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[bookmark: _Toc145087279]Executive summary
Deepening the regional economic cooperation in the Western Balkan through free movement of goods, services, labour and capital is of key importance for both Open Balkan initiative and Berlin Process. Within the Open Balkan initiative, the realisation of proposed actions should strengthen and expand the regional cooperation and increase the economic potential of participating countries and the region as a whole, although full potential would only be reaped by an initiative that incorporates all six Western Balkan countries in an inclusive manner.
Key to forecasting and estimating the economic effects on the Western Balkan region is to understand the channels through which these regional integration processes influence main macroeconomic variables. The direct impact of both initiatives (Open Balkan initiative and Berlin Process) would be chiefly (but not exclusively) on intraregional trade of goods and services, capital investment and labour mobility within the region, and regional projects in different fields of common interest.
In order to build and estimate the empirical models, quarterly time series of macroeconomic indicators were used, covering real, external and fiscal sector and labour market of each economy. Long-term forecast of selected macroeconomic indicators is made using the Bayesian Vector autoregression model-VAR method, which was originally devised to improve macroeconomic forecast, by constructing empirical models through a combination of historical and a-priori information, both of statistical and economic nature. Baseline and alternative scenarios have been built and therefore effects on key macroeconomic indicators estimated by using different assumptions for exogenous variables, depending on the composition and the form of regional integration.
Results show that Western Balkan as a region would have better economic perspectives if countries are part of some regional integration. 
Open Balkan
Regardless of certain differences, the Open Balkan initiative and the Berlin Process essentially would have similar impact on the region. Providing that all Western Balkan countries participate in the Open Balkan initiative, projections show that economic growth would pick up the pace, as firmer ground for growth of export and investment is warranted. Overall wage gains would not be much different, whereas public debt is envisaged to increase slightly more compared to the baseline scenario. 
Berlin Process
Based on the forecast, Berlin Process has the same advantages, though the overall regional impact would be somewhat less pronounced compared to the scenario of full participation within the Open Balkan initiative, despite certain differences observed on a country level.
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[bookmark: _Toc145087281]Scenarios 
The aim of this document is to investigate the economic benefits/loss of being/not being part of the OB initiative for countries in the WB, individually and as a group (region) with full and partial integration, versus the Berlin Process, through the prism of long-term forecast of key macroeconomic indicators.
Moreover, in terms of economic integration, three scenarios have been considered and economic effects of each disentangled, respectively:
1. [bookmark: _Hlk145000295]Only three countries (Albania, North Macedonia and Serbia) are part of the OB initiative;
2. All six WB countries become OB members;
3. OB initiative is melted into Berlin Process.
Therefore, selected macroeconomic indicators are analysed and long-term forecast prepared using time series data, appropriate econometric methods and plausible assumptions as to what the integration of the WB countries implies in terms of trade and investment growth, labour and capital movement.
In order to do so, firstly, baseline long-term projections are made for macroeconomic indicators for every country individually. These results are then used to make forecast for the WB region as a whole. In the next step, by making assumptions as regards the trade and investment growth, labour and capital movement, that are dependent on the composition and the form of integration, projections of selected indicators are prepared, on an individual and group level.

Table. Characteristics of the scenarios considered for forecasting
	OBI and BP differences in assumptions
	OBI 
Full free movement of goods and labour within the region, implying greater incentive for merchandise trade and labour mobility
	BP
Accelerate activities with respect to transport, environment and infrastructure would lead to relatively greater FDI and projects

	Scenario
	Participating OBI countries only
	Six countries OBI
	OBI become BP

	
	
	
	

	Exogenous variable 
	Market liberalization.

Full free movement and greater incentive for merchandise trade and labour mobility
	Market liberalization.

Full free movement and greater incentive for merchandise trade and labour mobility
	Higher capital investments and FDI. 

Accelerate activities with respect to transport, environment and infrastructure would lead to relatively greater FDI and projects within the region

	Market liberalization assumption
	1 p.p. acceleration
	1 p.p. acceleration
	0.5 p.p. acceleration

	Higher capital investment and FDI assumption
	 0.5 p.p. acceleration 
	 0.5 p.p. acceleration
	1 p.p. acceleration

	OBI-3 or OBI-6
	Participating countries take mean values of the OBI-6

Non-participating take mean values of the baseline scenario
	All countries take mean values of the OBI-6
	NA



The direct impact on the economic developments of both regional integration processes (OBI and Berlin Process-BP) would be chiefly (but not exclusively) on intraregional trade of goods and services, FDI and labour mobility within the region, and regional projects in different fields of common interest. 
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Table. Summary of results of three scenarios for the WB-6 countries 
	 
