employment and Skill. LFS data are not yet
available in Eurostat, but INSTAT has been sending LFS microdata to Eurostat since 2017 and has been working on its

quality, timeliness and validation.

1.5. OVERVIEW OF THE IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED AT THE ECONOMIC

AND FINANCIAL DIALOGUE IN 2021

Every year since 2015, the Economic and Financial Dialogue between the EU and the Western Balkans and Turkey
has adopted targeted policy guidance (PG) for all partners in the region. The guidance represents the participants’
shared view on the policy measures that should be implemented to address macro-fiscal vulnerabilities and structural
obstacles to growth. The underlying rationale of the PG is similar to that of the country-specific recommendations
usually adopted under the European Semester for the EU Member States. The Commission evaluates the work carried
out to implement the policy guidance in the following year’s ERP assessments. The table below presents the
Commission’s assessment of implementation of the 2021 policy guidance jointly adopted by the EU and the Western
Balkans and Turkey at their Economic and Financial Dialogue at Ministerial level on 12 July 2021.

Overall: Partial implementation (43.1%)

2021 policy guidance

Summary assessment

PG 1:

Conditional on the economic recovery becoming well
entrenched, foresee in the 2022 budget and medium-
term fiscal plan a gradual reduction of the public debt
ratio and, based on a realistic revenue forecast, a return
to a positive primary balance as of 2023 in compliance
with the corresponding fiscal rule.

Complete the Medium-Term Revenue Strategy and
begin its implementation in line with the inter-
ministerial committee agreement but at the latest before
the next ERP submission.

Increase the institutional capacities of the fiscal risk unit
to continue and expand its work without reliance on
external assistance

There was partial implementation of PG 1:

1) Substantial implementation: The 2022 Budget and
MFF include an extended planning horizon, which outlines
a gradual reduction of the public debt ratio, albeit at a
slower pace than planned in last year’s ERP (these
projections could not yet take into account the expected
significant fallout of Russia’s invasion of Ukraine). The
primary balance is projected to be neutral in 2023 and
positive in 2024 in line with the original fiscal rule, which
was postponed to 2024 by normative act in 2021. The
revenue forecast is slightly optimistic considering
historical averages but could be realised by means of the
implementing the MTRS.

2) Partial implementation: The commitment to the
MTRS has strengthened since October 2021 and its
development has accelerated but it is not yet completed.
The inter-ministerial  committee  envisaged the
implementation of the MTRS in 2022. However, in order
to allow for a serious public consultation its
implementation could not begin before the ERP’s
submission. However, the fiscal package for 2022 already
includes some of the measures planned under the MTRS
(without consultation).

3) Limited implementation: The fiscal risk unit
continued to expand their scope of work with the support
of the World Bank, but its staffing did not increase.
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PG 2:

Continue to reduce the stock of contract-based arrears;
reduce VAT arrears to zero in 2022 and analyse the
reasons for the increasing arrears of local governments.

Assess and approve all investments, which involve
public funds including PPPs, through the same approval
process and continue to report actual earthquake
reconstruction expenditure in the consolidated budget
implementation.

Re-orient public expenditure composition towards
development of human capital and innovation by
foreseeing a continuous gradual increase of expenditure
on education, health, social security and R&D in terms
of shares in total expenditure.

There was partial implementation of PG 2:

1) Substantial implementation: VAT refund arrears
were almost at zero by the end of 2021, the stock of
contract-based arrears decreased, and the reasons for the
increasing local governments’ arrears were reportedly
analysed along with a draft plan to reduce them.

2) Limited implementation: There was no progress made
on the approval process, but basic treasury reporting of
reconstruction  expenditure  continued  during the
implementation of the consolidated budget implementation
report. Implementation of reported plans to improve public
investment management including PPPs is likely to be
hampered by institutional restructuring of the management
of external assistance.

3) Limited implementation: The ERP plans a gradual,
minimal increase of expenditure on education (10.5 to
11.5%) and health (9.9% to 10.5%), but from a very low
2021 level. However, the programmed increase will allow
expenditure shares to recover only to 2019 levels by 2023
and 2024 respectively. In terms of GDP no change is
projected. For social protection expenditure, which
increased in 2020 to 33% only to drop sharply to 28% in
2021, a slightly increase is planned to 30.1% in 2024, still
2 pps. below 2019 expenditure share levels and just 0.2pp
above them in terms of GDP. All three expenditure
categories are somewhat ring-fenced from cuts for fiscal
consolidation but no significant change in expenditure
composition planned until 2024 despite a drop in capital
expenditure from 2023. Regarding R&D, the ERP claims
that the Ministry of Finance and Economy is not able to
calculate such spending, but the IMF does calculate it
based on GFS data: in 2020, the general government’s
R&D expenditure stood at EUR 25 million, equal to 0.58%
of total expenditure and 0.19% of GDP, after a 17%
increase in 2019. In order to maintain these shares the
expenditure would need to grow by about 6% each year.
To reach 1% of total planned expenditure an annual
increase by at least 20% would be necessary, which would
be equal to 0.3% of GDP.

PG 3:

Maintain a strong financial sector regulatory framework
in line with international and EU best practices, ensure
sound credit risk management, a transparent display of
asset quality and adequate provisioning.

There was partial implementation of PG 3:

1) Substantial implementation: The central bank has
conducted a compliance self-assessment with PWC Spain
(with support from the European Bank for Reconstruction
and Development) regarding the equivalence of Albania’s
supervisory and regulatory framework with that of the EU.
Financial stability challenges were monitored closely, and
prudential measures related to the pandemic were phased
out in time. The central bank is now conducting an asset
quality review of the five major systemic banks, while
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Further reduce remaining institutional and legal
obstacles to swift and effective NPL resolution,
including by resolving the bailiff deadlock and
strengthening bankruptcy proceedings.

Continue with the implementation of measures aimed at
promoting the use of the national currency, including by
developing the market for forex hedging instruments.

maintaining restrictions on dividend distribution, which is
conditional on increased macroprudential requirements.
Provisioning increased through 2021 and seems adequate.

2) Partial implementation: Albania made progress in
completing the bankruptcy legislation by adopting the
remaining by-laws. No progress has been made in
resolving the bailiff impasse which continues to delay
collateral execution.

3) Limited implementation: Some progress was made in
developing the market for hedging instruments, as the
Bank of Albania started publishing bids and asking for
prices for quotations collected from banks and introduced
3-month outright forwards as an instrument for changing
its reserves. There was no progress and there are no plans
to introduce measures to increase the use of the national
currency in the realm of the government

PG 4:

Provide enhanced business support services to improve
access to finance and entrepreneurial know-how.

Improve transparency in the adoption and
implementation of legislation particularly by ensuring
an effective timely consultation of businesses and social
partners on the new legislation affecting their
operations.

Draft and consult a comprehensive strategy to tackle
and monitor all aspects of informality, with an action
plan with baselines, including clear and measurable
targets and establish the regular a performance-based
monitoring of its implementation and results.

There was limited implementation of PG 4:

1) Limited implementation: there are plans to improve
business support services, notably under the BIDs for
2021-2027, adopted in August 2021. However, the national
authorities admit that the funds in question are rather
limited and there is a lengthy application process. Few
results were achieved in 2021.

2) Limited implementation: Consultation with private
sector remains weak, and not effective particularly on
issues such as the fiscal policy package.

3) No implementation: this did not happen. Discussions
are ongoing to see if something similar can be provided for
under the MTRS

PG 5:

Establish an inter-ministerial task force involving
relevant ministries, their agencies, and stakeholders to
develop a Youth Guarantee implementation plan.

There was substantial implementation of PG 5:

1) Full implementation: The Ministry of Finance and
Economy, with the help of EU-financed technical
assistance project, has been working on analyses on the
development of the Youth Guarantee Implementation plan,
such as the mapping of young people not in employment,
education or training, and on analysing the legal
framework. On 24 February 2022, Order of Prime Minister
No. 28 ‘For the establishment of the inter institutional
working group and technical group for the establishment,
implementation and monitoring of the national plan for the
Youth Guarantee scheme and for assignment of the
national coordinator’ was approved, implementing the




Part Il
Country analysis, Albania

Develop institutionalised tools to monitor skills needs in
the labour market with an aim to provide relevant career
guidance and to improve the offer of short-term
vocational courses accordingly.

Incentivise the link between innovative businesses and
academia in the upcoming draft Strategy on Business
and Investment Development 2021-2027 by including
clear targets to increase science and research funding
and by creating the conditions for the development of
business incubators.

policy guidance. In the next phase it will be essential to
fully involve relevant ministries, their agencies and
stakeholders (social partners, NGOs, in particular youth
organisations) to develop the plan.

2) Partial implementation: With the help from donors,
the National Agency for Employment and Skills has
piloted a regional labour market analysis in Elbasan. NAES
plans to deploy it in other regions. NAES has also started
work on developing a labour market observatory which
will add to existing administrative and survey data and
conduct the scraping of big data. For 2022, the repetition of
skills needs analysis (last conducted in 2017 by UNDP) is
planned with UNDP’s help. This will involve the transfer
of know-how to NAES, which aims to conduct this
analysis autonomously in 2025. The skills” anticipation
study (methodology) in the agricultural sector (dairy and
wine value chains) developed with the ILO support, will
assist the sectoral skills committees to be established by the
NAVETQ.

3) Partial implementation: The measures indicated are
promising, but are yet to be implemented as they are
planned for 2022 and beyond. Some progress has been
made on research and innovation, as mentioned under
reform 03 and 07, regarding a) the increase of funding
(although still far from 1% of GDP as targeted in the
National Strategy for Science, Technology and Innovation)
and b) the allocation of EUR 10 million of public funding
to start-ups support programmes for 4 years. These are now
beginning (the first calls were expected in Q2 2022).

PG 6:

Perform an assessment of the adequacy of benefits
under the ‘Economic Aid’ scheme, taking into account
the data from the ‘Statistics of Income and Living
Conditions” survey, in view of their systemic
adjustment.

Build capacities in local governments to apply for
support from the Social Fund and to plan, manage and
deliver social care services.

Redesign coverage policy, including for outpatient
medicine, to reduce unmet need for medical care and

There was limited implementation of PG 6:

1) Partial implementation: Albania has adopted a
roadmap with relevant activities to assess the adequacy of
benefits. It aims to adjust their adequacy as of 2023 and to
establish a mechanism for their annual indexation. The
assessment is being carried out with help from the World
Bank and is expected to be finalised in of the first quarter
of 2022. Furthermore, proposals for draft by-laws are
expected by June 2022, with their adoption and the
allocation of an appropriate budget expected for 2023.

2) Limited implementation: Despite developments in the
drafting and approval of social plans in 60 out of 61
municipalities, implementation remains limited. The social
plans were developed with help from donors and NGOs,
which provided up to 3 days of training to municipality
staff. Nevertheless, the capacities at local level to plan,
manage and deliver social services remain weak. The State
Social Services agency lacks internal capacity to put in
place a capacity-building system for municipalities.

3) Limited implementation: The government has yet to

49



European Commission

Institutional Paper

50

financial hardship, particularly among persons with
disabilities and chronic disease, poor households, people
aged 65 and over, and minorities

take any comprehensive measures to address this policy
guidance. Some targeted measures are planned, such as
increasing reimbursement for laboratory analyses, or
improving access to dental care and ophthalmologic care
and devices for children. Other priorities include increasing
the budget for drugs provided for outpatient and hospital
care and to developing a new methodology for drafting the
list of drugs subject to reimbursement, which could lead to
lower co-payments. It is unclear whether annual caps on
co-payments will be introduced, which could decrease
financial hardship for vulnerable households or increase
access to medicines. Adequate measures are needed to
ensure full access to medical care, especially for patients
with chronical diseases or with disabilities, in particular for
patients living outside Tirana (i.e., at local level). The
financial resources allocated so far are not sufficient to
ensure that these people’s specific needs are met.
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1.6. THE 2022 POLICY GUIDANCE

JOINT CONCLUSIONS OF THE ECONOMIC AND FINANCIAL DIALOGUE BETWEEN THE
EU AND THE WESTERN BALKANS AND TURKEY

The Economic and Financial Dialogue between the EU and the Western Balkans and Turkey

Brussels, 24 May 2022

[...]

In light of this assessment, Participants hereby invite Albania to:

1. If needed, use the available fiscal space in the 2022 budget to cushion the potential impact of
adverse shocks through targeted support to vulnerable households and firms; provided the economic
recovery is well entrenched, plan in the medium-term budgetary framework a gradual reduction of
the public debt ratio and a return to a positive primary balance by 2024, while lowering the general
government arrears below 2.5% of total expenditures in 2022. Restrict budget revisions to the
regular revision process set out in the Budget Law and use the regular legislative process should an
amendment of the Budget Law become necessary. Assess the fiscal risks from state-owned
enterprises and develop proposals for their mitigation.

2. Implement the activities outlined in reform measure 10 of the ERP on Public Strategic Investments
and in the PFM strategy to improve the management of public investments including PPPs. Adopt
the medium-term revenue strategy following an intensive public consultation, and complement it
with a budgeted, operational implementation plan to guide tax policies in the coming years.
Continue to increase the shares of spending on education, health, social protection, and R&D in
total public expenditure.

3. Carefully assess and analyse price developments and stand ready to tighten monetary policy, if
needed, to preserve price stability in the medium term. Ensure a transparent and accurate reporting
of asset quality and adequate provisioning, further reduce remaining obstacles to NPL resolution,
particularly by resolving the bailiff deadlock, and reduce data gaps in particular as regards the real
estate sector. Foster the implementation of measures aimed at promoting saving and borrowing in
national currency and at limiting the use of foreign currency in the real economy, including through
measures in the remit of the government in line with the Memorandum of Cooperation.

4. Provide enhanced business support services to improve access to finance and entrepreneurial know-
how. Assess the effectiveness of the consultation mechanism and then revise it with input from
businesses and social partners in order to make the process more comprehensive, practical and
transparent. Design a strategic and coordinated action plan for implementing anti-informality
policies, based on, but not limited to, the medium-term revenue strategy.

5. Finalise, in co-operation with all relevant ministries, their agencies and stakeholders, a Youth
Guarantee Implementation Plan, adopt it and initiate its implementation. Conduct the regional
labour market analysis in all regions, institutionalise the national skills needs analysis and utilise
these tools together with the Labour Market Observatory to improve the labour market relevance of
initial and continuous vocational education and training for young people and adults and to target
the use of active labour market measures. Encourage cooperation between innovative businesses
and academia as foreseen in the Strategy on Business and Investment Development 2021-2027, by
continuing to increase science and research funding, and by creating the conditions for the
development of business incubation programmes.
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Finalise the assessment of adequacy of ‘Economic Aid’ benefits, increase their adequacy as of
2023, and establish a mechanism for their annual indexation. Increase allocation to the National
Social Fund to ensure coverage, provide additional support to municipalities with limited resources,
and improve the sustainability of newly established social services through continued contribution
beyond the third year under a condition that municipalities establish a Local Social Fund with
sufficient budget. Redesign reimbursement policy for outpatient medicine to reduce financial
hardship, particularly among persons with disabilities and chronic disease, poor households, people
aged 65 and over, and minorities.
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ANNEX A: ASSESSMENT OF OTHER AREAS AND STRUCTURAL REFORM MEASURES INCLUDED IN THE
2022-2024 ERP

The 2022-2024 ERP identifies the areas where - the most significant key obstacles exist, such as the
business environment, education and skills, labour and employment, the informal economy, and research
and development. It also continues to address the negative impact the COVID-19 pandemic and the 2019
November earthquake had on the economy due, identifying tourism and services as being among the
hardest hit sectors. It provides is a general assessment of the current reforms towards formalisation of the
economy, while acknowledging that informal economic activity remains a significant concern, as
illustrated by the high number of cash transactions and non-declared workers. However, there is limited
analysis of the sectors where the informal activity is most prevalent, and the challenges encountered when
trying to tackle it. The text describes the challenges in the education system and the need to better match
the skills offered through the education system and vocational education and training (VET) with market
demand. The text also addressed aspects of closer cooperation between the private sector and
universities/schools.

Infrastructure challenges related to energy, water and the transport sector should have been included in
this part of the text. The low level of digitalisation, innovation, and research and innovation capacities -
which generate the increased demand for both new services and improved infrastructure and knowhow -
were also not analysed in the text, even though the ERP includes reform measures to address these
obstacles. The level of foreign direct investment (FDIs), product diversification, and exports all affect the
country’s competitiveness and growth and its ability to create jobs, but these are also not analysed.
Furthermore, issues with the rule of law, corruption, unclear property titles and the proper functioning of
the judiciary system still hinder businesses and reduce Albania’s attractiveness for foreign investments.

Public financial management

The analysis of this area is extremely short. It is also incomplete, as it only mentions issues on public
strategic investment, notably obstacles mentioned in Albania’s public investment management assessment
(PIMA) conducted by the IMF in 2016. However, public financial management is far wider than this,
notably including the delegation of decision making, managerial accountability, and internal and external
auditing. The analysis should have covered the obstacles in this whole area. This could have been done,
as many such obstacles are being addressed under Albania’s 2019-2022 PFM Action Plan (2019-
2022PFM strategy). The risk analysis is also incomplete — most of the mitigating measures are missing,
and the “high” risk item (“risk of law changes”) seems to be entirely within the control of the authorities.

Reform measure 10 “Public Strategic Investments”

The actions planned for 2022 seem to be relevant — and include developing a public investment strategy
to guide public investment and preparing and maintaining the single project pipeline, which are useful
and necessary. The assessment of obstacles and challenges in public investment management is realistic
and is based on the IMF PIMA findings from 2016, which still seem to be realistic. The proposed
measure — drafting the Public Investment Management strategy — will also address one of the unmet PG
recommendations on assessing and approving all investments, which involve public funds and PPPs,
through the same approval process.

However, the description of the main obstacles in the area and of measure are extremely short, so it is
barely possible to get a complete understanding of the obstacles and the response. In addition, the final
targets are missing altogether, so it will be very difficult to evaluate their success.

Green transition

The 2022-2024 ERP is very weak on the green transition. It contains an analysis that starts with a
description of the European Commission’s plans in the area rather than those of Albania. The analysis of
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the main obstacles in the text is short, stressing its alignment with that of the Green Agenda for the
Western Balkans, shaped around 5 areas of intervention: i) decarbonisation, ii) circular economy,
iii) pollution reduction, iv) sustainable farming and v) biodiversity. The analysis recognises that this is
new for Albania and that awareness of the green economy is generally weak.

Though brief, the analysis of the obstacles appears to be realistic. It admits that there is currently a low
level of political interest and a lack of knowledge in the country about the opportunities presented by the
green economy, as well as a lack of skills. These are challenges to both the development of national
policy on this and on cross-sectorial uptake of the concept. In its analysis Albania acknowledges that, in
order to ensure proper implementation of green economy programmes, it is crucial that public institutions
need to be strengthened to remove institutional barriers, protect the environment and reconcile socio-
economic objectives.

However, though Albania has endorsed the Green Agenda for the Western Balkans, the ERP 2022-24
should does not include measures which address these issues or that increase the capacities in the
environment sector. It is hoped that the next ERP will do so - key issues in this regard that could be
addressed in the next ERP include pollution reduction and waste, which is a priority of the current
government in the environment sector. Uncontrolled and untreated pollution bears long-term
environmental and financial cost for the economy, especially for the sustainability of tourism, agriculture,
and fisheries sectors, as well as generating negative public health impacts that also a have negative impact
on productivity. Furthermore, as mentioned above, although it is a reform priority for Albania (and was
included in ERP 2021-2023) in order to ensure water supply, improve water quality, proper wastewater
treatment, ensure access to water in tourist areas, improve good governance and reduce non-revenue
water use stemming from informal connections, wastewater is no longer included in ERP 2022-2024 as a
reform measure.

Energy market reform

This part of the analysis is well developed in terms of identifying the main obstacles in the energy sector.
Power generation in Albania remains vulnerable to the hydrological situation; this influences the need for
electricity imports to secure an uninterrupted power supply in the country, and increases the financial
burden for the state-owned power generation company. Electricity prices for households and SMEs are
highly subsidised, which disincentives the energy efficiency measures in addition to weighing on fiscal
accounts. Diversifying energy sources, incentivising energy saving or investments into energy efficiency
as well as potentially adjusting currently untargeted support in form of stable electricity prices for all
households and MSMEs are important areas for discussion in the context of fiscal sustainability.
However, as Albania is a member of the Energy Community the text should also have foreseen the timely
alignment to and implementation of the EU Energy Efficiency Directive (2018/2002/EU), following the
adoption of the Clean Energy package in November 2021. As part of the efforts to improve connectivity
and security of supply, the power line interconnecting Albania and Kosovo has become operational.

Reform Measure 13: “Liberalisation of the energy market”

The measure to liberalise the energy market was rolled over from the two previous ERPs, where it was
entitled “Further liberalisation of the energy market”. The measure is important for raising the
competitiveness of the sector and of the economy through efficient production and distribution and
competitive electricity prices. The activities planned are likely to help achieve this aim, except the
Skavica HPP project, which seems to be unrelated to the measure. The indicators selected are not well
aligned with the measure’s objectives and should be reviewed. A good indicator would be the number of
customers supplied through the free market, as well as the number of independent producers of renewable
energy (or total renewable power installed) selling electricity through the free market.
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Reform measure 14: “Diversifying energy sources through the promotion of renewable energy
sources and energy efficiency improvements”

This measure on diversifying energy sources was also rolled over rolled over from the two previous
ERPs. It includes promoting the use of renewable energy sources other than hydropower. The activities
promoting other renewable energy electricity generation are important for reducing the country’s
dependency on energy imports, and ultimately aim to reduce the cost of energy for the economy. Energy
efficiency activities, although likely to produce results further into the future rather than in the short term.
However, energy audits and feasibility/design studies should be in higher focus in the measure and should
be boosted in the period 2022-24, in order to advance the technical maturity of energy efficiency projects
and accelerate their financing and implementation programming. The number of studies that have already
been completed and the number of projects financed would have been useful indicators for this measure.

Transport market reforms

The analysis is well developed in terms of identifying the main obstacles in the transport sector. It states
that further reforms are necessary in this area; Albanian companies in the World Bank 2019 Enterprise
survey identified transport as one of the main obstacles to improving the business environment. There is
now a new National Transport strategy for 2021-2025, which notably involves the building of the
intermodal railway connection linking the new Port of Durrés in Porto Romano with the energy park, in
line with the National Transport plan. In addition, on 1 July 2021, Albania adopted a legal package that
entered into force on 20 August 2021. This comprised four laws with regard to the institutional
framework, establishing an independent railway regulatory authority, a railway safety authority, and a
national investigation authority on rail and maritime safety.

Reform measure 15: “Rehabilitation and construction of the railway segment Durres-TIA-Tirana”

This measure has been rolled over from previous ERPs. Upgrading and extending the Durrés-Airport-
Tirana railway will increase intermodal transport, and should double the speed of passenger and freight
transport between Tirana and Durrés, boosting traffic and reducing road congestion. A contract for
upgrading the Tirana-Durrés railway was signed in early February 2021. This strategic investment also
benefits from EU funding under the European economic and investment plan. It forms part of Rail Route
2, linking the capital of Albania, Tirana with the capital of Montenegro, Podgorica, and is extended to the
port of Durrés. This is a key project for the region. Project-level indicators are used and need to be further
developed to reflect the sector reform, which includes information on electrifying the railway line,
although there is little indication on when this will take place. New information has been added about the
link between investment and the revised National Transport plan.

There has been no progress on this measure and the proposed activities were all postponed by one year.
Most of the comments in the previous ERP assessment are still valid. Progress has been slower than
expected. The document does not explain the reasons behind these substantial delays. The risks and
mitigating measures are well presented, as is the impact on job creation (including the impact on the
gender balance principle) and the environmental and energy efficiency considerations.

The ERP also flags that this measure should enable Albania’s rail system to move toward alignment with
the EU rail system and that it will be relevant to the green agenda. Contrary to the previous ERP, the 2022
ERP mentions urban planning and land acquisition and the potential risk from land expropriation. This
issue was introduced in this ERP, and it is elaborated upon. However, the ERP does not include the
reasons preventing this process from being completed. The issue has resulted in all dependent activities
being delayed. Furthermore, the measure should reflect in its indicators that cargo activities from the Port
of Durrés will be relocated to a new port which is to be constructed near Porto Romano. The timeline of
the activities for 2022 and 2023 need to be revised taking into consideration delays in the project so far.
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Agriculture, industry and services

The analysis of the main obstacles in the ERP for 2022-2024 is concentrated on the agriculture and
tourism sectors. However, it fails to address obstacles in industry or other service sectors. This limits the
ERP’s usefulness as a document for economic policy coordination and prioritisation, meaning that the
coherence of economic policies is not ensured. The analysis of the agricultural sector is quite long but it is
incomplete, not least as it fails to mention the impact of EU IPARD support. The agricultural sector
managed to survive the COVID-19 pandemic crisis in 2020. It even achieved positive growth in the first
three quarters of 2020 and its positive contribution to growth continued during 2021. However, it remains
prone to structural problems such as land consolidation, land fragmentation, and property ownership
issues. These are obstacles which are well addressed in this ERP, as opposed to the previous ERP.

Obstacles regarding maritime tourism are well defined, highlighting the impact of the pandemic on the
tourism sector as whole. However, structural problems such as land consolidation, land fragmentation,
and property ownership issues are not addressed.

As regards industry, the ERP for 2022-2024 does not provide any analysis for this important sector, as
was the case in the ERP for 2021-2023. This is a significant shortcoming. It even does not mention, at
least in this regard, the recent Business and Investment Development strategy that Albania adopted in
2021, even though the sector-specific analysis and recommendations normally contained in such a
document would logically have been relevant to several sectors in the economy, including industry.

As regards services, the analysis examines the impact of the COVID-19 pandemic on this sector, notably
the significant consequences for the tourism sector. The impact on tourism in 2021, as in 2020, may be
even more pronounced than in other countries in the region apart from Montenegro, due to the size of the
Albanian sector. However, the analysis of areas in the service sector, aside from tourism, is very weak

Reform measure 16: “Better marine and maritime governance and services”

This was a new measure in the 2021 ERP, focused on maritime tourism. The same comments apply as in
2021 - the reform is small in scale and seems to be an isolated initiative, based on some legal reforms.
Within these limits the analysis identifies the main obstacles in the sector, which will require an in-depth
and comprehensive reform to address them properly. However, the proposed measure is very limited. It
should ideally have been treated as part of a larger picture, where relevant policies/plans regarding
marinas/ports should be also considered. On the other hand, taking into consideration the impact of the
COVID-19 pandemic on tourism, the diversification of tourism products is welcome.

The description of the measure has improved compared to the last ERP, with clear references to the
strategic policy documents, and other sector reforms, such as those related to the blue economy and the
financial approach to incentivise maritime tourism. The legislation was due to be finalised in 2021, but
was not completed and has been partially postponed. The description of the measure focuses on the legal
framework and is insufficient to give a clear picture of the current conditions in the sector, whereas a
clear overview is needed to understand the impact of the proposed measure. Despite this, within these
constraints the activities are well planned and detailed. They are feasible and are relevant to the proposed
measure.

However, apart from one exception, baselines are not included, and neither are final targets in any
meaningful way. While the reforms in the tourism sector are welcome, as it is an untapped sector with
high potential for economic development, this measure still needs to be integrated better into the overall
sector development policies and plans. The risks have been clearly identified, including the impact of the
pandemic.
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Digital transformation

The analysis of the main obstacles in the areas of digital transformation and digital economy comprises a
list of current and ongoing initiatives rather than a presentation of the overall picture or an analysis of the
current challenges, objectives and issues. However, it does mention the objective to increase broadband
penetration, and that a new national broadband plan is being rolled out. This plan aims to: 1) build up
broadband infrastructure; 2) strengthening financing and broadening the criteria for receiving funding; 3)
step up spectrum management; and 4) ensure sustainable competition. The analysis also mentions that a
key new element in the plan is providing public funding through a universal service obligation and
through State aid to increase the build-up of infrastructure to cover rural and remote areas. It also
mentions the legal basis. However, there is no overall analysis of the current obstacles in this area.

Reform measure 11: “Development of the broadband infrastructure for digital economy”

This measure was carried over from the 2020 and 2021 ERPs. The information on the reform has been
updated, supplemented with new developments in the sector, and highlights the European Green Deal. In
addition, the measure is analysed in light of the ongoing COVID-19 pandemic and its impact in the
sector. The reform was well-prepared, it will have a clear impact on the economy, and it is in line with the
EU strategy for the digital agenda in the Western Balkans. Albania has low broadband penetration,
particularly in rural areas, and the proposed measure clearly addresses this obstacle. The measure also
takes into account the ongoing crisis due to the COVID-19 pandemic and its impact on the sector.

The measure states that it will build upon two major activities that were completed in 2020: the adoption
of the national broadband plan, and the completion of the feasibility study and cost-benefit analysis for
the broadband infrastructure. However, the explanation seems focused on EU initiatives and the planned
time-frame is rather vague, with broad aims such as “investments in white areas” without any further
details provided for 2023 or 2024. In fact, there is no information about whether all activities planned for
the year 2021 have been completed. The adoption of the new law on electronic communications, in line
with the new European Electronic Communication Code was not finalised in 2021 despite this being
planned initially, yet this was not in the activities for 2022. The same is true for capacity-building
activities. It is unclear why activities for 2022 do not include the activities not carried out in 2021.

Economic integration reforms

Unfortunately, the data provided in the section containing the analysis of the main obstacles does not
include 2020 statistics. The analysis would have benefited from updated statistics in terms of exports of
goods and services in 2020, despite the impact of the COVID-19. Statistics for the trade of goods for the
first three quarters of 2021 were already available in INSTAT, but the analysis only refers to 2019 trade
statistics. This analysis would also have benefited if it covered the key sectors which drive exports, and
the diversification in the exports portfolio and the reasons for such diversification. However, these
elements are lacking, although the efforts the government has taken under CEFTA and the Regional
Cooperation Council to implement the 2021-2024 Common Regional Market action plan are described in
detail (Albania has notably fulfilled its commitments under CEFTA). However, the analysis fails to
address the obstacles that challenge the sector

Reform Measure 12: Deepening economic integration

This measure is relevant to of Albania’s active involvement in the regional trade integration through
CEFTA and it mentions most of the relevant information. Overall Albania has undertaken several steps to
open the market and deepen its economic integration with the region. The follow-up to CEFTA
undertakings such as the process of mutual recognition of the authorised economic operators are actions
that will support Albania’s EU integration process.
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However, the activities described under the measure are not well defined. They seem to be repeated for
the following 3 years, which could make the monitoring of their implementation a significant challenge.
Furthermore, the regional action plan for establishing the common regional market has already been
adopted and is in force. However, it is expected to be an activity that is repeated over the next three years;
repetition of activates seems redundant. The expected follow-up activities related to the implementation
of the action plan of the National Committee for Trade Policy and Facilitation are useful. However, more
details are needed in terms of concrete actions, as it is not clear what part of the action plan will be
implemented in 2022 and what components will be introduced during the following 2 years. There is also
an element of duplication, as the drafting of the export strategy also appears under measure 8: ‘Support
for MSMEs’. Furthermore, on the results indicators, two out of the three intermediate and final targets are
the same. It is unclear why this would be the case. There is also no time frame for achieving the
intermediate and final targets, which could make them very difficult if not impossible to measure in a
coherent way.

Education and skills

Skills, vocational education and training, higher education and reform measure 17 are analysed above in
Section 4, under key challenge #1.

Albania’s budget allocation to education is relatively low at 3.6% of GDP in 2022, which is an increase
compared to 2020 (2.4% of GDP) and 2019 (3.3% of GDP), but it remains 1.4 pps. below the EU-27
average for 2020. After continuous improvements in previous PISA rounds, the results for 2018 are
mixed: results improved for mathematics, plateaued for reading and deteriorated for sciences. Overall,
Albania ranked 55th out of 77 countries. Girls and socio-economically advantaged students perform
better than boys and disadvantaged students pointing to equity issues (PISA 2018). The enrolment rate of
children from more vulnerable families in early childhood education is significantly lower (by more than
20 pps.) than the enrolment rate of children whose families are wealthier or whose parents hold a
university degree (INSTAT 2018). Drop-out rates tend to be higher among pupils from the
Roma/Egyptian communities, and several measures are in place to promote education. These include
financial support, exemption from or reduction of tuition fees, and special quotas for admission to higher
education. The share of early school leavers continues to fall (15.6% in 2020), but remains the second
highest among candidate countries and potential candidates.

Reform measure 18: “Inclusiveness and equality in education”

This measure is rolled over from the previous ERP. It aims to strengthen inclusiveness and equality in
education, with special emphasis on the participation of children from vulnerable groups, including
children from the Roma and Egyptian minorities and children with disabilities. The number of children
benefitting from free textbooks has increased in recent years. Currently all children in grades 1-9 as well
as children of special categories in grades 10-12 benefit from free textbooks. The measure continues with
the replacement of collective classes in rural areas with regular higher quality education in nearby schools
and a 50% increase in reimbursement of transport costs for students. Nevertheless, careful choices need to
be made as school is sometimes the only centre of community life in remote localities and increased
quality could also be achieved through more use of digital education and online tools. Other positive
activities include the standardisation of work of psycho-social services and training of their employees.

As regards inclusiveness, focus has been put on assistant teachers, and the number of children with
special needs who attend regular schools has increased. Attention is being given to the training of
assistant teachers. However, a more comprehensive approach combining physical environment,
curriculum and assistive devices as well as further training for teachers (beyond assistant teachers) are
required. The transformation of special schools/institutes into resource centres supporting the education of
children with disabilities and their social integration is still ongoing, but not at an adequate pace as
regards the needs concerned. More human and financial resources are needed to transform these special
schools / institutes into resource centres. While the share of children aged 3-6 attending kindergartens
increased significantly until the school year 2017-2018, it has been stagnated since. Enrolment of children
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from vulnerable families also lags behind. The partnership between central and local governments is
essential to ensure adequate early childhood education and care and the provision of services to the
families that cannot afford the kindergarten costs. Increased attention also needs to be given to the early
childhood care for children aged 0-2, which is a very underdeveloped sector in Albania. It is important
that kindergarten teachers are fully trained and that school readiness for the grade 1 of compulsory
education is ensured. This can only be achieved with stronger partnerships with municipalities and by
increasing financial resources for the sector.

Reform Measure 19: “Development and empowerment of digital competency of teachers”

This measure involves integrating ICT into the digitalisation of education, a priority that is set out in the
National Strategy on Education for 2021-2026. ICT will be introduced into the curricula of grade 1 in
2022, grade 2 in 2023 and grade 3 in 2024. The measure also includes introducing coding skills in grade 4
in 2022, grade 5 in 2023 and grade 6 in 2024. This comes after two years of the COVID-19 pandemic and
there is an urge to ensure continuity in education but also to digitalise educational curricula overall. ICT
has greatly influenced the way educational services are provided, as it has the potential to provide
students with lifelong learning skills, ensure they fully participate in society and enable them to have
success in their professional life. However, more research is needed to ensure its practical application in
Albania.

The EUA4School programme, implemented by UNDP, will assess the IT skills of teachers in 63
educational facilities, as a first step in assessing the needs gap. It is important to ensure an adequate
assessment not only of competences but also of the infrastructure and services available in municipalities,
such as electricity supply and internet connection. A stronger partnership is needed with families to
ensure blended education is rolled out. The biggest challenge is for teachers. The measure includes
specific teacher training, as they will deliver the ICT and coding classes. In addition, it includes the
training of leaders of professional networks to promote the use of ICT in the teaching process. More
emphasis and resources should be allocated to ICT training in a broader sense, and with a long-term
approach.

Employment and the labour market

This area and the reform measure 1 are analysed above in Section 4, under key challenge #1.
Social dialogue

Bipartite social dialogue remains very weak in both the public and private sectors. The limited
effectiveness of social dialogue mechanisms undermines the value of collective action and erodes public
trust in the ability of social partners to influence policy and law making. As regards the national tripartite
body (National Labour Council, NLC), a by-law was adopted in January 2020 clarifying the
representativeness criteria for social partners. In 2021, the NLC secretariat was staffed with three
members, one for each constituent party. However, the last meeting of the NLC was convened in
February 2021. The mandate of the NLC expired in April 2021 and its renewal is planned only for April
2022, resulting in a long absence of consultation. Tripartite consultations are being treated as a formality
and documents are shared with social partners only shortly before the meetings. Moreover, the NLC’s six
technical sub-committees are not functional and so do not contribute to prepare the NLC’s discussions
and decisions. There is no earmarked budget line to support the proper functioning of NLC and its sub-
committees. The Ministry of Finance and Economy and other relevant Ministries need to establish a
practise of discussing and consulting with the NCL draft laws, by-laws or decisions directly or indirectly
affecting employment and the world of work. Albania still plans to set up regional tripartite councils. In
addition, the system for the amicable resolution of labour disputes needs further consolidation to enhance
access to justice for the workers especially the vulnerable ones. On a positive note, the Albanian social
partners advocated for the ratification by the Albanian Parliament (3 February 2022) of the ILO
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Convention 190 and committed to promoting safe and healthy working environments that are free from
violence and harassment.

Social protection and inclusion

This area and the reform measure 4 are analysed above in Section 4, under key challenge #2.

Healthcare

This area and the reform measure 5 are analysed above in Section 4, under key challenge #2.
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ANNEX B: OVERVIEW OF THE MAIN INDICATORS PER AREA/SECTOR OF THE ECONOMY

Area/Sector

Energy

Energy imports
dependency (%)
Energy intensity:
Kilograms of oil
equivalent (KGOE)
per thousand euro

Share of renewable
energy sources
(RES) in final energy
consumption (%)
Transport

Railway Network
Density (metres of
line per km? of land
area)

Motorisation rate
(Passenger cars per
1000 inhabitants)
Agriculture

Share of gross value
added (agriculture,
forestry and fishing)
Share of
employment
(agriculture, forestry
and fishing)

Utilised agricultural
area (% of total land
area)

2016

20.2%

227.07v

36.94%

11.06"

151.1v

22.6%

40.2%"

41.1%

Industry (except construction)

Share of gross value
added

Contribution to
employment (% of
total employment)
Services

Share of gross value
added

Contribution to
employment (% of
total employment)
Business environment
Rank in Global
Competitiveness
Index

(Source: World
Economic Forum)

14.0%

12.8%"

53.2%

40.5% "

93

2017

38.2%

228.07"

35.90%

11.62%

146.8"

21.8%

38.2%"

40.8%

12.8%

12.5%"

54.9%

42.4% "

80

2018

21.1%

217.10%

36.84%

11.62%

159.9%

21.1%

37.4%%

40.8%

14.1%

12.7%%

54.5%

42.9%"Y

76

2019

315

N/A

38.04%

5.88%

174.1v

21.0%

36.4% "

N/A

13.8%

13.1%%

55.4%

43.5%"

81

2020

30.7%

N/A

45.02%

7.79%

191.3%

21.8%

N/A

12.5%

N/A

55.3%

N/A

N/A
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EU-27 Average

(2020 or most recent year)

57.5%

110.18%

22.09%

49.0 (018)

519 (2018)

1.8%

4.3%

40.6%

19.5%

18.2%

73.1%

71.0%

N/A
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Estimated share of

informal economy in

GDP (as % of GDP) Up to

(Source: IMF) 28.3% N/A N/A N/A N/A N/A
Research, development and innovation

R&D intensity of

GDP (R&D

expenditure as % of

GDP) N/A N/A N/A N/A N/A 2,32%
R&D expenditure —

EUR per inhabitant N/A N/A N/A N/A N/A EUR 694.60

Digital economy

Percentage of

households who

have internet access

at home N/A N/A 84% 85% N/A 91%
Share of total

population using

internet in the 3

months prior to the

survey [NB:

population 16-74] N/A N/A 62.6%" 68.6%" N/A 88%
Trade

Export of goods and

services (as % of

GDP) 29.0% 31.6% 31.6% 31.3% 23.1% 46.7%
Import of goods and

services (as % of

GDP) 45.8% 46.6% 45.3% 45.0% 37.9% 42.9%
Trade balance (as %
of GDP) 22.4%- -22.7% -20.2% -20.7% -20.4% N/A

Education and Skills

Early leavers from

education and

training (% of

population aged 18-

24) 19.6%" 19.6%" 17.4% W 16.3% % 15.6%" 9.9%
Young people not in

employment, in

education and

training (NEET) (%

of population aged

15-29) 30.0% "% 29.7%" 28.6%" 26.6%" 27.9%" 13.7%
Children aged less

than 3 years in

formal child care (%

of under 3-years-

olds) N/A N/A N/A N/A N/A 35.39% (019
Individuals who

have basic or above

basic overall digital

skills (% of

population 16-74) N/A N/A N/A 21% XX 56%0(2019)
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Employment and labour market
Employment rate (%

of population aged

20-64) 62.1%"
Unemployment rate

(% of labour force

aged 15-74) 15.2%"
Long term

unemployment rate

(% of labour force

aged 15-74) 10.1%"
Gender employment

gap (Percentage

point difference

between the

employment rates of

men and women

aged 20-64) 14.4 pps. W
Disability

employment

gap (Percentage

points difference in

employment rates

between people with

and without a

disability) N/A
Real gross

disposable income of

households (Per

capita increase,

Index = 2008) N/A
Social protection system
At-risk-of-poverty or

social exclusion rate

(AROPE) (% of

population) N/A
At-risk-of-poverty or

social exclusion rate

of children (% of

population 0-17) N/A
Impact of social

transfers (other than

pensions) on poverty

reduction N/A
Income inequality -

quintile share ratio

(S80/S20)

(Comparison ratio of

total income

received by the 20%

of the population

with the highest

income to that

received by the 20%

63.9%"

13.7% %

8.9%"

16.5 pps. W

18.1 pps.

N/A

58.5%

62.0%

12.55%

65.6% %

12.3% %

8.3%"

16.5 pps. ™

16.9 pps.

N/A

53.9%

57.7%

11.03%

67.1%%

11.5%"

7.3%"

15.0 pps. ™

18.7 pps.

N/A

50.8%

53.9%

11.88%

66.3%"

11.8%"

7.0%%

15.2 pps. W

13.3 pps.

N/A

46.2%

51.0%

12.10%"
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71.7%

7.2%

2.5%

11.0 pps.

24.5 pps.

107.23

21.9%

24.2%

32.68%
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with the lowest
income)

Housing cost
overburden (% of
population)
Healthcare
Self-reported unmet
need for medical
care (of people over
16)

Out-of-pocket
expenditure on
healthcare (% of
total health
expenditure)

N/A

N/A

N/A

41.77%"*

7.47

9.2%

13.1%

44.45%"*

6.98

6.0%

14.8%

44.58%°*

6.38

5.5%

14.6%

N/A

5.86

3.8%

10.6%

N/A

5.24

9.9%

1.8%

15.57%?018)

w: data supplied by and under the responsibility of the national statistical authority and published on an "as is" basis and without

any assurance as regards their quality and adherence to EU statistical methodology’

z: data from the World Health Organization

Source of data in Annex B: EUROSTAT, unless otherwise indicated.
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ANNEX C: PROGRESS WITH STRUCTURAL REFORM MEASURES FROM THE ERP FOR 2021-2023

While tackling the immediate impact of COVID-19 pandemic remained a clear priority in 2021, progress
was made in implementing the measures from last year’s ERP (average score: 3.4 out of 5). Activity
reports provide a fairly accurate description of the level of implementation of the measures that were
reported on. However, five measures were not reported on. These were measures on i) areas of
wastewater, ii) retail payments, iii) the quality and coverage of VET, iv) on cross border movement, and
V) on access to healthcare respectively. In addition, a 2022 measure on economic integration was reported
on, which cannot be taken into account. The Commission therefore had to independently evaluate the
extent to which these five measures were implemented in the reporting period. . The scoring was slightly
imprecise for the measures related to addressing the informal economy, diversifying energy resources,
and the employability of the most vulnerable unemployed jobseekers. Some of the activities related to

broadband and inclusive education were not reported on, so also had to be estimated.

