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FOREWORD

Foreword

Foreign direct investment (FDI) can have a positive impact on the growth and development
of the recipient economies. In addition to the direct benefit from the injection of new capital
into the economy, FDI can also be a source of technology and know-how that can boost
the competitiveness of local firms and support their integration into global value chains.
Policies aimed at attracting FDI are therefore of crucial relevance for the Western Balkans
economies, that have traditionally underperformed in comparison to Central and Eastern
Europe during the 1990s, in terms of investment attraction, export promotion and economic
growth.

The OECD South East Europe (SEE) Regional Programme supports countries in the region
to foster sustainable growth, investment and employment through reforms in favour of
competitiveness and private sector development. Among the wide range of investment
attraction policies, special economic zones (SEZs) currently play an important role in
attracting foreign investors, who can benefit from a wide array of fiscal and regulatory
exemptions and facilitations within SEZs’ borders. Over the last decade, the economies
covered by this study (Albania, Bosnia and Herzegovina, the Former Yugoslav Republic of
Macedonia, Kosovo, Montenegro and Serbia) have adopted specific laws establishing SEZs,
and their number in the region has grown significantly in recent years.

This report is, to the authors’ knowledge, the first attempt to systematically collect in one
place the different experiences of these six economies, the specific details of the special
economic zones in each of them and how they are being used, in an attempt to answer two
basic questions: i) what are the incentives offered in the special economic zones across the
Western Balkans?; ii) And what impact have these zones had on FDI levels in the region, and
more broadly on the economies under scrutiny?

The report provides a base for future research on the subject that will need to analyse
whether SEZs do work as effective and optimal tools for attracting investment into the
Western Balkans and contribute to sustainable growth. It also considers the implications
of the WB economies’ approaching membership of the European Union and the need to
eventually harmonise their competition policies, including SEZ strategies, with the Treaty
on the Functioning of the European Union.

*This designation is without prejudice to positions on status, and is in line with United Nations Security
Council Resolution 1244/99 and the Advisory Opinion of the International Court of Justice on Kosovo’s
declaration of independence. Hereafter referred to as Kosovo.
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EXECUTIVE SUMMARY

Executive summary

Special economic zones (SEZs) have become a widely used instrument for attracting
investmenttothe Western Balkan (WB)region,and theirinfluence has grown considerably
in the post-crisis period. The number of zones has quadrupled over the past eight years
as some economies expanded their existing zone networks and others created them for
the first time. Zones and their accompanying incentives have also become one of the
critical drivers in the intensifying regional competition for foreign direct investment
(FDI). The aim of this report is to take a closer look at the main features and trends in the
development of zones in the WB region and to raise key questions for further analysis
and monitoring on this important topic.

SEZs have developed as part of wider investment strategies aimed at boosting
manufacturing investment in the embattled WB economies, which have struggled for
decades to reverse the post-transition deindustrialisation and create the foundations for
sustainable economic growth. The primary goal of the zones is to attract investment,
particularly export-oriented FDI, and create jobs, by providing various fiscal and non-
fiscal incentives for zone investors. As a result, across the Western Balkans, zone
networks are generally located in strategic investment locations near major cities,
transport corridors and national borders. They also tend to be located near industrial
centres from the pre-transition period, where they can have access to a sizable workforce
with the required technical skills.

Otherwise, zone networks vary considerably in terms of their ownership,
management, and the incentives they offer to investors:

- SEZs range from predominantly state-owned and centrally-run in the Former
Yugoslav Republic of Macedonia, to decentralised public-private partnerships in
Serbia, fully privately owned zones in Bosnia and Herzegovina and Montenegro, and a
combination of the two in Albania and Kosovo.

- On the incentive side, the Former Yugoslav Republic of Macedonia offers the
widest range of tax- and non-tax incentives to its zone investors, including subsidies,
favourable lending conditions, state guarantees and tax relief. In Serbia and Bosnia and
Herzegovina, the incentives are largely cash-flow based incentives such as customs and
value-added tax (VAT) exemptions, although Serbia, too, offers investors considerable
labour subsidies both inside and outside of the zones.

Even though all the WB economies have EU-imposed limits on the amount of state
aid they can provide to enterprises, they are less restricted than EU member states
on the type of aid they can grant, which may give them advantages in attracting FDI
compared to regional EU peers, at least over the short run. Question marks remain,
though, over their relative impact compared with other attraction factors —-such as
physical and human capital- whose development depends on tax bases which can be
eroded by incentive schemes.

Evidence from the Former Yugoslav Republic of Macedonia and Serbia, which have
the largest networks of active SEZs, suggests that zones are contributing significantly to
the recovery of manufacturing FDI. Over the past five years, cumulative zone investment
accounted for about 45% of total manufacturing FDI in the Former Yugoslav Republic of
Macedonia and around 80% in Serbia, the latter dominated by the sizable Fiat-Chrysler
investment in a car manufacturing plant in 2012. As in Central and Eastern Europe in the
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early 1990s, it is the automotive sector that is leading the revival of manufacturing FDI
in the WB SEZs. Over 90% of zone investment has been in labour-intensive automotive
manufacturing ranging from manufacturing small automotive parts to the assembly of
final vehicles. Automotive manufacturers are attracted by the region’s strong industrial
past, cheap skilled labour, and proximity to the EU market, in addition to the zones’ very
attractive incentives for export-oriented manufacturers, which reduce the cost of doing
business in these economies.

Since their establishment, SEZs in the WB region have attracted almost 400 foreign
companies and a cumulative investment of over EUR 2.5 billion. Companies active in
the special economic zones have generated more than 22 000 jobs in Serbia, 6 800 in
the Former Yugoslav Republic of Macedonia and about 1 700 in Bosnia and Herzegovina
thus far. Even though zone investments are relatively recent (most less than a decade
old), some preliminary anecdotal evidence suggests that the zones have had a number
of positive spill-overs in education, training and infrastructure. On the other hand, they
have so far had a limited impact on the transfer of technology to domestic producers
and the integration of local suppliers into the business operations of foreign investors.

In light of their growing importance as a policy instrument, the zones warrant a
closer and more critical inspection. This kind of analysis is beyond the scope of this
study, but the report does raise some critical questions for further examination. Most
importantly, the report:

- Highlights the significance of conducting a more thorough assessment of the impact
and effectiveness of the zones in attracting sustainable FDI that can not only bring
jobs but can spur on structural transformation of the economy through backward
linkages and technological transfer;

» Notes the need to weigh the economic benefits of SEZs against the considerable
(notably fiscal) costs entailed in the development and maintenance of the zones and
their incentives; and

« Calls for a platform for regional dialogue on SEZs in light of the considerable negative
consequences that can arise from a potential incentive race to the bottom.

TRACKING SPECIAL ECONOMIC ZONES IN THE WESTERN BALKANS © OECD 2017



Chapter 1

Introduction to special economic zones
in the Western Balkans

This chapter introduces the concept of special economic zones and their key features
for audiences that may not be familiar with this policy instrument. Section one focuses
on the classification of SEZs based on development objectives, location and types of
activities entailed. Section two describes the key locational features of SEZs and how
they vary based on development objectives, and then goes on to explain the different
types of management and ownership modalities that SEZs can take. Last but not
least, the chapter introduces the zones in the Western Balkan context and the main
motivations for the writing of this report.

TRACKING SPECIAL ECONOMIC ZONES IN THE WESTERN BALKANS © OECD 2017
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1. INTRODUCTION TO SPECIAL ECONOMIC ZONES IN THE WESTERN BALKANS

1.1. Special economic zones: Definition and typology

Special economic zones (also referred to as free zones) represent designated
geographical areas within an economy, where business activity is subject to different
rules from those prevailing in the rest of the economy. Those rules can pertain to
investment conditions, trade, customs and taxes, etc. (Farole, 2011a).

Zones can be established with different policy goals. The most common objective
around the world is to attract foreign direct investment (FDI), as a means of boosting
exports, links to global value chains (GVCs) and/or structural transformation of the
economy. In countries suffering from high levels of unemployment, zones have been used
to boost job creation by attracting investment in highly labour-intensive industries (for
example in the Dominican Republic and Tunisia). Last but not least, zones have also been
created to support wider economic reforms such as export diversification and upgrading
(for example in the People’s Republic of China, Korea and Chinese Taipei) as well as to
serve as laboratories for experimentation with new policies and approaches that could,
if the outcomes are satisfactory, be scaled up to the entire economy (for example in the
People’s Republic of China) (FIAS, 2008).

There is no single and universally accepted classification of special economic zones, but
the commonest approaches group them according to key factors such as their development
objectives, their location and the types of activities they house. This report uses the World
Bank’s classification (Table 1.1), which defines six different types of zones ranging from
free trade zones, which focus largely on trade facilitation, to export-processing zones (EPZs)
which seek to boost exports, and enterprise zones, targeting broader regional development
(FIAS, 2008).

Table 1.1 General classification of zone typologies!

Type Development
of zone objective Description Markets
Free trade Supporting Also known as commercial free zones, these are clearly delimited areas Domestic,
zone trade (fenced-in, duty-free), offering warehousing, storage and other services aimed re-export
at boosting import-export.
Export Export and Industrial clusters offering incentives and facilitation of manufacturing and other Mostly export
processing  manufacturing  activities prevalently export-oriented.
zones (EPZs)
Hybrid EPZs Export and Sub-divided zones with one part open to all industries regardless of their export Export and
manufacturing  orientation, and another specifically designed for export-oriented firms. domestic market
Freeport Integrated Large territories accommodating all types of activities, providing broad incentives Domestic,
development and benefits. Can also include residents on the site. internal and
export markets
Enterprise Urban Aimed at revitalising distressed urban and rural areas, enterprise zones mostly Domestic
zones revitalisation flourish in developed countries and are characterised by the provision of tax
incentives and financial grants.
Single Export Incentives are provided to a specific enterprise, rather than to a geographic location. Export market

factory EPZ  manufacturing

Note: This report does not cover industrial and technology parks because SEZs under our definition require
provision of a specific regulatory framework and/or incentives regime restricted to the enterprises operating on
the pre-defined zone territory.

Source: Derived from FIAS (2008), Special Economic Zones: Performance, Lessons Learned, and Implications for Zone
Development, World Bank.

1.2 SEZ location, ownership and management

14

The location of zones varies depending on the purpose for which they were created.
Zones intended to attract investment and foster industrial activity in a particular
geographical region tend to be located near major transport corridors (including ports
and airports), large cities, near universities or relevant vocational schools, or in locations
of former or existing industrial activity. However, if the primary role of the zones is to
foster economic activity in underdeveloped regions of the economy, then they might be
sited in more remote and less well connected areas. In those cases, the zones will be part
of a broader regional development agenda that is generally accompanied by investments
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1. INTRODUCTION TO SPECIAL ECONOMIC ZONES IN THE WESTERN BALKANS

in additional infrastructure, the establishment of relevant educational and training
programmes and so on.

Zones can have different forms of ownership. In publicly owned and operated zones,
the government takes on the role of developer, operator and regulator of the zones,
whereas in privately owned zones, companies develop, manage and operate the zones
under the government’s regulatory oversight. Zones can also operate as public-private
partnerships (PPPs), whereby the government takes part in the zone development
and operation in order to encourage private sector participation in this project.
This government support can take the form of initial zone development, which the
government then leases or contracts out to private operators to manage the provision of
on- and off-site infrastructure (such as utilities or connection roads) or the provision of
additional services such as establishing zone-specific customs terminals (FIAS, 2008).

For publicly owned zones, the level of centralisation of ownership and management
can also vary. In a centralised system, a designated central government agency has the
sole mandate and responsibility for developing and managing all the economic zones
in that economy. In a decentralised system, local government authorities are given the
responsibility for zone development and management, in the hope that they will be more
familiar with local market conditions and can perhaps react more quickly and accurately
to the needs of zone investors (Farole and Kweka, 2011). However, even in decentralised
systems, a central government body (zone administrator) is in place to co-ordinate zone
activities (such as investment promotion), facilitate central government services (such
as licensing, land use, utilities provision etc.), co-ordinate with other government bodies
(such as customs and tax administration) and monitor regulatory compliance, including
EU state aid rules.

1.3. Types of Incentives for SEZs

One of the critical features distinguishing SEZs from the rest of the economy is
the distinct incentives they offer to companies operating in the zone territory. These
incentives are generally grouped into two broad categories: tax and non-tax incentives
(Table 1.2).

Tax incentives are attractive for investors because they reduce their tax liabilities.
These incentives can take a number of forms, including tax holidays, which exempt
investors from paying corporate income or other taxes, and capital cost allowances,
whereby investors receive benefits related to their capital investments (see Table 1.2.
for more detail). The tax incentives are usually extended with a sunset provision that
defines an expiry date for the specified incentives. Ideally these sunset clauses should
be strictly adhered to in order to ensure that investors do not have unlimited access to
preferential treatment under the zones. If they are re-negotiated, this is clearly justified
and in line with contingencies specified under the sunset clause; the continuation of
such incentives is usually conditional on the positive evaluation of past effects (Owens,
2005).

Non-tax incentives can be quite wide-ranging from streamlined administrative
procedures, such as one-stop shops for government services and fast-track customs
procedures, to the provision of infrastructure, or simplified legal and regulatory
requirements. These additional services can be just as important as tax incentives in
attracting investment into a zone, but their impact depends on the circumstances and the
types of tax incentives on offer: different types of zone (and thus, the kind of incentives
provided) are more suitable for some countries than others, mainly due to each country’s
overall socio-economic context and its stage of development (Farole, 2011b).

In countries with limited appeal for foreign investors it has been argued that zones
are able to largely neutralise the effects of an otherwise adverse investment climate
by providing better facilities, additional services and best practice policies (FIAS, 2008).
Indeed, faster administrative procedures in zones may act as a pull factor in countries
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where such procedures are lengthy and costly. Similarly, the additional infrastructure
providedin the zone (ranging from high-speed telecommunications and Internet services
to medical and day care facilities) may also give zones a relative advantage, particularly
in countries where investors regularly face infrastructure-related obstacles (such as
periodic black outs, overall low Internet connection speeds or absence of broadband
connection, etc.). The same can be argued for countries with cumbersome and drawn
out customs procedures, where the existence of an ad hoc customs terminal (and the
streamlining and speeding up of procedures this entails) may act as a useful draw for
companies.

Table 1.2 Types of incentives in special economic zones

Tax and other financial incentives

1. Corporate tax incentives

Tax holidays exempt firms from corporate income tax, and possibly other taxes, for a specified number of years. Tax holidays can be relatively simple
to administer and benefit the affected companies in the short run, as they have the option to terminate the relevant business activities at the end of the
tax holiday. On the other hand, tax holidays may be problematic particularly if they target sectors or activities, raising the question of the treatment of
firms already engaged in that sector or activity or in other sectors or activities that do not qualify. Tax holidays are generally least attractive to firms
in sectors that require long-term capital commitments and that cannot realise immediate profits (OECD, 2001: p.26).

Targeted (or broad based) reductions in the statutory corporate income tax rate reduce the amount of tax the economy (or zone, if done in the
context of a zone) levies on targeted (or broadly defined) taxable profits. This measure is relatively simple to administer and revenue losses are more
transparent. As with tax holidays, targeting such measures at income from a subset of activities or investors can be problematic as it can cause tax
avoidance and revenue leakage. Statutory corporate tax reduction invites tax avoidance through high-tax enterprises shifting profits to low-tax ones
via transfer pricing (intra-country and international) (OECD, 2001: p.26).

Capital cost allowances include 1) accelerated and enhanced write-offs for qualifying capital costs; and 2) general or targeted investment tax credits.
Accelerated write-offs lower the amount of taxable profits, while investment tax credits provide a straight reduction to the amount of corporate tax
otherwise payable. In the case of the former, a specific percentage is deducted directly from taxable income; therefore it also depends on the value of
the corporate income tax rate. On the other hand, the value of the corporate tax does have an impact on the value of the investment tax credit (OECD,
2001: p.27). The advantage of the capital cost allowances is that the revenue cost is directly related to the amount of the investment, so there is no
need for minimum eligibility thresholds. Capital cost allowances tend to favour capital-intensive investment and may be less favourable towards
employment creation than tax holidays (Eason and Zolt, 2002: p. 20).

Financing incentives such as dividend withholding tax rate reductions and imputation relief, provide an offset to corporate tax on distributed profit.
In certain cases they may lower the discount rate applied by foreign investors to after-tax cash flows from FDI. The impact of such an investment will
depend on the sources of financing. For example, dividend withholding tax rate reductions will lower the cost of funds if new shares are a marginal
source of financing (OECD, 2001: p.28).

2. Custom duties exemptions

Customs duties are taxes collected on imports of raw materials, components and capital goods (and sometimes on exports) by the customs
authorities. They are based on the value of goods (ad valorem duty) or on the weight, dimensions or other criteria of the items.

Exemptions on customs duties for capital goods can be particularly relevant for investors, as the taxes collected on capital goods cannot be as easily
recovered as those on raw materials and components, so they can substantially raise the initial cost of investment. According to the Easson and
Zolt (2002: p.23), “many investors consider this type of incentives to be the most valuable type of investment incentive”. Furthermore, this type of
incentive is independent of profitability (“up-front benefit”) which means investors receive an immediate saving (Easson, 2004).

The drawback to incentives of this type is that they encourage imports over local sourcing. Some countries, such as the Czech Republic, Pakistan
and Taiwan stipulate that the exemption applies only to goods that are not available locally. There is also a risk that goods imported free of duty
will subsequently be sold on the domestic market, rather than being used for production purposes. In such cases, readily saleable products such
as automobiles should be excluded from any exemptions (Easson, 2004). According to Easson and Zolt (2002), granting such an exemption on a
selective basis can be in violation of international trade rules.

3. Value-added tax refunds

A value-added tax (VAT) is a consumption tax that can be introduced at any stage in production or final sale when value is added to the product.
In many specific cases, VAT can be claimed back by the tax-payer on a later stage. Most countries that grant custom duty exemptions also exempt
investors from import VAT on the same items. While such exemptions are costless, they generally do not constitute a major benefit to the importer,
apart from cash-flow benefits (Easson, 2004).

4. Property tax exemption/reduction

A property tax is a tax applied to real estate property, and is usually collected by local or municipal administrations. The advantage of property tax
exemptions or reductions is that their costs are fully predictable, while normally being limited in duration. Property tax incentives generally fall under
regional development policies and are often granted by the same local government authorities that assess them in the first place (Easson and Zolt,
2002: p. 23).

5. Personal income tax and social security reductions

Some economies use reductions in personal income taxes and social security contributions as an incentive to invest in regions of high unemployment.
Theirimpact is likely to be moderate if personal taxes and social security contributions constitute a large part of the cost of employment. Nevertheless,
they are relatively easy to administer. While such incentives add to the overall perception of a favourable investment environment, they are not very
likely to play an important role for investors (Easson and Zolt, 2002: p. 23).

6. Subsidies

Subsidies can include indirect subsidies, like special grants for education and training and direct subsidies like the supply of water and electricity
below markets rates (OECD, 2006: p.17).
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Table 1.2 Types of incentives in special economic zones (cont.)

Non tax incentives

1. Streamlined administrative services

Such services include provision of a single window or one-stop shop for government services, fast-track customs services, simplified license
procedures, and, potentially, dedicated legal frameworks and courts (OECD, 2006: p.17).

2. Relaxed legal and regulatory requirement

In some cases, zones can relax legal and regulatory requirements, including those concerning foreign ownership, labour and environmental laws

and regulations, foreign exchange regimes, rules on the lease and purchase of land, most favoured nations status, and land lease under preferential
terms (OECD, 2006: p. 17).

3. Export promotion services

Export promotion services include business advice, sales and marketing support, finance, and export credit services (OECD, 2006, p. 17).

