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I. Opening remarks by the Vice-chairman of the Committee Peter BOTTOMLEY (United Kingdom)

1. The Vice-chairman, Peter Bottomley (UK) opened the session by thanking the Hungarian delegation for organizing the session. 
II. Adoption of the draft Agenda [055 ESC 15 E rev. 1]

2. The draft Agenda [055 ESC 15 E rev. 1] was adopted.

III. Adoption of the Summary of the Meeting of the Economics and Security Committee held in The Hague, Netherlands, on Saturday 22 November 2014 [264 ESC 14 E]

3. The summary of the meeting of the Economics and Security Committee held in The Hague, Netherlands, on Saturday 22 November 2014 [264 ESC 14 E] was adopted.

IV. Consideration of the Comments of the Secretary General of NATO, Chairman of the North Atlantic Council, on the Policy Recommendations adopted in 2014 by the NATO Parliamentary Assembly [033 SESP 15 E]
4. The Vice-chairman, Peter Bottomley called for consideration of the Comments of the Secretary General of NATO on the Policy Recommendations adopted in 2014 by the NATO Parliamentary Assembly [033 SESP 15 E]. The members of the Economics and Security Committee had no comments.

V. Presentation by Dr Zoltán POGATSA, Professor, Faculty of Economics, University of Western Hungary, on Challenges Faced by Small Economies in the Current Environment and Hungary’s Future Place in the European and World Economy, followed by a discussion period

5. Dr Zoltán Pogatsa introduced three main topics of his presentation: the unique challenges that small economies confront when in recession, Hungary’s performance during the recent the global economic crisis and the economic situation of Greece.
6. Dr Pogatsa suggested small states are more vulnerable to sudden shifts in capital movements. Small states are also highly dependent on larger states and this tends to limit their economic autonomy. This does not mean, of course, that large countries are invulnerable and medium and large countries like Spain, Italy or Russia all confronted serious challenges during the recent during the recent economic crisis. Although the Unites States was the source of the initial shock, it has recovered more quickly, in part, because of the privileges associated with being the country that issues the global reserve currency.
7. In 2008 and 2009 Hungary was seen as a relatively indebted country and this compelled Hungarian officials to address this. The most controversial element of Hungarian policy involved taxation, especially increased taxation on investors. Hungary successfully lowered the debt burden and this has helped foster a much improved economic climate characterized by lower interest rates and a higher degree of job creation. Hungary today is in a much better position and is considered a middle range indebted country.
8. There have been a number of lessons to be learned from the economic crisis of Greece. First, indebtedness makes countries much more vulnerable and it strongly curtails their policy choices. Second, indebtedness generates a high level of dependency on outside financing. Third, the major problem for Greece was not spending, but rather financing. The state was not generating sufficient revenues to meet its debt obligations.

