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Foreword

The competitiveness of the economies of the Western Balkans represents a strategic European interest. Well-functioning market economies resistant to global competitive pressures will further contribute to the political stabilisation of the Western Balkan region, but also to achieving the EU’s main policy objective for the years to come: growth and jobs for Europe.

Enhancing competitiveness and preparing the region for future EU accession will entail attracting investments and promoting private sector development. It is crucial that these objectives be pursued at a regional level. Further regional economic integration will better prepare the economies of the Western Balkans for the EU Single Market as well as increase their appeal as destinations for much needed investment.

In view of the global competition to attract investment, dedicated investment and private sector development policies are needed to enable countries to gain a comparative advantage. It is therefore important for governments to identify what such sources of competitive advantage might be, and to remove sector-specific policy barriers in order to achieve them.

The objective of the project “Defining and Strengthening Sector Specific Sources of Competitiveness”, co-financed by the European Commission and implemented by the OECD in co-operation with the Regional Cooperation Council and the World Bank, is to support the Western Balkans in defining and implementing a targeted investment promotion agenda. This report provides policy makers and the private sector with proposals for actions based on a robust analysis of investor demand problems and sector-specific policy barriers that currently prevent local firms from growing their operations in four key sectors. The report’s recommendations to move up the value chain by improving human capital and channelling innovation efforts constitute an important message for policy makers.

This report is the result of a collaborative effort with policy makers in each economy of the Western Balkans, as well as representatives of the private sector. It will serve as a basis for the future definition and implementation of a roadmap to strengthen and sustain regional competitiveness.
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Director-General 
Directorate-General 
for Enlargement 
European Commission


 Hido Biščević 
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Introduction

In view of the European Union’s wider strategy to promote growth and stability in the Western Balkans on the road to EU accession, attracting a growing share of foreign direct investment (FDI) is a key priority for the region. FDI inflows help to sustain economic growth. They generate employment in the formal sector, promote exports, rebalance growing trade deficits and maintain the process of economic reconstruction. By global standards, FDI in the Western Balkans has been limited. In addition, it has focused more on privatisation deals than on much needed greenfield investment.

For the Western Balkans to develop its full economic potential by attracting more investment and increasing trade, a regional sector specific approach is needed. Such an approach will address sector specific investor requirements and policy barriers. The CARDS/2006/131-329 project “Defining and Strengthening Sector Specific Sources of Competitiveness” (SSSC)* was initiated by the European Commission, the OECD and the World Bank to tackle this challenge and complement existing initiatives at the national level. The project provides the Western Balkans with targeted policy assistance specific to key sectors that have significant actual or potential regional employment. Based on the OECD Sector Prioritisation Framework and approach, the following sectors have been identified: traditional sectors (apparel manufacturing and automotive components) that represent a higher proportion of investments and employment that can be further leveraged; and more niche sectors (business process and technology outsourcing) that can be grown further.

The project was designed to consist of two key phases: Phase 1, Developing a regional investment strategy; and Phase 2, Targeted implementation of the regional investment strategy. This report is the output of Phase 1. It outlines the project’s key findings with respect to enhancing investments in the region at the sector level. The report also includes key recommendationsfor policy makers in the region.
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Executive Summary

Key findings concerning a regional investment strategy

The examined sectors in the Western Balkans are cost competitive and have EU proximity advantages.

In terms of cost, labour costs in services (e.g. business process and technology outsourcing) are up to five times lower than in Eastern Europe. Manufacturing companies’ cost structures (e.g. in the apparel manufacturing and automotive components sectors) are up to four times lower than in Central and Eastern European countries.

The region also has clear EU proximity advantages. In the apparel manufacturing sector, transport times to the EU can be less than 24 hours and are similar in the automotive components sector. Moreover, there are attractive opportunities for nearshoring in the business process and technology outsourcing sectors. And investors require the language and software development skills available in some of the Western Balkan economies.

However, cost competitiveness is not sustainable. Cost levels are increasing gradually in some sectors, negatively impacting margins and potentially eroding market share. Limited access to finance and a lack of corporate strategies for reinvesting in technology and human capital represent a risk for the future.