4. Infrastructure

While the offsite infrastructure, such as roads, railroads, airport and seaports and access to energy, is highly relevant, the economic zones normally
have more influence on the on-site infrastructure, which include training facilities, common bonded warehouse facilities, business services facilities,
on-site banking facilities, on-site customs clearance and trade logistics facilities, high-speed telecommunications and internet services, and more
(FIAS, 2006: p.17).

Such on-site infrastructure is often part of more general regional development policies and resources for it can often be granted by local, rather
than central, government authorities.

1.4. SEZs in the Western Balkan context

The six Western Balkan (WB) economies, which this report focuses on - Albania,
Bosnia and Herzegovina, Kosovo the Former Yugoslav Republic of Macedonia,
Montenegro and Serbia - have developed a large network of zones that now spans all
six economies and encompasses an area of more than 3 000 hectares. The rapid rise and
expansion of the zones came in the wake of a post-crisis slump which prompted the
re-orientation of the economies toward more export-driven growth models fuelled by
investment, particularly FDI. The zones were therefore designed with the primary aim
of attracting FDI, particularly in the manufacturing sector, boosting job creation and
fostering structural transformation into higher valued added, largely manufacturing,
activities.

The Former Yugoslav Republic of Macedonia and Serbia pioneered this policy
instrument in the region in the post-crisis period, and their success in attracting
significant new manufacturing investment in the zones has not only prompted the
expansion of the existing zone network but also the establishment of new zones.?
Albania and Kosovo, for example, have recently introduced new zone legislation and are
now in the process of establishing economic zones on their territories. As a result, the
number of zones has almost doubled over the past four years, from 24 in 2012 to 39 in
2016 (Figure 1.1).

This growing interest in the special economic zones warrants a closer and more
critical look at this policy instrument in the region. Are the zones effective at boosting
FDI and growth? Is this investment sustainable? How does the positive impact from
the zones measure up against the cost of sustaining them? And could the intensifying
regional competition for FDI potentially lead to a detrimental race to the bottom for all
the regional economies?

One of the key goals of this report is to prompt more thinking and discussion
on these topics at a regional level. It attempts to start this discussion by providing a
detailed overview of the current situation with special economic zones in the region,
and then, outlining key questions for further study and examination in order to inform
investment-related policy making in the region.
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Figure 1.1 The expansion of zones in the Western Balkans, 2006-2015
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This report consists of the following further chapters:

Chapter 2 sheds light on the general investment climate in the Western Balkans
and the role that zones play in this context. It provides an overview of the investment
landscape in the post-transition period and explains the difficulties Western Balkan
economies have faced in attracting FDI. It then goes on to review key investment climate
and competitiveness indicators and sheds light on the general competitive position of
the Western Balkan economies that is driving FDI inflows inside the zones today.

Chapter 3 looks more closely into the current economic zone network in the Western
Balkans, their location, size, development objectives, eligibility criteria and market-
orientation. It also looks at the management structure, ownership and regulatory
oversight of the zones in each economy.

Chapter 4 provides a detailed overview of the fiscal and non-fiscal incentives that
the zones in each economy provide. It, therefore, covers not only the incentives that
directly affect the cash-flow of enterprises in the zone but also the numerous services
the zones offer, which indirectly affect the enterprises’ bottom line.

Chapter 5 looks at the economic impact of the zones and main spillover effects that
have been noted so far, including their contribution to investment, manufacturing and
exports, as well as evidence of technology transfer, skill development and backward and
forward linkages with the local economy.

Chapter 6 looks into key topics requiring further research which can shed light on
the impact of the zones in each economy.

The Conclusion summarises the key messages of the report.
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Chapter 2

Investment context
of the Western Balkan economies

This chapter provides the historic background and investment context behind the
development of special economic zones (SEZs) in the WB region. It consists of two
sections. The first looks at the evolution of investment in the Western Balkan region
since the early 1990s, explaining the challenges that the WB economies faced in
attracting FDI, particularly in the manufacturing sector in comparison with peers in
Central Europe and the Baltics (CEB). This section focuses on the automotive industry,
which was one of the key drivers of manufacturing FDI inflows especially in Central
Europe throughout the 1990s and early 2000s and is now shaping FDI in the WB
region. It also explains how the CEB economies used economic zones and incentives to
attract FDI in the early 1990s.

The second section provides a brief overview of the current investment climate in the
Western Balkans in order to shed light on the policy environment in which the economic
zones are operating or being introduced. The zones have become an important vehicle
for attracting investment in this region also due to the fact that they remove important
obstacles that still persist in the rest of the economy. So before the report delves into
mapping out and describing the different zones, it is important to highlight the main
drivers of investment in the region and the constraints to investment that zones are
trying to resolve.
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2.1 Significance of historic context

Despite having opened up their economies to trade and investment in the late 1990s
and early 2000s, the Western Balkan economies have struggled to attract investment
during the past twenty years of economic transition. In comparison to regional peers
from CEB, the WB economies have received considerably lower cumulative capital
inflows as well as lower foreign direct investment (FDI).> This investment gap was
particularly pronounced for manufacturing FDI throughout the 1990s and early 2000s
and this chapter will explain in more detail what can account for these trends.

Understanding the historical investment context of the region serves two important
purposes. First, the widely different investment dynamics are one of the key reasons
why the growth and convergence trajectories of the CEB and the WB regions have been
so different in the post-transition period. They explain not only why the WB economies
have only recently begun to attract notable FDI in the manufacturing sector, but also
why they pursue this investment with such intensity and through sometimes quite
aggressive incentive policies inside the special economic zones. Second, the investment
dynamics in the current WB zone networks bear close resemblance to those of the CEB
economies in the early transition period, and, therefore, many interesting parallels can
be drawn between the historical experience of the CEB region and the WB economies
today.

2.2 The evolution of investment in the post-transition period

20

It can be argued that the 1990s were critical in defining the divergent growth and
investment paths of the WB and CEB regions. In the CEB states, this period was marked
by economic growth and considerable economic restructuring accompanied by large
capital inflows, especially in the form of FDI. For the WB economies, the 1990s can best
be alost decade, as the region remained mired in a deep political and economic crisis
caused by the prolonged armed conflict that accompanied the break-up of Yugoslavia,
coupled with external embargoes and sanctions, double digit negative growth rates,
rampant inflation, highly volatile and depreciating exchange rates and non-market
oriented policies. As a result, the 1990s in the WB were accompanied by deep recession.*
Real gross domestic product (GDP) declined by 50% in Bosnia and Herzegovina and the
Federal Republic of Yugoslavia - consisting of what is today Serbia, Montenegro and
Kosovo - and by 25% in the Former Yugoslav Republic of Macedonia. The region also saw
slow progress on structural reforms and very limited domestic and foreign investment
(EBRD, 2003).

The investment gap between the CEB and WB regions was particularly pronounced
over this period. Between 1989 and 2002, the CEB countries received over EUR 150 billion
of net capital inflows while the WB received less than EUR 20 billion. The difference in
per capita terms is somewhat smaller, but the CEB region still accounted for roughly
five times as much capital intake as the WB region (Figure 2.1). In the CEB region, FDI
comprised roughly 80% of total capitalinflows, and was mainly directed at manufacturing
and general industry (40% of total FDI), followed by financial intermediation and trade.
In the WB region, meanwhile, FDI accounted for only about 50% of total capital inflows,
and went largely into trade and financial intermediation (EBRD, 2003).
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2. INVESTMENT CONTEXT OF THE WESTERN BALKAN ECONOMIES

Figure 2.1 Cumulative net capital flows, 1989-2002
(billions of USD)

I DI [ Portfolio investment Other investment, including bank loans

Transition countries CEB SEE CIS

Source: EBRD (2003), Transition Report 2003: Integration and Regional Cooperation

Most of the early manufacturing FDI receipts in the CEB region were driven by
privatisations in the electronics; food and beverages; oil, gas and mining; and automotive
sectors (EBRD 1994). As restrictions on investment into the telecommunication and
financial services sectors were lifted, these too became important sources of FDI,
especially in the second half of the decade. In the WB region during this period, FDI also
entailed the first wave of large privatisations, but most of these privatisations related to
services. Moreover, actual FDI receipts were small, not only because just a few foreign
enterprises ventured in the region at this time, but also because these privatisations
fetched very low prices due to the higher risk premiums associated with investment in
these economies at that time (EBRD, 2003; OECD, 2003a).

What explains this large discrepancy in FDI during the 1990s? A study conducted
by the European Bank for Reconstruction and Development (EBRD) in 2003 noted
that early FDI in the transition region was characterised by market- and efficiency-
seeking motives (EBRD, 2003). “Market seeking” means that firms were attracted by
the size of the market and the growth potential of the regional economies and, thus,
characterised investments in the domestically oriented service sectors such as financial
intermediation, telecommunications, retail and real estate. “Efficiency seeking” means
investments that sought to take advantage of cheaper labour, infrastructure or other
inputs, in order to achieve efficiency gains, and these largely referred to investments in
the tradable sectors, notably the automotive industry.

In both areas the CEB economies had important advantages over the WB economies.
They benefited primarily from greater political stability, particularly the lack of (nearby)
conflict and/or sanctions; higher-quality institutions due to their more aggressive
pursuit of structural reforms; and their relatively brighter prospects for EU accession.
Other important drivers of FDI in the CEB region included their low unit labour cost
(i.e. the total labour cost to real output ratio), their proximity to the EU market, and the
introduction of various incentives for FDI through special economic zones (Box 2.1).
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Box 2.1 Investment incentives and special economic zones in Central Europe
and the Baltic States

There are many interesting parallels that can be drawn between the investment policies and
patterns of the CEB economies in the 1990s and the recent developments in the Western Balkan
economies. Throughout the 1990s, CEB countries implemented sweeping structural reforms in an
effort to build fully functional market economies. These reforms varied from market liberalisation
(deregulation of prices and liberalisation of trade and financial markets) to complex institutional
restructuring in the areas of governance, competition policy, labour markets, privatisation and
enterprise restructuring.

The large influx of FDI that accompanied the market opening of the CEB economies throughout
the 1990s can be attributed in large part to this strong reform orientation and the resulting bright
prospects for EU accession. Other important drivers included their proximity and connectivity
to the EU market and their low-cost skilled labour force. The economies’ relative similarity in
these areas did not really present a challenge to the attraction of market-seeking FDI but it did
create considerable intra-regional competition for efficiency-seeking FDI, particularly in the
manufacturing sector. In light of the intensifying regional competition for FDI, the CEB countries,
much like the WB economies today, embarked on an incentive policy agenda that in most
countries included the introduction of special economic zones.

From the mid-1990s, most CEB economies began implementing various incentives to encourage
greenfield FDI, as well as to intensify cross-border mergers and acquisitions in the private sector. Such
incentives came primary in the form of tax holidays and reduced corporate income tax (CIT) rates,
but also included exemptions from customs duties, investment tax credit and allowances (Table 2.1).
Hungary was the first to grant generous tax incentives to its large investors, varying from partial
to complete corporate tax reductions, the latter if the investment was made in a less developed
region. Poland followed suit by introducing special economic zones as a place-based policy
offering additional incentives — primarily in the form of a very generous tax holiday. Enterprises
investing in the zones were exempted from paying corporate taxes for the first decade of their
establishment, and could be granted a 50% reduction in the corporate tax rate for the following
ten years (OECD, 2003b).

Table 2.1 Fiscal incentives available in transition countries (2001)

Czech Slovak
Hungary Poland Republic Republic Estonia’ Latvia Lithuania Slovenia

Tax holidays X

Partial profit exemption X X X na

Preferential CIT rate X na X2
Accelerated depreciation X na

Investment allowance X na

Reinvestment allowance na

Investment tax credit X X na X

Customs duty exemption X X na X X

Customs duty deferral na

VAT exemption

VAT deferral X

Special zones offering: na na

> customs duty exemption X X
» VAT exemption X
> tax holiday (CIT exemption) X X

> investment allowance X
> investment tax credit X

> other tax exemptions X X

Note: Table reports incentives available for new investment (ignoring "grandfathering” provisions).

1. As Estonia no longer imposes a corporate income tax (but instead a distribution tax), nor customs duties, tax incentives related
to these do not apply.

2: Partial CIT exemption conditional on investment expenditure.
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Box 2.1 Investment incentives and special economic zones in Central Europe
and the Baltic States (cont.)

Hungary and Poland’s example triggered a pattern repeated across the region: in 1997, the Czech
Republic introduced generous tax holidays to large investors and additional investor-friendly
policies. Slovak Republic also proposed a fiscal aid programme in 1998 including ten-year tax
holidays for investments over EUR 4.5 million, direct grants for job creation and training, and
generous exemptions from customs duties and special arrangements for construction material
and the import of machinery.

Investors in special economic zones were given additional incentives in most economies.
In Hungary, foreign enterprises located in special economic zones were allowed to obtain
additional tax preferences, as well as grants from the Investment Promotion Fund if the project
was primarily of a technological nature. The Czech Republic offered benefits similar to those
proposed by Hungary. In Poland, Latvia and Lithuania, only investors located in the zones were
able to benefit from tax holidays.

While the zones played an important role in attracting FDI, their specific impact varied depending
on the country in question. Poland saw a considerable boost in investment after introducing
its zone system, which is arguably why it negotiated to maintain its zone incentives even after
joining the EU. In the Czech and Slovak Republics, the introduction of general incentives at the
national level had a more important impact on FDI inflow compared to the zone-specific policies
(see Figure 2.2). For instance, in 2001 the Czech Republic used a combination of transparent and
generous incentives for large investors to attract one of the region’s most important greenfield
investments to date: the EUR 1.5 billion TPCA car assembly plant in Kolin, which has assembled
on average 300 000 cars per year for Toyota and PSA Peugeot-Citroén (EBRD, 2002).

Figure 2.2 Impact of investment incentives on FDI inflows for selected countries, net FDI inflows
(Net FDI inflows excluding privatisation revenues as a percentage of of GDP)

Czech Republic Hungary = ====== Poland — - — - Slovak Republic

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Source: EBRD Transition Report, 2001
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Box 2.1 Investment incentives and special economic zones in Central Europe
and the Baltic States (cont.)

Most of the CEB economies had to revise their incentive schemes in the run up to the EU accession
in order to comply with EU state aid rules and thus limit the distortive effects on competition and
trade within the common market that the former may have entailed. As a result, Hungary had to
change its duty-free zone regime in line with EU customs rules, and Latvia and Lithuania had to
amend some parts of their laws on SEZs. The Polish Law on SEZs remained the most problematic
case, though, mainly due to the lack of provisions on the maximum amount of state aid that could
be offered to enterprises entering the SEZs. This was seen as a direct threat to fair competition in
the common market, since it could be interpreted as a sustained form of operating (rather than
initial) aid by the Polish authorities to the enterprises that chose to settle in the SEZs (Kislowska,
2006). Upon joining the EU, Poland was able to retain the right to have special economic zones but
had to adopt the EU limits on the state aid that can be granted to SEZ enterprises.

As the Western Balkan economies begin to negotiate the relevant chapters of the EU accession
treaty, they, too, will have to ensure that all incentives and investment policies are fully compliant
with EU rules.

Sources: OECD (2003b) Tax Policy Assessment and Design in Support of Direct Investment: A Study of Countries in
South East Europe, www.OECD.org/turkey/34466352.pdf; Appel (2011), Tax Politics in Eastern Europe: Globalization,
Regional Integration, and the Democratic Compromise; EBRD (2003) Transition Report 2003: Integration and Regional
Cooperation; EBRD (2001), Transition Report 2001: Energy in Transition; EBRD (1994), Transition Report: October 1994.
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Industry dynamics also played a critical role in shaping FDI, especially in the tradable
sector. The 1990s were characterised by considerable decentralisation of manufacturing
and the creation of so-called global value chains (GVCs). The CEB countries, like many
emerging markets in Asia and Latin America, saw a considerable influx of FDI as large
multinational corporations sought cheaper locations for the manufacturing of product
components and the assembly of final products (Sturgeon and Florida, 2000).

These trends were particularly notable in the automotive industry which brought in a
tremendous amount of manufacturing investment particularly in Central Europe. By the
beginning of the new millennium, investment in the automotive industry reached 23% and
15% of gross fixed investment in Hungary and Slovak Republic respectively (Radosevic and
Rozeik, 2005). The need for just-in-time delivery, which characterises this industry, made the
region particularly attractive for car manufacturers due to its proximity to Western Europe.®
Thus over the 1990s and early 2000s, automotive manufacturers opened a large number of
car assembly plants and, consequently, a lot of the automotive component manufacturing
also shifted to this part of the world. Investors included not only European, but also Asian car
manufacturers, which saw an opportunity to get closer to the EU market at a relatively low
cost(Table 2.2). As aresult of these investments, the region became a major car manufacturing
hub, and for a few of these economies (for example the Czech and Slovak Republics) the
automotive sector became the largest domestic industry in terms of value added.

Table 2.2 Main automotive manufacturing investments in Central Europe
in the 1990s and 2000s

Country Investor Start date Type of investment Investment value

Volkswagen/Skoda 1991 Brownfield circa USD 5 billion
TPCA 2002 Greenfield circa EUR 1.3 billion

Czech Republic Hyundai 2006 Greenfield circa EUR 1 billion
Suzuki 1992 Greenfield USD 260 million (by 1997)

Hungary Audi (Volkswagen) 1992 Greenfield DM 1.3 billion (until 2000)
Fiat 1991 Brownfield USD2 billion (by end of 2000)
Volkswagen 1993 Brownfield EUR 600 million (by 2006)
Daewoo/FSO 1996 Brownfield USD 1.1 billion

Poland Opel (GM) 1998 Greenfield EUR 600 million
Volkswagen 1991 Brownfield EUR 1.5 billion (by 2007)
Peugeot Citroén 2003 Greenfield circa EUR 1 billion

Slovak Republic Kia 2004 Greenfield circa EUR 1 billion

Source: Jakubiak et al. (2008), “The automotive industry in the Slovak Republic: Recent developments and impact on
growth”.

TRACKING SPECIAL ECONOMIC ZONES IN THE WESTERN BALKANS © OECD 2017


http://www.OECD.org/turkey/34466352.pdf

100

80

60

40

20

2. INVESTMENT CONTEXT OF THE WESTERN BALKAN ECONOMIES

Despite their considerable automotive industry history, the Western Balkan
economies did not benefit at all from these trends in 1990s. The sanctions regime on
the Federal Republic of Yugoslavia (today Serbia, Montenegro and Kosovo) between
1992 and 1996, which was then reinstated again in 1998 and finally removed in January
2001, would have put investment in the Zastava plant in Kragujevac, for instance,
out of any consideration. The 19-month long Greek embargo on the Former Yugoslav
Republic of Macedonia (in 1994-1995) also had considerable impact not only on the
country’s immediate economic performance but also on its attractiveness as investment
destination. The region’s weaker cost-competitiveness and delayed onset of the
transition also contributed to its relative marginalisation from the developments of the
automotive industry in this period (Radosevic and Rozeik, 2005).

Manufacturing FDI also remained fairly limited through most of the 2000s, as
the region’s competitive position remained weak or, in some cases, weakened even
further. Even though FDI increased notably in the run up to the global financial crisis,
the vast majority of it went into the non-tradable sector i.e. market-seeking financial
intermediation, utilities and retail. Resource-seeking manufacturing FDI was limited
to only 10-15% of total FDI and related mainly to privatisations of commodity based
industries (such as mines, metals and oil)® (EBRD, 2010).

The entry of Western European banks into the WB markets and the resulting
abundant cheap credit fuelled a consumption boom, which accounted for most of the
GDP growth in the pre-crisis period, but had a generally unfavourable effect on the
external competitiveness of these economies. The capital inflows prompted a rise in
wages which was not matched by increases in productivity, resulting in a weakening
of external labour cost competitiveness (Figure 2.3). Fixed or managed exchange rate
regimes’ against the euro prevented any downward adjustment of the exchange rate to
counter this decline in competitiveness. Last but not least, credit-fuelled consumption-
driven growth arguably acted as a disincentive for more aggressive pursuit of economic
reforms, which had implications for the closing of the competitiveness gap with respect
to more advanced EU and CEB economies (IMF, 2016).

