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USAID Bulgaria Competitiveness Study

INTRODUCTION

As pat of the Policy Reform and Advocacy Strengthening Project in Bulgaria, which is
implemented by Management Systems International (MSl) and funded by USAID/Bulgaria, JE.
Audtin Associates (JAA) was requested to implement a Bulgarian Country Competitiveness
Exercise (BCE). The Exercise included the work of two principa Bulgarian partrers, the
Ingtitute for Market Economics (IME) and the Center for Economic Development (CED). In
addition, partners in the BCE included locd business leaders, the FLAG Consortium
(ACDI/NOCA and IESC); the Bulgarian American Enterprise Fund (BAEF); the Foundation
for Entrepreneurship Development (FED); the Economic Policy Ingitute (EF); as well as
severd individuas.

Objectives of the Exercise

The formd objectives of the BCE were:

To examine competitiveness in Bulgaria' s context;

To evaduate Bulgaria' s recent performance;

To andyze condraints to competitiveness;

To conduct competitiveness workshops with stakeholdersin Bulgaria;

To generae public- private did ogue centered on competitiveness, and

To provide recommendations and priorities for improving future competitiveness.

ouprwdpE

Methodologicaly, the design of the BCE demongtrated how to develop and inditutiondize a
comptitiveness didogue by enhancing the capacity of firms, industry associations, policy groups
and government to analyze, discuss and plan continuous improvements in the underlying sources
of Bulgaria's competitiveness. Specificaly, the BCE introduced initid frameworks, tools and
benchmarks that promote an effective competitiveness dialogue,

Definition of Competitiveness

Competitivenessis defined in this report as sustained increases in productivity resulting in higher
wages and living standards. It is characterized by increases in export market shares.
Competitivenessis not achieved by cheagp labor or currency depreciation. True competitiveness
is based on generating more vaue through improved productivity, qudity, service and
innovation. It requires the existence of firms that capture greater vaue in the marketplace not
just through improved efficiency but aso by drategicaly choosng where to compete and by
desgning innovative service dimensions and new product characteristics.  Effective business
drategies are the generators of competitiveness

Competitiveness needs to be understood at the firm and industry leve, for it isthey thet actudly
compete for growth, market share and resources. At the end of the day, it is the firm/industry

J.E. Austin Associates, Inc/MSl-Bulgaria Introduction | i
March 2002
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that ddlivers increased productivity to the economy. A government can alocate resources,
reduce friction in the economy and creete a nationd platform conducive to competitiveness; but
it is the firms themsdves that must invest, employ, innovate, export and create wedth. The
improvement of incomes and living standards depend upon their performance.

Methodology of BCE

The BCE was managed in a collaborative manner, involving a number of partners. IME and
CED prepared the early drafts of many of the sections of this report, including brief industry
reports and company case sudies.  The primary anayticd tool to assess the competitiveness
of locad industry clusters was the Competitiveness Diamond concelved by Dr. Michael Porter
(Exhibit 2). Recent work by Michael Fairbanks in applying Porter’s tools to developing
countries in Latin America aso provided methodologica guidance. In order to connect macro
and microeconomic andyses, the BCE drew upon the published work of Dr. James E. Audtin,
induding tools for analyzing the impacts of policy on firm-level activity and operations*

As input into the competitiveness presentations and discussion during the BCE, and as input to
prepare this report, the BCE managers gathered information on 6 industry clusters in Bulgaria.
The BCE organized numerous meetings with these industry groups to consder the industry’s
competitive Stuation and Strategic opportunities.  The BCE aso engaged industry experts in
agribusiness, wine, tourism, apparel, information services and transport services to provide
gpecific andyses and inputs.

Organization of the Report

The Bulgaria Competitiveness Report is organized according to the objectives of the overdl

report as listed on the previous page. Section | includes the definition of competitiveness as
used by the JAA competitiveness methodology. Section 1l locates Bulgaria on a “map of

competitiveness’ by presenting information on the globd ranking of Bulgariain 8 different factor
aress including economic performance, export competitiveness, policy environment and science
and technology. Section 111 gpplies “ competitiveness’ directly to the Bulgarian experience. In
this section there are assessments of the macro and microeconomic environment of Bulgaria as
well as brief andyses of the Bulgarian financid sector and the impacts of privatization on the
Bulgarian economy. Section 11l also presents brief industry assessments for 6 industries.

Section 1V provides recommendations about where Bulgaria might go from here to plan and
coordinate a dtrategic nationa and regiona competitiveness campaign.

Exhibits, when referenced, are provided at the end of the Man Report.  Comprehensive
versons of the assessments and analyses presented in Section 111, as well as company case
dudies and industry reports ae avaldble for review on the BCE webste
http://www.competitiveness.by .

! These can be found in Managing in Developing Countries by James E. Austin.

J.E. Austin Associates, Inc/MSl-Bulgaria Introduction | ii
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MAIN REPORT

|. DEFINITION OF COMPETITIVENESS

Definition of Competitiveness

At the level of an economy, “competitiveness’ is “sugtainable increases in productivity resulting
in the improvement of the standard of living of the average citizen of a country”. Growth in
productivity is, a the end of the day, delivered by the private sector through red companies
competing in red indudries.  Smilarly, competitiveness & the busness levd is the
implementation of drategies that provide sustainable increases in busnesses productivity
resulting in the generation of increasing profits and in the ability to pay increesng wages. It is
important to recognize that in this context, productivity is not smply doing things better, but
doing better things.

Growth and Equity: The Virtuous Cyde (Exhibit 1)

As private companies focus on more complex exports, they generate greater wedth for the
nation. Focus on complex exports dso encourages private company invesment in human
capitd to cregte the skills and innovations that dlow them to maintain the competitive edge
agang world innovators. These exports rely on higher kill levels and lead to higher income
levels. Poor competitive strategies based solely on cost in undifferentiated product and service
areas cregte the oppogite incentive—i.e. for lower wages, cheaper costs and deva uation.

How to Recognize a“ Competitive” Country

A “competitive’ country is eadly recognized as having progressvely higher red wage levedls—
but driven by productivity rather than government fiat. A compstitive country is characterized
by increasingly strong currency levels, based on market forces and good policy, rather than by
atificid exchange controls. In competitive countries, the average citizen is able to increase
hisher purchasing power both domegticadly and internationaly.

A New Approach to Economic Growth

Traditiond approaches to economic growth have emphasized comparative advantages rather
than competitive advantages. Overemphasizing natura resource commodities or low cost labor
typicdly fails to boost long-term competitiveness of an economy, as has rdiance on fiscd or
other incentives that other countries can easly replicate.  Countries that rey on such
“advantages’ typicaly end up poorer in the long run, with low productivity and low income per

capita.

J.E. Austin Associates, Inc Main|1
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The Porter Compstitiveness Diamond (Exhibit 2)

The Porter Competitiveness Diamond, developed by Michael Porter on the basis of extensive
industry research, is the oft-cited mode for competitiveness. The “diamond” represents the
competitive environment faced by firms. It is used by companies to develop strategy and by
governments to improve the nationa platform for competitiveness. The dements of the diamond
include:

Demand conditions;

Factor conditions,

Strategy, structure and rivary within indudtries;

The cluster of related and supporting industries;, and

The influence of government (and sometimes chance events) on the above.

However, the key to the andyss is to understand the dements of the analysis as well as the
interactions amongst them.

Extending the Compstitiveness Diamond Modd (Exhibit 3)

Work by David FHood and others from JAA in severd countries led to additiona perspectives
regarding the competitiveness diamond. Competitive businesses and industries that are good at
understanding customer needs and are continudly innovating to provide more vaue to the
customer. These businesses and indudtries operate based on demand-driven drategies.
Through continud strategic innovation, the best businesses are able to continudly increase their
productivity, hence their competitiveness. Such businesses and industries compete at the “top”
of the economy. (To reflect this, in the exhibit the diamond is rotated to put Demand &t the

“top”.)

Companies with resource-driven strategies tend to focus on factors of production—particularly
costs. They compete and invest a the “bottom” of the diamond, on the basis of basic
production factors, and continualy lose postion vis-&vis cusomer-oriented companies.
Worse, governments in search of job-creation or otherwise adopting old models of economic
development, dso tend to invest in the low end of the diamond—for example, implementing
policies and attracting labor-intensive investment, such as assembly operations.

To make Szegble gains in competitiveness, busnesses and supporting government action in the
microenvironment need to drive for the “top” of the diamond. It is insufficient to Smply view
this god as smply meeting international standards—e.g. 1SO compliance, or meeting EU safety
requirements. These are fal se objective—as achievement will only place Bulgarian companiesin
competition with the least competitive producers. Meeting EU standards, for example would
only mean that Bulgarian firms are competing with the companies that meet minimum EU market
entry requirements—hence the low cogt, lesser qudity producers.

J.E. Austin Associates, Inc Main |2
March 2002
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Key Competitiveness Questions

Practitioners and economists who study competitiveness attributes raise numerous important
questions, including:

Do businesses in a nation have to respond to the needs and standards of demanding
consumers?

How much compstition is there in a specific industry, and does it compel Eentless
upgrading?

Are companies building upon and moving beyond efficiency in their basic labor and
capitd factors, so that they look towards innovation, new design and new products for
increased profits?

Are companies and industries part of a cluster of related and supporting companies and
indugtries?

What are the interactions among the answers to the above questions?

Economigts studying developing countries have articulated positive answers to these questions
and have thereby been able to identify actions and opportunities for the enhancement of overdl
competitiveness? These include:

1.
2.

3.

Improvement of consumer knowledge and learning, so that quaity is demanded;
Exploration of drategies by which firms can integrate forward or downstream and
thereby redize profits from the higher prices the end consumer pays,

Innovation to meet competition, lead market demand and cut cogts

Cooperation with a cluster of related and complementary firms so as to benefit from
shared planning, shared technology and shared market information;

Ingstence on and commitment to an effective private-public didogue to achieve the
optima results from cooperation in the spheres of economic policy, legidaion and
infrastructure development.

2 See Michael Fairbanks' description of the 7 opportunities for competitiveness in Plowing the Sea (1997).

J.E. Austin Associates, Inc Main|3
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. LOCATING BULGARIA ON THE MAP OF COMPETITIVENESS

This section provides an objective, independent assessment of Bulgarias economic
achievements and the current comparative evauaion of key factors leading to those
achievements. This section is based on the andyss presented in the Bulgaria Benchmarking
Report presented in 2001 and dso on findings found in the World Economic Forum Global
Competitiveness Report 2000.> A copy of the Bulgaria Benchmarking Report in its entirety is
available on the BCE website http:/mww.competitivenessbg/.

Benchmarking Bulgaria (Exhibits 4, 5 & 6)

The benchmarking exercise in Bulgaria took over 45 indicators from a variety of sources
induding the World Development Indicators Report by the World Bank, the United Nations
Development Progranme Human Development Report, and other organizations® These
indicators were arranged in 8 sections. economic performance, export competitiveness and
touriam, financid sector, investment competitiveness, policy environment, science and
technology, infrastructure, and human resources and workforce competitiveness. Scores were
ranked, with best performers being a the top and lower performers at the bottom. For time
series data, the period from 1990 onwards was chosen as the most relevant period for Bulgaria
as a post-socidig, trandtion economy. Also provided are the benchmarks ranges for excellent
performance. These were taken from andyzing the long-term performance of the top 20
countries in salected indicator areas.