60%

50%

40%

30%

20%

10%

0%

Graph 11.1.2: Albania - Implementation of the structural reform
measures of the ERP 2021-2023

50%

22%

11% 11%

-

no implementation implementationis initial steps have implementation  implementationis full implementation
being prepared been taken ongoing with some advanced
initial results
no implementation implementation is being prepared
initial steps have been taken = implementation ongoing with some initial results
= implementation is advanced m full implementation
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ANNEX D: COMPLIANCE WITH PROGRAMME REQUIREMENTS

The ERP process is coordinated by the Ministry of Finance and Economy. The Minister is the national
coordinator, as defined by order no.107 of the Prime Minister of Albania, dated 6 August 2019. This
order sets out the ERP’s coordination structure as well as the establishment of the inter-ministerial group
and the inter-ministerial technical secretariat. An inter-ministerial working group for the preparation of
the ERP is in charge and the ERP focal points are appointed in each line ministry.

Consultation with the parliament or regional and local authorities did not happen, and there were no
proactive outreach actions to seek the opinions and feedback from different stakeholders. According to
the ERP technical secretariat at the Ministry of Finance and Economy, the ERP document was uploaded
onto the government’s platform for consultation on 22 December 2021, but no comments were provided.
This means that no pro-active public consultation took place. In previous years, e-mail notifications were
sent to different stakeholders to get their opinion and written comments on the document. However, for
the 2022-2024 ERP, the authorities failed to complete a successful consultation process. The ERP
coordination structure should examine what happened and revise the mechanism for consulting with
stakeholders to avoid a passive consultation process.

Macroeconomic framework

The programme is in line with the medium-term budgetary framework and the Budget Law of Albania. It
was submitted in time on 1 February 2022. It describes the past economic developments based on the
available data and was published on the Ministry of Finance and Economy’s website. Projections for
2022 and beyond are only provided in the form of data without explanation. The basis for the projections
on export developments and foreign direct investment are not mentioned. The framework’s horizon
extends to 2026 but data on long-term sustainability (demographic developments, pensions, health
expenditure) and on contingent liabilities/use of sovereign guarantees and discretionary measures were
not provided. Information on the level of implementation the policy guidance 2 and 3 was implemented is
incomplete. The ERP does not provide an analysis of labour productivity, skills shortages, migration,
brain drain or the investment environment.

Fiscal framework

The ERP does not make clear a link between the analysis of the challenges the economy faces, the
proposed reforms, and the corresponding budget allocations and lacks details on the expenditure plans, in
particular on capital expenditure. It remains unclear if policies are sufficiently financed, because budget
priorities in the ERP are not accompanied by the corresponding budget allocation and they are also not
linked to the structural reform part. It is difficult to link policies mentioned in the ERP with the macro-
fiscal or budget tables or to make comparisons in time, because the budget headings are aggregating many
expenditure types while at the same time new headings for small expenditure items are introduced, which
change every year. The ERP document could not take into account the full year’s budget outturn for 2021,
once the outturn data was available, the fiscal deficit of 2021 changed significantly within a few weeks
after the submission of the ERP. One month after the submission of the ERP 2022, the 2021 outturn data
changed the public debt ratio (similar to last year) so much (2 pps. of GDP) that the ERP plan for 2022
would actually result in an increasing instead of a decreasing public debt ratio. There is only limited
information on the contributions to and spending by the social insurance schemes. Information on arrears,
local-government revenues and expenditure is missing. Fiscal data do not yet meet ESA 2010
requirements, in particular not on: the valuation of foreign debt, the consolidation of financial and non-
financial transactions, the recording of arrears, of PPPs and of capital transfers and loans within the public
sector and on functional government expenditure (COFOG). With the support of Eurostat, the statistical
office is striving to align its fiscal statistics with EU requirements. Albania regularly sends EDP
notifications to Eurostat on a best-effort basis and strives to improve them. It has not yet completed the
move from cash-based to accrual accounting, and government finance statistics are not yet aligned with
international standards.
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The structural reform priorities section mostly follows the guidance note. In terms of the reporting of the
implementation of the policy guidance and the structural reform measures from the 2021-2023 ERP
sufficient and up-to-date, this is mostly accurate, with some exceptions. There are 19 reforms in the ERP
2022-2024, i.e. within the limit of max 20 reforms. The page limit is not respected - the structural reform
measures contain more than 68 pages (i.e. 28 pages more than max 40 pages), without taking the annexes
into consideration. As is described in each measure, in majority of cases the activities are clearly defined
along the three-year period of implementation.

With regards to tables 9-12: Table 10.a (costing of structural reform measures) 50% were not completed.
In some cases, clearly high-cost measures are paradoxically indicated a cost zero - such as for the reform
18 - increasing access to healthcare services. On Table 10.b — Financing of structural reform measures -
55% not completed. On Table 11 32% of the structural reform measures of ERP 2020-2022 are not
reported upon. These reform measures are related to: i) Defragmentation and consolidation of
agricultural land; ii) Reform on the Water and Waste Water Sector, iii) Improve institutional capacity of
the research and innovation system; iv) Finalisation of the pre-university curricular reform, training and
hiring of teachers; v) Inclusive education; vi) Modernisation of the early childhood education system
financing.
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2 . MONTENEGRO

The economic reform programme (ERP) was submitted on 31 January 2022.

The economic consequences of Russia’s war against Ukraine may render the macro-fiscal scenarios
presented in the ERP partially obsolete. The Commission will publish its updated macroeconomic and
fiscal projections for candidate countries, reflecting the expected impact of the war against Ukraine and
related sanctions, in its spring economic forecast in mid-May 2022.

The short-term macro-fiscal outlook may change considerably. However, the major medium-term fiscal
and structural reform challenges and priorities identified in this assessment remain valid irrespective of
the short-term outlook. Appropriate policy responses are essential to ensure a sustained economic
recovery, greater resilience and fiscal sustainability.

2.1. EXECUTIVE SUMMARY

The baseline scenario set out in Montenegro’s economic reform programme (ERP) foresees real
GDP to fully recover to its pre-COVID-19 crisis level in 2022 and to maintain robust growth
afterwards, but uncertainty is exceptionally high. The reopening of borders contributed to a strong
rebound of the economy in 2021, thanks to a revival of tourism and related services. Over the programme
period, the economy is set to benefit from a strong fiscal stimulus in 2022, supporting households’
income and lowering the tax wedge, as well as from an ambitious multiannual capital investment
programme. However, there are downside risks. A new wave of the virus and the fallout from Russia’s
aggression against Ukraine could hold back tourism, slowing down the economic recovery. War-related
risks could also lead to further rises in energy and food prices. Import may increase by more than
expected if investment plans are realised.

The ERP’s fiscal strategy relies on a strong stimulus in 2022 and back-loaded consolidation based
on expenditure retrenchment. The strong rebound of the economy in 2021 boosted revenue and,
together with capital budget under-execution and lower spending on goods and services, enabled a very
sizeable improvement of the budget balance which came in lower than planned. However, the 2022
budget targets a sharp increase in the deficit driven by revenue measures to abolish health contributions
designed to lower the tax wedge, as well as new social spending initiatives. Over the medium term, the
fall in the revenue ratio is expected to be outweighed by planned expenditure restraint relying on some
reduction in current spending, which did not yet receive support in parliament. The public debt ratio fell
by some 20 percentage points to 85.5% in 2021 thanks to the economic rebound and the use of
accumulated deposits to pay back maturing debt. Under the ERP, Montenegro plans to bring debt below
70% in 2024,

The main challenges facing Montenegro include the following:

e While lingering downside risks to the economic recovery call for a cautious phasing out of fiscal
support, the public debt burden, albeit declining, remains a challenge. Non-discretionary
spending remains high, exacerbated by electoral competition and a marked pro-cyclical fiscal stance
in 2022. At the same time, given the high uncertainty about the pandemic and the impact of Russia’s
war against Ukraine, standing ready to provide crisis mitigation if needed seems appropriate. Overall,
fiscal sustainability needs to be enhanced by a medium-term plan to reduce debt contingent on the
economic outlook and based on specific measures. Broadening the tax base, streamlining tax
exemptions and incorporating new budget revenue initiatives to offset recent revenue-decreasing
measures would contribute to rebuild fiscal space and reduce public debt.
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e Strengthening the long-term sustainability of public finances requires improvements in fiscal
governance and public investment management. New expenditure initiatives are often adopted
without properly taking into account their fiscal implications. Large infrastructure projects should be
better managed and prioritised in light of the fiscal space available. Following up on plans to set up
an independent fiscal institution would contribute to improving fiscal policymaking.

e Making the regulatory environment business-friendly. Public authorities have committed to
digitalisation, with several reforms under way, and in 2021 the country fully implemented the
electronic procurement system. New reform initiatives on access to finance, support for innovation
and on the management of state-owned enterprises are both relevant and needed. Steadfast
implementation of business-centric reforms should remain the authorities” focus over the coming
years.

e Reducing the size and scope of informal economy. The ‘Europe Now’ reforms of 2021 reduced the
tax wedge on labour and could have a significant impact on the informal economy. If successful,
these reforms and changes in the regulatory environment, in particular on digitalisation, may well
shrink the informal economy over the coming years. Nonetheless, it is necessary to keep a clear
vision of desired changes, to follow with further reforms, to ensure full cooperation between
businesses, state and local authorities, and to make a plan for monitoring and follow-up actions to
achieve a pronounced impact on the informal economy.

e Persistently unfavourable labour market outcomes undermine potential growth and
improvements in living standards. The COVID-19 pandemic continued to exacerbate the structural
deficiencies in the labour market, including persistently low rates of labour market activity and high
unemployment, especially among women, young people and the low-skilled. Montenegro has taken
some initial steps to tackle these problems. Further efforts are needed to tackle high youth
unemployment and to reform the social protection system. The provision of active labour market
policies is not effective in activating people on the labour market. While some studies over the past
year on active labour market measures were conducted, the country lacks a continuous monitoring
mechanism of active labour market measures.

Montenegro partially implemented the policy guidance, jointly adopted at the Economic and
Financial Dialogue meeting of 12 July 2021. The government provided well-targeted support to
vulnerable sectors during the pandemic, preserving jobs, and provided liquidity to companies and
citizens, supporting the strong rebound of the economy in 2021. It adopted a new fiscal strategy at the end
of 2021 to boost economic recovery over the medium-term. However, some of the budget consolidation
measures failed to be adopted, and the budget deficit for 2022 risks exceeding the level originally
planned. Some initial progress was made with the public investment management assessment (PIMA) and
establishment of a fiscal council. However, progress stalled after some initial work. Montenegro
advanced on the preparation of the draft Youth Guarantee implementation plan, on the roadmap for
reforming the social protection system, and made some progress on reforming the vocational education
and training system.

The ERP 2022 provides an ambitious and comprehensive programme integrating economic, fiscal
and structural reform plans that are partly in line with the key challenges and priorities that the
Commission identified. The core of the programme is structured around the ‘Europe Now’ programme.
Some measures accompanying this initiative were rejected and some unplanned measures incorporated,
requiring adjustment later on to rebalance the programme. On structural reforms, the ERP incorporated
many new, well-designed and relevant reforms, focused primarily on the identified key challenges to
Montenegro’s economy. Digitalisation, reforms of the labour market and of state owned enterprises are
particularly relevant. A new measure related to the green transition is another welcome addition. The
shared European growth model linked to the twin green and digital transition will have to be consolidated
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in the ERP process for Montenegro, even more so in the current geopolitical context. There was moderate
progress on implementing the reform measures in 2021.

2.2. ECONOMIC OUTLOOK AND RISKS

Montenegro’s economy recorded very strong growth in 2021, though it did not fully recover its pre-
pandemic level. The double-digit rebound in GDP was driven by a robust revival of tourism, helped by
the reopening of borders and its positive spillover effects on related services. The increase in the number
of visitors boosted private consumption, but it also resulted in a surge in imports due to the strong
dependency of the economy on foreign goods. However, thanks to increased surpluses in the services and
income balances, the current account deficit narrowed. Labour market conditions suffered particularly
from the negative effects of the pandemic despite several state-support packages to preserve jobs.
Employment kept contracting year-on-year, from the outbreak of the pandemic in March 2020 until June
2021.

The ERP projects GDP growth to average above 5% over 2022-2024, supported by an ambitious
infrastructure investment and fiscal stimulus programme. According to the ERP, traditional sectors of
the economy like tourism, energy and agriculture are expected to recover or exceed their pre-pandemic
levels in 2022. The programme sets out an ambitious new multiannual investment cycle. After completion
of the first section of the Bar-Boljare highway in 2022, work is planned to start in other sections by the
end of 2022, together with the construction of new power plants, development of airports and other public
infrastructures.

Another intention is to develop digitalisation and the IT sector in an effort to diversify the economy.
Economic development would be further supported by fiscal stimulus provided by the government’s
‘Europe Now’ programme (*¢). This programme, accompanying the 2022 budget, aims to boost
employment, investment and domestic demand by increasing net wages significantly as a result of
lowering the tax wedge, hiking up the minimum wage and increasing public sector wages. Overall, these
measures are expected to boost households’ disposable income while reducing labour costs for
businesses. As a result, the ERP expects real private consumption to rise by more than 4% on average
over 2022-2024. Investment would return to growth in 2022 and it is expected to surge by some 9% in
both 2023 and 2024. Meanwhile, public consumption growth would moderate from 2% in 2022 to 1.5%
in 2024. After the recovery of the economy to its pre-crisis level in 2022, both imports and exports are
expected to decelerate markedly afterwards. The ERP projects the output gap to close in 2022 and turn
strongly positive by 2024, which raises questions about the sustainability of the forecast buoyant GDP
growth.

The baseline GDP growth scenario is on the optimistic side and subject to significant risks. The
macroeconomic outlook continues to be subject to a relatively high degree of uncertainty in the recovery
phase from the COVID-19 pandemic as well as new risks stemming from Russia’s war against Ukraine in
particular given the exposure of Montenegro’s tourism sector to the region (over 20 percent of
Montenegro’s foreign tourists come from these two countries). However, the ERP’s projection that it will
recover the pre-pandemic GDP level in 2022 seems attainable considering the strong rebound registered
in 2021, and further fiscal support from the ‘Europe Now’ measures, even as the government widthdraws
most pandemic-related support measures.

Overall, the baseline scenario appears broadly in line with the Commission’s forecast for 2022, but
diverges noticeably for 2023 and 2024. In particular, the programme’s ambitious public investment plan
raises some doubts, considering the technical, financial and administrative hurdles experienced with
major infrastructure projects in the past. The ‘Europe Now’ programme aims to quickly improve the

(*8) See more details in Chapter 3, Public finance.
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living standards of the population by reducing the tax wedge and raising wages. However, it could result
in higher domestically driven inflation, which is only factored into an alternative scenario (see below).
Another risk only considered under the alternative scenario is the unstable political situation as some ERP
reforms could be discarded or reversed in the event of a change of administration. The strong deceleration
of imports foreseen in the baseline scenario is not consistent with past investment dynamics, as these
usually require significant imports of construction machinery and equipment.

Table 11.2.1:
Montenegro - Comparison of macroeconomic developments and forecasts
2020 2021 2022 2023 2024

COM ERP {COM ERP {COM ERP {COM ERP i COM ERP
Real GDP (% change) -15.3 -15.3/10.7 134 64 6.4 { 3.2 51 na. 45
Contributions:
- Final domestic demand 64 -64: 43 3526 3835 55 ina 53
- Changein inventories -10 -1.0; 00 00 00 0.0 00 0.0 na 0.0
- External balance of goods and services -72 -7.8: 63 99 38 26  -06 -0.5: na. -0.8
Employment (% change) -10.1 -10.0i 35 48 23 3525 34 na. 3.0
Unemployment rate (%) 18.3 17.9: 19.3 16.7 185 15.8 172 14.6; n.a. 13.6
GDP deflator (% change) -02 -02; 23 2823 22 14 17 na. 14
CPl inflation (%) -08 -03; 33 2125 2315 18 ina. 1.5
Current account balance (% of GDP) -26.0 -26.1:-17.8 -13.1:-15.8 -10.5:-16.8 -10.2; n.a. -10.0
General government balance (% of GDP) -11.1 -11.1: -34 -18: -05 -5.0: 0.2 -1.8 n.a. -0.6
Government gross debt (% of GDP) 103.5 105.2; 87.3 85.5: 77.8 76.6  71.7 73.2 n.a. 69.9

Sources: Economic Reform Programme (ERP) 2022, Commission Autumn 2021 forecast (COM).

The programme presents an alternative low-growth scenario focused on a series of events, some of
which would merit being considered as part of the baseline. The alternative scenario assumes higher
inflation and a worsening of the epidemiological situation reducing tourism flows. This would result in a
significant fall in private consumption until 2024, accompanied by a contraction of exports, falling by
half in 2022 compared to the baseline. In addition, it assumes a slower increase in public investment
which would also cause a sharp fall in GDP growth, notably in 2023 and 2024. Net foreign direct
investment (FDI) inflows are forecast to remain much more resilient, declining only moderately (by an
average of 1.3 percentage points of GDP) in the same two years. But this might not fully reflect the
potential fallout of increased political uncertainty on investor confidence.

Inflationary pressure — driven in 2021 by import prices — is likely to mount following strong wage
increases in 2022. So far, inflation has been led by the rebound in global oil and food prices through
imports. The ERP baseline scenario foresees stable and moderate consumer prices over the medium term,
with inflation averaging 2.3% in 2022 and easing gradually afterwards to 1.4% in 2024. This scenario
appears benign in view of recent geopolitical tensions, which would lead to further rises in energy prices
and to environmental charges on CO2 emissions, making electricity prices structurally higher. The ERP
also assumes a strong and generalised increase of wages in 2022 (by some 17% in nominal terms), which
is at odds with the scenario of low inflation. Second-round effects and the indexation of pensions and
public sector wages to the minimum wage (which surged by 80% in net terms at the beginning of 2022)
are likely to further increase inflationary pressures while worsening the sustainability of the pension
system.

The ERP’s projection of a decreasing current account deficit appears inconsistent with the
ambitious investment programme. Montenegro’s large external imbalances reflect the weak
competitiveness of its economy (mainly due to non-cost factors) and high investment needs.
Montenegro’s current account is characterised by surpluses in the services and income balances driven by
tourism and remittances, which only partially offset the chronic and large merchandise trade deficit.
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Following a large improvement in 2021 when the current account deficit halved thanks to the revival of
tourism and remittances, the ERP baseline assumes a further sizeable reduction in 2022, and then small
decreases (to around 10% of GDP) over the next two years. However, this scenario seems unlikely given
the likely underperformance of tourism in 2022, and the robust investment growth projected for 2023 and
2024, which — taking into account historical evidence — is likely to result in high import needs for
construction material and equipment. Furthermore, large wage increases exceeding productivity gains
might impair cost competitiveness, although the reduction of the tax wedge through the abolition of
health contributions provides some cushion.

Investments are set to remain stable, after recording double-digit levels during the pandemic. Net
FDI inflows totalled 11.6% of GDP in 2020 and 11.7% in 2021. The ERP projects FDI to remain broadly
stable, averaging some 10% of GDP in 2022-2024, and fully covering the projected current account
deficit. Downside risks to this outlook stem from political risks coupled with a tightening of global
financing conditions, which could hinder access to, or increase the cost of finance. Furthermore, the
intention announced in the ERP to engage into construction of several sections of the Bar-Boljare and
Adriatic highways simultaneously, could lead to higher than expected current account and budget deficits.
The external debt surged to 224% of GDP in 2020 (*°) (driven by the denominator effect, as GDP
contracted by 15.5% in nominal terms in 2020), after having remained stable at around 160% of GDP
over the previous 10 years. The main reason for this massive increase was the emission of government
debt to finance COVID-19 socio-economic support measures and to build up fiscal reserves.

External competitiveness and current account

Graph 11.2.1a: Montenegro - Current account Graph 11.2.1b: Montenegro - Real effective
balance (% GDP) 15 exchange rate (CPI based, 2010=100)
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Source: Economic Reform Programme (ERP) 2022. Source: IMF and ECB.

The banking system remained stable with some key metrics improving, but the quality of loan
portfolios needs close monitoring. From March 2020 to September 2021, the Central Bank of
Montenegro carried out an asset quality review (AQR) of all domestic banks according to ECB
methodology based on pre-pandemic assumptions. Results confirmed the stability of the domestic
banking system, and rated as satisfactory the level of asset quality and capital adequacy. The aggregated
solvency ratio (?°) was 16.2% (2019 reference data), above the statutory minimum of 10%. Only one bank
was required to strengthen its position, after which its solvency ratio increased to 12%.

During the COVID-19 pandemic, the central bank adopted ten packages of temporary measures aimed at
preserving the liquidity and solvency of domestic banks. As a result, the balance sheets of domestic banks
recorded significant growth. Thus, at the end of 2021, banks’ lending and deposits were 9.8% and 20.9%
higher respectively compared to December 2019, while profitability (return on equity) returned to its pre-
pandemic level.

(*°) Data provided by the Central Bank of Montenegro. Figures not available yet for 2021.
(*°) i.e. regulatory capital to risk-weighted assets ratio.
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Banks continued to fund themselves mainly through domestic deposits. However, there are risks due to a
potential increase in non-performing loans (NPLs) as the loan moratorium expired in December 2021. So
far, the NPL ratio has increased only moderately, to 6.2% of total loans at the end of 2021, compared to
5.5% in 2020 and 4.7% in 2019. To tackle this risk, the Central Bank of Montenegro will reinforce the
supervision of credit institutions, insurance companies and financial investment conglomerates in 2022.

Table 11.2.2:
Montenegro - Financial sector indicators

2017 2018 2019 2020 2021
Total assets of the banking system (EUR million) 4,182 4,407 4,604 4,586 5,328

Foreign ownership of banking system (%) 73.0 74.3 67.9 80.3 85.0
Credit growth (aop) 11.8 8.5 4.5 3.2 6.4
Deposit growth (aop) 13.8 5.9 0.5 -3.0 24.6
Loan-to-deposit ratio (eop) 0.8 0.8 0.9 0.9 0.8
Financial soundness indicators (eop)
- non-performing loans 7.3 6.7 4.7 5.5 6.2
- net capital to risk-weighted assets 16.4 15.6 17.7 18.5 18.5
- liquid assets to total assets 25.3 22.6 20.8 22.2 26.4
- return on equity 7.6 8.5 10.0 3.6 5.9
- forex loans to total loans (%) 0.7 0.5 0.4 0.2 0.2

Sources: National Central Bank, IHS Markit.

2.3.  PUBLIC FINANCE

The 2021 budget was much delayed but recorded a lower-than-planned deficit. The preparation of
the budget was marked by tensions within the ruling coalition, delaying its adoption until June. Public
institutions relied on temporary financing in the meantime. The adopted budget targeted a deficit of 2.8%
of GDP, but the final outcome was lower, at 1.8% of GDP according to the ERP (%), thanks to both
higher revenue and lower expenditure. This represents a very sizeable improvement compared to the
deficit of 11.1% of GDP recorded in 2020. Budget revenue was boosted by the strong economic recovery
as well as the introduction of higher excise rates, electronic fiscalisation of businesses’ cash registers,
increased tax discipline and the transfer of public companies’ profits to the central budget. However,
plans to tax illegally acquired property or undeclared revenue, and to introduce labelling of fuel products
to reduce fraud, failed to be adopted. Overall, total central government revenue surged by 16.6% y-0-y
and exceeded initial plans by 1.6%. Public expenditure declined by 2.6% y-0-y, coming 2.1% lower than
planned, notwithstanding the high expenditure base set in 2020 to finance COVID-19 support measures
and lower social security transfers in 2021. Significant savings were achieved in discretionary spending
too. Moreover, further expenditure reduction came as a result of delayed public works worth some 1.4%
of GDP.

The fiscal strategy combines tax reductions with spending retrenchment to achieve fiscal
consolidation. The medium-term key objectives of Montenegro’s fiscal policy consist in reinforcing
macroeconomic stability and the long-term sustainability of public finances while supporting the recovery
from the pandemic and economic growth. To this end, the government adopted in 2021 three plans: a
medium-term fiscal strategy, an economic strategy (or ‘Economic Recovery Platform for 2022-2026),
and an ambitious socio-economic programme called ‘Europe Now’.

Although the medium-term objectives remain similar to the past, the new plans constitute a major policy
change by introducing a progressive personal and corporate income tax system in Montenegro and

(®*) 2.1% of GDP according to central government preliminary budget execution data.
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abolish health contributions. As a result, tax revenue is projected to fall from an already moderate level by
2 pps. of GDP as of 2022. Non-tax revenue is also set to decrease as a percent of GDP as a result of
abolishing health contributions. The decrease in the revenue ratio is forecast to be outweighed by a
4.8 pps. decline in the spending ratio between 2021 and 2024, by making savings in government
consumption and interest payments. The primary balance, which turned positive in 2021 as the budget
outcome was better than expected, is set to deteriorate sharply in 2022 as revenue measures kick in, and is
forecast to turn positive again only in 2024 thanks to the back-loaded retrenchment of expenditure.

The sharp increase in the 2022 budget deficit implies a strong pro-cyclical fiscal stance in a context
of robust economic growth. The initial government proposal targeted a noticeable increase in the 2022
budget deficit to 3.8% of GDP, based on robust real growth of 6.4% and moderate inflation of 2.3%.
Capital expenditure was planned to rise significantly to 5.6% of GDP, up from 4.3% a year before, in
order to finance an ambitious plan of infrastructure investments. However, the budget adopted by
Parliament on 29 December 2021 further increased the deficit target to 5.1% of GDP, after adding a
number of unplanned social benefits amounting to more than 1.3% of GDP, while rejecting some of the
government’s proposed compensatory initiatives to balance the impact of revenue-decreasing
measures (?%). The adopted budget thus assumes a sharp reduction in budget revenue in 2022 (by some
3 pps. of GDP compared to 2021) due to the abolition of health contributions and the introduction of a
EUR 700 threshold as the non-taxable part of wages. Budget expenditure is set to increase by 0.5 pps. of
GDP compared to 2021.

The 2022 budget is articulated around the ‘Europe Now’ programme, a major fiscal reform initiative to
support the post-pandemic recovery. As of January 2022, the programme introduced a progressive income
taxation system. This constitutes a major change in fiscal policy, putting an end to the 9% flat tax rate for
corporate (CIT) as well as the personal income tax (PIT) of the past. The new regime brings in three CIT
rates (9%, 12% or 15%), depending on the company’s profit, and two rates (9% and 15%) for gross
personal income between 700 and 1000 euros, or above, respectively. It also applies a new 0% tax rate for
personal income up to 700 euros.

In addition, mandatory health insurance fees are also abolished, cutting the tax wedge on labour to 20.4%
of the gross wage and up to 31.1% for net wages of 2 000 euros and higher, compared to the previous
39% flat rate for all. The aim of this reduction of labour costs is to support the formalisation of
employment and promote job creation and investment. The budget also brought in a sharp (80%) increase
in the minimum wage to EUR 450. The abolition of health contributions together with the minimum wage
hike are expected to considerably boost the net average wage in Montenegro to EUR 700, up from
EUR 537 at the end of 2021.

The budget incorporated additional wage increases for public health and education workers. Overall, full
implementation of the ‘Europe Now’ programme, as adopted in December 2021, would require the
adoption of corrective measures (as initially foreseen) to ensure its sound financing and avoid the
projected sharp increase in the budget deficit.

(®®) Additional expenditure compared to the government proposal related to reintroducing benefits for mothers of three or more
children, make a third additional annual pension indexation (besides the two regular ones in January and July), a further
increase in the minimum pension, and a new benefit for all children under the age of 18. Conversely, the Parliament rejected the
proposed increases in excise rates and in the VAT rate for restaurants and catering services, and the amendments to the law on
public-sector wages to lower wage coefficients to contain public wage growth resulting from the much higher minimum wage.
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Box 11.2.1: The budget for 2022

On 29 December, the Parliament of Montenegro adopted the 2022 budget law. It projects a deficit

of 5.1% of projected GDP.

The 2022 budget put into effect the ‘Europe Now’ programme. However, Parliament rejected
some of the measures to strengthen the revenue side of the budget , and incorporated a series of
unplanned social benefits into the budget, without offsetting measures.

Structurally, the introduction of progressive taxation in January 2022 represents a major change to
the fiscal framework, putting an end to years of low flat tax rates.

Table: Main measures in the budget for 2022

Revenue measures*

Expenditure measures**

o Increasing the minimum wage and reducing
the tax wedge on labour
(Estimated impact: -2.4% of GDP)

e Rescheduling tax receivables .
(Estimated impact: 0.3% of GDP)

e Introduction of CIT and PIT progressive .
taxation
(Estimated impact: 0% of GDP in 2022 N
and EUR 0.5% of GDP afterwards).

e Reducing informal economy N

(Estimated impact: 0.2% of GDP)

Increasing the minimum wage and
reducing the tax wedge on labour
(Estimated impact: -0.01% of GDP)

Aligning other expenditure categories
(Estimated impact: 0.2% of GDP)

Benefit for mothers of 3 or more children
(Estimated impact: 0.5% of GDP)

Benefit for all children under 18
(Estimated impact: 0.5% of GDP)

Increasing the minimum pension
(Estimated impact: 0.3% of GDP)

Introducing a third annual pension
indexation (instead of two)
(Estimated impact: n/a)

Measures rejected in Parliament or withdrawn by the government:

e Change of excise tax policy (Estimated impact: 0.4% of GDP)
o Fiscal labelling of fuels (Estimated impact: 0.3% of GDP)

e Taxation of undeclared revenue (Estimated impact:

0.4% of GDP)

e New legislation on games of chance (Estimated impact: 0.3% of GDP)
o Increase in the VAT rate (from 6% to 21%) for restaurants and catering services (Estimated

impact: n/a)

e Tax on cash withdrawal for businesses (Estimated impact: 0.09% of GDP)

o Amendments to the law on public sector wages in order to readjust wage coefficients to the
new minimum wage (Estimated impact:0.06% of GDP)

* Estimated impact on general government revenues.

** Estimated impact on general government expenditure.

Source: ERP
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In the medium term, the ERP projects an expenditure-based consolidation path. Tax revenue is
projected to recover somewhat in 2023, as the ERP expects some of the measures rejected by Parliament
to be presented again and finally adopted, such as the taxation of undeclared assets and further increases
in excise rates. Budget revenue is also set to increase further as a result of reducing informality and the
impulse from robust economic growth expected in 2023 and 2024. The ERP expects the introduction of
progressive taxation to remain neutral for personal income tax revenue. Corporate income tax revenue
projections (assuming a 0.5% of GDP increase from 2023) seem optimistic as more than 90% of domestic
companies are micro or small firms benefitting from the lower 9% tax rate.

On the expenditure side, capital spending and social security transfers are planned to remain broadly
stable over the medium term at around 5% and 12% of GDP respectively. However, current expenditure
is set to decline significantly from 40.4% of GDP in 2022 to 35.8% in 2024 as the level of current
spending remains stable in nominal terms over this period in a context of rapid GDP growth. As a result,
the budget deficit will gradually decline, to reach 0.6% of GDP in 2024 with a primary surplus of 0.8% of
GDP.

Overall, the ERP expects the 2022 tax reform to have a positive multiplying effect on the economy over
the medium term, broadening the tax base thanks to the creation of new jobs, higher consumption and
investment and the reduction of informality. The long-term sustainability of public finances would be
reinforced as a result. However, this back-loaded fiscal consolidation scenario appears vulnerable to
expenditure slippage risks. As witnessed with occasion of the adoption of the last budget, the unstable
political situation generates a pre-electoral context prone to increasing social spending.

Table 11.2.3:
Montenegro - Composition of the budgetary adjustment (% of GDP)
2020 | 2021 | 2022 | 2023 | 2024 |CMAn9E
2021-24
Revenues 44.6 44.0 41.0 40.9 40.4 -3.6
- Taxes and social security contributions 36.2 36.5 33.8 34.6 34.5 -2.0
- Other (residual) 8.4 7.6 7.2 6.2 5.9 -1.7
Expenditure 55.7 45.8 46.0 42.7 41.0 -4.8
- Primary expenditure 53.0 43.4 44.2 41.1 39.6 -3.8
of which:
Gross fixed capital formation 6.3 4.3 5.6 4.9 53 0.9
Consumption 13.1 12.0 11.3 10.6 10.1 -1.9
Transfers & subsidies 14.3 12.7 13.5 13.5 12.8 0.2
Other (residual) 19.4 14.4 13.8 12.2 114 -3.0
- Interest payments 2.7 2.4 1.8 1.6 1.4 -1.0
Budget balance -11.1 -1.8 -5.0 -1.8 -0.6 1.1
- Cyclically adjusted -5.8 -0.9 -5.5 -2.2 -1.5 -0.6
Primary balance -8.4 0.6 -3.2 -0.3 0.8 0.2
- Cyclically adjusted -2.6 1.7 -3.3 -0.6 0.0 -1.7
Gross debt level 105.2 85.5 76.6 73.2 69.9 -15.6

Sources: Economic Reform Programme (ERP) 2022, Commission calculations.

The ERP projects public debt to decline rapidly to around 70% of GDP by 2024. The debt stock
reached a record high of 105% of GDP at the end of 2020, driven by high budget deficits and a large
Eurobond issued that year to pre-finance debt maturing later under favourable conditions. This boosted
government reserves to 19% of GDP at the end of 2020. In 2021, part of these reserves were used to pay
back maturing debt worth some 5.7% of GDP, which, combined with the strong economic rebound and
the primary surplus, resulted in an almost 20 pps. fall in the debt ratio.
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Despite the planned significant increase in the budget deficit, the ERP expects the public debt ratio to
continue falling markedly in 2022, due to growth effects and further debt repayments from cash reserves,
which still amounted to 10.9% of GDP in September 2021. In 2023-2024, growth and inflation effects
will become the main factors driving down the public debt ratio.

Overall, the decrease in the debt ratio and debt management efforts have lowered vulnerabilities linked to
the high debt burden and its composition. In 2021, the government concluded a hedging arrangement with
a consortium of private banks to shelter public finances from currency risk on an USD 944 million loan
from China to build a major highway section. The swap deal also reduced the interest rate on this debt
from 2% in US dollars to 0.88% in euro. Currently, around 97% of the public debt is held in euro and
only 2.3% in USD. In addition, 74.3% of all debt carries fixed interest rates.

Box 11.2.2: Debt dynamics

Active debt management

Montenggro ] ) operations in 2021 and 2022,
Composition of changes in the debt ratio (% of GDP) using government cash deposits
2020 2021 2022 2023 2024  to repay public debt instead of
Gross debt ratio [1] 1053 855 76.6 73.2 69.9 borrowing to roll it over, are set
Change in the ratio 288 -198 -89 -34 -34 to generate large stock-flow
Contributions [2]: adjustments, which combined
1. Primary balance 84 -06 32 03 -08 With a gradual Improvement in
2. “Snowball” effect 167 -123 -49 -33 -27 theprimary balance in the outer
Of which: years, are expected to drive a
Interest expenditure 2.7 2.4 1.8 1.6 14 fas_t reduction in the public de_bt
ratio by some 35 pps. of GDP in

Growth effect 139 -121 -50 -3.7 -31
o 02 0 ' 09 10 2020-2024. A favourable
Inflation effect ' ' ‘ ' ’ scenario of strong GDP growth,

3. Stock-flow adjustment 3.7 -6.9 -71 -04 0.1

B S 2= SR moderate inflation and falling

[1] End of period. . . . interest costs would continue
[2] The snowball effect captures the impact of interest expenditure on accumulated . . .
supporting the reduction in the

debt, as well as the impact of real GDP growth and inflation on the debt ratio )

(through the denominator). debt ratio, thanks to the
The stock-flow adjustment includes differences in cash and accrual accounting, snowball effect.

accumulation of financial assets and valuation and other effects.

Source: Economic Reform Programme (ERP) 2022, ECFIN calculations.

The ERP identifies numerous risks to the achievement of planned fiscal targets. Apart from the risks
related to the ‘Europe Now’ programme mentioned above, the weak financial situation of some public
companies as well as some state guarantees represent additional hazards for the stability of public
finances. Overall, these risks could be managed by using the government’s cash deposits or a well
calibrated budget rebalance. There is also a specific (and unavoidable) issue concerning future statistical
data revision. Concretely, the future introduction of the European System of Accounts (ESA 2010)
methodology would require reclassifying some operations of public companies into the general
government sector, increasing deficit and debt levels.

More optimistically, the ERP expects that some reforms, such as improving the corporate governance of
state-owned enterprises (SOESs), streamlining the public administration, or the concession of Montenegro
airports, could result in a better fiscal performance than planned. However, many of these reforms are not
new and have either failed in the past or have been postponed several times, which raises doubts about
their implementation. Another major risk — not reflected in the ERP —, concerns the political situation
following the no-confidence vote and the fall of the government in February. This may result in structural
reform delays, policy reversals or budgetary slippages but also in underperformance of planned capital
investments as construction plans may be further delayed.
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Box 11.2.3: Sensitivity analysis

The programme makes a detailed analysis of the deficit, with a comparison between scenarios as well
as with the previous ERP. The comparison of scenarios includes a detailed risk matrix identifying
potential positive and negative events (see above). However, a detailed impact of each single risk is
not quantified; only their total effect on the budget balance, as reflected in the alternative scenario.

Last year’s programme projected an almost balanced budget for 2022 and a surplus for 2023. By
contrast, this year’s ERP baseline scenario projects no surpluses and a particularly high deficit for
2022. This sudden change, in a context of strong recovery of the economy and budget revenue above
pre-pandemic levels (in nominal terms), is the consequence of the government’s intention to frontload
the ‘Europe Now’ programme and thereby provide a rapid boost to the economy.

Introduction of a progressive taxation system represents a major systemic change. As of 2022, the
system should help reduce inequalities. Higher revenues and profits would contribute more to sustaining
public finances, while the introduction of a non-taxable part of the wage (with a threshold above the
average salary) would benefit workers on a lower income. Overall, the new structure of spending devised
in the Europe Now programme is conducive to growth and social inclusion by supporting capital
spending, lowering labour costs and increasing significantly households’ disposal income.

Gaps in the budgetary framework remain to be addressed. Amendments are still pending to the Law
on Budget and Fiscal Responsibility with a view to establishing an independent fiscal council to
strengthen the oversight of fiscal policy, although some preparatory work has already been done.
Activities are being carried out to implement projects to enhance the budgetary system, establish a proper
medium-term budgetary framework and improve internal financial control. Programme budgeting was
introduced with the 2021 budget. However, it will take a few years to achieve full implementation, with
the introduction of performance indicators to monitor progress.

The Revenue and Customs Administration is implementing a project to set up an integrated revenue
management system (IRMS) and an online fiscalisation system in real time, to increase transparency of
the tax payment process and reduce informality. This would contribute not only to improving the
efficiency of the system, but also to implementing the ‘Europe Now’ programme. The government has
been working on the development of a public asset management company (called ‘“Montenegro Works’),
inspired by the model of the Hellenic Corporation of Assets and Participations (HCAP), to achieve a
more efficient and integrated operation of public companies. There is a considerable delay in rolling out
accrual accounting and production of government finance statistics based on ESA2010 standards.

2.4, KEY STRUCTURAL CHALLENGES AND REFORM PRIORITIES

Montenegro’s comparative advantage is built on its geographical location, climate and landscape.
Its small and open economy is service-oriented and largely focused on tourism as the principle source of
income. Services account for nearly 80% of all exports, while foreign tourists directly generate over 20%
of the country’s GDP. Given the country’s reliance on one sector and its small size, the economy remains
vulnerable to external shocks and the challenges of climate change. This calls for action to diversify the
economy and increase the value added in economic activities. Skill development programmes, in
response to the country’s smart specialisation strategy priorities, as well as action in the policy areas
related to the digital and green transitions should become the priorities for the Montenegrin authorities.

The Commission has conducted an independent analysis of Montenegro’s economy to identify the key
structural challenges to competitiveness and inclusive growth, drawing on Montenegro’s ERP and other
sources. This concise analysis shows that, despite progress made, the country suffers from several
structural and crosscutting weaknesses across many sectors of the economy. The key challenges in terms
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of boosting competitiveness and securing long-term inclusive growth remain the same as identified in the
last years. They are:

(i) increasing employment, particularly of women and young people, and tackling long-term
unemployment;

(ii) strengthening the regulatory environment and
(iii) reducing informality in the economy.
This assessment therefore focuses on those three key challenges.

Montenegro also needs to tackle corruption, improve the rule of law and strengthen institutions in order to
promote competitiveness. Addressing these fundamental concerns is a prerequisite for a successful
transformation of the economy. The Commission closely follows progress in Montenegro’s annual report
on issues of strengthening the rule of law and fighting corruption.

Key challenge 1: Increasing employment, in particular of women and young people, and tackling long-
term unemployment

Despite the economic growth in 2021, labour market indicators only improved marginally. The
unemployment rate in the third quarter of 2021 fell by 4.2 pps. to 14.8%, compared to the same period in
2020. The employment rate increased from 43.0% to 46.5% and the activity rate from 53.1% to 54.6%,
though it has still not reached the pre-crisis level of 60% in the third quarter of 2019, according to
Monstat. By way of comparison, in the EU, the unemployment rate (15-74) was 6.9%, the activity rate
(20-64) was 78.9% and the employment rate (20-64) was 73.6% in the third quarter of 2021. There are
significant disparities between the country’s three regions. The unemployment rate in the Northern region
(33%) was more than eight times that in the Coastal region (4%) in the third quarter of 2021. A number of
vulnerable groups, including Roma and persons with disabilities face additional challenges in accessing
the labour market, despite the support available for these groups under employment and education
programmes. Montenegro adopted two further economic support packages in 2021 aimed at job retention
by providing support to businesses, workers affected and vulnerable groups.

As a direct response to the 2020 policy guidance to ‘take measures to preserve employment including by
ensuring short-time work schemes and flexible working arrangements’, Montenegro proposed to roll over
Measure 16 from the 2021 ERP, and proposed Reform Measure 2 — “Introducing new work schemes and
work-life balance’. The aims of the measure remain appropriate and in line with EU-Montenegro
priorities.

The most vulnerable groups on the labour market are still women, young people and the low
skilled, and long-term unemployment remains a structural challenge. The pandemic had a significant
negative impact on youth employment (15-24), with employment rate for the age group falling to 18.4%
in the fourth quarter of 2020 from 26.9% in the fourth quarter of 2019. The rate of unemployment (15-24)
also rose to 42.0% in the fourth quarter of 2020 from 27.8% in the fourth quarter of 2019. In 2019, the
rate of young people (15-29) not in employment nor in education or training (NEET) stood at 21.3%. This
reflects significant difficulties in transitioning from education to employment, and a mismatch between
the skills acquired through formal education and the skills in demand on the labour market. It could also
indicate few job opportunities available for young people. The NEET rate increased significantly in 2020
to 26.6%. The NEET profile analysis conducted by the International Labour Organization (ILO) points to
a high and increasing number of unemployed graduates from secondary and higher education who are out
of employment. The highest share of unemployed people continue to be those with a lower level of
education. High long-term unemployment persists; 75.5% of the unemployed people were unemployed
for more than a year in the fourth quarter of 2020. Montenegro adopted the National Employment
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Strategy for 2021-2025 together with the Action Plan for 2022 on 29 December 2021 after a significant
delay. The ambitious Strategy contains measures to support a sustainable rise in employment, including
through strengthening skills development. Montenegro’s local employment strategies are important in
guiding efforts to address regional differences by taking tailored measures.