To sustain competitiveness, the Western Balkans needs to move up the value chain: first, by differentiating through value-added services and innovation; and second, by further exploiting the region’s proximity to the EU market. In moving up the value chain, major challenges should be addressed in three areas: sector specific policies, human capital, and innovation.

To support growth, sector specific policy barriers need to be removed. In the apparel manufacturing sector, investing in technology to upgrade offering capabilities is key to responding to investor requirements: for example, investing in electronic data interchange (EDI) to reduce lead times, or in equipment to move from cut-make-trim (CMT) manufacturing and become original equipment manufacturers (OEMs) able to provide finished goods. However, access to and the cost of finance are a significant constraint on investment. On average, companies in the sector need collateral of 177%, with a nominal interest rate of 11%. There is a need to improve awareness of the type of financing available and the requirements for obtaining it. In the automotive components sector, there is a need to enhance collaboration with international companies to upgrade capabilities. More than 50% of companies are experiencing a skills gap in regard to design, supply chain and logistics capabilities. There is a need to improve sector linkages between original equipment manufacturers (OEMs) and suppliers, but also to improve awareness of local capabilities that could be exploited much further through, for example, regional supplier databases.

Human capital issues are a major challenge if these sectors are to move up the value chain. Skills gaps in labour intensive and high-growth sectors like business process and technology outsourcing reach 60%. This is especially the case in new and in demand computer languages and software support skills. Due to the mismatch between skills demanded and skills supply, the Western Balkans faces a serious challenge in supporting growth in most sectors. For example, 44% of automotive component companies identify availability of skills as a major challenge they face in expanding operations. Lack of skills has a negative impact on competitiveness – increasing operating costs, lowering output quality and contributing to a loss of business. Mechanisms for institutionalisation and dialogue between ministries of economy/industry and education are limited. This reduces the possibilities to match supply with demand at the structural level. Moreover, many nationally sponsored reform initiatives fail to include all relevant stakeholders in the reform process, limiting the political support needed to see reforms through.

Finally, there is a need to channel value-added services and innovation efforts. This could be done by further linking research bodies and businesses through, for example, competitive clusters, especially in the sectors included in this study. Governments in the region need to make use of and institutionalise existing networks of local and international firms, as well as academic research and civil society networks, to ensure that competitiveness is not only maintained but enhanced. Attempts have been made to develop partnerships between universities and business associations in some Western Balkan economies, but efforts to institutionalise competitive clusters at the regional level to compete with other European markets remain limited.


Summary of recommendations and implications

To compete effectively, the Western Balkans needs to exploit both short-term cost advantages and the region’s proximity to EU markets. At the same time, there is a need to invest continuously in value-added services and innovation to respond to customer demand and sustain competitiveness in the longer term. However, strategies and specific policy barriers differ from one sector to another, and especially between manufacturing and services. This report highlights the sector specific strategies and policy barriers to be addressed at the national and regional level.

To increase the attractiveness for foreign investors of the sectors analysed in this study, policy makers should act on the following:

Apparel manufacturing: Raise awareness about all opportunities to move up the value chain and improve access to finance by enhancing demand capabilities (i.e. improving the accounting standards and marketing capabilities of apparel manufacturing companies) and supply capabilities (i.e. raising awareness of all types of financing available both internationally and locally). This will be particularly important for economies like Albania, Bosnia and Herzegovina, The former Yugoslav Republic of Macedonia and Serbia that have a strong export potential. The involvement of both banking and apparel manufacturing associations and of clusters, as well as regulators, will be essential to drive reforms and change;

Automotive components: Develop regional suppliers by developing collaborative capabilities through linkage programmes and addressing information gaps. This will be key for economies like Bosnia and Herzegovina, The former Yugoslav Republic of Macedonia and Serbia, but also for those like Croatia that are focusing more on high-end products. Here, the involvement of Investment Promotion Agencies and automotive associations will be essential;

Business process and technology outsourcing: Address human capital gaps by enhancing the private sector’s engagement and contribution to skills development. Specific actions should target tertiary education as well as on-the-job education. A large panel of policy levers are recommended, depending on which of the Western Balkan economies is being considered. These levers include the involvement of the private sector through course sponsorship, internships and specialised private education, as well as linkage programmes and tax relief on investments in training. The BPTO sector has the potential to grow further in all of the Western Balkan economies, particularly those with significant cost advantages like Albania and Kosovo under UNSCR 1244, but also in Croatia, which has higher labour costs but strong opportunities to offer high-level value-added services. Sector associations and clusters, ministries of education and labour, and private universities would be key stakeholders.