Bulgaria presents an uneven competitive record, despite remarkable strides to open its
economy, control inflation, lower the budget deficit and creste a welcoming environment for
foreign investment. Bulgaria ill scores low in many important indicators of competitiveness.
These shortcomings will serioudy hinder its overdl competitive postion in the future if not
addressed. Being competitive in just a few of the indicators may not be sufficient to become an
important player in the globa economy. Poor performance in key indicators such asthe financid
sector and palicy environment, if not corrected, will eventudly create barriers for the continuous
improvement of other indicators.

Bulgaria appears to be on the right track to improve its overdl competitiveness, but many
chdlenges lie ahead. The data shows that despite commitment and change in the past few years,
sgnificant restructuring and improvement must be pursued. Bulgaria dso needs to improve its
atractivenessto foreign capital and expertise to redize many of these changes.

% World Economic Forum. Global Competitiveness Report 2000. (2000). The Center for Economic
Development (CED) carries out the surveysin and reporting from Bulgaria as inputs to the Global
Competitiveness Reports.

* World Bank. World Development Indicators 2001. (2001); UNDP. Human Development Report. (1999)

J.E. Austin Associates, Inc Main |4
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Economic Performance

Bulgarid s economic performance has improved since the introduction of the currency board,
but GDP per capita (adjusted for purchasing power parity=PPP) is ill low at USD$4,809
making Bulgaria one of the poorest countries in the region.

According to the Bulgarian Nationd Indtitute of Statistics the GDP growth during 1999 was 2.4
percent. Strong export performance continues to drive overall growth. Numerous factors have
certainly contributed to this improved performance; continued improvements in macroeconomic
performance, adherence to economic adjustment and reform programs and export recovery
have been key factors. Bulgaria achieved 4.7 percent increase in GDP for the first nine months
of 2001, based on early economic growth reports from the Institute.

Export Compstitiveness

In recent years, the export growth rate has improved as trade with Western European countries
increased. In the firgt haf of 2000 merchandise exports to the EU rose 23 percent (year-on-
year) accounting for more than 54 percent of total Bulgarian exports. Merchandise exports rose
sharply to countries, such as France and Belgium, which are home to important drategic
investors in export-orientated Bulgarian enterprises.

However, overdl, Bulgaria has experienced a sharp downturn in exports since the trangtion to a
market economy. Moreover, dependency on the export of natural resources aso makes
Bulgarian exports vulnerable to international market fluctuations.

Financid Sector

The andysis of financid depth indicators in Bulgaria shows that the financid sector is severdy
underdeveloped. This is best reflected by credit to the private sector as a percentage of GDP,
which in 1998 was 12.6 percent. This places Bulgariain the 26" percentile, being 115" out of
155 countries.  Domestic credit from the banking sector as a percentage of GDP isdso low at
19.6 percent, placing Bulgaria 113" out of 152 or in the 26™ percentile.

The average spread between lending and deposit ratesis 9 percent, which reflects the high costs
of financid intermediation and percaived risk. 1n July 2000 a reduction in the minimum reserve
requirement from 11 to 8 percent brought Bulgariainto line with internationa standards.

® National Statistics Institute. (2001)

J.E. Austin Associates, Inc Main |5
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Investment Competitiveness

Investment indicators include gross domestic investment (GDI) and foreign direct investment
(FDI) as a percentage of GDP, as wdll as the growth rates of both GDI and FDI.

Bulgaria's GDI grew by 16.4 percent in 1998 and 25.3 percent in 1999, reaching 15.9 percent
of GDP.° Foreign direct investment grew sharply in recent years—in 1999 the amount of FDI
was greater than the tota amount of FDI during the period 1992-1996. Thus the share of FDI
in GDP reached 6.5 percent in 1999’ (4.4 percent in 1998%). FDI per capita during 1999
reached USD$98.° Much of this FDI was related to privatization.

However, in a World Economic Forum (WEF) survey completed as pat of the Globd
Competitiveness Report 2000, roughly 87 percent of firmsin Bulgariaindicated thet, from their
perception, FDI is* non-exigent”.

Policy Environment

Bulgaria's policy environment has been dgnificantly liberdized. Neverthdess Bulgaria has
shown amixed record of liberd investment policy and high levels of corruption and bureaucratic
discretion.

In the last decade, Bulgaria consstently ran budget deficits of at least 5 percent, but spiking to
double digits in some years. In the last year that globd data was available (1998), Bulgaria
registered the budget deficit as 2.8 percent of GDP. Since the introduction of Bulgarian
currency, the government has been able to strengthen this trend. Bulgaria even ran a surplus of
1.4 percent in 1998; and the 1999 deficit was only 0.9 percent.

The private sector’ s share of value added was 65.3 percent in 1999.%

Trade policy has been consgtently liberaized. In addition, Bulgaria has a non-restrictive foreign
investment code. There are no forma redtrictions in foreign ownership and in some cases tax
incentives are available to foreign investors.

Ovedl, the policy environment in Bulgaria seems to be moving in an effective direction.
Neverthdess, despite sensble policymaking, many obgdacles to the implementation of a
competitive business environment remain. For instance, Bulgaria ranked 63 out of 99 countries

® National Institute of Statistics. (2000)

" National Institute of Statistics. (2000) The European Commission figure for FDI growth in Bulgariain 1999
is 6.3 percent.

8 National Institute of Statistics and European Commission Regular Report 2000. (2000)

° Bulgarian National Bank (2000)

10 Bulgarian National Institute of Statistics. (2000)

J.E. Austin Associates, Inc Main |6
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in Trangparency Internationa Perceptions Corruption Index for 1999. By 2001, Bulgaria's
Corruption Index ranking improved to 47" out of 91, however, Bulgaria remained in the lower
haf of ranked countries™ Moreover, an entrenched bureaucracy and a multitude of
cumbersome regulations can hinder Bulgaria s business environmern.

Science and Technology

Given the speed of the information revolution, it is chalenging to find accurate globa data on
connectivity to the Internet Revolution.

In 1997, the World Bank reported 29 computers per 1,000 people in Bulgaria. Thus, Bulgaria
ranked 45™ out of 103 countries or 56™ percentile. Based on information in the European
Survey of Information Society this computer penetration has increased since 1997 to reach 37
computers per 1,000 people in June 1999. According to the same source, a the end of
1999, the level of computers per 1,000 people in severd Centrad Eastern European Countries
was ggnificantly higher than in Bulgaria Sovenia—250, Poland—137, Czech Republic—107,
and Lavia—91. From the countries covered by the above-mentioned survey, only Romania
had lower leved than Bulgaria—28. As computer acquisition and diffuson have been growing
rapidly in many countries, it is unlikdly that Bulgaria' s globa ranking has changed consderably.

The Y ear 2000 EIU ranking of E-commerce readiness places Bulgariain the 32nd percentile,

According to the Global Competitiveness Report 2000 survey, Bulgarian firms reported that
only 12.8 percent of companies use the Internet for e-commerce. However this usage
percentage increases when conddering Internet use for customer service and generd
information purposes. Reportedly, approximatdy 37 percent of firms use the Internet for
provison of customer service; and roughly 84 percent of firms use the Internet for generd
information gathering. These percentages could be read as providing a solid platform for
building strategies centered on access to customer informetion.

Bulgariain 1999 had a relatively high number of scientists and engineers per million people—
1747—placing Bulgaria 28" out of 88 countries (68" percentile). However, it is not clear at
what leve this human potentia has been saved during the continuous crigis in Bulgarian science
gnce 1990, or how wel it is being goplied to the competitive needs of busness. R&D
expenditures as a percentage of GNP were very low in Bulgaria—0.57 percent—48™ place out
of 78 countries or in the 46™ percentile. However, in many cases companies may not have
separately recorded their R& D expenditures, as there is no particular incentive for companiesto
record R&D expenditure.

" Transparency International. Global Corruption Report 2001. (2001)
12 Reference to the European Survey of Information Society was made in the Building the Competitive
Advantage of Bulgaria: Beyond 2000 prepared by Anelia Damianova, CED. (2000)

J.E. Austin Associates, Inc Main|7
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Public Infragtructure

Bulgarid s infragtructure ranks above average if compared to many trangtiona economies, yet it
isfar from that of the most developed countries.

Infrastructure is normaly measured in the cgpacity for providing energy, transport, and
communications. Bulgaria ranks fairly wdl in both road densty and eectricity capacity, as
measured by electricity consumption.

Teledensity (number of telephones per-capita) is an indicator thet isin great flux given the fast
diffuson of mobile telephones worldwide. The fast growth of the mobile tdecommunications
indugtry is rgpidly reducing the costs of communication. Despite Bulgaria' s mobile telephone
penetration dmost doubling during 1998 from 8 to 15 mobile phones per 1000 people, it till
only ranked at 68" out of 149 countries, lower than Bulgaria s fixed line penetration.

Bulgaria inherited one of the highest line dendties amongst the former communist countries.
However, the qudity of the serviceislessimpressive. According to firms reporting to the WEF
Globa Competitiveness Report 2000, many firms believe that Bulgarian telephone lines do not
have “ample capacity” and are “unrdiable.” In the past few years these perceptions prompted
the rise in mobile phones, satellite phones and data transmission services as “quick fix” solutions.
Recently the Bulgarian Telecommunications Company (BTC) made progress in the replacement
of non-digitd technology with digita, especidly in long-distance transmission (78.0 percent),
long-distance switching (78.6 percent), internationd transmisson (955 percent) and
internationa switching (100 percent). By the end of 2000, the government tendered a new
mobile phone operator; and in 2002 it is expected that another mobile phone operator will be
tendered to coincide with the privatization of the BTC.

Human Resource and Workforce Competitiveness

According to the UNDP Human Development Index 1999, Bulgaria ranks 60" out of 174
countries (66™ percentile). Labor force participation is at 64 percent, which puts Bulgaria a 64
out of 177, or the 64" percentile. Life expectancy is 71, which places Bulgaria 84™ out of 194
countries (57" percentile). Adult literacy is 98 percent of the relevant population. Secondary
education ranks 24™ out of 103 countries placing Bulgariain the 77" percentile.

J.E. Austin Associates, Inc Main |8
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[1l. APPLYING COMPETITIVENESSTO BULGARIA

This section provides a brief assessment of the Macroeconomic and Microeconomic conditions
in Bulgaria In addition, this section provides andysis of the impacts of the financid system and
privatization on the economic environment in Bulgaria Findly, the section provides brief
industry assessments on the following sectors: information technology; tourism; canning; wine;
maritime transport; and gpparel.  More in depth coverage of the Macroeconomic and
Microeconomic sectionsis provided on the BCE website hitp://www.competitiveness.bg/.

M acroeconomic Environment

Over the past 10 years, Bulgaria has undergone a difficult trangtion to a market economy; and
this trangtion continues in many respects. The unique palitical and economic transformation was
initidly accompanied by deterioration in the macroeconomic characteristics of the country
compared to 1989. Despite unfavorable impacts from the Adan financia criss and politica and
economic crises in Russa and Kosovo, macroeconomic developments in Bulgaria have
remained positive since the beginning of 1998. The introduction of the currency board in 1997
imposed discipline on the macroeconomic environment in an effort to support economic
devdlopment. The immediate result was the quick magtering of the former macroeconomic
chaos.

Structurd reform became the center of government policy and privatization was named as the
number one god. While the number of privatized companies has been considerable, the
government did not pay sufficient attention to whether the privatized enterprises would be
competitive. The age and size of the asset base in Bulgaria and the lack of effective
management of newly privatized companies has been a problem in Bulgaria

The Bulgarian banking sysem was, in the mid-1990s, consdered amongst the poorest
performing in the world. There has been sgnificant improvement in the liquidity of banks snce
the middle of 1997 and measures have been taken to strengthen bank supervision and improve
the efficiency of the sector. In 2000, the Heritage Foundation’s Index of Economic Freedom
measured Bulgaria s banking environment to be stable with amoderate level of restrictions.

