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Abstract

Whilst regional leaders initially hoped that the global economic and financial crisis would have limited impact in the Western Balkans, the situation is now serious and likely to worsen. This paper outlines that, although in terms of macro-economic figures, the situation is not as grave as in the Baltic states or in Russia, the Western Balkans region will continue to face multiple economic problems with potentially serious consequences for political and social stability. With around 30 percent of the population in the Western Balkans living on less than US$5 per day, and with a highly vulnerable middle class, we argue that short of concerted efforts to mitigate the impacts of the current crisis, rising poverty and vulnerability may well reverse many of the gains made by these countries in the past decade and jeopardize ongoing peace-building and multi-ethnic state-building processes.
The paper explores the responses to the crisis by the governments of the region and key international partners to date. It is clear that responses on all sides have been slow and continue to lack the kind of strategic direction, co-ordination and focus that the situation warrants. The EU in particular needs to show unequivocal leadership in addressing the crisis in what is at the end of the day an accession region in order to avoid perceptions of a failed European project, and the creation of a new poverty ghetto in the Western Balkans.
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1. Introduction

The countries and territories of the former Yugoslavia have undergone complex political and economic transitions in the last twenty years, in the context of wars and diverse ethnicized nationalisms. Since the Dayton Agreement of December 1995, which ended the war in Bosnia and Herzegovina, international assistance efforts have sought to create a ‘liberal peace’
, with development efforts seeking to establish sustainable and stable liberal-democratic, multi-ethnic states and capitalist free market economies. Post-conflict intervention and support for transition in what is now euphemistically known as the Western Balkans (former Yugoslavia, minus EU Member State Slovenia, plus Albania) was initially galvanized through the leadership of the USA. However, while the USA still remains a significant player, the European Union (EU) has emerged in the last few years as the leading international player in the region. European integration forms both a core exit strategy for the massive international political and military presence in the region and the key organizing principle for the continued consolidation of stable multi-ethnic democratic polities and regional co-operation.
An overview of the transition in the Western Balkans to date shows that the transition partnership between the countries of the region and the so-called ‘international community’
, whilst fraught with difficulties and dilemmas, has had some successes. However, the impact of the current global international economic and financial crisis on the region has posed new challenges and highlighted the fact that the political and economic transition in the Western Balkans is still far from complete and very much a work in progress. In this context, a continued active role of international diplomatic and development players and the broader international community, in particular the European Union, is likely to be crucial in ensuring, safeguarding and building on the political and economic transition gains made to date. Failure to stay the course on the part of the international community, and of the EU in particular, would likely, under the current conditions, risk reversing positive trends and even lead to a re-emergence of instability that could undermine both the European political project in the Western Balkans and threaten the fragile peace which has been maintained in the last few years. The result of withdrawal or wrong decisions now could be the creation of a semi-permanent zone of insecurity and exclusion, with parts of the Western Balkans becoming sites of immutable poverty and instability on the edge of the European Union itself. The EU and other players risk being seen as indifferent or powerless in the face of a new crisis in the Western Balkans, at the same time as their efforts and energies are, perhaps understandably, concentrated on the impacts of the crisis ‘at home’. Given the unfinished nature of transition in the region, the global economic and financial crisis is possibly the single most significant challenge since the end of the wars in the 1990s to the citizens of the region, its fledgling institutions and polities, and to key international partners, particularly the EU, in managing the long-term consolidation of peace and development in the Western Balkans.