9. During the discussion one member from the Hungarian delegation suggested that Hungary’s experience from the last 25 years has been extremely negative. He said there is a real need promote local companies and implement innovative ideas. It was also suggested that deeper cooperation with China might provide an opportunity for Hungarian growth. Dr Pogatsa replied that this would depend on the nature of such co-operation.
10. The question was raised whether Hungary will ever be in a position to join the Eurozone and whether this would be beneficial to its economy. Dr Pogatsa indicated that Hungary should aim to meet the convergence criteria, even if it does not adopt the Euro. In his opinion, reaching this level of economic development would be a great success and Hungary is closer to getting to that stage than ever before.
11. During the discussion, members expressed some concerns about the situation in Greece and raised the question why, after joining the EU, Greece had not constructed an institutional framework needed to enhance competitiveness. The failure to do so has raised concerns among some about the stability of the country. Part of the problem was that risk was undervalued and this led to complacence. According to Dr Pogatsa, Greece’s economy was not sufficiently competitive to the challenge of indebtedness. The political system failed to tackle the problem of revenue shortfalls and the wealthiest elements in that society were not sufficiently taxed. Now the country confronts a 25% drop in GDP and 40% of its population living in poverty. One member suggested that the European community needs to treat Greece fairly and provide more assistance in order to help its economy.
12. It was pointed out that there greater scrutiny of the economic system of the Eurozone is clearly needed. The speaker noted that the European monetary union is not an ideal platform and, in many cases, the exchange rates are not optimal for less competitive economies. Although Germany has managed to generate large export surpluses, other European countries have found it very difficult to generate current account surpluses with exchange rates that essentially reflect Germany’s competitive position. Another problem within the EU is the sheer diversity of economic models and economic cultures. In order to address global economic challenges, a number of structural issues have to be faced not only in Greece, but also in other European countries.
VI. Presentation by Diego A. RUIZ PALMER, Special Advisor to the NATO Secretary General for Economics and Security, on Current Defense Spending Trends in the Alliance and the Work of NATO’s Economics and Security Assessment Unit, followed by a discussion period
13. Mr Ruiz Palmer opened his remarks by noting that the Atlantic Community has begun to recover from the worst and longest economic crisis of the post WWII era. The crisis revealed a high degree of global integration and it is now evident that a downturn in one part of the world, can have adverse impacts elsewhere. Moreover, the list of economy-related challenges seems to have expanded. Some of the problems the trans-Atlantic community confronts are clearly structural in nature. Europe is demographically challenged and confronts a serious decline in fertility rates. One upshot of the economic crisis has been that the Alliance as a whole must pay more attention to economic dimensions of security.
14. Mr Ruiz Palmer also suggested that NATO confronts a very challenging strategic landscape. Russia’s military buildup and China’s military rise are particularly important in this regard. NATO has had to alter operational thinking and rethink capabilities requirements. Although this has not necessarily implied spending more funds, it is essential that allies spend more smartly. At the Wales Summit, Allies agreed to a number of measures to spend more effective and to achieve a more balanced sharing of costs and responsibilities.
15. The speaker concluded by noting that democracies have a built in capacity for quality management and this will be essential to improving the efficacy of defense spending. He also underlined the important contribution medium-sized allies make to overall capabilities. Lastly, he listed four pillars for future allied security: Investment, Education, Innovation and Social Resilience. 

16. During the discussion members expressed concerns about the potential dependency of former Warsaw Pact members now in NATO on Russian military equipment. Mr Ruiz Palmer replied that a number of countries which used to use Soviet armaments have decided to switch to the most modern Western manufactured equipment. In some cases it was cheaper to get the latest version of military equipment than to keep and restore equipment left over from Cold War arsenals. NATO has established Defence Capacity Building Initiative to assist in these transitions.
17. To conclude, it will be up to the member countries to address spending and capabilities deficits and to forge agreements with other countries to provide a degree of scale to these defense investments. 
VII. Presentation by Dr Alena LEDENEVA, Professor of Politics and Society, School of Slavonic and East European Studies, University College, London, on The Economic Situation in Russia in light of President Putin’s Stewardship, the Fall in the Price of Oil and Western Sanctions, followed by a discussion period
18. Dr Alena Ledeneva began her presentation by suggesting that understanding the very complex political situation in Russia requires analysis of the social context which shapes politics in that country. She stressed that the political system of the Russian Federation cannot be called democracy as this is understood in the West. The Russian political system is something of a hybrid regime in which the informal economy plays a central role and information and propaganda are consistently conflated.
19. The Kremlin consistently suggests that both NATO and the United States are engaged in very aggressive policies and that their talk of democratic self-determination smacks of hypocrisy. Dr. Ledeneva suggested that the Kremlin’s narrative is largely driven by weakness rather than by strength. She also suggested that if tensions mount between Russia and the West, we are likely to see an escalation of the Kremlin’s propaganda. It is important to note that Russian society has stood behind Putin and many Russians associate him with stability. Some polls suggest that his approval rating has reached 88% in Russia although several members subsequently suggested that poll data collection in Russia is highly suspect.

20. Russia is beset by extraordinarily high levels of political corruption, very poor governance, the failure of democratic institutions, limited property rights, and the long reach of organized crime. According to the speaker, the annexation of Crimea will be very costly for Kremlin. President Putin has managed to somehow communicate this situation as stable. There is currently very little impetus for genuine economic or political reform. It is very likely that Putin will remain in power until 2018.
21. During the discussion, the speaker suggested that the flexibility of the sanctions agenda must improve and reiterated that the scope of future relations with Russia is highly uncertain. One member suggested that Kremlin appears increasingly politically and economically, dependent on China and asked how was this situation perceived in Russia. The Kremlin wants Russian society to understand its reorientation towards China as a step that will enhance stability and prosperity. Russia has long seen itself as a bridge between the Far East and Europe and this is partly what is animating the Kremlin. 