The country has active labour market measures to help young people join the work force, though
the effectiveness of these measures remains to be seen. The government took steps to put in place a
Youth Guarantee in Montenegro. In 2019, it put in place a specific measure designed to encourage young
people to join the labour market through employment or self-employment, however its effectiveness is
yet unknown. The professional training programme for graduates in place for over a decade has been
recently evaluated by the ILO, finding that the programme has been ineffective and recommending that
(ILO, 2022). In line with the Western Balkans Declaration adopted in July 2021 on ensuring sustainable
labour market integration of young people and with the 2021 policy guidance, Montenegro acted quickly
to create a multi-stakeholder group in charge of drafting the Youth Guarantee implementation plan.
Reform Measure 3 on ‘Introducing the Youth Guarantee Programme in Montenegro’ is expected to
support this work and provide a cross-sectoral policy overview combining multiple measures to activate
young people. In 2021, Montenegro launched an employment programme for young people in preparation
for the Youth Guarantee.

The pandemic widened the already wide gender gap in the labour market. The employment gap (20-
64) between women and men continued to widen, standing at a 15.6 pps. difference in the fourth quarter
of 2020 (compared to 11.2 pps. difference in the fourth quarter of 2019). In 2020, the rate of women
inactive on the labour market (20-64) remained far above the rate for men at 40.1% compared to 25.4%.
Employment gains continue to be larger for men than for women. Gender-sensitive career counselling,
programmes aimed at encouraging young women’s enrolment in non-traditional vocational programmes
and studies, or programmes aimed at helping women come back to the labour market after a prolonged
absence, for example as a result of childcare, are lacking (OECD, 2021). In July 2021, the government
adopted a new National Strategy for Gender Equality for 2021-2025 and an Action Plan for 2021-2022,
identifying clear operational objectives and measures to improve gender equality. The pandemic also had
a negative impact on the previously improving enrolment rate in early childhood education and care,
which should help improve the employment and training prospects for women. Previous improvements
made in the enrolment rate of children in pre-primary education worsened by 7.6 pps. in the 2020/2021
academic year compared to 2019/2020, which is an expected effect of the pandemic. Regional disparities
remain with low take-up in the north. The government adopted the Strategy and Action Plan for Early and
Preschool Education for 2021-2025 in 2021. Implementing these measures should help restore the
previous gains made.

Active labour market policies (ALMPs) are not sufficient to help jobseekers find sustainable, long-
term employment and they still focus insufficiently on re- and up-skilling. The country lacks a
comprehensive monitoring and impact assessment of the effectiveness of ALMPs, including following up
on the number of beneficiaries who remain employed in the long term following their participation in
activation programmes. This means that continuous policy adjustments are not made to render the
policies fit for purpose. Efforts are ongoing to improve the currently ineffective institutional set-up and
functioning of Montenegro’s public employment service, the Employment Agency of Montenegro
(EAM). This is reflected in Reform Measure 1 — “Strengthening operational capacities of the Employment
Office for the performance of services and measures via digitalisation’ which follows through on Reform
Measure 17 in the 2021-2023 ERP. The process to digitalise EAM based on the results of the procedures
identified and revised is expected to facilitate its work. It is also expected to improve the provision of
tailor-made and targeted services for young people and adults, and to contribute to the effective
monitoring and evaluation of ALMPs.

Informality remains an obstacle to improving labour market outcomes. Although it is assumed that
the wage-subsidy measures in response to the pandemic have prompted employers to formalise some of
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their employees, disincentives to declare work remain, and this requires a comprehensive set of measures.
The Labour Law adopted in December 2019 and the tax reform measures in the Europe Now programme
adopted at the end of 2021 aim at increasing labour market flexibility and remove the incentives for
undeclared work. The capacity of the Administration for Inspection Affairs, under which the Labour
Inspectorate operates, remains limited.

A mismatch of skills remains a significant challenge, particularly for young people. According to the
2020 Human Capital Index issued by the World Bank, ‘a child born in Montenegro today will be 63% as
productive when they grow up as they could be if they enjoyed complete education and full health’. The
quality and relevance of the entire education system and the lack of practical experience of graduates
from vocational and higher education have been long-term challenges. This has been aggravated by the
COVID-19 pandemic and continues to be a reform priority under the Osnabriick and Bologna
Declarations (ETF, 2022). There is a high rate of people transitioning from vocational education and
training programmes to higher education and other programmes that are less suited to market needs.
Occupational mismatch (i.e. over-qualification) is highest for people with a tertiary education (around
14%). Although tertiary educational attainment is still lower than the EU average, the labour market
cannot absorb the numbers of tertiary graduates in certain areas, such as business and humanities, and yet
there is still a shortage of medical and STEM graduates (ETF, 2019). This is detrimental notably in view
of their significance for the occupational domains targeted by the smart specialisation strategy.
Montenegro’s Entrepreneurial Lifelong Learning Strategy for 2020-2024, the National Partnership and
the Innovation Fund are expected to help address these skills shortages. Furthermore, the Strategy for the
Development of Vocational Education in Montenegro (2020-2024), along with its action plans, outlines
measures for overcoming workforce skills shortages and to improve the efficiency and the effectiveness
of the VET system and lifelong learning. Montenegro has committed to the Western Balkans agenda on
innovation, research, education, culture, youth and sport, which is expected to guide its reform efforts.

Lifelong learning and adult education with up- and re-skilling has not yet played a sufficiently
prominent role, including in facilitating the green and digital transitions. Given the very high share
of long-term unemployment, developing and implementing these measures remains essential. In 2022,
drawing up a digital education action plan and the Digital Skills Strategy should identify further measures
to address these shortcomings.

These shortcomings were clearly identified in the 2022-2024 ERP. It proposes two new reform measures
to target the persistent skills mismatches in the labour market and improve the relevance of the education
system, Reform Measure 4 — ‘Increasing employability of adults by improving their skills and
competences needed at the labour market” and Reform Measure 5 — ‘Digitalisation of the education and
development of digital skills’. These are in line with the European Commission’s policy
recommendations.

Montenegro adopted several reform measures in 2021 and 2020 that aim to improve the protection
of the most vulnerable segments of the population, improve general living conditions and bring
more people onto the job market. In line with the Social and Child Protection Strategy, the government
with the help of UNICEF has commissioned a study to review the social protection system. Following up
on the 2021 policy guidance, it has drafted a comprehensive roadmap of reforms. Following amendments
to the Law on Pensions and Disability Insurance and the Law on the Labour Fund in July 2020, in May
2021 it brought in other changes. It adopted amendments to the Labour Law raising the minimum wage
from EUR 222 to EUR 250 as of 1 October 2021, and to the Law on Social and Child Protection granting
universal benefits to all households with children under the age of six. The measures adopted under the
Europe Now programme in December 2021 also include increasing the net minimum wage from
EUR 250 to EUR 450 and raising the non-taxable personal income to EUR 700, thereby decreasing the
tax wedge on low-wage earners.
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Reform Measure 6 on ‘Reform of the national system for disability assessment’ and 7 on ‘Define
financial preconditions for reforms proposed under the Roadmap’ respond to the need to complete the
social care system and to reform the social protection system in line with needs.

Key challenge #2: Strengthening the regulatory environment

The institutional and regulatory environment in Montenegro calls for further reforms in the
coming years. The regulatory environment is not sufficiently business-oriented and hinders the dynamic
development of local companies and foreign investors’ activities, as underlined in detail in the
Commission’s ERP assessments in 2020 and 2021. Substantial improvements are needed to remedy the
inefficiencies and delays when dealing with the administration, excessive complexity and the
administrative burden from local taxation and para-fiscal charges, and the effectiveness of consultation
mechanisms between authorities and the business community, which should be continuous and structural.
Also on the list of issues for improvement are transparency in decision-making, inconsistencies and
arbitrary interpretation and law enforcement by public authorities, and access to finance for SMEs, both
in general and in specific contexts (COVID-19, innovation policies).

Companies stress that these deficiencies weaken the regulatory environment at central and local levels
and hold back Montenegro’s economy. This translates into lost opportunities in terms of jobs (with an
impact on Key Challenge 1) and provides incentives, specifically to micro and small enterprises, to carry
out undeclared work and transactions (thus fuelling the issues described under Key Challenge 3).

Montenegro made tangible progress in 2021 to improve the business and regulatory environment,
despite the COVID-19 impact. It met a major milestone on public procurement, migrating from a paper-
based system to the fully electronic system by the end of 2021. Electronic procurement is expected to
bring significant improvements to public procurement over the coming years. A centralised e-
procurement system via a single, dedicated portal, enabled by making comprehensive changes to
procurement legislation (aligned with EU law) paves the way for significantly easier access to
information on tenders from all contracting authorities, speeding up procedures and improving their
transparency. Implementing e-procurement has the potential to significantly reduce the scope for
corruption, breaches of competition rules and the potential for lengthy and costly appeals.

Involving businesses and social partners in dialogue with the government and regulatory processes saw
some promising developments. Businesses found it easier to have their voice heard in the design of
structural reforms planned under the current ERP and in the adopting COVID-19 mitigation measures.
The development and expansion of the role of the Competitiveness Council in 2021 could spur a more
systematic involvement of business partners in designing, drafting and implementing measures that affect
businesses. Supported by a permanent secretariat and ad hoc technical working groups and bodies, the
Council has the potential to become an important forum of consultation with the government.

The first result of this closer cooperation is the Register of (fiscal and para-fiscal) Charges, reporting
information on levies and charges affecting businesses at national and local levels. The Register provides
a basis for further simplification and harmonisation in the domain of local taxation. It remains to be seen
whether the authorities will use the Competitiveness Council in the future to strengthen major
government reforms and programmes. This would be in line with the policy guidance (PG 4) of the 2021
Joint Conclusions of the Economic and Financial Dialogue between the EU and Montenegro.

The government has embraced digitalisation as a way to strengthen Montenegro’s regulatory
environment. The process to digitalise the public sector and develop transactional e-government services
features prominently in the policy guidance of the Joint Conclusions (PG 5). In its latest ERP 2022-2024,
Montenegro committed to developing transactional electronic government services that, when
implemented, may greatly improve the institutional and regulatory environment and bring clear gains in
terms of efficiency and transparency of relations between businesses and public authorities. Though most
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of these reforms were planned or initiated earlier, the outbreak of the COVID-19 pandemic provided an
additional stimulus to these e-government projects. Implementing the discussed e-government services
could achieve a significant reduction in the scope for corruption and unequal treatment between
businesses. Accelerating the digitalisation of the economy and public administration may also facilitate
progress in addressing key challenges 1 and 3, as it reduces the time and cost of administrative procedures
for employers and businesses.

The proposed Reform Measure 9 — “Establishing a full electronic registration of enterprises’ is credible
and well developed. It should streamline the procedure of setting up and registering a company.

Another of the proposed reforms — Measure 11 — ‘Strengthening competitive position of MSMEs by
establishing a single access point’ aims to create a web portal containing all information relevant to
micro, small and medium enterprises that should also enable digital application for MSMEs support. It is
relevant and could contribute to creating a business-friendly regulatory environment.

Reform Measure 13 — ‘Improving digitalisation of the e-government by developing a platform for
complex e-services’ focuses on developing transactional level e-services of key interest to the
Montenegrin society. While its scope and significance go beyond the institutional and regulatory
environment, business (in particular micro and small businesses) would be among the beneficiaries of the
reform. The measure is relevant for increasing the competitiveness of and innovation in the Montenegrin
economy. The government could focus on simplifying administrative procedures, both paper-based and
digital, to achieve better results. It is not clear how the local authorities are involved in providing the
envisaged e-government services.

Reform Measure 14 — ‘Improving legislative and regulatory framework for further development of
broadband internet connection infrastructure’ could be considered a flanking measure for the
development of digital services at the national and local level. It concentrates on the adoption and
implementation of the Law on Electronic Communications (in line with Directive (EU) 2018/1972), the
national plan for broadband development and the strategy of development of 5G networks. The reform is
relevant and will undoubtedly contribute to developing a competitive and modern economy. A more
detailed description of expected impacts on competitiveness, society and labour is advised.

Access to finance, support for innovation and reform of state-owned enterprises complement the
list of regulatory environment reforms over the coming years. Montenegro’s current ERP adds new
areas of focus for the structural reforms under the regulatory environment challenge. Better access to
finance for micro, small and medium enterprises is, in a way, a classic area of business, institutional and
regulatory environment reforms in many EU and Western Balkan countries. In Montenegro, it regained
prominence due to the pandemic, with SMEs in the tourism and related sectors hit very hard in 2020 and
only partially recovering in 2021.

Reform Measure 10 — ‘Improving access to financing for MSMEs by creating a Credit-Guarantee Fund’
is relevant and credible, but it depends on swift adoption of the legislative framework by the Montenegrin
Parliament.

Access to funding also features prominently in developing innovation and providing support for research
and development. Reform Measure 12 — “Strengthening the national innovation and research ecosystem’
focuses on effectively implementing the Innovation Fund to support innovative enterprises and on
building the institutional capacity of the Council for Innovation and Smart Specialisation, in line with the
country’s smart specialisation strategy. It is relevant and aligned with the EU strategies. Successful
monitoring and implementation of the measure depends on the Ministry of Economic Development and
the Innovation Fund having sufficient administrative capacity.
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A prospective public financial management reform, Measure 15 — ‘Improving management of business
undertakings in majority state ownership’ fits in well with other reforms of the regulatory environment.
As reported by the latest OECD Competitiveness Outlook 2021, Montenegrin state-owned enterprises are
managed and perform worse than other state-owned enterprises in the region. The ultimate aim of the
reform, according to the Ministry of Finance and Social Welfare, is to define an optimal portfolio of state
ownership, transform the management structures and practices of selected enterprises and ultimately
improve their financial performance by setting up a holding company for these enterprises. If successfully
implemented, this would have a major impact on the performance of Montenegro’s economy, given that
state-owned enterprises are some of the largest companies and the largest employers. Nonetheless, the
scope of the reform presented in 2022-2024 ERP is much narrower and focuses only on the setup and
initial operations of Montenegro Works company, the body that should spearhead these reforms. A
comprehensive approach in the next edition of the ERP is desirable.

In summary, Montenegro’s efforts to improve its regulatory and institutional environment started
showing some results in 2021. This also prompted the government to table new priority reforms in this
field. Public authorities committed to action to digitalise the economy and roll out new e-government
services. If fully implemented, these reforms have the potential to improve the efficiency and
transparency of the regulatory environment, reduce costs and limit the scope for corruption. New reform
initiatives on access to finance, support for innovation and management of state-owned enterprises appear
very relevant. Working towards an inclusive, business-oriented regulatory environment and
implementation of a business-centric culture by the central and local public administrations should remain
the authorities’ focus in the coming years.

Key challenge #3: Formalisation of the economy

The informal economy constitutes a major obstacle to the inclusive, sustainable growth and the
competitiveness of Montenegro. According to different studies and estimates, the informal economy
represents between 25 and 33% of the country’s GDP and employs around 30% of the workforce
(UNDP). The informal sector is fuelled by deficiencies in the institutional and regulatory environment,
weaknesses on the labour market, insufficient enforcement capacity of the public authorities, corruption
and tax non-compliance. The most common practices of the informal economy in Montenegroare
reportedly informal employment and other forms of informal contracts (particularly for works in the
services sector), unregistered sales of goods and services; tax avoidance on sales of excisable goods;
pursuing economic activity without registration or the required license.

The impact of the informal economy is particularly harmful for the SMEs operating legally and
microenterprises in the services sector, which dominate the economy. These smallest companies perceive
informal competition as the most costly obstacle to doing business. The costs of the informal economy
and corruption are also higher for innovative companies, which particularly hinders the development of
sectors of the economy that are based on knowledge and skills. On the side of the public authorities, the
lack of proper monitoring tools is an obstacle to preparing, implementing and assessing the results of
targeted reform measures that attempt to address the informal economy.

Policies that aim to reduce the size of informal economy need to be broad and comprehensive due to the
diverse causes of the phenomenon and the complex relationship between labour market structures, the
institutional and regulatory environment, taxation, social policies and cultural factors. They need to create
incentives and conditions for the formalisation of informal economy, apply strong disincentives and
penalties to businesses and individuals that continue operating in the informal sector and unfairly compete
with legitimate businesses. Public authorities also need to take decisive actions to close any gaps in the
legal and institutional system that are subject to abuse. The authorities need to draw on a wide spectrum
of measures to combat the problem of informal economy effectively.
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Previous attempts to reduce the informal economy were undermined by the lack of continuity and
political support and by delays caused by the COVID-19 crisis. Reducing the scale of the informal
economy became a formal priority for the government in 2017. An action plan adopted at that time had a
rather limited scope, focusing on a narrow range of activities (such as checks and suppressive action on
businesses via different inspection services, with the focus on the tourism sector) that could provide a
quick increase in revenue to the state budget. A more comprehensive approach to informal economy and a
more ambitious, if undefined programme of reforms was outlined in the 2019-2021 ERP. The authorities
acknowledged, at the time, the need for a multi-faceted, multisector approach to the challenge and the
importance of involving legitimate businesses and social partners in action to reduce the informal
economy.

However, since the time, the activities reported under successive ERPs focused mostly on internal
reorganisations, reshuffling responsibilities between different administrative bodies and working groups
and repackaging previous plans. They did not result in a convincing new approach to the informal
economy and failed to overcome most of the previously identified deficiencies. Progress was delayed
again by the outbreak of the pandemic, which put on hold virtually all informal economy - related
activities scheduled under the structural reforms part of the ERP, and personnel changes. As a result,
despite the EU recommendations and Policy Guidance provided through the Joint Conclusions in recent
years, Montenegro did not produce a new action plan that would go beyond suppressive and control
measures or provide incentives to bring companies and work into the formal economy.

The 2022-2024 ERP relies heavily on measures in the ‘Europe Now’ programme to tackle the
challenge of the informal economy. Reducing the size of the informal economy, with an emphasis on
the labour market, is one of the stated goals of the ‘Europe Now’ programme, a fiscal and tax reform
adopted by the parliament at the end of 2021. The key reform under this programme combines the
reduction of the tax wedge on labour, thanks to the abolition of health insurance contribution paid by
employers, and the introduction of non-taxable income for gross salaries up to EUR 700. This is
accompanied by a higher (than before) personal income tax on salaries above EUR 1000. These measures
are expected to lower the labour costs for employers and lead to the creation of new (legal) jobs, thus
directly reducing the level of undeclared work in the economy.

Reform Measure 17 — ‘Improving the business environment by reducing the labour tax wedge’ — is a
direct reflection of this key reform in the 2022-2024 ERP. The measures are relevant, ambitious and
comprehensive. They seek to address all three key challenges for Montenegro’s economy — the first
reform of such cross-cutting nature in the ERP. The reform certainly has the potential to make a
significant impact on the size of informal economy in Montenegro, but potential risks (which are not
described well in the text) are high. Careful monitoring of the impact and getting an up-to-date picture of
the informal economy sector in Montenegro (see below) are needed to assess the short and mid-term
results of the reform and to make any adjustments, if necessary.

The key labour tax reform is accompanied by two, relatively low-key measures. Reform Measure 16 —
‘Suppressing informal economy through the tax administration reform’ is a continuation of the measure
from previous years. It aims to improve the efficiency of the Revenues Administration and reduce costs
for taxpayers, providing the capacity to uncover and act on the informal economy. As such, the measure
is relevant and clearly developed. However, and as indicated in the past, the risks of further delays in
implementation due to restructuring, limited capacities and turnover of staff remain high.

A new reform, Measure 18 — ‘Information system and mobile application for monitoring the tourism
parameters’ aims to link some of the IT systems of the public administration and roll out a new mobile
application to register guests to curb unregistered (and thus non-taxed) stays in holiday accommodation.
The reform is embedded in the economic priorities of the government, but appears narrow in scope for a
strategic-level priority reform addressing a key challenge. It would become more effective if linked with
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other measures designed to curb the informal economy and boost the competitiveness of legally operating
companies in the tourism or services sector.

The ERP lacks a cross-sectoral, overarching measure that underpins action to reduce the informal
economy. According to government officials, the long-delayed work to draft Montenegro’s new action
plan on the informal economy, mentioned in the last three ERPs, is expected to continue in 2022, but no
longer in the scope of this strategic document. As a first step, a survey on the informal economy is to be
carried out among companies and households. A consultancy was reportedly chosen to carry out this task
and assist the working group, comprised of officials from different ministries, in selecting and designing
the activities to be included in the action plan. The survey should also be instrumental in the context of
the tax wedge reform (Measure 17).

Montenegro implemented two related initiatives not included in the ERP structural reforms during the
pandemic. The first resulted in new excise duty stamps, backed up by a smartphone application that
enables users to check the authenticity and legality of excise goods. The second, the e-fiscalisation
initiative, aimed at registering and supporting proper taxation on all cash transactions at the point of sale.
It was partially implemented in 2021 and work will continue in 2022. These are rare examples of actions
aimed at reducing the informal economy that were achieved in the last years.

Follow-up action, better coordination and steadfast implementation are required to achieve
tangible results. The yet-to-be drafted government plan to reduce the size of the informal economy
would benefit from an approach combining targeted, suppressive and control measures with further
incentives to legalise informal businesses and informal employment, beyond the measures taken under the
‘Europe Now’ programme. Another, so far disregarded aspect of the informal economy that requires
government attention is the need to address the most obvious gaps and inconsistencies in legislation that
facilitate the operation of informal businesses (for example, concerning the powers of labour inspectorate
that operates under the Administration of Inspections Affairs). A deep reform of inspection bodies and
their digitalisation is necessary, together with action to develop capacities of inspections and tax
authorities. Continuous coordination of action by different public institutions, businesses and other social
actors and a structured dialogue involving both central and local authorities is key for the successful and
timely implementation of any measures. The process of the digitalisation of the public administration and
services provides ample opportunity to reduce the scope and size of the informal economy. The
determination of the public authorities to enforce rules through administrative and judicial means will
play an equally important role in the process.

In summary, the government has recognised the magnitude of the challenge posed by the informal
economy for the long-term, sustainable development of Montenegro and it took some decisive actions at
the end of 2021. It remains to be seen whether the reforms and legal changes initiated under the ‘Europe
Now’ programme will result in a significant reduction of the informal economy. Successful
implementation of key tax reforms in the labour market and changes ongoing in the regulatory
environment, in particular digitalisation, may indeed address some of causes of the informal economy
over the coming years. Nonetheless, a clear vision, further reforms and a plan for follow-up actions is
needed to produce a cumulative and pronounced impact on the informal economy.
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Box I1.2.4: Monitoring performance in light of the European Pillar of Social Rights (23)

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European Parliament, the Council and the European
Commission, sets out 20 key principles and rights on equal opportunities and access to the labour market, fair working conditions, and social
protection and inclusion for the benefit of citizens in the EU. The European Pillar of Social Rights Action Plan, adopted on 4 March 2021,
aims at rallying all relevant forces to turn the principles into actions. Since the 20 principles provide direction on how to achieve upward
convergence and better working and living conditions in the EU, they are equally relevant for candidate countries and potential candidates.
The new reinforced social dimension for the Western Balkans includes a sharper focus on employment and social reforms through greater
monitoring of policies (EC, 2018). The Western Balkans Ministers’ Declaration on improving social policy in the Western Balkans
(6 November 2018) confirms that they will use the Pillar of Social Rights to guide the alignment of their labour markets and welfare systems
with those of the EU.

MONTENEGRO

Equal
opportunities
and access to

Early leavers from education
and training (% of
population aged 18-24)

Better than EU avg,
improving

Individuals’ level of digital
skills (basic or above basic)

Worse than EU avg.,
trend N/A

Youth NEET (% of total
population aged 15-29)

Worse than EU avg.,
deteriorating

markets and

population aged 15-74)

the labour Worse than EU avg.,
Gender employment gap . .

market Improving
Income quintile ratio Worse than EU avg.,

(S80/S20) improving
Dynamic Employment rate (% of Worse than EU avg.,

Y population aged 20-64) deteriorating

labour Unemployment rate (% of Worse than EU avg.,

deteriorating

Long term unemployment

Worse than EU avg.,

fair working | rate (% of population 15-74) | deteriorating
conditions GDHI per capita growth N/A
At risk of poverty or social Worse than EU avg.,
exclusion (in %) improving
At risk of poverty or social
exclusion F;_ate fo); children m’q%ﬁi/:ﬂgn EUavg.,
(in %)
Impact of social Fransfers Worse than EU avg.
Social (other than pensm_ns) on deteriorating !
) poverty reduction
protection Disability employment gap | Worse than EU avg.,
and inclusion deteriorating

Housing cost overburden

Better than EU avg.,
improving

Children aged less than 3
years in formal childcare

N/A

Self-reported unmet need for
medical care

Worse than EU avg.,
improving

Relative to the EU-27 average, Montenegro faces
challenges with regard to a number of indicators of the
Social Scoreboard supporting the European Pillar of
Social Rights.

The COVID-19 pandemic reversed years of positive
labour market trends. Although employment and
unemployment rates, as well as the share of young people
(15-29) not in employment, education or training (NEETS)
had begun to improve, the pandemic undermined this
progress. Structural challenges in the labour market persist,
including high and increasing long-term unemployment and
continued regional disparities. The gender employment gap
continued to narrow steadily, although figures remain below
the EU-27 average.

Skills mismatches and the weak provision of adult
learning affect school-to-work transitions and result in
workers being insufficiently prepared to find suitable and
sustainable employment. The quality and relevance of the
entire education system and the lack of practical experience
of graduates from VET and higher education are long-term
challenges, which have been exacerbated by the pandemic.
Montenegrins’ level of digital skills was slightly below the
EU-27 average in 2017, but there is insufficient data to
identify a trend. Montenegro continues to outperform the
EU-27 average on the rate of early leavers from education
and training.

Employment remains the best route out of poverty. 37.8%
of the population and 45.8% of children were at risk of

poverty or social exclusion in 2020. After falling continuously, the rates increased again following the outbreak of the
pandemic. Though the social protection system has not so far been well equipped to target and assist those in need or to bring
people onto the labour market, the Roadmap of Reforms of the social and child protection system is expected to address the
systemic shortcomings. In 2020, Montenegro outperformed the EU-27 average in terms of the housing cost overburden, and
significantly improved its performance as regards self-reported unmet medical needs, remaining only slightly under the EU-
27 average.

The collection of timely and reliable data needs to be sustained and strengthened. Efforts should continue to bring the
employment and social statistics more into line with EU standards and to send statistics to Eurostat systematically and on
time.

(®®) The table includes 16 headline indicators of the Social Scoreboard, used to compare performance of EU Member States
(https://ec.europa.eu/eurostat/web/european-pillar-of-social-rights/indicators/social-scoreboard-indicators). The indicators are
also compared for the Western Balkans and Turkey. The assessment includes the country’s performance in relation to the EU-
27 average (performing worse/better/around the EU-27 average; generally 2020 data are used for this comparison) and a review
of the trend for the indicator based on the latest available three-year period for the country (improving/deteriorating/no change).
For data see Annex B. NEET: not in employment nor in education and training; GDHI: gross disposable household income.
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2.5. OVERVIEW OF THE IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED AT THE ECONOMIC

AND FINANCIAL DIALOGUE IN 2021

Every year since 2015, the Economic and Financial Dialogue between the EU and the Western Balkans and Turkey
has adopted targeted policy guidance (PG) for all partners in the region. The guidance represents the participants’
shared view on the policy measures that should be implemented to address macro-fiscal vulnerabilities and structural
obstacles to growth. The underlying rationale of the PG is similar to that of the country-specific recommendations
usually adopted under the European Semester for the EU Member States. The Commission evaluates the work carried
out to implement the policy guidance in the following year’s ERP assessments. The table below presents the
Commission’s assessment of implementation of the 2021 policy guidance jointly adopted by the EU and the Western
Balkans and Turkey at their Economic and Financial Dialogue at Ministerial level on 12 July 2021.

Overall: Partial implementation (57.9%) (%)

2021 policy guidance

Summary assessment

PG 1:

Provide well-targeted and temporary pandemic-related
fiscal support to vulnerable households and businesses;
provided that the economic recovery takes hold by the
time of adoption of the 2022 budget, supplement the
budget with a medium-term fiscal consolidation plan
foreseeing a gradual reduction of the budget deficit and
public debt ratio, starting in 2022.

Prepare a new public administration optimisation plan
with a view to contain the share of the public sector
wage bill in GDP.

Establish an IT system for electronic management and
security printing of excise stamps in order to broaden the
tax base by reinforcing the fight against informality and
tax avoidance.

There was partial implementation of PG 1:

1) Partial implementation: During the COVID-19
pandemic, the government adopted five packages of socio-
economic measures, including wage subsidies to preserve
jobs and support vulnerable sectors, including pensioners
and unemployed workers. It provided new credit lines
under favourable conditions as well as loan moratoria and
tax deferrals, for companies and citizens. Overall, support
measures are being gradually phased out and no new
socio-economic packages were set up since April 2021, as
the economy started recovering strongly.

Montenegro adopted a new fiscal strategy and budgetary
medium-term framework in December 2021. However, the
2022 budget targets a higher deficit of 5% of GDP for this
year (above the fiscal rules’ ceiling of 3% of GDP),
declining gradually afterwards to 0.6% of GDP in 2024.
Public debt is planned to fall markedly from 84.5% of
GDP in 2021 to 67.6% in 2024. However, consolidation
targets seem difficult to attain without additional measures
to strengthen budget revenue and contain or reduce
spending.

2) Limited implementation: Montenegro adopted a new
public administration reform strategy (2022-2026). The
strategy sets out a plan to optimise human resources in line
with the digitisation of the public administration.
However, it does not set targets for this adjustment,
pending on performing a series of functional sectoral
analyses first.

3) Full implementation: Implementation of the new
system for electronic management of excise stamps started
in 2021. The system includes QR codes and new digital
security elements to prevent the illegal trade of excise
products.

(*) For a detailed description of the methodology used to assess policy guidance implementation, see Section 1.3 of the
Commission’s Overview and Country Assessments of the 2017 Economic Reform Programmes available at
https://ec.europa.eu/info/publications/economy-finance/2017-economic-reform-programmes-commissions-overview-and-

country-assessments_en.
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Advance the implementation of a public investment
management assessment (PIMA) programme, to improve
the quality of public investments.

4) Limited implementation: A PIMA assessment
report was released in July 2021, followed in August by an
IMF report with recommendations, and an action plan (to
be adopted in Q1 2022).

PG 2:

Adopt amendments to the Law on Budget and Fiscal
Responsibility with the aim of setting up an independent
body in charge of fiscal oversight.

Develop a comprehensive overview of all tax
exemptions, including an analysis of their economic and
social impact.

Support the economy and business liquidity by reducing
public sector arrears and deadlines for VAT return.

There was partial implementation of PG 2:

1) Limited implementation: Amendments to the Law
on Budget and Fiscal Responsibility are being prepared in
order to create the formal preconditions for the
establishment of a fiscal council. Adoption of the
amendments is planned in the first half of 2022.

2) Partial implementation: The Ministry of Finance
and Social Welfare drew up a list of tax exemptions with
the technical support of the IMF. However, the analysis of
the economic and social impact is still pending.

3) Substantial implementation: The time limit for VAT
refund was reduced from 60 to 30 days. Measures were
part of the socio-economic measures to support the
economy during the pandemic. Further progress was made
in reducing public sector arrears (i.e. liabilities for current
expenditure), recording a 8.4% y-0-y contraction at the end
of 2021.

PG 3:

Maintain a strong financial sector regulatory framework
in line with international and EU best practices, ensure
sound credit risk management, a transparent display of
asset quality and adequate provisioning.

Further reduce institutional and legal obstacles to swift
and effective NPL resolution mainly outside the
responsibility of the central bank, including by
facilitating out-of-court settlement and modernising the
insolvency regime.

Complete the ongoing Asset Quality Review,
transparently publish its general findings and timely take
remedial action where needed.

There was substantial implementation of PG 3:

1) Substantial implementation: Good progress was
made in key pieces of legislation to further align
Montenegro's regulation and supervision with the current
EU framework. This included the Law on Credit
Institutions and the Law on the Resolution of Credit
Institutions that became effective in January 2022. Most
support measures have been phased out, except some for
households. Regarding provisioning, the coverage ratio
has decreased slightly, but remains high in a regional
comparison.

2) Partial implementation: The CBCG has completed a
survey that identified slow collateral resolution
procedures. It also created an inter-ministry working group
to resolve the issues. Overall, however, progress in
legislation and in implementing actions to strengthen the
broad institutional framework for efficient insolvency has
been slow.

3) Substantial implementation: The AQR was
completed, and its main headline results published.
Follow-ups are currently being implemented by banks.

PG 4:

In cooperation with local authorities and representatives
of business community, conduct an analysis of
businesses-related procedures at the local administration
level to identify sources of possible inefficiencies and
propose improvements of the institutional and regulatory
environment, including for infrastructure developments.

There was substantial implementation of PG 4:

1) Partial implementation: The Competitiveness
Council, which brings together representatives of the
government, business associations and municipalities,
developed an action plan to remove by mid-2022 some of
the less complex barriers to business that were identified
by the Council.
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Establish technical-level mechanisms and administrative
best practices allowing for a continuous structural
dialogue between authorities and the business
community.

Focus on further simplifying business taxation, reducing
number and diversity of para-fiscal charges and
facilitating payment of tax commitments.

2) Substantial implementation: In February 2021, the
government adopted a new decision on the membership
and functions of the Competitiveness Council, with the
aim of increasing its role and efficiency. There was
improvement in  communication, consultation and
involvement of the private sector on draft legislative acts
and on the directions of the country’s economic policy
development (ERP).

3) Substantial implementation: The registry of fiscal
and para-fiscal charges was set up in March 2021 and is
regularly updated. There are plans to create a similar
registry for business licences. All municipalities
implemented laws on administrative fees and on local
communal fees, adopted in March 2019. Work is
progressing on electronic registration for companies and it
should lead to a further reduction or abolishment of the
fees and charges applied when registering a business.

PG 5:

Prioritise digitalisation of the public sector and
development of transactional electronic government
services to speed up and enhance the economic recovery.

Finalise work on a new action plan to tackle informality
and start implementing it, including targeted preventive
measures and incentives to legalise informal businesses
and employees.

Ensure structural cooperation between central and local
authorities in the development and implementation of
measures aimed to reduce the informal economy.

There was partial implementation of PG 5:

1) Substantial implementation: Digitalisation of the
public sector became a priority for the government and is
supported by two strategies, the Digital Transformation
Strategy 2022-2026 and the Public Administration Reform
Strategy 2022-2026. The project to set up a national
platform for the provision of complex e-services started in
2021. Further reforms focus on the digitalisation of crucial
public services like education, healthcare and
employment.

2) No implementation: Work on the comprehensive
action plan on the informal economy is postponed to the
second half of 2022.

3) Partial implementation: Central and local authorities
(represented by the Union of Municipalities) worked
together with business associations on structural reform
issues, including on the informal economy, in the
framework of the Competitiveness Council. The action
plan to remove some of the less-complex barriers to
business, developed by the Competitiveness Council,
includes actions to combat the informal economy.

PG 6:

Establish an inter-ministerial task force involving
relevant ministries, their agencies and stakeholders to
develop a Youth Guarantee implementation plan.

Based on the review of the social protection system,
finalise the roadmap and start implementing social
protection reforms.

There was substantial implementation of PG 6:

1) Full implementation: The inter-ministerial task force
was set up, involving relevant ministries, their agencies
and stakeholders with the task of drawing up a Youth
Guarantee implementation plan.

2) Substantial implementation: The review of the
social protection system was finalised and the Roadmap
of Reforms was drafted, although it has not yet been
officially adopted nor does it contain a clear timeline and
financial planning. Reform efforts have continued,
notably by amending the Law on Social and Child
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Prepare, in cooperation with the business sector, a
roadmap with concrete measures for reforming the
practical and dual VET education system to improve
their impact on labour market outcomes.

Protection granting universal benefits to all households
with children under the age of six.

3) Partial implementation: The Action Plan for 2022-
2023 for the Implementation of the Strategy for
Vocational Education (2020-2024) sets out various
measures and activities reforming the practical and dual
VET education system to improve their impact on labour
market outcomes.
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2.6.

THE POLICY GUIDANCE

JOINT CONCLUSIONS OF THE ECONOMIC AND FINANCIAL DIALOGUE BETWEEN THE

EU AND THE WESTERN BALKANS AND TURKEY
The Economic and Financial Dialogue between the EU and the Western Balkans and Turkey

Brussels, 24 May 2022

[...]

In light of this assessment, Participants hereby invite Montenegro to:

1.

Strengthen fiscal sustainability by reintroducing the initially planned revenue measures of the 2022
budget while providing additional targeted support to vulnerable households and firms if needed to
cushion the impact of adverse shocks. Use any excess revenues to contain the 2022 deficit. Adopt a
new medium-term fiscal strategy with the 2023 budget, including concrete consolidation measures
and targeting a primary surplus as of 2024 and continued public debt reduction over the medium-
term, should the recovery be firmly entrenched.

Implement the public investment management assessment (PIMA) recommendations, prioritising
key public infrastructure works within the available fiscal space while avoiding exceptions
regarding project selection. Adopt amendments to the Law on Budget and Fiscal Responsibility and
take concrete steps towards setting up a fiscal council. Based on an analysis of the economic and
fiscal impact of all tax expenditures, prepare concrete budgetary recommendations to reduce tax
expenditure (like exemptions, deductions, credits, deferrals, etc.) and share this analysis with the
Commission.

Carefully assess and analyse price developments, and stand ready to use the limited tools available
under the chosen monetary framework to ensure price stability. Ensure a transparent and accurate
reporting of asset quality and adequate provisioning as well as a timely follow up on findings from
the Asset Quality Review, and continue to reduce data gaps in particular as regards the real estate
sector. Continue to improve and implement legislations to further align with the EU framework on
regulation and supervision, including on deposit insurance, and accelerate efforts to provide viable
and timely solutions for swift and effective NPL resolution.

Finalise an analysis of barriers to businesses at the local administration, propose improvements to
the institutional and regulatory environment on this basis and start to implement them. Continue
implementing digital services for micro, small and medium enterprises and prioritise the
development and implementation of interactive e-government platform for transactional electronic
services. Adopt a strategic plan for “Montenegro works” and perform an analysis of Montenegrin
state-owned enterprises to prepare a proposal for the optimal portfolio of state ownership.

Complete the survey on informality and assess the short-term effects of the “Europe Now”
programme. Analyse the results and feed them into a comprehensive action plan to tackle
informality and start its implementation. Ensure structural cooperation between central and local
authorities in the development and implementation of the plan, including on preventing measures
and incentives to legalise informal businesses and employees.

Finalise, in co-operation with all relevant ministries, their agencies and stakeholders, a Youth
Guarantee Implementation Plan, adopt it and initiate its implementation. Based on the Roadmap of
Reforms on Social assistance and social and child protection services in Montenegro, establish a
clear timeline and financial planning for its implementation and continue implementing the reforms.
Continue efforts to reform the provision of active labour market policy measures with an emphasis
on their labour market relevance, including work-based learning, and establish a continuous
monitoring mechanism.
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ANNEX A: ASSESSMENT OF OTHER AREAS AND STRUCTURAL REFORM MEASURES INCLUDED IN THE
2022-2024 ERP

Public financial management

The reforms of Public Financial Management (PFM) over the last two years led to the introduction of
programme-based budgeting, including the first elements of performance budgeting. Additional
legislative changes are needed to complete these reforms, such as the establishment of a fiscal council and
the adoption of accrual accounting. A new PFM strategy for 2022-2026 has yet to be finalised. Capital
budgeting, debt management, and asset management require further reforms. The interoperability of the
different IT systems remains an obstacle to some reforms. Some progress was made in 2021 on budget
transparency. However, the monitoring and reporting framework is still lacking, due to IT issues. The
civil society is not systematically involved in monitoring the implementation of the PFM reforms.
Implementation of the public sector accounting law in 2022 remains uncertain.

Reform Measure 15 ‘Improving management of business undertakings in majority state ownership’ is
analysed under the key challenge on strengthening the regulatory environment.

Green transition

Montenegro committed to the green agenda for the Western Balkans to achieving carbon neutrality by
2050. It is in the process of drawing up a national energy and climate plan. The country needs to address
significant challenges in the areas of energy, transport and Trans-European Networks, and in particular on
the future of the coal power plant in Plevlja, which produces approximately 50% of the country’s
electricity.

The environmental impact of the construction and exploitation of the next sections of Bar-Boljare
highway needs to be neutralised. Waste management and wastewater treatment is another area where
significant work is necessary. Air pollution remains a major concern in the regions of Plevlja, Podgorica
and Niksic. There was moderate improvement on nature protection and biodiversity protection over the
past years, but further progress is needed to align the country with EU standards.

Reform Measure 21 ‘Reducing release into circulation of lightweight carrier plastic bags and single-use
plastic products’ is a new reform, relevant given Montenegro’s environmental concerns. It may also
result in increased cooperation between the NGO sector, scientific community, businesses and local
administration. The analysis lacks real data on recycling and on the volume of plastic waste. The impacts
of the reform may be difficult to measure, as statistical data on plastic waste and recycling is not
available.

Digital transformation

The digitalisation of the public sector and development of transactional e-government services for the
population and businesses has featured prominently among the priority reforms of the Montenegrin
government over the past years. The process gained additional momentum during the COVID-19
pandemic. Access to broadband networks is key to the digitalisation of the economy, public services and
to implementing Montenegro’s Smart Specialisation Strategy in the ICT industry. By the end of 2020,
some 93% of Montenegrin households were in the area with a high-speed broadband connection (defined
as 30 Mbit/s). However, the actual take-up of high-speed broadband or better among households is much
lower, only reaching some 29% in 2020. Meanwhile 20% of households still had no internet access in
2019, despite it being technically available, with the figure increasing to 37% in rural areas.

Four reform measures that address digital transformation are analysed in the section covering the key
challenge to strengthen the regulatory environment.
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Business environment and reduction of the informal economy

The analysis of these areas and of their relevant reform measures (10 in total) is provided in the section on
the key challenge to strengthen the regulatory environment and the key challenge on formalisation of the
economy.

Research, development and innovation

Public and private investments in research, development and innovation are low. Montenegro is
nonetheless considered an emerging innovator in the European Innovation Scoreboard for 2021, with a
summary innovation index of 47.8% relative to EU 100%. The links between academia, research
institutes and business are still weak. Only 2.2% of Montenegrin micro, small and medium enterprises
invest in R&D, compared to 22% at regional level. Research staff are employed almost exclusively by the
government or in the higher education sector. With a rate of 0.50% of GDP invested in R&D (2018),
Montenegro’s spending is just over one fifth of the EU-28 average (2.18% of GDP in 2018). The
adoption of a Smart Specialisation Strategy (S3) in June 2019 allows Montenegro to concentrate its
scarce resources on thematic sectors for research and development as a basis to strengthen sectoral
policies based on innovation. Its areas of specialisation are agriculture and food processing, energy and
sustainable environment, sustainable health tourism and ICT.

Reform Measure 12, ‘Strengthening the national innovation and research ecosystem’, is analysed
under the key challenge on strengthening the regulatory environment.

Economic integration reforms

The low level of processing local products and the small size of businesses hinder the country’s
competitiveness for exports. Montenegro’s largest exports are low value-added bulk products -
aluminium, bauxite and electricity. These three items alone made up 42% of all merchandise exports in
2020. Manufactured goods, construction materials, machinery, transport equipment and food are the main
imports. There is significant potential to increase intra-regional trade within the Central European Free
Trade Agreement (CEFTA) framework and with the EU, as trade preferences granting access to the EU
market without customs duties apply to 98.6% of Montenegrin products.