Inflation in 1999 was only 1.8 percent and the budget deficit only represented 0.9 percent of
GDP. However, economic growth decreased in 1999 to alow of 2.4 percent. Unemployment
reached a new high in 1999 of 16 percent, up from 12 percent at the end of 1998. The true
engine of growth for Bulgaria has been the increase in domestic investment since the late 1990s.
The share of gross domestic investment in GDP increased to 15.9 percent in 1999.

Since the beginning of 2000, economic growth is accderating and the trend of Bulgarian
indudtry is on the upswing. If this continues, it will be an important factor for the sustainability of
the competitiveness of the Bulgarian economy.

J.E. Austin Associates, Inc Main|9
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The government has made important progress in darifying regulaion for commercid activities,
which was previoudy an issue for Bulgarian industry. One of the catalyds for this darification
has been to coordinate with EU practices as part of the EU integration plan for Bulgaria

Foreign investors benefit from a liberd investment environment in Bulgaria. During the period
1992 to 2000, foreign investments totaled USD$3.929 hillion. Of that amount, USD$1.167
billion came from privatization. However the investments in capita markets were expected to
fdl in 2001, which in fact they did. The high prices of invesment goods and insufficient credit
guarantees contribute to investment difficulties of private indudtria companies. (See Exhibit 7)

The Effect of Privatization

The privatization process in Bulgaria sarted with the adoption of the Rrivaization Act in April
1992. By the end of 2000, 50 percent of al state owned fixed assets was in private hands.
The first round of privatization took place from 1996 to 1997; the mode of offering was through
investment bonds. During that period, three centralized auctions were carried out in which
gocks of 1040 companies were sold to 3 million Bulgarian citizens directly and through
privatization funds. The second round of privatization through investment bonds took place in
1998 and lagted until the end of 2001. Through the end of 2000, more than 1 million Bulgarians
registered to take part in the centrdized auction. The next stage of privatization will involve
companies from the public services sector. These offerings will be tendered by way of public
adminigration drategies approved by the Council of Minigers and the Parliament.  The
intenson is to ensure broad public support and full transparency. The effects of privatization
have varied by industry and enterprise.

For sectors that were rdatively well developed before the market was reformed, privatization
has been one of the key issues for gaining competitive advantage. There are a number of
privatized companies, however, that proved unable to operate in the competitive environment
because of a lack of managerid skills, market knowledge and drategic orientation.  For the
tourism indudry, privetizetion came dowly and was not efficiently managed, but many
companies do operate relatively effectively. Privatization of the Information Technology sector
was dow at firg, but was boosted by the privatization of supporting industries that required
technology innovations to meet access and market demands.

Currently, the private sector produces 71.5 percent of the added vaue in the economy.*®

Microeconomic Environment

The microeconomic environment provides a platform for busness and economic growth.
Ovedl the Bulgarian microeconomic environment congds of relatively poor qudity services

13 Bulgarian Economic Forum News Briefs. (12/21/2001)

J.E. Austin Associates, Inc Main | 10
March 2002



USAID Bulgaria Competitiveness Study

and inefficient regulations and policies. The present legd and regulatory environment involving
busness in Bulgaria is over-regulated. The Heritage Foundation’s Index of Economic Freedom
rates Bulgaria as having a stable but high levd of regulation”® The scde for Heritage
Foundation indicators ranges from 1 (very low) to 5 (very high) leve of regulation. Rdative to
other Eastern European countries, Bulgaria' s scoreis poor, i.e. rdatively highly regulated.

Undear rules, insufficient capacity of ingitutions involved and restricted access to information
hinder business competitiveness and growth by raising transaction codts, redtricting the quality of
services and corrupting the business environment. It is for these reasons that a large portion of
businessis escaping into the * shadow economy”.

A joint Bannock Consulting and IME survey estimated that costs of dedling with the government
amount to approximately 12 percent of total Bulgarian GDP.™

Tax policies in Bulgaria have been ungtable over the past 10 years due to frequent changes.
Since 1991, Bulgarian tax laws have been changed an average of 12 times per year. The
seemingly constant changes in tax legidation have caused a high degree of confuson among
authorities, legd professonds and the business community regarding the gpplicability of
amended or newly adopted laws. It is difficult for business to operate effectively if the “rules of
the game’ are congantly changing.

While changes in the legd framework of customs and trade procedures have been achieved,
Bulgaria experienced difficulty in implementing the reforms.  Changes in tariffs and cusoms
procedures have become direct transaction costs to economic agents. An example is the
gopard industry, for which poor customs procedures have a serious impact since the industry
relies heavily on exports. At issues are the poor service, dow trangt time and leve of tariffs,
which are causing such high transaction costs.

Bulgaria origindly had much success in trade liberdization, however it has been difficult to
mantain and build upon this success.  The microeconomic environment has been ungable
resulting in uneven progress in introducing broader market reforms, and in the mid 1990s price
controls reemerged. Bulgaria aso experienced volatile exchange rates and increased business
demands for protection. Bulgaria has entered into severd mgor internationd trade agreements,
dthough the government has occasondly imposed temporary trade redrictions as a
protectionist measure.

Domedtic prices were liberdlized in early 1991. Entrepreneurs are largely free to set prices as
they seefit. The government till maintains control over dectricity, hesting, gas, communication
sarvices, rall transport, cigarettes, pharmaceuticas and university fees and prices.

! The Heritage Foundation. Index of Economic Freedom (2001)
' IME and Bannock Company. Private Companies Costs of Dealing with the Government: A Survey on
Bulgaria. (2000). http://www.ime-bg.org/discussion.
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In 1999 a new law on standardization introduced voluntary standardization. It dso stipulated
that in order for EU standards to become part of Bulgarian standards, they must be trandated
into Bulgarian and approved by the State Agency of Standardization and Metrology. Prior to
the new law Bulgarian standards were quite distinct and often more stringent than EU standards.
This absence of dear sandards has been detrimental to some indudtries in Bulgaria The
canning industry for instance sees the absence of standards as a magjor obstacle for the
production of “ecologicaly clean” products.

The Bulgarian Labor Code was drafted during the socidist era; while there have been numerous
amendments the framework remains untouched. Compared to other countries, Bulgariacomes
out in the middle in terms of gtringency of labor regulaions and control of wages. Data from

the Economic Freedom of the World 2001 Report, published by the Fraser Ingtitute, shows that
Bulgaria has more freedom on the labor market as compared to Irdland which ranked 28" to
Bulgaria's 23 ranking. Also, Bulgaria ranked better againgt regional competitor Hungary,

which ranked 37". As a comparison to two major emerging market competitors, Bulgaria's
labor regulations are gtricter than El Salvador and freer than Indonesia.

Although protection of property had been an issue in the pagt, the government has guaranteed
private property rights asirrevocable through Article 17 of the Bulgarian Condtitution.

The Bulgarian business environment is dill very reliant on persona contacts and relationships.
Many business leaders lack trust enough to do business with other members of the community.
There are many reasons for this of course, but one contributing factor is that the government has
not effectively crested an environment in which businesspeople fed safe to conduct business
with other members of an industry. Laws are condtantly being revised, roles are being
redefined, and overd| thereisan air of confusion and ingtability.

Intellectua property rights were established in line with Western practices, however according
to the Business Software Alliance in 1999, Bulgaria was amongst the worst 25 countries in
terms of copyright infringement of software products. (See Exhibit 8)

The Bulgarian Tdecommunications Company (BTC) has a monopoly on telephony until 2002.
Investors generdly percelve utility connections and sarvices as problematic, primarily in
connection times and the costs involved thereof. (See Exhibit 9)

Bulgarian transport infrastructure and services are rlatively strong; athough substandard by EU
comparisons. Government maintains ownership of rail lines, roads and sea and river ports.

While Bulgaria is performing better than many other trangtion economies in microeconomic
terms, it is not performing as well as those countries listed at the top of the microeconomic
indicators. It is imperdive, in light of its accesson into the EU, that Bulgaria benchmark the
provison of private and public sector services againgt EU countries and also againg the best in
the world, so as to get a clearer picture of its progress. Growth will only come from
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understanding Bulgaria's current situation, and the improvements that are needed to provide a
competitive microeconomic platform.

Financid Sector

The Bulgarian Finance Sector and Banking Industry can certainly be looked at as an industry
clugter itsdf, and this would be a useful focus of andysis and action. The finance and banking
indudtry is dso an important part of every other industry cluser—al industries require financia
and banking services. Bulgarian industry has been criticd of the ability of the financid sector to
meet the growing demands of a competitive economy.

In the aftermath of the banking crises, many banks are dill lacking the requisite skills for
effective credit evaduation, risk assessment, asst management and project monitoring
techniques. Overal services provided by banks do not meet customer demands.

The limited credit activity of many banks can be traced to severd factors. rdatively high risk in
the redl sector; lack of prior credit history of most borrowers, dow execution of creditors
rights, low quality of investment projects; redtrictive banking structures, lack of investment and
corporate culture of many Bulgarian entrepreneurs; and insufficient project assessment abilities.
The entry of foreign banks into the domestic market has been associated with an increase in
modern banking know-how, technologica innovation and competitiveness.

Many businesses lack the ability to work effectively with the banking and financia system.
Often the qudlity of business plans is poor. Businesses often lack the collaterd for loans; yet
businesspeople are often reluctant to give up ownership to equity investors or partners.

While many smdl and medium-sized companies have great difficulty in acquiring loans or equity
investment, opportunities do exigt for firms with good business plans and management to obtain
financing from banks, verture capital funds, foreign entities and domestic capital markets.
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Industry Assessments

The following industry assessments describe competitiveness issues a the specific Bulgarian
industry and firm level. Leaders from each of these industries participated in Strategy sessons
and other cluster discussions that were facilitated by the BCE experts during the course of the
Exercise. The assessments are summaries of more in depth industry reports that are presented
at http:/Aww.competitivenessbg/. They are based on srategy sessons and discussions held
with the indudtry; industry overviews, case study reports, and expatriate consultant reports
prepared during the BCE.*® A complete treatment of each industry overview and firm case
sudy isavailable for review on the BCE website http://mwww.competitiveness.by/ .

Infor mation Technology

Prior to politicd and economic trangtion in the early 1990s, Bulgaria was a leader in the
COMECON region in information technology (IT) production and education. The market for
Bulgarian IT products and services has increased in recent years, however the market has
sruggled to overcome obstacles creasted during the trangtion from a protectionist socidist
economy to an open market economy. The Bulgarian market for IT productsis ill quite small.

There are gpproximately one thousand companies operating in the Bulgarian IT sector. Half of
these companies are software developers, the other haf is made up of computer system
assemblers and sdes companies.  Despite the limitations of the current Bulgarian market
dtuation, i.e. limited infrastructure and demand, representatives from most of the leading
internationa 1T companies are located in Bulgaria

The globa IT industry benefits from a market of growth and opportunity around the world.
Market vadue for trained professonds is high compared to many other indudtries and
opportunities exist for quick advancement. The Bulgarian IT industry faces a drain on its
greastest asset—its trained processonds. Because wages are low in Bulgaria, many
professonds take advantage of more lucrative offers in other countries. This “brain drain” is
negatively affecting the ability of Bulgarian companies to produce value added products,
because the necessary domestic human capitd is moving offshore.  One of the factors that
underlie low wages is the lack of sufficient financing for the IT indudry. Like many other
Bulgarian indugtries that suffer from the lack of a sophisticated capitd market, the IT industry
lacks the necessary capitd to upgrade training facilities and provide capitd to entrepreneurs
looking to innovate products and services for higher end markets.