VIII. Consideration of the draft Report of the Sub-Committee on Transatlantic Economic Relations Terrorism Financing [057 ESCTER 15 E] by Nathalie GOULET (France), Rapporteur
22. Nathalie Goulet (FR) noted that the report is particularly topical as Western governments are currently engaged in a very serious struggle against both domestic and international terrorism. She pointed to the three primary goals of her report: outlining the key features of terrorism financing; highlighting ways in which governments can target this potential Achilles’ heel of terrorist movements; exploring the obstacles authorities face in countering this threat.

23. Terrorist organizations require funding to cover both operational and organizational costs. Operational expenses are comparatively small. Psychologically devastating terrorist attacks often cost only several thousand euros to carry out. However, running a terrorist organization tends to be much more expensive. Funds are needed to carry out operations, recruit new members, spread propaganda and provide effective defense. Terrorist organizations also need to cover travel expenses and move money from the point of generation to operational cells or individuals. Therefore, in terms of finance, military operations are just the tip of an iceberg.
24. There are several well-established paths that terrorist networks use to move money to financially underwrite their activities. These include: cash couriers physically moving cash, alternate remittance systems such as hawala banks or other informal transfer systems, Money Service Businesses, or wire transfer arrangements, the formal banking sector, false trade invoicing and lastly, the not-for-profit or charity sector. Nathalie Goulet described ways of acquiring funds by Daesh in Syria and Iraq, namely oil refining and smuggling, informal taxation, road toll collection, robbery, bank looting, extortion, kidnap-for-ransom, cash, gold and antiquities smuggling, as well as misdirected charity funds, personal funds and donations. Not surprisingly, Daesh is said to be the best funded terrorist group in history.
25. The draft report also explores ways of generating the income. Drugs, arms and human trafficking have emerged as key funding sources. The UN estimates that the drug trade delivers approximately $322 billion per year in revenue. The impact of arms trafficking is more difficult to measure due to the blurred relationship between the legal and illegal trade of small arms, light weapons and conventional weaponry. A recent UN report, stressed the destabilizing impact that weapons from Libya were having on a number of nearby countries including: Tunisia, Algeria, Mali, Niger, Chad, Nigeria, the Central African Republic, Somalia, Egypt and the Gaza Strip. Human trafficking has been called the world’s fastest growing international criminal industry. Kidnapped individuals have been put up for ransom or publicly executed for propaganda purposes (the example of Daesh).
26. In concluding her remarks, the rapporteur proposed several actions that could strengthen financial regulations and make it easier to track and prevent terrorism related financial transactions. Governments should enhance co-operation between law enforcement and financial institutions. Because of national cultural and legal differences, it should be recognized that different approaches to the problem of terrorism finance are likely. In this regard, the Financial Action Task Force’s 9 Special Recommendations on terrorist finance, which was discussed in February 2014 in Brussels, provide an excellent set of guidelines for legislators and governments working on these matters. 
27. During the discussion one member noted the problem of drug, arms, oil and human trafficking and the misuse of banking system are all contributing to ISIS funding. Some factories in Syria have been simply dismantled and sold and the group has also engaged in crowdfunding operations.
28. It is essential to develop new understanding of the motivations and funding sources of the terrorist organizations which are highly dependent on location and targets. One member suggested reviewing US-EU terrorist finance tracking cooperation. A delegate from Greece asserted that Greece strongly supports the efforts of the international community to fight terrorism. The Turkish delegation proposed several amendments to the text including naming the Kurdistan Workers Party (PKK) as a dangerous terrorist organization. 
IX. Consideration of the draft Report of the Sub-Committee on Transition and Development The State of the Ukrainian Economy and Prospects for its Future Development [058 ESCTD 15 E] by Richard BENYON (United Kingdom) presented by Peter BOTTOMLEY (United Kingdom), on behalf of the Rapporteur
29. The report points to compelling challenges that Ukraine must confront: 1) serious tensions and the loss of control in portions of its Eastern territories, 2) a deep recession, which is partly linked to important structural deficiencies and a very poor governance record, and 3) the need to establish the post-revolutionary government’s legitimacy.
30. Despite international encouragement, Ukraine had never undertaken structural reforms that were necessary to launch a successful transition. Ukraine’s economy was thus already in a very poor condition in the run up to the 2014 Maidan revolution. The subsequent security crisis has only worsened Ukraine’s economic outlook. Nevertheless, the new government has unambiguously decided to deepen its integration with the EU and adopt a serious reform agenda.
31. Ukraine must cope with falling currency rates, persistent current account deficits, high debt levels, very high real interest rates and a large budget deficit. Foreign investment has dried up and trade with Russia has collapsed. Because of the conflict in the East, Ukraine has experienced destruction of vital infrastructure, the closing of power plants and the displacement of hundreds of thousands of citizens. Military operations cost the Ukrainian government between $5 and $10 million per day at the peak of the crisis. Thousands of educated, middle-class professionals have left Eastern Ukraine and this capital flight will have a heavy toll over the long run. 
32. Both the EU and the United States have increased their political and financial support to Ukraine. The European Commission launched two Macro-Financial Assistance program loans in 2014 with the final disbursement contingent upon Ukraine making progress on its reform agenda. As of September 2014 the United States had provided roughly $300 million in assistance for the year and a $1 billion loan guarantee. It has pledged a further $2 billion for 2015. The IMF recently announced a four year $17.5 billion credit contingent on the government making deep and immediate cuts to its bloated state apparatus while carrying out a series of promised structural reforms. Combined with previous emergency loan programs, the total assistance from the IMF has reached $22 billion. The World Bank has provided $2 billion in 2015 through a variety of instruments.
33. Ukraine is thus under pressure to implement a range of reforms. The government has significantly slashed energy subsidies. Pervasive corruption had left the country very vulnerable to outside interference. It is thus imperative that the government adopts the highest standards of transparency and accountability in order to generate much-needed budgetary savings while ensuring the autonomy and strength of the state itself. Structural reforms should lower the opportunities for corruption with the long-term goal of liberating Ukraine from direct Russian meddling in its domestic affairs. Ukraine’s challenge is not only to defend its territorial integrity and sovereignty, but also to establish the rule of law, transparent and effective governance mechanisms, a higher level of openness to the global economy and a closer relationship with Europe. Lastly, the rapporteur called the international community to support Ukraine in this endeavor.