During the second phase of the project, action plans will be implemented in co-operation with the beneficiary Western Balkan economies concerning specific recommendations in the regional investment strategy.

In the medium to longer term – that is, beyond the lifetime and scope of this project – the findings of the analysis show that making competitiveness sustainable at both the national and regional level is critical. This means the future focus of support needs to be on developing dedicated stable institutions, mechanisms and processes, through which the region will be empowered to move the process of increasing regional competitiveness forward. Sustainability in the longer term is based on three self-reinforcing pillars:


Proposed key pillars to support sustainable competitiveness in the Western Balkans
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Sector specific policy reforms and institutional developments are required in order to develop a systematic approach to removing policy barriers to investment and trade in key sectors. The expected outcome is the enabling of targeted sectors to compete more effectively at the regional, European and global levels in the longer term.

Human capital development is essential to establish the mechanisms required to match the supply of skills with market demand and to enhance overall skills in the region. Specific objectives include reducing skills gaps, allowing more flexible hiring by firms, and ensuring the relevance of human capital policy through effective institutionalised and consultative mechanisms.

Finally, regional competitive clusters are needed in order to develop a systematic regional approach that will generate innovative projects through partnerships between local and international firms, universities and civil society. Specific objectives would include improving the level of innovation by focusing research and development efforts; enhancing knowledge transfer; and developing policies to organise and deliver government services more efficiently. Clusters can provide an organisational framework for delivering government services that are better tailored to industry demand.

A final recommendation of this report to governments in the Western Balkan region is to consider the joint development of a Regional Competitiveness Initiative based on these three pillars.





PART I

Approach and Methodology


1. Sector identification: the Sector Prioritisation Framework (SPF)

The identification of the sectors covered by the project “Defining and Strengthening Sector Specific Sources of Competitiveness” (the SSSC project) was carried out based on the Sector Prioritisation Framework (SPF) methodology. This approach is based on a three-step process involving stakeholder consultation; data collection and quantitative analysis; and validation of results with key stakeholders (Figure 1).


Figure 0.1. Sector Prioritisation Framework
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1.1. Phase 1: Stakeholder consultation

Investment Promotion Agencies were asked to provide a list of sectors that they actively promote in their countries. The list of sectors collected was then cross-checked against investment strategies and information available in government reports and on websites. Using the list of priority sectors throughout the Western Balkans, an initial short list of sectors to consider for the analysis was created.

Suggestions and comments concerning the selection of sectors and the methodology were elicited from other organisations, including the World Bank/FIAS Invest in the Western Balkans programme (IIWB), the European Bank for Reconstruction and Development (EBRD) and the Vienna Institute for International Economic Studies (wiiw).




1.2. Phase 2: Data collection and quantitative analysis

After consultation with government representatives, international organisations and regional and industry experts, the OECD performed a quantitative analysis of the current situation and growth potential of several sectors in the Western Balkans. This evaluation allows sectors to be positioned relative to each other in two main dimensions: market attractiveness (which incorporates the competitive advantage and potential growth of a sector in a country) and country benefits.

These two dimensions are broken down into a number of variables



	
Market attractiveness: market growth of the sector; share of the sector’s value-added in total value-added; compound annual growth rate (CAGR) of value-added over a number of years; share of the sector’s exports in total exports; trade balance of the sector; share of the number of firms active in the sector in the total number of firms present in the country; CAGR of the number of firms active in the sector over a number of years.

	
Country benefits: share of the sector’s FDI stock in total FDI stock; CAGR of FDI stock in the sector over a number of years; share of employment in the sector in total employment; CAGR of employment in the sector in total employment; innovation.