In 2020, during the pandemic, Montenegro’s foreign trade contracted by 18.1% compared to the previous
year. Bilateral trade with the EU contracted similarly, by around 16% year-on-year. The EU remains
Montenegro’s main foreign trade partner, accounting for 44% of all trade (i.e. 38.5% of exports and
45.1% of imports of goods). This compares to 31.2% of trade with CEFTA countries. The total trade in
goods and services plunged from 108.5% of GDP in 2019 to 86.3% in 2020. The EU also remains the
main source of foreign direct investment inflows for Montenegro.

The 2022-2024 ERP does not include reforms that cover this area.

Energy market reforms

The energy market is in need of improvement to its infrastructure and efficiency. Energy transmission
losses amounted to over 17% of electricity consumption in 2017, five times the EU average. The
reliability of the electric power supply in rural areas also needs to improve. The use of renewable energy
sources is high. In 2018, some 39% of the country’s electricity production came from renewable sources,
mostly hydropower and biomass. Energy production from renewable sources and cross-border trade in
energy should increase significantly over the coming years thanks to new investments. The wholesale and
retail electricity markets in Montenegro are open for competition, but new providers are yet to come.
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Reform Measure 20, ‘Financial support to households aimed at applying energy efficiency measures’ is
rolled over from the last ERP. The reform remains relevant and credible. Geopolitical developments are
likely to accelerate implementation of this measure.

Transport market reforms

Montenegro would benefit greatly from developing and improving transport infrastructure and from
ensuring a good connection with European transport corridors. The country’s geographical situation
makes it particularly important to improve transport links with the wider region and the rest of Europe.
Montenegro scores very low on road, airport and shipping connectivity. There is continuous if slow
progress on improving and modernising sections of the road and rail networks, mainly thanks to EU
funding. Sufficient funding for the current maintenance of rail and road network remains an issue. Further
action is needed to open up the rail market to competition. The suspended tender for a concession to
maintain and upgrade the country’s two main airports in Podgorica and Tivat could address the issue of
limited accessibility by air.

The 2022-2024 ERP does not include reforms that cover the transport market.

Agriculture, industry and services

Montenegro is a net importer of food, importing on average a value of EUR 500 million a year and
exporting only a value of EUR 50 million. Agricultural exports to the EU remain mostly untapped due to
the limited scale of agricultural production and the need to meet EU veterinary and plant health
requirements. Agricultural production is largely made up of small, often family-run holdings with high
production costs, limited organisation and a lack of suitable equipment. Developing ecological farming,
local and regional brands and food processing are among the priorities of the Smart Specialisation
Strategy.

The industrial base remains modest and hampered by the low degree of product diversification and low
labour productivity. The production of higher value-added products remains limited and local industry
has a low degree of exposure to European and global supply chains. The government’s efforts focus on
providing support to SMEs and SME policy, a natural choice in a small economy. Industrial policy
receives continuous support from the state, but access to finance remains a significant obstacle for micro
and small enterprises.

Services, particularly tourism services, are the country’s main export. They accounted for around 80% of
total exports in 2019 before the pandemic. The sector provided over 72% of gross value added in 2019
and employed close to three quarters of the workforce. The country’s Smart Specialisation Strategy of
2019 identifies health tourism as a direction to develop, which would partially offset the high seasonality
in tourism. Further diversifying the services sector away from tourism would reduce the economy’s
vulnerability to external factors, such as the pandemic, geopolitical risks, and climate change.

Reform Measure 22 ‘Support to investments in the food manufacturing sector aimed at strengthening the
competitiveness’ is a continuation of the reforms tabled in previous ERP editions. The reform is linked to
IPARD implementation and dependent on IPARD funding. The measure is relevant and of a good quality,
well developed and explained. It provides links to the Smart Specialisation Strategy and creating green
jobs for young people.

Reform Measure 19 “Sustainable green tourism’ is a revised version of a reform tabled in the previous
ERPs to support tourism. It proposes to include green growth (‘greening’ of tourism establishments) and
digitalisation as important components in tourism. The measure is relevant and justified. It appears well
designed and realistic, though implementation will depend on further developments in the health and
economic context. The funding appears rather limited given the ambitious scope of this reform.
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Reform Measure 10 ‘Improving access to financing for MSMEs by creating a Credit-Guarantee Fund’ is
analysed under the key challenge on strengthening the regulatory environment.

Education and skills

This area and Reform Measures 4 and 5 are analysed above in Section 4, under Key Challenge 1.

Employment and the labour market

This area and Reform Measures 1, 2 and 3 are analysed above in Section 4, under Key Challenge 1.

Social dialogue

Montenegro made a marked improvement in the consultation of social partners in 2021. The
tripartite Social Council resumed its meetings and was regularly consulted on relevant decisions,
including on the Europe Now programme. The effectiveness of social dialogue and the mainstreaming of
the consultation of social partners across all relevant ministries and departments however remains limited.
The update of the general collective bargaining agreement following the adoption of the new Labour Law
in 2019 has still not been finalised.

Social protection and inclusion

Reform Measures 6 and 7 and, partially, this area are analysed above in Section 4, under Key Challenge
1.

The social situation in Montenegro has stagnated after the improvements made in previous years.
Employment remains the best route out of poverty. The at-risk-of-poverty-or-social-exclusion
(AROPE) rate is lowest for employed persons (10.5% in 2019, below the 11.2% EU average) while the
AROPE rate for people not employed is 39.9%. Activation measures coupled with targeted social
assistance therefore remain key. Children of all ages are at the highest risk of poverty. Short working lives
and an increasing dependency ratio put pressure on the sustainability of the pension system, with
additional pressure expected due to the new pension reform.

Healthcare

Although the availability of healthcare services is adequate, primary healthcare provision is
insufficient. Under the Law on Compulsory Health Insurance, all citizens are entitled to access to
healthcare. However data on real coverage is scarce, with estimates ranging from 99.3% (age 65 or over)
to 81.3% (18 to 24) (CeMl, 2017). Financing the healthcare system has improved, reaching 8.42% of
GDP in 2018, but out-of-pocket payments remained staggeringly high at 39.6% in 2018, compared to the
EU average of 15.6%.

Although the availability of healthcare services (number of hospital beds and medical staff) is comparable
to the EU averages, primary healthcare provision and prevention measures remain underdeveloped. The
rate of self-reported unmet medical needs rose sharply to 3.1% in 2019, having previously fallen
significantly to 2.1% in 2020, close to the EU average of 1.8% in 2020. The government adopted a
Strategy for Improving the Quality of Health Care and Patient Safety (2019-2023) in 2019, focusing on
improving and monitoring the quality of healthcare.

Reform Measure 8 on ‘Improving access to and quality in delivery of healthcare services and the
digitalisation of the healthcare system’ rolls over Measure 20 from the previous year. Implementation of
this measure did not progress due to the pandemic, and neither did the aim to bring in telemedicine
services. Telemedicine has the potential to remedy certain shortcomings in the provision of primary
healthcare services, such as accessibility, but it remains to be seen whether it will address the overall
structural shortcomings of the healthcare system.



ANNEX B: OVERVIEW OF THE MAIN INDICATORS PER AREA/SECTOR OF THE ECONOMY

Area/Sector

Energy

Energy imports
dependency (%)
Energy intensity:
Kilograms of oil
equivalent (KGOE)
per thousand Euro
Share of renewable
energy sources (RES)
in final energy
consumption (%)
Transport

Railway Network
Density (meters of
line per km? of land
area)

Motorisation rate
(Passenger cars per
1000 inhabitants)
Agriculture

Share of gross value
added (Agriculture,
Forestry and Fishing)
Share of employment
(Agriculture, Forestry
and Fishing)
Utilised agricultural
area (% of total land
area)

Industry

Share of gross value
added (except
construction)
Contribution to
employment (% of
total employment)
Services

Share of gross value
added

Contribution to
employment (% of
total employment)

2016

34.6%

263.06

41.53%

18.1%

297V

9.0%

7.8%

18.4% %

12.2%

9.9%

72.1%

74.7%

2017

40.5%

263.25

39.69%

18.1%

310.6"

8.4%

7.9%

18.6%"

11.3%

9.5%

73.4%

75.0%

2018

31.1%

259.50

38.80%

18.1%

3317V

8.2%

8.0%

18.6% "

12.5%

9.9%

72.3%

73.1%

2019

32.9%

258.14

37.72%

18.1%

350.3%

7.9%

7.1%

18.6% w

11.9%

9.5%

72.3%

73.4%

2020

27.4%

280.25

43.77%

N/A

N/A

9.1%

7.5%

18.7% w

13.5%

10.1%

70.1%

74.1%
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EU-27 Average

(2020 or most recent year)

57.50%

110.18

22.09%

49.0 018)

519 (2018)

1.8%

4.3%

40.6%

19.5%

18.2%

73.1%

71.0%
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Business Environment

Rank in Global

Competitiveness

Index (Source: World

Economic Forum) 70
Estimated share of

informal economy in

GDP (as % of GDP) Upto
(Source: IMF) 37.2%
Research, Development and Innovation

R&D intensity of GDP
(R&D expenditure as

% of GDP) 0.32%
R&D expenditure —
EUR per inhabitant 20.60€

Digital Economy

Percentage of

households who have

internet access at

home 69.8% w
Share of total

population using

internet in the three

months prior to the

survey [NB:

population 16-74] 69.9% w
Trade

Export of goods and

services (as % of

GDP) 40.6%
Import of goods and

services (as % of

GDP) 63.1%
Trade balance (as % of
GDP) -43.9%

77

25% to
33%

0.35%

24.10€

71%

71.3% w

41.1%

64.5%

-44.9%

71

N/A

0.50%

37.7€

72%

71.5% w

42.9%

66.7%

-46.2%

73

N/A

N/A

N/A

74%

73.5% w

43.8%

65.0%

-44.1%

N/A

N/A

N/A

N/A

80% w

78% w

26.0%

61.0%

-41.5%

N/A

N/A

2.32%

694.60€

91%

88%

46.7%

42.9%

N/A



Education and Skills

Early leavers from
education and
training (% of
population aged 18-
24)

Young people neither
in employment nor in
education and
training (NEET) (%
of population aged
15-29)

Children aged less
than 3 years in
formal child care (%
of under 3-years-
olds)

Individuals who have
basic or above basic
overall digital skills
(% of population 16-
74)

5.5%

22.3%

28.9%"

N/A

Employment and Labour Market

Employment Rate (%
of population aged
20-64)
Unemployment rate
(% of labour force
aged 15-74)

Long term
unemployment rate
(% of labour force
aged 15-74)

Gender employment
gap (Percentage
points difference
between the
employment rates of
men and women
aged 20-64)
Disability
employment gap
(Percentage points
difference in
employment rates
between people with
and without a
disability)

Real gross disposable
income of
households (Per
capita increase, Index
=2008)

57.1%

17.8%

13.4%

11.7 pps.

16.6 pps.

N/A

5.4%

21.4%

32.89% "™

50%

58.2%

16.1%

12.5%

13.8 pps.

25.8 pps.

N/A

4.6%

21.0%

34.13%"

N/A

59.8%

15.2%

11.4%

13.8 pps.

21.2 pps.

N/A

5.0%

21.3%

37.21% "

N/A

60.8%

15.2%

12.0%

13.3 pps.

18.7 pps.

N/A

Part Il

Country analysis, Montenegro

3.6%

26.6%

N/A

55.2%

17.9%

13.4%

12.9 pps.

28.0 pps.

N/A

9.9%

13.7%

35.3% (2019

56%(2019)

71.7%

7.1%

2.5%

11.0 pps.

24.5 pps.

107.23
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Social Protection System

At-risk-of-poverty or
social exclusion rate
(AROPE) (% of
population)
At-risk-of-poverty or
social exclusion rate
of children (% of
population 0-17)
Impact of social
transfers (Other than
pensions) on poverty
reduction

Income quintile share
ratio S80/S20 for
disposable income
by sex and age group
(Comparison ratio of
total income received
by the 20% with the
highest income to
that received by the
20% with the lowest
income)

Housing cost
overburden (% of
population)
Healthcare
Self-reported unmet
need for medical care
(of people over 16)
Out-of-pocket
expenditure on
healthcare (% of total
health expenditure)

43.1%

48.9%

17.24%

7.38

16.5%

2.7%

38.23%

42.2%

49.0%

24.84%

7.57

15.1%

2.7%

42.17%

41.2%

48.5%

23.72%

7.37

14.7%

2.3%

39.61%

36.6%

43.9%

16.95%

6.72

11.7%

3.1%

38.56%

37.8%

45.8%

18.71%

5.96

9.4%

2.1%

N/A

21.9%

24.2%

32.68%

5.24

9.9%

1.8%

15.57%(2018)

w: data supplied by and under the responsibility of the national statistical authority and published on an "as is" basis and without

any assurance as regards their quality and adherence to EU statistical methodology’.

Source of data in Annex B: EUROSTAT, unless otherwise indicated.
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ANNEX C: PROGRESS WITH STRUCTURAL REFORM MEASURES FROM 2021-2023 ERP

Montenegro made moderate progress in implementing the measures in 2021, with an average score of
3.16 out of 5. Reporting on the structural reform measures from 2021 is sometimes vague and often does
not tally with the set indicators, with some few reforms missing the scoring completely. Information
provided on some reforms was based on administrative outputs only.

Implementation was strong for some measures, such as Measure 5 on boosting the competitiveness of
MSMEs and their access to the new markets and Measure 14 on setting up the system for continuous
monitoring of the quality of apprenticeship at the employer’s. Implementation was weaker for many other
measures, such as Measure 2 on supporting investments in the food-manufacturing sector with the aim of
boosting competitiveness and Measure 7 on suppressing the informal economy by reforming the Tax
Administration. Implementation was particularly weak for Measures 6 and 20 — on improving and
implementing the measures for suppression of informal economy and on the use of telemedicine services
in Montenegro. Work on the latter measure and several other reforms that had weak levels of
implementation was undermined by the COVID-19 pandemic.

Graph 11.2.2: Montenegro - Implementation of the structural reform
45% measures of the ERP 2021-2023

40%
40%

35%
30%
25%
25%
20%

15%
15%

10%
10%
5% 5%
0% T T T T T —

no implementation implementationis initial steps have implementation  implementation is full implementation

being prepared been taken ongoing with some advanced
initial results
no implementation implementation is being prepared
= initial steps have been taken = implementation ongoing with some initial results
= implementation is advanced = full implementation
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ANNEX D: COMPLIANCE WITH PROGRAMME REQUIREMENTS

The government of Montenegro submitted the 2022-2024 Economic Reform Programme to the
Commission on 31 January 2022.

Inter-ministerial coordination

The Ministry of Finance and Social Welfare coordinated the work to prepare the 2022 ERP. An inter-
ministerial working group involved all relevant ministries. State Secretaries from the Ministry of Finance
and Social Welfare and the Ministry of Economic Development ensured support and visibility for the
ERP process at the decision-making level.

Stakeholder consultation

The national ERP coordinator organised an initial consultation on the design of the ERP measures in
September 2020. Another public consultation on the draft of the document took place in December 2021,
including a round table public discussion.

Macro framework

The programme presents a clear and concise picture of past economic developments and covers all
relevant data available at the time of submission. The information provided is coherent, concise and well
structured. The quality of the translated text is good. Statistical tables are more complete than in the past
with almost all the relevant data covered, but weaknesses remain, for instance on the balance of payment
capital and financial account table. The macroeconomic framework is coherent, consistent and
sufficiently comprehensive and provides a good basis for policy evaluation and discussions.

Fiscal framework

The fiscal framework is well detailed, in line with stated policy objectives and consistent with the ERP
macroeconomic framework. However, the programme is less exhaustive on medium-term developments,
in particular the fiscal consolidation path. Overall, the factors behind the ERP’s projected revenues and
expenditures mirror the ‘Europe Now’ initiative, and they are presented clearly. However, some revenue
measures assumed in the ERP’s macro and fiscal scenarios were rejected or pending (uncertain) adoption
by the new government, whose plans are still unknown, weakening ERP’s medium-term projections.
Montenegro’s fiscal reporting does not follow ESA2010 standards, and therefore does not meet the
Commission’s fiscal notification requirements.

Structural reforms

The structural reform parts follow the guidance note. A dedicated section in the ERP provides
information on the implementation of the policy guidance for 2021. Reporting on the structural reform
measures from 2021 is in some cases too vague and does not use the set of indicators adopted for the
reform. There are 22 reform measures in the 2022-2024 ERP and this exceeds the page limit, partly due to
the European Commission requests for improvements. The structure of the 2022-2024 reform measures
is, in almost all cases, well prepared in terms of scope, timeline and the budget for activities planned.
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3 . NORTH MACEDONIA

The economic reform programme (ERP) was submitted on 31 January 2022.

The economic consequences of Russia’s war against Ukraine may render the macro-fiscal scenarios
presented in the ERP partially obsolete. The Commission will publish its updated macroeconomic and
fiscal projections for candidate countries, reflecting the expected impact of the war against Ukraine and
related sanctions, in its spring economic forecast in mid-May 2022.

The short-term macro-fiscal outlook may change considerably. However, the major medium-term fiscal
and structural reform challenges and priorities identified in this assessment remain valid irrespective of
the short-term outlook. Appropriate policy responses are essential to ensure a sustained economic
recovery, greater resilience and fiscal sustainability.

3.1. EXECUTIVE SUMMARY

The economy rebounded in 2021 and growth is expected to gradually accelerate in the mid-term.
2021 saw a solid recovery from the COVID-19-induced recession, supported by external demand and
private consumption, while inflationary pressures increased during the year. The programme’s baseline
scenario is optimistic, with growth expected to average 5.2% between 2022 and 2024, benefiting from a
global recovery from the pandemic and a planned increase in public investment to historically high levels.
In a context of high uncertainty, the growth outlook for 2022 is, as elsewhere, subject to a series of
downside risks due to the impact of Russia’s war against Ukraine, the future course of the COVID-19
pandemic, global and domestic inflationary pressures, e.g. from strong wage growth, and potentially
tightening financial conditions. Large implementation risks connected to private and public investment
could also weigh on the growth outlook. War-related risks could in particular translate into further rises in
energy and food prices and less favourable external trade developments due to a deteriorated growth
outlook in the main EU trading partners.

Public finances improved in 2021, and the ERP aims to stabilise debt in the medium term, by
curbing current expenditure. Tax revenue recovered in 2021, and the fiscal deficit narrowed
significantly, to 5.4% of projected GDP, also on account of under-implementation of the very ambitious
capital expenditure budget. This came in spite of a rise in subsidies, transfers, and government
consumption, mainly resulting from crisis needs. Between 2022 and 2024, the ERP expects fiscal
consolidation to continue, and the general government deficit to drop to 2.9% of GDP by 2024, mainly
due to savings in current expenditure, as crisis-related support measures are slowly phased out. The
deficit is expected to decrease, while remaining above its pre-crisis level. Public debt, which rose sharply
in 2020 due to pandemic-related financing needs, is projected to rise further in 2022, and to decline
thereafter, but to stay above 60% of GDP during the programme’s horizon. The declared objective is to
restructure the budget, i.e. improve the composition of public finances, by significantly raising the share
of capital expenditure. These plans largely depend on the unwinding of pandemic-related fiscal support,
and on strong GDP growth. However, they are not sufficiently underpinned by concrete consolidation
measures on the revenue or expenditure side. Hence, the envisaged consolidation path seems unrealistic,
despite a likely overestimation of capital expenditure, considering that government activity in addressing
shortcomings in the management of public investment is protracted.
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main challenges facing North Macedonia are the following:

Downside risks to the economic recovery call for a cautious phasing out of fiscal support while
rebuilding fiscal space in the medium term. The economy started to recover in 2021 from the
downturn induced by the COVID-19 crisis. Due to high uncertainty about potential further pandemic
effects and the impact of Russia’s war against Ukraine, standing ready to provide crisis mitigation if
needed seems appropriate. At the same time, once the recovery is on solid grounds, the country needs
to return to more prudent fiscal positions and to stabilise debt levels in the medium term. This should
be supported by strengthening fiscal governance. Once adopted by the parliament, the provisions of
the new Organic Budget Law (OBL) should be swiftly implemented, particularly its fiscal rules, and
an independent fiscal council be set up.

The implementation of budgeted capital expenditure remains weak largely because of
shortcomings in the management of public investment. It is important to address these
shortcomings to ensure a rigorous and transparent project selection and efficient preparation and
implementation, given the government’s plans to significantly raise capital investment. Measures
should be based on the approved action plan. Adopting the new legal framework for public-private
partnerships could provide additional financing sources for public infrastructure projects. The
country’s revenue-to-GDP ratio is, by comparison, very low. Revenue collection suffers from
substantial - primarily structural - weaknesses, including a comparatively narrow tax base, and
shortcomings in technical and human capacities. These need to be addressed, so as to facilitate the
move towards a reduction in the primary balance.

Competitiveness of domestic companies, investment and global value chain integration is
undermined by a challenging business environment. This includes a large informal economy, a
lack of skills, innovation and technology adoption, low productivity and the need to modernise and
digitalise public administration. COVID-19 had significant negative effects on the economy of North
Macedonia and exacerbated these structural challenges, causing companies to reduce their investment
in development of human and physical capital. At the same time, the crisis has revealed
vulnerabilities in global value chains, which also affected the companies of North Macedonia.
Improving the competitiveness of local companies and benefiting from the post-COVID-19
restructuring of global value chains will require improvements in human and physical capital and the
business environment, including better enforcement of business regulation and corporate governance,
a more focused investment attraction strategy, less complex state-aid rules, as well as better services
including trade and transport logistics. Greater investment in research and innovation, as well as
further regional integration, could further support competitiveness.

The Russian aggression against Ukraine clearly demonstrates the urgent need to accelerate the
clean energy transition as a way to reduce vulnerability to external shocks and increase energy
security. At this stage, the economy of North Macedonia is characterised by high energy intensity,
inefficiencies in the ageing energy production system, persistently high dependency on highly
polluting lignite coal, and inefficient energy consumption. A sustainable post-COVID recovery will
have to address longer-term transition to green growth, particularly in the context of geo-political
shocks and bearing in mind the upcoming carbon border adjustment mechanism. Energy supply is
unreliable and efforts on energy diversification need to be improved. The government has annual
targets on raising the share of renewables in energy consumption, but, at this stage, renewable energy
still only accounts for a relatively small share of power generation and hydropower is the most
exploited renewable source of energy. Energy efficiency has the potential to significantly reduce the
impact of energy costs on the competitiveness of the economy by reducing the need for energy
overall, but measures to improve energy efficiency are hardly progressing. While energy transition
and the sustainability of the energy system are priorities in the recently adopted government program,
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demonstrating the government’s commitment to the green transition, implementation will be a
challenge and needs to be accompanied by enhanced institutional capacity.

e The education system does not adequately equip young people with the key competences —
skills and knowledge — that they need to actively participate in the labour market. While North
Macedonia has made good progress on the number of people with higher education, insufficient
quality of education and business structures weigh on the persistently high unemployment level and a
still-significant share of young people not in employment, education or training (NEET). The
education strategy and the related action plan prioritise equipping young people with high-quality
competences to prepare them for the labour market, but State financial support is insufficient and
inter-sector coordination still needs to be improved. Students and families receive limited career
guidance when making important choices and curricula are not always in line with labour market
needs.

The policy guidance jointly adopted at the Economic and Financial Dialogue of 12 July 2021 has
been partially implemented. Notably, on formalising the informal economy, the government adopted a
new 2021-2022 Action Plan along with a report on the implementation of the previous Action Plan (2018-
2020). By preparing a decision to appoint the Deputy Prime Minister, steps were taken to coordinate the
2018-2022 strategy for formalising the informal economy. Efforts were made to improve the national e-
services portal (www.uslugi.gov.mk) which provides electronic services to citizens. The country shows a
continued commitment to streamlining para-fiscal charges. North Macedonia focused the development of
a new financing formula on primary and secondary education and is planning to review the financing of
the vocational education and training (VET) system. A national council was established to develop a new
financial model for higher education. Staff received training in an effort to improve the Centres of Social
Work. On active labour market policies, North Macedonia provides more targeted solutions to low-skilled
and vulnerable unemployed individuals. Structural reform measures planned in last year’s ERP (2021-
2023) were only partially implemented.

The key challenges identified in the ERP match those identified by the European Commission. The
planned structural reform measures nearly entirely focus on addressing the identified key challenges,
following a fairly coherent but not always strategic vision for the country’s economic development,
consistent with other national plans and strategies. The impact assessment of the structural reform
measures could be further improved to allow prioritisation based on measures’ economic, social and
environmental impact. The shared European growth model based on the green and digital transition will
also have to be strengthened in the ERP process for North Macedonia, even more so in the current geo-
political context. While North Macedonia continued to successfully implement the Digital Agenda for the
Western Balkans and the Regional Roaming Agreement, further efforts are needed, particularly to
increase access to broadband, e-government and digital skills.

3.2. ECONOMIC OUTLOOK AND RISKS

In 2021, the economy started to recover from the pandemic-induced downturn. After a major
economic recession in 2020, real output increased in 2021 by an estimated 4% y-0-y, mainly driven by
exports and private consumption. Strong real wage growth, stable inflows from remittances as well as
substantial government support measures, with a budget totalling about 5.4% of cumulative GDP in 2020
and 2021, bolstered household’s disposable incomes und thus supported the economic recovery.
Investment was markedly above the level of the previous year. Both, exports, benefiting from the
recovery of foreign demand, and imports, driven by firming domestic demand, surged. Mainly on account
of wage subsidies and liquidity support, the labour market proved resilient, with employment increasing
further.
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The programme expects increased growth dynamics largely driven by domestic demand. A large
rise in public investment, further increases in disposable incomes stemming from solid employment
growth and further strengthening transfer inflows from abroad, flanked by continued government support
measures are projected to be the key determinants for investment and household consumption. On the
external environment, a gradual stabilisation of global supply chains is expected, which should have boost
exports. However, due to strong domestic demand and a high import content of exports, import growth is
also projected to be rather high, leading to an overall small negative contribution of net exports to
economic growth. Overall, the ERP expects real GDP growth to accelerate from 4.6% in 2022 to 5.7% in
2024, resulting in average real growth of 5.2% over these 3 years. This is about one percentage point
higher than in the previous programme and much above the historical pace of expansion in the pre-
COVID-19 years, mainly reflecting stronger projected investment and private consumption. On average,
investment is expected to increase by 8.9% a year during the programme period, while private
consumption is expected to increase by 3.9% on average. As a result of strong growth, the ERP forecasts
that the pre-crisis level of production will be reached during 2022, while the projected output gap remains
very negative, but would close in 2023. The labour market is set to benefit from the strong economic
recovery, as well as from additional policies to boost job creation through active labour market measures
and business support. The high investment spending is projected to have a positive effect on capital
formation and thus also on labour productivity.

The programme’s projections are rather optimistic. The macro-scenario significantly exceeds the
forecasts of the Commission and international financial institutions. The macroeconomic outlook
continues to be affected by relatively high uncertainty in the recovery phase from the COVID-19
pandemic and new risks stemming from Russia’s invasion of Ukraine. In particular, the recent strong
increase in energy prices and persistent supply bottlenecks in the labour market might have more
permanent effects on the country’s general price dynamics. This could impede disposable income and the
expected acceleration in private consumption. Propelled by government subsidies and rises in both the
minimum wage and public sector pay, real wage increases have recently far exceeded productivity
developments, harming external competitiveness of North Macedonia. (?®) The GDP projection relies
significantly on the large projected scaling up of public investment, which is very optimistic, also in view
of added fiscal pressures arising from the energy crisis. On the upside, the global recovery as well as a
more vigorous return of investors to the country, could benefit the country’s manufacturing industry
given its proximity to the EU market. In particular, progress on the country’s EU accession could
represent a major boost to consumer and investment confidence and thus support the country’s economic
catch-up.

The programme presents two alternative macroeconomic scenarios based on identified risks to the
baseline projection. The programme contains two lower growth scenarios, looking at external and
domestic risks, respectively. The materialisation of unfavourable external risks would result in a lower
average annual output growth of 4%, while domestic risks scenario would lead to output growth of 4.6%.
Both of these scenarios still seem rather benign.

(®) As of the last quarter of 2020. there has been a renewed, slight increase in overall productivity and the rise in unit labour cost
has slowed down somewhat.
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Table 11.3.1:
North Macedonia - Comparison of macroeconomic developments and forecasts
2020 2021 2022 2023 2024

COM ERP i COM ERP {COM ERP | COM ERP {COM ERP
Real GDP (% change) 45 -6.1: 40 4139 46 37 52  na. 57
Contributions:
- Final domestic demand 35 -76: 50 58 47 53 41 58 na 6.2
- Change in inventories 23 na.:i 00 na.; 00 na.i 0.0 n.a.ina na
- External balance of goods and services 1.3 15:-10 -17:-08 -0.7: -03 -06: na. -05
Employment (% change) 03 -03: 11 08 26 31 25 35 na 338
Unemployment rate (%) 164 16.4 157 158 151 144 146 129 na. 114
GDP deflator (% change) 09 0919 5714 2410 20 na. 20
CPlinflation (%) 12 12 33 3221 2418 20 na 20
Current account balance (% of GDP) 34 -34:-36 -38:-26 -38:-22 -24:na. -1.6
General government balance (% of GDP) -82 -83:-61 -64 -49 -43:-43 -34: na. -29
Government gross debt (% of GDP) 51.2 51.9:545 51.9:56.3 53.3:58.1 53.0: na. 51.7

Sources: Economic Reform Programme (ERP) 2022, Commission Autumn 2021 forecast (COM).

The ERP expects import-driven inflationary pressures to subside in the coming years. Inflation
picked up in 2021, driven by higher prices for food, energy and transport, mainly due to increasing global
prices, and reaching 4.9% y-0-y in December 2021. As a result, annual average inflation rose to 3.2% in
2021, compared to 1.2% the year before. Core inflation was less buoyant, but nevertheless rose to 4.2% in
November. The programme projects annual average consumer price inflation to level out from 3.2% in
2021 to its long-term average of about 2% in 2024. This is based on a projected slowdown in the growth
of energy prices and decreasing price pressures for primary goods as a result of the gradual unblocking of
supply chain bottlenecks. The programme acknowledges significant risks related to the currently high
volatility of energy prices and the possibility of renewed supply chain disruptions in case of a COVID-19
resurgence. The programme’s baseline inflation forecast is on the optimistic side. As a small, open
economy with a de-facto currency peg, the country’s price level is largely determined by international
price developments. But higher than assumed inflationary pressures could also result from domestic
demand, given the expectation that the output gap will close in 2023 and turn significantly positive in
2024, and given the continued upward trend in nominal wages in 2021. The latter was boosted by the
government’s decision to hike the minimum wage by 18.5% beginning in March 2022, while public
sector wages and pensions will also be increased markedly this year. (%) The Central Bank maintained its
accommodative monetary stance by lowering the policy rate to 1.25%, in March 2021.

The projected fall in the current account deficit is optimistic and partly relies on expected
improvements in the country’s trade structure. The merchandise trade deficit widened in 2021
(-3.3 pps. to 20.3% of projected GDP), as imports surged, driven by higher prices for energy. At the same
time, private transfers increased by 3.9 pps. y-0-y to 17.3% of projected GDP. Overall, the current
account deficit widened from 3.4% of GDP in 2020 to an estimated 3.5% of GDP in 2021. The
programme expects it to narrow as of 2023, to reach 1.4% of GDP in 2024. The merchandise trade deficit
is expected to rise slightly in 2022 (+0.5 pps. to 20.8% of projected GDP), given sustained high imports
of energy, and then to gradually decrease to 17.2% of GDP in 2024, thanks to stronger external demand
and the expected further transformation of the country’s trade structure towards higher value-added
products. According to the programme, private transfers, as a share of GDP, would gradually decline to
15.2% in 2024, i.e. below the average of the 5 years pre-COVID (16.7%). This projection might have
benefited from some more information regarding its assumptions. The diversification of exports towards
higher value-added products has not progressed much in the past few years and remains a challenge in the

(%) The government recently changed the methodology for the indexation of pensions to a 50% CPI- and 50% wage-based formula,
which is likely to push up the pensions bill. It also granted a temporary supplement for pensioners for April, May and June 2022
in the amount of 1000 MKD.
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short term. The primary income deficit is expected to deteriorate slightly, towards 4.4% of GDP by 2024,
reflecting foreign investors’ earnings projections. Given the planned sizeable increase in investment as a
share of GDP, from 33.8% in 2021 to 35.9% in 2024, the projected improvement in the current account
balance would necessitate a significant rise in domestic savings, which is however not further discussed
in the programme.

Inflows from foreign direct investment are projected to more than cover the current account deficit
and bolster foreign reserves. In 2021, foreign direct investment (FDI) inflows rose to around 3.7% of
projected GDP, up from 1.5% of GDP in 2020, fully covering the current account deficit. The programme
expects a further increase in the role of FDI for financing the current account, reflecting a recovery of the
global economy from the COVID-19 pandemic but also taking into account planned government
measures to increase the country’s attractiveness to FDI. FDI inflows are expected to increase from 2.6%
of GDP in 2021 to some 3.5% on average during the programme period, which is in line with the -year
average before the pandemic. External vulnerabilities remain contained. Gross external debt is projected
to have inched up somewhat in 2021 (+3 pps. y-0-y to 81.3% of estimated GDP). Taking into account
mid-term public debt refinancing needs, it is projected to rise somewhat higher in 2022 and then to
decline. A high share, about 70%, of external debt continues to be long-term. Additionally, at some 37%
of total external debt, intercompany loans and trade credit represent a less risky and more flexible
category of debt, as the programme notes. The country’s net international investment position had
deteriorated in the third quarter, compared to one year earlier, mainly on account of increased public
borrowing abroad. Foreign reserves increased markedly in 2021, covering about 4.8 months of
prospective imports at end-December, as funds from the second tranche of the EU’s macro financial
assistance (MFA) as well as IMF Special Drawing Rights flowed in, and the central bank intervened in
the markets, resulting in net purchases. The programme expects foreign reserves to rise further. It presents
stress-test results on shocks to GDP (stronger sensitivity of debt dynamics), the primary deficit and
interest rates (less sensitive).

External competitiveness and current account
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The financial sector remained stable during 2021. The sector’s key indicators, such as capital
adequacy ratios, liquidity, and profitability recovered from the COVID-19 shock. Borrower relief
measures, in the form of loan moratoria for households, ended in 2020, for corporates in 2021. So far,
while the number of restructured loans increased in the first half of 2021, there has been no marked
impact on the non-performing loan (NPL) ratio. This may, however, remain a risk for the future, when
government support to households and corporates is phased out. Private sector credit rose by some 5-6%
in 2021, supported by credit lines from the European Investment Bank, as well as the temporary relief for
banks on reserve requirements for loans to vulnerable companies. The currency denomination of domestic
credit moved further towards denar-denominated loans, partly thanks to government measures to bolster
the use of the country’s domestic currency. Banks continue to dominate the financial sector of North
Macedonia, accounting for some 82% of sector assets. Banking sector concentration remains moderate
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and was almost unchanged compared with previous years, with some 57% of assets held by the three
biggest banks in 2021. Ten out of the sector’s 13 banks are predominantly under foreign ownership,
accounting for some 75% of the sector’s assets. The banking system remains well-capitalised, but there is
a need to preserve capital in view of the likely future rise in NPLs, following regulatory normalisation.
The Financial Stability Law, attributing the key macroprudential role to the central bank, is currently
awaiting adoption in the parliament. Important legislation on financial stability, such as the Bank
Resolution Law and the Law on Deposit Insurance, is still in the drafting phase.

Table 11.3.2:
North Macedonia - Financial sector indicators

2017 2018 2019 2020 2021
Total assets of the banking system (EUR million) 7513 8187 8945 9490 9 779%**

Foreign ownership of banking system (%) 70.1 71.4 72.8 75.0
Credit growth (aop)* 2.4 6.6 7.2 6.4 5.8
Deposit growth (aop) 5.7 8.6 9.6 7.8 8.3
Loan-to-deposit ratio (eop) 93.4 91.5 88.4 87.1 86.9
Financial soundness indicators (eop)
- non-performing loans** 6.3 5.2 4.8 3.4 3.2
- net capital to risk-weighted assets 14.2 15.0 14.8 15.3 15.8
- liquid assets to total assets 29.8 30.6 31.9 325 32.4
- return on equity 135 16.0 11.7 11.3 12.9
- forex loans to total loans (%) 42.5 41.4 42.3 42.3 41.2

* corrected for the write-offs

** including the impact of write-offs.

*kk Q3

Sources: National Central Bank, IMF, Macrobond.

3.3. PUBLIC FINANCE

Public finances improved in 2021 on the back of stronger than expected revenue, and in spite of
large expenditure increases. On 28 July, the parliament endorsed a budget revision for 2021. It raised
the planned central government fiscal deficit from initially 4.9% to 6.5% of GDP, since higher total
spending (by 8.6%) was only partly offset by stronger revenue (by 4.7%), compared to the original
budget. The increase in expenditure mainly reflected the continuation of anti-crisis support (¥") and a 24%
increase in public investment, compared to the initial plan. Allocations for subsidies and transfers rose by
almost 65%. According to preliminary data on actual budget execution, central government revenue
increased by 15.3% compared to the 2020 outcome. Tax income rose by 17.6%, with the biggest increase
accounted for by VAT receipts (+24.1%). Income from social contributions, which benefited from
government measures subsidising employer contributions, rose by 6.1%. Total expenditure was higher by
5.7% y-0-y, with the rise in current expenditure of 2.9%. The fiscal deficit eventually turned out lower
than budgeted in the revised plan, at 5.4% of projected GDP. This was partly due to under-execution of
capital expenditure, which reached only 79% of the revised budget, or 3.2% of projected GDP. Still,
compared to the 2020 outcome, capex implementation was higher by 45.2%. (%) The budget deficit was
financed by domestic and foreign borrowing and grants, including a EUR 700 million Eurobond placed in
March 2021, and the second tranche of macro financial assistance from the EU, worth EUR 80 million.

(%) This includes implementation of parts of the four sets of anti-crisis measures providing fiscal and liquidity support to
households and companies adopted in 2020, totalling EUR 1.1 bn in allocations, with an implementation rate of some 82%
(end-February 2021), and the budget for two further sets adopted in 2021.

(%®) However, payment arrears increased in 2021 by 0.6 pps. to 3.3% of GDP on account of overdue payments in the health sector,
state enterprises, and local governments.
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Government anti-crisis measures supported households and companies. According to the
government, the fiscal impact of discretionary measures in 2021 amounted to 2.5% of projected GDP (the
projection in the previous ERP was 2.9% of GDP in 2021, probably assuming higher implementation
rates of the first four packages of measures). Wage subsidies continued to be the fiscally most important
measure also in 2021. The eligibility criteria for wage subsidies, as well as for deferral for personal
income and profit tax payments focus on firms that were generally solvent before the crisis and that
suffered a revenue drop of at least 30% compared to the previous year. Special assistance was granted to
economic sectors that were hit especially hard by the crisis, such as hospitality and tourism, athletes and
artists. Support measures not directly reflected in the budget include liquidity support via interest-free
credit lines of the Development Bank of North Macedonia (guarantees constituting contingent liabilities
for the government).

Table 11.3.3:
North Macedonia - Composition of the budgetary adjustment (% of GDP)
Change:
2020 2021 2022 2023 2024 2021-24
Revenues 30.5 33.7 33.6 333 33.7 0.0
- Taxes and social security contributions 27.6 28.4 28.9 29.0 29.7 1.2
- Other (residual) 2.9 53 4.7 4.3 4.0 -1.2
Expenditure 38.9 40.0 37.9 36.7 36.6 -3.5
- Primary expenditure 37.6 38.7 36.6 35.5 35.5 -33
of which:
Gross fixed capital formation 3.2 5.2 6.1 6.1 6.6 14
Consumption 10.7 11.6 10.8 10.3 9.9 -1.7
Transfers & subsidies 23.7 21.9 19.7 19.1 18.9 -3.0
Other (residual) 0.0 0.0 0.0 0.0 0.0 0.0
- Interest payments 1.2 13 13 13 11 -0.2
Budget balance -8.3 -6.4 -4.3 -34 -2.9 3.5
- Cyclically adjusted -6.2 -4.8 -3.6 -3.5 -3.7 11
Primary balance -7.1 -5.0 -3.0 -2.2 -1.7 3.3
- Cyclically adjusted -5.0 -3.5 -2.3 -2.2 -2.6 0.9
Gross debt level 51.9 51.9 53.3 53.0 51.7 -0.2

Sources: Economic Reform Programme (ERP) 2022, Commission calculations.

The programme’s fiscal scenario projects gradual consolidation based on lowering current
spending. Over the ERP period, the general government deficit is projected to narrow to 2.9% of GDP in
2024, which constitutes an effective adjustment of 2.5 pps. compared to the estimated 2021 deficit
outcome (or 3.5 pps. compared to the 2021 deficit target). The 2024 deficit would still remain larger than
the pre-crisis 2019 deficit of 2.2%. Consolidation in 2022 and 2023 will be entirely based on a reduction
in the expenditure ratio (-3.4 pps. between 2021 and 2024 to 36.6% of GDP), which is set to be slightly
frontloaded in 2022. Notably, current expenditure would be reined in through a drop in social transfers (-
2 pps. of GDP between 2021 and 2024) and in subsidies (primarily frontloaded consolidation by -1.3 pps.
y-0-y in 2022). Government consumption would decline by 1.7 pps. of GDP between 2021 and 2024. In
contrast, capital expenditure is projected to rise further, by 1.4 pps. in 2024, from the historically high
level achieved in 2021. The revenue ratio, which is estimated to have risen, in 2021, to above its pre-crisis
2019 level, would remain broadly stable over the programme’s horizon. Yet, its relatively low level, by
regional comparison, reflects the country’s narrow tax base and persistent problems with revenue
collection. These two issues prevent a better balanced fiscal consolidation and a swifter achievement of a
balanced primary budget. The ERP’s projection for the cyclically-adjusted primary budget deficit points
to a significant tightening in 2022, a neutral stance in 2023 (when the output gap is expected to close),
and some fiscal impulse from discretionary measures in 2024 (0.4 pps. of potential GDP). Given the
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programme’s assumption that the economy operates above potential in 2024, the renewed deterioration in
the cyclically-adjusted primary balance, indicating discretionary support to demand, seems incongruous.
The fiscal targets for 2022 and 2023 are similar to the previous ERP, but the fiscal tightening in 2022 is
projected to be significantly larger, given that the previous programme assumed a smaller deterioration in
the cyclically-adjusted primary balance in 2021 than projected by the current ERP.

The 2022 budget continues to back the economic recovery, while shifting expenditure from crisis
support to public investment. The 2022 budget marks a balanced approach between the withdrawal of
temporary, pandemic-related payments to companies and households; cuts in current spending; and a rise
in capital expenditure. The general government fiscal deficit is projected to drop to 4.3% of GDP, down
from an estimated deficit of 5.4% of GDP in 2021. It is based on a (rather too optimistic) projection of
4.6% real GDP growth and 2.4% inflation. The programme expects total revenue for the general
government to amount to some 33.6% of projected GDP, marginally below last year’s level. Tax income
is projected to be higher by 10% compared to the 2021 outcome. Total expenditure would amount to
37.9%, which is 2.1 pps. below the estimated level of 2021, mainly due to a projected drop in subsidies
and transfers (for which the programme does not provide an explanation other than the overall phasing
out of crisis-related support), and in government consumption. The general government’s capital
expenditure would rise by 24.5% y-0-y (+0.9 pps. in terms of GDP) — a steep jump from 2021 and prone
to serious implementation risks. Social transfers would increase by some 2% y-o0-y (-2.2 pps. of GDP),
compared to the 2021 outcome. The budget appropriately includes an envelope of non-earmarked
funding, amounting to 0.6% of projected GDP, which could be used for stepping-up emergency support,
allowing the government to respond swiftly in case of need.