34. During the discussion, a few crucial observations were made by the Ukrainian delegation. First, Ukraine will require long-term international assistance to support its transition. Second, Russia continues to work to undermine the establishment of a Deep and Comprehensive Free Trade Area (DCFTA) between the European Union and Ukraine. Ukraine calls on the European Community not to postpone those talks. Third, Ukraine is paying interest rates that are now roughly 16%. This is not sustainable. Lastly, the Ukrainian delegates suggested that a way be found to translate the report into Ukrainian as there would be many potential readers in the country. 
35. In praising the efforts of Ukrainian government to implement structural changes, one member noted that the EU, the United States and the IMF should support the country in a generous fashion. Innovative ways are needed to provide this support and countries like Poland which has had a very successful transition, could provide particularly useful council. 
X. Consideration of the draft General Report Sanctioning the Russian Economy: Costs and Impacts [056 ESC 15 E] by Diego LOPEZ GARRIDO (Spain), General Rapporteur

36. The rapporteur noted that as a response to the annexation of Crimea and Kremlin’s support to the armed rebellion in Eastern Ukraine, the European Union, the United States and Canada along with Australia, Japan and Norway have all implemented sanctions against Russia designed to express opposition to the Kremlin’s policy vis-a-vis Ukraine, to signal that there would be a price to pay for the blatant violation of international law and to pressure the Russian government to come to the negotiating table. Diego Lopez Garrido (ES) noted many of the economic challenges that Moscow confronts and suggested that poor governance have left the economy highly vulnerable to falling energy prices.
37. Sanctions imposed on Russia have restricted access to Western capital for Russian state‑owned banks and companies, imposed bans on transactions with banks and businesses operating in Crimea, enacted asset freezes on state-owned defense technology companies, and restricted weapons sales and the exports of dual-use technologies. Both the EU and the United States have also banned the export of services and technology to Russian state oil firms engaged in Arctic and deep-water exploration. The EU and the United States have also targeted a number of individuals believed to have been directly engaged in Russian operations in Ukraine. 
38. The latest statistics suggest how bad the situation in Russia has become. Inflation is currently near 17%. Russia's trade with its biggest partner, the European Union, fell by more than a third. However, one of the most important consequences of the situation is Russia's deteriorating reputation. Russian Prime Minister Dmitry Medvedev recently said that Western sanctions had cost Russia $26.7 billion in 2014. This year, the costs could balloon to $80 billion. But this suggests that “the West” is responsible for Russia’s downturn, which is certainly not the case. Russia’s economic crisis has far more to do with exceedingly poor governance, heavy handed state interference in the private economy, pervasive corruption and very low energy prices than with imposed sanctions.
39. The long-term outlook for Russia is not at all positive. The economic forecast involves poor economic growth, very low levels of investment, significant falls in consumption, declines in real wages as well as adverse demographic trends. Among those who will likely suffer the most as a result of the economic downturn and the crackdown in Russian civil society will be those elements of the modern dynamic middle class that do not enjoy Kremlin protection. Many educated young people are now seeking to leave Russia, which suggests a genuine lack of confidence in Russia’s economic future. 