Bulgarian IT companies have expended consderable effort in retaining quaified people. Some
companies, such as SIRMA and Hewlett-Packard, have been successful in limiting employee
turnover.

'8 The original documents were prepared by a number of individuals and institutions, with assistance from
J.E. Austin Associates. Individual credits are included on the website.
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The lack of domestic demand for IT productsis alimiting factor. The domestic market has not
generdly emphasized the importance of upgrading technology as a means to increasing
competitive ability. Therefore the mgority of production in Bulgaria is for export markets in
North America, Canada and Western Europe. Some companies produce exports for Turkish
and Eastern European markets.

The smdl domegtic and regiona demand and the limitations in the factors of production have
caused increasesin labor cogts. Profit margins have been squeezed. The result of this has been
that several companies are ingtituting export- oriented strategies based on higher-vaue demand.

The IT indudry is composed of many firms, each with its own sSrategy regarding surviva and
success. Firms in the industry have been reluctant to cooperate, as too often they perceive
growth as a zero-um game—the success of one is at the expense of another. This perception
isdowly changing, as can be seen from the informa networking opportunities that have recently
taken place. In addition to networking opportunities, there have been a number of joint
ventures among industry members.,

Government has been supportive of the IT industry in recognizing its importance to the future
competitiveness of Bulgaria However, there are areas where government assistance would
benefit, especidly in maintaining truly open markets for companies in the IT market.  Open
markets are the most important factor for growth of any IT sector, athough attention to the
affects of globd markets on the Bulgarian IT industry is dso quite important. In line with
maintaining open markets, the IT industry should not make a habit of turning to government as
the primary source of market resolutions.

The key issues for maintaining competitiveness in the IT market will be providing innovative
market technologies to meet niche market demands and enlivening domestic usage of 1T
products and services. Also it is very important for IT companies to forge closer relationships
with dlients through increased interaction and by locating services dose to dients. This will
enable companies to obtain information on customer needs and trends that will dlow the
companies to provide responsive products and services, and to develop effective strategies.
SIRMA is one Bulgarian company thet has been very effective in this by locating customer
service offices close to dients in Canada.

In 2001, the Bulgarian Parliament asssted the IT industry by ratifying the Declaration on Trade
with IT Products. This will liberdize trade on sx basic product groups including computer
equipment, telecommunication equipment, semi-conductors, carriers of program products, and
tools for scientific purposes.”’

! Bulgarian Economic Forum News Briefs. (12/20/2001)
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The future of the IT industry rests in large part on the ability to be flexible to market demands.
This requires the availability of reliable investment and credit resources. To this end, the
industry can promote the use of joint ventures and networks with foreign investors to obtain
needed finance.

Tourism

The Bulgarian tourism indudtry benefits from the country’s rich history and many natura and
cultural resources. In the mid 1990s, while many other industries were suffering from market
trangtion obstacles, the tourism industry registered positive financid results. The extent to which
improvements in the tourism industry are sustainable remains to be seen. There are many
ongoing developments in the indudtry, including modification to the indudtry “vison”, changesin
demand and in market channds, and reformation of the industry towards a more organized
structure.

Privatization of the sector, while dmost 100 percent by 2001, proceeded rather dowly. A
deficiency of the privatization period was the falure to attract strategic investors who were
internationa leaders with recognized names. This essentidly |eft the indudtry in the hands of
managers who often lacked a full understanding of the customers and market niches to which it
was marketing its products.

The tourism industry was and to a great extent dill is a sector with delayed investment in
infragtructure, supporting facilities, new services and management.  While some companies and
sarvice providers have indituted the use of technology, the technologica infrastructure in
Bulgaria is 4ill lagging behind its competitors. This is the case, for example, in the industry’s
limited acceptance of credit cards.

The Bulgarian tourism industry can be characterized as being comprised of two sectors: mass
touriam, which is focused on natura resources and caters to high volume/low vaue products,
and specidized tourism based on niche markets (and which could be focused on high end/high
price consumers). The strategy of the Bulgarian tourism industry has to this point been primarily
focused on the mass tourism sector, and has not brought much to the Bulgarian economy in
terms of revenues per tourist. The industry has little bargaining power vis-&-vis the large tour
operators.

The performance of the tourism sector, while reported as strong, has been uneven over the past
four years. In 1998 there was a marked decline in the number of tourigts from al arees. The
tourist base of top customers (excluding Germany) is from medium and low-income countries,
dthough many vistors dso come from the surrounding regions. These losses were most
ggnificant for tourists from Germany and Turkey. Since 1998, the trend in arrivals has been
increasing, athough no firm pattern can be determined.  After fdling from 13 percent of dl
vigtors to 3.4 percent in 1998, tourists from Turkey remain ardatively smdl percent of totd
tourists to Bulgaria in 1999 and perhaps 2000. Overdl tourist arrivas increased in 2000, and
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continued to increase in the first eight months of 2001 by 20 percent.® The domestic market is
a large, but undifferentiated and undefined segment of the overdl market. The attacks of
September 11, 2001 in the United States are not expected to drasticaly effect tourism in
Bulgaria

The focus of Bulgarian tourism strategy has been on “sand, sea, sun and mountain resorts’. The
vay smdl number of five-gar hotes and the limited avallability of internationd hotd chains is
evidence of the dominant low-end provison of services. Deficiencies in tourism infrastructure
and investment create an immediate improvement in the sector. It is difficult to compete on
qudity and high-end services when mgjor hotel networks were built 15 to 20 years ago.

However the tourism industry has recognized the need to innovate its services in order to
develop the tourism sector. The Albena Sea Resort, for example, has been active in this
pursuit. The resort has sought to differentiate its products to attract new clients. In order to
achieve these godsit has entirely renovated 17 hotels at a pace of three to four hotels a year.

Cooperation and division of responghbility amongst agents and tourism service operators seems
to work reatively wel. Also, there is evidence of strongly developed cooperation with
traditional suppliers of transport services, food and agriculture produce. Cooperation with the
non-banking financia sector is beginning to gain momentum. Cooperation between the cluster
and the government seems effective. On the local leve, there is much cooperation between the
sector and municipdities to promote particular loca culturd, environmenta and higtorica
resources.

A key area of opportunity for the tourism industry lies in the ability of the industry to begin to
differentiate product offerings away from mass tourism offerings, to obtain information about
niche markets and develop products and services to cater to such markets. Examples would
include culturaly based programs and programs centered on distinctive industries such as the
wine sector.  Recent statements by Prime Miniger Saxe-Coburg-Gotha reflect this type of
drategy. According to the Prime Miniger, village tourism should be developed and the
country’s archeology and history should be popularized.®® Also of utmost importance is to
collaborate with training inditutions on setting curricula based on market needs, such as
hospitality standards and management skill development.

Canning

Overdl, the Bulgarian canning indudtry is in a steep decline. Ten years after the end of the
socidigt period, during which dl canning companies were date-run, 85 percent of the
companies have been privatized. But this privatization has not led to profit growth or industry
growth. The privatization of farms created a setback to the ability to produce large volume

18 Bulgarian National Bank. (2001)
19 Bulgarian Economic Forum New Briefs. (12/12/2001)
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crops a competitive prices. The privatization of canning companies led to employee ownership,
which in many cases resulted in ineffective management practices and lack of the necessary
capital to operate.

There are many factors that have contributed to the industry decline, including limited supply of
inputs, lack of qudified managers and lack of financia resources. Redtricted domestic demand
has aso been problematic.

During the period 1996 to 1999 crop yields dropped in volume and quality, strict internationa
requirements on food standards were applied and prices of food products have increased while
the purchasing power of many Bulgarian companies decreased. Bulgarian canning companies
have therefore often been unable to adequately supply their domestic and export markets. The
Bulgarian canning industry aso suffers from a lack of product diverdfication in the highly
competitive export market.

The Bulgarian canning industry exports to Audtria, France, Holland, Italy, Germany, Greece,
Czech Republic, Jordan, Russia and other NIS countries. Domestic demand is very limited,
partly because of low purchasing power and partly because of the perception that Bulgarian
products are of low quality. The perception of low quality is often incorrect—in many cases
Bulgarian jams and jdlies are better than those produced and imported from Western Europe—
but Bulgarians frequently choose the European brand over the Bulgarian product.

The Bulgarian canning indudry is 4ill in the factor-driven stage in terms of drategy setting.
Collaboration among members is not highly developed. Yet effective, sable relationships
between suppliers and producers will be necessary for the future of the canning industry.

One firm that has been successful in the Bulgarian canning industry is Plovdiv Canning OOD. %
Plovdiv Canning OOD has forged a joint venture relaionship with CARESBAC—Bulgaria AD,
ajoint venture company established by the governments of the United States and Bulgaria to
facilitate equity lending to the emerging private sector in agriculture, food service and related
industries. 2 This joint venture has provided Plovdiv Canning OOD with the necessary capital
funds and organizationd sructure to dlow it to implement a competitive Srategy in the Bulgarian
canning industry. The drategy is based on high quaity and sales to gourmet export markets.

% The name of the firm has been changed for confidentiality. OOD is the Bulgarian abbreviation for Limited
Liability Company.

2 CARESBAC Bulgariais an investment fund, specialized in microcredit (between 25 percent and 49 percent)
in small and medium sized private Bulgarian companies. The purpose of CARESBAC is to invest in the
sphere of agribusiness—agriculture, food processing and all industries associated to the former two
industries. CARESBAC just started its operation in the country; it managers were looking for committed
entrepreneurs and a business to invest. Plovdiv Canning OOD was one of their first projects; CARESBAC
accomplishes its objectives by providing equity financing up to 350,000 USD and technical assistance in
marketing, accounting, technical and other issues.
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While the recent higtory of the Bulgarian canning industry has been disgppointing, there are
drategies and opportunities that the industry, and individua firms, can act on to sart turning
things around. Opportunity for the canning indugtry liesin better understanding of market trends
and customer requirements, improving the domestic image of Bulgarian brand, producing high-
end, vaue-added products for niche markets and forging strategic linkages between industry
members in order to strengthen business rdationships. The credtion of effective cluster
relationships will aid in lobbying government, setting a nationd drategy for the canning indudtry,
aswdl as providing more reliable resource supply chains thereby stabilizing production.

Wine

The Bulgarian Wine Indusry has been consdered a high-performance sector within the
economy for many years.  Bulgaria holds 2 percent of the world market share of wine
production and exportation. There are 120 wine producers operating in the markets of bottled
and broached wine as well as a number of other related products. In the winter of 1997 and
1998, a severe frost and low temperatures damaged a significant part of the grape crop. This
restricted the available grape resources for Bulgarian wine producers, resulted in price inflation
on lower qudity grapes and an increase in the amount of imported grapes. Compstition for
grapes among domestic producers became very high and has since remained rather high, which
is fogtering some growth in the grape production market.

In an attempt to remedy the supply issues of 1997 and 1998, and to ded with the aging of
supply vineyards, one company, Vinzavod-Assenovgrad decided to invest in new vineyard
plantings? despite the limited current land market development and the lack of important
financid infragtructure. In addition to internd investment, the industry has made drides to
establish more forma agreements with farmers; one factor that had previoudy been lacking was
contracts between producers and farmers. Luckily in 1999 and 2000, environmental conditions
favored crop growth.