2. Political Transition and Democratic Consolidation
The thrust of the international community’s active intervention in the region since the Dayton Peace Agreement for Bosnia and Herzegovina in December 1995 has focused on constructing post-conflict multi-ethnic democratic states along the lines of western liberal democratic representative systems in partnership with local political forces and leaders. The aim has been to consolidate democratic governance structures capable of addressing and managing the types of ethno-nationalist sentiments that have in the past been a cause of instability, conflict and bloodshed in the Western Balkans, and, ultimately, to minimize the possibility of any resurgence of conflict. In at least three cases, international intervention has involved direct engagement in the design and running of governance arrangements, involving the building of new structures, institutions and, indeed, borders.
In addition to the political support and engagement, international assistance in the region during the period in question has also involved significant financial support whether in terms of humanitarian aid in the early post-conflict period, development assistance in terms of longer-term sustainable human development, and the funding of new governance arrangements, including the various international political, police and military structures established in the region as discussed below. Our main focus here is on the direct and indirect political support offered through all of these types of interventions.
In Bosnia and Herzegovina, an Office of the High Representative (OHR) was established under the Dayton constitution, invested with full sovereign powers to oversee the peace process, including the power to remove ministers, introduce or repeal laws and to push through key reforms. The Dayton Agreement created only a rather weak central state with significant powers vested in the two sub-state entities (Republika Srpska and the Federation of Bosnia-Herzegovina), creating territorial arrangements which reflected ‘facts on the ground’ and corresponded to an ethnicized ‘balance of power’. It ushered in a constitution which recognizes and institutionalizes the ethnicization of politics through enshrining the concept of the “three constitutional peoples”: Serbs, Bosniaks, and Croats. The Federation is further divided into ten Cantons again along ethnicized lines. In addition, there is a semi-autonomous district of Brčko, not under the control of either entity. At the same time, the international community has led efforts, not always coherent and often with unintended consequences, to strengthen the central state, promote local ownership of reforms and limit the power of nationalist elites (Juncos, 2005).
Kosovo has been under the direct administration of the United Nations since NATO intervention in 1999, with governance framed by UN Security Council resolution 1244 and the subsequent creation of a civilian administration in the form of UNMIK (the UN Mission in Kosovo). While the Government of Kosovo’s declaration of independence on 17 February 2008 has been recognized by 22 out of 27 EU Member States, its sovereignty is now actually shared with more international players involved than before its proclamation of independence. In Kosovo, as in Bosnia and Herzegovina, the classic role of the state in monopolizing the means of coercion has been dispersed and shared, with the international community playing a key role in security reform, including the reform of the police, military forces and border services.
In the Former Yugoslav Republic of Macedonia, large-scale conflict was avoided in 2001, with international mediation succeeding in brokering a peace deal between Macedonian Albanians and ethnic Macedonians. The resulting Ohrid Framework Agreement, amongst other provisions, involved a significant re-arrangement of the country’s municipal level structures and local borders to strengthen ethnic power-sharing at the level of local government. Tensions remain in the context of competing pressures for greater decentralization on the one hand and for a unitary state on the other. Whilst Macedonia has an EU Special Representative, his powers are rather limited and Macedonia has much greater sovereignty than Bosnia and Herzegovina and Kosovo.
Serbia has been indirectly affected by international community governance decisions elsewhere in the region, not least in terms of the limits of its national borders following the independence of Montenegro and Kosovo’s declaration of independence. In addition, Serbia has also undergone significant institutional governance change as part of the democratic transition from the Milošević regime and the requirements of EU accession. While also not subject to direct international governance, Montenegro has, following the country’s declaration of independence, had to build and/or strengthen a number of governance capacities and strengthen its democratic institutions, not least as part of its European aspirations. A similar picture exists in Croatia, where the post-Tudjman transition and the country’s aspirations to EU membership have led to democratic institution building but not to any radical structural change in the nature of the state. Albania, not a part of the former Yugoslavia, and one of the most hard-line communist regimes before 1990, has also struggled to recover from economic collapse and the threat of civil war, in part with the help of considerable international assistance efforts.
The efforts and resources of international players have undoubtedly helped the post-conflict transition endeavors in the Western Balkans. There is real stability in the region for the first time since 1991, and all the countries remain representative parliamentary democracies with varying degrees of consolidation. As we note below, the past decade has seen respectable rates of economic growth throughout the region. There is increasing regional co-operation, both at the level of formal institutions and agreements including membership of a revitalized Central European Free Trade Agreement (CEFTA) and the new Regional Co-operation Council, as well as through networks and informal relations (Solioz and Stubbs, 2009)
. As testament to progress in this regard, the region even coped with the fallout from Kosovo’s unilateral declaration of independence without any major problems and against rather dire predictions.
Continued consolidation of democratization is inextricably linked with the role of the European Union. Since the declaration from the Thessaloniki summit in June 2003, which stated that “the future of the Western Balkans is within the European Union”, prospects of integration into the EU has been a crucial driving force in politics in the region. Notwithstanding real concerns of a lost momentum (cf. Stubbs and Solioz, 2009), Croatia and Macedonia are now Candidate Countries, with Croatia’s accession negotiations well advanced, although currently blocked by Slovenian objections to a prejudging of land and sea borders. Montenegro and Albania have both recently applied for membership. Stabilization and Association Agreements or, in the case of Kosovo, a European Partnership Agreement, formally govern the other countries’ relationships with the European Union. The European Union is now formally responsible for governance and for peace-keeping in Bosnia and Herzegovina and in Kosovo. 
Peace and Security Challenges Remain
Notwithstanding the profound effect of international intervention and transition in the Western Balkans on the shape of post-conflict state structures, democratic institutional development and regional co-operation to date, as the Secretary-General of the RCC, Hido Bišćević, has rightly suggested: “we (in the region) live an unfinished peace, unfinished transition, unfinished building of freestanding countries, and unfinished social stabilization”
. In other words, while transition gains have laid the foundations for long-term change, an analysis, in particular, of the three countries that have been the subject to the strongest  international management to date in the region – namely Bosnia and Herzegovina, Kosovo and Macedonia – reveals that transition arrangements remain fluid, delicate and still susceptible to significant risks.
Bosnia and Herzegovina

A microcosm of the Western Balkans in terms of ethnic diversity and tradition, Bosnia and Herzegovina (B-H) remains a central piece in the post-conflict architecture of transition by virtue both of its geographical position and internal ethnic composition. Stability in the country and peaceful co-existence between its ethnic groups also forces attention on addressing the stabilization of relations between neighboring Croatia and Serbia, both of whom have intervened, and in some ways continue to intervene, in B-H’s affairs. Yet, after almost a decade and a half of strong international management in the form of the OHR and a NATO and now EU military force, this key link in the stability of the Western Balkans continues to be characterized by ethno-nationalist rhetoric and rivalry between the leaders of the various nationalist forces and political parties. A tense political stalemate has meant the continued postponement of a systematic constitutional and institutional review of the country’s governance arrangements. B-H’s failure to resemble a unitary state and the absence of political agreement on its future constitutional shape act as significant roadblocks to EU accession, and its dysfunctional and inefficient governmental structure clearly has economic costs too. Forces within the RS entity fear that any significant alteration to the Dayton structures would erode their own powers and prerogatives in favor of a centralized state, arguing instead for the right of the entity to secede from the country. Bosnia’s Muslim population, Bosniaks, on the other hand, tend to view a strong central state as the core of any stable, modern, post-conflict B-H on a path to the European Union. Dominant political forces representing the country’s Croat population seem to have abandoned a policy of publically demanding a third entity, at least for the time being, preferring to focus on improving the position of Croats within the Bosniak-Croat Federation.
In the face of criticism that heavy-handed intervention by the international community was hampering democratic institution building and local ownership in B-H, the role and style of high representatives has changed following the tenure of Lord Ashdown from May 2002 to January 2006. His successors Christian Schwartz-Schilling (January 2006 – July 2007) and Miroslav Lajčak (July 2007 – March 2009) implemented a more casual, laissez-faire approach. This has not proved any more successful, however, in delivering a swifter consolidation of the country’s transition and reform
. Bosnian leaders did not emerge as more pro-active in undertaking reforms or moving the country’s agenda towards Europe forward in any significant way. The continued political quagmire around the forging of a post-Dayton state was highlighted in June 2009 when the new High Representative, appointed in March 2009, Valenti Inzko, flexed his muscles under the so-called Bonn powers and annulled a law passed by the RS Assembly claiming back a number of powers that had been ceded to the state level. The intervention revealed the lack of momentum of the so-called Prud Process, started in November 2008, involving representatives of the country’s main three political parties to discuss a series of vital issues, such as progress towards Europe and constitutional reform. The process continues but without any clear outcomes thus far. 