Figure 2.3 Change in unit labour costs (ULC) and components relative to Germany,2005-2012
(per cent change)

I ULC [ Wages Productivity
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Note: Data for Bulgaria and Romania are only available for the period 2006-12 (for ULC and productivity) and for 2006-11 for
wages Sources:

Sources: Source for all countries with the exception of Bulgaria and Romania: wiiw Annual Database 2016 (2016),
http://data.wiiw.ac.at/annual-database.html. Source for Bulgaria and Romania: OECD calculations based on Eurostat data

(2016b), “Labour costs annual data”.
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The global financial crisis, which hit the Western Balkans in 2009, revealed the
shortcomings of the region’s pre-crisis growth model. As cheap credit dried out, the
economies of the Western Balkans struggled to find alternative sources of growth.
Attracting investment, particularly in the productive sectors of the economy, became
even more challenging due to the unfavourable external environment (i.e. the global
credit crunch and the economic crisis in the main source economies) and the region’s
weakened external competitive position. In the immediate aftermath of the crisis,
between 2009 and 2012, regional GDP grew by a mere 0.5% and FDI comprised a mere
5% of GDP (IMF, 2016).

The crisis therefore brought a new urgency to the implementation of structural
reforms to underpin strong and sustainable economic growth. The need to increase the
export orientation of WB economies became widely apparent as did the related need to
improve productivity and external competitiveness. This gave way to a reform agenda
that focused even more on strengthening the investment climate to boost productive
domestic and foreign investment and to support the growth of domestic small and
medium-sized enterprises (SMEs), and it was in this context that most of the economies
developed their existing special economic zone policies.

2.3 Current competitive position of the WB region

The special economic zone policies in the WB region were not created in a
policy vacuum in isolation from wider policies for improving the overall business
environment. Over the past two decades, the WB economies have made considerable
strides in improving their investment climate by increasing their openness to trade
and investment, strengthening the rule of law, creating a more even playing field for all
investors, and implementing reforms to strengthen the quality of human capital (EBRD
Transition Indicators 2014; OECD, 2010, 2016)

Strengthening investment policy and promotion gained further momentum in the
post-crisis period as many economies, most notably the Former Yugoslav Republic
of Macedonia and Serbia, began to pursue FDI more aggressively, particularly in the
manufacturing sector. Given the regional economies’ relative similarity in endowments,
competition to attract FDI was another important impetus to both implement structural
reforms and to introduce different incentive schemes under the zone regimes. Table 2.3
below provides a more detailed overview of the key features of investment policy in the
WB economies and Chapter 4 examines more closely the incentives that have been put
in place in the WB zones.

Competitive advantages
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In addition to their improvements in investment policy and promotion, the Western
Balkan economies have other important advantages that are driving investment both
inside and outside the zonesThe region’s geographical position is, naturally, a key
advantage, especially its proximity to the EU and its location on the east-west divide
of the Pan-European corridors, which also makes it well positioned to cater to markets
in the Middle East. With the introduction of new measures that will facilitate customs
procedures for transport across multiple borders, such as the New Computerised Transit
System (NCTS) which allows companies to declare their goods just once in the country
of origin before transiting them through multiple jurisdictions under a single bank
guarantee, exporting to EU countries that do not border the region will become even
easier.

The region has free trade agreements (FTAs) with large and important markets. Three
of the six Western Balkan economies are members of the World Trade Organization (WTO)
and most are also signatories to many regional and bilateral trade agreements, which
have supported their trade integration. Trade linkages with the EU have strengthened
considerably since the signing of Stabilisation and Association Agreements (SAAs) and
the free trade agreement with the European Free Trade Association (EFTA). As a result,
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goods originating from the WB economies can enter the EU customs-free and without
any quantitative restrictions. Most of the WB countries are also members of the regional
Central European Free Trade Agreement (CEFTA) while some regional economies are
also signatories to bilateral free trade agreements with large non-EU markets such as
Russia, Kazakhstan and Turkey.

Labour costs have also become a relative advantage, especially compared to
competitors in the textile and automotive industries. As a result of the increased political
instability in North Africa and the Middle East as well as the war in Ukraine, which
have removed important competitors from the investment scene, the Western Balkan
economies have become an important new low-cost investment destination especially
for the European automotive industry. With a 40-60% lower average gross wage than
the CEB economies and about one-fifth of the average wages of more advanced EU
economies, the region is particularly attractive for labour-intensive industries. Of the EU
economies, only Bulgaria and, to a lesser extent, Romania can still directly compete with
the WB economies with respect to low cost labour. However, both the Former Yugoslav
Republic of Macedonia and Serbia have also adopted substantial labour-related incentives
for foreign (zone) investors in the form of employment subsidies and exemptions from
labour taxes and contributions, which further enhance the attractiveness of their labour
markets especially compared to EU regional peers. As a result, in the Former Yugoslav
Republic of Macedonia, for example, a company in the south-western and eastern parts
of the country can pay factory workers a gross wage of less than EUR 300 per month,
which is competitive even compared to less developed economies in East Asia (see
Chapter 4 for more detail).

Labour costto outputratios have alsoimproved compared to the 1990s and early 2000s.
Now WB economies record lower unit labour costs (ULCs) compared to both Central and
East European and EU economies (Figure 2.4). This also explains why many investors cite
skilllevels as adequate, even though the WB economies still lag considerably behind CEE
and advanced EU economies on most assessments of knowledge and skills. For example,
in the latest Programme for International Student Assessment (PISA), all WB economies
had notably lower mean scores across all three assessments (mathematics, reading and
science) compared to the OECD average as well as the CEE and EU averages (Table 2.3).
Nevertheless, during the interviews conducted for the purposes of this study, investors
pointed out that the educational system provides workers with enough theoretical
knowledge and adequate overall skills that, with additional training in the workplace,
they can be easily integrated into their workforce.

Figure 2.4 Unit labour costs, 2014
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Source: Sanfey et al. (2016), “How the Western Balkans can catch up”; EBRD calculations based on national statistics; Eurostat
(2016b), “Labour costs annual data”.?
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Table 2.3 Average PISA scores, 2015

Mathematics Reading Science
OECD Average 490 493 493
Estonia 520 519 534
Slovenia 510 505 513
Poland 504 506 501
Latvia 482 488 490
Hungary 477 470 477
Lithuania 478 472 475
Slovak Republic 475 453 461
Serbia* 449 446 445
Bulgaria 441 432 446
Romania 444 434 435
Albania 413 405 427
Montenegro 418 427 411
FYR Macedonia 37 352 384
Kosovo 362 347 378

Note: Data for Serbia is for 2012.
Source: OECD, (2015). PISA 2015 Database, http://www.OECD.org/pisa/pisa-2015-results-in-focus.pdf.

In addition to the fiscal incentives offered in the zones, the region already has one
of Europe’s lowest corporate income tax rates (on average 50% lower than in the EU28),
ranging from 9% in Montenegro to 15% in Albania and Serbia (Figure 2.5).

The region also stands out for its low prices for energy inputs, an important factor
for foreign investors in energy-intensive industries such as the automotive sector,
both inside and outside the economic zones. Most regional economies record notably
lower non-residential electricity prices than the EU28 countries. Serbia has the greatest
advantage here, with electricity prices 44% lower than the EU28 average. Bosnia and
Herzegovina comes a close second, with electricity costs of two-thirds the average EU
price. Regional competitors Bulgaria and Romania, however, have relatively similar
electricity prices to EU countries (Figure 2.6). The region does not stand out in terms of
gas prices, which are in line with the EU averages.

All of these advantages contribute to attracting FDI investment in the region.
However, as Chapters 3 and 4 will elaborate, the fiscal and non-fiscal incentives that
special economic zones offer also play an important role in attracting export-oriented
manufacturing FDI to the Western Balkan region.

Figure 2.5 Nominal corporate tax, percentage of net profits, 2016
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Source: KPMG (2016), “Corporate tax rates table”, https://home.kpmg.com/xx/en/home/services/tax/tax-tools-and-resources/

tax-rates-online/corporate-tax-rates-table.html; World Bank (2016), World Bank Doing Business (database), http://data.
worldbank.org/data-catalog/doing-business-database (for Kosovo).
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Figure 2.6 Electricity prices for industrial consumers, excluding VAT and other
recoverable taxes and levies
(Eurocent per Kilowatt-hour, first semester 2016)
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Source: Eurostat (2016a), “Electricity prices by type of user”.

Remaining challenges

Despite the considerable progress, many challenges remain which represent
important deterrents to investment in the region. Unclear property rights are a notable
problem in some economies, particularly Albania. Regulatory uncertainty stemming
from frequent and non-transparent changes of legislation and ambiguous fees and
chargesimposed atthe municipal level also plague many of the economies. Infrastructure
quality has improved but many challenges still persist, including unreliable electricity
supplies in Albania and Kosovo and high transport costs in most economies. Western
Balkan economies have entered into numerous FTAs with key regional trading partners,
but non-tariff barriers to trade, such as quality standards and long, cumbersome
customs procedures remain high. Coupled with the small size of the economies and
the still persistent perceived risk of political instability (due to past conflicts, and more
recently to frequent changes of power) in some economies, these challenges reduce the
region’s attractiveness to investors (Table 2.4). As Chapter 3 will show in more detail, the
economic zones shelter companies from quite a few of these problems and this is one of
the main drivers of investment into the zones across the region.

Table 2.4 Competitive state of Western Balkan economies

Main advantages Main disadvantages

Geographic position (proximity to EU market, east-west divide of ~ Small and fragmented market
Pan-European corridor)

Low cost skilled labour Unpredictable regulatory environment/ Risk of political instability

Low corporate income tax rates Weak contract enforcement and dispute settlement in many
economies

Low prices of energy inputs (electricity) Unclear property rights (especially Albania)

Free trade agreements Low quality infrastructure (unreliable electricity supply in Albania

and Kosovo, high transport costs)
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Chapter 3

Current Western Balkan special
economic zone network

This chapter provides an overview of the key features of the special economic zones
in the Western Balkan region. It starts by classifying the zones based on the typology
introduced in Chapter 1 and describes how the zones are owned, managed and
regulated. Finally it provides an overview of the key locational features of the zones
and the approaches each economy takes in determining where to locate its zones.
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3.1 Classification of the special economic zones
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The Western Balkan region hosts 40 established SEZs covering almost 3500 ha of
land. Twenty-three of these zones, most of which are located in the Former Yugoslav
Republic of Macedonia and Serbia, are fully operational and have attracted a number
of significant new investors over the past eight years (Table 3.1; Annex A). Most of the
remaining zones (in Albania, Kosovo and the Former Yugoslav Republic of Macedonia)
have been recently established and have yet to attract any investors. The four zones
in Bosnia and Herzegovina have been active for many years now, but were established
around existing companies and their suppliers, so have not attracted considerable
additional new investment.

The economic zones created in the Western Balkans in the early 1990s were
predominantly free trade zones. They aimed to stimulate investment and trade by
offering customs duty exemptions for imports and exports to and from the zones. They
did not put much emphasis on attracting manufacturing investment, allowing any
kind of commercial activity (including international trading companies and financial
institutions) to locate in the zones. While they also sought to boost exports, either they
imposed no exporting requirements at all (for example in Bosnia and Herzegovina) or
they were not very high (for example in Serbia and Montenegro, only 50% or more of the
goods and services produced in the zone had to be export oriented).

The WB zone systems have evolved since the 1990s as all the regional economies
introduced new zone legislation in the mid- to late-2000s. As the relevant laws specify,
the zones have broad overarching objectives of boosting investment and job creation,
particularly in higher value-added sectors. Eligibility criteria and incentives have
been designed to favour more export-oriented manufacturing activities. In most of
the WB economies, therefore, the incentives largely consist of customs duty and other
exemptions on the import of manufacturing inputs and the output of final products. In
Bosnia and Herzegovina and the Former Yugoslav Republic of Macedonia the law on zones
goes even further by specifying export-related requirements for investors operating in
the zones (at least 50% of turnover in Bosnia and Herzegovina and 51-70% in the Former
Yugoslav Republic of Macedonia). These factors are reflected in the types of investment
that the zones have attracted thus far: largely export-oriented manufacturing activities
originated mainly through greenfield foreign direct investment (FDI). As a result, with
the notable exception of the free trade zone in the port of Bar, Montenegro, all of the
remaining WB zones can be classified as export processing zones (see definitions in
Chapter 1).
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Table 3.1 Active zones in the Western Balkan region®

Cumulative investment in

Economy Zone name Size (ha) Number of investors EUR millions
Bosnia Vogosca 11 30 n/a
and Herzegovina Visoko 17 23 n/a
Holc (Lukavac) 7.5 1 n/a
Hercegovina (Mostar) 44 41 n/a
Former Yugoslav Skopje 1 140 12 208
Republic of Macedonia Skopje 2 97 1 25
Stip 206 3 12
Tetovo 95 1 n/a
Prilep 67 2 20
Struga 30 2 15
Strumica 25 1 n/a
Kichevo 30 1 15
Montenegro Bar (Free Port) 130 36 5
Serbia Pirot 116 16 266
Zrenjanin 98 5 12
Subotica 44 5 77
Novi Sad 75 6 4
FAS Kragujevac 176 7 1278
Sabac 244 1 4
Uzice 55 6 39
Krusevac 65 1 1
Smederevo 143 6 6
Svilajnac 33 1 1

Note: data on cumulative investments in Serbia cover the period 2006-15, in Montenegro 2011-15.
Source: Data compiled by the OECD and gathered from national zone administrators.

3.2. Zone ownership and management

Ownership and management modalities vary considerably across the WB region
(Table 3.2).

The Former Yugoslav Republic of Macedonia has a system of technological and
industrial development zones (TIDZs) which are almost fully publicly owned, with
the only exception being the free zone in Tetovo which is operated as a PPP between
the TIDZ authority and a Norwegian company. The management structure is fairly
centralised with considerable decision-making powers concentrated in the central zone
administrator, the Directorate of the TIDZs. The Directorate is responsible for zone
development and management, all co-ordination with other government bodies, and
facilitating the provision of all government services. The zone administration also has
considerable responsibility for investment promotion in the zones, negotiating incentive
contracts with prospective investors on behalf of the Government, and providing
aftercare services for zone investors.

In Serbia the zone management system is fairly decentralised and governed by
public-private partnerships between local municipalities and private operators. Local
municipalities are responsible for co-ordinating and facilitating the provision of public
services and provide aftercare services to zone investors, jointly with private operators.
This means the zones in Serbia are much more heterogeneous in how they are governed
and the services they offer (see Chapter 4 for more detail). The Free Zones Administration
(FZA), housed within the Ministry of Finance, has overall responsibility for supervision
and co-ordination. It generally serves as the first point of contact for investors along
with the Serbian Development Agency, and is also responsible for negotiating incentive
packages with each investor. It drafts yearly reports on the functioning and performance
of the zones and works together with the Ministry of Finance to propose changes in zone
operations or the incentives they offer.
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In Bosnia and Herzegovina, and Montenegro, zones are fully privately owned
and operated under the supervision and regulatory oversight of the government (the
Ministry of Foreign Trade and Economic Relations, and the Council of Ministers in Bosnia
and Herzegovina; the Ministry for International Economic Relations and European
Integrations in Montenegro). These zone systems are also unique in that they require the
zone manager to also be a zone user. For instance, in Bosnia and Herzegovina the zones
were established around existing manufacturers who applied for and met the criteria for
zone status as prescribed by the law on zones (meeting the economic justification and
the spatial and infrastructural utility requirements and with well-regulated property
rights inside the proposed zone territory).

The newly established zones in Albania and Kosovo envision either PPP or fully
private zone management, depending on whether the zone is developed on public or
private land. As in Bosnia and Herzegovina, if a zone is to be created on private land, the
zone founder has to make the economic case for establishing a zone on that territory and
demonstrate that all legal, environmental and other conditions have been met. In cases
where the zone is publicly owned but leased or sold to a zone developer, a tendering
process will select the best developer. Again, as in Bosnia and Herzegovina, candidate
developers have to demonstrate that they can provide the spatial, infrastructural and
environmental conditions necessary for economic activity on that territory. At the time
of writing, tenders have been issued for the development of zones in Koplik and Spitalla
in Albania.

3.3 Zone regulation

34

As signatories to Stabilisation and Association Agreements with the EU, the Western
Balkan economies have to comply with EU rules on competition and state aid (for more
detail on EU state aid rules, please see Chapter 4), and this also entails the regulation of
special economic zones.

In the EU economies which still operate zone systems, the zone administration
function is separated from the regulatory function to prevent conflicts of interest. Thus,
in the EU economies the zone administration is tasked with promoting zone investment
and overseeing the development and economic performance of the zones. However, the
review of compliance vis-a-vis EU competition and state aid rules is in the remit of a
separate public institution, usually the country’s competition authority. This institution
thus has to review and approve every investment deal that involves the granting of state
aid of any kind.

In BIH, the zones are overseen by the Ministry of Foreign Trade and Economic
Relations, which approves the zones’ establishment and to which they submit an annual
report of economic activity. The State Aid Council, established in 2012, is charged with
overseeing the application of the state aid law on a case by case basis, both outside and
inside the special economic zones. However the Councilis underfunded and understaffed
and state aid measures are often introduced before the Council formally approves them,
which puts in question the significance of its decisions (European Commission 2016a).

In the Former Yugoslav Republic of Macedonia, as in the EU economies, there is a
separation between the function of regulator and zone administrator. Regulatory
compliance, including compliance with EU state aid rules, is the responsibility of the
Commission for the Protection of Competition (CPC). The Commission provides mandatory
assessment of state aid compliance ahead of the signing of any zone investment deal. Its
assessment is provided to the Government and if any non-compliance is noted, it has to
be corrected before the deal can be finalised and the investment realised. According to
the Law on State Aid, every state aid provider is also obliged to inform the Commission
of any plans to grant new or alter the existing state aid. However, relying on only three
staff members and outdated equipment, the CPC’s constrained administrative capacity
can pose a challenge in light of the increased number of applications for the granting of
state aid (European Commission 2016b).
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In Serbia compliance with state aid rules is overseen by the Commission for State
Aid Control (CSAC). However, even though it is a distinct entity, the Commission is
housed within the same ministry as the Free Zones Administration - the Ministry of
Finance - so the separation of the administrative and regulatory functions of the zones
is not so clear. In addition, members of the CSAC are nominated by the same ministries
that grant State aid, and not all State aid goes through a revision by CSAC (European
Commission 2016c). Transparency on State aid procedures is thus still limited.

Table 3.2 Zone ownership, regulation and management in the Western Balkans

Albanian Technical and Economic Development Areas

Zone ownership
Zone regulator
Zone development

Zone administration/
management

Private/PPP

The Ministry of Economy regulates the zones and is responsible for ensuring that zone operations and investments
are compliant with Albanian law and EU state aid rules. Albania’s institutional infrastructure thus differs from most EU
economies, where zone administration and regulatory responsibilities are usually allocated to two separate institutions

Zones in Albania can be developed either on public or private land, and zone developers are selected by the Ministry of
Economy by tender.

Economic zones are to be administered by the establisher who is obliged to ensure it has the financial means to establish
and administer the zone.

Bosnia and Herzegovina’s Free Zones

Zone ownership
Zone regulator

Zone development

Zone administration/
management

Private

The Council of Ministers is responsible for overseeing the zones. Each zone administration is responsible for preparing
annual reports on the zones’ performance, which are submitted to the Ministry of Foreign Trade and Economic Relations,
and then forwarded on to the Council of Ministers for review of compliance with domestic and EU regulations.