Capital expenditure is projected to rise markedly in the medium-term. The government aims to
successively raise the share of capital expenditure in total expenditure from 8% in 2020 to 18% in 2024.
In terms of GDP, capital expenditure is expected to rise from 3.2% in 2021 to 6.6% in 2024. This seems
overly ambitious, given the government’s track record of under-implementing the capital expenditure
budget, but also given the deficient framework governing the management of public investment, and the
possibilities of private sector cofunding, which the government explicitly targets through its recently
adopted Growth Acceleration Plan. The Plan aims for EUR 4 bn of public investment to leverage private
financing for an additional EUR 8 bn (equivalent to 68% of estimated 2021 GDP) from a variety of
sources, including the budget, IPA funds, and commercial loans in the 2022-2026 period. To help attract
private financing, the government plans to issue new, innovative types of bonds targeted at infrastructure
and green projects (development bonds, green bonds, and project-specific bonds). While the government
declares its intention to redesign the structure of public expenditure in favour of capital investments, the
structure of current expenditure would remain focused on social transfers over the programme’s horizon
(some 52% of total current expenditure), including pension payments. The share of subsidies (the bulk of
it being agricultural subsidies followed by subsidies to public and private enterprises) is projected to drop
from 15.4% in 2020 to 12.1% in 2024, the share of spending on goods and services would rise from 6.8%
to 9%; and the share of wages and allowances would increase slightly from 13% in 2020 to 13.2% in
2024 — while the programme expects significant savings in current expenditure from lower government
consumption.

The programme does not plan for specific budgetary measures that would underpin the expected
consolidation, making the outlook overly ambitious. While the medium-term fiscal plans appropriately
balance the needs to phase out crisis-related emergency support and to advance structural reforms and
fiscal consolidation, information on concrete measures and their implementation is scarce. In support of
the fiscal projections, the programme lists a number of policies aimed at reining in current expenditure;
improving the implementation of capital expenditure; and enhancing revenue collection, without
elaborating on or quantifying concrete measures. Overall, the ERP would have benefited from more detail
on the operationalisation of these objectives, such as presented in the recent Fiscal Sustainability and
Economic Growth Support Plan. In particular, the intended measures to achieve the envisaged savings in
public consumption and in subsidies to the corporate and to the agricultural sector could have been
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outlined. On the revenue side, more precise, and quantified, roadmaps for the streamlining of tax relief
and deductions in income taxation as well as of VAT preferential rates would have informed the
assessment of the government’s fiscal projections. Moreover, in addition to ongoing expenditures to
uphold the energy sector and maintain subsidised electricity prices for households, authorities adopted a
package of measures to protect households from rising food and energy prices and to help firms maintain
liquidity in the amount of EUR 400 mn in March 2022, which is likely to require an adjustment of the
fiscal consolidation path.

Raising capital spending remains a challenge given protracted shortcomings in public investment
management. Apart from permanent savings in current expenditure, redesigning public expenditure in
favour of growth-enhancing investment requires significant improvements in the management of public
investment. The implementation of wider-ranging measures to improve the planning, allocation and
execution of investment projects, based on the 2020 Public Investment Management Assessment (PIMA)
by the IMF has seen limited progress so far. The government is in the process of setting up a dedicated
unit in the Ministry of Finance, so as to ensure centralised oversight of public sector investment.
Measures to ensure the productivity-enhancing character of projects, so as to support the sustainability of
the economic recovery, are lagging. This concerns, among other things, the planned adoption of a new
methodology for the appraisal, selection and prioritisation of projects, which, in turn, partly hinges on the
adoption of the new Organic Budget Law.

The projected improvement in the primary balance is not sufficient to lower debt from its 2021
level. In 2021, general government debt remained at the same level as one year earlier, at 51.9% of
estimated GDP, after having jumped by 11.4 pps. in 2020, reflecting financing needs arising from the
COVID-19 crisis and the fall in GDP. The ERP forecasts that the general government debt ratio will be at
the same level in 2024 as 3 years earlier, close to 52% of GDP. After rising further in 2022, the debt-
reducing impact of economic growth and inflation would prevail over the debt-enhancing impact of the
primary deficit, leading to a decline in the ratio. The public debt level, which includes the debt of public
enterprises, stood at 60.9% of government-estimated GDP at the end of 2021, almost the same level as
one year earlier. The government expects the public debt level to rise further in 2022 and 2023, reaching
63.3% of GDP (different figure for 2023 in the Fiscal Sustainability and Growth Support Plan: 65.2%),
before stabilising in 2024, and then starting to drop due to declining fiscal deficits and accelerated
economic growth. The debt level is projected to exceed the 60% threshold provided for in the draft fiscal
rules (that are currently up for adoption by the parliament in the context of the draft Organic Budget Law)
until the end of 2024. Although the dynamics of general government debt are driving the overall rise in
public debt, the government expects guaranteed public debt (accounting for 9% at end-2021) to peak in
2023, as loans are released to finance public-investment works carried out by state-owned enterprises. It
would then stabilise and drop to 6.3% of GDP in 2026, consistent with last year’s expectation.
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Box 11.3.1: Debt dynamics

General government gross

North Macedonia debt is projected at close to
Composition of changes in the debt ratio (% of GDP) 52% of GDP by 2024, the

2020 2021 2022 2023 2024 same level as in 2020 and
Gross debt ratio [1] 5.9 519 533 53.0 517 2021 Overall, economic
Change in the ratio 114 00 14 -03 -13 9growthand inflation will not
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[2] The snowball effect captures the impact of interest expenditure on accumulated adjustment (replenishing
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accumulation of financial assets and valuation and other effects. X X
projected to decline as of

2023, when the programme
projects that the debt-reducing snowball effect will supersede the debt-driving impact of the primary
deficit, which is expected to gradually decline further.

Source: Economic Reform Programme (ERP) 2022, ECFIN calculations.

The structure of government debt carries moderate risks. Largely on account of continued heavy
borrowing abroad in 2021, to meet pandemic-related financing needs, the share of foreign currency debt
increased in this period (to 76% at the end of Q3-2021). More than 90% of this debt is denominated in
euro, which is significantly above the minimum threshold established by the government (85%). Risks
stemming from exchange rate depreciation are mitigated by the de facto currency peg to the euro. The
risk to the debt portfolio from interest rate developments has declined somewhat, as the share of fixed rate
debt in total debt has risen by 2.4 pps. from end-2020 to 79.5% at the end of the third quarter of 2021.
The programme considers these risks by testing the sensitivity of public debt to interest and exchange rate
risk. In the medium-term, the government should be in a position to refinance more of the maturing
external debt via new domestic issuance, given the recent extension of the maturities of domestic issues,
mitigating potential pressure on the exchange rate.

The financing of fiscal deficits and debt repayments is projected to average some 8% of GDP per
year between 2022 and 2024. Apart from financing the still elevated budget deficit in 2021, the
government needed to roll over a Eurobond worth EUR 500 million, which it had refinanced through new
debt issued in March (EUR 700 million). The government estimates that financing requirements in 2022
will be significantly lower than in 2021 (by 11%), amounting to some 5.8% of projected GDP, and
including the expected fiscal deficit (4.3% of GDP), foreign debt repayments totalling 0.8%, and
domestic debt repayments of 0.7%. They would be funded through domestic (3.3% of projected GDP)
and foreign borrowing, including a Eurobond. Financing needs would peak in 2023, mainly on account of
a maturing Eurobond, at 9.3%, and drop again in 2024, to 6.3%. Overall, around EUR 1 490 million in
foreign and domestic government debt is due for repayment in this period. (%) However, these figures do
not include potential calls on contingent liabilities the government has assumed by guaranteeing the debt
of public enterprises.

(*®) In 2023, the 2016 Eurobond (EUR 450 million) matures, followed by the 2018 Eurobond (EUR 500 million) in 2025.
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Box 11.3.2: Sensitivity analysis

The programme includes a sensitivity analysis of the fiscal deficit based on three parameters. The first
parameter is GDP growth. If average annual real GDP growth is lower than projected, by 1.4 pps. in
2022-2026, the budget deficit would increase by an average of 0.8 pps. per year. The second parameter
is capital expenditure. Lower capital expenditure (about 70% realisation) would imply a reduction in
GDP growth by 0.8 pps. per year and an increase in the deficit by 0.4 pps. on average annually. The
third parameter is tax collection. If tax collection drops by 5% per year, this would imply a budget
deficit of 4% on average in 2022-2026 (compared to 3.1% in the baseline scenario, and to 4.2% in the
same risk scenario in last year’s programme for 2021-2023). The programme also assesses the
potential impact on debt-servicing costs of external government debt arising from higher interest rates
(+1 pp. compared to the baseline) and a 10%-appreciation against the euro and other currencies.

The government’s fiscal consolidation plan is subject to significant implementation risks. On the
revenue side, progress in increasing public revenue by streamlining tax deductions is weak. The
government could strengthen its commitment to fiscal consolidation by making fiscal policy initiatives
more consistent, and by pursuing its declared intention to improve revenue collection in a more
determined manner. Revenue projections might also prove optimistic if economic growth turns out lower
than forecast. Some recently adopted or announced policy initiatives aimed at supporting the recovery and
employment, and involving further fiscal expansion, do not comply with the requirements of being
targeted and/or temporary, such as government subsidies covering the rise in employers’ social
contributions resulting from the 18% increase in the minimum wage effective as of April 2022; an
additional, ad hoc rise in pensions, on top of the two statutory increases, in 2022; and the planned
increase in public sector wages. The government intends to reduce expenditure for goods and services, in
line with the planned phasing out of pandemic-related support measures, as well as expenditure for wages
and allowances. It plans to generate savings from better targeting of subsidies and transfers. However, it
does not specify the source of the savings, which seem to rely mainly on the unwinding of temporary
support measures rather than on systemic reforms. The allocation of subsidies at company level generally
remains generally opaque in terms of the sums received by beneficiaries and the criteria for allocating
support. Introducing a state aid registry would make this process more transparent, and contribute to a
more targeted, efficient, and growth-enhancing use of funds. Moreover, potential savings in the biggest
category of subsidies, in agriculture, accounting on average for 1.1% of GDP in the period 2015 to 2020,
have not been considered in the consolidation plans. Also, the pension system may require more
resources than anticipated - the statutory indexation of pensions is high (+2.9% y-o0-y in January, with an
additional increase planned for July). Pension expenditure as a share of total current expenditure already
accounts for 27% of the 2022 budget. Between 2015 and 2021, budget transfers to the Pension and
Disability Fund have increased by 35%, while the Fund’s pension expenditure rose by 37.4%. The
government is also discussing to raise public sector wages in some key segments in 2022.

The energy crisis requires the government to find additional financing. More recently, uncertainties
about the fiscal and economic cost of high energy prices have heightened risks for the fiscal scenario. For
2022, the government projects some EUR 800 million in additional costs, of which some EUR 230
million (some 2% of estimated 2021 GDP) would be direct fiscal cost, resulting mainly from subsidies to
electricity producers, revenue shortfalls (estimated at some EUR 32 million) from the temporary
reduction of VAT on electricity, and transfers to households to cover the rise in energy prices. The
government hopes to raise some of the needed funding from unspent budget allocations for pandemic-
related measures. To cover the remaining financing needs, it is pondering a supplementary budget for
early summer.

Plans to leverage private capital through public-private partnerships would require a strong legal
framework. The drafting of a new law on improving the implementation of public-private partnerships,
including better management of fiscal risks has been finalised, but not yet been submitted to parliament.
The draft law is envisaged to address a number of shortcomings in the current legal framework governing



Partll

Country analysis, North Macedonia

PPPs and concessions, such as a lack of detailed administrative guidelines on selecting, implementing and
managing PPP projects; and limited central oversight, as each contracting authority sets its own contract
formats and terms and conditions. Currently, fiscal risks, such as contingent liabilities arising from PPPs
financed by municipalities, are not systematically reported to the central government.

There was little progress in further improving the fiscal framework. The new draft Organic Budget
Law (OBL), which introduces fiscal (deficit and debt) rules and provides for an independent fiscal
council, and for a proper medium-term budget framework was submitted to the parliament in December
2021 and is awaiting adoption. The government started drafting secondary legislation, but implementation
of the rules might take time. Clauses allowing deviations from the fiscal rules have been widely
discussed, and need to be carefully drawn up so as not to endanger debt sustainability. The fiscal rules in
the new draft OBL would apply to the general government whose definition is planned to be based on
ESA 2010 requirements.

3.4. KEY STRUCTURAL CHALLENGES AND REFORM PRIORITIES

This chapter sets out the Commission’s independent analysis of the economy of North Macedonia and
identifies the main structural challenges the country faces. Addressing the immediate impact of the
COVID-19 pandemic as well as new risks stemming from Russia’s invasion of Ukraine has been a
priority for the government. However, medium- to longer-term prospects for both economic growth and
resilience to external shocks will depend on the ability of North Macedonia to implement structural
reforms. Each of the main challenges faced by the country influences overall competitiveness in its own
way. However, because these challenges are very often mutually reinforcing, it will be essential to
address them to boost productivity and inclusive growth in the medium-to-long term.

The three most significant challenges the Commission identified - and essentially shared by North
Macedonia - are:

(i) improving the quality and relevance of the education system to increase employment and
mitigate skills mismatch levels,

(if) improving the competitiveness of domestic companies, including integration into global value
chains (GVCs) and reducing informal economy

(iii) energy sector modernisation and transition to clean energy.

Education outcomes are not sufficiently linked with the needs of the labour market which prolongs the
transition from school-to-work, feeding the informal economy, out-migration and poverty. Key factors
that undermine the country’s competitiveness, investment and GVC integration include a challenging
business environment, a lack of skills, innovation and technology adoption, low productivity, a distortive
effect of subsidies on competition and the need to modernise and digitalise public administration.
Although tackling the immediate challenges of the COVID-19 crisis has been an immediate priority,
reform measures to foster the competitiveness of domestic companies need to be strengthened further. A
sustainable post COVID recovery suggests to address longer term transition to green growth, in particular
in the context of geo-political shocks exacerbating the energy crisis. Such a green transition entails
significantly improving energy efficiency in buildings; promoting the distribution of less polluting energy
production sources, including, as an intermediate step in the decarbonisation process, the diversification
of gas supply sources and routes; and investing in renewable energy sources.

North Macedonia also needs to continue to tackle corruption, improve the rule of law and strengthen
institutions in order to promote competitiveness. Addressing these fundamental concerns is a prerequisite
for successfully transforming the economy. The Commission is closely following issues to do with the
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strengthening the rule of law and the fighting of corruption in its enlargement package, including the
Report on North Macedonia.

Key challenge #1: Improving the quality and relevance of the education system to increase employment
and mitigate skills mismatches

The labour market of North Macedonia has shown a relatively high resilience to the COVID-19
pandemic, albeit progress in the employment rate has been put to a halt. Improvements in the labour
market of the past two decades were halted by the pandemic, but the latest figures show some recovery.
In the third quarter of 2021, the employment rate (20-64) increased slightly by 1.4 pps. to 59.8% and the
activity rate by 1 pp. to 70.8%, compared to the third quarter of 2020. This is corroborated by the slightly
shrinking unemployment rate (15-74), which in the same period fell from 16.5% to 15.5%, but is still well
above the EU-27 average (6.9%). The impact of the COVID-19 pandemic, as demonstrated by the main
socio-economic indicators, has so far been partially mitigated by the package of measures adopted by the
government. However, long-lasting negative effects of the pandemic are still possible due to limited fiscal
space. Data show that the pandemic primarily hit low-skilled workers, especially people working in
agriculture, transport and manufacturing, while employment continued to increase among those with
tertiary education. The ERP acknowledges the deficiencies of the labour market under the key challenge
‘Strengthen human capital for inclusive development’. However, the proposed measures only address
Some aspects.

Some fundamental structural weaknesses of the labour market remain. Women and young people
are particularly exposed to unemployment and inactivity, as are people with disabilities and the low-
skilled, particularly Roma. The population is also ageing. Many of the unemployed in North Macedonia,
75.4% in 2020, are long-term unemployed. This is more than double than the share in the EU-27 (35.8%)
and higher than in the other countries in the region. The quality of available jobs remains an important
issue fuelling the emigration of higher educated people (‘brain-drain’): 27.6% of employed young people
works in a field that does not correspond to their level of education (World Bank, 2020). The regional
disparities are strong, as the employment gap between the southeast (the best-performing region) and the
northeast (the worst-performing region) remains high. With the support of the ILO, the Government
developed a national employment strategy to promote more and better jobs for all. The strategy was
adopted in November 2021 and aims to address the structural challenges affecting employment growth
but also to mitigate the consequences of the COVID-19 pandemic.

Young people in particular continue to face difficulties in entering the labour market. 45% of young
people stay unemployed for 4 years or longer after finishing school, while only 7.3% are unemployed for
less than 1 year (Labour Force Survey, 2019). The employment rate of recent graduates (20-34) is only
54%, which is one of the lowest compared to the EU and other countries in the region. The countrywide
implementation of the Youth Guarantee in all 30 employment centres in 2019 led to a significant
reduction in youth unemployment (aged 15-24) from 45.4% in 2018 to 35.6% in 2019 and in the share of
young people not in employment, education or training (NEET) aged 15-29 from 29.8% to 24.5%
between 2018 and 2019. However, the rates remain high in 2020: unemployment has stagnated at 35.7%
and the NEET rate has increased to 26.2% - both substantially above the EU-27 averages of 16.8% and
13.7%, respectively. The COVID-19 pandemic has interrupted a five-year declining trend of NEETS. The
report evaluating the effectiveness of the Youth Guarantee in the country has still not been released.
Importantly, looking at the larger group of people aged 20-34, the broad gender gap (27.6% of male
NEETSs compared to 37.1% of women) indicates the social conventions or pressures which place higher
importance on women’s roles within the family (OECD, 2020). Further success of the Youth Guarantee
scheme significantly hinges on the improvement of the employment service capacity as well as that of
other providers of key services such as social protection and education.
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Spending on active labour market policies is relatively high, compared to the region, but lower than
the EU average. In 2020, spending reached 0.27% of GDP (EU-27 average: 0.39% of GDP in 2019).
Despite the countrywide implementation of the Youth Guarantee, there has been no comprehensive
impact assessment of the effectiveness of active labour market policies for many years. Active labour
market policies have a limited scope and cover less than 25% of the poor. However, in 2020, 66.8% of
young unemployed aged 15-29 were involved in some type of active labour market programme. Better
targeting the most vulnerable categories could include a combination of additional benefits and specific
activation and skills development or the establishment of mobile units to reach and work with vulnerable
groups, considering also the experience gained from previous outreach support. Despite recent progress
the capacity of the public employment service is hindered by: limited human resources; insufficient staff
training; limited funding allocation for active labour market policies with increased dependence on EU
funding allocation; and limited investment in infrastructure.

Reform measure 2 of the ERP (“Increasing the flexibility of the labour market™) aims to extend the
labour legislation, including active employment programmes, to non-standard form of work. As part of a
new law on labour relations, planned to be adopted in 2022, the measure is deemed necessary due to an
existing lack of legislation on remote working and working from home. Furthermore, specific active
labour market measures will be directed at people in an unfavourable social position, primarily the
beneficiaries of guaranteed minimum assistance. The measure aims to help increase the employment rate,
decrease unemployment and reduce poverty and social exclusion. However, the measure does not focus
on the right things and addresses the key challenges only partly.

The insufficient relevance and quality of education continues to contribute to skills mismatches,
leading to persistent unemployment and underuse of young people’s potential. The education system
contributes to the lengthy school-to-work transition by failing to identify and meet the needs of the labour
market. Some of the issues related to the quality of education in North Macedonia already identified in
the past are still evident. The skills mismatch continues to be a major impediment to people finding work.
In 2019, job mismatches in terms of young tertiary graduates aged 15-34 working in jobs below their
education level stood at 35% (ETF, 2019). However, new school and VET curricula focus more on the
demands of the labour market. In addition, North Macedonia has put in place an institutionalised process
and tools for monitoring/forecasting skills needs to adequately align VET, higher education, and up- and
re-skilling offers to labour market needs. The national qualification framework, which was referenced to
the European Qualifications Framework in 2016, was designed to support the modernisation of education
and training, with a view to improving the quality of education and its adaptability to labour market
needs, and promoting lifelong learning and mobility.

The education system of North Macedonia does not give young people sufficient key competences
and skills they need to actively participate in the labour market. International student assessments
show substantial weaknesses for students in North Macedonia and reveal disparities in learning outcomes
based on the place of living, ethnicity, socio-economic status and gender. This continues to hinder
companies’ competitiveness and their deeper integration into the global economy. Despite substantial
improvements in the Programme for International Student Assessment (PISA) results in 2018, compared
to 2015, North Macedonia still ranks low among the other participating countries (68th place out of 78)
and compared to its regional peers. TIMSS 2019 survey results show a similar trend, with the country’s
students ranking in the 45th place in mathematics and 51st place in science among the 58 assessed
countries. The gender gap is a particular issue, as boys perform worse than girls. This gender gap is far
greater than international averages (North Macedonia has the third largest global gender gap in reading
performance). Other significant gaps are linked to students’ socio-economic status, educational track, and
language of instruction. The OECD has signalled that there is a specific problem in fostering the ‘growth
mind-set’. PISA data also highlight the need for improvements in the quality of teaching, since half of all
students have not achieved basic literacy and numeracy skills by the age of 15.
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A reform of the education system was planned in the 2018-2025 education strategy, but it requires
greater funding. The education strategy and the related action plan both prioritise providing quality
skills to young people to prepare them for the labour market. However, these two documents also state
that financial support is insufficient and that inter-sector coordination is lacking. Public spending on
education is clearly insufficient. North Macedonia has steadily reduced its spending on education from
4.62% of GDP in 2011 to 3.9% in 2020. This level is currently below the EU-27 average of 5.0% in 2020
and also below peer-country averages. The education system is also undermined by the inefficiency of
public spending (World Bank 2019). In addition, discrepancies in student-teacher ratios in schools are
significant, impacting the overall quality of education. North Macedonia is planning to draw up a new
financing model to redistribute public education funding and to make it more transparent. The new
financing model aims to make the funding of primary and secondary education more transparent and to
regulate how the funds from the Ministry of Education and Science are redistributed by the
municipalities. The current formulas have not changed for many years and do not properly account for
school equipment and teacher training needs. The new system will be based on standardised input
parameters, including a basic amount per student, a variable component providing funding for costs for
some students in primary education, such as those from socially disadvantaged families, and a
development component to be introduced in 2023 to provide additional funds depending on the schools’
achievements.

Major reforms are being made in VET, but the quality of teaching is still an obstacle to participate
in the labour market. Approximately 56% of upper secondary students in North Macedonia follow a
vocational pathway (42 641 students in 2019/2020) — a proportion comparable to the rest of the Western
Balkans and higher than the EU-27 average (43%). In 2019, 79% of the country’s VET graduates
subsequently enrolled in tertiary education, compared to 53% of students from general schools (World
Bank, 2019). The low transition of students from general upper secondary education to higher education
means that almost half of those who leave secondary school have not acquired a specialisation to
participate in the labour market. The three-year and four-year VET curricula were revised in 2019. The
development of the three regional VET centres (Tetovo, Kumanovo, Ohrid) is hampered by slow
parliamentary adoption of the necessary legislation. The lack of technical skills among vocational-school
graduates is considered a major bottleneck by companies in North Macedonia. This is because the
teaching and learning methods in VET schools are largely theoretical, offer limited practical training, and
suffer from a lack of teaching and learning materials (OECD, 2019).

Reform Measure 1 of the ERP (“Further development of the qualification system™), rolled over from the
last year, addresses the key bottleneck of the education system and builds on the activities implemented in
2021, such as the adoption of the new curricula or establishment of a National Council for Higher
Education and Scientific Research. The measure reflects the key policy reforms presented in the
Employment and Social Reform Programme (ESRP) adopted by the government. To implement this
measure, the modernisation of three regional VET centres is key, and such centres of excellence need to
be further developed throughout the country. The modernisation of the reform of VET led to an increased
share of students enrolled in VET and participating in work-based learning. The measure presents
indicators and a budget in the fields of employment, education and social policy. Although both the ESRP
and the inclusion of the measure in the ERP signals that education is among the government's top
priorities, the measure’s expected impact on competitiveness could be further strengthened.

Adults’ participation in learning is low. The percentage of adults participating in learning was 2.6% in
2020, significantly below the EU-27 average of 9.2%. Further development of qualifications,
arrangements for validation of non-formal and informal learning and up-skilling/re-skilling programmes
throughout the country are key to integrate medium-skilled and low-skilled people into the labour market.
Promoting lifelong learning and the strengthening of non-formal education should help to improve
workers’ technical and managerial skills. This can support fast productivity growth in companies and
industry.
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The continuing gender gap undermines the overall economic potential of North Macedonia. The
gender employment gap (the percentage-point difference in the employment rate of men and women aged
20-64) stood at 19.9 pps. in 2020, relative to the gender gap in EU-27 of 11.3 pp. The low activity of
females (20-64) is characterised by a high inactivity among low-educated women (79% in 2020). This is
partly due to women’s traditionally lower presence in the labour market, disincentives for women to
work, caring and household duties and women’s lack of confidence in their skills and labour market
prospects (OECD 2021) and the burden of childcare and family care. Women are much more likely to be
low paid. Estimates of earnings indicate a significant gender pay gap and the potential for discrimination
in the labour market against women. Women in North Macedonia also have a working life that is on
average 10.6 years shorter than that of men (2020).

Emigration and population ageing further contribute to weaken the skilled workforce of North
Macedonia. Emigration of workers is a serious impediment to business. The shortage of jobs — and
secure, well-paid jobs in particular — is the biggest challenge that makes it especially difficult to prevent
young people from leaving the country, leading to a substantial risk of brain-drain. According to
projections, the share of the population aged 65 and above will double from 12.5% in 2015 to 25.4% in
2050, placing significant strain on the social protection system. This trend will gradually reduce the share
of the working-age population (those aged 15-64) from 70.6% in 2015 to 60.4% in 2050 (ILO, Decent
Work Programme, 2019). About 59% of businesses struggle to find workers with appropriate skills
(OECD 2020). Available analysis recommends that all labour market policies are mutually consistent and
contribute to keep workers in the country, including by regularly analysing and monitoring emerging
skills gaps at national, regional and local levels and recognising skills acquired outside the formal system
or abroad (ETF 2021).

Key challenge #2: Improving the competitiveness of domestic companies, including integration in
global value chains and reducing informal economy

The COVID-19 pandemic exacerbated structural challenges, leading to significant negative effects
on the country’s economy with the war in Ukraine increasing economic uncertainty and slowing
down the recovery from the pandemic. As regards the COVID-19 crisis, domestic economic activity
plunged in the wake of containment measures, and external trade suffered from lockdowns and recessions
in trading-partner economies, and through the temporary breakdown of automotive supply chains. The
COVID-19 pandemic has put a significant additional burden on companies, causing them to cut their
investment in human and physical capital. It has negatively affected profitability and turnover in 90% of
companies and caused a drop in their productivity (International Labour Organisation, 2020). According
to the COVID-19 follow-up Enterprise Survey, 70% of firms experienced decrease in liquidity, while
around 40% of them needed to close down temporarily their businesses. Although tackling the immediate
challenges of the COVID-19 crisis has been an urgent priority since 2020, reform measures to foster the
competitiveness of domestic companies need to be strengthened further. More recently and following the
Russian aggression against Ukraine, rising geopolitical tensions, pressure on energy, commodity and food
prices, combined with supply-chain disruptions (including in the automotive sector) negatively affect
sustainable growth and competitiveness. Adverse effects of the rising energy prices on the private sector
include loss of contracts with electricity providers and an unpredictable rise in electricity and gas costs.

Key factors that undermine the country’s competitiveness, investment and GVC integration include
a challenging business environment, a lack of skills, innovation and technology adoption and low
productivity. The country’s businesses suffer from unsophisticated technology, limited capacities of
production and innovation, inconsistent quality of goods and services, low investment in human and
physical capital, frequent changes to the regulatory framework, low productivity and competition from a
large informal sector. While since the last OECD Competitiveness Outlook, North Macedonia progressed
in various policy areas, its policies to increase competitiveness need to be effectively and continuously
implemented as well as stepped up to have a more sustainable impact. The future success of the economy
mainly hinges on the success of a broad range of structural economic reforms, especially ones aiming to
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further improve the business environment (e.g. measures to combat the informal economy, simplification
of the legal framework for doing business and the establishment of a fully functional state registry),
enhanced support to innovation and technological development and promotion of human capital (i.e.
skills development). Such reform efforts could also help attract foreign investment to sectors with high
value added.

The regulatory framework’s lack of transparency and predictability continues to negatively affect
the business environment and the competitiveness of domestic companies, in particular SMEs.
Moreover, implementation remains a challenge, also due to frequent election cycles. Contract
enforcement is lengthier and costlier than in peer countries (OECD, 2021). A new bankruptcy law,
intended to facilitate market exit by reducing the cost and time (3°) of procedures, is still awaiting
adoption. To effectively support a sustainable economic recovery and faster growth, the government also
needs to improve the management of public investment. Decisive steps are needed to rationalise
parafiscal charges at central and local levels. Measure 12 of the ERP, “Streamline the use of parafiscal
charges”, rolled over from 2021 and linked to the policy guidance. The measure envisages the
assessment of 377 previously identified parafiscal charges, aiming at further elimination, remodelling or
optimisation and digitalisation. The methodology for further rationalisation of para-fiscal charges for
SMEs will be established only after the 377 charges are screened and optimised. The measure should also
seek to clarify the rationale for these charges and their impact on competitiveness.

To enhance the business environment will require further efforts on increasing the efficiency and
transparency of public administration, in particular its modernisation and digitalisation. Especially
in this challenging period, businesses need a fair, predictable and functional regulatory framework, with
an effective and increasingly digital public administration (ILO, 2020). Public administration reform is an
important precursor of growth and the pandemic has amplified the need for an enabling business
environment, with low administrative burden and improved access to public services, allowing businesses
to cope with the new challenges of the pandemic. While the national e-portal for services is being
upgraded with more than 130 services, uptake is still low (see also measure 11 in Section 6).

The business environment also continues to be impeded by the substantial informal economy whose
challenges have not been addressed decisively. Unfair competition, especially from the informal sector,
is cited as a major challenge for businesses in North Macedonia (OECD, 2021). In the latest Enterprise
Survey (31), more than 50% of surveyed firms noted that they competed against informal or unregistered
firms, and 40% of all firms identified this as a major constraint. According to IMF estimates, the informal
sector of North Macedonia could account for as much as 37.6% of GDP. It takes various forms, notably
unregistered labour, partially undeclared wages and other irregularities in the enforcement of the Labour
Relations Act. Other practices common to the informal economy include not issuing tax receipts or
invoices, or underreporting turnover. Undeclared work exacerbates the negative impact of the COVID-19
crisis on the economy. Backed up by high-level political commitment of all relevant institutions, the
strategy and the action plan formalising the informal economy will have to be more vigorously
implemented, assessed and reviewed, with specific attention paid to the business environment component.
Measure 16, rolled over from the previous year and linked to the policy guidance, aims at introducing
mechanisms for formalising informal work in sectors with high incidents of undeclared activities.
However, there is scope for more effectively addressing the motives for engaging in informal business
activities identified in the country’s 2018-2022 strategy. The measure focuses on employment policies
and does not address other important aspects, such as taxation, including social security contributions
sufficiently. Awareness raising activities are missing. Activities are delayed and the adoption of a new
strategy is expected only in 2023. The proposed activities could be presented more clearly. The impact of
COVID-19 on the labour market and undeclared work is not taken into account. The impact of the

(* An e-auction system applied for the liquidation process has already helped to reduce the time
(®Y) As agreed between the participating institutions World Bank, the EBRD and the EIB
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measure on competitiveness is not quantified and the impact on employment and gender is not
sufficiently considered.

As the lack of skills undermines economic growth and the development of a knowledge society,
increasing investment in human resources is vital. Reform of the education system is sluggish and the
large skills mismatch persists. While North Macedonia has made substantial progress on the number of
people with higher educational attainment, curricula do not equip graduates with the necessary skills to
match labour demand. Therefore, structural deficiencies of the labour market persist, restraining potential
growth. Among the most important ones are low participation rates, especially for women and weak
human capital development, leading to underutilised labour resources amid demographic decline. Many
young people are not active in the labour market. Around 80% of unemployed are long-term unemployed,
largely reflecting the skills mismatch. Both domestic and FDI companies face rising emigration and
(qualified) labour force shortages.

Domestic companies’ low and slow-growing productivity continues to hinder their competitiveness.
The deterioration in labour productivity and price competitiveness in 2020 largely reflects the economic
impact of the pandemic and the government’s job-retention measures. The continued rise in wages,
bolstered by crisis-induced government wage subsidies, remain a challenge for external competitiveness,
given the adverse developments in labour productivity over recent years. A large share of the workforce is
still employed in low-productivity and low-wage sectors (OECD, 2021). The recent increase in the
minimum wage (not linked with increased productivity) entails risks of not being sustainable over time.

Productivity could be further improved by more investment in research and innovation. At 0.4% of
GDP, the economy’s expenditure on research and innovation has not increased over recent years, and
remains significantly below the EU average. The country is an emerging innovator, according to the EU
innovation scoreboard. An increased budget (but also non-financial incentives and measures for
collaboration between researchers and businesses) in this area would support the country’s economic
recovery, also given the relevance of innovation to the Economic and Investment Plan for the Western
Balkans. Even though government funding for innovation increased in 2020, private firms are reserved
about adopting new technologies. The Fund for Innovation and Technological Development invests in
small and medium sized enterprises (SMEs) to improve the innovative capabilities of companies and to
support the adoption of new technologies that boost private sector competitiveness. Finalisation of the
smart specialisation strategy delayed by the COVID-19 crisis, should consolidate the country’s economic
policy priorities and support the further development of sector-level strategies in the relevant fields such
as education and skills, industry, research and innovation, as well as attracting FDI. Measures for closer
cooperation between academia and the private sector are being implemented (see also measure 17 in
Section 6) and subsides are being provided to companies to intensify their research and innovation
capacities. The Economic and Investment plan aims to boost competitiveness of SMEs through
investments in start-ups and the scaling up of innovative companies. The combination of grants and
guarantees should reinforce open, innovative, business friendly ecosystems in the region based on a
"triple helix" approach.

Instead of tackling the country’s underlying structural challenges and business environment issues,
the government’s flagship policy to attract foreign direct investment (FDI) and improve domestic
firms’ competitiveness relies on providing various forms of state aid to businesses. In the 2019
Global Competitiveness Index, the country ranks 112 (out of 141 countries) in ‘Distortive effect of taxes
and subsidies on competition’. In a post pandemic environment, the extended use of State-aid schemes to
support domestic companies must be based on close, continuous assessment of the business environment
issues and clear policy objectives. The current model of state-aid is highly complex, untargeted and
involves too many providers. The system is characterised by a short-term perspective and would benefit
from more outcome focused approach. In spite of some progress, a fully operational State aid registry and
a more effective State aid notification system are yet to be developed. Measure 15 of the ERP aims at the
establishment of Management Information System on State aid and is linked to the 2021 policy guidance.
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The measure will build a network of institutions dealing with State aid. It has the potential to enhance
transparency for the general public and to create a level playing field for companies. The envisaged State
aid registry will have to contain the legal basis (i.e. which State aid rules) based on which the respective
aid is approved by the Commission for Protection of Competition. The expected impact on
competitiveness is not explained in quantitative terms.

The COVID-19 crisis has shown the vulnerability of global value chains (GVCs) which represented
80% of global trade before the crisis (IMF, 2019). The dependency of the automotive sector on GVCs
and the ongoing supply issues have the potential to create bottlenecks in the automotive production and to
hold back GDP growth. North Macedonia’s links to global value chains are still predominantly
concentrated in services and low- to medium-value manufacturing (IMF, 2019). Following the outbreak
of COVID-19, 45% of the country’s businesses reported a decline in demand for products and services,
38% reported weaker confidence in supply chain partners, and 35% reported disruptions in the sourcing
of raw materials (ILO, 2020).

Prioritising and strengthening of targeted public policies to address the underlying structural
obstacles to domestic companies’ competitiveness could help to attract FDI and integrate more
enterprises into global value chains. Despite positive developments in diversification (FDI is
concentrated in a few sectors benefiting from economies of scale on a global level), supplier linkages
between domestic enterprises (SMEs) and the FDI sector remain relatively weak as foreign investors rely
on imports for most of their inputs other than low-cost local labour. Such weak linkages between the FDI
sector and the rest of the economy mitigate the structural transformation of the economy, economic
growth and job creation (OECD 2021). The limited growth impact reflects the largely low value added
activities in the country’s manufacturing plants, including labour-intensive assembly and cabling. The
focus should be on attracting FDI that can source more content locally. The modest growth and weak
integration of enterprises into GVCs also reflect enterprises’ limited capacity to innovate and adopt new
technology.

Although the high-end segments of regional and global supply chains hold potential for North
Macedonia, firms do not invest sufficiently in innovation or meet quality standards necessary for
attracting FDI and enhanced GVC integration. This is a critical barrier to GVC integration for many
industries, including the automotive sector (OECD 2021). Most domestic companies lack the capacities
and skilled workforce to innovate and adopt technologies and they cannot meet the quality standards
required by the automotive or other relevant industries and value chains. This stems from difficulties in
accessing finance as well as human capital and skills given the shortcomings in the quality and relevance
of the education system (OECD 2021).

Further developing certain service sectors such as logistics, transportation, and information and
communication technologies could be an opportunity for domestic companies. Because of their size,
MSMEs could become ideal providers of the types of services GVCs are increasingly asking for.
According to multinationals operating in the country, 30% of the companies surveyed held the view that
services needed by these multinationals do not meet the required quality standards (Finance Think, 2019).
This forces foreign companies to use alternatives outside the country. Most of these services are highly
human-capital intense and require the mastery of digital tools.

While there is little evidence so far of much FDI nearshoring taking place, North Macedonia could
still benefit from a realignment of global production networks in the post-pandemic phase. In that
sense, the COVID-19 crisis may also offer opportunities for domestic companies to integrate sustainably
into global value chains to further diversify their export structure and mitigate future shocks. Following
the war in Ukraine, supply chain reshuffling may take place, especially in the automotive sector. To
benefit from potential nearshoring opportunities, the country can embrace proactive policies to enhance
its investment competitiveness and promote itself to potential investors based on currently successful
sectors and those with identified potential. The global shift toward electrical vehicles and digitalisation
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holds potential to integrate into automotive, electronics and IT-Business Process Outsourcing value
chains by targeting FDI in these emerging sectors (World Bank, WIIW, 2021).

The Economic and Investment Plan for the Western Balkans will help increase the competitiveness
of the economy of North Macedonia backed by a green and digital transition. A substantial
investment package, which is at the heart of the Economic and Investment plan, will direct a large
majority of support towards key productive investments and infrastructure. A crucial element of the EIP -
building a common regional market - has the potential to further enable competitiveness and growth.
Implementing the plan will help the country integrate into regional and European value chains and attract
FDI in tradable sectors, notably by increasing the size of its market.

Overall, North Macedonia presents 10 measures related to this key challenge in its ERP. The ones that are
more closely linked to the European Commission’s assessment of this key challenge, are analysed in this
section, the rest in Section 6.

Key challenge #3: Energy sector modernisation and transition to clean energy

The economy of North Macedonia is highly dependent on energy imports and characterised by high
energy intensity, inefficiencies in the ageing energy production system, persistent high dependency
on highly-polluting lignite coal, as well as inefficient energy consumption. The country has no gas or
oil and has limited quantities of coal. Approximately ~68.7% of electricity is domestically produced and
31.3% is imported. Domestic electricity production relies heavily on lignite (41.95%) followed by hydro
(16.86%) gas (10.81%), wind (1.48%), biogas (0.78%) and solar (0.33%). The country’s 2040 energy
development strategy provides guidance on the direction of the energy sector up to 2040, but an action
plan for its implementation is still pending. The government formally initiated an energy transition
process and the country was the first Contracting Party to commit to a coal phase-out (by 2027) as a
member of the Powering Past Coal Alliance. Still, the transition to low-carbon growth has been slow
(OECD 2021). Challenges have been exacerbated by the Russian invasion into Ukraine. Energy prices
have significantly gone up, risking higher inflation for a longer period and impacting on demand and
competitiveness. The adoption of a 5-year programme for implementing the energy development strategy
and an integrated national energy and climate plan will be a positive step for the Green Agenda for the
Western Balkans, notably its aim to remove bottlenecks in key network infrastructures, accelerate the
shift to a low-carbon economy and promote the clean energy transition and a European integrated energy
market.

Energy supply is unreliable in North Macedonia and efforts on energy diversification needs to be
improved. The country still faces challenges related to electricity supply. In spite of some improvements,
the economy relies heavily on highly polluting coal for electricity generation and electricity and
distribution networks are outdated and inefficient. Domestic lignite has a low caloric value and estimated
reserves are limited to 15-20 years. Hydro capacities (particularly valuable in ensuring the fast supply of
energy to compensate for surges in demand) depend on hydrological conditions, which have not been
favourable in the past several years. Taken together, these factors have led to an increase in the import of
electricity in recent years to 37% of the gross domestic consumption in January-September 2021, up from
32% in 2020. When considering security of supply on the basis of a diversified energy mix and sources of
supply, the country’s natural gas supply framework has some way to go (OECD, 2021). Distribution of
natural gas, as an intermediate step in the decarbonisation process, is advancing, with efforts made to
increase the transmission network. However, the country relies exclusively on Russian gas through a
single connection, exacerbating the energy crisis in the current geo-political context. The diversification
of gas supply sources and routes is progressing slowly. The government is taking measures to ensure the
necessary funding for the construction of an interconnection line e.g. with Greece (a second
interconnector towards Greece is currently in an advanced stage of planning), thereby supporting
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diversification of natural gas sources and facilitating access to transit pipelines (%2). The construction of a
new 400KV electricity transmission interconnector line with Albania is under way. Despite recent efforts,
the production of renewable energy lacks diversification. No new wind capacities have been built since
2014 (ECS, 2021). Implementing the Economic and Investment Plan for the Western Balkans,
strengthening connectivity and going towards greener and more digital economies, will assist in
diversifying energy supply and in reducing dependencies from Russian oil and gas imports. This includes
developing gas interconnector to Serbia, Kosovo and Greece. End March 2021, in an effort to push down
prices for consumers, EU leaders agreed that member states will work together on volontary common
purchase of gas, LNG and hydrogen. The common purchases platform will also be open to Western
Balkan countries.

Concerns related to energy supplies and the risk of significant price hikes prompted the
government to declare a 30-day energy crisis in November 2021 which was subsequently extended
to June 2022. Rising energy import costs continue to have an impact on North Macedonia, its policies,
competitiveness and public finances. Russia and Ukraine are major commodities producers, and
disruptions have caused global prices to surge, especially for oil and natural gas. The Energy Regulatory
Commission increased the regulated electricity price for households and small consumers by 9.48%
starting from 1 January 2022. At the same time, the country’s own energy reserves, hydro and lignite are
at a worrying low level due to unfavourable hydrology but also poor resource planning in the State owned
enterprise ESM. To mitigate the energy crisis, exacerbated by the Russian aggression against Ukraine, the
government undertook various measures, starting with a range of initiatives in the energy sector designed
to secure supplies, shield consumers from significant price hikes (e.g. subsidising heating prices and
temporary taking over of the private heating company (BEG) in January 2022 until the end of the heating
season) and ensure confidence in the state-owned electricity generation entity ESM. More recently,
Parliament had agreed a package of 26 measures (%) worth EUR 400 million, of which EUR 90 million in
tax holidays and EUR 310 million for direct payments from the State budget. If the efforts to increase
domestic production fail to materialise, ESM (production) will have to reduce delivery volume and buy
the remaining demand at market prices. This would lead to an extraordinary high price for the end
consumer, while the need for additional electricity import volumes using current international
transmission lines may cause capacity problems for existing infrastructure. Inflation expectations (3%)
have already increased significantly and could feed into wage- and price-setting processes. As requested
by IFls, a more targeted approach to vulnerable household to offset the impact price increases is needed
in the short term.