It is clear from the current political stalemate that the construction of a post-conflict, multi-ethnic state is a long way away. The international management of transition to date, oscillating as it has between active interference and hands-off approaches, has essentially failed to foster any agreement amongst the elected leaders of the three main ethnic groups on the long-term nature of the state in B-H. Inzko’s recent use of the Bonn Powers underscores the central institutionalized role still played by the international community in managing the politics of transition and brokering deals within the B-H context. Lessons from B-H raise a vital question for future post-conflict transitions. The international community has chosen to be both an active intervener in the transition and, at the same time, forge a close partnership with local political forces as the basis of its strategy. On the other hand, the social and political evolution of the country, including the country’s integration to Europe, has stagnated when compared to most of its neighbors. The dilemma and oscillation between working with elected political leaders in the (usually vain) hope that they will agree to move forward along an agreed course or simply imposing solutions to move the country forward without domestic support from the political elite is sharply highlighted in B-H.
From mid-2008, one option to overcome the current political impasse has been to shift the international leadership from the Office of the High Representative to a European Special High Representative. In practice, new high representatives have held both roles simultaneously. New questions are posed by B-H’s candidature for a non-permanent seat on the Security Council of the United Nations from 2010-2011 which, if successful, would also call into question the continuance of effective external sovereignty. Whilst a shift in international supervision reflecting a greater EU role offers some opportunity for change, it remains to be seen whether this approach or any other will be able to confront the central structural challenge of building a post-conflict, multi-ethnic state in B-H in the absence of any shared consensus among leading political parties linked to the main ethnic groups on what that state should look like. Indeed, EU accession is not possible without such a consensus. Any approach that fails to forge a common, shared vision is likely to remain a short-term palliative involving a change in management approach but little change of any substance. Moreover, as we shall see below, the leading role of an EU Special Representative has not been able to solve key structural issues in Macedonia. The answer must inevitably lie in some kind of compromise between national leaders and key international players around the creation of some sort of federal system of government. But beyond this, very little is clear and B-H risks falling further behind in EU accession processes. The recent EU decision not to extend visa-free travel to B-H passport holders, in the context of the fact that many Bosnian Serbs and Bosnian Croats have other passports enabling visa free travel in Europe, is further evidence of the way in which decisions can have problematic implications even in terms of basic state-building processes and equal rights for all citizens.
Kosovo

As noted above, after Kosovo declared independence in February 2008, the situation remained relatively calm and, certainly, much calmer than widely expected. Despite some sporadic violence by Kosovo Serbs in Northern Mitrovica, where tensions remain high, the situation has remained generally calm in the territory. However, despite Kosovo’s recent entry into the IMF and the World Bank, Kosovo is in a limbo situation with only 62 countries to date having recognized its sovereignty and statehood. Although formally still under UN administration, two entities now have responsibility for overseeing the political transition in the territory as opposed to one: namely the UN under Security Council resolution 1244 and the Office of the Civilian representative (ICO), established under the Ahtisaari plan but with no clear legal basis for its existence
. In addition to NATO’s military force in Kosovo (KFOR),  which continues to play a pivotal role in ensuring security, another international instrument, EULEX, the EU’s largest civil mission abroad to date, is now responsible for bolstering the capacities of the judiciary and the police
. EULEX is an outcome of a compromise among EU Member States on playing a more significant role in Kosovo and in overseeing the peace process while respecting the role of the UN as enshrined in Security Council Resolution 1244.
The sheer size and array of responsibilities assigned to the various international bodies in Kosovo, which would normally fall under the purview of a sovereign government, show the extent to which Kosovo is a state under construction. In fact, the sovereignty of the new Kosovo Government has been severely curtailed given that the number of key international players with a role in overseeing the transition has actually doubled with the establishment of the International Civilian Office (ICO) and EULEX.
In addition to this cumbersome international division of labor and overlapping management structures, ethnic relations remain challenging and divisive, with Kosovo Serbs absent from the main governmental machinery and present only in enclaves throughout Kosovo which they control. The Prishtina authorities continue to be denied any authority in the volatile area of Northern Mitrovica, the largest Serb enclave. Serbia’s intransigent non-recognition of Kosovo, which it claims is a ‘de jure’ part of its national territory, remains a key factor limiting the possibility of consolidating a post-independence multi-ethnic state structure. The Serbian Government’s emphasis on a legal solution through the International Court of Justice, and its decision in early 2009 to terminate large-scale funding for Serbian parallel structures in Northern Mitrovica, have eased tensions and improved its relations with key international players, but its continuing influence over the Kosovo Serbs in this semi-independent enclave means that it remains a key player to be engaged in shaping a successful and sustainable future for Kosovo. As things stand, Kosovo will remain a symbol of Balkan instability until its internal institutional governance and territorial arrangements are agreed upon by key players and the issue of international recognition settled. Under current conditions, Kosovo could become a frozen conflict and a source of constant tensions in the region.

Macedonia 

Macedonia is a good example of the challenges faced by the international community in managing and supporting long-term transition in the Balkans. The internationally brokered Ohrid Agreement was designed to create a more equal power relationship between ethnic Macedonians and Albanians as the basis for peace and stability in the country. A cornerstone of the agreement, along with a suggested power sharing arrangement at the executive level, was a significant redrawing of local government borders in favor of more Albanian majority municipalities. Along with redrawing the country’s local government borders, and, at the core of the transition management package, was granting the status to Macedonia as an EU Candidate Country on a par with Croatia.