Commission for the Establishment of a Free Zone.
Private company.

Former Yugoslav Republic of Macedonia’s Technological and Industrial Development Zones

Zone ownership

Zone regulator

Zone development,
administration and
management

Public, except for one PPP in Tetovo.

The competition authority, the Commission for the Protection of Competition, is responsible for regulatory compliance,
including compliance with EU state aid rules. The commission monitors state aid compliance but also provides a
mandatory assessment on the alignment with state aid rules before any zone investment contract is signed. Its assessment
is provided to the government and if any non-compliance is noted, it has to be corrected before the deal can be finalised
and the investment realised.

The Directorate of the TIDZs is responsible for zone development and management, all co-ordination with other
government bodies, and facilitating the provision of all government service. The zone administration also has considerable
responsibility for investment promotion in the zones, negotiation of incentive contracts with each investor, and aftercare
services for all zone investors.

Kosovo’s Free Economic Zones

Zone ownership
Zone regulator
Zone development

Zone administration/
management

Private/PPP
The Ministry for Trade and Industry regulates free economic zones, and keeps a registry of all zones.

Economic zones may be established on the decision of municipalities within the territory, or at the request of one or more
Kosovan business organisations or associations.

Economic zones are administered by the establisher who is obliged to ensure it has the financial and other necessary
means to found and administer the zone.

Montenegro’s Free Zones

Zone ownership
Zone regulator

Zone development

Zone administration/
management

Serbia’s Free Zones

PPP

The government of Montenegro decides on the establishment of a zone based on the proposal by the Ministry for
International Economic Relations and European Integrations. Before zone operations can begin, the founder must submit a
request to the Customs Administration of Montenegro to obtain clearance to start activities in the zone.

Not stated in the law.

Zones are managed by an operator, which may be any domestic or foreign, legal or natural person determined by the by-law
on its establishment. In addition to managing the zones, the operator may also be one of the users, which is defined in the
contract with the founder.

Zone ownership
Zone regulator

Zone development,
administration and
management

PPP
The Zone administration is responsible for monitoring and assessing compliance with EU state aid rules.

The Free Zones Administration has the overall supervisory and co-ordination authority and serves generally as a first

point of contact for investors, along with the Serbian Development Agency. The agency also drafts yearly reports on the
functioning and performance of the zones and works together with the Ministry of Finance to propose changes in the zone
operations and incentives granted to the zone users. It is also responsible for negotiating the incentive packages with each
investor.
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3.4 Location of the special economic zones
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Inlight of their focus on attracting investment, most WB zones are located in strategic
geographical positions near major cities, transport corridors, key borders or major ports
(see Table 3.3 for more detail). Looking at the map in Figure 3.1, it is also apparent that
the zones build considerably on the industrial heritage of the former Yugoslavia and
post-World War II Albania.

In Bosnia and Herzegovina, for example, three out of four zones (Herzegovina,
Visoko and Vogoséa) are in the sites of large industrial conglomerates of the former
Yugoslavia. Visoko was the headquarters of the biggest leather company in Yugoslavia,
KTK, and the Herzegovina zone in Mostar used to be the headquarters of an aircraft
and ammunition manufacturing company, SOKO. Similarly, Volkswagen’s joint-venture
factory in socialist Yugoslavia was located in the town of Vogos¢a, which made the
locality one of the country’s main centres of the automotive industry.

The zone in Kragujevac, in southern Serbia, was developed inside the industrial
area where subsidiaries of large automotive manufacturers such were already operating
in the former Yugoslavia - for example, Fiat in co-operation with its licence-carrier in
Yugoslavia, the car, tractors and military equipment manufacturer Zastava. Similarly,
the Pirot zone is located in the factory area of Tigar, a Yugoslav enterprise specialising
in rubber products and tyres, which was bought by Michelin in 2003. In Priboj, a zone
was placed around the former factory installations of Fabrika Automobila Priboj - a
major Yugoslav truck and bus manufacturer. The zones in Serbia’s northern region of
Vojvodina, one of Yugoslavia’s most developed provinces, are also located around former
agro-industrial and manufacturing powerhouses, such as Subotica (one of the country’s
centres of agro-industrial production), Zrenjanin (with a noticeable presence of textile,
pharmaceutical and agro-industrial production facilities in the former Yugoslavia), and
Novi Sad.

The sectoral composition of investment in the zones bears a close resemblance to
the sectoral focus of the industrial clusters that previously existed there. In the Former
Yugoslav Republic of Macedonia, for example, during Yugoslav times, Skopje housed
11 Oktomvri, one of the largest bus manufacturers in the former Yugoslavia, so it is no
coincidence that in 2013, Belgian bus manufacturer Van Hool chose the zone Skopje 2
as location for its newest bus assembly plant. Shtip was the centre of the textile and
apparel industries during Yugoslav times, and today its zone hosts Johnson Controls,
which manufactures car seat covers, and the German company Technical Textiles.
Ohrid was the headquarters of electrical and cable company EMO, which is why ODW
Elektrik, a leading German cable manufacturer for the automotive industry located in
the nearby zone in Struga.
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Figure 3.1 Zone network in the Western Balkan Region
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Recent trends point to increased interest in using the zones as an instrument to
stimulate investment in the relatively underdeveloped parts of the economy. The Former
Yugoslav Republic of Macedonia, for example, recently expanded its zone network
eastward. These areas have the advantage of cheaper labour costs than other parts of
the country, but are located away from main corridors, in predominantly agricultural
areas with a comparatively limited industrial history and a limited network of relevant
educational institutions. However, as part of the broader development agenda that seeks
to alleviate poverty and boost employmentin these regions, the government has invested
considerably in upgrading the regional road infrastructure so as to improve connectivity
to the main corridors and it has also established many new universities and technical
schools in hope that they can provide a qualified workforce for the needs of potential
zone investors. Adient Seating (formerly Johnson Controls) is the only investor in these
newly established zones, having opened a textile factory for the manufacture of car
seat covers in the zone in Strumica. It remains to be seen how quickly these zones can
develop and what type of investment they will attract.

The determination of zone locations varies from economy to economy. Some adopt
a top-down approach to the establishment of zone networks, with the government
deciding on the location and the size of the territory that will gain zone status. Others
take a bottom-up approach whereby local municipalities or even companies can request
the granting of zone status. Last but not least, some economies use a mixture of the two
approaches.

In most WB economies, central governments have established the initial network of
zones. In some cases these have been expanded at the initiative of local municipalities or
private investors as prescribed in the zone legislation. In most cases, where the request
comes from investors, the receipt of zone status is conditional upon stricter investment
and employment requirements compared to other zone investors.

In Serbia some zones were developed around a specific company location, such as
the zone Fiat Chrysler Serbia established in Kragujevac for itself and its suppliers on
the site of the ex-Yugoslav car manufacturer Zastava. Other zones were extended to
meet the needs of specific companies, such as Draxlmaier in Zrenjanin, which started
its operations on the current location in 2008 before acquiring zone status in 2011,
Lear is expected to start operations in Novi Sad in an area that has yet to acquire a
zone status. In these cases, the law allows for the creation or expansion of zones but
there are investment- and employment-related pre-requisites that have to be met: zone
investment must exceed EUR 3 million (and at least EUR 1 million in the first year), the
share of foreign investment must exceed 50% and at least 100 new jobs have to be added
in the first 2 years (Official Gazette of the Republic of Serbia, 2006).
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Table 3.3 Zone location features by economy

Proximity to major transport Proximity to key borders, Proximity to (former) Underdeveloped
Economy corridors ports, etc. industrial hubs regions
Albania « Spitalla in the intersection « Spitalla located near Tirana * The Spitalla zone is located No
of the VIIl and Blue road international airport, and the in the region where most
corridors. harbour of Durres. economic activity is clustered.
« Koplik is adjacent to the  Koplik, on the border with * The zone Koplik was located
Shkodra-Hani Hotit highway Montenegro, is located close in the relatively highly
connecting Albania and to three sea ports (Bar, Durres  industrialised county of
Montenegro. and Shéngjin). Shkodra, which specialises
*The Vlora zone is located close * The Vlora zone is near the in textiles and agro-food
to the Blue Corridor. town’s port, as well as Valona’s processing as well as
harbour. wood processing and cable
production.
Bosnia and * All zones close to road and « All zones close to international e All zones established in former No

Herzegovina

Former
Yugoslav
Republic of
Macedonia

Kosovo

Montenegro

Serbia

rail Pan-European corridor Vc
(E-73).

« Skopje 1,2 and 3 and Gevgelija
are near Pan-European
Corridor X (E-75) and Tetovo,
Kicevo and Struga are near
Corridor VIII (E-65).

« Mitrovica and Prizren are close
to European routes (E-65 and
E-80, and E-851 respectively).

* However, the zone’s
connectivity to important Pan-
European corridors remains
limited.

* The Free Port of Bar is situated
near European route E-80.

* The majority of zones (9 out of
11) are located in proximity to
Corridor X and Corridor VII.

airports (Tuzla, Mostar and heavy industry hubs (SOKO
Sarajevo). in Mostar, Volkswagen in
* The Mostar and Lukavac Vogosca and KTK in Visoko).
zones close to the border with
Croatia (border gate of Bijaca
for the former, ports of entry
of Brko, Oragje and Bosanski
Samac for the latter).
* The Mostar zone 60 km far
from the Ploce sea port.

« Skopje 1,2 and 3, and » Most locations still correspond Formally all zones receive
Gevgelija are near border to industrial hubs in the former regional state aid, but there
crossings with Serbia and Yugoslavia. are areas in eastern and south-
Greece, respectively. * The sectoral distribution of western parts of the country

« Skopje 1, 2 and 3 and Tetevo zone investments also mimics which are poorer and more
zones are close to Skopje’s quite closely the sectoral disadvantaged.
international airport. specialisations of these ex-

Yugoslav hubs
« Djakova and Prizren zones are * The Prizren zone is close to Yes, zones are seen as a tool of

located near borders (with the city’s former industrial hub regional development. This is
Albania, and Albania and the (metallurgy and textiles). particulary true for the Djakova
Former Yugoslav Republic of zone.

Macedonia respectively), while
Mitrovica is close to Serbia.

* In relative proximity to No No
international airports in
Podgorica and Tivat.

« Five zones are located near * Yes, all zones placed in No
borders and several are locations with a significant
located in relative proximity past as industrial hubs.
to two of the international
airports (in Belgrade and Nis).
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Chapter 4

Zone incentives
in the Western Balkan economies

This chapter focuses on the incentive features of each economy’s zone network. It
describes the role that incentives play in attracting investment into the zones and
details the fiscal and non-fiscal incentives that are offered in each economy. The chapter
takes a closer look at the zones in Bosnia and Herzegovina, the Former Yugoslav
Republic of Macedonia and Serbia as these economies have the largest network of
operational zones that rely on a variety of incentives to attract investment.
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4.1. The role of incentives in the Western Balkan special economic zones
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The zone incentive systems of the Western Balkan economies show considerable
variety (see Table 4.2). The Former Yugoslav Republic of Macedonia currently offers
a wide range of fiscal and non-fiscal incentives; Bosnia and Herzegovina, Serbia,
and Montenegro offer mainly cash-flow based customs and value-added tax (VAT)
exemptions; while Albania plans to introduce a wider array of incentives once its
zones will be fully operational, starting with VAT and custom exemptions on all goods,
increased capital expenditure deductions, tax rebates and exemptions, and more.

The incentives are important drivers of investment into the zones not only because
they reduce the investors’ operational costs, for example through lower tax obligations,
but also because they shield investors from considerable obstacles that otherwise persist
in the region.

As noted in Chapter 2, reliable access to electricity is a major challenge for large
manufacturers especially in Albania and Kosovo. The zones alleviate this problem by
providing dedicated power lines and/or sufficient generator capacity for zone users to
limit the impact of power outages that affect other parts of the economy.

By providing customs terminals on the territories of the zones as well as exempting
investors from paying customs duties, the zones relieve investors of the considerable
burden of long and cumbersome customs procedures at border crossings.

Zones shelter investors from the numerous and highly unpredictable fiscal and para-
fiscal charges imposed by local administrations. In most cases, the zone administration
also acts as an intermediary between investors and the local government facilitating the
procurement of necessary licences, access to municipal infrastructure and so on.

Most zone laws also stipulate that property rights have to be well regulated within
the territories of the zones, offering a major advantage for zone investors in economies
where property rights are not well regulated. Unfortunately one exception here is
Albania, which also happens to have the largest issue with property rights regulation.
The Albanian zone law explicitly excludes references to property rights noting that such
issues have to be resolved between the land owners and the zone developers.

Since most regional economies have low tax levels, the importance of fiscal
incentives is less clear. In the context of already relatively advantageous labour costs,
neither are the importance and value-added to investors of labour-related incentives
such as labour subsidies in Serbia and exemption from labour taxes and contributions in
the Former Yugoslav Republic of Macedonia. However, given the economies’ otherwise
relatively similar endowments, such incentives are becoming important distinguishing
features and one of the key vehicles through which regional competition for investment
is taking place.

The Former Yugoslav Republic of Macedonia currently offers the widest range of
incentives, particularly fiscal ones (Table 4.2), and its relative success in attracting
considerable new manufacturing investment to its zones is putting competitive pressure
on other economies in the region. Serbia has considered the introduction of additional
fiscal incentives, but nothing concrete has been put forward yet. However, as Albania
and Kosovo establish their own zone networks and begin to offer fiscal and non-fiscal
incentives for prospective investors (Albania has formally announced the introduction
of such measures), the regional competition for FDI is bound to intensify.

According to the economic literature, regional competition can have considerable
negative impact on the economies if it leads to 1) deadweight losses, i.e. providing
incentives to investors who would have invested anyway; or 2) beggar-thy-neighbour
policies, whereby countries try to outbid each other in terms of incentives in order to
attract investors. There is emerging evidence of both of these detrimental effects in the
region, and it is therefore important to take a critical look at these developments and
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particularly the types of incentives economies are relying on in this competitive race
for investment. Box 4.1 provides some insights from an OECD study on this subject and
Chapter 6 puts forward some critical questions to be examined in this context.

4.2. Zone incentives in Bosnia and Herzegovina

Bosnia and Herzegovina offers a limited range of fiscal advantages specifically
targeting special economic zones. The main fiscal advantages for zone investors include
VAT exemptions for production equipment introduced into the zones and the exemption
of raw and semi-finished material imported in the zones from customs duties. However,
even though the Law on VAT from 2005 explicitly excludes special economic zones from
paying VAT on production equipment, the implementing acts were never introduced.
As a result, companies have had to pay VAT on all imported materials but most have
contested these payments and sought compensation through the court system. The
courts have ruled in favour of the companies, but the recovery of the VAT was achieved
after lengthy procedures and additional legal costs. The current institutional set-up has
thus created considerable uncertainty about the application of incentives in the zones
and has acted as a deterrent for investment in the zones in recent years.

Investors can benefit from additional incentives for hiring new workers or for
reinvesting profits, but these are not limited to the SEZs. Therefore, the only real benefits
of SEZs in Bosnia and Herzegovina have been non-fiscal and largely linked to the
presence of customs terminals within the zones. These terminals operate with longer
business hours compared to standard customs terminals enabling faster and smoother
customs clearance for zone investors.

4.3. Zone incentives in the Former Yugoslav Republic of Macedonia

The Former Yugoslav Republic of Macedonia offers zone investors a variety of tax and
non-tax incentives. These include corporate tax exemptions, exemption from personal
income tax for zone employees and exemption from customs duties. All tax incentives
are offered uniformly across all zone investors. Furthermore, tax incentives are zone-
specific and thus available only to investors who have zone status.

The zones also offer non-tax incentives, including the provision of on- and off-site
infrastructure and services. Most non-tax incentives are granted to all investors, but
some are only offered on a selective basis depending on factors such as the size of the
investment and the number of people employed. Most investors have noted the benefits
of being able to design and build facilities according to their exact specifications inside
the zones. The provision of immediate good quality power and utility connections is
another important incentive for location inside the zones.

In addition, the zones offer one-stop shop services (issuing building and operational
permits, customs outpost in the zone, zone infrastructure maintenance and upgrades),
aftercare, business opportunities analysis (identification of project specific location
factors, cost analysis, identification of supplier base and detailed due diligence), and
opportunities to connect with domestic enterprises through a supplier database.

Since most of these incentives are zone-specific, they offer considerable advantages
to investors inside the zones. It is therefore not surprising, that the zones have
played an important role in attracting considerable manufacturing investment to the
economy since their establishment in 2007. Today they account for a large share of all
manufacturing FDI inflows, domestic manufacturing activity and exports (over 30%).
However, key questions remain regarding the cost-effectiveness of these zone policies,
how sustainable zone investments will be once the incentives expire, and how spillovers
from these investments can be strengthened through backward linkages, education and
skills (see Chapters 5 and 6 for more detail).
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4.4. Zone incentives in Serbia

In Serbia, there are fewer advantages of operating in the zones and so it is not as
obvious if the zones themselves are really making a difference in attracting FDI into
the economy. Serbia has a fairly broad range of tax incentives independent of presence
in the zones. The state offers employment subsidies and some tax incentives that
apply to all investors who meet the eligible criteria related to investment size and
employment (please see the Serbia page in Annex B). Furthermore, the customs and VAT
exemptions that zone investors enjoy can also be used by non-zone investors so long as
their intermediate goods come from countries with which Serbia has preferential trade
agreements (EU, Russia and Turkey), which accounts for the majority of investors. The
only tax benefits that apply exclusively to zone investors relate to the VAT exemptions
on raw material, imported equipment and the payment of VAT on energy inputs.

When first formed in 2006, Serbia’s zones distinguished themselves by their customs
procedures, which were much simpler and easier due to the existence of customs
terminals within the zones. However, this feature is not zone specific — large companies
are also able to apply for the establishment of customs terminals. It could also become
less relevant over time, as Serbia signs free trade agreements with different partners
and simplifies and streamlines its custom procedures at the national level (in-house,
e-customs, New Computerised Transit System) for all companies.

Serbia also offers a smaller range of non-tax incentives than the Former Yugoslav
Republic of Macedonia. Serbian zones provide good infrastructure, in-house customs
and some basic equipment for their users. A number of zone investors have noted
how proactive the zone administration can be in facilitating issues with the local
administration or providing aftercare services. The zone in Pirot stands out for the wide
range of services it offers its investors, from shipping and handling of goods to in-house
customs and transport via the port of Burgas in Bulgaria.

In this context, it is not surprising that Serbia continues to attract a considerable
amount of manufacturing investment outside the zones. One of the main challenges that
Serbian zone authorities face is thus to justify having specific zones and zone policies
at all. Other important questions relate to the cost-effectiveness of the labour subsidies
and other incentives that are offered to all investors irrespective of zone status and the
scope for enhancing the benefits and spillovers from all of the manufacturing FDI in the
zones (see Chapter 6 for more detail).

Box 4.1 OECD Checklist for FDI incentive policies

In 2003, the OECD published a report on the key principles and policy options for attracting FDI,
offering a checklist for policy makers to assess the usefulness and relevance of FDI incentive
policies.

The main conclusion of the report was that the most effective policies for attracting FDI are those
which improve a country’s general economic and business environment, rather than targeted
tax incentives, financial subsidies and regulatory exemptions directed at foreign enterprises and
some investors over others. Thus the most effective policies include:

safeguarding public sector transparency;

ensuring the principle of non-discrimination between foreign and domestic enterprises;
providing rights of free transfers related to an investment and preventing arbitrary
expropriation;

promoting a healthy and competitive framework for the domestic business sector;
removing obstacles to international trade;

re-addressing aspects of the tax system that constitute barriers to FDI.

44
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Box 4.1 OECD Checklist for FDI incentive policies (cont.)