While planned investments in new coalmines and extension of the work of the thermal power plant
(TPP) Bitola can provide some short-term mitigation, they may jeopardise the strategic goals of de-
carbonisation and decommissioning the two TPP’s by the end of 2028. The energy crisis will
therefore likely have additional negative environmental effects both due to the direct effects of increased
burning of lignite and oil. The government has yet to propose medium to long-term sustainable solutions.
*Just transition’ activities have yet to be pursued in a determined manner while progress in activating the
development of renewable energy in an efficient and transparent manner — in particular solar — is still
lagging behind. To mitigate the negative social and economic impacts of the closure of coal-fired power
plants and related coal mines in the affected regions, it is important to urgently work out a plan to address
associated labour and regional development issues (EBRD, 2021).

North Macedonia aims to increase the share of renewable energy sources (RES) to 35-45% of gross
final energy consumption by 2040. The amended national renewable energy action plan is in line with

() The project will Provide a diversified gas supply in North Macedonia from TAP pipeline and LNG terminals in Greece, aiming
to improve competitiveness and reduce gas prices (currently only Russian gas from TBP), and to increase possibility of supply
by 2.8 bcm (existing 0.8 bcm).

(®®) For instance, a reduced VAT rate for electricity that was supposed to gradually return to 18% (planned increase from 5 to 10%
in July 2022) is now postponed until December 2022.

(*) Inflation already accelerated to 4.9% in December 2021.
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the revised binding target of 23% of energy coming from RES by 2020 and 24% by 2025. The Energy
Law is fully aligned with the Renewables Energy Directive. The government pursues annual targets to
raise the share of renewables in energy consumption. While at this stage, renewable energy still only
accounts for a small share of power generation, important wind park and solar power plant investments
are foreseen in the framework of the Economic and Investment Plan, including installation of solar power
plants on the site of the exhausted coalmine in Oslomej and adjacent to the coal-fired thermal power plant
in Bitola. Hydropower is the most RES in the country and several of the already-built and planned plants
are in protected areas. The overall target of 23% of renewable energy in gross final energy consumption
by 2020 is far from being achieved (19.22% in 2020) because of the insignificant share of renewable
energy in the transport sector, not reaching even 0,5% in 2020 (ECS, 2021). Feed-in-tariffs and premiums
are used to support the deployment of renewables. In 2020, contracts were signed for installing capacity
62 MW-capacity solar power plants, using premiums granted via auctions. The government should
reconsider the decision to keep the feed-in-tariffs for small hydro power plants, which either do not
require support or have a negative environmental impact. Thresholds for administratively set feed-in
tariffs are not aligned with the Guidelines on State Aid for Environmental Protection and Energy (ECS,
2021). The capacity cap per type of renewable energy technology has to be removed to achieve the 2025
renewable energy target. Provisions on sustainability of biofuels are still not aligned. Electricity
prosumers can refer to the rulebook on renewables but its implementation is lacking due to administrative
obstacles. Measure 5, rolled over from last year, aims to promote renewable energy sources. It is very
relevant as it will help diversify energy generation and contribute to energy supply security, with
expected positive effects for the economy, by lowering the electricity costs and creating green jobs.
However, the activity looks narrow in its scope as it focuses primarily on biofuels. Some activities
foreseen in the previous ERP and the follow-up of the assessments performed in 2021 are no longer
included, i.e. measures to improve the heating and cooling sector or on the electrification of the public
transport. Schemes supporting the deployment of renewables may have to be reconsidered, in particular
schemes on small hydropower. They should ensure that the incentives do not favour RES that do not
require support or have a negative environmental impact. The proposed result indicators do not reflect the
specific activities, i.e. use of biofuels. The impact assessment needs improvement.

Energy efficiency can boost the competitiveness of the economy through cost savings, but measures
in this area are stalled. The economy is characterised by high-energy intensity with low efficiency in
energy production and consumption. A Law on energy efficiency transposes the energy efficiency and the
energy performance directives. Despite these improvements, implementation is lacking. Energy intensity
in North Macedonia needs to be reduced and legislation on energy efficiency must be enforced. The
adoption of implementing legislation remains a challenge, due to limited human and technical capacity at
the Energy Department of the Ministry of Economy and the Energy Agency. Financing to promote energy
efficiency is limited, and the envisaged Energy Efficiency Fund remains to be set up (activities for its
establishment and operationalisation have starte). There is a particular need to improve energy efficiency
in buildings. To that end, a buildings renovation (and street lighting) programme with a budget of EUR
25 million is currently under way. As a member of the Energy Community and following the adoption of
the Clean Energy package by the Energy Community Ministerial Council in November 2021, there is a
need for timely alignment with and implementation of the Energy Efficiency Directive (2018/2002/EU).
Measure 6, rolled over from last year, aims to improve energy efficiency. A refurbished and improved
building stock will help pave the way for a decarbonised and clean energy system, as the building sector
is one of the biggest energy consumers and is responsible for a high proportion of greenhouse gas
emissions and air pollution. However, the lack of capacity within the public institution (Ministry of
Economy and Energy Agency) for collecting and sharing information, monitoring progress and
promoting energy efficiency, remains an obstacle. Insufficient information on the current energy and
resource profile of buildings and the potential benefits of renovation, are among the biggest barriers to
taking decisions on energy efficiency measures. The impact assessment part needs improvement.

The country’s long term energy strategy, extending to 2040, considers the need for expansion in
infrastructure. There also appears to be extensive international donor community involvement in
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investment projects (OECD, 2021). The Growth Acceleration Plan envisages offsetting up an Energy
Efficiency Fund within the Development Bank of Northern Macedonia, to invest in energy efficiency and
renewable energy in public buildings. Financing is also planned under the Hybrid Green and Digital
Economy MSME Fund and as the Hybrid Strategic Green Investment Fund for projects undertaken by
large companies. The new government has pledged medium-term investment in RES, a gas
interconnection with Greece, the completion of the gasification of the country and energy efficiency.
However, the same government program foresees the opening of the Zhivojno coalmine to provide
domestic quantities of coal to enable stable production of electricity in the TPP Bitola for an additional 10
years. The Transposition and swift implementation of the acquis on guidelines for trans-European energy
infrastructure (through a revised law on strategic investments) should facilitate the realisation of PECI
(projects of energy community interest) and PMI (projects of mutual interest) infrastructure projects.

Energy transition and the sustainability of the energy system are priorities in the recently-adopted
government programme. A sustainable post-COVID recovery, combined with the ongoing geo-political
shock exacerbating the energy crisis, should involve a longer term transition to green growth in a
determined manner. This includes: improving energy efficiency in buildings; promoting the distribution
of less polluting energy production sources, such as natural gas, as an intermediate step in the
decarbonisation process; investing in RES; and advancing on regional interconnectivity. Pursuing a
business-as-usual growth model post-COVID-19 carries the risk of locking in growth on an unsustainable
(brown as opposed to green) trajectory (World Bank, 2021). The process of gradually phasing out coal
has to be strategic as well as carefully planned and has to be accompanied by heavy investment, including
in human capital and in the restructuring of the work force. So far, the share of carbon-intensive exports
in total exports in 2019 is still over 40 % (World Bank, 2021). Appropriate pricing for carbon would not
only provide incentives to focus on green recovery but would also offset the adverse effect of the EU
Carbon Border Adjustment Mechanism on the competitiveness of Western Balkan exports (World Bank,
2021). In line with the EIP, the Commission will support the development of renewable and less-polluting
energy sources.

Digital technologies can boost the effectiveness of green transition policies. This includes innovative
production and manufacturing processes and their digitisation, new business models, sustainable-by-
design advanced materials and technologies enabling the switch to decarbonisation, including green
digital technologies.

Overall, the country needs to continue its effort to improve the competitiveness of the energy
industry. In addition to short-term measures aimed at mitigating the economic impact of the war in
Ukraine, efforts are required to diversify energy supply, increase the share of renewable energy resources
and to swiftly proceed with measures to improve energy efficiency. Specific attention should be given to
sustainable growth given the country’s potential for sustainable energy and efficient energy use.
Affordable energy security can be achieved through a combination of imported natural gas, affordable
local renewable energy, and energy storage technologies. In line with the Green Agenda and through the
Economic and Investment Plan, the support in the field of energy will be reinforced. Strong emphasis will
be put on energy market integration, decarbonisation and clean energy, just transition, increased
digitalisation of the system and smart grids, energy efficiency, including modernisation of district heating,
and energy security. Greening growth drivers can be an important incentive for much-needed innovation
and productivity-driven growth. Despite challenges, for example in applying the EU Carbon Border
Adjustment Mechanism, the green transition is also an opportunity to discover new products and new
markets (World Bank, 2021).

North Macedonia presents five measures related to this key challenge in its ERP. Some of them, more
closely linked to the European Commission’s assessment of this key challenge, are analysed in this
section, the rest in section 6.
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Box 11.3.3: Monitoring performance in light of the European Pillar of Social Rights (°°)

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European Parliament, the Council and the European
Commission, sets out 20 key principles and rights concerning equal opportunities and access to the labour market, fair working conditions,
and social protection and inclusion for the benefit of citizens in the EU. The European Pillar of Social Rights Action Plan, adopted on 4
March 2021, aims at rallying all relevant forces to turn the principles into actions. Since the 20 principles provide a compass for upward
convergence towards better working and living conditions in the EU, they are equally relevant for candidate countries and potential
candidates. The new reinforced social dimension for the Western Balkans includes an increased focus on employment and social reforms
through greater monitoring of relevant policies (EC, 2018). The Western Balkans Ministers’ Declaration on improving social policy in the
Western Balkans (6 November 2018) confirms that they will use the Pillar to guide the alignment of their labour markets and welfare systems
with those of the EU.

Relative to the EU-27 average, North Macedonia faces
NORTH MACEDONIA challenges for a number of indicators of the Social
Early leavers from education and Better than EU Scoreboard supporting the European Pillar of Social
Equal training (% of population aged 18-24) avg., improving i
wuniti Individuals” level of digital skills Worse than EU Rights.
opportuniti (basic or above basic) avg., no change ) ) )
es and Youth NEET (% of total population Worse than EU North Macedonia steadily improved employment and
access to the aged 15-29) ?/\\;grszihi\h:ggj unemployme_nt rates, _ though they lag behind best
labour Gender employment gap VO, Improving performers in the region, and th_e labour market has
Worss than EU shown relative resilience during the COVID-19
market Income quintile ratio (S80/S20) avg., improving pandemic. A new legislative framework and targeted
Dynamic Employment rate (% of population Worse than EU measures aiming to bring more people into the labour
aged 20-64) i avg., improving market is a step in the right direction, but spending on for
labour Unemployment e (% )Of population | Worse thah” EU this active labour market policy (0.27% of GDP) remains
aged 15-74 avg., no change X : . .
marke_ts Long term ungmp,oymem rate (% of Wﬂ,se than EEL too Io_w in scope and volume to substantla_lly improve the
and fair population 15-74) avg., improving situation. Despite the favourable trends in employment
working GDHI per canita arowth NIA observed before the COVID-19 pandemic, the
I a q
conditions percaplia g unemployment rate remains high and has several
At risk of poverty or social exclusion | Worse than EU distinctive structural characteristics, including long-term
i (in%) i avg., improving unemployment, inequality, and large regional disparities.
At risk of poverty or social exclusion | Worse than EU Women and youth are particularly exposed to the risk of
rate for children (in %) avg., improving R . . R
Social Impact of social transfers (other than Worse than EU !Jnempmyment and 'na(_:t'V'ty- De§p|te significant
ocia pensions) on poverty reduction avg., no change improvements due to the implementation of the Youth
protection Disability employment gap ;/\\//grsfn:;?gv% Guaran@ee, the yOl_Jth unemployment rate (15-2_4) was
and 35.7% in 2020, while the rate of NEETSs (15-29) in 2020
. Similar to EU . . . L
inclusion Housing cost overburden avg., improving was 26.2%. The high rate of inactivity in the labour
Children aged less than 3 years in Worse than EU market is particularly characteristic for women. In 2020,
formal childcare avg., trend N/A 41.8% of the women aged 20-64 were out of the labour
Self-reported unmet need for medical Worse than EU market
care avg., no change ’

The education system of North Macedonia does not
equip young people with the necessary key skills and knowledge. The low quality of the education system contributes to
the lengthy school-to-work transition and the skills mismatch continues to be a major impediment to people finding work. In
2019, 35% of people with tertiary education worked below their level of qualification. However, new school and VET
curricula focus more on the demands of the labour market.

The reform of the social protection system aims to better target those in need. Social assistance has very little effect on
reducing poverty, both due to very low social benefits and ineffective targeting. The groups most at risk of poverty remain
young people, those without education and ethnic communities such as the Roma. North Macedonia plans to continue its
measures to strengthen the system for social inclusion of vulnerable groups, including by improving social services in local
communities across the country.

North Macedonia has a well-developed statistical system. The State Statistical Office is the primary producer and
coordinator of the country's statistical system. Since 2004, the Labour Force Survey (LFS) has been carried out every quarter,
providing quarterly and annual statistics. The Survey on Income and Living Conditions (SILC) has been carried out
every year since 2010.

(®) The table includes 16 headline indicators of the Social Scoreboard, used to compare performance of EU Member States
(https://ec.europa.eu/eurostat/web/european-pillar-of-social-rights/indicators/social-scoreboard-indicators). The indicators are also compared for
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3.5.  OVERVIEW OF THE IMPLEMENTATION OF THE POLICY GUIDANCE ADOPTED AT THE ECONOMIC

AND FINANCIAL DIALOGUE IN 2021

Every year since 2015, the Economic and Financial Dialogue between the EU and the Western Balkans and Turkey
has adopted targeted policy guidance (PG) for all partners in the region. The guidance represents the participants’
shared view on the policy measures that should be implemented to address macro-fiscal vulnerabilities and structural
obstacles to growth. The underlying rationale of the PG is similar to that of the country-specific recommendations
usually adopted under the European Semester for the EU Member States. The Commission evaluates the work
carried out to implement the policy guidance in the following year’s ERP assessments. The table below presents the
Commission’s assessment of implementation of the 2021 policy guidance jointly adopted by the EU and the
Western Balkans and Turkey at their Economic and Financial Dialogue at Ministerial level on 12 July 2021.

Overall: Partial implementation (43.1%) (%)

2021 policy guidance

Summary assessment

PG 1:

Provide well-targeted and temporary pandemic-
related fiscal support to vulnerable households and
businesses; provided the economic recovery is well
entrenched, foresee in the 2022 budget and the
medium-term fiscal plan a gradual return to the pre-
crisis primary deficit to GDP ratio.

Also with a view to improving the realisation of
capital expenditure, reinforce the management of

There was partial implementation of PG 1:

1) Substantial implementation. In order to mitigate the
economic shock triggered by COVID-19 pandemic, the
Government responded by adopting six sets of temporary
economic measures aimed at protecting the liquidity of
companies, preserving jobs and ensuring social protection for
the unemployed and the wvulnerable households. The
international community agrees that the overall measures were
successful in mitigating the major negative effects on the
population and businesses. The State Budget for 2022 includes
a programme of above EUR 88 million to cover the measures
to deal with the consequences of the health pandemic and to
overcome the economic consequences of the coronavirus. Ex-
post assessment is needed to better appreciate the overall
impact of the measures. In 2021, despite the protracted
pandemic effects, the domestic economy started recovering,
but in the fourth quarter slowed down somewhat, due to the
impact of the omicron variant, the supply side restrictions and
the energy crisis. For these reasons, the budget of 2022 needs
to still focus on economic resilience. However, fiscal
consolidation still remains an important policy objective of the
government; the medium-term fiscal policy aims to gradually
reduce the budget deficit as percentage share of GDP. Yet, the
consolidation path relies on overoptimistic economic and
revenue growth and it is not underpinned by concrete
measures apart from the phasing out of temporary crisis
support.)

2) Limited implementation. The Government approved
the Public Investment Management (PIM) action plan in 2020,

the Western Balkans and Turkey. The assessment includes the country’s performance in relation to the EU-27 average (performing
worse/better/around the EU-27 average; generally 2020 data are used for this comparison) and a review of the trend for the indicator based on the
latest available three-year period for the country (improving/deteriorating/no change). For data see Annex B. NEET: neither in employment nor in
education and training; GDHI: gross disposable household income.

(®®) For a detailed description of the methodology used to assess policy guidance implementation, see Section 1.3 of the
Commission’s Overview and Country Assessments of the 2017 Economic Reform Programmes available at
https://ec.europa.eu/info/publications/economy-finance/2017-economic-reform-programmes-commissions-overview-and-

country-assessments_en.
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public investment, in line with measures outlined in
the related Action Plan.

Improve revenue collection and broaden the tax
base in line with the Tax System Reform Strategy,
including by drafting annual action plans to
streamline tax exemptions.

covering the period 2021-2024. The capacity of the Ministry
of Finance is limited and roles and responsibilities in the PIM
cycle have to be further clarified. The plan envisages the
establishment of a PIM department in MoF. Nevertheless, this
department has not been created yet and implementation of the
PIM action plan is behind schedule. The new methodology for
capital spending which rewards good spenders on a quarterly
basis, taking away planned capex from underperformers is
operational. Persistent challenges in the capital investment
policy are as follows:

- A number of policy documents not consistent with each
other; no umbrella document to frame the national public
investment priorities; multiple pipelines of projects,
depending on the donor funding and the responsible
institutions;

-selection, planning, preparation, implementation and
monitoring methodology for capital investments is not
transparent, inclusive or based on solid criteria.

- The EU proposed methodology that is implemented by the
National Investment Committee was not mainstreamed to all
investments.

- A number of contracts were signed last year without a link to
the adopted infrastructure pipelines and in a way that
questions the current dominant methodology.

- Very few of the co-existing pipelines include the
maintenance of the existing and the new infrastructure,
putting at stake the sustainability of the EU financing,
(particularly of those under IPA I)

- There is overlapping responsibilities and no real centre of
weight at the Government to ensure monitoring over the
implementation even in the case of major projects (Corridor 8
railway).

- There is no central oversight.

3) Limited implementation. In order to improve revenue
collection and optimise the tax base for most taxes, the MoF
prepared a tax base analysis. There are certain deviations
compared to the EU directives, which would be targeted and
followed by future legal changes. MoF prepared a report on
tax deductions, which are calculated as a percentage of GDP.
Annual action plans to streamline tax exemptions would help
to tackle the issue. Furthermore, an analysis with comparison
of the list of goods and services subject to reduced VAT rate
in line with the national legislation was conducted; minor
deviations were noted, related to the goods and services for
strategic products (e.g. agricultural mechanisation) and other
products (e.g. medical services, computers). Activities to
create a business intelligence unit continue as part of the
twinning project "Improving Revenue Collection” and are
planned in the draft PFM Reform Programme 2022-2025.
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PG 2:

Adopt the new PPP law and ensure its efficient
implementation, including the development and
functioning of the PPP registry.

Take the necessary legislative steps for the
establishment of the Fiscal Council.

Improve transparency and evaluation of firm-level
subsidies by setting up a state aid registry.

There was limited implementation of PG 2:

1) Limited implementation. The Government has
developed a draft PPP law, but it has not been submitted to the
Parliament for final adoption.

2) Limited implementation. The establishment of the
Fiscal Council is foreseen in the draft Organic Budget Law
that was submitted to the Parliament for final adoption in
December 2021. The second reading of the OBL took place in
December 2021 but it has not been adopted yet by the
Parliament.

3) Limited implementation. The State aid registry is still
not set up. The draft law on state aid is still in the parliament
and has gone through a process of consultations with relevant
institutions.

PG 3:

Maintain a strong financial sector regulatory
framework in line with international and EU best
practices, ensure sound credit risk management, a
transparent display of asset quality and adequate
provisioning.

Further reduce institutional and legal obstacles to
swift and effective NPL resolution, including by
facilitating out-of-court settlement and modernising
the insolvency regime.[Ruzica]

Safeguard the National Bank’s independence in its
key statutory tasks, including in staffing issues, in
line with the law on the national bank, and to this
end exclude the National Bank from the scope of the
new law on administrative servants.

There was partial implementation of PG 3:

1) Substantial implementation. The European
Commission decided to consider the supervisory and
regulatory framework applicable to credit institutions in North
Macedonia as equivalent to that applied in the EU. Key
legislations and regulations improved, and progress was made
in bringing the financial stability law to parliament.
Nevertheless, the law on the national bank still needs to be
amended to clearly establish the National Bank as the
competent resolution authority. There are also some delays in
aligning the banking law with the EU law on deposit
insurance. Provisioning seems broadly adequate, despite a
slight decrease in the coverage ratio.

2) Partial implementation. The quality of financial
reporting and corporate governance was further improved
through a new Code of Corporate Governance of companies.
A draft Law on Insolvency was provided for public
consultation in 2021 and another on valuation was drafted.
But the progress could be accelerated.

3) No implementation. The National Bank has not been
excluded from the scope of the new draft law on
administrative servants, therefore, despite some efforts, there
are still concerns about adequately safeguarding the National
Bank’s independence, including in staffing issues

PG 4:
Improve transparency in the adoption and
implementation of legislation, particularly by

ensuring a timely formal consultation of businesses
and social partners on new legislation affecting their
operations.

There was partial implementation of PG 4:

1) Partial implementation. Public consultations through
the dedicated national electronic consultation system allow for
inclusive participation of all stakeholders, however the
electronic system is not used to its full potential. The main
tool for consultation remains the online platform ENER
(National Electronic Register of Regulations). However, the
practice for the adoption of laws under a short legislative
procedure and the use of the “EU flag” procedure (a fast track
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Use the list of mapped parafiscal charges to clarify
the public services provided through the proceeds of
individual charges and identify those that need to be
eliminated, remodelled or streamlined.

Continue the digitalisation of public services for
businesses and citizens.

procedure aimed at aligning legislation with the EU acquis)
continued. Great care should be taken in the use of fast track
procedures, which need to be limited to ensure effective
scrutiny and consultation of legislation. The quality control
and the follow-up to the public consultation process needs to
improve.

2) Limited implementation. Consistent with reform
measure 12, the country shows commitment to streamlining
parafiscal charges. However, activities have only just started
to reducing the number of parafiscal fees. To streamline the
wide range of parafiscal charges imposed on businesses, the
government published, on a designated web page, a list of 377
parafiscal charges at central and local level along with their
value. Technical assistance is being put in place with the aim
of evaluating, annulling, optimising and rationalising these
charges. First results are expected by end of 2022 (with
support of IPA).

3) Partial implementation. Consistent with reform
measure 11, the national e-services portal www.uslugi.gov.mk
provides electronic services to citizens. The government
instructed line ministries to digitalise the internal processes
and the services they provide to business and companies.
However, insufficient resources (human and technical) are
allocated for this purpose and the adoption of the National
ICT strategy is delayed. An EU funded e-governance project,
should contribute to digitalisation of more than 135 services.

PG 5:

Ensure high-level political commitment by all
institutions relevant for the coordination and
implementation of the Strategy and the Action Plan
for formalisation of the informal economy.

Assess the implementation of the 2018-2020 Action
Plan and identify gaps, in particular related to tax
policy and administration.

Develop and implement the new 2021-2022 Action
Plan.

There was partial implementation of PG 5:

1) Limited implementation. The decision to appoint the
Deputy Prime Minister office to coordinate the
implementation of the strategy was prepared, but not yet
adopted by the government.

2) Full implementation. The government adopted the
report in October 2021. Some progress was made on the
action plan, but the COVID-19 pandemic impeded its
implementation, including the formalisation of undeclared
workers as supported by an EU funded project. When
reviewing implementation, additional activities were added to
all four strategic goals of the action plan. The report was also
reviewed by the Economic and Social Council.

3) Partial implementation. The new 2021-2022 action
plan was adopted in October 2021, but implementation in
2021 was limited. Several activities from the previous action
plan are continuing under the new action plan, in particular
those which were added as part of the above-mentioned
review process

PG 6:

Develop a new formula for the financing of the VET
system and of higher education with a focus on the
functioning of the Regional VET Centres.

There was partial implementation of PG 6:

1)  Partial implementation. North Macedonia developed a
new formula for financing primary and secondary education.
The formula establishes clear standards on the basis of which
funds are distributed from the Ministry of Education and
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Strengthen access to active labour market policies,
particularly for low-skilled unemployed and people
in vulnerable situations.

Increase the capacity of and cooperation between the
employment agencies and centres for social work to
provide integrated services and measures for
improvement of inclusion in the

labour market.

Science to the municipalities, and from the municipalities to
the schools. Its gradual implementation is envisaged to start as
of 2022. The measure also comprises a review on the
financing of regional VET centres that is done through the
central government budget and seeks to review practical
education in VET schools in order to reduce costs for schools
due to increasing co-financing by companies. The National
council for higher education and scientific research was set
up. It adopted guidelines for methodology, standards and
accreditation procedure in the higher educational institutions
and will develop the new financial model.

2) Partial implementation. The Operational Plan for
Active Labour Market Employment and Services Programs
and Measures provided low-skilled and vulnerable
unemployed people with more targeted solutions and
contributed to a general improvement in active labour market
policies. In July 2021, additional funds were ensured for
salary subsidies for low-qualified people; and in November
for self-employment, salary subsidies and general
employment. The Employment Service Agency launched
psychosocial support and mentoring services to Guaranteed
Minimum Assistance (GMA) users. More attention is also
being payed to sustainable employment. However, COVID-19
has hindered further steps and the overall financing is still
below the needs.

3) Partial implementation. Efforts were made to improve
case management in the Centres of Social Work, including by
training staff. As of June 2021, the electronic exchange of
information between employment agencies and centres for
social work was set up. Individual activation plans were
prepared for GMA users. However, capacity is still
insufficient and the pandemic has slowed the cooperation
between the Centres of Social Work and Employment Centres.
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THE POLICY GUIDANCE

JOINT CONCLUSIONS OF THE ECONOMIC AND FINANCIAL DIALOGUE BETWEEN THE

EU AND THE WESTERN BALKANS AND TURKEY

The Economic and Financial Dialogue between the EU and the Western Balkans and Turkey

Brussels, 24 May 2022

[...]

In light of this assessment, Participants hereby invite North Macedonia to:

1.

If needed, use the available fiscal space in the 2022 budget to cushion the potential impact of
adverse shocks through targeted support to vulnerable households and firms; foresee in the medium-
term fiscal plan accompanying the 2023 budget a gradual reduction of the primary deficit-to-GDP
ratio to its pre-crisis (2019) level. Set up a central public investment management unit in the
Ministry of Finance and ensure its proper functioning. In line with the Tax System Reform Strategy,
design comprehensive tax reforms and draft legislative changes that contribute to enhancing
revenue by broadening the tax base, and accelerate the digital transformation of the Public Revenue
Office.

Submit the new public-private partnership (PPP) law to the Parliament for adoption and ensure its
implementation, including by setting up a fully functioning PPP registry. Ensure central monitoring
of all fiscal risks related to state-owned enterprises, PPPs, and Local Government Units by the
Ministry of Finance. Implement the new organic Budget law as soon as it is passed by the
Parliament and take the necessary legislative and organisational steps to enable the new Fiscal
Council to take up operations.

Carefully assess and analyse price developments and stand ready to tighten monetary policy, if
needed, to preserve price stability in the medium term. Maintain a transparent and accurate
reporting of asset quality and adequate provisioning, further reduce institutional and legal obstacles
to swift and effective NPL resolution, all relevant institutions to continue to reduce data gaps in
particular as regards the real estate sector and further implement measures to promote the role of the
local currency. Safeguard the national bank’s independence in its key statutory tasks, including in
staffing issues, in line with the law on the national bank, and to this end exclude the national bank
from the scope of the new law on administrative servants and the law on public sector employees.

Use the list of mapped para-fiscal charges to evaluate, optimise and rationalise para-fiscal charges at
central and local levels. Continue the digitalisation of public services for businesses and citizens by
upgrading and enhancing the use of e-portals for services. Adopt a comprehensive new strategy and
Action Plan for formalisation of the informal economy 2023-2025 and ensure high level political
commitment by all institutions relevant for the coordination and implementation.

Increase the number of staff and the technical/engineering capacity of the Energy Department in the
Ministry of Economy and the Energy Agency. In line with the commitments of the Green Agenda
for the Western Balkans: Adopt and implement energy efficiency legislation, including bylaws to
the energy efficiency law. Following development and adoption of the legal and regulatory
framework, establish the envisaged Energy Efficiency Fund.

Develop new vocational education and training (VET) legislation with a focus on inclusion, labour
market needs and a new methodology of financing VET as well as provide a yearly report for
improving higher education, including recommendations for a new formula for the financing of
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higher education. Continue efforts to strengthen access to active labour market policies, particularly
for low-skilled unemployed and people in vulnerable situations. Further increase the capacity of and
cooperation between the employment agencies and centres for social work as well as education and
training institutions to provide integrated services and measures for improvement of inclusion in the

labour market.
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ANNEX A: Assessment of the other area/sector and structural reform measures included in the
2020-2022 ERP

Public financial management (PFM)

North Macedonia, like most WB6 countries has considerable room for PFM improvement. The Organic
Budget Law introduces fiscal rules, a Fiscal Council, multiannual expenditure framework and
programme-based budgeting and its adoption is a pre-conditions for many PFM reforms going forward.
Moreover, the public internal financial control law establishing strengthened managerial accountability
and internal audit functions, is still awaiting adoption. An action plan for the implementation of the Public
Investment Management Assessment (PIMA) recommendations is in place, but to overcome
fragmentation in public investment, a co-ordination structure has to be set up involving all key institutions
in order to ensure efficient implementation. New draft legislation on PPPs also provides for new tools and
processes to ensure better management of fiscal risks arising from PPP. However, considerable delays are
expected on the development and establishment of the PPP and concessions registers which would
facilitate the implementation of the laws. It will be important to ensure consistency of the ERP with other
plans, including the 2021-2027 intervention investment plan and the 2022-2026 growth acceleration plan.
North Macedonia is moderately prepared in the area of financial control. The implementation of the
public internal financial control (PIFC) policy paper and action plan has been delayed due to the COVID-
19 crisis and limited capacities of key stakeholders. The functioning of the financial inspection is not
sufficient. The independence of the State Audit Office is not yet guaranteed by the Constitution. The
parliamentary oversight of public funds management is not efficient yet. The analysis could have
mentioned the role PFM plays — e.g. through spending reviews — in creating fiscal space for new policy
priorities and in informing the medium-term fiscal consolidation plan.

Measure 20: PRO digital transformation by setting up ITIS

This new measure is very relevant as it addresses the long-standing issue of the Public Revenue Office’s
(PRO) obsolete and fragmented IT system, which impedes its administrative and operational capacities.
The measure has the potential to address EU and IMF (e.g. Tax Administration Diagnostic Assessment
Tool assessment) recommendations to improve the PRO’s business processes, implement a new
integrated IT tax system, develop compliance risk management and further extend e-services. To this end,
the measure is relevant and well explained, including a description of the key functionalities of the
system. The potential risks are well identified and will need to be addressed in order to minimise their
impact when implementing the measure (i.e. insufficient institutional ownership and very weak human
resource capacities, especially in the IT sector). There are some concerns that the reversal of an earlier
decision to procure a COTS tax administration software in favour of a modular system may lead to
suboptimal results (IMF, 2021). The IT system is one of the key pre-conditions for improving revenue
collection and it features in the 2020-2023 Tax System Reform Strategy and the newly drafted 2022-2025
public financial management strategy. The measure’s expected impact on competitiveness could be
further improved.

Green transition

This reform area is very closely linked to key challenge 3 and is analysed above in Section 4.
Complementary to this analysis and as part of a sustainable post-COVID-19 recovery, the country also
needs to unlock the potential of the circular economy, with recycling and reuse as the rule and a
significant reduction in the use of natural resources.
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Measure 7: Building wastewater collection and treatment infrastructure in line with EU
requirements

Measure 7 is new and although it is relevant, it focuses almost exclusively on (donor-funded) capital
investments and does not address the necessary structural reforms, including implementation of the full
cost recovery and polluter-pays principles enshrined in the Water Law of 2008. Moreover, there is little
reference to the required strengthening of administrative capacity and interinstitutional coordination. The
activities planned for 2022, 2023, 2024 are not realistic. The measure related to EU funding needs to
respect the procurement and disbursement plans for the respective projects. The impact analysis is poor.
Circular economy is mentioned as a project objective, but the text does not mention any benefits for the
country’s competitiveness.

Measure 8: Establishing an Integrated and financially self-sustainable waste management system

The measure, supported by EU funding, is new and relevant. Waste  management  regions  were
identified in the country’s 2021-2031 Waste management plan and the planned steps to set up a regional
waste management system are consistent with Commission recommendations. However, important
elements of the implementation and sustainability of the investment are missing. For instance, a reference
to a cost covering waste tariff policy, which is considered key to ensuring proper quality services and a
sustainable waste treatment system, is missing. Another key milestone is to set up the Regional Waste
Management Company, but regrettably this is not explicitly in the list of planned activities. The impact
analysis is very poor. Circular economy is mentioned as a project objective, but no mention is made of the
benefits for the country’s competitiveness.

Business environment and reduction of the informal economy

This area is analysed above in Section 4 as a crucial element of key challenge 2. Structural weaknesses in
the business environment continue to be an obstacle for domestic companies even though North
Macedonia is ranked 17 out of 190 economies in the latest World Bank Doing Business 2020 report. It
remains to be mentioned that the ERP refers to the growth acceleration plan (GAP) adopted in autumn
2021 which aims to boost the competitiveness of the private sector and investments in physical and
human capital over 5 years. The GAP aims to finance the post-COVID economic recovery and to support
fast and sustainable growth, while maintaining fiscal stability by mobilising capital from the private
sector, in addition to the funds allocated from the budget and borrowing. One of the ERP measures is to
create a hybrid fund for green and digital start-ups and innovative SMEs, as mentioned in the GAP.

Measure 13: Hybrid investment fund for start-ups and innovative micro, small and medium
enterprises

This new measure is very relevant. So far, commercial loans from local commercial banks are the
predominant source of funding. This measure has the potential to effectively address the lack of
diversification of sources of funding, especially the micro and small businesses, which is a major
constraint of the business environment. The idea of a hybrid fund is included in the GAP. Contrary to
general State aid applied so far, such a public-private venture capital fund can be seen a more progressive
market-oriented step forward towards sustainable access to finance for SMEs. Still, the description of the
measure should further explain the synergies with other funding options mentioned in the GAP, such as
the hybrid green strategic investment fund. The government could further explain the measure’s impact
has on competitiveness.

Measure 14: Financial support for Roma entrepreneurs

This new measure is very relevant, also from a social point of view, as it targets a very disadvantaged
group of the country’s society. The measure is supported through EU funds. One challenge is that the
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implementing agency - the Roma Entrepreneurship Development Initiative - still needs to be registered in
the Central Donor Assistance Database before work can begin. The impact analysis of the social outcome
includes some quantification, while the impact on competitiveness should be further explained.

Research, development and innovation (R&D&I)

The strategic vision for support of innovation is unclear, as the strategy for research and innovation ended
on 31 December 2020. While implementation was monitored on an annual basis, no assessment of the
impact of the 7-year strategy was undertaken. Gross domestic expenditure on R&D relative to GDP
remains low at 0.37% of GDP, significantly below the EU average. An increased budget in this area
would support the country’s economic recovery, also given the relevance of innovation to the Economic
and Investment Plan for the Western Balkans. Measures for closer cooperation between academia and the
private sector are being implemented and subsides are being provided to companies to intensify their
research and innovation capacities. Participation by the private sector in overall research spending
remains low at 0.1% of GDP. The government’s support for R&D&I is being provided mainly through
State-aid schemes implemented by the Fund for Innovation and Technology Development (FITD). The
FITD’s investments in SMEs aim to improve their innovative capabilities, and to support the adoption of
new technologies that contribute to private sector competitiveness. The impact of this funding should be
further assessed. The country’s performance in the Horizon 2020 framework programme has improved
compared to the previous year but it still remains slightly low at 11.7%, compared to an average success
rate of 12.1%. The finalisation of the smart-specialisation strategy, supported by the Joint Research
Centre, is delayed by the COVID-19 crisis.

Measure 17: Enhancing cooperation between the academy and the industry

This measure is rolled over from last year as there were no significant developments. The comments from
last year’s assessment are still valid. It includes two sub-measures: (i) further development of the science
technology park (STP) and (ii) grants to increase cooperation between academia and industry. The STP is
planned to be a complex organisation offering professional business support and innovation services to
increase both innovation, and networking possibilities at national level. The facility was formally set up at
the State university in Skopje, and some funding was secured for its initial operation. However, the
government has not yet explained the STP’s specific fields of operation and specialisation. A balanced
public-private structure for ownership and management, with initial public funding, is a preferred model
for operating a life-science park. However, it is not clear whether potential private investors have been
found. This measure could benefit from activities going beyond the setting up of the STP, for example
encouraging industry to provide advice to universities on areas of research that would be beneficial for
certain sectors of the economy. Increased possibilities for private-sector funding of research and
innovation would also be beneficial. There are no detailed plans for the activities under this measure. The
government has also not quantified the measure’s expected impact on competitiveness, while the
measure’s impact on employment and gender has been insufficiently considered.

Digital transformation

While North Macedonia continued to successfully implement the Digital Agenda for the Western Balkans
and the Regional Roaming Agreement, further efforts are needed to unlock the potential of the country’s
digital transformation. The digitalisation of the economy has proven to be particularly relevant during the
COVID-19 pandemic. A strategy for development of digital skills was prepared, as part of the broader
ICT strategy and action plan. As the strategy is still under preparation, it is not yet certain that it will
address the digitalisation of SMEs effectively (OECD, 2021). The national e-portal for services is being
upgraded with more than 130 services. This is in principle an encouraging development given the
importance of digitalising the public administration and increasing online services for citizens and
businesses due to COVID-19. However, a large number of these services are not directly available
through the portal, which only publishes information and links to the relevant portals. For the e-services
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that are available, usage and satisfaction levels remain low (OECD, 2021). Greater efforts by and
improved coordination between institutions are still needed to modernise and digitalise the public
administration, including the planned establishment of an Agency for Digitalisation and Registers.
Successful e-services include the e-Tax System that has simplified tax reporting, and mobile applications
like e-VAT that enables VAT returns for individual taxpayers. On e-commerce, the National Bank
reported a five-fold increase in internet transactions by citizens in 2020 compared to 2019. Yet, e-
commerce in the country is progressing at a slow pace. Further digitalisation is still hampered by the
relatively high cost of digital services and by the low level of digital skills in the population. The use of
electronic signatures for services to citizens and companies modestly increased Overall, there is a
particular need to increase access to broadband, expand available e-government services and develop
digital skills.

Building on the 2018 Digital Agenda for the Western Balkans, the economic and investment plan offers
an opportunity to accelerate the digitalisation of governments, public services and businesses, in a manner
consistent with the EU’s values and legal framework.

Measure 11: Broadening the scope of digital services provided on the national e-service portal

This measure is also rolled over from 2021 and the portal has been in place for several years. As it
increases the efficiency of the administration and improves service delivery to citizens and businesses, it
is important for improving the overall business environment and the ease of doing business. A large-
scale, EU-funded project to upgrade the e-services portal with 139 new services for companies and
businesses started in August 2020. The project identified most of the services that are to be included in
this project, as well as the registers that need to be digitalised to allow for e-service delivery. Most of the
new services should be functional in 2022. Currently 127 services are provided by administrative bodies
that are accessible in the online portal, but only 50 provide for fully electronic interactions. The ERP
explains the measure’s purpose, timeline, impacts, and potential implementation risks clearly. These risks
stem from the inefficient coordination and communication between State institutions, lack of IT human
resources and lack of commitment at operational level. These risks should be clearly monitored and
actions taken to mitigate them. The indicators used to measure implementation are appropriate, but the
measure national strategic investments and country’s policy guidance of the country on digital
transformation could be better explained. A strategic approach on digital skills and access to broadband is
lacking.

Economic integration performance

2020 was a very challenging year due to the COVID pandemic. North Macedonia had one of the highest
trade levels in the region in 2019, but in 2020, pandemic-related export bans, restrictions on the
movement of people, and closures of shops and services, led to a significant decline in imports and
exports. Trade, tourism and transport, which are substantial drivers of growth in the economy, were the
most affected, contracting by almost 12.3% (OECD, 2021). As one of the economies in the region with a
greater level of integration into GVCs, it felt the immediate effects more severely (OECD, 2020). In
particular, it suffered from the disruption to supply chains from the manufacturing slowdown in the
People’s Republic of China and reduced demand in the United States and especially the EU. Producers of
machinery and equipment, and mechanical appliances were most affected (OECD, 2021), Although the
EU remains the country’s main trading partner, total bilateral trade declined by 12.9% in 2020, due to the
COVID-19 pandemic, which was slightly worse than trade patterns elsewhere in the region. Total volume
of trade in goods in 2020 was worth EUR 8.7 billion (2021: EUR 10.8 billion). In 2020, the EU
accounted for 58% (2021: 61%) of North Macedonia’s total trade in goods (74% of total exports (2021:
79%) and 46% (2021: also 46%) of total imports). After the EU, the UK and Serbia are the most
significant trade partners of North Macedonia (representing 13% and 5% of total trade respectively in
2021). The main traded products are machinery and appliances, chemicals, and mineral products. In terms
of foreign direct investment (FDI), the EU is also the country’s main economic partner: EU companies
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are by far the leading investors, accounting for about 64 % of FDI stock in North Macedonia in 2020,
against 2.2% for Chinese companies and 0.5% for Russian companies. North Macedonia has an open
economy and is highly integrated into international trade. The economy posts a high degree of trade
openness with a trade to GDP ratio of 124% of GDP in 2020. This is slightly lower than in the preceding
year, as trade volumes declined by significantly more than GDP. Exporting companies, notably SMEs,
still face key obstacles to trade. These impediments are due to non-tariff barriers, including technical
standards, but also administrative obstacles for trade in services (OECD, 2021). The insufficient quality
of logistics is an impediment to further increases in exports. The economic and investment plan and
deepening the regional integration of the common regional market both have the potential to further
increase trade and enable competitiveness and growth.

Measure 18: Strengthening the market rules in North Macedonia

The measure is rolled over from 2021. Strengthened market surveillance began in January 2021 supported
by EU funding. The measure continues to be relevant for country’s planned internal market reforms and
its further inclusion in the European single market, as indicated by the economic and investment plan. It
is expected to improve the country’s position by harmonising legislation with that of the EU in the area of
free movement of goods, free movement of services, and market surveillance. The measure’s expected
impact on competitiveness and environment, which is only described in general terms rather than with a
clear focus on quantitative targets, could be better explained.

Energy market reforms

An analysis of this area is partly included in the analysis of key challenge 3 in Section 5.1, namely energy
sector modernisation and transition to clean energy. The electricity and gas markets are open for
competition. The electricity transmission and distribution network operators are unbundled in accordance
with the EU acquis. However, the gas transmission system operator is not yet unbundled in line with the
Third Energy Package. Legislation is not yet aligned with the EU Regulation on wholesale energy market
integrity and transparency. Regional market integration of North Macedonia requires significant
improvement as the country has not implemented any market coupling with any of its neighbours, largely
reflecting the lack of a day-ahead market. The market coupling project with Bulgaria hinges on the
creation of a day-ahead market in North Macedonia (ECS, 2021).