Managers in the wine industry understand the importance of quality, but have not generadly
taken the necessary geps to ensure that their products are up to internationad standards. The
wine industry as a whole lacks focus on and knowledge of the standards and quality necessary
for international, and sometimes even domestic markets.

There has been little progress in rasing profit margins sSnce the loss of crops in the late 1990s,
accessbility to the cash necessary to expand raw materiad bases has been an issue. The
necessary financia mechaniams to support the credit and cash flow needs of the wine sector,
like many other indudtries, is deficient.

% Prior to 2000, Vinzavod-Assenovgrad did not have its own vineyards and relied on auctions and informal
agreements with suppliersfor their grapes.
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Bulgarian commercial wine production is more than 80 percent export oriented, and accounts
for more than 30 percent of the export revenues from Bulgarian food exports to the EU.
Bulgarid s main compstitors include France, Itdy, Spain, Portugd, Chile, Audtrdia, Argentina,
New Zedland and South Africa

Domedtic sdes for Bulgarian wines are estimated to be 10 to 20 percent of commercid
production. Bulgarian consumers have knowledgeable tastes, but are not willing to pay the
price for high quaity Bulgarian wines that are currently on the market. The late 1990s saw a
shift in Bulgarian purchasing practices that coincided with increased domestic wine prices.
Bulgarians have opted for cheaper imported wines of smilar qudity.

The wine indudtry has been very aggressve in sdling to export markets, but al too often
drategies are not consstent. \When a company sets prices low in a quality market, in an attempt
to gain market share, the impact can be to reduce the quality image of the product; this gppears
to have happened to some Bulgarian wines. Also, the digtribution srategies often do not
provide the Bulgarian wine producers with needed knowledge of customer trends and
requirements.

Cooperation within the industry is underdevel oped; joint partnerships have just begun to evolve.
This uneven cooperation is partly the result of long-standing trust issues between members of
the wine “clugter.” There is an industry association that assists by lobbying on behdf of the
indudry to government, providing foreign and domestic market information and cultivating
opportunities a internationd trade fairs and new technologies available to the industry.

One of the key areas of opportunity is to expand the narketing of unique Bulgarian grape
vaieties to higher-end digtinctive market niches, and to create Bulgarian appdlations of origin.
Other opportunities lie in the development of more effective production and distribution chains
for supply and finished products, and in the development of better didogue mechanisms and
policies for the relationship between grape suppliers and wine producers. It is dso important
for the cluster to work with government on building a nationd drategy for the wine industry in
line with EU accesson requirements.

Maritime Transport

Bulgaria has two magor segports, located in the regions of Varna and Bourgas. 1n 2000, it was
estimated that each of these ports processed 5.5 million tons of goods.  In addition to the ports
of Varnaand Bourgas, there are other, smdler portsin Bulgaria Bachik is specidized only for
grain cargo. The port of Ezerovo TPP serves the Varna Therma Power Plant. The port of

Lesport is a smal, specidized port mainly serving timber cargo. There are dso severd smdler
ports dong the Danube River. There are two types of cargo transportation within the Bulgarian
sector: direct shipments to or from Bulgaria and cargo that is trangting through Bulgaria on its
way to another destination.
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The port of Varna benefits from itslocation on the Black Seg; its primary function has been asa
main junction between Europe and the Caucasus Region and the Middle East.  The main

chdlenge facing the Varna segport is the need to retain and expand its domestic market shares,
especidly in light of emerging competition facilitated by transport corridor developments.

With a dearth of recent investment, the technologica level of the port equipment in Bulgaria is
underdeveloped, and thus impedes the more efficient operation of the port infra and
superstructure. The Bulgarian Sea Shipping Company has had problems with the age of its fleet
and lack of investment capitd needed to renew it. An example of a company that has
embraced the rapid developments in the IT sector and learned from initiatives of other
companies in capitaizing on these innovations is the Unimagters Logistics Group.  Unimasters
has introduced a new service cdled “Interactive Tools’ that is offered through the corporate
website and is amed a faclitating communications with clients and avoiding difficulties caused
by time differences around the world. In general, most companies lack the necessary finance
resources for innovation yet they need to enhance their services and use of technology to
become more compstitive.

Bulgarian port codts reflect the inefficiencies in the maritime industry. The Port Operating
Company represents the largest portion of port charges, for instance representing up to 46
percent of total charges in the Bourgas West. Varna West incorporates the smallest portion
(about 40 percent) of charges from the Port Operating Company. There are dso many
“hidden” transaction costs endemic to the Bulgarian environment, which aso affect the ports
cost competitiveness. These include the practice of posting guarantees, and ingpection fees

imposed on shippers.

There was a sharp decline in Bulgarian imports and exports upon the country’s trangtion to a
market economy. Foreign trade turnover as a whole dropped since the early 1990s. The 1999
level of trade was only 30 percent of what it was in 1989. The volume of cargo operated by
the segports dropped from 32,807 thousand tones in 1989 to 15,848 thousand tonsin 1999.

Bulgarian ports are facing unprecedented compstitive threats from intermoda aternatives being
offered in neighboring ports. Romania, Greece and Turkey are competitors for transt cargo
and somelocal cargo.  The basis of this competition is on price and service.

Bulgarian ports can hope to berfit from inter-continenta traffic provided that the TRACECA
corridor, which links Europe to Asan markets via the Black Sea and Centrd Aga is fully
developed.

Private “micro” companies dominate the Structure of the trangport industry in Varna. Transport
companies in Varna redize the importance of quality for their international competitiveness, and
many of them are strongly committed to incorporating qudity management in their Srategies—
but the ability to do so is problemtic.
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Through the National Transport Strategy, the GOB has identified a number of modd
improvements that will encourage the diversion of trangport from Greek and Turkish ports to
Bulgaia The proximity of the Vana port to the Danube aso offers some additiond
opportunities for expanded transport routes.

Despite the fact that al eements of a cluster exist, cooperation within the shipping/transport
cluster isnot prevaent. Most companies prefer to work individudly rather than collaborate as a
cluster. However, as a result of the increesing competition in the region, business, industry
organizations and the public bodies have recognized the need for and the potentia pogtive
effects of the inter-cluster coordination and cooperation, and the cluster gpproach in the Varna
maritime sector is dowly gaining momentum.

The Government strongly influences the development of the maritime sector in Bulgaria—the
largest companies in the sector are state-owned, infrastructure is operated by state-owned
companies, development of trangport infrastructure is the public sector’s responshility, and
definition of the nationa transport palicy, including the maritime trangport sector drategy, is a
public sector function. Also public inditutions are respongble for developing a sound and
comprehensive regulatory framework in which the sector operates.

Competitiveness in the trangport sector will require a number of drategic steps.  The industry
needs to be established as a provider of high quality/reasonable price services by adding vaue,
ensuring faster cargo processing and expanding the range of services offered is one of the most
important strategiesto enact. Also, to compete globaly, the maritime transport sector will need
to upgrade technologica capacities to provide information systems to promote ports as modern
trangport and logigtics centers.  Two opportunities for the maritime transport sector will be the
edtablishment of a partnership program among industry members and the creation of a port
porta to provide better information access to customers and improved qudity customer service.

Apparel

The Bulgarian gppard sector is diverse, because companies do not manufacture the same
products. Identifying producers by variation, Sze, markets, product/style, location, technology,
capitdization, revenue, dliance and manageria expertise only begins to narrow the range of
drategic choices available.

Under the socidist system, the mgority of produced goods were assigned to garment producers
through a rictly certrdized organization in which “economic unions’ were responsible for the

placement of outputs. Direct exports to Western Europe and American clients were channeled

through Industriallmport, a state owned foreign trade organization. Upon trandtion to a
market economy in the early 1990s, the industry faced many problems due primarily to the

highly protectionist system under which it operated for so many years.
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In 1992, the Russan market collapsed and the monopolistic structures that ensured the
placement of Bulgarian outputs were dismantled, leaving companies to survive without any
experience in the marketing of their own products or services.  This trangtion to a market
economy had many relevant impacts on the Bulgarian economy.  Education, once well funded
and organized, faced mgor changes. The gppard industry suffers from high turnover rates, due
primarily to low wages. For an industry that employs the most workers save for the Bulgarian
government, thisis an areathat will need atention.

For some sectors of the gppard indudtry, the availahility of raw materidsis anissue. The wool
industry suffered from alack of supply in the early 1990s, which led to a reorientation of supply
chains towards imported materials from surrounding countries. The garment assembly sector
does not have a raw materia base in Bulgaria therefore virtudly al of its supply is imported.
This puts both subsectors in a precarious Stuation in that both are subject to the availability and
cost of supply from outside resources.

Asaresult of economic deterioration, credit has been scarce. When credit has been available it
has been characterized by high interest rates. As a result, the ability of many factories and
companies to innovate equipment and technology has been hindered. Some companies such as
Wooltex AD* have dedt with the some of these issues, for example by issue by implementing
new systems that have improved the quality of information available about the trends and market
requirements of their customer bases.

In the globa garment production environment, timeliness and cogs are the most important
factors in mastering fluctuating demand.  Bulgarian producers have excellent understanding of
product design and construction capability, however they lack ability for rgpid manufacturing
dueto ther tradition of craftsman.

Domestic demand for Bulgarian appardl goods is regarded as unsophisticated and caters solely
to the military and a small domestic market. Internationdly, Bulgarian products compete with
those from Turkey, Romania, Ukraine, Hungary and the Czech Republic in European markets.
In North American markets, Bulgaria competes with products from Ada, Centrd Asa and
recently, sub-Saharan Africa.

The JAA industry specidist voiced concern for the future of Bulgarian products in North
American markets.  This is because Bulgarian producers may not be prepared for the
aggressive US retailer or manufacturer who cares nothing of producer margins and expects the
most product and service at the lowest cost.  While this product attitude may not apped to the
aesthetics or culturd traditions of Bulgarian craftsmanship, in order to produce goods for the
North American consumers, Bulgarian producers will have to adjust their attitudes and find new
ways to do things faster, more efficiently and chegper.

% The name of the company has been changed for the purpose of confidentiality.
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By the second haf of the 1990s, privatization had started in the Bulgarian textile industry. The
new private owners introduced a relatively more flexible management dyle and dtarted to
develop longer run drategies that were primarily export oriented. In many cases, though, this
new management lacked the necessary knowledge of drategic vison and thinking. This led
many firms to continue to fed powerless to control or participate in the factors that govern
globa markets. Those companies, which have set strategic plans, have done so based on cost
rather than a complete understanding of market demand and customer requirements. There is
little cooperation within the industry and strategies have been set on surviva tactics founded in
the belief that the success of one firm comes a the cost of another.

The government has not been truly effective in supporting the textile and apparel industry. The
industry has not been unified in presenting their issues and the lack of appropriate government
participation in the activities of the cluster.

However, opportunities do exist to enhance the competitiveness of the Bulgarian appardl sector.
By understanding who their competitors are and what customers are demanding, the apparel

sector will be able to make informed decisions about products and markets appropriate to their
abilities. Also by forging rdationships among cluser members and with the government, the
appard industry can gart to present a united front on issues related to the future competitiveness
of their market.
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V. CREATING A COMMON VISION FOR THE FUTURE

This section provides the conclusion of the report based on the information presented in the first
three sections. It describes the next steps for Bulgaria to improve the competitiveness of

Bulgarian industries and the economy. This section aso provides a brief discussion of the most
important points for discusson among cluster stakeholders and between the public and private
sector.