The OECD acknowledges that incentives can contribute to an efficient allocation of FDI, but they
can also distort competition and come at an excessive cost for the international community and,
in the long run, for the host country as well. Therefore, the OECD report lists the FDI incentives
available to policy makers, with the positive and wasteful outcomes of each, providing guidance on
the challenges and risks that host countries should take into consideration before providing these
types of incentives. There are five main ways incentives aimed at enhancing FDI can be wasteful:

« ineffectiveness, when the benefits to the host economy of the FDI do not exceed the cost of
attracting it;

« inefficiency, when benefits exceed the costs, but authorities fail to maximise benefits and/
or minimise costs;

» opportunity costs, when scarce public resources are allocated to FDI incentives instead of
more profitable alternatives;

» deadweight loss, when:
- the investment would have occurred regardless of the incentives;
- the intended recipients have not been properly specified, reaching too many applicants;

- the authorities have to offer offsetting subsidies to other enterprises to balance state-aid
provision across sectors;

- the incentives effectively raise the bar so future investors will not now invest without
similar or better subsidies;

» triggering competition, when some jurisdictions introduce unbalanced incentives, leading
others to react by offering similar or even better conditions in order to attract investors.
The OECD offers a set of operational criteria, against which countries can check the relevance,
quality and coherence of their FDI incentive policy framework:
a.The desirability and appropriateness of offering FDI incentives. Policy makers need a proper
understanding of the relationship between the broader economic environment and the
incentive framework: incentives should not be substitutes for an attractive environment,
characterised by improved business climate and reduced operational risks.

b.Frameworks for policy design and implementation. National authorities need to carefully
decide what level of government has the power to provide FDI incentives, to avoid wasteful
competition among different regions.

c. The appropriateness of the choice of strategy and policy tools. By departing from the
principle of non-discrimination, authorities need to consider the cost of maintaining a level
playing field with regard to incentive measures.

d.The design and management of individual programmes. Policy makers need to carefully
consider how to minimise deadweight losses from the start. There is a high risk of incentives
being too heavily front loaded, risking rent-seeking investors staying only until incentives
expire. The value of FDI incentives should be also carefully considered.

e.Transparency of procedures (evaluation, monitoring and follow up). Sound and
comprehensive cost-benefit analyses should be performed independently and on a regular
basis. These need to carefully address a number of challenges, including: having the
budget to conducting the analysis, choosing when it will be most relevant, choosing the
right approach and methodology, what quantitative and qualitative data are available, and
understanding the relationship between investors and authorities in providing objective
and complete analyses.

f. Assessing the extra-jurisdictional consequences of FDI incentive strategies. Authorities
should avoid the risk of triggering retaliation, taking into consideration potential reactions
from neighbouring and similar jurisdictions, and also international obligations such as
trade and investment agreements.

Source: OECD (2003c), Checklist for Foreign Direct Investment Incentive Policies, www.OECD.org/investment/investment-
policy/2506900.pdf.
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4.5. Zone incentives in the EU accession context
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The European Union regulates the incentives member states offer to companies
under the competition and state aid provisions of the Treaty on the Functioning of the
European Union (TFEU). The relevant articles of the TFEU - 101 (ex 81 TEC), 102 (ex 82
TEC), 107 (ex 87 TEC) and 108 (ex 88 TEC) - forbid any distortive or restrictive practices
that can affect internal market competition, but allow for a limited number of exceptions
on state aid.

The EU recognises three broad types of state aid: horizontal, regional and sectoral aid.
Horizontal aid is aimed at resolving or alleviating market failures, usually encompassing
some sort of externality (i.e. the social costs a determinate business entails, regardless
of business cost or revenue). Such externalities can thus be linked to any type of
business, regardless of the firm’s location or sector. Funding for this type of state aid
is mainly channelled towards research and development (R&D) projects, rescue and
restructuring, fostering employment, protection and improvement of the environment,
and the creation (and later survival) of small and medium-sized enterprises (SMEs).

Regional aid targets territories where standards of living are noticeably lower than
the EU average or regions disadvantaged relative to national averages, for instance
due to abnormally high unemployment rates, or problems of other socio-economic,
geographical or structural natures. The purpose of regional aid funding is to promote
activities which can provide a basis for long-term regional growth; as such, the focus is
on aid for initial investment, and operating aid is only granted under very exceptional
circumstances.

Sectoral aid targets specific sectors undergoing a significant conversion process,
such as coal, steel and shipbuilding; or distinct sectors finding it difficult to adjust to the
full forces of market competition (such as banking, airlines or the automotive sector).
The latter aid, however, is administered in such a form as to reduce as much as possible
any harm to competitors.

The state aid awarded to enterprises in special economic zones falls largely under
the category of regional aid. Under Article 107 (ex 87 TEC), paragraph 3a, regional aid is
defined as “aid to promote the economic development of areas where the standard of
living is abnormally low or where there is serious underemployment”. The level of state
aid awarded is conditional upon the level of the development of the region as measured
by its GDP relative to the average EU28 GDP. Therefore, only regions with GDP per capita
below 75% of the EU28 average are eligible for state aid. Moreover, poorer regions are
eligible to receive a higher amount of state aid than more developed regions (Table 4.1).

The amount of state aid also varies depending on the size of the investor. Aid
intensity is lower for large enterprises than for SMEs. Horizontal aid targeting SMEs™
is also available and compatible in some cases with regional aid. While the regional
aid is regulated by the TFEU, aid for SMEs is defined by the General Block Exemption
Regulation (GBER), which details categories of aid compatible with the internal market.
According to the GBER, medium-sized firms are entitled to aid of 10% of the investment
amount in addition to any regional aid they have already received, while small firms
can receive up to 20% more than the regional aid intensity limit. For large investments,
aid intensity should be progressively reduced: 100% of the full rate can be applied for
investments up to EUR 50 million, 50% between EUR 50 and EUR 100 million, and 34% for
anything over EUR 100 million.
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Table 4.1 Maximum aid intensities allowed in the European Union
(% of total investment)

Regional GDP as % of EU25 GDP Maximum aid rates for large companies Additional aid for SMEs
>75% 15-10% )
+20% for small enterprises
<75% 30%
<60% 40% ) . )
+10% for medium-sized enterprises
<45% 50%

Source: derived from European Commission (2008), Vademecum: Community Law on State Aid.

According to the GBER, regional state aid awarded to enterprises is calculated as
the relevant aid intensity (i.e. depending on the region and the size of the enterprises/
investment) multiplied by the eligible costs. Eligible costs could be 1) costs of investment
in tangible and intangible assets; 2) the estimated wage costs arising from job creation as
aresult of theinitialinvestment, calculated over a period of two years; or 3) a combination
of 1) and 2) but not exceeding the amount of either one, depending on which is highest.

AllWestern Balkan economies have signed Stabilisation and Association Agreements
(SAAs) with the European Union (the Former Yugoslav Republic of Macedonia in 2004,
Albania in 2009, Montenegro in 2010, Serbia in 2013, Bosnia and Herzegovina in 2015, and
Kosovo in 2016). SAAs are part of the process of integrating candidate countries into the
European Union, through which they commit to harmonising their national legislation
with the EU acquis. While none of the WB candidates has yet opened negotiations on
Chapter 8 of the acquis, which regulates competition policy and state aid, as signatories to
SAAs, they have all committed to align their state aid with the Treaty on the Functioning
of the European Union within four years from the respective agreements.

The state aid awarded to enterprises in the special economic zones in the Western
Balkan economies falls under the category of regional aid and is subject to quantitative
restrictions similar to those in EU economies. According to the laws on state aid, and in
line with EU regulations discussed above, the level of aid awarded to each enterprise is
calculated based on the size of the investment as well as the number of people employed.
The amount of state aid can be higher for SMEs. In the case of Serbia, aid intensity can
reach up to 100% of the investment costs for SMEs (Official Gazette of the Republic of
Serbia, 2013).

In practice, this means that Western Balkan economies are currently restricted on
the amount of state aid they can award, but not the type of aid that enterprises can
receive. Thus, they can provide a wider range of tax- and non-tax incentives to investors
than their EU peers. This gives them important advantages especially over regional EU
competitors who, according to the EC Guidelines on regional state aid for 2014-2020 need
to provide detailed demonstrations that their chosen aid tool has the least distortive
effects on competition compared to any other available instrument: a condition that
more aggressive forms of subsidies, such as direct subsidies on labour cost, often fail
to meet. The fact that EU economies cannot provide labour-related incentives gives the
Western Balkan economies considerable opportunities to attract investments in labour
intensive industries. This is particularly important with regard to Bulgaria and Romania
which have relatively similar labour costs to the Western Balkan economies but also
have considerable advantages associated with EU membership (for example, all other
things being equal, foreign investors will most probably choose to locate in an EU-
member country rather than outside the European Union).
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Table 4.2. Tax and non-tax incentives per economy

Tax incentives

Albania

Bosnia and
Herzegovina

Former
Yugoslav
Republic of
Macedonia

Kosovo

Montenegro

Serbia

< Albanian goods that enter Technical and Economic Development Areas (TEDAs) are exempted from VAT and custom duties.

« Capital expenses are 120% deductible for two years if developers and users invest in the TEDA within three years of its operation.

* Developers and users are also exempted from 50% of the profit tax rate (currently at a rate of 15%) for 5 years.

 Developers’ projects are exempted from infrastructure taxes.

* Buildings in TEDA are exempted from real estate taxes for 5 years.

 Buildings transferred to the TEDA are not subject to the transfer tax on real estate.

» Wages and social costs are 150% deductible for the first year, and new expenses for wages and social costs compared to the
previous year are 150% deductible for the subsequent year.

« Training costs are doubly deductible for a period of 10 years.

* Research and development costs are doubly deductible for of 10 years.

« Users of free zones do not pay VAT and customs duties on equipment that will be used for production (Note: This incentive is
prescribed by law but de facto is not yet effective)

« Entities offer their own specific incentives, such as corporate income tax reductions in the Federation for re-investment (30-50% of
corporate tax per fiscal year) or tax exemptions based on the creation of workplaces in both entities (the Federation and Republika Srpska).

« Excise exemption for goods intended to be exported

« Investors in economic zones are entitled to a 10-year profit tax exemption (otherwise, 10% corporate tax rate applies).
« Zones offer a 100% reduction of personal income tax for 10 years (otherwise, 10% personal income tax rate applies).
« Investors are exempt from payment of value-added tax on goods, raw materials and equipment (18% elsewhere).

« Exemption on customs duties for goods, raw materials, equipment and machines (5-20% elsewhere).

« Investors are exempt from paying utility taxes to the local municipality or fees for land building permits.

 No taxes on imports for all goods that are used as inputs in the zones and the date for the payment of customs duties will be
prolonged until the moment that the production is finished.

« All goods getting out of the zones for export/ re-export will be excluded of custom duties.

« Deferred VAT payment on selected plant machinery.

* Customs duties and VAT are not paid for the goods entering the zone no matter what type of imported goods or their purpose in
the zone, including goods imported by the operator and users for the construction and maintenance of facilities, infrastructure and
equipment.

* Goods from the zone sent to other parts of Montenegro attract customs duties and VAT and other possible import limitations are
applied, but customs duties are only paid on the foreign component. Import restrictions do not apply if the domestic component of
the goods makes up more than 50% their value.

* A 40% reduction in the overall fiscal charges for construction permits to be paid to the Municipality of Bar for all buildings/
construction sites destined to manufacturing activities in the Free Zone.

« All other general incentives offered by the State to investors (grants for the creation of workplaces, as well as exemption of the
payment of social insurance contributions and personal income tax for employing disadvantaged groups).

* Customs duties and VAT are not paid for the goods entering the zone no matter what type of imported goods or their purpose in
the zone, including goods imported by the operator and users for the construction and maintenance of facilities, infrastructure and
equipment in the zone, and for improving working conditions and development of zone.

» The transfer of goods from the zone to the other parts of Serbia triggers customs duties and VAT and other possible import
limitations, but customs duties are paid only on the foreign component. Import restrictions do not apply if the domestic component
of the goods makes more than 50% of their value.

Non-tax incentives

Albania

Bosnia and
Herzegovina

Former
Yugoslav
Republic of
Macedonia

Kosovo

Montenegro

* The package of non-tax incentives includes clean usage and long term lease rights;

« Provision of various expedited government services;

« Adequate infrastructure (water, power, communication, sewer and drainage facilities) to the borders of the TEDAs;
* Promotional support through AIDA and various different ministries.

* The zones provide gas, sewage, water, electricity, phone and Internet connections.
* Domestic and foreign companies can apply for obtaining help for promotion (i.e. grants) for participating in national and international
trade fairs.

Investors are offered:

« land in economic zones under long-term lease for a period of up to 99 years at concessionary price;

* up to EUR 500 000 of the construction costs of users of economic zones depending on the number of the new employees and amount
invested;

« exemption from customs duties for equipment and spare parts used for zone activity (5-20% elsewhere);

« free connections to the natural gas (where available), water and sewage network;

* business opportunities analysis: identification of project-specific location factors, cost analysis, identification of supplier base and
detailed due diligence;

« linkages: university linkages, reference company linkages, recruitment agency linkages, and the organisation of meetings with legal
advisors and financial partners;

* a one-stop shop: design and infrastructure approvals, issuing building and operational permits, customs outpost in the zone, and
zone infrastructure maintenance and upgrades;

« aftercare: support with relevant tax and customs issues, assistance with acquiring visas/work permits, co-ordination and support in
contacts with other state and local authorities.

« Exemption from (municipal) fees for business registration.
 Provision of infrastructure (electricity, gas, water, sewage) and preferential land costs.

* Goods entering the zone do not have to be submitted to customs and there is no need submit a customs declaration, provided that
zone users keep records of imports, exports, use and other changes in the goods’ characteristics.
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Table 4.2. Tax and non-tax incentives per economy (cont.)

Non-tax incentives

Serbia « One stop shop administration;
« Simple and fast customs procedures (each zone has a Customs Administration Office);
« Local subsidies for using free zone infrastructure (community offers low prices and service cost);
* A set of services is available to users under preferential terms (transportation, loading, reloading, freight forwarding services,
insurance and banking services).

Notes:

In Serbia:

¢ Exports of goods and services from the zone and imports of goods and services into the zone shall be unrestricted and
shall not be subject to quantitative restrictions.

* Goods imported or exported from a free zone are treated as customs goods.

e Control of goods is carried out by the customs authority, and zone users are obliged to ensure the implementation of
customs controls as well as keeping proper records of goods.

¢ Goods from the free zones which are released for free circulation on the territory of the Republic of Serbia, shall be subject
to payment of customs duties and other import duties.

In Montenegro, the economic zones refer only to Port of Bar Free Zone. Business zones have also been established in selected

areas of Montenegro, which are not considered in this report.

Sources: Ministry of Finance of the Republic of Serbia (undated), Free Zones of Serbia: The Place for your Investment, www.usz.

gov.rs/files/prezentacijaeng.pdf; Directorate for Technological Industrial Development Zones website, “Incentives”, www.

dtiz.com/setting-up-a-business/why-invest/incentives/ and “Our services”, www.dtirz.com/setting-up-a-business/why-

invest/our-services/; Ministry of Foreign Trade and Economic Relations of Bosnia and Herzegovina (2013), “List of available

investment incentives to investors in Bosnia and Herzegovina (fiscal and non-fiscal)”, www.mvteo.gov.ba/izvjestaji

ublikacije/izvjestaji/Archive.aspx?langTag=en-US&template id=96&pagelndex=1; FIPA (undated) “Incentives for foreign

investors”, http://fipa.gov.ba/informacije/povlastice/strani investitori/default.aspx?id=141&langTag=en-US; Port of Bar
(undated), “Laws”, www.lukabar.me/eng/laws.htm.
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Chapter 5

Direct economic impacts and spillover
effects of special economic zones

This chapter aims to summarise the key direct and indirect impacts that can be observed
from special economic zones in the Western Balkan economies so far. It measures direct
impact in terms of cumulative investment, number of employees, turnover and exports
from the zones as a more rigorous assessment is constrained by data availability and
is beyond the scope of this study. The chapter then considers the emerging evidence of
spillover effects including labour mobility and education, vertical linkages, regulatory
procedures and infrastructure improvements, competition, and imitation.
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5.1 Direct impact

Since their establishment, special economic zones in Bosnia and Herzegovina, the
Former Yugoslav Republic of Macedonia, Montenegro and Serbia have attracted almost
400 foreign companies and a cumulative investment of over EUR 2.5 billion. Serbia’s
zones are by far the largest recipients of foreign direct investment (FDI), attracting EUR
2.2 billion as of 2015, EUR 1 billion of which is related to Fiat Automobiles Serbia’s (FAS)
investment in Kragujevac. The Former Yugoslav Republic of Macedonia comes a distant
second, with a total of EUR 207 million of foreign investments directed to its special
economic zones during the period 2011-15 (Table 5.1).

Table 5.1 Key indicators for the special economic zones in the Western Balkans

Cumulative
zone Total turnover Zone exports
Total number of Number of Number of investment Number of 2015 as % of total
Economy zones active zones! Size (ha) enterprises  (EUR million)  employees  (EUR million) exports
: 494

Albania 3 0 (planned) 0 0 0 0 0
Bosnia and
Herzegovina 4 4 79.5 95 n/a 1700 303 6.4
Former
Yugoslav
Republic of 15 6 893 23 207 6800 1475 36.4
Macedonia
Kosovo 3 0 530 0 0 0 0 0
Montenegro 1 1 130 36 B 398 7.6 n/a
Serbia 14 10 1615 241 2240 22242 2431 17.6
Notes:

1 Active zones are zones with a fully established legal, institutional and management structure and which are broadly
investment-ready (basic infrastructure and main services to be offered are in place, etc.), with active enterprises operating

in them.

2 Cumulative investment is calculated as the simple sum of investments since the zones’ establishment (with the exception
of the Former Yugoslav Republic of Macedonia which covers the period from 2011 to 2015), and does not account for capital
depreciation.

3 Data for Bosnia and Herzegovina refer to 2014, whereas total turnover for the Former Yugoslav Republic of Macedonia is
estimated from the share of total exports for 2015.

Source: Data from zone authorities compiled by the OECD and OECD calculations based on national statistics.
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Since most zone enterprises are subsidiaries of multinational companies and are
largely suppliers for the automotive industry, their output is almost entirely export
oriented. As such, the zones’ contribution to total exports is significant: from 6.4% in
Bosnia and Herzegovina, to 17.6% in Serbia and 36.4% in the Former Yugoslav Republic
of Macedonia (in 2015). Being mostly manufacturing-oriented, the contribution of the
special economic zones to manufacturing exports of the countries is even larger: 6.8%,
24.2% and 45% in Bosnia and Herzegovina, Serbia and the Former Yugoslav Republic of
Macedonia, respectively. In addition, since the zones in the Former Yugoslav Republic
of Macedonia and Serbia account for nearly all automotive manufacturing in the region,
the zone investments in these two economies have contributed to the improvement of
the structural composition of exports toward the higher value added products related
to the automotive industry (Figure 5.1). Last but not least, the zones have also made
notable contribution to employment. Companies active in the special economic zones
have generated more than 22 000 jobs in Serbia, 6 800 in the Former Yugoslav Republic
of Macedonia and about 1 700 in Bosnia and Herzegovina thus far.
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Figure 5.1. Exports of machinery and transport equipment as a percentage
of total goods exports, 2005 and 2014

[ SITC7Exports [ NonSITC

- [ I | | ! - ! - ! (I s . ! ! ! ! ! !
2005 ‘ 2014 | 2005 ‘ 2014 | 2005 ‘ 2014 | 2005 ‘ 2014 | 2005 ‘ 2014 | 2005 | 2014 | 2005 ‘ 2014 | 2005 ‘ 2014
ALB BIH KOS MKD MNE SRB EU-SEE-3 EU-CEE-5

Note: SITC - Standard International Trade Classification; SITC group 7 - Machinery and transport equipment
Source: wiiw Annual Database (2016), http://data.wiiw.ac.at/annual-database.html.