The pro-active international management of the brief conflict in Macedonia undoubtedly mitigated growing tensions in the region and ensured the continued territorial existence of this small former Yugoslav republic, its stability, and continuing institutional consolidation of a multi-ethnic state. However, almost a decade later, the two ethnic groups remain fundamentally divided with little or no social interaction. There are separate schools, universities, TV channels, and so on, for a population of two million people.  Radical elements in the Macedonian Albanian community would also like to pursue unification of the Albanian dominated western parts of the country with Kosovo, whilst radical Macedonian forces within the ruling party seek to pass discriminatory laws strengthening one ethnic group at the expense of another.
At the moment, Macedonia, in spite of its EU Candidate Country status, is still in a difficult political situation with poor relations with its largest neighbors, Greece and Serbia, over, respectively, the dispute over the name issue and the recognition of Kosovo. At the same time, the border with Bulgaria is also the border of the EU and its Schengen space and diplomatic relations with Kosovo are still to be finalized. In essence, neither swift action by the international community nor a transition management package that combined the establishment of a new internal multi-ethnic institutional framework along with the prospect of closer European accession have proved sufficient to overcome the distant social relations between the two main ethnic groups and create a post conflict functioning multi-ethnic state. Instead, the state of ethnic relations reveals not so much a multi-ethnic state under construction than a country with deeper ethnic divisions than even B-H.
Securing Peace and Security: Outstanding Structural Challenges

Internal political and institutional equilibria in the region are crucial to the transition in the region. As RCC Chair Hido Biščević has stated: “Political leaders in South East Europe must take responsibility for ensuring that the region can continue to advance” its European agenda through adequate reform lobbying and active diplomacy
. In addition, however, there are two other factors which play an important role in terms of both the continuation and success of the long-term transition in the Western Balkans: Euro-Atlantic integration and the coherence of the international community. In terms of Euro-Atlantic integration, any successes in terms of the internationally-driven transition to date in the Western Balkans outlined above are linked inexorably to processes of Euro-Atlantic integration. EU accession in particular has emerged as a cornerstone policy goal for the countries of the region and a linchpin to galvanize both internal reform and increase regional co-operation. The Euro-Atlantic umbrella provides a pivotal strategic framework that allows combining long-term support to the political process of democratic state building and economic development with security considerations that recasts the relations of the countries in the region from traditional enemies to allies. Integration into Euro-Atlantic structures is ultimately viewed as the best guarantee against renewed conflict in the Western Balkans.

Aware of the significance of Europe for long-term stability and democratic state building in the Western Balkans, the EU in general and the European Commission in particular have remained steadfast in providing a European perspective to the countries of the region. This has been no small feat given the Union’s attention has been significantly taken up with discussions on its own future shape and structures, with concerns over the approval of the new Lisbon Treaty and the crisis over the Irish referendum result and with a resulting enlargement fatigue and enlargement skepticism in Member States. The latter stems, in part at least, from concerns over what is now considered by many to be the premature integration of Bulgaria and Romania given weaknesses in their governance structures, as well as the acceptance of only one part of divided Cyprus as an EU Member State.

As a result of the EU’s efforts combined with the interests of the governments in the Western Balkans, Croatia and Macedonia are now Candidate Countries for accession to the Union, while all the remaining countries are in the process of undertaking reform in line with their respective Stabilisation and Association agreements (SAA) with Brussels. Despite political division in the EU, the Commission is now rather boldly preparing the first feasibility report for Kosovo which would open the way for discussion on a full-fledged Stabilisation and Association Agreement with Brussels.
However, a number of factors emerged in 2008 and 2009 which now hamper and mitigate the full potential of EU accession to play a dynamic role in safeguarding the doubled-edged transition in the Western Balkans. Croatia’s negotiations are suspended as a result of Slovenian concerns regarding disputed land and sea borders. Bosnia and Herzegovina has not progressed in meeting EU benchmarks for candidacy due to bitter political rivalry between ethno-nationalist leaders. Serbia has been blocked by the Netherlands, which demands it comply with the International Criminal Court for the Former Yugoslavia, and Macedonia faces problems with Greece in terms of opposition over the name issue which has already blocked NATO membership. In addition, EU negotiations have not yet begun in the context of uncertain progress on key reform issues. In the case of Kosovo, five Member States continue not to recognize its independence.

Montenegro’s Prime Minister Milo Đukanović recently articulated the fears of many on the perils of current delays undermining the value of EU integration for the region’s transition, which he believes is "strangling" joint efforts to overcome the legacy of the wars in the 1990s and could even jeopardize the stability of the region
. The incoming Swedish EU presidency from 1 July 2009 and Balkan old-hand Foreign Minister Carl Bildt echoed this when he stated before the European Parliament that it is crucial to “maintain momentum” in EU policies towards the region at this point in the region’s transition since, for the first time in recent memory, “the forces of integration in the region are beginning to be stronger than the forces of disintegration”
. As a result of current delays, Euro-enthusiasm in the region is actually dropping with the least enthusiastic, surprisingly, being the Croatians, which have long taken pride in being the most advanced on the road to accession. Skepticism is also strong within Bosnia and Herzegovina, particularly amongst Bosnian Serbs
. Đukanović concludes that “without this spirit (of Euro-enthusiasm) there will be no economic or political development” in the region
.