Moving Bulgaria from Production-focused to M ar ket-focused Strategies

The key concluson of thisexercise is that Bulgariais dowly moving from a production-oriented,
basic factor-driven competitiveness strategy to more complex, vaue added strategies that are
driven by more demanding customer needs and preferences. This is a theme repeated in
indugtry after industry. In the old type of business, Bulgarian enterprises neither sought nor
received important information from ultimate users with respect to their needs. Bulgarian
producers did not know what vaue-added design, quality or service represented vaue to the
consumer, and did not know which consumers would pay more for specia packages of goods
and services. Bulgarian producers, therefore, typicdly did not implement market- or customer-
oriented drategies. Strategy was productiontoriented and factor-driven. Maritime transport,
for example, offered indifferent and basic service. Wine producers had little direct contact with
foreign consumers. Tourism was oriented to a low-vaue, undifferentiaing clientde. Food
production was unspecidized. Production and assurance of supply were of paramount
importance.

In the globd market, Bulgaria has dowly awakened to the potentid vaue of its work and
products, and is now recognizing that it can offer value to specific categories of customers.
Bulgarian businesses are recognizing that customers will pay more for such particular product
features and services. And businesses are starting to recognize that they must understand and
communicate with the customer to develop Strategic insights about customer needs. They are
recognizing that they must communicate with the customer to inform the customer about their
new products and services. Itisno longer just the technician, engineer and production manager
that create vaue for the enterprise, but adso the strategist, designer and marketing specidist.

Not content to continue exporting low vaue-added products to their previous COMECON
markets, many indudtries in Bulgaria are now focusing on adding vaue to their products and
marketing them to globa customers who are willing to pay higher prices for qudity or service.
Thus, for example, ements of the garment industry are moving from low-cost assembly
operations to full-package production and even branding. A Rousse-based barge operator is
identifying customers with specific security, timeliness and information needs, and is orienting all
of its operations to meet those needs. Several wineries are recognizing the added vaue that can
be obtained from careful focus on unique varieties and “appellation d'origine”, and are
learning how to market these fegtures to discerning customers.
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The Bulgarian business environment, with the help of government, is starting to become more
supportive of such globaly competitive strategies. Many successes have been achieved, but
many more reforms in policies and attitudes are necessary to bring Bulgaria to the globa
marketplace.

Competitiveness Will Require More Sophisticated Company Strategies and
Capabilities

Bulgarian indudtries are beginning to focus on the need to cregte very specific yet multi-faceted
drategies in order to access market potentiad.  This trangtion has been a difficult one. In order
for Bulgarian businesses and industries to develop competitive advantage, a concerted effort is
necessary to craft more sophisticated strategies built on knowledge of customer requirements
and market demands.

Every business has dl the opportunity to implement competitive strategies that imagination and
the nature of the business environment will permit. Good srategy will include learning about the
market and customer, and finding ways to provide information to the cusomer. Good Strategy
will obtain and organize inputs in a manner that meets the drategic objectives. And the
company with good strategy will gather and work effectively with a sound cluster in order to
meet the company’ s strategic needs.

To understand drategic opportunities, businesses and industry groups need to examine the
drategies of firms in other countries. This can be accomplished through a process known as
“strategic benchmarking”.

The BCE examined and worked with many Bulgarian companies that are well advanced in
implementing more sophigticated company srategies and cgpabilities. The garment industry and
the barge operator mentioned above are examples. SIRMA, a Bulgarian software firm (See
Section 111), has placed great emphasis on its strategy to work closely with dients to identify
and respond to client needs, and to obtain and organize its production to meet these needs.
Recognizing the need to maintain qudified personnd, SSRMA implements ownership and
management systems that encourage staff retention.

Plovdiv OOD*, the Plovdiv manufacturer of preserves (See Section I1), recognized that the
target market for its high-quality strategy was predominantly outsde of Bulgaria. The company
implemented a strategy to reach these customers, and to learn their preferences. It then
oriented its production to ensure the quality and availability that the market needed.

Vinzavod- Assenovgrad (See Section 111), recognizes the vaue of unique grape varieties, and is
developing products that tout this charecteristic. Also faced with uncertain supply, it is
implementing dtrategies to guarantee the needed volumes and quality. However, it ill needs to
improve distribution and marketing, to match its quality objective and capacity for production.
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In the tourism indudtry, Albena is investing in new services to encourage visits by both higher-
vaue tourigs, and to entice greater spending by tourigts. In the Rhodope Mountain region,
Pamporovs House provides the quaity and service that rates it as a premier tourist destination,
and has worked closdy with Exidas to be included in its specidized reference guide.

Competitiveness Also Requires Industry L eader ship and Cooperation

Industry associations and other industry leaders can play arole to assst member companies in
getting access to information and in fostering appropriate didogue. Thiswill require a common
vison and a coherent industry dtrategy. Industry associations and leadership can do much to
promote competitiveness.  But it will reguire invesment in better analytica and support

cgpabilities.

Individual companies can be successful, given effective leedership and sound strategy. Industry
competitiveness requires attention to policy reform, strategy setting and association building; it
a0 requires many members of the industry to cooperate. Also, the history of mistrust within
many industries would need to be addressed to enable effective cooperation among members.
From this clustering comes the ability to present common positions to government and outside
enterprises on issues affecting the industry as awhole.

Competitiveness Requir es Effective Dialogue

JAA has kept a catalogue of effective and ineffective gpproaches to dialogue between the
private and public sectors from its 400+ projects in 90 countries. JAA found that there are
patterns of ineffective dialogue and of effective didogue. Ineffective didogue is characterized,
for example, by individual companies approaching government with ad-hoc complaintsinvolving
problems a the operationd level. Effective didogue is characterized by industry-wide
goproaches with a comprehengve vison a the strategy level. Ineffective didogue focuses on
concessons rather than co-respongbility.  Ineffective didogue produces “laundry ligts’ of
undifferentiated complaints based on anecdotd evidence. Effective didogue, however,
approaches the government with a few key priorities based on good data, sound andysis,
concrete proposas and estimates of the cogts and benefits of implementation.  Ineffective
didogue is characterized by business, labor and government being on opposite sdes of the
table. Effective didogue is characterized by a redization that they are on the same dde of the
table and facing competitors “out there’ and not amongst each other.

One way to promote effective nationa and regiond didogue regarding competitiveness is
through the creation of a Nationd Competitiveness Council.** The Council, which is typicaly
composed of representatives from the public, private, academic and labor sectors, works

# A brief on successful competitiveness and productivity councilsin the United States, Ireland, Singapore,
Hong Kong and Malaysiais provided on the Bulgaria Competitiveness Initiative website
http://www.competitiveness.ba/.
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together to andyze internd and externd obstacles to the deveopment of nationd
competitiveness and to present plans on how to resolve such obstacles. The Council works
independently of any one sector to provide objective views on the state of competitiveness
within a country.  This Council can provide a caidys for genuine didogue between
stakeholders of the competitiveness process. It can also provide a base for regionaly centered
groups in order to promote a stronger voice in the dia ogue process.

Can Bulgaria Accelerate Its Competitiveness?

The GOB can certainly contribute to accelerating the emerging competitiveness of Bulgaria
Greater emphasis, however, must be placed on the role of the private sector. In the end, the
country’s “competitiveness’ will depend on thousands of companies underdanding the true
sources of ther competitiveness and desgning and implementing better Strategies and
operations. The GOB can encourage this process by its openness to nditutiondizing the
didogue process and by acting on initid high-priority areas. Industry groups that move to
cregte a drategic plan, gather market information, and understand the competitive postion of
their industry will most likely find willing allaborators, provided they themselves demondirate
financid commitment and ownership of the process.

Two Views of Competitiveness

Didogue is influenced by perceptions regarding competitiveness. One view sees
competitiveness as going after a “fixed pie’. This is often the perception among those
competing in mature markets for basc commodities. It is o the view of those who must
compete for the limited capacity to provide incentives. Another view holds that competitiveness
involves a “growing pie’. It is associaed with an ultimately unlimited potentia to provide new
products and services and create as well as receive vdue. The latter view drives human
progress and creates the basis for rapid increases in standards of living. The former view sees
little benefit from cooperation whereas the latter view thriveson it.

Summary and Recommendations

Opportunities for competitiveness exist a the company, industry, regiona and nationd levels, dl
are gppropriate loci for actions designed to increase competitiveness. But individua companies
success and productivity growth are the true measures of a national competitiveness process.
Companies that develop competitive advantage contribute to the nationd competitiveness
process. Ultimately, individud firmswidd the power to change the way the economy looks and
to increase nationa competitiveness.

The future competitiveness of Bulgaria will depend on a number of factors. It will primarily
depend on the qudlity of private sector strategy and industry leadership—industry choosing to
“do theright thingswell.” It will aso require more effective private-public didogue that leads to
needed action. It will dso require better access to market intelligence, competitive positioning
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and technology. And mog important to industries specificdly, the future of Bulgarian
competitiveness relies on the ability of industry members to cooperate as a cluster and press
forward to develop and implement successful Strategies, and to promote effective dialogue with
the public, academic and labor sectors.

Ten Immediate Actions to Encour age Bulgarian Competitiveness

Business and government, and other economic partners, can take immediate actions towards
improving Bulgaria s competitiveness. These actions should indlude:

1.

Focus on Competitive Industry Strategies and Clusters

A competitiveness initiative should encourage industry groups and provide them with
assistance to develop globaly competitive strategies. They need to develop sound
rel ationships with organizations to establish effective clugers.

The BCE commenced this work of facilitating industries to develop better Srategies.
But much more needs to be done, and thisisa high priority.

Many tools will be used in hdping indudtries to improve their srategies. Amongst them,
Strategic Gap Analysis is a crucid process to assess current strategies, identify
srategic opportunities and understand the gap between them. As input to the Gap
Anayss, indudtries are helped to benchmark globally competitive Strategies—to identify
and underdand the drategies of compstitive businesses in amilar indudtries, and to
compare Bulgarian strategies to these leaders.

The output of the strategic ggp andysis is a specific action plan that is implemented in
concert by the cluster, and innumerable firm-level strategic improvements.

Improve Public-Private Dialogue: Dialogue for Action

Bulgaria needs to continue the awareness campaign that was a hdlmark of the firg
phase of the BCE. Effective public-private didogue should center on industry priorities
and on implementing the common vision of competitiveness.

Better public private diaogue requires agppropriate frequency and venues, and effective
presentation of viewpoints. Business needs to develop the ability to present itsissues.

The competitiveness perspective needs to inform public-private dialogue and debate.
This didogue should consder and demondtrate the impact of changes in the business
environment on business comptitiveness, and consderation of the impacts of specific
legidative changes. Discusson should aso concern the competitiveness impact of the
privatization process.
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3. Benchmark Public Services and the Business Environment

If the business environment and services available to Bulgarian business are not at least
as good as those of the globd leaders, in terms of cog, timdiness and effectiveness,
than Bulgarian business will be handicapped. Bulgaria must recognize the leve of
performance of the global leaders in such services, and should regularly benchmark
Bulgarian performance againg the world leaders. The benchmarking should be very
gpecific in nature—time and cost for customs throughput, time and cost to set up a
business, time and cost of communications, and so on.

The benchmarking should contribute to public-private discusson, and commitment to
actions for improvemen.