40. During the discussion, the one member emphasized that Russia suffers from the absence of the rule of law but that sanctions harm both the target countries and those enacting the sanctions. It was also noted that Euro-Atlantic community will not acknowledge the annexation of Crimea. However, it seems that none of the actors think Crimea will easily be returned to Ukraine. The Minsk agreements do provide a framework for ameliorating the situation. The international community should strive to speak with one voice in order not to send mixed messages. Members of the Ukrainian Parliament suggested strengthening the sanctions might be necessary if Russia does not alter its current policies. 

41. Several changes to the draft report were suggested. One member suggested that a reference to the Budapest Memorandum should be added as Russia has clearly violated commitments it had previously made on Ukrainian sovereignty and territorial integrity. The report needs to stress that the goal of sanctions is not to attempt to change the regime in Russia, but to signal opposition to Russian policy vis-à-vis Ukraine. One member mentioned that the upshot of the discussions was that sanctions have so far failed to achieve what they set out to achieve. The rapporteur replied by saying that since the situation regarding Eastern flank is extremely complex and there are many uncertainties, one cannot simply claim that the sanctions have not been working properly. 
42. Sanctions have also had an impact in Europe. Russian purchases of a range of agricultural products in Europe had fallen significantly and new markets are needed to compensate for the loss. Efforts are needed to diversify Europe’s energy oil and gas sources and this should be done collectively as well as at the national level. 
XI. Summary of the future activities of the Sub-Committee on Transatlantic Economic Relations, by Menno KNIP (Netherlands), Chairman of the Sub-Committee

43. Menno Knip (NL) thanked Diego Lopez Garrido for his excellent and very timely report on sanctions and the Russian economy. He spoke about a recent visit to Washington D.C. and Boston that took place at the end of April 2015. It was an opportunity to carry interesting discussions at three of America’s most well-known universities: Johns Hopkins, M.I.T. and Tufts and to share ideas with U.S. academics on some of NATO’s collective challenges.
44. The Sub-Committee is going to join the Mediterranean and Middle East Special Group for a seminar in Florence, Italy, in November 2015. Among other interesting topics, this seminar will address Terrorist Financing, the Middle East Energy Outlook as well as the challenges that ISIS pose to regional and global security. Menno Knip encouraged members to register for this seminar. He also thanked the Italian delegation for all the hard work that has been put into organizing the event.
XII. Summary of the future activities of the Sub-Committee on Transition and Development by Francis HILLMEYER (France), Chairman of the Sub-Committee
45. Francis Hillmeyer (FR) thanked Richard Benyon for his excellent report on Ukraine and briefly summarized the recent and future activities of the Sub-Committee on Transition and Development. He firstly thanked the Georgian representation for organizing the visit to Georgia in March 2015 and stressed Georgia’s efforts to implement discussed reforms. Next, he reminded the audience about the upcoming visit to Ukraine (8-9 June) and encouraged members to take part in this event.

XIII. Any other business

46. No any other business was raised.
XIV. Date and place of next meeting

47. The schedule for the upcoming meetings was announced, including the Annual Session which will take place in Stavanger, Norway, on 9-12 October 2015. 

XV. Closing remarks
48. The Chairman thanked the participants, guest speakers, Hungarian delegation and staff for organizing the event, the NATO PA staff and the interpreters for their hard work and contributions. The Chairman finally adjourned the meeting.
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