The SPF covers 23 sectors.1 To facilitate data collection, the SPF sectors correspond to the NACE classification of economic activities.2

Data was collected from the following sources: national offices of statistics (value-added, number of firms, employment); UNIDO (exports and trade balance); National Central Banks and the Vienna Institute for International Economics (FDI flows and stocks); and the EU Innovation Scoreboard (innovation).

Both dimensions were scored on a scale of 0 (low benefits or attractiveness) to 100 (high benefits or attractiveness). To determine the score, each variable within the dimension was allocated a weight, based on a correlation with FDI inflows at industry level, and validated through a comprehensive literature review. The outcome of the analysis and the resulting weights can be found in Annex 1.

The framework is based on the principle that the sectors in each of four quadrants require different investment promotion strategies (Figure 2).

Sustaining competitiveness is required if both country benefits and market attractiveness are high (e.g. in the automotive components, business process outsourcing, and information and communication technology sectors in most of the Western Balkan economies). To sustain their competitiveness, it is essential for these sectors to move up the value chain, as highlighted in the analysis:

“Defending” is required if country benefits are high but relative market attractiveness is low (e.g. in the case of historical manufacturing sectors in some of the region’s economies). For sectors in this quadrant, the objective is to maintain market share;

“Leveraging” of existing market attractiveness is required in order to improve country benefits (e.g. in the textile sector in most of the region’s economies)



Figure 0.2. SPF quantitative analysis output for the Western Balkans region
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“Re-evaluating” a sector is required if both dimensions are low.

The purpose of the SPF is less to prioritise sectors than to adapt strategies relevant to each sector’s situation. Based on that approach, sector specific investment promotion strategies were developed. These strategies are outlined in this report.




1.3. Phase 3: Validation of results with stakeholders

Combining the short list of priority sectors identified by Investment Promotion Agencies and regional and industry experts with the results of data collection and quantitative analysis, four sectors were identified for potential focus:



	Apparel manufacturing.

	Automotive components manufacturing.

	Business process outsourcing (BPO).

	Information and communication technology (ICT).



Given the close links between BPO and ICT sector drivers, in this report the results of the analysis for those two sectors have been merged into one chapter on business process and technology outsourcing (BPTO).

The choice of sectors was presented to the Investment Compact South East Europe Investment Committee (SEE IC) in November 2007, together with the Country Economic Team Leaders and representatives of donor countries and the European Commission, the Stability Pact, the IIWB and the Business Advisory Committee (BAC). Further validation of the appropriateness of the choice of sectors was given by IPA representatives at the OECD Investment Compact Investment Promotion Working Group which met in April 2008.






2. Primary research

The analysis of the competitiveness of these four sectors in the Western Balkans was conducted through three main activities: i) a survey of investors and local suppliers in these sectors in the Western Balkans; ii) a series of country missions to verify the results of the survey and discuss in more detail the particular barriers faced by those firms; and iii) validation of the survey and country mission results with IPA representatives and other stakeholders.


2.1. The Regional Capability Survey (RCS)

The OECD Regional Capability Survey (RCS) focuses on sector specific business and policy constraints experienced in the Western Balkans. It includes both a quantitative and qualitative methodology. The RCS specifically aims at capturing data that



	Examines companies’ general operational activities.

	Determines perceptions of obstacles to business growth.

	Allows calculating productivity.

	Analyses sector specific issues.

	Establishes firms’ perceptions of key success factors.



The qualitative survey includes two types of data collection methodologies: focus groups, and in-depth interviews during company visits. The qualitative survey was carried out by the OECD using a sample of five to six companies per sector per economy.

The quantitative survey questionnaire was elaborated by the OECD and implemented in the region by Prism Research (www.prismresearch.ba). To secure maximum participation in the survey and ensure data quality, the data has been kept confidential.

The sectors surveyed were apparel manufacturing; automotive components; and business process outsourcing (BPO) and information and communication technology (ICT) (specifically, firms engaged in back office functions, call centre activities and software development).