	Berlin process; OB – full participation; OB – partial participation 
	Notes 

	AL
	Albania would benefit from any integration process in the region, either via Berlin Process or the OB initiative, with full or partial integration. Participation of all WB countries in the OB initiative, however, would have more sizable impact on the Albanian economy. Positive effects are foreseen in the area of investment, exports, and overall economic activity, as well as in the fiscal area, with public debt potentially growing with a slower pace compared to the baseline scenario. Wages, on the other hand, is envisaged to grow with a similar intensity as in the baseline, on average.
Table: Projected ten-year average impact per annum for Albania, in pp
	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	0.2
	2.3
	1.0
	0.0
	-0.3
	-3.6

	OB - full participation
	0.2
	3.8
	1.4
	0.1
	-0.3
	-4.1

	OB - partial participation
	0.1
	1.2
	0.6
	0.0
	-0.2
	-2.2

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	Albania would benefit from any integration process in the region, either via Berlin Process or the OB initiative, with full or partial integration
OBI initiative (full participation of WB countries) contributes for more dynamic growth of investment and export compared to the case of Berlin Process, the share to GDP potentially increasing by about 15 pp and 22 pp respectively over the forecast horizon, though not being translated into a higher economic growth.

	BH
	The impact on the economy of Bosnia and Herzegovina`s regional integration is positive and considerable.
Table: Projected ten-year average impact per annum for Bosnia and Herzegovina, in pp
	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	0.2
	1.2
	1.3
	-0.1
	0.1
	-0.4

	OB - full participation
	0.5
	2.0
	3.5
	-0.3
	-0.6
	-4.0

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	Effects are evident with respect to investment, export activity, and economic growth that would be higher if the adverse impact on wages was to be avoided. The impact is noticeable on the export side, the ratio to GDP doubling over the forecast horizon in the case of the OBI initiative with full participation of WB countries. These projected positive trends in the real sector would somewhat improve public debt developments going forward. Namely, the impulse on Bosnia and Herzegovina`s economy from the OBI initiative seems to be larger in comparison to that of Berlin Process, providing that all WB countries take part.

	KS
	As opposed to Bosnia and Herzegovina, Kosovo`s economy would benefit slightly more from Berlin Process, with positive effects on investment, export and GDP being envisaged from both initiatives.
Table: Projected ten-year average impact per annum for Kosovo, in pp
	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	0.2
	0.2
	2.2
	-0.5
	0.8
	1.7

	OB - full participation
	0.1
	0.8
	1.7
	-0.4
	1.3
	4.0

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	Similar to Bosnia and Herzegovina, both initiatives have adverse impact on wages, though with a greater magnitude in the case of Kosovo. Public debt trends seem to get worse in both scenarios compared to the baseline, somewhat more in the OBI initiative scenario, though would still remain at a low to moderate level by the end of the forecasting period.


	MK
	The case of North Macedonia as well as Serbia is somewhat specific, in the sense that despite the positive impulse that different forms of regional integration have on certain areas of the economy, the effect on GDP seems to be offset by other factors.
Table: Projected ten-year average impact per annum for North Macedonia, in pp
	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	0.0
	0.7
	1.0
	-0.5
	0.9
	8.8

	OB - full participation
	0.0
	0.4
	1.7
	-0.7
	1.3
	13.3

	OB - partial participation
	0.0
	0.4
	0.6
	-0.3
	0.7
	7.1

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	The impact of analysed scenarios is positive on investment and export activity, but negative on wages and debt developments. Macedonian export would benefit more from the OBI initiative, conditional to participation of all WB countries, which on the other hand is accompanied with a slower wage growth and a more dynamic increase of public debt. Berlin Process, which also “suffers” from these trends, would trigger higher investment growth.


	MN
	Results for Montenegro show that the potential long-term impact from both regional initiatives is considerable and similar as far as GDP is concerned, stemming from more dynamic growth of export activity, and to a lesser extent wage growth, compared to the baseline. These effects are more pronounced in the OB initiative scenario, but somewhat offset by the slower growth of investment that is less noticeable in the case of Berlin Process.
Table: Projected ten-year average impact per annum for Montenegro, in pp
	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	1.0
	-0.4
	2.3
	0.1
	0.9
	-2.2

	OB - full participation
	0.9
	-0.9
	6.6
	0.2
	0.7
	-2.6

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	The strong influence of both initiatives on export implies significant increase of export to GDP ratio and overall trade openness over the forecast horizon. Public debt is likely to increase with a higher pace in both scenarios. As a ratio to GDP, however, the stock of debt would be lower at the end of the forecasting horizon compared to the baseline, due to the more dynamic economic growth, although still exhibiting high levels.