In simple terms, the region remains a key challenge for Europe and the manner in which the region is managed by Brussels at this point could make or break the momentum of successful long-term transition in the Western Balkans. Whilst the carrot of European integration has played a key role to date in supporting transition and reform in the Western Balkans, its ability to provide a successful exit strategy for the international community in the long-term consolidation of peace and democracy is far from guaranteed. EU decision-makers need to be able to effectively balance the regional issue with the critical challenges that lie before Brussels in terms of the evolving nature of the Union, relations with the continent’s uncertain power Russia, and hot global problems such as Iran and Afghanistan.  Failure to do so will unravel the post conflict scenario of the region and significantly undermine the credibility of the European Union. As we discuss below, this takes on increased significance in terms of assisting the region in managing the effects of the international financial crisis. In many ways, the economic and social dimensions of transition management, which have perhaps been relatively understated in the context of the massive attention to political and security questions, now take on an even greater importance.
This adds to the dilemmas facing the international community and increases the risks of interrupting a continuing successful consolidation of reform and transition in the Western Balkans. While the international community has played an active, some might say dominant, role to date in fostering change allowing for tangible progress in transition, it would not have been possible without a very close relationship with, and perhaps accommodation to, local political and power elites. The establishment of a status quo in terms of power equilibrium has not always had the desired positive impacts. As noted above, whilst international players have become part of the institutionalization of governance in the region, this creates its own conundrum, particularly with regard to B-H and Kosovo, but also more generally. While international players call for increased national ownership, without having developed strong institutional structures within a gradual withdrawal strategy, there is the inevitable creation of dependent political systems which would experience, at best, a significant vacuum and, at worst, real instability if the international governance component disappeared too quickly.
3. The Economic Aspects of Transition and the International Financial Crisis
In the context of the still unfinished and unstable, even volatile, nature of the political transition and the fledgling nature of institutions in the Western Balkans, an unprecedented global financial crisis has arrived which has significant implications for social and political stability in the region. As the Secretary-General of the RCC has warned, under current conditions, the global economic and financial crisis could cause a “profound political crisis and destabilize the region of South East Europe if the consequences fail to be prevented”
. Biščević’s words are echoed in the reality of increasingly ubiquitous signs of human stress as a result of growing socio–economic hardship threatening the livelihoods of significant sections of the population throughout the region. This stress could be the tinderbox of new instability. Already, in May 2009, war veterans blocked the cabinet building in Sarajevo in protest against low pensions and proposed reforms, a couple in B-H’s RS committed suicide over their economic situation, and a leading trade union leader in Serbia bit his finger off to protest the poor conditions of workers faced with massive layoffs. Growing social dissatisfaction in Croatia is on the rise with the Government’s decision to increase taxes and introduce crisis taxes in a country where foreign debt has reached some US$40 billion or around 80 percent of GDP. In Serbia, the rising unpopularity of the Government is already rumored to signal the possible fall of the coalition before the end of 2009. Taken together, these scraps of information suggest that social instability will become an ever more serious challenge to the political structures in the region as the effects of the international crisis continue to expose the institutional, policy and decision-making weaknesses of the Western Balkans.
The current situation is predicted to get worse before it gets better. The crisis poses an acute threat to the gains in terms of human development, stability and economic progress that the region has made in recent years following the conflicts and crises of the 1990s. The real danger is that the crisis has ended abruptly the virtuous emerging market circle of consumption-fuelled economic growth and low inflation rates, boosted by significant capital inflows. Most of the economies in the region are now set to contract substantially, with falling production, increased fiscal problems, and inevitable impacts on levels of unemployment and poverty. The crisis is being compounded by spillover effects, as conditions in neighboring countries and in the European Union deteriorate and further lead to contractions in foreign direct investment, a reduction in demand for exports, decreasing cross-border trade and problems as a result of the inter-dependencies of regional banking sectors
. The nature of the crisis, and its complex interaction with underlying structural features of the economies of the region, mean that the room for maneuver for the region’s governments and central banks is extremely limited.
The slow-down in economic growth in the region only really began to be noticeable in the fourth quarter of 2008, since which time forecasts for growth in 2009, initially suggesting that the region would avoid the most serious consequences of the crisis, continue to be revised downwards. Revised forecasts by the IMF, released on April 24, 2009
, suggest a shrinking in GDP for the whole region by at least 2 percent, except for Albania, which is forecast to grow by only 0.4 percent. Kosovo, not included in the forecasts, may have growth higher than this, perhaps as high as 3 percent, but still down on recent years. Croatia is forecast to be worst hit in 2009 with a GDP fall of -3.5 percent. After relatively high growth in 2007, the crisis will impact seriously, over at least a three-year period, with significant implications in terms of poverty and vulnerability and in terms of labor markets.

Current Socio-Economic Situation
As one part of a ‘liberal peace’, international players have generally followed a post-conflict economic strategy in the region to support transition premised on the classical features of the Washington consensus: namely, the introduction of the free market and large-scale privatization of state owned enterprises. There are some interesting variations, of course, with Kosovo and Montenegro allowed to use the euro as national currency although they are not members of the EU, much less of the Monetary Union. Bulgaria - an EU Member State - has not been conceded the same right
. Growth has been driven by foreign direct investment and the creation of open free trade economies. Within this framework the ILO estimates the region has received annually alone since 2001 some €6 billion
 and the OECD estimates that foreign direct investment to the region has doubled more or less in the same period from €5 to €10 billion. The result of this support, along with the extensive international presence in the region, has  fostered an average annual growth rate of around 5 percent in the past decade which has been double that of some EU Member States.