5.2. Spillovers

Beside the aforementioned direct effects of increased investment, (higher-value
added) exports and the creation of new employment, nascent evidence exists of some
positive spillovers from the zone investments.

Labour mobility and education

Workers employed by foreign companies may be subject to formal training and
gain experience from working in highly productive environments. This knowledge can
then be transferred when a worker leaves and joins a domestic company. Enterprises
might also establish connections with vocational/high-schools and/or universities, in
order to complement theoretical studies with practical experience and align educational
curricula with the needs of the business environment.

Anecdotal experience so far from the Western Balkans appears to confirm some
early impacts especially in the area of education. In several cases, companies located
in SEZs have started co-operating with training and educational institutions in the
area. For example, FAS in Kragujevac (Serbia) has made links with local schools, and
promotes scholarships and talent programmes. Van Hool in Skopje (Former Yugoslav
Republic of Macedonia) is planning to open a new training centre that will not only be
available to its employees, but also to young individuals who are not employed by the
company, and who could take their newly acquired skills to a different employer. In
the Former Yugoslav Republic of Macedonia, Johnson Controls established a scholarship
programme at the Saints Cyril and Methodius University of Skopje, where the company
provides financial support to 35 students for a maximum of 4 years, in order to ensure
that the skills requirements of the automotive industry are met.
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Investors are also working with local universities and technical schools to directly
adapt curricula and establish internship programmes, opening training centres
and moving research and development (R&D) operations to the region. For example
Dunkermotoren in the SEZ of Subotica (Serbia) has established an R&D division in house,
employing 12 engineers from Subotica, who perform research for the global company.
The company has plans to expand further by building a new 15 000 m? campus within
the zone.

Links between academia and business appear to be particularly strong in the
engineering field because of the considerable demand for highly qualified workers,
which forces companies to compete for a limited number of skilled workers, even before
they have completed their studies. Frobas, a German IT company located in the Serbian
city of Novi Sad, has strong links to the Faculty of Technical Sciences, regularly hosting
interns who may then be hired even while still at university.

Vertical linkages
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Foreign companies can create networks and include domestic firms in their
production chains, therefore obliging these firms to meet specific criteria and improve
the overall quality of their production (“vertical spillovers”). Furthermore, such new
markets for domestic enterprises could have a multiplier effect on employment.
Cizkowicz et al. (2015) tried to assess the direct and indirect effect of Polish SEZs on
employment and investment in 379 Polish counties from 2003 to 2012. Their conclusion
was that FDI in SEZs in Poland had a positive impact on employment creation, not only
within the special economic zone but also in other regions, while there does not appear
to be a strong indirect effect on investment.

In the Western Balkans, there is little evidence of backward linkages. First, most
of the zone investors are multinational companies that source the majority of their
inputs through bulk purchasing from an already established global supplier network
and this is facilitated by the customs and VAT exemptions on imported raw materials
and machinery in most WB zones. Moreover, a number of foreign investors attracted or
brought along their foreign suppliers to the WB region. This was the case with FAS in
Kragujevac, where Fiat-Chrysler brought 21 suppliers to Serbia, 7 of which are located
within the SEZ. None of the previous local suppliers of Zastava, the former Serbian car
manufacturer, met the quality standards needed to supply their parts to FAS, with the
exception of a car-jack producer.

Second, even when there is an interest and potential for reliance on local suppliers,
quality and reliability barriers prevent the establishment of such linkages. LK Armatur,
a Swedish producer of water-pipe systems for hospitals, which operates a plant with
12 employees in the SEZ of Zrenjanin (Serbia), tried to establish relations with local
suppliers in order to cut transportation costs for input material coming from Sweden.
However, it found that the quality of the locally sourced goods was inconsistent and that
the overall reliability was quite weak due to delays in the production and delivery of the
inputs.

As a result, backward linkages remain very limited with the exception of the
provision of very basic services unrelated to the production process such as maintenance
and plant security, goods with very low added value such as bulk packaging, as well
as the use of local suppliers that are already integrated in the global value chains. A
notable example of the latter is the Belgian bus manufacturer Van Hool, which opened
an assembly plant in the TIDZ Skopje 2 (Former Yugoslav Republic of Macedonia). It
relies on local suppliers for metal parts, which had a previous history of exporting goods
to automotive manufacturers in Europe and are now supplying not only the Van Hool
Skopje plant but the Belgium-based parent company as well.
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Regulatory procedures and infrastructure improvements

The establishment of special economic zones is typically coupled with new
infrastructure and the optimisation of distribution networks from the manufacturer
to the destination markets. These give domestic firms and foreign investors access to
better transport and logistics infrastructure and establish new linkages between foreign
producers and domestic service providers. Domestic companies can also potentially
benefit from intangible know-how and experience of highly export-oriented foreign
companies in the field of regulatory compliance and export procedures.

SEZs are usually located in or around existing industrial zones. Therefore, even
companies located outside the fenced boundaries of a SEZ benefit from improvements
such as newly asphalted roads, better street lighting, parking lots and extended public
transportation. The zones can also serve as an important driver for additional funding
for local governments either through direct budgetary transfers from the central
government or indirectly through the financing of infrastructure projects. Following a
relatively weak decentralisation process, mostlocal municipalities in the Western Balkan
economies are underfunded, understaffed and have limited capacity to undertake major
projects and initiatives aimed at investment attraction and aftercare, so the zones can
provide very important benefits in these areas. The zones can also provide an impetus
for directing more of the scarce local government resources toward capital investments
that favour increased business activity.

For example, in Serbia, which suffered in the mid-2000s from limited public funding
and dated infrastructure, the creation of SEZs gave local authorities the opportunity
and political backing to direct the available funds towards developing a few core
geographical areas where business activity would take place. As a result, certain zones
have become the centres of an ever-expanding wider industrial area that attracts
considerable non-zone investment due to the well-developed infrastructure, transport
and logistic linkages and similar advantages. In Bosnia and Herzegovina, which suffered
the devastation of war in 1992-95, the establishment of special economic zones as early
as the second half of the 1990s represented an attempt by the authorities to re-establish
a reasonable infrastructure that could potentially attract new investors as well as bring
back those investors which had been operating there before the break-up of Yugoslavia.

Asalready mentioned in Chapter 4, investors often prefer zones because the presence
of internal customs terminals and simplified procedures allow firms to save time on
border formalities as well as to be more flexible in terms of shipping time. These good
practices can then be expanded to general customs administration, simplifying trade
and customs procedures throughout the country. Where the non-fiscal benefits of the
zones are predominant, such as in Serbia, the differences between operating within or
outside a special economic zone will tend to gradually disappear, following the gradual
improvement and simplification of customs regulations and procedures (such as in-
house customs, e-customs and the application of the New Computerised Transit System).

Imitation

Domestic companies can imitate the products of foreign companies, as long as they
operate in the same or similar sector and have the technical capacity to do so. In the
case of the automotive industry, which represents the most significant form of FDI in
the Western Balkans, it is worth noting that the region already had a history with the
automotive industry in the former Yugoslavia. Zastava, FAP, Ikarus (Serbia), Tam and
Tomos (Slovenia), FAS (Former Yugoslav Republic of Macedonia), FAMOS and TAS (Bosnia
and Herzegovina) all produced motor vehicles and components. The economic and
political situation in the 1990s led to a severe contraction of the domestic market, coupled
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with technological obsolescence due to the forced isolation of some of these economies
by conflicts and sanctions for several years. Many of these companies are today on the
verge of closure and have undertaken restructuring plans. The large technological gap
between domestic companies and SEZ investors in the Western Balkans prevents them
from effectively imitating the foreign producers. One telling example is that Zastava
Automobiles had been producing the 101/Skala, based on the Fiat 128 model, with minor
upgrades, from 1971 and until its full acquisition by Fiat Chrysler Automobiles in 2008:
it is hard to imagine that it would had been otherwise able to develop a new model of
its own.

Competition
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Given that foreign companies are usually more competitive than domestic ones, if
they do compete in the domestic market, then they will force domestic enterprises to
either improve their productivity levels in order to defend their presence on the market
(“horizontal spillovers”), or else exit it, leaving room for more competitive players. In the
context of special economic zones, however, additional factors come into play: aggressive
incentive policies targeting foreign investors might create unfair market conditions,
keeping foreign companies afloat only because of the direct or indirect subsidies,
reduced bureaucratic obstacles, and other advantages that render them artificially more
competitive than domestic firms.

In light of this, national legislation on SEZs in the Western Balkans have specific
clauses on the type of investment allowed in the zones, in order to ensure that
enterprises located in special economic zones bring added value to domestic economies,
without providing detrimental competition for local enterprises. For example, in the
Former Yugoslav Republic of Macedonia, SEZ firms need to carry out activities not
previously located in other regions of the country while in Serbia investors must bring
new equipment aimed at technology transfer.

The magnitude of spillover effects will vary considerably depending on the nature
of the investor, the sector of activity, the nature of domestic enterprises, the general
economic environment in which firms operate, the state of infrastructure (both tangible
and intangible), and more (Lesher and Miroudot, 2008; IrSova and Havranek, 2013).
Foreign companies in Western Balkans’ SEZs and domestic enterprises compete in very
different markets, neutralising the potential spillovers that could result from increased
competition: foreign firms are massively export-oriented, and the most important ones
are full subsidiaries of large foreign enterprises (with the important exception of FAS,
though the domestic share is publicly owned), thus limiting the scope for interaction
between foreign and domestic management. Western Balkan firms do not usually co-
participate in the management of foreign companies, and the technological know-how of
local firms is very limited and their size usually small, making it very difficult for them
to imitate foreign producers. All this diminishes the potential for positive spillovers
which would increase productivity and competitiveness of Western Balkan firms.

The state of both tangible (e.g. the road network) and intangible (e.g. regulations)
infrastructure can also affect the degree of productivity spillovers from foreign to
domestic companies. Although regulations and legislation in the Western Balkans do
not currently present a concrete obstacle to spillovers, neither do they stimulate the
establishment of co-operation among foreign and domestic companies.

Evidence from qualitative and quantitative research on the existence and effect of FDI
spillovers is conflicting, as it is hard to assess. Lesher and Miroudot (2008) investigated
15 OECD countries and more than 200 000 firms and found that the degree of trade
openness of the host country is associated with stronger FDI spillovers. While the ratio
of exports to GDP is still low in the Western Balkans (on average, 35% of GDP in the WB,
compared to 43% in the European Union), domestically oriented companies struggle to
benefit from special economic zones in reaching foreign markets, due to other structural
obstacles, such as the technological gap between them and the foreign investors.
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IrSova and Havranek (2013) conducted an analysis based on 45 countries and 52
recent empirical studies, in order to assess the spillover impact of FDI. They found on
average no spillover effects from FDI, but this conceals very different results across
countries, depending upon the characteristics of foreign investors and domestic firms.
The creation of foreign-domestic joint ventures and a reduced technological gap between
companies leads to higher spillover effects.

Recent studies confirm that, in the specific context of the Western Balkans, the
impact of FDI on domestic firms is very limited. Estrin and Uvalic (2016) found that,
despite the general contribution of FDI to economic growth in the region, it did not
significantly affect manufacturing value added, manufacturing employment or
manufacturing exports over the decade 2002-12. The authors claim in the case of the
Western Balkans, in contrast to Central and Eastern Europe, one of the reasons for
limited spillovers is the predominance of FDI in services compared to manufacturing.
Given that SEZs attract mostly manufacturing companies (more than 80% of total FDI
in SEZs, compared to 25-40% of total FDI depending on the economy), this might trigger
more substantial spillovers in the future.

To conclude, spillovers from SEZs to the rest of the Western Balkans economies
have not occurred on a significant scale, or are not yet making themselves felt. This
might be because they only started attracting foreign companies on a substantial scale
in the past ten years, and mainly in two economies (the Former Yugoslav Republic of
Macedonia and Serbia). Thus, it might be too early to assess the impact of their presence
on the local labour force and on domestic enterprises benefiting from lessons learned
and the presence of foreign enterprises. Increasing linkages between firms operating in
the special economic zones and local educational institutions, and introduction of their
own formative curricula suggest a larger positive impact than their simple contribution
to employment and GDP, but this effect might become apparent only in the longer term.
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Chapter 6
Questions for further analysis

This report provides an overview of the special economic zones in the Western Balkan
(WB) region focusing on mapping out the zones, their institutional and incentive
frameworks, and the key notable impacts and spillovers observed so far. Deeper and
more rigorous impact analysis and evaluation of the zone systems is beyond its scope,
but the topics covered do give rise to important questions about the effectiveness of

the zones as a policy instruments, and it is these questions which are the subject of
this chapter.
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Have the economic zones been an effective tool for attracting investment into the Western
Balkan economies?

To answer this question, one has to consider two separate points: 1) whether the
Western Balkan zones have actually made a difference in attracting foreign direct
investment (FDI) to the region; and 2) whether these impacts are sizeable enough to
justify the costs of the zones.

Based on the analysis and data provided in this report, it is notable that zones in
the WB region have attracted considerable amount of investment and account for a
significant share of manufacturing and exports in each economy. One can also observe
that the growth in manufacturing FDI and exports (Figure 5.1) was much higher in the
countries with the mostactive zone networks (the Former Yugoslav Republic of Macedonia
and Serbia) compared to the other economies in the region. These observations alone,
however, are not sufficient to conclude that the zones themselves are an effective
tool for attracting FDI. The increase in investment may be due to improvements in
the investment climate, changes in the external competitive landscape, industry
dynamics and other factors that have nothing to do with the introduction of the zone
networks. Thus additional analysis would be needed to examine the impact of the zones
on investment after controlling for all of these additional factors, demonstrating any
statistically significant impact of the zones themselves.

Such a study would be especially important for Serbia, where incentives in the zones
do not differ significantly from the incentives enjoyed by enterprises outside of the zone
(see the Serbia SEZs Profile page in the Annex) and thus it is much less obvious that if
these zones did not exist, the enterprises currently operating in them would not have
actually come to invest in Serbia anyway, because of its other comparative advantages
(see Chapter 2). In this context, any of the additional costs associated with opening and
maintaining special economic zones would be superfluous.

However, even if the zones are shown to have a positive and statistically significant
impact on an economy’s investment and growth, this does not automatically mean that
they are an effective and desirable tool for attracting investment. First of all, the zones’
sustainability needs to be considered: are the zone incentives the single most important
factor that keeps investors in that economy and once removed (in most cases incentives
have sunset clauses lasting a decade or so) will FDI shift to more cost-competitive
locations?

Second, the costs of developing and sustaining zone networks need to be considered
and how they compare against the benefits. Zone incentives can entail outright
expenditure (such as subsidies and infrastructure) or foregone revenues from tax
holidays, credits and so forth. Both fiscal and non-fiscal incentives also have indirect
costs related to distorting the competition in the market and potentially hurting the
growth and development of promising domestic and foreign enterprises operating
outside of the zone regime.

This kind of cost-benefit and sustainability analysis is particularly important for
countries like the Former Yugoslav Republic of Macedonia, where zones and their
associatedincentives appeartohave played animportantrolein attractingmanufacturing
FDI, so much so that they account for the vast majority of all manufacturing FDI inflows
and over one-third of all exports from the economy. The zones have also revived the
automotive industry which had been dormant for decades. In this context it is important
to assess if all of these benefits, along with the spill-overs from the zones, are sufficient
to justify the significant costs that they entail.

Conducting a proper cost-benefit analysis is challenging as estimating both the costs
and benefits can be quite complex. Many of the benefits of the zones, especially the
indirect spill-overs such as technological transfers and skills upgrading, can be quite
difficult to quantify and thus easily underestimated. The indirect costs, such as the
negative impact on non-zone enterprises from unfair competition, can also be hard to
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define. It can be argued that if the zones are shown to have a direct impact on attracting
FDI, then the foregone revenue argument is no longer relevant because tax revenues
would also be zero if the investment was not made at all. That said, one can still argue
that the opportunity cost of that foregone revenue, which could have been used for
funding schools or training programmes etc., should still be considered. Estimating
these opportunity costs is another challenge. Thus a dedicated study and assessment
for each economy would be needed to effectively examine the effectiveness of the zone
policies.

If the zones are an effective policy tool, are they optimally designed?

This question basically asks if economies are effectively minimising the costs
associated with their zone networks while maximising their benefits. Have the
incentives schemes been effectively designed to both minimise their distorting impact
on the economy and their negative impact on the budget, whilst maximising the benefit
of FDI attraction?

Not all incentives are created equal. Some, such as low corporate tax rates or the
provision of good infrastructure and services in the zone territories, are much less
distorting than measures such as exemptions from labour taxes and contributions or
employment subsidies. A follow-up study might take the typology of zone incentives in
Table 4.2 and evaluate the incentive mix based on their distorting effects and their impact
on the budgets of each economy. The study could also look at the choice of incentives
in light of the types of investments that the zones attract: are the zones predominantly
focusing on incentives that offer temporary relief from taxation or other costs and
thus risk losing investors when these incentives expire? This relates to the types of
investment attracted and how strongly those investments are rooted to a particular
geographic location; for example, in general, more capital-intensive investments tend to
be more sustainable than labour-intensive ones.

The study could also look at the extent to which zone policies are also seeking to
maximise the positive impacts from the zone investments. For example, one of the
main potential benefits from the zones, apart from FDI in general, is their potential
to boost the domestic economy'’s linkages with global value chains and the resulting
technological upgrading and structural transformation. So the study could examine
the extent to which zone policies have been designed to facilitate and encourage the
establishment of supplier linkages between the predominantly foreign investors in the
zones, which are part of the global value chains, and domestic small and medium-sized
enterprises (SMEs), which generally are not. The study could also examine the main
barriers to the establishment of these supplier linkages and note how the governments’
policies (zone or otherwise) seek to, or should seek to, address those constraints.

The study can also examine whether policies have been put in place to encourage
human capital-related spillovers via internships, training, and other means. Finally, it
could investigate if the zone incentives and services are optimally targeted: for example
aimed at investors in sectors where the region has a comparative advantage, sectors
with high value added and technology intensity, and capital-intensive sectors that tend
to attract more sustainable investments.

How can the Western Balkan economies co-ordinate with each other to avoid a race to the
bottom?

Recent trends point toincreased competition between the Western Balkan economies
over the attraction of foreign direct investment. Zone incentives and policies are proving
to be one of the main instruments through which this competition is intensifying. Serbia
is considering introducing additional tax-based incentives to stave off competition
from the relatively wider incentive policies offered in the Former Yugoslav Republic of
Macedonia. Albania and Kosovo, relative newcomers in the area of zone policy, are likely
to add further competitive pressure in this area. These developments have naturally
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raised concerns about the triggering of an incentive-based race to the bottom, which
will have a detrimental impact on all economies in the region and beyond.

According to the OECD (2003b), when FDI incentives are only introduced to offset those
available in other jurisdictions, in most cases the result will be a waste of resources. From
this perspective, articles 107 and 108 of the Treaty on the Functioning of the European
Union (see Chapter 3 for further discussion), aim to avoid unfair competition to attract
FDI, setting common ground and common rules in this area. The SAA stipulations on
alignment with EU state aid rules represent a starting point for defining a broader level
playing field and basic rules that cap that amount of FDI incentives each WB economy
can provide to potential investors.

In addressing the issue of tax co-ordination across countries, the OECD (2015b)
agrees that “co-ordinated response can prevent mutually harmful outcomes induced by
uncoordinated tax design, e.g. by agreeing on a ban to the use of certain tax incentives”.
In the case of FDI, these agreements might not only encompass tax incentives, but other
widespread forms of state aid, such as direct grants and the supply of land, goods,
services and more.