In line with the economic and investment plan, the Commission will support the development of
renewable energy sources and less-polluting energy sources that will secure energy supply in line with the
commitments of the Green Agenda for the Western Balkans.

Measure 9: Increasing the competitiveness of the electricity market

This measure is rolled over from the previous year. Given the energy crisis, it is very relevant. It aims to
set up a more liquid and organised electricity market to allow more competition in energy supply for the
benefit of customers. Additional efforts are needed to finally set up the day ahead market and couple with
Bulgaria after years of delay. The activity looks ambitious as it plans to finish the process in 2022, though
the roadmap is not yet finalised. The impact assessment part is not quantified

Transport market reforms

The transport market remains concentrated on road transport, with limited investment in other means of
transportation and with no consistent, intelligent system to manage and control transport traffic. Road
maintenance is handled by State companies, operating with old equipment. In 2020, the transport sector’s
contribution to gross value added was 3.5%, which is lower than the EU average of around 5%. The
country’s integrated road transport system reduces travel time by 17% and road fatalities by 16.6%,
benefiting trade flows and the economy (ERP, 2022). The World Economic Forum’s 2019 Global
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Competitiveness Report ranks the country 84th out of 138 economies for transport infrastructure.
Relatively low-quality transport infrastructure, as well as weak trade and transport logistics still present
barriers for foreign companies aiming to invest in the country. These issues also cause difficulties for
domestic companies. The flagship policy of the economic and investment Plan will be to further develop
the Trans-European Transport Railway Corridor VIII, directly linking North Macedonia, Albania and
Bulgaria (*"). This corridor will give the country’s companies an alternative export option via Albanian
and Bulgarian ports. North Macedonia would also benefit from opening up of its rail-transport market — at
least for domestic and regional firms. At 32%, the fatality rate in traffic accidents is high and above the
EU average. However, the national system for continuous road crash data collection is still to be set up
and the action plans on road safety inspection and audit need to be followed up and implemented.

Measure 10: Implementation of an Intelligent Transport System (ITS) along Corridor X

This measure, linked also to the digital economy policy, is rolled over from the previous year. The ITS
should be put in place along Road Corridor X from Tabanovce to Gevgelija, which is a strategic objective
of the 2018-2030 national transport strategy. In parallel, a National ITS strategy should be finalised by
mid-2022 which may be overoptimistic. The measure aims to improve the safety of road transport and
ease traffic flow along Corridor X. Nevertheless, it remains unclear how the measures will influence
travel time along the corridor, given that the main bottlenecks are at border crossings and toll stations, the
numbers of which have significantly increased in recent years. The measure’s full potential impact on
competitiveness and growth cannot be fully determined, given the insufficient analysis in the ERP and the
lack of any estimate for savings (in cost and time).

Agriculture, industry and services

Agriculture, forestry, and fisheries accounts for 10.3% (*) of gross value added and 12% of the country’s
employment (2020 data) making it the third largest sector in terms of employment. The agricultural sector
is characterised by an unfavourable farming structure (large number of very small semi-subsistence
farms) with mixed agricultural production on small and scattered land plots. Efficiency and productivity
of the sector is low and, following the war in Ukraine, the lack of fertilizers has the potential to further
significantly agricultural productivity. Data released by the State Statistical Office show an increase in
food prices by 9.6% compared to February 2021 and the government has introduced various forms of
mitigating measures, including subsidies. One of the major problems in the country’s agricultural sector is
the ageing of the labour force. About 15% of agricultural workers are young (15-24 years-old). Low
incomes and unfavourable working conditions, as well as deteriorating living conditions in rural areas,
discourage young people from starting a career in agriculture (FAO, 2021). The sector receives the largest
portion of state aid, and subsidies to the sector have been increasing while production has been going
down. To reform the agricultural sector to align it the EU common agricultural policy (CAP), involves the
“decoupling” of farm subsidies, i.e. a shift to payments that are not linked to area and production levels of
specific commodities, livestock numbers, and input use (FAO, 2020). There needs to be a stronger link
between agricultural policies and other sectoral policies such as those on trade, education and SMEs. On
the positive side, there is a good level of preparation in the area of food safety, veterinary and
phytosanitary policy and absorption of EU funds under the Instrument for Pre-accession Assistance for
rural development (IPARD II) has been improving. Opportunities of the sector include good access and
distribution links to European markets and potential for structural improvement (land consolidation,
producer groups, cooperatives). Several actions could be taken to increase productivity through
innovation and the application of modern technologies. These actions include: (i) investing in the skills

() On 23 February, the WBIF endorsed a related flagship project: Construction of the final stretch of the rail corridor between
Kumanovo in North Macedonia and Bulgaria will get underway with a €412 million investment. Electrification systems will
also be installed on the entire railway line. This project will create over 200 new jobs, slash travel time, decrease pollution, and
facilitate trade across the region and with the EU.

(°®) Eurostat estimate.
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and know-how of agricultural workers; (ii) strengthening the agriculture advisory services; and (iii)
connecting agriculture with research, education, and tourism.

Measure 19: Modernisation of the post-harvest management of agricultural products from North
Macedonia

This is a new measure. It is relevant as it is in line with the national priorities set out in the 2021-2028
national strategy for agriculture and rural development. The measure is ambitious enough to impact on
the income of the involved farmers, agriculture co-operatives and producer organisations. The activities
planned under this measure are based on the analysis and recommendations provided earlier by an EU-
funded project that helped establish of the Common Market Organisation in North Macedonia. The
description of the measure is adequate and its implementation is ensured through a World Bank loan
(World Bank Agriculture Modernisation Project). Still, the lack of favourable legal framework for the
setting up and operation of agricultural co-operatives might have a serious negative impact on the project.
To mitigate the identified risks, swift clarification is needed on whether the locations for the purchase
centres in Resen and Strumica and for the trading platform in Skopje have been identified and whether
construction licences have been issued. Activities should include comprehensive details on the
preparations for the construction. It should also be clarified whether construction activities will be
continue in 2024. Complementary costs and related activities funded by IPA in 2023 and 2024 should be
clarified in the activity table. The impact assessment is incomplete, as there is no quantification. The
impact of the war in Ukraine on this new measure will have to be assessed.

The main obstacles to competitiveness in the country’s industry include: (i) low productivity and the slow
growth rate of productivity; (ii) limited modernisation of production processes and obsolete technologies
caused by insufficient public and private spending on research and innovation; (iii) insufficient
development of clusters of businesses; and (iv) a significant skills gap. The industrial sector (excl.
construction) contributed 19% of the economy’s gross value added and 23.9% of jobs in 2020. The
structure of the industry is continuously improving with the industry’s share of higher-value-added
manufactured goods (machinery and equipment, chemical products) rising at the expense of basic goods
(iron, steel and clothing). Low levels of skill among workers also hinder productivity: the average
manufacturing and services worker is on average only 25% as productive as their counterpart elsewhere
in Europe and central Asia (World Bank, 2018). No measure has been included for this area in the ERP.

North Macedonia has a sizeable and diverse service sector. The services sector accounts for 64.2% of
gross value added and 57.1% of employment in 2020. The further development of companies in the
services sector is hampered by weak entrepreneurial skills and a significant skills gap among employees,
particularly in soft skills. Despite the increase in exports of services, they represent only around 25% of
the value of the country’s export basket, indicating the low competitiveness of companies in this sector.
Tourism and transport continue to account for the largest chunk of the country’s services exports (close to
40% of services exports) Close to 36% of service exports are made up of exports in: (i)
telecommunications services; (ii) computer, and other information services; and (iii) other business
services. There is room for these categories of service exports to grow further. Services provided by
manufacturing companies (23% of services exports) have significant potential for growth because their
development is closely related to the inflow of export-oriented FDI. No measure has been included for
this area in the ERP.

Education and skills

This area and the relevant reform measure 1 are analysed above in Section 4 under key challenge #1.

Employment and the labour market

This area and the relevant reform measure 2 are analysed above in Section 4 under key challenge #1.
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Social dialogue

Bipartite social dialogue in the private sector and the commitment of social partners to reinforce
collective agreements remain weak. Only few enterprises have collective agreements at company or
branch level. The tripartite Economic and Social Council (ESC) is actively involved in the elaboration of
relevant legislation before its adoption, but participation is limited to proposal that fall under the
competence of the Ministry of Labour and Social Policy. The visibility and impact of the ESC are low.
On funding, the ESC depends on the budget of the Ministry of Labour and Social Policy for financing its
activities and the secretariat. At the local level, despite some progress in raising awareness on the benefits
of social dialogue, the utilisation of the Local Economic and Social Councils as an effective tool for
formulation and implementation of local employment policies is still very limited. The 2021-2027
National Employment Strategy aims to strengthen the role of central and local-level social dialogue
institutions, including by collective bargaining - the primary instrument for the setting of wages and other
conditions of work by 2027.

Social protection and inclusion

The number of people at risk of poverty after social transfer rate slightly decreased by 0.3 pps to 21.9% in
2020. However, research estimations show that child poverty has increased during the pandemic. Social
transfers, particularly pensions, are key for keeping individuals above the poverty line. Since 2020, the
pension contribution rate has slightly increased from 18% to 18.8%. In the same period, the maximum
allowed fee from pension contributions collected by private pension companies decreased from 2.25% to
2%. The government adopted the 2021-2027 national strategy for social entrepreneurship that aims to set
up a favourable legal framework for social enterprises. However, the pandemic has hampered the update
of other national social protection strategies. Although the Law on Social Protection strengthens their
competencies, municipalities still do not sufficiently recognise their role in designing and adopting their
own programmes in the field of social protection. Improving coordination between Public Employment
Service (PES) and other services like social work centres, associations, social service providers, health
sector, municipalities which have legal obligations to provide additional forms of social protection
support, is another prerequisite for the success of the social reforms package. The social impact of the
COVID-19 pandemic has been mitigated by enabling the access to Guaranteed Minimum Assistance
(GMA) for individuals who lost their jobs during the pandemic.

Measure 3: Enhancing the system for social inclusion of vulnerable groups

Reform measure 3 aims to better targets cash transfers and increase their effectiveness by connecting
them to labour market activation and social inclusion. This measure is considered crucial for tackling
poverty in the country and is rolled over from the previous year with some amendments. The new Law on
Social Protection was adopted in 2019 with accompanying bylaws providing the comprehensive
legislative framework for social protection in North Macedonia. The capacity of the bodies that are
responsible for implementing, monitoring and enforcing the new Law has to be increased. The measure
includes developing a new law to provide financial and technical support to social enterprises that focus
on improving the employment prospects of vulnerable people, including people with disabilities. The
measure also aims for a greater inclusion of people with disabilities in the open labour market and seeks
to further deepen the cooperation between PES and Centres for Social Work to provide support and
labour activation to employable GMA beneficiaries.
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Healthcare

The country’s healthcare system covers 90% of the population but its adequacy remains insufficient. The
share of public expenditure was 4.2% of GDP in 2017, far below the EU-27 average of 7.8% in the same
period. However, according to data of the Ministry of Finance the share reached 8.5% in 2020 due to the
COVID-19 pandemic. Social security contributions accounted for 52.4% of total health budget in 2020.
The contribution rate for the actively employed is 7.3% of their gross wage. The unemployed and those
not covered by insurance from any other source pay 5.40% on 50% of the average national wage. Health
insurance for injury at work and occupational diseases is paid by the employer (0.5% of the gross salary).
The health insurance system provides a broad network of primary healthcare at the municipal level and an
extensive network of secondary healthcare institutions. Categories lacking coverage include in particular
farmers, people without identification documents and people in irregular jobs and with irregular incomes,
most of which are Roma (UNICEF, 2016). Healthcare causes a significant financial burden on
households: Up to 20% of the average total costs of medical treatment is paid out-of-pocket by the
patient. However, robust statistical data on what out-of-pocket payments are used for is missing. In
addition, distance or transportation problems and long waiting lists are among the most relevant unmet
needs. EU Statistics on Income and Living Conditions (EU-SILC) data show that 20.5% of people in the
country have difficulty using the healthcare service. This figure is close to the official number of people
at risk of poverty suggesting that most who have difficulty in accessing healthcare may also be at risk of
poverty. The Moj Termin eHealth system that was introduced in 2013 helped to significantly reduce
waiting times and should be extended to primary care doctors. The National Health Strategy 2020
identifies strategic goals and is complemented by a strategy and action plan (2019-2023) to improve
primary healthcare. However, low public expenditure on health and the major shortage of health
professionals remain among the biggest challenges.

Measure 4: Strengthening the quality of the Primary Healthcare

This measure was introduced in last year’s ERP. Its main goal is to improve the quality of primary
healthcare (PHC) by reforming the PHC payment model to ensure disease prevention, standard-setting,
and reducing reliance on a higher level of healthcare, including by increasing the number of specialised
general practitioners. The development of a platform is expected to facilitate appointments and ensure the
traceability of health data.
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ANNEX B: OVERVIEW OF THE MAIN INDICATORS PER AREA/SECTOR OF THE ECONOMY

Area/Sector

Energy

Energy imports
dependency (%)
Energy intensity:
Kilograms of oil
equivalent (KGOE)
per thousand euro
Share of renewable
energy sources in final
energy consumption
(%)

Transport

Railway Network
Density (metres of line
per km? of land area)
Motorisation rate
(Passenger cars per
1000 inhabitants)
Agriculture

Share of gross value
added (agriculture,
forestry and fishing)
Share of employment
(Agriculture, Forestry
and Fishing)

Utilised agricultural
area (% of total land
area)

Industry

Share of gross value
added (except
construction)
Contribution to
employment (% of
total employment)
Services

Share of gross value
added

Contribution to
employment (% of
total employment)

2016

58.8%

289.97

18.04%

26.85%

190

10.6%

16.6%

49.8%

19.7%

23.1%

61.7%

53.1%

2017

56.2%

292,98

19.64%

26.85"

194

9.1%

16.2%

49.8%

20.5%

23.3%

62.9%

53.2%

2018

58.4%

267.13

18.18%

26.85"

200

9.8%

15.7%

49.7%

21.5%

23.9%

62.5%

52.9%

2019

58.1%

285.87

17.49%

26.9"

205

9.3% (p)

13.9%

49.7%

20.7%

24.1%

63.6%

55.0%

2020

63.3%

271.97

19.22%

26,9

206.7

10.3 (e)

12.0

50.0

19%

23.9%

64.2%

57.1

EU-27 Average

(2020 or most recent year)

57.5%

110.18

22.09%

49,0 @19)

519 (2018)

1.8%

4.3%

40.6%

19.5%

18.2%

73.1%

71,0%



Business environment
Rank in Global
Competitiveness Index
(Source: World
Economic Forum)
Estimated share of
informal economy in
GDP (as % of GDP)
(Source: IMF)

Research, development and innovation

R&D intensity of GDP
(R&D expenditure as
% of GDP)

R&D expenditure —
EUR per inhabitant
Digital economy
Percentage of
households who have
internet access at home
Share of total
population using
internet in the three
months prior to the
survey [NB:
population 16-74]
Trade

Export of goods and
services (as % of
GDP)

Import of goods and
services (as % of
GDP)

Trade balance (as % of
GDP)

Education and skills

Early leavers from
education and training
(% of population aged
18-24)

Young people neither
in employment nor in
education and training
(NEET) (% of
population aged 15-
29)

Children aged less
than 3 years in formal
child care (% of under
3-years-olds)
Individuals who have
basic or above basic
overall digital skills
(% of population 16-
74)

63
Up to

37.6%

0.44%

20.30€

75%

72%

50.7%

65.5%

-18.5%

9.9%

31.3%

9.1%

34%

60

N/A

0.35%

17.20€

74%

75%

55.1%

69.0%

-18.1%

8.5%

31.1%

10.3%

32%

84

N/A

0.36%

18.8€

79%

79%

60.4%

72.8%

-16.8%

7.1%

29.8%

8.8%

N/A

82

N/A

0.37%

19.9€

82%

81%

62.3% (p)

76.5% (p)

-18.2%

7.1%

24.5%

13.0%

32%
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N/A

N/A

N/A

N/A

79%

81%

58.1% (¢)

70.9 (¢)

-16.9%

57%

26.2%

N/A

N/A

N/A

N/A

2,32%

694.6€

91%

88%

46.7%

42.9%

N/A

9,9%

13.7%

32.3

N/A
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Employment and labour market

Employment Rate (%
of population aged 20-
64)

Unemployment rate
(% of labour force
aged 15-74)

Long term
unemployment rate (%
of labour force aged
15-74)

Gender employment
gap (Percentage points
difference between the
employment rates of
men and women aged
20-64)

Disability employment
gap (Percentage points
difference in
employment rates
between people with
and without a
disability)

Real gross disposable
income of households
(Per capita increase,
Index = 2008)

Social protection system

At-risk-of-poverty or
social exclusion rate
(AROPE) (% of
population)

Impact of social
transfers (other than
pensions) on poverty
reduction

Income inequality -
quintile share ratio
(S80/S20)
(Comparison ratio of
total income received
by the 20% of the
population with the
highest income to that
received by the 20%
with the lowest
income)

Housing cost
overburden (% of
population)

53.3%

23.7%

19.1%

21.2 pps.

28.4 pps.

N/A

39.2%

14.80%

6.63

12.5%

54.8%

22.4%

17.4%

21.9 pps.

29.4 pps.

N/A

37.0%

14.29%

6.38

11.7%

56.1%

20.8%

15.5%

21.4 pps.

27.1 pps.

N/A

35.3%

14.79%

6.16

10.2%

59.2%

17.3%

12.4%

21.3 pps.

28.6 pps.

N/A

34.2%

15.00%

5.56

9.9%

59.1%

16.4%

12.4%

19.9 pps.

N/A

N/A

N/A

N/A

N/A

N/A

71.7%

7.2%

2.5%

11.0 pps.

24.5 pps.

N/A

21.9%

32.68%

5.24

10.0%
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Healthcare

Self-reported unmet

need for medical care

(of people over 16) 2.9% 2.5% 2.3% 2.5% N/A 1.8%
Out-of-pocket

expenditure on

healthcare (% of total

health expenditure) 35.32%* 42.43%* 42.11%* 40.38%* N/A  15.57%018)

w: data supplied by and under the responsibility of the national statistical authority and published on an ‘as is’ basis and without
any assurance as regards their quality and adherence to EU statistical methodology’.

e: estimate (Eurostat).
p: provisional (Eurostat).

z: data from World Health Organization.

Source of data in Annex B: EUROSTAT, unless otherwise indicated.
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ANNEX C: PROGRESS WITH STRUCTURAL REFORM MEASURES FROM 2021-2023 ERP

While continuing to tackle the impact of COVID-19 pandemic, in 2021, a robust economic recovery set
in and the structural reform momentum has been broadly maintained. Progress was made in implementing
the measures from last year’s ERP (average score: 2.6 out of 5). Activity reports provide a mostly
accurate description of the level of implementation. The scoring is somewhat imprecise for the measures
related to agricultural development and social sector. Implementation is stronger for some measures, such
as measures 2 on promotion of renewable energy sources 9 on e-market place for low-value procurement
and 15 on trade facilitation. In contrast, implementation is weaker for other measures, such as measure 4
related to the implementation of an intelligent transport system along corridor X and measure 20 on
strengthening primary healthcare where implementation is very limited.

35%

30%

25%

20%

15%

10%

5%

0%

Graph 11.3.2: North Macedonia - Implementation of the structural
reform measures of the ERP 2021-2023

32%

26%

16%
11%

5%

0%

no implementation implementationis initial steps have implementation  implementation is full implementation
being prepared been taken ongoing with some advanced
initial results
no implementation implementation is being prepared
= initial steps have been taken = implementation ongoing with some initial results
= implementation is advanced = full implementation
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ANNEX D: COMPLIANCE WITH PROGRAMME REQUIREMENTS

The government of North Macedonia submitted the 2022-2024 ERP on 31 January 2022. None of its
components are missing.

Inter-ministerial coordination

The Ministry of Finance of North Macedonia coordinated the preparation of the ERP and an inter-
ministerial working group comprised of several ministries, agencies and other offices were involved in
this work. The submitted ERP contains the annex with the list of institutions and individuals involved in
the ERP preparation. Upon completion, the government formally endorsed the ERP on 28 January. The
coordination process worked well and the attendance to technical meetings was good.

Stakeholder consultation

The draft of the 2022-2024 ERP’s structural reforms was posted on the Ministry of Finance’'s website
from 10 to 24 December. Interested parties were also invited to send written contributions. Comments and
suggestions received in writing are attached as an annex to the ERP.

Macroeconomic framework

The macroeconomic framework is coherent and consistent, while somewhat optimistic. The ERP presents
two alternative scenarios compared to the baseline: (i) assuming lower growth in trade partner countries;
and (ii) assuming lower investment. It does not include a low-growth scenario combining both domestic
and external risks. The ERP’s sensitivity analysis would have benefited from a more comprehensive
impact assessment, including on employment, deficit and debt. The external sector outlook is described in
detail and an analysis of external debt sustainability is provided in the annex. The latter could have been
improved by providing more detail on parameters and on the results of the stress test.

Fiscal framework

The ERP is based on the latest budget projections following the latest budget revision and on the fiscal
data available at the end of the third quarter of 2021. In line with the revised economic growth
assumptions, the ERP has raised the deficit projections for 2022 and 2023, compared to previous year’s
program. It includes: (i) information on the expected budgetary impact of new policy measures; (ii) an
analysis of the budget balance's sensitivity to lower GDP, lower revenue, and higher expenditure growth;
(iii) an analysis of public debt's sensitivity to changes in interest rates and exchange rates; and (iv) a short
assessment of the long-term sustainability of public finances based on a humber of assumptions, including
population ageing. The external debt analysis refers to stress tests for shocks to the primary current
account and to economic growth. These stress tests would have benefited from more detail on the impact
of individual debt-creating flows and from alternative scenarios.

Structural reforms

The chapter on structural reforms follows the ERP guidance note. Reform areas which have not or only
partly been included as key challenges in Section 5.1. should have been analysed more in depth in Section
5.2. More efforts are needed to quantify the impact for each measure and turn the ERP into a more policy
relevant document to guide economic reforms consistent with other national plans and strategies. The
description of the implementation risks and mitigation measures continues to improve. The ERP includes
20 measures and exceeds the page limit. Prioritisation of reform measures has focused on addressing the
key structural challenges identified. The measure on strengthening the quality of primary healthcare is
also prioritised reflecting the needs of COVID-19 pandemic. Tables 9-11 in the annex are properly
completed. The implementation reports of the 2021-2023 ERP’s policy guidance and Table 11 in annex
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are well prepared. The scores attributed largely reflect the implementation level. Though not explicitly
requested by the guidance note, additional useful information was provided in Annex 2a (links between
reform measures and ongoing or planned investments) or summarised in Annex 4 (result indicators of
structural reform measures). Contributions received by external stakeholders during the consultation
process were annexed to the document.
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4 . SERBIA

The economic reform programme (ERP) was submitted on 31 January 2022.

The economic consequences of Russia’s war against Ukraine may render the macro-fiscal scenarios
presented in the ERP partially obsolete. The Commission will publish its updated macroeconomic and
fiscal projections for candidate countries, reflecting the expected impact of the war against Ukraine and
related sanctions, in its spring economic forecast in mid-May 2022.

The short-term macro-fiscal outlook may change considerably. However, the major medium-term fiscal
and structural reform challenges and priorities identified in this assessment remain valid irrespective of
the short-term outlook. Appropriate policy responses are essential to ensure a sustained economic
recovery, greater resilience and fiscal sustainability.

4.1. EXECUTIVE SUMMARY

After a strong rebound in 2021, Serbia’s economic reform programme (ERP) forecasts the
economy will grow more quickly in 2022-2024 than before the COVID-19 crisis. After a relatively
mild contraction in 2020, the economy rebounded strongly in 2021 thanks to higher private consumption,
investment and government consumption. The ERP projects further strong GDP growth of close to 5% on
average in 2022-2024, i.e. around one percentage point (1 pp.) above the pre-crisis growth rates, driven
by private consumption, investment and exports. Mostly due to rising food and energy prices, consumer
price inflation surged from 3% to almost 8% in the second half of 2021 but the ERP expects it to slow to
more moderate levels as of mid-2022. The current account deficit broadly stabilised in 2021 and is
expected to widen only slightly in 2022-2024. The financial sector has recorded further credit growth
while macro-prudential risk indicators have remained sound. In a context of high uncertainty, the growth
outlook for 2022 is, as elsewhere, subject to a series of downside risks associated with Russia’s war
against Ukraine, the future course of the COVID-19 pandemic, global inflationary pressures and
potentially tightening financial conditions. War-related risks in particular could push energy and food
prices even higher and affect external trade by holding back growth in Serbia’s main EU trading partners.

The fiscal strategy projects a gradual return to a budget close to balance over the medium term.
The strong economic rebound and lower fiscal support measures led to a marked decrease in the general
government deficit to 4.1% of GDP in 2021, despite strong increases in capital expenditure. The 2022
budget aims to further lower the deficit, to 3% of GDP, mostly through the non-renewal of COVID-19
crisis support. Further gradual fiscal consolidation is projected to bring the budget close to balance in
2023 and 2024, mainly as a result of expenditure growing more slowly than nominal GDP. The debt-to-
GDP ratio slightly decreased to 57.1% in 2021 and is expected to decline further in 2022-2024.
Significant gaps in fiscal governance remain unaddressed, mainly concerning fiscal rules, public wages
and state-owned enterprises (SOES).

The main challenges in these respects include the following.

o Fiscal sustainability needs to be anchored by a credible framework backed up by reforms.
Serbia has been able to very substantially mitigate the COVID-19 crisis by using available fiscal
buffers and is projected to go on achieving good macro-fiscal results. Given the high degree of
uncertainty about potential further pandemic effects and the impact of Russia’s war against Ukraine,
standing ready to provide crisis mitigation if needed seems appropriate. A gradual return to a budget
close to balance, contingent on the economic outlook, is key to rebuilding fiscal space in the medium
term. For medium-term expenditure restraint, containing spending on wages continues to be a key
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challenge. Overall fiscal performance has been sensitive to the economic and political cycle over the
last two decades, so well-designed fiscal rules could provide a more effective framework for public
finances and help institutionalise sound fiscal policies.

e There is further scope for managing fiscal risks and improving revenue administration. Greater
transparency around fiscal risks would make them easier to address. This is particularly true for state-
owned enterprises, where there are governance deficiencies and incomplete restructuring and
privatisation that still represent a substantial risk to public finances. On the revenue side, there is
scope for further improvements in the tax administration.

e Serbia’s business environment is improving, with the regulatory and administrative burdens
easing, but significant structural challenges continue to hamper competitiveness and growth
potential for the private sector and the economy as a whole. The role of the state in the economy is
decreasing but still remains widespread, with privatisation efforts and efforts to improve the
management of state-owned enterprises lagging behind. Structural challenges remain for state aid,
competition and public procurement, where existing legislation is good but is not implemented
consistently enough and can be circumvented through special procedures. Further efforts are needed to
improve the transparency, assessment and prioritisation of public investments. Business is also
affected by a lack of transparency and predictability in the way business-related legislation is adopted.
The shadow economy remains a major impediment to the development of a strong business sector and
the consolidation of a functioning market economy.

e Serbia remains highly dependent on coal and, though work has begun to address this, there is
still no joined-up long-term strategy combining energy and climate targets. Serbia’s
competitiveness continues to be hampered by a polluting and inefficient energy sector that is not
properly regulated. Inefficient energy use is a big concern in the country. Major investment is needed
to modernise the country’s energy infrastructure and lower carbon emissions with a view to
accelerating the green transition. More must be done to diversify supply and Serbia’s overall energy
mix and especially to reduce dependency on Russian gas.

e The share of young people not in employment, education or training remains high. School-to-
work transitions are considerably more difficult than in the EU on average. The introduction of the
Youth Guarantee aims to address these challenges, support labour market integration and ensure that
no young person is left behind. At the same time, workers from across the occupational spectrum
continue to emigrate. The low labour market participation of women remains an issue. In addition, the
number of people at risk of poverty remains high, and public expenditure on social protection is not
sufficient.

The policy guidance in the conclusions of the economic and financial dialogue of July 2021 has been
partially implemented. The authorities provided substantial additional, but mostly untargeted, pandemic-
related fiscal support in 2021, while the 2022 budget and medium-term fiscal strategy effectively plan a
gradual return to a deficit close to balance. Following a decline in 2021 due to high nominal GDP growth,
overall spending on wages as a percentage of GDP is projected to remain stable, but no wage indexation
mechanism has been adopted and public-sector wage system reform has been postponed to 2025. The
adoption of new fiscal rules has also been postponed by another year due to the COVID-19 crisis.
Deadlines for the new model of electronic fiscalisation and transition to electronic invoicing have broadly
been met. While the Ministry of Finance appears to have brought in a more robust fiscal risk analysis, the
results do not seem to have been made publicly available. The first steps in the action plan for the new
state-owned enterprise ownership and management strategy have been partially implemented. Serbia is
still not prioritising investments in a harmonised manner based on relevant assessments, and issues
remain in the areas of competition and state-aid, as well as in the area of public procurement where the
special law on linear infrastructure projects remains in place. The work to develop a long-term energy and
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climate strategy is only slowly progressing, and the renewable energy sources auction system has been
delayed. There was no measure to increase the adequacy of benefits for individuals and families under the
financial social assistance scheme to reduce poverty. Partial progress has been made to facilitate school-
to-work transitions by stepping up further vocational education and training and to develop a Youth
Guarantee implementation plan.

The economic reform programme is aligned in part with the reform priorities identified by the
Commission. The macroeconomic and fiscal frameworks are sufficiently comprehensive and integrated
with overall policy objectives, providing a suitable basis for policy discussions. The part covering
structural reforms remains largely unchanged from the previous year, reflecting delays in implementation.
It repeats important reform measures aiming to reduce the administrative and regulatory burden for
businesses and introduces a new welcome reform measure aimed to improve the management of SoEs.
The ERP also lacks ambitious reforms on the green transition including regarding clean energy transition
and energy efficiency, which has been identified as one of the key structural challenges. The shared
European growth model regarding green and digital transition will also have to be reinforced in the ERP
process, even more so in the current geopolitical context. On digital transformation, Serbia should now
focus on well-targeted reforms and improving Serbia’s communications infrastructure, particularly
broadband roll-out. The ERP diagnoses the challenges in the areas of social protection and poverty
reduction, education, employment and social policies, but the proposed measures lack clearly defined
objectives.

4.2.  ECONOMIC OUTLOOK AND RISKS

After a relatively mild contraction in 2020, the Serbian economy recorded a strong rebound in 2021
to well above its pre-COVID-19 crisis level. Real GDP growth in 2021, reaching 7.4%, was mostly
driven by increases in private consumption, gross fixed capital formation and public consumption that
were only slightly offset by a negative contribution of net exports to growth. The rebound of private
consumption was particularly supported by a new fiscal stimulus programme worth around 2% of GDP
and additional liquidity support measures of similar size. On the supply side, the recovery was chiefly
driven by services, construction and industry. After the record harvest in 2020, which created a high base,
the drought-hit agriculture sector had a negative contribution to GDP growth. Following a decrease in the
unemployment rate in 2020, driven by falling labour market participation, the annual unemployment rate
recorded a slight increase in 2021 as the pace of return of discouraged workers to the labour market
initially exceeded the growth of employment.

The ERP baseline scenario forecasts that the pace of output expansion will significantly exceed pre-
COVID-19 crisis growth rates in 2022-2024. Following a projected 4.5% expansion in 2022 (half a
percentage point (0.5 pps.) above the projection in the previous ERP), annual GDP growth is projected to
accelerate further to 5.0% annually in 2023 and 2024, around 1 pp. above the pre-crisis rate (that was also
the baseline projection for 2023 in the previous ERP). The strong and accelerating post-crisis expansion is
expected to be mostly driven by private consumption and gross fixed capital formation and to be
accompanied by better net export figures. Export growth is expected to substantially exceed import
growth, by around 2 pps. annually. As a result, the contribution of net exports to GDP growth is expected
to turn positive in 2022 and reach 0.4 pps. in both 2023 and 2024, in spite of the structurally higher share
of imports in GDP. After closing in 2021 due to the strong rebound, the output gap is projected to remain
close to balance in 2022 and thereafter as potential growth and real growth are projected at similar levels,
mostly due to a sharp rise in total factor productivity. In line with the steady expansion, the annual
unemployment rate is projected to resume its pre-crisis downward trend as of 2022, decreasing by 1 pp.
annually to 8% in 2024.
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Some aspects of the macroeconomic scenario seem optimistic, particularly in a context of high
uncertainty. The growth outlook continues to be affected by a high degree of uncertainty around the
recovery from the COVID-19 pandemic and the economic impact of Russia’s war against Ukraine.
Overall, before the war, the macroeconomic scenario appeared plausible for 2022 and somewhat
optimistic thereafter. The projected strong growth in imports appears in line with rising investment and
private consumption and the recent track record of import elasticities. However, the expected positive
contribution of net exports to growth crucially hinges on a further substantial expansion of new export
capacities. Potentially protracted supply chain bottlenecks in main trading partners, particularly the EU,
may also weigh on export performance. As regards potential growth, while FDI inflows, domestic
innovative activity, digitalisation and structural reforms may indeed increase the contribution of total
factor productivity to potential growth rates, the strong projected annual increase in GDP as of 2022
nonetheless appears challenging in view of the substantially lower pre-crisis track record under similar
conditions. Real growth might, accordingly, be constrained at some point by limitations in potential
growth, which may then also entail additional inflationary pressures.

Table 11.4.1:
Serbia - Comparison of macroeconomic developments and forecasts
2020 2021 2022 2023 2024

COM ERP {COM ERP {COM ERP :COM ERP {COM ERP
Real GDP (% change) -09 -09: 67 70 43 45 43 50 na. 5.0
Contributions:
- Final domestic demand -13 13,76 8246 44 45 46  na. 4.6
- Change in inventories 03 0300 -05:-01 00:-01 00 :na 0.0
- External balance of goods and services 01 01:-10 -07{-02 0.2 :-01 04 na 04
Employment (% change) -02 -03;20 1211 1110 1.2 na. 1.2
Unemployment rate (%) 9.0 10.1:10.7 11.0: 100 10.2: 9.2 9.1 | na. 8.0
GDP deflator (% change) 24 24 48 47 i 41 3.0 30 29  na. 28
CPl inflation (%) 16 16 36 40 36 49 26 3.0 na. 3.0
Current account balance (% of GDP) 41 -41:-44 -41 43 -44:-41 -44 ) na. -4.8
General government balance (% of GDP) -80 -80:-49 -49: -27 -30:-16 -15 na. -1.0
Government gross debt (% of GDP) 57.8 57.8:58.1 58.2: 563 56.5 54.1 55.3: n.a. 53.8

Sources: Economic Reform Programme (ERP) 2022, Commission Autumn 2021 forecast (COM).

The ERP presents a clear and comprehensive view of economic risks prior to the impact of Russia’s
war against Ukraine and it includes a detailed alternative macroeconomic scenario. The programme
identifies numerous risks to the baseline scenario largely related to uncertainty about the future course of
the pandemic and the effectiveness of policy responses. The chief outlined risks are: potential new waves
of the pandemic, rising energy and commodity prices, persistent supply chain bottlenecks and labour
market imbalances that could accelerate global inflation and potentially tighten financial conditions.
Thus, risks from the international environment are considered to be tilted to the downside, while domestic
risks are considered to be slightly tilted to the upside in the short term due to Serbia’s role as a net
exporter of basic metals and ores, its increasing export capacities, structural reforms and improving
business environment. Russia’s war against Ukraine, that started around a month after the submission of
the ERP, is set to hit Serbia’s economy via various transmission channels, in particular via even higher
energy and food prices, thereby fuelling inflation, reducing disposable incomes and private consumption.
External trade, foreign direct investment and remittances are also set to be affected due to war-induced
lower growth prospects in Serbia’s main EU trading partners. The programme presents an alternative
macroeconomic and fiscal scenario, projecting substantially lower economic growth (only 2.0% in 2020,
3.0% in 2023 and 3.5% in 2024) and less favourable fiscal performance in the event of pronounced cost
pressures on inflation, in particular from higher energy and commaodity prices, and a potential tightening
of global financial conditions, negatively affecting investment and resulting in lower growth of private
consumption due to lower real disposable income. However, though the alternative scenario very usefully
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points to the potential magnitude of risks related to global inflationary pressures, the ERP does not
specify the scenario’s underlying assumptions in sufficient detail to allow for a further assessment.

Consumer price inflation surged in the second half of 2021 but the ERP expects it to ease as of mid-
2022 and to remain around the target in 2023 and 2024. Following a track record of low and rather
stable inflation for seven consecutive years, consumer price inflation rose strongly in 2021 to an annual
average of 4.0%. This was due to a steady surge in the second half of the year, with the inflation rate
reaching 7.9% year on year in December, well above the upper end of the central bank’s target tolerance
band of 3% =1.5 pps. The strong increase in headline inflation was mostly driven by food and energy
prices while core inflation (excluding energy, food, alcohol and tobacco) rose more moderately to 3.5% in
December 2021. The central bank maintained the key policy rate at the record low level of 1.0%
throughout 2021 but phased out extraordinary measures providing foreign exchange and dinar liquidity as
of March and October, respectively. Moreover, as a further step to reduce monetary accommodation, the
National Bank of Serbia also gradually increased the average rate of repurchase agreement (repo) sales of
securities by around 70 basis points from 0.11% in October 2021 to 0.79% in mid-February 2022. To
stabilise the exchange rate, particularly in view of some dinar appreciation pressures in the summer, the
central bank continued to apply its policy of frequent interventions on both sides of the foreign exchange
market, buying a net EUR 850 million up to November 2021. The ERP projects inflation will hover above
the upper bound of the target tolerance band until mid-2022 and gradually return to the lower half of the
band by the end of the year, resulting in an average inflation projection of 4.9% for 2022. The programme
anticipates that the effects of energy and food price hikes and supply chain disruptions will wear off by
the end of 2022, and does not forecast any major inflationary pressures from aggregate demand. On that
basis, inflation is projected to remain around the central point of the target band in 2023 and 2024.
Overall, the inflation projections appeared plausible prior to the potential additional inflationary impact of
Russia’s war against Ukraine. They assumed that the 2021 price surges would be temporary and supply
chain disruptions promptly resolved. However, if inflation rates stay significantly above target for a
prolonged period, as they may due to the impact of Russia’s war against Ukraine, this could induce a
series of knock-on effects for core inflation. As stated in the programme, the National Bank of Serbia
stands ready to respond promptly, using all available monetary policy instruments if any of the risks
materialise that would keep inflation above the upper bound of the target band for a prolonged period.

External competitiveness and current account

Graph 11.4.1a: Serbia - Current account balance Graph 11.4.1b: Serbia - Real effective exchange
10 (% GDP) rate (CPI based, index)
105 - 130
O . /\_/ - 125
-10 95 - /\/_ - 120
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2020 2021 2022 2023 2024 85 ; ; ‘ ‘ 110
EE Goods balance I Services balance 2017 2018 2019 2020 2021
Current account balance (rhs) Net FDI ——EA 19 (lhs) Serbia (rhs)
Source: Economic Reform Programme (ERP) 2022. Source: Economic Reform Programme (ERP) 2022 and ECB.

The current account deficit has slightly increased in 2021 and the ERP expects it to widen further
slightly in 2022-2024. The deficit widened from 4.1% of GDP in 2020 to 4.4% of GDP in 2021. A higher
merchandise trade deficit and primary income deficit (reflecting mainly a rebound in reinvested earnings
and dividends) were largely offset by a higher surplus on the secondary income (reflecting in particular a
rebound in workers’ remittances) and the services trade balance. According to the ERP’s projections, the
current account deficit is set to gradually widen to 4.8% of GDP by 2024. This is based mainly on
forecasts of a higher primary income deficit, in particular from higher reinvested earnings in line with
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strong inward foreign direct investment and shrinking remittances in percentage of GDP. These balance-
deteriorating factors are expected to be partially offset by improving goods and services trade balances
(reflecting in particular a foreign-direct-investment-driven increase in export capacities). However, the
strong projected growth in domestic demand may lead to a less favourable differential between export and
import growth.

Net inflows of foreign direct investment continue to play a central role for external sustainability
and competitiveness. In 2020, net inflows had fallen substantially to EUR 2.9 billion or 6.3% of GDP,
despite the privatisation of Komercijalna Banka, which alone attracted an inflow amounting to 0.8% of
GDP. In 2021, however, net inflows rebounded strongly, largely recovering their 2019 record level of
EUR 3.6 hillion (6.8% of 2021 GDP). They thus continued to fully cover the current account deficit.
After the rebound in 2021, the ERP projects that net foreign direct investment will decrease to EUR 2.9
billion in 2022 and increase only moderately to EUR 3.3 billion by 2024. On these projections, despite a
gradual decrease in GDP terms, it will still cover the current account deficit in full. Inflows of foreign
direct investment are also considered crucial for the ongoing structural transformation of the economy
towards tradable sectors. With continued government support for foreign investors, the sustained inflow
of foreign direct investment appears plausible, provided macroeconomic stability is maintained and the
business environment is further improved. Thanks to the very high net inflow in 2021, the stock of net
foreign direct investment in Serbia’s net international investment position increased its share to 96% (as
of Q3-2021) despite the simultaneous increase in net portfolio debt from high external public debt
issuance in the COVID-19 crisis. This reduces Serbia’s vulnerability to external shocks, though the net
foreign liability position is relatively high at 82% of GDP in Q3-2021 (down by 9 pps from the end of
2020 thanks to very high nominal GDP growth). The relatively high level of foreign exchange reserves,
which helped cushion the impact of the crisis in 2020, rose further in 2021. It is expected they will
continue to cover at least five months’ worth of imports throughout the programme’s lifetime.

The financial sector recorded further credit growth while maintaining sound macro-prudential
indicators. Lending activity continued to grow in 2021, supported by accommodative monetary policy,
the extension of government guarantee schemes and the continuation of COVID-19 crisis-related
regulatory forbearance measures. Up to September the pace of credit growth was somewhat slower due to
the strong base effect of the 2020 credit moratoria, but it picked up in the fourth quarter to 10.3% year on
year for households and 8.3% year on year for business in November. A large share of the growth in
business lending was not for investment but for liquidity and working capital, which still suggests some
vulnerabilities. After a slight increase to 3.9% in the first quarter, the non-performing loan ratio declined
slightly in the second quarter to 3.6% and remained broadly stable in the third quarter of 2021. Though
the profitability indicators recorded a fall in 2020 in the crisis, they seem to have broadly stabilised in
2021.
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Table 11.4.2:
Serbia - Financial sector indicators

2017 2018 2019 2020 2021
Total assets of the banking system (EUR million) 37676 41514 45838 50775 56792

Foreign ownership of banking system (%) 76.9 75.4 75.7 86.0 86.0
Credit growth (aop) 2.4 4.3 9.7 12.3 9.1
Deposit growth (aop) 7.9 7.4 12.9 15.0 14.4
Loan-to-deposit ratio (eop) 1.00 1.00 0.96 0.91 0.88
Financial soundness indicators (eop)
- non-performing loans 9.8 5.7 4.1 3.7 3.6
- net capital to risk-weighted assets 22.6 223 234 22.4 20.8
- liquid assets to total assets 35.1 35.7 36.0 37.3 37.7
- return on equity 10.5 11.3 9.8 6.5 7.8
- forex loans to total loans* (%) 67.5 68.5 67.1 64.7 63.2

* Includes both denominated and indexed positions.
Note: Data for December 2021 are preliminary.