The survey was carried out in Albania, Bosnia and Herzegovina, Croatia, Kosovo under UNSCR 1244, The former Yugoslav Republic of Macedonia, Montenegro and Serbia. The survey was typically completed by firms’ directors, accountants and human resource managers.


2.1.1. Structure of the survey

The RCS questionnaire was organised into five parts.



	
Part I: General information asks firms general questions about their business activities, size, ownership and exports.

	
Part II: Business environment examines firms’ perceptions of the business constraints affecting growth in their sector. The first set of questions is based on similar questions found in the EBRD-World Bank Enterprise Surveys to enable benchmarking.3 The second set of questions asks the Western Balkan economies to rank policy dimensions according to the OECD Investment Reform Index methodology.4


	
Part III: Company operations and skills gap analysis is different for manufacturing industries (apparel manufacturing, automotive components) and services industries (BPO and ICT):

	For manufacturing industries, Part III asks a series of questions to gather more in-depth data on sales, labour costs, etc. for the purpose of calculating productivity and providing information for a financial scenario for apparel and automotive component firms, in order to determine the impact of various policy levers on profitability;

	For services industries, Part III establishes the extent of skills gaps in BPO and ICT through a series of questions on the mismatch between the types of skills demanded and the availability of those skills in the current workforce.





	
Part IV: Competitiveness examines issues that are sector specific, including the implementation of technology relevant to the sector and methods of marketing.

	
Part V: Customer requirements and key challenges looks at companies’ perceptions of their clients’ demands (e.g. for expertise in BPO) and the key success factors for surviving in their respective sectors (e.g. the introduction of demand forecasting software in textile and apparel manufacturing firms).



The survey consisted of between 29 and 38 questions, depending on the sector (Table 0.1).


Table 0.1. Number of questions per survey questionnaire







	Sector
	Number of questions



	Apparel manufacturing
	34



	Automotive components
	38



	BPTO Back office functions
	29




	Call centers
	33



	Software development
	32









2.1.2. Timeline


The survey was conducted in three phases:

Phase I: Prism Research compiled a list of companies in the four sectors, using available company registers and existing databases in the region;

Phase II: This phase included a pilot sampling of three to seven firms in each sector. The purpose of the pilot was to test the feasibility of the questions and the way they were asked. After the pilot study was completed, the results obtained and feedback from firms were used to finalise the questionnaires;

Phase III: This phase involved a full launch of the survey that had been finalised using the results of the pilot survey.



Throughout the implementation period of the survey, the OECD project team conducted focus groups and individual company visits in all of the Western Balkan economies. This exercise was performed to validate the survey results. Focus groups were organised within Chambers of Economy, business clusters and sectoral trade associations for all four sectors in each Western Balkan economy. With the aim of obtaining additional first-hand information, the OECD team visited five to ten companies per sector per economy and conducted interviews with company owners, directors, financial officers, plant managers and plant supervisors.

The combination of quantitative data collection and analysis, focus groups and individual company interviews allowed the OECD to build up a solid understanding of the key success factors, challenges and policy barriers faced by firms in the four sectors covered by the study, at the regional level and at the level of individual Western Balkan economies.




2.1.3. Sampling

The RCS covers a sector specific sampling of firms in the region. It actually consists of four separate surveys, and the sample includes large, medium and small companies. Where only a limited number of companies were surveyed in one of the Western Balkan economies, this reflects the lack of development of that sector in that economy (e.g. automotive components in Albania) (Table 0.2). The survey responses have only been taken from a limited sample. Therefore, the findings should be considered indicative rather than comprehensive. However, the data and information that was obtained from the survey are at a quality level that can generally lead to meaningful and relevant conclusions.


Table 0.2. Number of companies surveyed
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Source: OECD RCS (2008).









2.2. Country missions

After the survey results were collected and analysed by the OECD, a series of country missions were conducted with the dual aims of i) validating and augmenting the information obtained through the survey; and ii) carrying out consultations with the public and private sectors on the results of sectoral research. All seven of the Western Balkan economies were visited. Firms in each of the four sectors were interviewed, and governments and industry associations were consulted (including Chambers of Economy, trade associations and business clusters).

The general conclusions from the country missions and consultations with representatives of the private...
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