Co-ordination policies at regional and supranational level can be both binding
and non-binding, depending on the level of co-operation and countries’ intentions.
Usually, it is good practice to build progressive harmonisation systems that will allow
affected countries to avoid the detrimental effects and negative spillovers springing
from unlimited competition on investment incentives. A study or a policy paper could
examine good practices in regional co-operation on investment. Such a study could
not only propose concrete areas where such collaboration can be put in place, but also
possible platforms or vehicles through which it can be implemented.
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CONCLUSION

Special economic zones are becoming an ever more important instrument for
attracting investment in the Western Balkan region. As the number of zones increases
and as more economies begin to use them, the risk of increasing incentive-based
competition for investment rises considerably and so does the risk of detrimental
impact for all economies concerned. By providing an overview of the current state of
zone development in the region and by raising key questions for follow up study, this
report seeks to shed more light on SEZs in the region and to spark a debate among policy
makers about their value, effectiveness and impact on competitiveness and growth.

As the report has noted, the zones in the WB SEZs have not been created to serve
as safe havens in an otherwise highly challenging investment environment. Most
WB economies have made considerable strides in improving their overall investment
climate. The region also has many competitive advantages beyond the incentives that
zones offer, such as its close geographical proximity to the large EU market, free trade
agreements with the EU and other large economies such as Russia and Turkey, low tax
rates, and cheap skilled labour. In this context, policy makers need to reconsider what
value is added by separate investment enclaves where investors enjoy a different set of
rules and incentives than the rest of the economy. In particular, policy makers should
justify why those incentives cannot or should not be extended to enterprises in the
entire economy. They should also consider the potential losses (the so-called deadweight
losses) of providing fiscal and other incentives to investors who might have invested in
the economy regardless.

In the context of growingintra-regional competition for investment as well as ongoing
competition from some EU member states (such as Bulgaria and Romania), it may very
well be the case that zone incentives are the decisive factor that brings investors to the
region. In this context, as was noted in more detail in Chapter 6, policy makers should
weigh the benefits of the zones - in terms of investment and their spillovers to the
domestic economy — against the costs of developing them, and all the associated tax
and non-tax incentives. This evaluation should consider whether the investments are
sustainable or not, especially the risks of companies moving on to more cost-effective
locations shortly after the SEZ incentives are removed. The cost effectiveness of the
zones should be measured against other potential policy instruments.

Last but not least, the potential adverse impacts from an accelerating incentive-
based regional competition for investment warrant an intensified regional dialogue on
this issue. As the report has noted, in this pre-accession phase, the WB economies are
not bound to adhere to a specified set of incentives for investment attraction so long
as they do not exceed EU state aid limits. This creates scope for the implementation
of highly distorting incentives which can have a negative impact on domestic and
international competition and can lead to unsustainable investments. This also opens
up the potential for beggar-thy-neighbour policies whereby economies try to outbid
each other with respect to the incentives offered in the zones, which is to the benefit of
investors but to the detriment of the economies themselves.

Regional dialogue should tackle investment policies from two angles: 1) preventing a
detrimental race to the bottom; and 2) strengthening regional co-operation to boost the
region’s overall attractiveness for investment. On the first point, the discussion should
focus on the types and levels of incentives each economy offers within and outside
of the zones. On the second point, the dialogue should focus on challenges related to
regional integration. Stronger transport, energy, trade and investment linkages between
the regional economies can improve the competitive position both of the individual
economies and the region as a whole.
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Albania

There are three active free economic zones in Albania, officially Technical and

Economic Development Areas (TEDAs). Supervision of the zones falls under the Ministry
of Economy, which selects the private developers and managers for the single zones
through a public tender.

Regulatory framework

e Law on Establishment and Regulation of TEDAs (Law No. 9789, dated 19.07.2007)
e Decision No. 646 and 647 of the Council of Ministers dated 22.07.2015

for procedures on developer selection and criteria for operators and fiscal incentives in the TEDAs.
 Decision No. 106 of the Council of Ministers dated 10.02.2016

defines the zones, details infrastructure, activities and potential investment

Institutional framework MEDTE approves zone establishment

and sets a tender for developers and
operators in the zones, and approves
financial incentives

Ministry of Economic Development,
Trade and Entrepreneurship

|

Free zones developers | |

Free zones operators

Develops the specific TEDA by
providing necessary infrastructure
and services

Manage the zones according to law

3 Technical and Economic Development Areas

Table A.1. Types of incentives in Albania

Lengthof  Zone

Incentives Awarded aid Eligibility criteria Condition for use of aid incentives specific
No VAT on 0% VAT. Machinery costing The machinery must be targeted at increasing n/a No
machinery >EUR 360 000. productivity
No excise on fuel | 0% excise. For oil-producing No further conditions n/a No
companies.
No VAT onimport | 0% VAT. Aimed at construction | No further conditions n/a No
of cement and of hydropower plants.
steel
Assisted n/a * Investment « In the power and mining industry an investment n/a No
administrative in a “strategic must be >= EUR 30 million/50 million.
procedures sector”: power and « In the transport, electronic communications
and red-tape mining industry, infrastructure and urban waste industry an
reduction transport, electronic investment must be >= EUR 30 million/50
ot communications, million.
E?F&%’gﬁgg infrastructure and In the tourism (tourist structures) industry an
e urban waste, tourism, | investment must be >= EUR 5 million and create
and priyvate agriculture. at least 80 jobs or >= EUR 50 million.

property, for the
development
and execution
of the strategic
investment
project

« Investments above
EUR 100 million.

« In the agriculture (establishment of a large
agricultural farm model) and fisheries an
investment must be >= EUR 3 million and create
at least 50 jobs or >= EUR 50 million.

For the sector «economic areas», including

its sub-sectors investment must be >= EUR 5
million/50 million.

In the development priority areas an investment
must be EUR 1 million and create at least 150
jobs or EUR 10 million and create at least 600
jobs.
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Table A.1. Types of incentives in Albania (cont.)

Lengthof  Zone
Incentives Awarded aid Eligibility criteria Condition for use of aid incentives specific

Exemption from No custom duties and Being a company Undertake import activities of foreign goods. n/a Yes
customs duties VAT exemption for all registered in a TEDA.
and VAT on foreign goods imported in
importing foreign | a free zone.
goods
VAT free No VAT on Albanian Being a company Import Albanian goods into a TEDA n/a Yes

goods aimed at TEDAs. registered in a TEDA.
20% deduction 20% deduction on capital | Being a company Users and developers who invest in a TEDA 2 years Yes
on capital expenditure within 2 registered ina TEDA. | within 3 years of its formation.
expenditure years.
50% reduction on | 50% reduction on 15% Being a company Making profits. 5years Yes
profit tax rate profit tax rate for 5 years. | registered in a TEDA.
Exemption from No infrastructure taxes Being a company Building infrastructure within a TEDA. n/a Yes
infrastructure on new projects. registered in a TEDA.
taxes
Exemption No taxes on real estate. Being a company Building new real estate in a TEDA. 5years Yes
from real estate registered in a TEDA.
taxation
Exemption No transfer taxation on Being a company Buildings must be transferred to a TEDA. n/a Yes
from real estate buildings. registered in a TEDA.
transfer taxation
150% deduction 150% deduction of wages | Being a company Hiring workers during activity in the TEDA. n/a Yes
of wages and social contributions registered in a TEDA.
and social for the first year, and
contributions subsequent new expenses

compared to previous

year also deductible by

150% in subsequent

years.
200% deduction 200% deduction of Being a company Providing training to employees. 10 years Yes
of training costs training costs for registered in a TEDA.

employees.
200% deduction 200% deduction of R&D Being a company Conducting R&D activity. 10 years Yes
of R&D expenditures. registered in a TEDA.
expenditures
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Bosnia and Herzegovina

There are four active free economic zones in Bosnia and Herzegovina, all of them in
the Federation. Three of them function as fully private organisations, whilst the Visoko
Free Zone is operated under a PPP arrangement. The zones house around 100 companies.
These zones account for 6% of all country exports; employ more than 1 700 people, and
had a combined turnover of about EUR 300 million in 2014.

Regulatory framework

e Law on Free Zones (“Sluzbeni Glasnik BiH” No. 99/09) Federation BiH(“Sluzbeni Novine FBiH”
No. 2/95; 37/04 and 43/04) Republika Srpska (“Sluzbeni Glasnik RS” No. 65/03)

* Customs Law (Instructions on Custom Procedures in Free Zones, “Sluzbenik Glasnik BiH”
No. 91/09 and (Draft) Customs Law No. 58/15)

« Subordinate legal acts delegated to these laws.

| Institutional framework The zone status is granted upon approval
I from a Commission comprising members
Ministry of Foreign Trade Entity Ministries of Trade from the Ministry of Foreign Trade, the
Indirect Taxation Authority Local Government Indirect Taxation Authority, the Entity
l Ministry of Trade, and local authorities.
Free Zones Administration FIPA

Foreign Investment Promotion Agency

Supervises the zones, works with

the Entity Trade Ministries and ultimately Promotes investment in the zones through
the National Ministry of Foreign Trade presentation of benefits and opportunities;
and Economic Relations; drafts and informs investors about the additional
reports on zones. advantages of in the zones.

Table A.2. Special economic zones in Bosnia and Herzegovina (2014)

Special economic Area Number Main operating Number of people  Total exports (EUR
zone (in hectares) of users Industry employed millions)
Hercegovina 43.6 41 Metallurgy to be obtained 22
Visoko 171 23 Textile ~1000 228
Vogosca 11 30 Automotive ~500 24
Lukavac 7.5 1 Wood processing 190 7
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Table A.3. Type of incentives (fiscal and non-fiscal) in Bosnia and Herzegovina

Awarded Eligibility Condition Length of Zone
Incentives aid criteria for use of aid incentives  specific
Value-added tax Exemption from VAT Be a domestic or Located in the zone and undertaking trading No Yes,
exemptions in on goods imported into | foreign company activities. limitation | but not
free zones the zone for production registered and while in applied
purposes. operating in BIH. the zone.
Customs duty Customs-free imports of | Be a domestic or Be a domestic or foreign company registered, | n/a Yes
exemptions raw material and semi- foreign company established and operating in one of Bosnia and
for companies finished goods, as well registered and Herzegovina’s free zones.
registered in a as imports of machinery | operating in BIH.
free zone and equipment.
(General) custom | Customs-free imports Be a foreign company | Investment to be made by the foreign firm. n/a No
duty exemptions of machinery and registered and
equipment (with the operating in BIH.
exception of passenger
vehicles and slot
machines).
Customs-free imports Be a domestic or n/a n/a No
of all equipment and foreign company
machinery to be used registered and
for reconstruction and operating in a BIH.
renovation purposes.
Customs-free imports of | Be a foreign company | Move production lines to Bosnia and n/a No
raw material and semi- registered and Herzegovina from a third country.
finished goods, as well operating in BIH.
as imports of machinery
and equipment.
Customs-free imports of | Be a domestic or Goods and equipment to be used solely for n/a No
equipment and goods. foreign company trade and promotion purposes.
registered and
operating in BIH.
Excise exemption forall | Be a foreign company | Undertake export activities. n/a No
export goods. registered and
operating in BIH.
Aid for Economic support for Be a domestic or Participate in national and international trade n/a No
participation in companies intending to | foreign company fairs in the company’s sector.
trade fairs participate in national registered and
and international trade operating in a BIH.
fairs.
Federation BIH
Tax exemptions 30% reduction in Be a foreign company | Re-invest at least 50% of profit in production Per fiscal | No
after re- corporate income tax for | registered and equipment and machinery. year
investment in the | the pertinent fiscal year. | operating in FBIH.
Federation 50% reduction in Be a foreign company | Invest a minimum of BAM 20 million (Bosnian | 5 fiscal No
corporate income tax registered and marks) in the Federation over 5 years, withan | years
for a period of five fiscal | operating in FBIH. initial investment of at least 4 million BAM.
years.
Tax exemptions Chance to claim tax Be a domestic or Provide a full-time contract lasting at least 12 No
based on the deductions of twice the | foreign company 12 months AND certify that the worker has months
creation of new annual gross salary of registered and not previously worked or has links with the
workplaces each new employee. operating in FBIH. company over the previous five years.
Republika Srpska (RS)
Tax exemptions Corporate income tax Be a foreign company | Real estate or property acquired to be used for | n/a No
based on the deductions. registered and the production/working needs of the company.
acquisition of operating in RS.
property
Tax exemptions Be a foreign company | Employ at least 30 new employees, providing 12 No
based on the Corporate income tax registered and permanent, full time contracts for a minimum months
creation of new deductions. operating in RS. of one year.
workplaces
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Former Yugoslav Republic of Macedonia

There are 8 active free economic zones in the Former Yugoslav Republic of Macedonia,
the majority of which are publicly operated (the exception being one PPP in Tetovo). The
zones house 21 foreign and 2 domestic companies. These zones produced 31% of all
exports in 2014.

Regulatory framework

e Law on TIDZ (Official Gazette of Republic of Macedonia 14/07, 103/08, 130.08, 139/09, 156/10,
127/12, 41/14,160/14, 72/15, 129/15, 173/15, 192/15 , 217/15 and 30/16)

e Law on Customs (Official Gazette, No. 21/98)

 Law on State Aid Control (Official Gazette of Republic of Macedonia no.145/10)

* Subordinate legal acts delegated to these laws

Institutional framework Government decides on Contracts for
granting state aid to investors both

within as well as outside the zones.

Directorate for Technological P .| Agency for Foreign Investments
Industrial Development Zones | and Export Promotion

N

Supervises the zones, works with the

Agency for Foreign Investments and Promotes investment in the zones through
Export Promotion collaborates with presentation of benefits and opportunities;
the MoF and reports to the Competition informs investors about the additional
Commissions on the operations and advantages of in the zones.

incentives given to the users.

Table A.4. Special economic zones in the Former Yugoslav Republic of Macedonia

Special economic Area Number Main operating Cumulative investment
zone in hectares of enterprises industry (EUR millions)
Skopije 1 140 12 Automotive 208
Skopje 2 97 1 Automotive 25
Skopje 3 44 n/a
Stip 206 3 12
Tetovo 95 1
Prilep 67 2 Automotive/ Plastics 20
Struga 30 2
Strumica 25 1
Kichevo 30 1 Electronics/Cables 15
Gevgelija 50 n/a Automotive 15
Berovo 17 n/a
Delchevo 21 n/a
Radovis 10 n/a
Rankovce 40 n/a
Vinica 21 n/a
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Table A.5. Types of incentives in the Former Yugoslav Republic of Macedonia

Condition for

Length of

Zone

Incentives Awarded aid Eligibility criteria use of aid incentives specific
Tax exemptions Total exemption from profit tax rate, currently at 10%. Being a domestic Be located in | 10 years™ | Yes
from profit tax or foreign company the zone.
registered and
- - - operating in

Tax exemptions Total exemption from personal income tax rate, currently at Technological 10 years
from personal 10%. Industrial
income tax Development Zones
Lower rents The beneficiaries of TIDZs pay significantly low rent given (established to host n/a

the area of the parcels. high-tech clean

The amount of aid for construction in TIDZ is limited to mgijisstreyxprod_uctlon

- At S port

Grant for EUR 0.5 million. The beneficiaries of the zones use this aid oriented)
construction in the form of a grant under the conditions specified in the ’

Law on TIDZ.
Exemptions from | Exemption from local compensation, determined by the Be located in | n/a
a compensation municipality in which the TIDZs are located. the zone
for organising
the construction
land (communal
taxes)
Aid for training Zone beneficiaries can receive aid in the form of a grant Be located in | n/a
employees for training of the employees in the amount of 50% of the the zone.

eligible training costs for general trainings or 25% of the

eligible training costs for general trainings/developments.
Exemption from Zone beneficiaries are exempt from paying VAT on supply n/a
paying VAT of goods and services in TIDZs (except the supply intended

for the final consumption) and import of goods into

TIDZs (provided that the goods are not intended for final

consumption)., under the conditions specified in the Law on

TIDZ.
Customs duties Exemption from paying customs duties for equipment for n/a

for specific
equipment,
machines and
spare parts,
exemption.

performing the activity in the Zone, machines and spare
parts, under the conditions specified in the Law on TIDZ.
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Kosovo

There are three economic zones in Kosovo. Zones are established upon the request
of the municipality to the Ministry of Trade and Industry, and are administered by the
municipality. Business organisations or business associations can also submit request
for establishment to the ministry or to the municipality.

Regulatory framework

e Law No. 04/L-159 on economic zones, in Official Gazette of the Republic of Kosova No. 6 / 12 March 2013.
The law establishes the economic zones, and is the base for drafting the national plan for economic
zones, deciding site of economic zones, way of use of economic zones, promotion of economic zones,
and establishment of national council for economic zones.

o The Ministry proposes the establishment
Institutional framework of the zone to the Government, upon
request from municipality.

[ Ministry of Trade and Industry |

Economic zones are administered by
the establisher who is obliged to ensure

Municipalities financial means for the establishment and

administration of economic zone.

| 3 Free Economic Zones

Table A.6. Types of incentives in Kosovo

Condition for use | Length of Zone
Incentives Awarded aid Eligibility criteria of aid incentives | specific

Deferred VAT Deferred payment of VAT Yes Import plant Upto6 No
payment on selected | on imports of selected plant equipment and months
plant machinery. machinery. machinery.
Additional 10% Additional deduction allowance | Only permitted for “heavy” equipment Acquisition of n/a No
deduction on heavy of 10% on top of normal and vehicles. Applicable for new assets equipment and
equipment. depreciation of the cost of or assets first placed in service in vehicles under

acquisition of heavy equipment | Kosovo. Only allowable on assets first the category.

(production lines for plant used up to 31 December 2012 (note, both

and machinery) and heavy income tax usage period is extended to

transport vehicles. 31 December 2014).
No customs duty on Exemption from custom duties | The Law on 0% duties was in the The exempt n/a No
machinery and raw on machinery and raw material. | Parliamentin 2013 — before these material must
material. incentives were provided based on be aimed at

UNMIK Regulation NO. 2007/31 PART C. manufacturing.

No fees on business | Exemption from fees of Manufacturing businesses. Business must n/a No
registration businesses registration that be located in
(Municipality of are involved in production. Suhareka.
Suhareka).
Free use of municipal | Free use of municipal land for No specific criteria. Conduct a new Up to 30 No
land in Peja. business activities. business. years
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Montenegro

There is only one active free zone in Montenegro located on the territory of the Port

of Bar. It houses 36 companies, 15 of which are foreign investments.

Regulatory framework

to the Law in the Official Gazette of the Republic of Montenegro 11/07: 76/08, and 40/16).

 Customs Law (“Official Gazette RS”, No. 73/2003, 61/2005, 85/2005-other law and
63/2006-corrected other law)

* Decree on Customs Act Enforcement

* General Regulation of Carrying out Business Activities in the Port of Bar Free Zone

| Institutional framework |

Port of Bar Holding Co. |———»|Zone users |

* Free zones Law of Montenegro (Official Gazette of the Republic of Montenegro 42/2004; amendments

I Government adopts or refuses the
establishment of the zone after a
l suggestion of Ministry of Foreign
Affairs and European Integrations
Ministry of Foreign Affairs and based on an elaborate on economic
European Integrations justifiability of establishing the zone

Table A.7. Special economic zones in Montenegro

Number of Number of people Total turnover in EUR
Free Zone Area in hectares enterprises Main operating activity employed
Port of Bar 130 ha (2013; with possibility 36 Storage and 398
of expansion) transhipment

TRACKING SPECIAL ECONOMIC ZONES IN THE WESTERN BALKANS © OECD 2017

73



ANNEX A: SEZS PROFILES

Table A.8. Types of incentives (fiscal and non-fiscal) in Montenegro

Condition for  Length of Zone
Incentives Awarded aid Eligibility criteria use of aid incentives specific
Decree Grants ranging from EUR 3,000 to EUR 10,000 per Any foreign Minimum Investment One-off No
promoting job created depending of the score obtained in the investor Value of EUR 500,000 payment
direct evaluation criteria. establishing and which ensure at
investment in abusiness least 20 new jobs within
Montenegro entity in three years from the

Montenegro date of conclusion
of the Use of Funds

Agreement
Subsidies for Exemption of paying contributions for compulsory social | Being a Hire certain categories For the No
employment insurance on wage earning and personal income tax. domestic of disadvantaged duration
of certain or foreign population (over 40s, of the
categories of company Romas, Ashkalis or contractual
unemployed registered in | Egyptians, long-term engagement
persons Monenegro unemployed). with the
employee.