Sources: ERP 2022, National Central Bank.

4.3. PUBLIC FINANCE

The economic rebound and the scaling back of fiscal support measures helped to substantially
improve the budget balance in 2021, notwithstanding strong increases in capital expenditure. As a
result of very good revenue performance from the economic rebound, the general government deficit
almost halved from 8.0% of GDP in 2020 to 4.1% of GDP in 2021. It thus approached the original 2021
budget deficit target of 3.0% despite very substantial expenditure increases for a new COVID-19 crisis
support package, increased healthcare and capital expenditure, that were included in two amending
budgets in April and October, and substantial liquidity support to Srbijagas at the end of the year. At the
beginning of the year, in view of the protracted impact of the pandemic, the government announced a new
package of fiscal support measures that was included in a first amending budget in April 2021. The
package included wage subsidies for all companies, lump-sum payments to all adult citizens, sectoral
support measures to hospitality and transport companies and enhanced liquidity support via the extension
of guarantee schemes. The package was later complemented by a vaccination bonus, further lump-sum
payments to all citizens and limited specific support to unemployed people. The planned direct fiscal cost
of the additional 2021 support measures amounted to 2.3% of GDP (compared to 8.4% of GDP of
discretionary fiscal support in 2020). While continued fiscal support appears adequate as long as the
recovery is not fully self-sustained, a more targeted approach tailored to the most affected sectors and
groups could have improved cost-effectiveness while saving fiscal space to address potential further
needs at a later stage. The further extension of the existing and the setup of a new guarantee scheme to
support the most affected sectors/enterprises have also contributed to ensure continued liquidity for
businesses. The additional 2021 measures were again temporary, like the previous packages adopted in
2020. Assuming no further need for their renewal, they would accordingly not have an impact on the
further budgetary trajectory for 2022 and beyond. The application of the measures to all companies and
adult citizens applying to receive them ensured a high level of transparency and equal treatment in the
distribution of the support. On top of the additional support package, the April amending budget also
included a substantial increase in capital expenditure, both for infrastructure and new arms purchases, and
higher healthcare expenditure, bringing the revised 2021 deficit projection to 6.9% of GDP which was
reduced to 4.9% of GDP in a second 2021 amending budget in October. Despite high budget support to
Srbijagas of around 0.5% of GDP at the end of the year, the overall 2021 general government budget
deficit then turned out at 4.1% of GDP, supported in particular by lower implementation of capital
expenditure and a surplus of local administration.

163



European Commission

Institutional Paper

164

Very strong revenue performance more than offset further expenditure increases in 2021, allowing
for a substantial reduction in the general government deficit outturn. Overall revenue increased by
20.3% year on year while overall expenditure increased by 10.1% year on year. Expressed as a share of
GDP, total revenue increased by 2.3 pps, while total spending decreased by 1.6 pps due to very high
nominal GDP growth. The most significant revenue increases were from social security contributions
(+1.6 pps) and VAT (+0.5 pps). On the expenditure side, only capital spending increased faster than
nominal GDP (+2.1pps). As a result of the very high rise in nominal GDP (up 13.9%), the ex post share of
public wages in GDP fell from 10.5% in 2020 to 10.0% in 2021. In addition to the measures with direct
budgetary impact, the 2021 fiscal support packages also included the extension of the 2020 guarantee
scheme and the setting up of a new guarantee scheme for loans with a total new volume of 1.9% of GDP
in 2021. (*) This brought the total planned size of the package of fiscal and liquidity-support measures in
2021 to 4.2% of GDP (see overview table below).

Box 11.4.1: Review of the package of fiscal and liquidity-support measures to support the economy
and the population in 2021 (planned amounts)

Planned
2021 inbill  in % of
of RSD GDP
Direct support to private sector
Direct support to private sector — 3 months 50% of minimum salary for all 52 0.8
entrepreneurs, micro, small and medium enterprises
Direct support to hotels in urban areas 1.2 0.0
Direct support to industries - hospitality, travel agencies, hotels and car agencies 4.1 0.1
Independent artists 0.3 0.0
Direct support to industries — transport of passengers in road traffic and bus 2.7 0.0
operators — EUR 600 per bus
Total 60.3 1.0
Measures to preserve private sector liquidity
Extension of the existing guarantee scheme to support the economy during the 60 1.0
Establishment of a new guarantee scheme to support the most affected sectors / 60 1.0
Total 120.0 1.9
Other measures
Fiscal incentives — incentives to promote domestic demand 73.1 1.2
Vaccination bonus 7.1 0.1
Total 80.2 1.3
Estimated effects of fiscal measures 140.5 2.3
Total, package of measures 260.5 4.2

Source: ERP 2022-2024

(*) The 2022 ERP does not provide any updated estimates on potential guarantee calls from the guarantee schemes. At a maximum
call rate at portfolio level of 30%, the guarantee schemes would entail a contingent liability of around 0.6% of GDP. However,
the 2021 ERP estimated that calls on the similar-sized 2020 guarantee scheme would not exceed a cumulative total of around
0.3% of GDP over 2022-2023.
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Table 11.4.3:
Serbia - Composition of the budgetary adjustment (% of GDP
2020 | 2021 | 2022 | 2023 | 2024 |CMaN%E:
2021-24
Revenues 41.0 435 42.2 414 41.1 -2.3
- Taxes and social security contributions 36.2 38.9 38.1 37.4 37.3 -1.6
- Other (residual) 4.8 4.6 4.2 4.0 3.8 -0.8
Expenditure 49.0 48.4 453 42.9 42.1 -6.3
- Primary expenditure 47.0 46.6 435 41.2 40.4 -6.2
of which:
Gross fixed capital formation 53 7.8 7.3 6.9 6.9 -0.8
Consumption 18.5 18.2 17.8 17.5 17.2 -1.1
Transfers & subsidies 19.2 17.4 16.3 15.0 14.6 -2.8
Other (residual) 3.9 3.2 2.0 1.8 1.7 -1.4
- Interest payments 2.0 1.8 1.8 1.8 1.7 -0.1
Budget balance -8.0 -4.9 -3.0 -1.5 -1.0 4.0
- Cyclically adjusted -7.1 -5.0 -3.0 -1.6 -1.1 3.9
Primary balance -6.0 -3.1 -1.2 0.2 0.7 3.8
- Cyclically adjusted -5.1 -3.1 -1.2 0.1 0.6 3.7
Gross debt level 57.8 58.2 56.5 55.3 53.8 -4.4

Sources: Economic Reform Programme (ERP) 2022, Commission calculations.

A gradual return to a budget close to balance is a welcome objective of the ERP’s fiscal strategy
over the medium-term. Following the spring 2021 decision to renew substantial COVID-19 crisis
support and significantly increase capital spending, the fiscal consolidation path planned by the previous
ERP 2021-2023 has broadly been postponed by one year and included accordingly in the ERP 2022-2024.
With the projected reduction of the deficit to 3% of GDP in 2022, 1.5% in 2023 and 1.0% in 2024, the
debt-to-GDP ratio is expected to continue falling in 2022. The overall planned fiscal stance appears
appropriate to ensure medium-term fiscal sustainability. On the revenue side, the ERP expects most
categories to keep their share of GDP broadly stable over the programme period. However, some one-off
factors that boosted revenue in 2021 are not projected to recur in 2022 and 2023, leading to a declining
revenue share in GDP by -1.3 pps. and -0.8 pps. respectively in those two years. Having received a
particular boost from deferred corporate income tax payments in 2021, the revenue ratio is forecast to
decline by 0.3 pps. in 2022 (compared with the 2021 outturn). Following very favourable collection in
2021, VAT is also projected with a very conservative elasticity in 2022, leading to a 0.2 pps. decline in
the revenue ratio in 2022. As in previous years, the programme uses low estimates for non-tax revenue
based on the conservative exclusion of extraordinary non-tax revenues (*°) for future budget planning
(entailing a -0.5 pps drop in 2022). In 2023, though VAT, business and personal income tax are projected
to increase broadly in line with nominal GDP, revenue as a share of GDP is still expected to decrease by
0.8 pps. overall, chiefly due to the phasing-out in 2021 and 2022 of the deferred payment of 2020 social
contributions (inducing a 0.3 pps. annual drop in revenue as a share of GDP in 2023) and the conservative
assumption of a yearly decrease of tobacco sales (inducing a 0.2 pps. annual drop).

Under ERP plans, the improving fiscal balance will be chiefly driven by a frontloaded decrease in
expenditure-to-GDP ratios, largely due to waning COVID-19 crisis support, while the projected
containment in later years appears not to be fully backed by concrete measures. The planned fiscal
consolidation is entirely concentrated on the expenditure side, to be achieved by not renewing crisis-
related one-off emergency expenditure in 2022 and containing expenditure growth below nominal GDP
growth for most categories over 2022-2024. The overall share of expenditure in GDP is projected to

(“°) Regular non-tax revenues comprise various fees, charges, revenues of bodies, etc. generated at a steady pace over the year with
some seasonal variations, while extraordinary non-tax revenues include profits of public companies and agencies, budget
dividends, etc.
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decrease by 5.3 pps by 2024 as compared to the 2021 outturn (*%), supported in particular by decreases in
subsidies (-1.4 pps.), other current expenditure (-1.1 pps.), social assistance ("1.0 pp.), purchases of goods
and services (-0.7 pps.), net budget loans (-0.7 pps.) and capital expenditure (-0.5 pps.). As they mostly
reflect the phasing-out of crisis support measures, the decreases in spending ratios are mostly frontloaded.
The share of the public wage bill, interest payments and activation of guarantees are expected to broadly
stabilise over the programme period. For social transfers, the general downward trend is underpinned by
the pension indexation formula, while the particularly sharp fall in 2023 appears to be mostly due to the
one-off lump sum pension payments in 2022 (worth 0.5% of GDP). The sharp fall in subsidies-to-GDP
ratio does not appear to be backed by concrete reforms that would explain the projected decrease below
pre-crisis levels. After reaching a record 7.4% of GDP in 2021, the gradual decrease in capital spending
as a share of GDP to 7.3% in 2022 and 6.9% thereafter appears plausible.

The 2022 budget aims to reduce the deficit significantly, mostly by not renewing COVID-19 crisis
support. With no provision for renewing the temporary crisis-mitigation measures taken in 2021, the
2022 budget plans strong headline fiscal consolidation by around 2 pps in 2022, to 3% of GDP (a
decrease of 1.1 pps even compared to the 2021 deficit outturn of 4.1% of GDP). The 2022 budget’s
revenue side does not assume major changes to tax legislation. The sole exceptions are: the planned slight
further increase in the non-taxable part of gross salaries from RSD 18 300 to RSD 19 300, which will
slightly reduce the tax wedge on labour (though only in nominal terms given increased inflation); and a
0.5 pps rate decrease in social security pension contributions for employers. On the expenditure side, the
budget contains a pension increase of 5.5% in line with the indexation rule, and a minimum wage increase
of 9.4%. Public-sector wages have been increased on an ad hoc basis by 8% for defence, healthcare and
social welfare workers, and by 7% for all other public-sector employees, resulting in an overall average
increase by 7.3%. Capital expenditure is projected to decrease to 7.3% of GDP (following a 7.4% of GDP
record outturn in 2021), which mostly reflects a fall in arms purchases. Shortly after the adoption of the
2022 budget in late November 2021, the government announced some new fiscal measures that may
require an amending budget for implementation in due course. This concerns in particular insufficiently
targeted lump sum payments to all young people aged between 16 and 30, increased premiums for
childbirth and young families, and increased payments to farmers. Following budget support provided to
Srbijagas in December 2021, further support to the energy sector for energy price mitigation was
provided at the beginning of 2022 even prior to the impact of Russia’s war of aggression against Ukraine.

The public debt ratio is set to decline gradually, helped by high nominal GDP growth and an
improving primary balance. After a sharp increase by 5.0 pps to 57.8% in 2020, the general government
debt-to-GDP ratio has decreased to 57.1% in 2021 (1.1 pps lower than the ERP estimate, reflecting the
lower-than-projected deficit outturn and higher-than-expected nominal GDP growth). The debt ratio is
projected to fall by 1.5 pps annually on average in 2022-2024, supported by high nominal growth, a
further gradual improvement in the primary balance and slightly decreasing interest payments, whose
effects are only partly offset by debt-increasing stock-flow adjustments, which are not further specified.
Thanks to a favourable fiscal track record and the build-up of fiscal space in the years before the COVID-
19 pandemic, Serbia has been able to fully cover its increased financing needs, resulting from the various
fiscal support packages in 2020 and 2021, by tapping international and domestic financial markets at
favourable conditions and without recourse to financial assistance from the International Monetary Fund
or the EU. On 1 July 2021, dinar bonds were included in JP Morgan’s GBI-EM index, a benchmark index
for local currency bonds in emerging economies, thereby facilitating foreign portfolio investments.
However, the still large proportion of foreign currency-denominated debt (70%) continues to expose
government debt to the risk of potentially significant exchange rate fluctuations, as demonstrated by the
ERP’s debt sensitivity analysis. A sufficiently strong rules-based framework capable of effectively
anchoring fiscal policy would be important to reinforce medium-term debt sustainability.

(**) Projected public expenditure as a share of GDP for 2024 is even down by 6.3 pps on the ERP estimate for 2021.
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Box 11.4.2: Debt dynamics

While the ERP projected a
0.4 pps increase, the
government debt-to-GDP ratio

Serbia
Composition of changes in the debt ratio (% of GDP)

2020 2021 2022 2023 2024  (ecreased by 0.7 pps in 2021.

Gross debt ratio [1] 57.8 582 565 553 53.8 The decline resulted from the
Change in the ratio 5.0 0.4 -1.7 -1.2 -1.5 effects of Strong real growth
Contributions [2]: and higher inflation easily
1. Primary balance 60 31 12 -02 -07 offsetting the debt-increasing
2. “Snowball” effect 12 42 -23 -24 -23 impact of the primary deficit,
Of which: interest expenditure and
Interest expenditure 20 18 1.8 18 17  positive stock-flow
Growth effect 05 -36 -25 -26 -26 adjustments. Looking ahead, in
Inflation effect -1.3  -24 -16 -15 -1.4 2022, the primary balance will

3. Stock-flow adjustment 23 15 -06 14 16 still have a debt-increasing
[1]1 End of period. In accordance with the Budget System Law. This includes all impact (partially offset by a
government-guaranteed debt and non-guaranteed local government debt. It differs debt-reducing stock-flow
from government debt according to the national methodology (Public Debt Law), adjustment  following higher
which does notinclude non-guaranteed local government debt. borrowing in 2021 to cover part

[2] The snowball effect captures the impact of interest expenditure on accumulated of the 2022 liabilities ) while in
debt, as well as the impact of real GDP growth and inflation on the debt ratio 2023 and 2024 the stock-flow
(through the denominator). adjustments  and interest
The stock-flow adjustmentincludes differences in cash and accrual accounting, expenditure are projected to

accumulation of financial assets and valuation and other effects. remain the only debt-increasing

Source: Economic Reform Programme (ERP) 2022, ECFIN calculations. factors. High real growth,

inflation and the return to a primary surplus ensure the clear downward trend of the debt ratio over 2022-
2024. Issuing restitution-related debt and fluctuations in government financial assets, not included in the
baseline scenario, could also have a significant impact on the debt-to-GDP ratio (of around 4 pps. for the
financing of restitutions, while sales or acquisitions of financial assets can have both upward and
downward impacts).

Some short-term upside fiscal risks from conservative revenue estimates tend to be offset by ad hoc
measures, energy price mitigation and potential further fiscal impact of Russia’s war against
Ukraine, with the medium-term structural downside fiscal risks set to persist. In the short term,
despite high uncertainty surrounding the economic outlook, there are some upside risks to the
achievement of 2022 fiscal targets: budget revenues have been forecast using conservative assumptions
and are set to rise with inflation higher than projected in the budget and the ERP. However, the impact of
non-budgeted ad hoc measures (birth premiums, child benefits, lump sum payments to all young adults,
additional payments to farmers) will weigh on the balance. Moreover, the prolonged partial energy price
freeze (in particular for gas and electricity) will most likely require higher-than-planned budget transfers
to the state-owned electricity company, Elektroprivreda Srbije, and Srbijagas. Further inflationary
pressures from the Russian war against Ukraine may give call for further fiscal mitigation measures.
Looking ahead, revenue projections appear relatively conservative in terms of elasticities but the
containment of expenditure growth below the nominal growth of GDP does not seem sufficiently ensured
for some expenditure categories in view of their track record, in particular for expenditure for employees,
subsidies and transfers to state-owned enterprises. Given the scale of fiscal risks stemming from
inefficient state-owned enterprises, highlighted by the ERP’s sensitivity analysis, more transparency and
effective implementation of structural reforms in this area seem crucial to achieving the targeted 0.6 pps.
of GDP reduction in subsidies from 2022 to 2024. As in previous years, the programme does not mention
the restitution-related obligations of EUR 2 billion, or around 4% of GDP, concerning properties
confiscated by the communist government after the Second World War. The arrangements for monetary
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compensation were confirmed in 2021 and the first government bonds specifically relating to this were
issued in January 2022, worth EUR 69 million (0.1% of GDP). The issuing of further specific government
bonds over the coming years can be expected to increase the debt-to-GDP ratio accordingly. The
guarantee schemes set up during the COVID-19 crisis in 2020 also constitute a contingent liability that
may to some extent be called. The schemes had an initial loan volume of EUR 2 billion, around 4.3% of
2020 GDP, with a maximum state guarantee of 30% at portfolio level. In 2021, the original 2020 scheme
was topped up with an additional EUR 500 million (1% of GDP) and complemented by a new guarantee
scheme worth the same amount to support the most affected sectors and enterprises. However, initial
estimates for the first guarantee scheme pointed to relatively low default rates until 2023 (2). Another
non-negligible fiscal risk concerns decisions by domestic and foreign courts resulting in fines and
damages payable by government bodies. Such potential obligations may in particular arise from the
legacy of the Socialist Federal Republic of Yugoslavia, e.g. from ongoing complaints of employees of
former socially-owned enterprises.

Recent improvements in the quality of public finances are set to be consolidated. Thus, the
breakdown of public expenditure is projected to confirm the progress made towards stronger pro-growth
orientation, especially as regards the share of capital expenditure. After the record outturn of public
capital expenditure at 7.5% of GDP in 2021, the ERP forecasts a slight decrease to 7.3% of GDP in 2022
followed by a stabilisation at 6.9% of GDP in 2023 and 2024. However, it would seem important to
ensure that increased infrastructure spending is cost-effective by applying the same selection and
management framework to all projects, regardless of the source of financing.

After the COVID-19 crisis-induced peak of 7.1% of GDP in both 2020 and 2021, health expenditure is
expected to stay as high as 6.6% of GDP in 2022 and ease off only slightly to 6.4% of GDP in 2023 and
6.3% in 2024 — i.e. still 1% of GDP above the pre-crisis level (). The share of education spending in
GDP is projected to decrease slightly from 3.3% in 2021 to 3.0% of GDP throughout the remaining
programme period. Interest expenditure is projected to broadly stabilise at around 1.8 to 1.7% of GDP in
2021-2024, in line with the decreasing debt level and the assumption of still favourable financing
conditions. On the revenue side, increasing the tax-free allowance for personal income tax and lowering
employers’ pension contributions by 0.5 pps. help to gradually reduce the tax wedge on low-income
earners. To make informal labour less attractive, there may be grounds for raising the threshold further,
above the inflation rate.

While work on some structural fiscal reforms has slowed down or been postponed during the
COVID-19 crisis, the budgetary process has improved and efforts are ongoing to mobilise revenue.
The 2022 budget was adopted broadly in line with the normal legislative procedure. There was a
meaningful parliamentary debate on the 2021 budget, albeit with very few MPs not belonging to the
government coalition, and the authorities also submitted the final annual budget execution report for 2020
to Parliament. Work to revise the fiscal rules, which at present do not provide sufficient anchors for fiscal
policy, has been put on hold since 2020 as a result of the crisis and is set to resume in the first half of
2022. While wage increases were still implemented through ad hoc adjustments to the budget system law,
the new indexation formula for pensions that entered into force in 2020 has now been used to set pension
increases in three consecutive years, though occasionally with some lump-sum bonus payments too.
Implementation of the planned wage system reform, which had been further delayed by the crisis, has
been postponed beyond the end of the programme to 2025. This is so that parameters can be reconsidered
on the basis of a more comprehensive new payroll information system. On the revenue side of the budget,
the new electronic fiscalisation model is currently being rolled out and is presented, alongside transition
to electronic invoicing, in the structural reforms part of the ERP. They are set to make a significant
impact in shrinking the grey economy, increasing VAT collection and improving the tax control process,

() The ERP 2021 expected gross fiscal outflows related to the guarantee scheme to be limited to 0.05% of GDP in 2021, 0.21% in
2022 and 0.06% in 2023.
(*®) Using the classification of the functions of government (COFOG) classification.



Part Il

Country analysis, Serbia

which means they constitute an upside fiscal risk. The well-established Fiscal Council has continued to
function appropriately, producing independent fiscal assessments and recommendations. Budgetary
statistics have been delivered on time, but budget execution reports still lack information about large one-
offs.

4.4. KEY STRUCTURAL CHALLENGES AND REFORM PRIORITIES

Serbia has been gradually restructuring its economy, mainly by investing in the tradable sector and
further integrating it with the EU. Exports have been a major driver of growth. Manufacturing has
modernised and diversified in recent years, but traditional industry, notably the energy sector, has not
undergone sufficient restructuring. Its underperformance continues to undermine Serbia’s
competitiveness and economic growth potential. Moreover, to reach higher growth rates in the longer
term, Serbia will need to make better use of the opportunities offered by the single market and the service
sector, and to ensure a level playing field for all companies. Further economic growth and improvements
in living standards towards EU levels will thus depend on continuous implementation of structural
reforms across many sectors.

The Commission has conducted an independent analysis of Serbia’s economy and identified the key
structural challenges to competitiveness and inclusive growth, drawing on Serbia’s own ERP and
other sources.

It identified three key challenges:

(i) increasing employment, in particular of young people, women and vulnerable groups, and social
protection to combat poverty;

(ii) creating a more favourable business environment for investment, and
(iii) greening Serbia’s energy sector and fully opening the energy market.

While the Serbian economy continues to experience several obstacles to inclusive growth and
competitiveness especially in the context of the Covid-19 pandemic crisis, tackling the three key
structural challenges through properly targeted reforms offers the biggest potential for post-
pandemic recovery, economic resilience, and inclusive growth and competitiveness. The Commission
welcomes that Serbia identified the same three key structural challenges in Chapter V of its ERP.
However, there are some differences in substance, chiefly for key structural Challenge 1 on increasing
employment, in particular of young people, women, and social protection against poverty, and in key
structural Challenge 3 on greening Serbia’s energy sector and fully opening the energy market. For
Challenge 1, the aspect of social protection is not analysed. For Challenge 3, the ERP does not
sufficiently focus on the greening aspects of this challenge, which the European Commission considers
key to reforming the sector. It also does not recognise that the energy market should be fully opened.
These discrepancies will be further analysed below.

Serbia needs to tackle corruption, improve the rule of law and strengthen institutions in order to promote
competitiveness. Addressing these fundamental concerns is a pre-requisite for a successful transformation
of the economy. The Commission is closely following the issues of strengthening the rule of law and
fighting corruption in the annual Serbia report.
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Key challenge #1: Increasing employment, in particular of young people, women and vulnerable
groups, and social protection against poverty

The labour market has shown resilience during the COVID-19 induced crisis. At 76.4%, the activity
rate (20-64) was higher in the third quarter of 2021 than in the third quarter of 2019 (73%). The same
applies to the employment rate (20-64 age group), which increased by 2.4 pps. in the same period to
68.4%. While both indicators remain below the EU-27 average, Serbia is moving towards it at a steady
pace. The first key challenge in Serbia's ERP is similar to the Commission's, mainly addressing the skills
mismatch in the labour market: ‘Increasing employment, particularly of young people, and alignment the
qualification with the labour market needs’. Though Serbia’s ERP also recognises the challenges
concerning social protection to reduce poverty, it does not address them with suitable measures.

The gender employment gap remains wider than in the EU. The female employment rate (20-64) was
59% in the second quarter of 2021 (67.5% for EU-27) compared to 73% for men (78.4% for EU-27). This
produces a gender employment gap of 14% in the second quarter of 2021 (10.9% for the EU-27). The
employment rate of women is approaching that of men but the gender gap is still relatively wide. The
underlying reasons for the gap include a lack of childcare, a lack of care services for elderly people, and
social conventions.

After a temporary drop in 2020, unemployment increased again in 2021 as demand started
attracting workers again. The unemployment rate (15-74) rose to 11.1% in the third quarter of 2021, up
from 10.4% in the same quarter of 2020; spending on active labour market policies is insufficient. The
rise in the unemployment rate comes after a decrease in 2020, when the pandemic-induced economic
slowdown discouraged people from looking for a job. The unemployment rate gradually increased as
more people entered the labour market in 2021, which can be interpreted as a sign of a recovery.
Spending on active labour market policies has increased, following a period of decrease between 2019
and 2020. However, spending remains insufficient at around 0.1% of GDP (EU-27 average in 2019:
0.39%). Active labour market policies have reached only a fraction of the unemployed and their impact
on the activation of the labour force remains limited. The ERP acknowledges the shortcomings but does
not propose adequate measures to address this situation.

Lower-secondary school education results for 15 year olds lag behind the EU average, although
Serbia has the highest PISA rating in the Western Balkans. Serbia’s average scores are close to those
for some EU Member States (Bulgaria, Greece and Romania). The average score in reading is 439.5
(against the EU average score of 481.7 and the Western Balkans average score of 402), in mathematics
448.3 (EU 488.6 and WB 414) and in science 439.9 (EU 484 and WB 408). The selection procedures for
upper secondary programmes are not equitable, with boys twice as likely as girls to attend vocational
training programmes.

The school-to-work transition is structurally difficult. The share of young people (15-29) not in
employment, education or training (NEETS) was 20.0% in 2020, significantly above the EU-27 average
(13.7%), but the lowest among all candidate countries. It takes two years on average for a young person in
Serbia to find their first stable employment, against the EU average of 6.5 months. In the third quarter of
2021, the activity rate for the 15-24 age group was just 35.5%, compared to 41.0% in the EU. To ease
school-to-work transitions, Serbia has created the ‘My First Salary’ programme. The goal of the
programme is to activate young people without prior work experience. Since 2020, more than 8 000
young Serbians participated in this programme.

Reform measure 1 in the ERP focuses on the ‘Establishment of a Framework for the Introduction of the
Youth Guarantee in the Republic of Serbia’. The government will start with preparatory activities,
including drafting the implementation plan. Then it will start gradually rolling out the Youth Guarantee in
several regions in the fourth quarter of 2024. The measure only partially addresses the key challenge, but
will likely contribute to facilitating the integration of young people in the labour market. However, the
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Youth Guarantee will be available only for a limited number of young school-leavers; to significantly
reduce Serbia’s NEET rate, further steps are needed, especially in the field of education.

Vocational education and training (VET) schools do not adequately provide skills to match
employers’ needs as they have only partially updated curricula and lack appropriate equipment.
Chosen by 73.2% of Serbia’s youth, the VET pathway is not sufficiently labour-market-oriented, and
does not offer enough re-skilling and upskilling opportunities for adults. These are key obstacles for
higher youth and adult employment and activity rates in Serbia. Serbia has made progress in work-based
learning with the adoption of the Law on dual education in 2017 and three new by-laws in 2018/19. The
Chamber of Commerce and Industry of Serbia has adopted three further legal acts to help implement the
Dual Education Law. Two more legal acts are being prepared. The Chamber has a key role in the dual and
entrepreneurship education track that started in the 2019/20 academic year. Though the legal framework
is now in place, the roll-out of dual VET will take until 2023.

Reform measure 2, ‘Qualifications oriented to the needs of the labour market’ proposes the roll-out of the
dual VET system in line with the Austrian, German and Swiss model. The measure has been rolled over
from last year. Unfortunately, dual VET is not scheduled to grow in scale beyond 10.9% of all VET by
2024, with school-based VET still accounting for 89.1% under the plans. This measure does not seem
ambitious enough in light of the magnitude of the school-to-work transition challenges and the partially
outdated curricula.

In 2020, the employment rate among recent Serbian VET graduates stood at 62.3%, still
significantly lower than the employment rate for VET graduates in the EU (78.7%), but higher
than for Western Balkan peers. VET education requires further development to ensure that young
people are smoothly integrated in the labour market. The draft law on apprenticeships that has been put
up for public discussion could help ease young people’s transition into the labour market. In addition,
Serbia has adopted a strategy for the development of education lasting until 2030, with an accompanying
action plan for 2021 to 2023. The goals of the strategy are as follows: improve pre-university and higher
education (1), increase the coverage of children's education at all levels (2), prevent dropout of vulnerable
groups from education (3), better student achievement (4), quality program - including the response of the
educational system to the demands of the labour market (5) - and better support for teachers (6).

In tertiary education, Serbia wants to bring in dual education with close ties to the labour market.
The European Association for Quality Assurance in Higher Education (ENQA) recommended that Serbia
improve its governance structures by involving all stakeholders, strengthen the independence of higher
education institutions from the government, and improve its internal operational aspects. In addition,
Serbia was asked to improve the effectiveness of higher education institutions’ internal quality assurance
and the processes of accreditation, including the quality of processes, reviewers and outcomes of
accreditation. As regards digitalisation, more than 15% of boys in Serbia expect to work in a profession
related to information and communications technology, compared to 8% in the OECD level. This has the
potential to provide a boost to the digital transition in the economy. In terms of financing, the budget
allocated for 2020 is 3.3%, 1.7 pp. less than the EU-27 average.

Labour migration is continuing across the occupations. The outflow of labour undermines the growth
potential of the whole economy and notably the capacity of the public sector to provide health and
utilities services. Around 14% of people who were born in Serbia live abroad (ETF 2021). This outward
labour migration further exacerbates the rural/urban divide between Belgrade and the rest of the country
as the countryside is particularly affected by migration. According to the Serbian Statistical Office, the
population rate decreased slightly in 2020 by 0.67%, indicating a continuing depopulation trend. The
Serbian ERP acknowledges the need to provide incentives for the return of the Serbian diaspora and to
attract foreign experts. The Serbian government has adopted an economic migration strategy for
2021-2027 (Official Gazette of the Republic of Serbia, No 21/20) and an action plan to put it into effect.
The strategy covers a range of topics relating to economic migration and its management, the correlation
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of migration and development, and the role of the diaspora as a driver of (local) development. In this
context, Serbia is proposing reform measure 3, ‘Improvement of the environment for encouraging,
supporting and monitoring circular and economic migration’. The measure is rolled over from the
previous year. It is a step into the right direction as it provides incentives for highly qualified individuals
in key areas of the economy where there is a shortage in the labour market. The measure chiefly addresses
the ICT sector which currently accounts for around 5% of GDP.

In 2020, 29.8% of the Serbian population was at risk of poverty or social exclusion, a high figure
compared to the EU-27 average of 21.9%. The most vulnerable were households with three or more
dependent children, of which of 37.2% were at risk in 2020. The at-risk-of-poverty threshold was on
average RSD 22 000 (EUR 191) per month for a single-person household. For a four-person household
with two adults and two children below 14, the threshold was RSD 46 200 (EUR 393). The income
quintile ratio was 6.1 in 2020 (compared with 5.24 for the EU in 2019). This means that the richest 20%
of the population had an income 6.1 times higher than the 20% poorest. The Gini coefficient in Serbia
was 33.3 (2020), above the EU-27 average of 30.2 in 2019. According to research carried out for the 2020
youth participation index, 25% of young people in Serbia is at risk of poverty, and a similar percentage
use some form of social assistance.

Despite being an upper middle-income country with adequate public revenues, benefits available
from the financial social assistance (FSA) scheme are not sufficient to make ends meet. The average
cost of a consumer basket is around EUR 323 for a family of three. The poverty threshold for a three-
person household is EUR 297. However, FSA support from for a family of three is EUR 132, less than
half the cost of the average consumer basket and of the poverty threshold for a household of this size. The
impact of social transfers (other than pensions) on poverty reduction has for many years been rather small
and in 2020 it stood at 18.73% in comparison to the EU-27 average of 32.68%.

Public expenditure on social protection and budget transfers as a share of GDP has been gradually
decreasing in recent years. It amounted to 14.8% of GDP in 2020, down almost 2 pps from 2015. In
addition, the pension system is faced with a challenging demographic situation. The ratio of employees
per pensioner is stuck at the low level of 1.3. Serbia adopted the Social Card Law aimed at a fairer
distribution of social benefits to those below the poverty line. The law will take effect in March 2022.
However, expenditure remains insufficient, including spending on social assistance (2.9% of GDP in
2020). No new legislation on social protection has been announced.

In-work-poverty remains high and the untaxable wage base still differs significantly from the
minimum salary. In 2021, Serbia raised the minimum wage to EUR 273. The minimum wage is received
by 17% of all employees. The poverty threshold for a single-person household is EUR 230. The untaxable
wage base has been gradually increased to RSD 19 300 (EUR 164) but this is hardly enough. To make a
significant impact on in-work poverty, additional measures are needed, such as further increasing the
untaxable wage base until it is close or equal to the minimum salary. This would also contribute to the
wage- and consumption-induced growth of the Serbian economy.

Key challenge 2: Creating a more favourable business environment for investment

Serbia’s business environment is improving, but significant structural challenges have still to be
addressed if Serbia is to achieve its potential for economic growth and competitiveness. Serbia has
made notable progress in reducing the regulatory and administrative burden on businesses. The pandemic
also accelerated the pace of digitalisation, including the expansion of e-commerce, although the impact on
SMEs was limited. However, key structural challenges remain largely unaddressed, relating to the
transparency, reliability and predictability of the regulatory framework, and unfair competition from
state-owned enterprises.
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Addressing the remaining issues would help encourage both domestic and foreign investment,
including in industries with a key role in sectors crucial to move forward in digitalising and
greening the economy in line with the Green and the Digital Agendas for the Western Balkans. It
would also boost competitiveness, medium-term growth potential and job creation. The economic and
investment plan for the Western Balkans and the further development of the common regional market will
help increase the competitiveness of the economy backed by a digital and green transition, but to achieve
the economy’s full potential, a conducive business and investment climate is crucial. The government’s
ERP therefore rightly recognises the importance of improving the business environment and attracting
investment to further boost Serbia’s economic growth and competitiveness as one of the three structural
challenges in this year’s ERP.

The role of the state in the economy is shrinking, but remains large, hampering competition.
Outside the financial sector, privatisation and restructuring efforts have largely stalled and state-owned
enterprises continue to dominate many sectors, including energy, transport, utilities, telecommunications,
infrastructure, mining, and natural resource extraction. This outsized presence deters private investment
and innovation, impedes overall competitiveness and poses substantial fiscal risks. Many of these
companies do not apply corporate governance rules and operate with low efficiency and high costs. Most
public companies continue to rely on state support, via direct or indirect subsidies. Governance of state-
owned enterprises also continues to pose and a large share of the directors are in acting capacity, many
having expired mandates as the law on public enterprises limits the tenure of acting directors to 12
months. This stands in the way of a root-and-branch reform of these companies, including more
professional management. Improving the efficiency of public enterprises would reduce the strain on
public finances and improve the quality of services, level the playing field, and limit the scope for
preferential treatment and politically influenced decisions.

The legal framework in competition and State aid is largely in line with the EU acquis, but
implementation still needs to be improved. The commission for protection of competition and the
commission for state aid control have both had their administrative capacity increased and are operating
as legally independent bodies. However, the track record of the commission for protection of competition
is not sufficiently consistent and transparent. Though it has continued to investigate a significant number
of anti-trust cases, it has not issued a single negative opinion on concentration since it began work. In the
area of State aid, well defined rules are not always implemented due to strong political pressure for
financial assistance, channelled to state-owned enterprises and large foreign investors. These resources
are often substantial and may have a significant impact on competition. State support is not sufficiently
transparent, which has led to allegations of corruption. The independence of the commission for State aid
control has yet to be demonstrated through a consistent and transparent track record.

The legislative framework for public investment management has improved but more needs to be
done on transparency, assessment and prioritisation of investment. A strong process for transparent
appraisal and selection of public investment projects is a priority, given Serbia’s large infrastructure needs
and long pipeline of future projects, including projects for the green and digital transition. The new
legislative framework for public investment management from 2019 still allows too many exceptions to
the rule. In addition, the law on special procedures for linear infrastructure projects adopted in 2020
allows certain linear infrastructure projects to be exempted from public procurement rules, without
providing clear guidelines for strategic prioritisation. This increases opportunities for extracting benefits
by inflating prices in the absence of competition and various subcontracting contracts and creates
opportunities for corruption. As a result of these legal arrangements, and, in some cases, a lack of
enforcement of rules, a significant share of public funds for capital investment is still spent without proper
checks to ensure compliance with public procurement, State aid and technical standards. This is
particularly true for big infrastructure projects financed by loans mostly from non-EU countries.
Investment decisions are frequently taken without the appropriate feasibility studies, cost-benefit analysis
and environmental impact assessments necessary to ensure the sound use of public funds.
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In recent years, Serbia has reduced the regulatory and administrative burden on businesses, but
more efforts are needed. A number of heavy business procedures have been significantly simplified and
their cost reduced. However, administrative procedures are still numerous and burdensome especially for
small and medium-sized enterprises (SMESs). Local firms have to make 33 tax payments per year, twice as
many as in the regional peers. The numerous parafiscal charges remain high and non-transparent, lacking
rationalisation, thus undermining the predictability and stability of Serbia’s tax system and hampering
local economic development. The law on foreign exchange transactions is widely considered by the
business community to be too restrictive in its design and unpredictable in its application.

The legal framework is prone to unexpected and significant changes, which can be detrimental to
business. Business predictability is negatively affected by the lack of full transparency in the adoption of
legislation. Government decisions in a number of business-relevant areas are still often taken without
proper consultation with businesses and social partners and under too short time constraints.

Further efforts are needed to improve the quality, independence and efficiency of the justice
system. An efficient and independent judicial system is a pre-requisite for a predictable investment- and
business-friendly environment, and is necessary to encourage innovation, attract foreign direct investment
and secure tax revenues. Businesses also raise the issue of the lack of reliability in contract enforcement,
as well as lack of expertise among judges, particularly in complex areas of law such as competition,
intellectual property, or taxation, which leads to inconsistency in rulings.

Serbia’s legal framework for fighting corruption and dealing with economic crime and abuse of
office is largely in place. However, its implementation should be strengthened. A particularly critical area
is public procurement. The level of competition in the public procurement process remains limited: the
average number of bids per tender remains very low (2.6 in 2020). The supervisory institutions (Public
Procurement Office, Commission for the Protection of Rights in Public Procurement Procedures, State
Audit Institution, Anti-corruption Agency, prosecution, etc.) lack staff and do not always coordinate
effectively for fighting corruption in a systematic manner.

The widespread shadow economy remains a major impediment to the development of a strong
corporate sector and the consolidation of a functioning market economy. Driving forces behind the
shadow economy include high taxes and contributions on salaries, lack of financial resources and
favourable loans, parafiscal charges, hidden tax fees and red tape. The consequences are manifested in tax
evasion, market distortion, unfair competition and inefficient resource allocation. Notable efforts have
been invested in reducing the size of the informal sector, but the pace of reforms is slow.

The ERP reform measures in the area of business environment target the high administrative and
regulatory burden, the management of state-owned enterprises and the functioning of the capital
markets, but do not sufficiently address the main underlying structural weaknesses. Reform
measure 4, ‘Improvement of the quality of public services through optimisation and digitalisation of
administrative procedures — e-paper’) is repeated from past years’ ERPs. It has the potential to
significantly reduce administrative costs for businesses, reduce opportunities for corruption and in general
increase the attractiveness of Serbia as an investment destination. However, the measure has so far
yielded rather limited results, with only 13 procedures out of over 2 600 being abolished. Significant
efforts are needed to speed up the reform. The new reform measure 5 (‘Sustainable and efficient
management of business entities owned by the Republic of Serbia’) aims at setting up a system of
corporate governance including a centralised database. As the measure aims to improve the management
of state-owned enterprises it is very relevant. The new reform measure 6 (‘Development of the domestic
capital market through the introduction of new legal mechanisms and provisions of a greater level of
investor protection’) sets out to increase the competitiveness of the capital market by making it more
efficient and transparent, based on the capital market development strategy for 2021-2026. While the
measure might have a positive impact on the capital market and help attract further investment, it does not
directly aim to address any of the most significant underlying structural challenges.
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The ERP once again does not contain any reform measures specifically addressing the issue of the
informal economy. However, Reform measure 9 (‘tax administration transformation’) and measure 10
(‘introduction of a new fiscalisation model and transition to electronic invoicing’) have been carried over
from last year’s ERP but moved from the business environment to public financial management. They
may, if properly implemented, lead to improvements in tax inspections, with a positive impact on the
informal economy. These reform measures are further analysed in Section 6 under public financial
management.

Key challenge 3: Greening Serbia’s energy sector and fully opening the energy market

Despite recent good progress, particularly on renewables and energy efficiency, a polluting, and
inefficient energy sector is not fully compliant with the Energy Community Treaty or with the EU
acquis, and continues to hamper competitiveness. Energy infrastructure is largely outdated: the energy
supply continues to rely mostly on lignite, energy production from coal is still heavily subsidised and a
high number of individual heating systems use wood and coal as fuel. The energy sector is the main
source of air pollution in Serbia, with health costs for the economy. Licensing rules are rarely applied. In
addition, the underperformance of the energy sector and the slow progress on the green energy transition
negatively influence Serbia’s economic growth potential, especially in the long term. The lack of
efficiency in the energy sector also undermines the country’s overall economic competitiveness. As EU
Member States move towards greener economies, it is important that Serbia moves in the same direction
in order to be competitive upon accession.

Addressing remaining issues in this area will stimulate both domestic and foreign investment. This
will benefit sectors that are crucial to digitalising and greening the economy in line with the green agenda
for the Western Balkans and backed by the economic and investment plan. It would also boost economic
competitiveness, the medium-term growth potential and the creation of new jobs. The government’s ERP
therefore rightly recognises the importance of greening Serbia’s energy sector and fully opening the
energy market.

Serbia’s energy sector, accounting for 4% of GDP, has a high energy and carbon intensity. This is
due to losses in distribution, outdated infrastructure, intensive use of coal and low energy efficiency at
end-user level. Most energy companies are state-owned and have through the years relied to a varying
degree on support from the budget. In 2019, the country paid direct subsides worth about EUR 41 million
to support coal-fired power generation, sustaining unprofitable, inefficient and highly polluting thermal
power plants and coal mines. The retail electricity market, though fully liberalised, remains highly
concentrated. For example, despite the liberalisation, the state-owned utility Elektroprivreda Srbije (EPS)
remains the single most dominant supplier, with around 95% of participation in the electricity market.
Entry barriers to the sector are high due to direct or indirect regulation of energy prices.

Serbia remains highly dependent on coal. Work on a joined-up long-term strategy that combines
energy and climate targets is ongoing but progress is too slow. Serbia relies on domestic coal-fired
electricity production provided by outdated power plants. About 69.6% of domestic electricity production
comes from coal (lignite), 25.7% from hydropower, 2% from gas, and only 2.6% from wind, and solar
together (SORS, 2022). The country continues to invest in new coal power plants. Currently, Serbia is
building a new lignite power plant (Kostolac B3) with a capacity of 350 MW. However, in early 2021,
Serbia suspended the new Kolubara B 350 MW power plant project. Serbia adopted a new climate law in
Ma