4, Establish a National Competitiveness Council

Bulgaria should establish a Nationa Competitiveness Council. Councils in countries
such as Irdand, Singapore, Maaysiaand Croatia can provide modds. The Council will
focus nationd consensus on competitiveness-building actions, identify competitiveness
priorities, provide advice, and monitor improvement in competitiveness. As in other
countries, the Council would aso sponsor an annua Nationd Competitiveness Report.

The Nationd Competitiveness Council would develop long range drategy
recommendations for promoting the competitiveness of Bulgaria's business and trade
policy, promoting increased productivity, and inditutiondizing public-private dialogue at
a naiond leve. The Nationd Competitiveness Council would channe didogue with
businessinto a nationd body to provide one stance on the economic development of the
country, not fragmented into different forms with many individud organizations.

The Council would be a non-partisan body, composed of leaders from the public,
private, academic and labor sectors. The Council would be independent of any one
sector, and strive to provide objective views on the state of competitiveness within the
country.

This Council can provide a catdyst for genuine dia ogue between stakeholders of the
competitiveness process.

5. Encourage Regional Competitiveness
Regiond compstitiveness initiatives need to continue and grow in Bulgaria These

initiatives should focus on improving loca industry competitiveness and clusters. The
initistives should dso encourage effective business-government didogue, to take
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decisons tha will encourage competitiveness on a locd levd.  Regiond
Competitiveness Councils could be established as an element of this process.

6. Train Bulgariansto Facilitate Strategies and Cluster Development

Bulgarians should have the ability to facilitate competitive Srategy; benchmark strategies
and services, and encourage effective didogue. The action plan should therefore
provide Bulgarians with these skills where they are lacking through skills trandfer and
through implementation by Bulgarian organizations.

7. Help Associationsto Provide Better Servicesto Their Members

Bulgarian industry associations are often criticized for the nature and quality of services
provided to members. They are often fragmented, and respond to parochid interests
that are not representative of the larger congtituency.

Industry associations should be ussful actors in the process of building industry
competitiveness. The competitiveness initiative should help associations to play a more
effectiverole.

8. Promote Competitive | nvestment

Countries such as Irdand, Scotland and severd Asan countries have grown and
increased their competitiveness by atracting competitive foreign invesment. The Czech
Republic and Poland are examples of countries that are now replicating these successes.
Industry clugters, government and the investment agency should collaborate in
identifying priority invesment for Bulgaria; improving the environment for competitive
investment; and actively targeting desired investors.

0. Help Industriesto Preparefor Inevitable Change

Globdlization in generd, and accesson to the EU in particular, will impose enormous
change and chdlenge on Bulgarian business. Bulgaria wants to be able to enter the
European market as a producer of high quaity goods and services that capture premium
prices. It does not want to enter the market in competition with the low cost, low
quality providers.

Thus, Bulgarian business needs to be able to adopt and achieve high performance
dsandards. A consistent program to achieve and promote these standards is important.
This includes making information available to the customer, and sringent environmenta
protection. Quadlity certification, grading, branding and smilar actions can help business
to improve its competitiveness.
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10.  Target Business-Oriented Programs on Competitiveness

Government and internationd agencies will put many programs in place to assgt
busness. Such programs need to be desgned and implemented with focus on
compstitiveness and competitive strategy. Sponsoring agencies should incorporate
competitiveness concepts in the programs. Programs need to provide credible
resources, be targeted on the needs of competitive business, and be demand-driven.
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EXHIBIT 1. Growth and Equity—The Virtuous Cycle

Growth and Equity: The Virtuous Cycle
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EXHIBIT 2: The Porter Competitiveness Diamond
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EXHIBIT 3: The Expanded Competitiveness Diamond

The Expanded Competitive Diamond
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EXHIBIT 4: JAA Benchmarking Report Profile of Performance Cover Sheet

BENCHMARKS FOR GROWTH:

PROFILE OF BULGARIA'S PERFORMANCE

Key Indicators Benchmark Bulgaria Percentile Rank
Economic Performance--

GDP Growth* 5-7% 3.50% 51
GDP average growth 1990-1998 6-7% -3.92% 7
Income Distribution (GINI Coefficient) 25-30 28.8 83
Export Competitiveness--

Exports per Capita 521 USD 48
Export Growth Rate’ 14-19% 6.70% 46
Financial Sector--

ICRG Risk Rating 89-78 71 63
Domestic Savings Rate as % of GDP 28-35% 14% 44
Investment Competitiveness--

GDI as % of GDP 32-38% 14.70% 13
FDI as % of GDP 2-4% 3.30% 64
Policy Environment--

GDP Implict Deflator (Inflation) 1%-5% 22% 10
Corruption Perceptions Index 8 3.3 36
Science and Technology--

Computer Ubiquity per 1,000 150-300/1000 29.7 56
Telephone Density per 1,000 450-650/1000 329 78
Infrastructure--

Paved Roads % 95% 0.92 81
Human Resource and Workforce Competitiveness--

Life Expectancy 76-79 years 70.9 57
Secondary School Attendance Gender Inequality 1997 98-100% 95% 40
Enrolled, Secondary School 90-100% 22% 77
COMPOSITE 51
Note:

* Figures for growth rates represents data from 1990-1998
1 Figures for GNP/Capita represents data from 1997-1998.

2 Figures for Export Growth Rate represents data from 1990-19978

Sour ces: JAA Calculations; World Development Indicators CD-Rom, World Bank (1999); UNDP Human

Development Report (1999).
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EXHIBIT 5: JAA Benchmarking Report Main Cover Sheet

COMPETITIVENESS BENCHMARKS: Bulgaria

Sector Absolute Score Rank Total in Sample Percentile Rank
Economic Performance
GDP per Capita (PPP adjusted) 1998 4809 USD 73 163 55
GDP per Capita (PPP adjusted) growth 1990-1998 -1.17% 140 155 10
GDP average growth 1990-1998 -3.92% 166 179 7
Gross Domestic Product Growth 1998 3.50% 84 171 51
Gini Coefficient 28.8 16 96 83
AVERAGE 41
Export Competitiveness and Tourism
Export Value 5555 Million USD 69 140 51
Exports/Capita 521 USD 64 123 48
Merchandise Export Growth Rate 1990-1997 6.70% 66 123 46
Growth of Exports per Capita 1990-1998 -25.70% 98 106 8
Export % of GDP 45% 43 129 67
Tourism Receipts per capita 1998 (US $) 52.9 97 186 48
AVERAGE 45
Financial Sector
ICRG Risk Rating 71 47 127 63
Domestic Credit from Banking Sector as % of GDP 19.6% 113 152 26
Credit to Private Sector as % of GDP 12.6% 115 155 26
Money and Quasi Money (M2) as % of GDP 28.0% 91 146 38
Average Savings Rate as % of GDP 1990-1998 15.1% 70 121 42
AVERAGE 39
Investment Competitiveness
GDI as % of GDP 14.7% 115 132 13
Gross Domestic Investment Growth (GDI) 1990-1998 -3.3 114 129 12
Total Foreign Direct Investment (FDI) 401 Million USD 61 162 62
FDI per Capita 49 USD 75 162 54
FDI as % of GDP 3.30% 48 134 64
AVERAGE 41
Policy Environment
Overall Budget Deficit (as % of GDP) 2.10% 8 87 91
GDP Implicit Deflator (Inflation) 22.0% 154 171 10
Total Trade as a % of GDP 92% 51 126 60
Central Government Expenditure as % of GDP 33.6% 60 88 32
Corruption Perceptions Index 3.3 63 99 36
Proceeds from Privatization 569 Million USD 12 57 79
AVERAGE 51
Science and Technology Competitiveness
Computer Ubiquity (per 1,000 people) 1997 Data 29.7 45 103 56
Internet Hosts (per 10,000 people) 11.9 46 146 68
High Technology Exports ($USD Millions) 111 49 93 47
High Technology Exports (% of Exports) 4 51 91 44
Scientists and Engineers in R&D (per Million people) 1,747 28 88 68
Expenditures for R&D (% of GNP) 0.57 42 78 46
Telecommunications Costs (Domestic)/3 mins. 0 2 132 98
Telecommunications Costs (International)/3 mins. N/A N/A N/A N/A
EIU E-Business Readiness Ranking 2000 5.3 41 60 32
AVERAGE 58
Infrastructure
Paved Roads (%) 1996 92% 30 159 81
Telephone Density (fixed lines per 1,000 people) 329 33 147 78
Mobile Telephone Density (fixed lines per 1,000 people) 15 68 147 54
Electricty Consumption/Capita KHW 3,203 37 118 69
AVERAGE 70
Human Resource and Workforce Competitiveness
Human Development Index 1999 0.772HDI Value 60 174 66
Labor Force Participation Rate 74.20% 64 177 64
Labor Productivity N/A N/A N/A N/A
Life Expectancy at Birth 70.9 84 194 57
Adult lliteracy Rate 1.8% 14 133 89
Secondary School Attendance Gender Inequality 1997 0.95 77 129 40
Unenrolled, secondary (% of secondary-age children) 0.2 24 103 77
AVERAGE 65
TOTAL AVERAGE 51
Sour ces: JAA Calculations; World Development Indicators CD-Rom, World Bank (1999); UNDP Human
Development Report (1999).
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EXHIBIT 6: World Economic Forum Bulgaria Competitiveness Balance Sheet 2000
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Sour ce: The Global Competitiveness Report 2000, World Economic Forum (2000).
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EXHIBIT 7: Factors Restricting I nvestment Decisionsin the Industry in 2001

(Relative share of enterprises- %)>®

- . Electricity, Public | Private
Total| Mining|Processing| Gasand Sector | Sector
Water

Insufficient demand of production 185 432 19.5 3.3 14.1 20.4
[High prices of investment goods 491 355 53.9 29.2 26.8 57.3
Insufficient credit guarantees 36.5 24.2 41.8 13.7 18.5 40.4
Insufficient profits 327  49.2 25.7) 62.9 48.1] 24.6
|Fear of indebtedness 141 188 13.9 13.1 11.3 14.9
Technica reasons 7.7 1.1 8.2 7.4 10.1 6.5
Other 7.2 1.9 6.4 13.9 12.3 8.6

Source: National Statistical Institute (2001) as referenced in Macro Environment for Competitiveness, IME

(2001).
EXHIBIT 8: Software Piracy Ratesin 1999

Region Piracy rate
Bulgaria 80%
Africa 56%
Asia/Pacific 47%
East Europe 70%
Latin America 59%
Mid East/Africa 60%
Middle East 63%
US/Canada 26%
EU 34%
World average 36%

Sour ce: Business Software Alliance (2001) as referenced in Microeconomic Environment for Businessin

Bulgaria, IME (2001).

8 Weighted share. The sum of the percentages exceeds 100, since the enterprises have pointed more than

one factor restricting investment activity.
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EXHIBIT 9: Waiting Period to get connected to a Phone Linein Selected Countries

Telephone

Connection

Morocco

Hungary

Month 1

Month 2

Month 3

Month 4

Month 5

- -

Chile

Bulgaria

B

| Maximum Time

1day

3 months

to 1 year

1-3 weeks

Less than
24 hours

15 days

about 8
months

Sour ces: Bulgaria: Administrative Barriersto Investment, FIAS (2001); as referenced in Microeconomic

Environment for Businessin Bulgaria, IME (2001).
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MACROECONOMIC ENVIRONMENT IN BULGARIA*

Over the pagt 10 years, Bulgaria has undergone a difficult trangtion. The unique politica
and economic transformation was accompanied by deterioration in the macroeconomic
characteristics of the country compared to 1989. The abrupt drop in Gross Domestic
Product (GDP) in 1993 took the tota volume of GDP to 80 percent below its vaue in
1989. Over the last decade, the GDP decreased by an annua average of 2.53 percent.
The capabilities to finance the necessary economic development decressed in pardld
with the total macroeconomic dump.