Avoiding Montenegro signed 42 treaties (36 in force, 6 pending) Being a Operating in one of the | n/a No
double regulating double taxation of income and property with domestic 36 countries that has a
taxation various countries. or foreign treaty with Montenegro

company in force.

registered

and

operating in

Montenegro.
Customs duty | Customs duties are not paid for the goods entering Being a Operating in the zone. No limitation | Yes
exemptions the zone no matter the type of imported goods or their domestic while in the

purpose in the zone. or foreign zone

VAT VAT is not paid on goods entering the zone no matter the C°”?pa”Vd
exemptions type of imported goods or their purpose in the zone. ;%'Stere
Goods No foreign-trade restrictions. operating in
entering the the zone.
zone are
not liable to

foreign-trade
restrictions
(permits,
quotas etc.)

Goods stored Unlimited period of time.
in the zone
are allowed
to stay for
unlimited
period of time

Goods may be | Goods may be temporarily taken from the zone into
temporarily the rest of Montenegro or enter the zone from the rest
taken in and Montenegro for the purpose of improving, assembling,
out of the testing, repairing, marketing presentation etc.

zone. Goods entering the Montenegrin custom territory from
the zone with commercial purposes are subject to the
payment of customs, custom duties and value added tax
—yet only for the foreign components present in them.

Capital Capital investments in the zones, its derived transfer of
Investments profits and role are tax-free.

Payment Overall reduction of 40% for all fiscal charges relating to
of Fiscal construction permits to be paid to be Municipality of Bar
Charges for for all buildings destined for manufacturing in the Free
construction Zone Port of Bar.

sites
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Serbia

There are 14 active free economic zones in Serbia, functioning as PPPs between
municipalities and (one or more) enterprises. The zones house 240 multinational
companies. These zones currently produce 16% of all exports; employ more than
22 000 people, and had a combined turnover of EUR 4.6 million in 2015 (almost double
the turnover in 2012).

Regulatory framework

e Law on Free Zones (“Official Gazette RS” No/. 62/06)

* Customs Law (“Official Gazette RS”, No. 73/2003, 61/2005, 85/2005-other law and
63/2006-corrected other law)

* Subordinate legal acts delegated to these law

Institutional framework Ministry of Finance decides on
the types of incentives that will
[ Ministry of Finance | be granted to investors both

within and outside the zones.

| Free Zones Administration |<—>| Development Agency of Serhia

Supervises the zones, works with the Promotes investment in the zones
Development Agency; drafts reports on  through presentation of benefits and
zones; and collaborates with the MoF opportunities; informs investors about
on the operations and incentives given  the additional advantages of in

to the users. the zones.

14 Free Economic zones

Table A.9. Special economic zones in Serbia

Number of
Special Areain manufacturing main operating Number of people Total turnover (EUR
economic zone hectares enterprises industry employed millions)
Apatin 415 Zone is not fully active Petroleum 0 0.1
Subotica 44 5 Electrotechnics 3521 622
Zrenjanin 98 5 Plastics 3398 206
Novi Sad 75 6 Petroleum 251 82
Sabac 244 6 Automotive 56 9
Smederevo 143 6 Metal 1363 36
Svilajnac 33 1 Electric works 392 85
Kragujevac 176 7 Automotive 4354 2490
UZice 55 6 Copper 1950 393
KruSevac 64 1 Rubber/Chemical 1150 15
Pirot 116 16 Rubber-Pneumatics 5808 689
Vranje 123 Zone is not active Footwear 0 0
Beograd 98 Zone is not active 0 0

Note: The table contains the 12 free economic zones in Serbia except the 2 in Belgrade and Priboj for which
relevant data is not available. The data are relevant as of the year 2014.
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Table A.10. Types of incentives in Serbia

Length of
Incentives Awarded aid Eligibility criteria Condition for use of aid incentives Zone specific
State grants 20-40% for investment projects | - Investors who have - Large investors are required n/a No
based on the (depending on the regional level | investment projects to demonstrate incentive
eligible costs of | of development) with specific in sectors that are in effects.
gross salaries limitations on the amount per accordance with the decree - Investors are required
for new jobs. new job created. and apply for grants before to maintain investment at
Increase in Up to 30% increase (depending tlr:e starj of the realisation of Fhe Same I09at|0n|_s o(rjwfe No
state grant on the regional level of the project. . |nvestr‘n.ent IS realised Or.
based on development). - Inye§t0rs who can provide | a specified period of time:
0,
eYarT LNt aminimum of 25% of ) at least 5 years after the )
of eligible eligible costs from their implementation pf the project
investment own resources or from for large enterprises, or at least
R other sources, which do 3 years for small and medium-
: not contain any other state sized businesses.
Increase in Up to 20% increase of the grants. - Investors cannot reduce No
state grants eligible costs of gross salaries the number of employees
for labour- (for any increase in the number after the implementation of
intensive of new jobs created over 200 - the investment project, over
projects. 1000 new jobs a period of 5 years for large
The National Employment Subsidies enterprises, and 3 years for No
Employment Programme (grant amount per small and medium enterprises.
Service Grant. | employee: EUR 850 — 1,700), - Create at least 20-50 jobs and
Apprentice Programme (grant invest at least EU_R.150 000-
amount per employee: EUR 170 600 000 of the ellglple costs of
- 210), Retraining Programme investment (depending on the
(grant amount per employee: regional level of development).
EUR 850)
Corporate Exemption from corporate Being a domestic or foreign - Start reporting taxable 10 years No
Profit Tax profit tax for period of 10 years | company registered and profits.
Holiday. operating in Serbia . - Invest amount exceeding
approximately EUR 8.5 million
in fixed assets.
- Employ at least 100 additional
employees.
Carry forward Companies have right to carry Being a domestic or foreign State losses in tax returns over | n/a No
of losses. forward tax losses in order to company registered and a period of 5 years.
pay less taxes on their future operating in Serbia.
profits
ding double Corporate income tax credit. Being a domestic or foreign Pay tax on the profit generated | n/a No
taxation. company registered and abroad on the already paid
operating in Serbia. amount.
Customs duty Customs-free imports of raw Being a domestic or foreign Undertake import activities. n/a Yes, but not
exemptions. materials and semi-finished company registered and mandatory
goods, as well as imports of operating in Serbia.
machinery and equipment.
Value added tax | Exemption from VAT on income | Being a domestic or foreign Be located in the zone and No Yes
exemptions in generated from commercial company registered and undertake trading activities. limitation
free zones. activities. operating in Serbia. while in
the zone
Local tax relief. | City building land and Being a domestic or foreign Be located in a specific n/a No

development lease fees
exemptions or deductions,
as well as other local fee
exemptions or deductions.

company registered and
operating in Serbia.

municipality.
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The Policy Framework for Investment (PFI) helps governments to mobilise private
investment in support of sustainable development, thus contributing to the prosperity
of countries and their citizens and to the fight against poverty. It offers a list of key
questions to be examined by any government seeking to create a favourable investment
climate. The PFI was first developed in 2006 by representatives of 60 OECD and non-OECD
governments in association with business, labour, civil society and other international
organisations and endorsed by OECD ministers. Designed by governments to support
international investment policy dialogue, co-operation, and reform, it has been
extensively used by over 25 countries as well as regional bodies to assess and reform the
investment climate. The PFI was updated in 2015 to take this experience and changes in
the global economic landscape into account.

The PFlis a flexible instrument that allows countries to evaluate their progress and to
identify priorities for action in 12 policy areas: investment policy; investment promotion
and facilitation; trade; competition; tax; corporate governance; promoting responsible
business conduct; human resource development; infrastructure; financing investment;
public governance; and investment in support of green growth. Three principles
apply throughout the PFI: policy coherence, transparency in policy formulation and
implementation, and regular evaluation of the impact of existing and proposed policies.

The PFI adds value by bringing together the different policy strands and stressing
the overarching issue of governance. The aim is not to break new ground in individual
policy areas but to tie them together to ensure policy coherence. It does not provide
ready-made reform agendas but rather helps to improve the effectiveness of any reforms
that are ultimately undertaken. By encouraging a structured process for formulating
and implementing policies at all levels of government, the PFI can be used in various
ways and for various purposes by different constituencies, including by governments to
evaluate and design their own reforms and for peer reviews in regional or multilateral
discussions. In the context of the Western Balkans, it could assist the region’s economies
in successfully linking special economic zones to their broader investment strategies.

The PFI looks at the investment climate from a broad perspective. It is not just about
increasing investment but about maximising economic and social returns. Quality
matters as much as the quantity as far as investment in concerned. It also recognises
that a good investment climate should be good for all firms - foreign and domestic, large
and small. The objective of a good investment climate is also to improve the flexibility of
the economy to respond to new opportunities as they arise - allowing productive firms
to expand and uncompetitive ones (including state-owned enterprises) to close. The
government needs to be nimble: responsive to the needs of firms and other stakeholders
through systematic public consultation and able to change course quickly when a given
policy fails to meet its objectives. Governments should also create a champion for reform
within the government itself. Most importantly, they need to ensure that the investment
climate supports sustainable and inclusive development.

The PFI was created in response to this complexity, fostering a flexible, whole-of-
government approach which recognises that investment climate improvements require
not just policy reform but also changes in the way governments go about their business.
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ANNEX B: THE OECD POLICY FRAMEWORK FOR INVESTMENT

Investment policy and

competitiveness area Review of Western Balkan policies
Laws, regulation and policies All of the Western Balkan economies have made important improvements in strengthening safeguards of foreign
related to the admission of investors’ rights: foreign investors are now largely on equal footing to domestic ones, access to land has been
investors facilitated, there are no restrictions on the recruitment of foreign personnel and risks of expropriation are limited.

Expropriation is permitted only under strictly defined circumstances and it is generally followed by prompt,
adequate and effective compensation in all six econ omies (OECD, 2016).

Protection of property rights Property rights have improved in most Western Balkan economies over the past decade following general
institutional and judiciary improvements:
« Albania continues to significantly lag behind the rest of the region largely due to a fragmented cadastre system
with large gaps and overlaps (WEF, 2016).

Contract enforcement and This area still represents a major drawback for prospective investors, with some structural problems replicating
dispute settlement themselves across all WB economies. In most of the economies, contract enforcement tends to be costly, time
consuming and can exacerbate the already acute liquidity problems of many micro and small domestic firms,
since payment arrears are hard to claim or are paid after a long time.
» Kosovo stands out with regard to the time needed to enforce a contract, which is significantly below the
regional average (World Bank, 2016).
« The Former Yugoslav Republic of Macedonia and Serbia have better overall quality of judicial processes than
their regional peers (World Bank, 2016).

Competition policy All six WB economies have introduced policies that enable the competition authorities to investigate and impose,
or ask the courts to impose, sanctions on firms that exhibit anti-competitive behaviour. These authorities are
formally independent (governments have not formulated binding directions on competition enforcement) and
have most of the tools and powers they should need to enforce competition law effectively. Nevertheless,
systematic implementation remains a great issue across the region. Competition agencies are under-resourced
and have to cope with high caseloads (all six WB competition agencies are bound by the principle of legality and
consequently have to deal with each complaint that is brought to their notice, which results in a considerable
caseload). Stakeholders get limited guidance on the competition authorities’ enforcement practices (OECD,

2016).
Trade policy and international Trade policy is one of the areas where the WB economies have made the most significant progress. The WB
agreements economies have signed numerous regional and trade agreements, either bilaterally or by accession to the

regional free trade agreement, CEFTA. SAAs and the free trade agreement with EFTA allow WB products to enter
the EU customs-free and without quantitative restrictions. Nevertheless, regional trade integration within the
CEFTA region has improved only moderately, while trade with the EU and other developed markets is hampered
by considerable non-tariff barriers stemming from non-compliance with relevant quality and safety standards.
This is also one of the main reasons why the WB economies are also very weakly integrated into global value
chains.
« Albania, the Former Yugoslav Republic of Macedonia and Montenegro are also World Trade Organization (WTO)
members.

Human resources development  All WB economies share similar issues regarding human capital development potential. Education quality could
be improved at all levels in the region, especially when it comes to addressing the needs of the labour market and
the private sector. Training capacity and consultancy services are weak in all six economies. As a result, there are
few work-based learning schemes (such as apprenticeships and internships) or lifelong learning programmes.
Low human capital endowment may be one of the key constraints on strengthening backward linkages if
investments are to happen, and it is likely to become an even more pressing problem in the short to medium
term. Brain drain represents a serious concern for the region as a whole, with the pace increasing in recent years,
followed by the substantial loss of human capital and qualified workforce it entails (OECD, 2016).

Investment promotion and All of the WB economies have investment promotion and facilitation frameworks in place, but they do not
facilitation routinely link foreign investors with potential domestic suppliers. FDI incentive schemes are generally not based
on adequate cost-benefit analysis and investor services are not yet sufficiently developed (OECD, 2016).
* One-stop shops have been established in Albania, the Former Yugoslav Republic of Macedonia and Serbia
(OECD, 2016).

Other competitiveness factors ~ Western Balkan economies have made considerable progress in reducing the overall regulatory and
administrative burden on businesses.
A number of countries have implemented a so-called regulatory guillotine whereby they comprehensively
evaluated all licences, procedures and fees applied to businesses. As a result, starting and operating a business
is now much easier than it was a decade ago in most regional economies (World Bank, 2016).
The region has among the lowest corporate tax levels in Europe. However, the length and complexity of filing
taxes still present some problems as well as the numerous, non-transparent, and unpredictable fiscal and
para-fiscal charges that businesses face in dealing with local administrations. The latter is a direct consequence
of a decentralisation process that resulted in very weak financing mechanisms for the local administration,
driving local governments to create ad hoc charges to get additional revenues, placing a considerable burden on
businesses. In the case of Serbia, one study found more than 380 non-tax levies, 247 of which were para-fiscal
charges. Lack of transparency and oversight from central government facilitates the persistence of such charges
(NALED, 2014).
Local labour markets still face some important challenges: relatively high unit labour costs, high reservation
wages (particularly in the case of Montenegro), and expensive and discouraging social benefit schemes. While
employment protection legislation in the Western Balkans has been considerably liberalised over the past ten
years, productivity levels remain low due to the general lack of hard and soft skills. Informality is prevalent
among less well educated and inexperienced workers, further encouraged by social benefit schemes linked to
unemployment which get suddenly withdrawn from workers taking a formal job, even at the minimum wage level,
making it inconvenient for both the employer and employee to change the status quo. Sustained social insurance
contributions keep labour costs high (despite recent falls in labour taxes) due to the competition to attract FDI
(Kovtun et al., 2014).

Considerable infrastructure investment has improved connectivity with the region’s main trading partners as well

as to facilitate business at home.

« Easy and reliable access to electricity remains a challenge in some economies, including Albania and Kosovo.
This represents a considerable deterrent to investors, especially large manufacturers: 81% of Kosovan firms
experienced on average 13.6 power outages per month, causing losses of 11.3% of total annual revenue. The
number of outages was lower in Albania, but firms still experienced annual revenue losses of 7.7% (EBRD, 2015).
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Notes

1.

10.

11.

This report does not cover industrial and technology parks because SEZs under our definition
require provision of a specific regulatory framework and/or incentives regime restricted to the
enterprises operating on the pre-defined zone territory.

Bosnia and Herzegovina introduced special economic zones following the end of the war in the
country, and such zones seem to have attracted significant inflows of investment between the
late 1990s and early 2000s. Thus, they cannot really be credited for attracting new investment in
the way zones in the Former Yugoslav Republic of Macedonia and Serbia have in the aftermath
of the Great Recession.

CEB countries in this document comprise the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, the Slovak Republic, and Slovenia.

Albania was the only exception to this trend. The country was not affected by the conflicts,
sanctions and embargoes that affected former Yugoslavia. It was the poorest country in Europe
and its catch-up potential was considerably higher compared to the ex-Yugoslav republics and
it benefitted considerably from remittance inflows throughout the 1990s, which were one of
the main sources of investment. Still, the country suffered from a severe financial crisis and
civil unrest in 1997, following the collapse of a series of pyramid schemes that uncovered the
fragile ground on which the state to market economy transition was taking place in the 1990s.

Just-in-time strategies pursue increased efficiency by reducing inventory costs: optimally,
production goods are only received when needed. Manufacturers, and particularly the
automotive industry, thus rely on their supply chains to constantly adapt themselves to the
fluctuating needs for parts and components ordered by headquarters, furnishing the agreed
deliveries on time and maintaining quality standards.

Data on manufacturing FDI are patchy and inconsistent for the Western Balkan economies for
this period and so the range presented here is based on calculations from available data for
these economies.

Even Serbia, which had a managed float exchange rate regime, had to limit its currency’s
depreciation against the euro due to the high level of euroisation of the financial system.

Note: Unit labour cost was calculated as [(average gross wage*number of employed)/GDP]*100.
In the cases of Albania and Kosovo, average net wage was used due to lack of data on gross
wages. One should keep in mind the high discrepancy between ULCs in gross and net wage
terms — 12 on average in other Western Balkan economies.

Active zones are zones with a fully established legal, institutional and management structure
and are broadly investment-ready (basic infrastructure is in place, main services to be offered
are in place, etc.), with active enterprises operating in them.

The European Commission defines micro, small and medium-sized enterprises as follows:
medium-sized enterprises - less than 250 employees with turnover not exceeding EUR 50
million and/or balance-sheet not exceeding EUR 43 million; small enterprises — less than 50
employees and turnover/balance sheet not exceeding EUR 10 million; micro-enterprises - less
than 10 employees and turnover/balance sheet not exceeding EUR 2 million.

This period (for profit tax and PIT) can be shorter if the maximum intensity of state aid is
reached earlier which is in line with the Law on state aid and EU law. This rule also applies for
to the other tax/ custom incentives
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TRACKING SPECIAL ECONOMIC ZONES
INTHE WESTERN BALKANS

OBJECTIVES, FEATURES AND KEY CHALLENGES

Since the economic crisis and the consequent reduction in global financial flows,
Western Balkan economies underwent a structural shift from
consumption-fuelled to investment-based and export-oriented growth. In their
effort to strengthen market-oriented enterprises and promote job creation - two
of the major challenges to development in the region — special economic zones
(SEZs) are becoming prominent policy tools for Western Balkan economies.

The number of zones has quadrupled over the past eight years as some
economies expanded their existing zone networks and others created them for
the first time. SEZs and their accompanying incentives have also become relevant
drivers in the intensifying regional competition for foreign direct investment, but
while their direct contribution to investment and job creation has been positive,
their broader impact on the industrial structure of the Western Balkan economies
is more limited. Because of considerable gaps in technological and managerial
capacity, local enterprises still struggle to build strong supply connections with
foreign companies, and their exposure to foreign enterprises is not yielding a
significant transfer of know-how and increase in competitiveness.

This report represents an in-depth analysis conducted under the OECD South
East Europe regional programme, which supports partner economies in
developing and implementing structural reforms, with the aim of boosting
growth and fostering competitiveness.

The study takes a closer look at the main features and trends in the development
of SEZs in the Western Balkans and raises key questions for further analysis of this
important topic.

Co-funded by the European Union
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