	SRB
	Based on the forecast, the benefits for Serbian economy from engaging in regional initiatives are evident in the area of foreign trade and labour market, whereas investment and fiscal developments would be less favourable compared to the baseline, therefore no impact on GDP is foreseen.
Table: Projected ten-year average impact per annum for Serbia, in pp
	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	0.0
	-0.6
	0.3
	2.6
	0.5
	4.7

	OB - full participation
	0.0
	-0.8
	1.0
	3.6
	0.8
	6.4

	OB - partial participation
	0.0
	-0.4
	0.1
	2.7
	0.4
	3.6

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	Obviously, the OBI initiative where all WB countries take part results in higher growth of export and wages, but also slightly faster increase of public debt and slower growth of investment. The ratio of export to GDP would be picking up, and by the end of the forecast horizon will deviate by about 10 pp compared to the baseline scenario. On the other hand, although real investment would approach 1/3 of GDP, compared to the baseline will be lower by almost 3 pp.  The impact on wages is more noticeable compared to other countries, which applies to all three scenarios, whereby in the case of OB initiative with full participation of WB countries the average real gross wage would double.

	WB 6 region
	Aggregated results show that the economic perspectives of WB as a region would be better off if countries are involved in a certain formal regional economic cooperation, whereby effects are maximized when participation of all countries is ensured, either in the form of Berlin Process or through the OBI initiative.
Table: Projected ten-year average impact per annum for WB region, in pp (weighted[footnoteRef:1] average) [1:  Weighted average forecast takes into account the differences in the levels of observed macroeconomic indicators among countries, whereas with the simple average procedure they are treated equally.] 

	
	GDP
	Investment
	Export
	Wages
	Public debt
	Debt ratio

	Berlin Process
	0.1
	0.4
	0.8
	0.4
	0.4
	2.3

	OB - full participation
	0.2
	0.6
	1.8
	0.6
	0.6
	2.7

	OB - partial participation
	0.0
	0.1
	0.2
	0.5
	0.3
	1.9

	Note: Data for debt ratio refers to the difference at the end of the forecasting period.



	In spite of the positive impact that the OBI initiative with a partial participation of WB countries has on certain areas of the economy in the region, projections do not provide evidence that it will deliver higher economic growth, at least without other economic measures and policies being undertaken by countries to complement this process.
On the other hand, providing that all WB countries participate in the OBI initiative, projections show that economic growth would pick up the pace, as firmer ground for growth of export and investment is warranted. Overall wage gains would not be much different, whereas public debt is envisaged to increase slightly more compared to the baseline. 
Based on the forecast, Berlin Process has the same advantages, though the overall regional impact would be somewhat less pronounced compared to the scenario of full participation within the OBI initiative, despite certain differences observed on a country level.
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Regardless of certain differences, the OBI initiative and the Berlin Process essentially represent a similar idea and have rather similar objectives and potential economic impact on WB region. Hence, it is not economically rational to have them simultaneously operating as somewhat competing mechanisms. 
WB as a region would have better economic perspectives if countries are part of a certain regional integration, whereby effects are maximized when participation of all countries is ensured, either in the form of Berlin Process or through the OBI initiative.
Providing that all WB countries participate in the OBI initiative, forecast shows that economic growth would pick up the pace, as firmer ground for growth of export and investment is warranted. Berlin Process has the same advantages, though the overall regional impact would be somewhat less pronounced compared to the scenario of full participation within the OB initiative, despite certain differences observed on a country level.
· Export is obviously an area that all WB countries would be benefiting from accelerating the integration process of the region, preferably an all-inclusive one, whether it is the OBI initiative or the Berlin Process. 
· Recommendation: However, for this impact to be catalysed and felt more on the overall economic activity, policies should also focus on lowering the import-content of export in sectors where that is achievable, improving backward linkages of foreign investment projects with local companies, which would increase their productivity and offer an important channel for their integration into global value chains and foreign market, attracting higher-quality FDI, etc.

· Wages, although would speed up within WB region in general due to the integration process, there are countries (Bosnia and Herzegovina, Kosovo and North Macedonia) that face slower pace of growth compared to the baseline. 
· Recommendation: Therefore, countries would benefit from complementary measures in the labour market aimed at enhancing employment policies for youth, addressing barriers that limit labour force participation (especially among women).

· Fiscal sector, observed through the prism of public debt developments needs attention too, in view of obtained results from the forecast. Although debt would not be worsening substantially on a regional level, and some countries would see some improvement (e.g., Albania and Bosnia and Herzegovina), there are countries whose initial level is high on a regional context (e.g., Montenegro) and the integration process would further aggravate the situation (e.g., North Macedonia and Serbia). 
· Recommendation: Therefore, fiscal consolidation measures that would boost revenues and/or rationalise and streamline spending could alleviate the pressure, such as activities that gradually improve tax compliance, broaden the tax base, and reduce the informal economy, as well as measures to improve targeting of social spending and subsidies. Furthermore, enhancing public investment execution, given bottlenecks to implementing major capital projects, would improve the investment outlook, particularly with respect to the Berlin Process impact.

· Overall recommendation: Results that are presented should be seen also as an indication that attention of policy makers should not drift from the structural reform agenda as well. On the contrary, in order to unlock further economic growth countries in parallel should accelerate the pace of the reforms and address key structural challenges. Therefore, reforms in the area of education, healthcare and social protection, labour market, business environment, energy and green transition would all be supportive of higher but also more sustainable and inclusive economic growth.
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