Even the respectable growth rates of the past decade have not led to significant dents in the high levels of poverty and unemployment in the region. The nature of growth may even have heightened regional inequality. The fundamental challenge now is how to avoid the effects of the global financial crisis worsening these indicators, in some cases to a level which may pose a direct challenge to governance and stability. In societies where there is little trust in institutions, strong memories of hyper-inflation and banking sector collapses which combined to wipe out savings, and continued concern about corruption and perceived 'unfair' privatization, there is a real danger that the political costs of even the most necessary reforms will become too high at some point. The longer-term implications of an implicit message that the crisis is a price to be paid for increased integration into Western market economies also remain to be seen. In addition, the rather untested 'crisis resistance' capacity of the regions' institutions, the strength of newly-established regional co-operation arrangements, and the ability of international organizations to co-ordinate their assistance in a timely and effective manner, will all have effects on the nature and duration of the crisis, economically, politically, and in terms of social impacts. Political change has been slow and uncertain even in the context of growth. The implications of a new era of low or negative growth can only be speculated upon.
Consumption-led growth has not always reduced poverty levels, although much of this remains a definitional question, depending on the measurement of poverty used. Poverty lines based on consumption have declined substantially in this decade in Albania and in Serbia, but only marginally in Macedonia, Montenegro and Croatia, even rising slightly in Bosnia and Herzegovina and in Kosovo. Growth has been largely jobless, with unemployment remaining at very high levels, close to 40 percent in B-H and Macedonia and reaching 70 percent in some municipalities in Kosovo. The region is marked by low employment rates and unfavorable employment structures. The situation is further exacerbated when a distinction is made between ‘stable’ and ‘vulnerable’ types of employment. The region already lagged significantly behind EU rates of employment. The crisis will exploit existing labor market weaknesses and, as is typical after crises of this kind, labor markets will be extremely slow to recover after the downturn ends. Downward labor market adjustment may be through wage flexibility (a drop in real wages) and through a drop in employment numbers, as well as an increase in vulnerable employment. New entrants to the labor market, mainly young people, and unemployed members of already vulnerable groups, are likely to be the most affected. Any longer-term downturn will have serious sectoral effects and significant spatial effects. Already, inequalities between regions, and especially between urban and rural areas, have grown significantly in the last decade. There is a real danger of a hardening of the differences between ‘zones of inclusion’, concentrated in the big cities, and ‘zones of exclusion’ in the periphery and/or in more rural areas. Studies of GDP or of consumption poverty in the region tend to show lower levels of regional disparities than studies of human development, social exclusion or quality of life. For example, the recent Human Development Report for Croatia shows that while GDP per capita between the richest and poorest county varied by only just over 3:1, the ratio of social exclusion is around 16:1 (UNDP, 2007; 141). The effects of the crisis on spatialized inequalities may be extremely significant. The crisis may trigger new waves of migration, including return migration to the region by those who lose their livelihoods in the West. The most likely scenario is of an increase in urban poverty and, in particular, a heightened decline in those areas dependent upon industries hardest hit by the recession. In addition, those areas already in longer-term decline, but where this decline has been cushioned by remittances, will also be hard hit. If the crisis persists, spatialized inequalities are likely to become deeper, more structural in nature, and incredibly difficult to reduce.
Social exclusion will also rise, although the main drivers of exclusion are likely to remain largely unchanged, namely: ability/disability; age (the young and the old); gender (women); ethnicity (national minorities especially Roma); refugee and displaced person status; spatial exclusion (those in rural, remote, declining, peripheral and/or war affected areas); unemployment (the long-term unemployed); and low educational levels (those with incomplete primary education). There is likely to be a significant group of ‘new poor’ or ‘new losers’, including households with workers who lose their jobs, who lose remittances, and/or who can no longer repay debts. The possibility arises that some ‘new losers’ may ‘crowd out’ groups who are traditionally seen as ‘undeserving’.
Transmission Mechanisms of the Crisis
The crisis works through a series of transmission mechanisms or drivers, with different parts of the region exposed to different risks. These transmission mechanisms include: declining remittances, trade shocks, decreased FDI, a debt refinancing squeeze, and exchange rate and banking sector risks. In terms of remittances, the risks are probably highest in Albania, Kosovo and, potentially, Bosnia and Herzegovina. Declining remittances are a negative shock for consumption and overall demand and, in particular, for the construction sector. Trade shocks are a significant risk everywhere, with Macedonia, Montenegro and Kosovo being potentially hardest hit as their main exports are precisely in products, such as metals, where world demand has fallen most. Exchange rate shocks are a risk in Serbia and to some extent in Albania. Banking sector risks are harder to predict since, although it is the case that banking sectors are overwhelmingly owned by foreign banks, the particular situations vary and, to some extent, are unpredictable. Risks in terms of decreased FDI are present throughout the region but the impacts will be greatest in those places where FDI has been the main source of recent growth, namely Serbia, Montenegro and Croatia, with the last two also particularly affected by a decline in tourism.
In many ways, the greatest common risk through the region is in terms of the debt refinancing squeeze and a consequent financing gap. The risk is highest in those parts of the region with large foreign debts and current account deficits, notably Croatia, Montenegro and Serbia. The risk is also high in Bosnia and Herzegovina and Macedonia and significant in Kosovo and Albania. In terms of the impact on labor markets and vulnerable groups, much will depend on how these deficits are financed, with commentators noting that “financial institutions in southeast Europe are experiencing increasing difficulties to attract foreign currency loans on international capital markets”, risking a new 'decoupling' of the region from the developed economies
. Today, there is increased recognition that “the economic outlook has deteriorated so drastically that resolving the crises will require bold policy initiatives, sustained international support and the recognition of its social implications. Much is at stake”
. A new risk may be emerging in terms of a decline in international development assistance, although, in many ways, this is a much smaller percentage of GDP than either remittances or FDI. According to the latest EU coordination meeting held in Tirana in March 2009, bilateral assistance to the region is expected to be reduced by some 12 percent in the next year. Although this may not be a huge amount, it is another psychological cut that will underline the crisis and create anxiety, as well as limit options for sustainable future growth.
Policy Response by Governments

Weaknesses in governance arrangements, the unfinished nature of transition, and the nature of electoral cycles, have meant that for long periods of the crisis, many governments in the region have denied that there was a crisis. This was often followed, in many instances, by panicked reactions and by a lack of joined-up policy-making, with a range of policies being mooted and sometimes badly sequenced and often in contradiction with one another. Governments facing electoral tests have tended to postpone taking unpopular measures and fragile coalitions have been reluctant to confront vested interests. Gradually, more coherent macro-economic policy measures have emerged, although sometimes anti-recession packages have been little more than a representation of policy proposals already being considered.  In terms of monetary, exchange rate and banking policies, governments have sought, where necessary, to stabilize domestic currencies and restore confidence in banks through deposit guarantees. Varied strategies have been evidenced regarding interest rates. Fiscal policies and budget revisions are now, or will be in the future, crucial to the macro-economic management of the impacts of the crisis. We note the technical and distributional dilemmas which downward budgetary adjustments entail. Thus far, cuts in public expenditures, including public sector salary cuts, have been the main focus, with some increases in indirect and even direct taxation. A variety of mitigation measures have been put in place targeting various key loss-making industries, SMEs, and exporters.
Measures to tackle unemployment have been limited and there has been virtually no attention to social protection, even though the nature and responsiveness of a range of social protection systems (social assistance, social services, pensions, health, education, and housing) will be crucial, with all facing funding pressures, increased demand, and struggling to ensure appropriate access and services for the most vulnerable. The difficulty in targeting social assistance schemes and the importance of a move towards community-based social services within a new welfare mix, already topics for reform measures, take on an added significance in the crisis. The crisis may have a severe impact on pension schemes in the region, making the balance between access, adequacy, equity, and sustainability even harder to sustain, with a possibility that a re-evaluation of the balance between public and private provision will occur. It will be increasingly difficult to maintain the livelihoods of those receiving a minimum pension and the large number of older people, mainly women, in the region who do not receive any pension. Housing will need to receive much greater attention as a part of social policy due to the crisis. As homelessness may increase, the housing stock may deteriorate, and it will be hard to maintain social housing as a priority. Special attention may need to be paid to child poverty and exclusion since children are especially vulnerable to the crisis through a series of transmission mechanisms.

International Responses and the Return of the IMF

The crisis changes the role of the international community and adds new dilemmas and challenges, particularly in terms of balancing political, economic and social crisis management. The consolidation of peace and democracy is extremely difficult without the promotion of social inclusion and cohesion. This has never been a priority in transition management although, in social policy reforms, there has been a diversity of approaches with a number of international agencies scrambling for influence (cf. Deacon, Lendvai and Stubbs, 2007; 222-3). However, in the crisis context, the IMF plays a key role in terms of restrictive economic conditions with significant social impacts. Serbia has now gone twice to the IMF – in January 2009 for a US$530 million stand-by arrangement and then two months later for an augmented loan of some US$4 billion. Bosnia and Herzegovina has negotiated a three-year stand by arrangement in May 2009 of some US$1.5 billion. Macedonia and Montenegro are likely to follow, with Albania and Kosovo considering the option. Only Croatia has ruled out IMF loans, but a reconsideration may be necessary in the event of poor revenues from tourism and low take up of bonds on the international financial market.
IMF loans, of course, bring rather strict conditions and tend to lead to lower social spending. In the context of weak governance arrangements, unfinished privatization and clientelistic relations between economic and political elites, there are a number of dangers here. One is that, although IMF conditions may try to eliminate anomalies in the system and equalize benefits between different social groups, certain protected groups may be better at maintaining their advantage than the poorest and least vocal parts of the population. Protests over proposed cuts in veterans’ benefits in B-H illustrate this most clearly. Secondly, in countries where state building is unfinished, such as in B-H, it may be the central state which is starved of funds rather than the entities, which may rush to use the funds to pay the salaries of their own civil servants. Thirdly, governments may try pass on all the blame for economic and social management issues to the IMF, refusing to acknowledge their own responsibility and, essentially, withdrawing from direct engagement in economic and fiscal management. In any case, the poor and excluded are likely to be at the forefront of a double blow: from the crisis itself and from the reduced social expenditure and cuts in pensions, social benefits and social services that follow from restructuring and harsh conditions. A fourth risk is that the easing of fiscal pressures through IMF loans may act as a short-term panacea for governments which are unwilling or unable to undertake the necessary institutional, fiscal and policy reforms. In the longer-term, then, this could serve to worsen socio-economic realities and stability.

The Role of the EU in the Crisis
Having become significantly more pro-active in terms of the political transition in recent years, the EU and the European Commission is finding it much more difficult to provide leadership in terms of the socio-economic management of the crisis in the Western Balkans. There are a number of reasons for this. Crucially, some of the largest falls in GDP are in some of the EU’s own new post-communist Member States, notably in the Baltic states and in Romania, as well as in the most populous and geo-politically significant European Neighborhood Program states of the former Soviet Union. In any case, the lead tends to be taken by the Commission’s Economic and Financial Affairs Directorate, with little role for the Directorate on Employment and Social Affairs. Many researchers have argued that the EU’s approach to social policy is much ‘softer’ and less prescriptive than that of the World Bank, with even less room for direct influence in non-Member States (Lendvai, 2007). 

In some of the new Member States, the international financial Institutions, notably the World Bank and the IMF, are working more closely with the European Commission, including with the Directorate General on Employment and Social Affairs. This is not the case in the Western Balkans thus far. The gap is being filled, to some extent, by neighboring states, such as Austria, Germany, Italy and, to an extent Greece, although these countries’ interests are, perhaps, more framed in terms of protecting markets for their own banking sectors. In addition, the European Bank for Reconstruction and Development is also strongly represented but this tends to be in terms of stimulating business development processes and, in any case, has no direct link to EU accession processes or support programs. One of the problems is that staff members from the IMF and World Bank are not particularly strong in terms of recognizing, understanding, and reacting to the importance of stability issues and, above all, may fail to see the relevance of the EU accession processes and fail to understand EU procedures for the countries of the region. As a result, conditions may actually hinder EU accession rather than expedite it. In Serbia, at the request of the Government, some €100 million of EU Instrument of Pre-Accession Assistance (IPA) funding has been re-directed to direct budgetary support, but this is rather small compared to the IMF loan and appears not as yet to have set a precedent for further diversion of funds in other countries. More widely, the crisis may worsen the already low capacity of governments in the region to absorb EU technical funds and pre-accession funding which is, in any case, too often project based rather than supportive of strategic restructuring.
Co-ordination Matters

In complex political transitions, co-operation and co-ordination between international players is crucial. This is even more the case in the context of an economic and financial crisis. The 2005 Paris Declaration on Aid Effectiveness clearly states the need to align development assistance and ensure a closer fit with partner countries’ priorities, improve accountability and simplify procedures. Over time in the Western Balkans, as in other parts of the world, there has been a move from support, primarily through projects, time-limited, often quite short-term, individual inputs leading to limited outputs – via programs, a series of connected projects seeking to work at and between levels and scales – to strategies, operating in terms of a direct engagement with, and support for, the policy level. As noted above, in the most complex situations, notably in B-H and Kosovo, lessons have been learnt and, whilst far from perfect, progress has been made. Now, more than ever, the nature and content of the relationship between the European Union, bilateral donors, the IMF and the World Bank, and the United Nations agencies is extraordinarily important in terms of steering the transition and ensuring a balance between political, economic and social dimensions. What is needed at this difficult time to safeguard the successes to date and the long-term success of the transition in the region is active, committed and co-ordinated international engagement. However, as noted above, a side effect of the global economic crisis has been a further pressure on donor countries, which have already reduced considerably their financial support to the region over time. Over and above the 12 percent cut in aid to the region mentioned above, in March 2009, the UK Government announced a 50 percent cut to ICO in Kosovo and a similar reduction in its support to EULEX, following on from similar announcements by Spain, Germany and Lithuania. Kosovo and B-H, in particular, may need more international support not less in this difficult period and, certainly, need integrated, strategic and joined-up support. The danger is that cuts on a large scale could gain momentum and lead to a lack of capacity and a decline in morale amongst external development, security, political and military support agencies. Above all, whilst there is clearly a need for crisis management responses, these should build on, and pay due attention to, existing strategic commitments and, above all, should seek to strengthen, rather than undermine, the process of integration of the region into the European Union.
Alongside this, co-operation between the countries of the region is vital at this time. Under the Stability Pact for South Eastern Europe and the more regionally-owned Regional Co-operation Council, significant progress has been made in recent years on all aspects of regional co-operation, including on questions of social cohesion, employment and health issues. Working closely with the governments of the region and development partners, the RCC could be empowered by international and domestic players to play a greater role in facilitating high-level ministerial meetings on the crisis and social mitigation measures. Some within the RCC are calling for a new South East European Investment Bank to be established, which could provide funds for infrastructure projects and social programs. Whilst such a bank is unlikely to be established quickly – and current conditions could not be less favorable – the suggestion does point to the need for financing mechanisms to reflect the region’s own priorities.
Co-ordination is also important in terms of offering support for evidence-based policy making, through more carefully aligned and coherent statistical systems, social impact assessments, and support for policy modeling, to try to support governments and other stakeholders in making clear, rational decisions, not ad hoc crisis management.
4. Conclusions and Recommendations 

The impacts of the global economic and financial crisis in the Western Balkans have highlighted and exacerbated the unfinished nature of economic and political transition in the region. The social impacts of the crisis, if not addressed urgently, sensitively and strategically, could lead to new instabilities on the doorstep of the European Union. Key players within the international community need to stay the course and remain actively engaged. Having made the international presence critical to the transition process, the international community needs to face the challenge and maintain, if not strengthen, its presence and commitment if the long-term success of the overall transition is to be achieved. It is imperative at this stage to balance political, economic and social considerations to ensure the stability of the region and the individual countries and territories within it. This may not been the time for swift, radical economic reform but it does provide an opportunity to discuss long-term socio-economic and human development models that reform the state administration and make it more efficient and effective in providing public goods and services and strengthening health, education, housing and social welfare systems. Strategies will need to distinguish between short-term, temporary measures, those long-term reform measures which should not be postponed, and those measures which can be properly set aside pending more favorable economic conditions. In any case, a modeling of the European Union’s Open Method of Co-ordination should be the broad framework for all strategies combining clear goals, measurable indicators, clear outcomes, and peer review and learning.
In the short term, international support could and should be more focused on remedying key weaknesses which have been highlighted by the crisis, including: developing capacities to gather and process basic statistics; to assess, define and formulate swift policy responses and ensure their effective implementation; to ensure improved horizontal co-ordination between different ministries and governmental agencies and vertical co-ordination between central and local governments and other stakeholders. In crisis response situations, where technical advice can prove overwhelming, there is even more of a need to ensure that there is transparency, accountability and consultation before decisions are taken.
Much more effort is need to mitigate the impacts of the crisis on the poorest and the most affected and vulnerable elements of society during the transition. Given that the crisis will even more severely limit the public expenditure fiscal envelopes and fiscal and monetary options, there may be a case for extending non-loan budget support not tied to the conditions of the IMF. Of course, there are risks involved here in the context of deficiencies in governance arrangements and the absence of public administration reform, but earmarked funds for social and employment measures may be needed at this time. There is a broad consensus that strengthening social protection systems can make a significant difference in terms of the social impacts of the crisis
, in terms of guaranteeing the value of minimum social benefits and pensions, promoting active inclusion, and ensuring adequate income support and opportunities for social participation for those for whom work is not an option. Within the context of existing EU frameworks, notably the Joint Inclusion Memorandum on Social Inclusion required of Candidate Countries, there needs to be more discussion of what a regional ‘social protection floor’
 might look like in the Western Balkans. In line with current European Commission and UN thinking, mainstreaming children in all policies and ensuring a multi-dimensional and holistic approach to tackling child poverty and exclusion could be given a much greater priority in the region, especially as the crisis will hit households with children particularly hard and may impact negatively on their coping strategies. Child benefit schemes could also be considered as an effective form of poverty alleviation in those parts of the region where they do not yet exist. Caution should be exercised before introducing any conditions (such as regular school attendance; vaccinations, etc), given the lack of evidence regarding the value of conditional cash transfers in the region and the mixed picture of success elsewhere (Stubbs, 2009).
Access to key services, over and above income maintenance, may be the single most important set of measures to mitigate the social impacts of the crisis, although, again, support for a strategic approach is more important than the establishment of too many new programs. Ensuring that access rates to education do not fall, that older children do not leave school prematurely, and ensuring a skills-based approach to vocational training, are necessary for all, but particularly for vulnerable groups and, even more so, in a time of economic downturn. In addition, targeted support for vulnerable groups could be expanded not reduced. Pre-school care as part of an integrated early childhood program, particularly for vulnerable children, may also form a rather cost-effective approach to reducing poverty and social exclusion amongst children. There may also be a need for more emphasis on social services for vulnerable groups alongside a shift towards more community-based services (in terms of a guaranteed minimum basket of services) and a mix of providers, as well as clearer linkages with employment services. Funding for NGOs and other providers of non-institutional care may need to be carefully monitored to ensure that cuts are not made which lead to more expensive institutionally-based care. Local authorities may need to work with others on the provision of community-based crisis response programs according to changing needs on the ground. They and other stakeholders could also ensure that existing facilities (day centers, schools, libraries) become more ‘poor-friendly’.
Finally, whilst short-term measures are important and early warning and crisis response mechanisms which allow for a consideration of political, economic, social and environmental risks and which look at the region as a whole, the countries within it and sub-regions, are crucial elements of an integrated approach to managing the current crisis, this will not be enough. Clear commitments are needed which set out the longer-term prospects for the region based on true partnership between international agencies, the governments and civil society and other stakeholders to ensure a European future and not a semi-permanent status of periphery and aid dependency.
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� In its new joint report on Social Protection and Social Inclusion, the European Commission has stated: „Appropriate social policies will not only mitigate adverse social impact on the most vulnerable but also cushion the impact of the crisis on the economy as a whole. Social protection is a major countercyclical and automatic stabilising element in public expenditure. Well-functioning systems in a framework of continued sustainability-reinforcing reforms can help stabilise aggregate demand, underpin consumer confidence and contribute to job creation.“ p. 4 web: 
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25