In the middle of 1997, the currency board was introduced and subsequently imposed new
and dringent ‘rules of the game to support the economic development of Bulgaria The
immediate result was the quick magtering of the former macroeconomic chaos.  The
exchange rate was pegged to the German mark; the inflation rate dropped abruptly and
economic activity became predictable.

Despite unfavorable impacts from the Adan finacid maket criss and politicd and
economic crises in Russa and Kosovo, macroeconomic developments in Bulgaria have
remained pogtive snce the beginning of 1998. In 1998, Bulgaria reported its highest
GDP growth rate of 3.5 percent and its lowest inflation rate 1 percent since the beginning
of the 1990s.

Structural reform became the center of government policy and privatization was named
as the number one god. The cumulative share of divested long-term assets of enterprises
increased from nearly 20 percent in 1997 to 41 percent in the third quarter of 1999.
Bulgaria has achieved good progress in limiting the losses of date-owned enterprises and
promoting their restructuring by isolaiing the mgor lossmakers from the banking
system. Fnancid discipline has been recognized as a key sructurd issue in enterprise
devdopment and the government is showing its commitment to economic development
by adopting a multi-pronged gpproach to inddl financid discipline in the date-owned
enterprise sector.  While the number of privatized companies has been consderable; the
government did not pay aitention to whether the enterprises that were privatized would be
competitive.  The lack of qudity management of newly privatized companies has been a
problemin Bulgaria

As a reault of privatization and enterprise development, the private sector raised its share
of GDP to over 60 percent. Along with state-owned enterprise palicies, the government
has dso isolated as a policy area the guaranteeing of private property rights in order to
assd the private sector in remaning prosperous. Ther intention is to drengthen the
reform process by accderating privatization plans, by making the process more
transparent and dynamic, and by supporting the accumulation of gross added vaue in the
private sector.

! Based on reports prepared by the CED. Available on the BCE website http://www.competitiveness.bg/.
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There has been dgnificant improvement in the liquidity of banks since the middle of
1997. The dructura reform of the banking sector included privatization plans as wel as
a minimizetion of date participation in the capitd of commercid banks 0 as to achieve
more effective management. Measures have been taken to strengthen bank supervison
and improve the efficiency of the sector.

The engine of growth in Bulgaria in the later haf of the 1990s was the growth in gross
domegtic investments, which increased by 25.3 percent. The share of gross domestic
invesment in Bulgaria's GDP increased from 11.6 to 15.9 percent. The average annud
inflation rate in 1999 was only 1.8 percent and the budget deficit only represented 0.9
percent of the GDP. However, the rate of economic growth dowed down from 3.5 to 2.4
percent and the account deficit increased to 5.2 percent of the GDP. There was aso a
continuation in the decline in indusry and exports Unemployment  increased
considerably in 1999 and reached 16 percent in December compared to 12 percent at the
end of 1998.

Since the beginning of 2000, economic growth has accelerated and the trend of Bulgarian
industry has been on an upswing. If it continues, this will be an important factor for the
sudanability of Bulgarian competitiveness.  The dtuation in international prices and
foreign exchange ratios has favored a more active Bulgarian export sector. In fact it was
the increese in Bulgarian exports thet was the main factor for growth in Bulgarian
industry in 2000. The grester activity in foreign trade is characterized by postive rates of
export as wel as of imports in goods and services. However, the domestic market for
indugtrid productsis il shrinking.

The exigence of a functioning market economy is adso a magor precondition for
international competitiveness, which is why the Bulgarian government is committed to
mantaining a liberd maket conditions The government of Bulgaria has dso made
important progress in darifying regulations for commercid eactiviies.  One of the
cadyds for this daification has been to coordinate Bulgarian policies with EU
practices.  The effect of integration into EU practices has been that Bulgaria has fad to
impose atighter discipline on its macroeconomic environmen.

Another aspect of the functioning of a market economy is the inflow of domegtic and
foregn invesment. During the period 1992-2000, foreign investments in Bulgaria
totaled USD$3.929 billion. The largest of these investments, USD$1.1 hillion, came in
2000 and was equa to 28 percent of the totd foreign investments for the nine years prior.
A condderdble portion of the invesments from 1992-2000 came from privatization
(USD$1.167 hillion). A larger portion came as invesments in new businesses and as
supplementary investments in joint ventures (USD$2.04 hillion).> However, invesments
in capitl markets were reported as low (USD$167 million or 4 percent of Al
investments) and were expected to fal further in 2000.

2BFIA, Investment Statistics. (2000)
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The benefit of the Bulgarian investment dimate is that it has some of the more liberd
foreign invesment laws in the region. The law that governs foreign investment was
enacted in 1997 and amended in 1998; its purpose has been to extend national trestment
to foreign investors, to guarantee compensation in the event of expropriation, and to
dlow the repariation of profits The law dso provides for primacy of internationd
indruments, safeguards agang subsequent unfavorable changes in  legidation, drict
obsarvance of the principle of most favored nation datus and the agppellation of the
principle of nondiscrimination adopted under bilaterd agreements for encouragement
and protection of foreign invesment. There is currently no limit on the extent or on the
amount of foreign participation in Bulgarian companies and no controls on foreign
exchange.

There are severd reasons to explain any incongstencies in foreign direct investment
(FDI) inflows: generd political and economic ingtability of the region; the dower
privatization of some large companies; the underdevelopment of the capitd market;
frequent changes in legidation; the existence of bureauicratic procedures; the limited
buying power of the population; perssting eements of unfair competition and
widespread corruption. The mgor factors causing difficulties for investment activities of
private industrid companies are the high prices of investment goods and insufficient
credit guarantees.
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MICROECONOMIC ENVIRONMENT IN BULGARIA®

A facilitative microeconomic environment provides a platform for business and economic
growth. A poor environment or platform can aso be an obstacle to the competitiveness
process.  While there have been improvements, overdl the Bulgarian microeconomic
environment consds of reatively poor qudity services and inefficient regulations and
policies. The current sysem of services and regulations has imposed cods tha
negativdy impact the effidency of the busness environment.  The Bulgarian economic
environment is improving but is loang ground respective of the progress in other
trangition economies.

The present legd and regulatory environment involving budness in Bulgaria is over-
regulated. The Heritage Foundation's Index of Economic Freedom rates Bulgaria as
having a stable but high level of regulaion, with a score of 42 Relaive to other Eastern
European countries Bulgarids score is poor; Hungary received a 3 representing a
moderate level of regulation. The Czech Republic scored a 2 representing stable low
levels of regulation. The United States and Ireland aso both received a score of 2.

A US Sate Depatment report on Bulgaria says, “Unnecessary licendng, administrative
inefficiency and corruption hinder private busness development and market entry in the
country.” Business dart-up is a difficult process in Bulgaria Transaction codts are high
due to highly ineffident regulaions and the process is very time intendve. Executives
often spend an excessve amount of time navigaing the necessxy regulations and
polices. In addition to time and costs, inconsistency and corruption are dso factors. A
survey of the canning indudry has shown that adminigrative officids often seek rents
from firms. Trangparency Internationd ranks Bulgaria in the bottom third of countries
with a score of 3.3 for the perception of corruption.® This places Bulgaria close to the
more highly corrupt countries of the world.

Uncdear rules insufficient cgpacity of inditutions involved and redtricted access to
information dow down the process by raisng transaction costs and corrupting the
business environment. It is for these reasons that a large portion of business remains in
the ‘shadow’ or informa economy.

In 1999, the government formed a working group to andyze legidation ruling licensng,
permit and regidration sysems and prepare proposads for changes and amendments.
During this period, 148 regimes were reviewed. Of this number 44 were repeded and the
remander were changed to be more effective.  Until now only a few of these
recommendations have been implemented.

! Based on reports prepared by Y ordanka Ganeveva, IME, and Latchezar Bogdanov, IME. Available
through the BCE website http://www.competitiveness.bg/.

2 The scale for Heritage Foundation indicators ranges from 1 (low) to 5 (high) level of regulation.

3 The scale for Transparency International’ s Corruption Perception Index is 10 (highly clean) to O (highly
corrupt).
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A joint Bannock Consulting and IME survey showed that cods of deding with the
government amount to approximately 12 percent of totdl Bulgarian GDP* This is much
higher than many other EU countriess.  FIAS dso provided a study on adminidrative
barriers and steps on how to improve the microeconomic environmen.

There are key issues that relate to sectors on an individua bass that dso affect the
devdopment of competitiveness ~ When inditutions do not function effectivdy and
legidation is not comprehensve, it hinders the ability of sectors and individud
firmdentrepreneurs to  drategize for future development.  However, sector specific
legidation can dso have a beneficid affect on an indugtry. The Tourism Law provided
the regulatory environment for the tourigm indugtry in 1998. This legidation introduced
licenang procedures for hotel operators and tour agents. While this resulted in increased
operation codts, it provided requirements that brought Bulgarian operators and agents
closer to world standards and that much closer to being able to compete in world markets.

Tax policies in Bulgaia have been ungable over the past 10 years due to frequent
changes. Since 1991, Bulgarian tax laws have been changed an average of 12 times per
year. The seemingly congtant changes in tax legidation have cause a high degree of
confuson among authorities, legd professonds and the busness community regarding
the gpplicability of amended or newly adopted laws. It is difficult for busness to operae
effectivey if the ‘rules of the game are congtantly changing.

A pogtive trend in the tax policies in Bulgaria over the last five years has been the
decrease in direct tax rates. However, indirect tax rates have been preserved and are even
expanding. The high leved of tax and socid security payments in Bulgaria is one of the
key factors contributing to the illegd labor market. A rddivdy smdl number of
economic units in Bulgaria are willing to comply sufficiently with the tax and socid
security laws.  Within that sort of busness environment regular taxpayers are forced to
compete with a‘ shadow economy’ that does not bear the |aw-determined tax burden.

The new Customs Law of 1998 introduced a centrdized sysem of four levels of
governed by the Ministry of Finance, including a Generd Customs Directorate directly
repongble for al policy and implementation decisons related to these activities. The
lav regulates maters such as tariff classfications and customs regimes. The Customs
Taiff is based on the Internationd Harmonized Commodity Description and Coding
System, and corresponds with EU Combined Nomenclature. The law and the Tariff mark
a condderable improvement in the busness climae for internationaly competitive firms
in Bulgaria

However, while changes in the legd framework of customs and trade procedures have
been achieved, Bulgaria gill has difficulty in effectivdy implementing these reforms
Changes in tariffs and customs procedures have become a direct transaction cost to
busness. An example is the appard industry, where poor customs procedures have a

4 Private Companies Costs of Dealing with the Government: A Survey on Bulgaria. IME and Bannock
Company (2000). http://www.ime-bg.org/discussion.
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serious impact since the industry relies heavily on exports. The poor service, dow transit
time and leve of tariffs cause high transaction codts.

According to the Heritage Foundation's 2000 Index of Economic Freedom Index,
Bulgaria has one of the highet average trade tariff rates in Europe. This has caused
Bulgaria to have a high rating in its levd of protectionism. On the other hand, the
Bulgarian Foreign Invement Law is one of the mog liberd foreign invetment laws in
Eastern Europe. The Law on Foreign Investments protects foreign investors from
changes that could prove harmful to profitability. In most cases, foreign investors are
treeted the same as Bulgarian investors.  Currently Bulgaria has dgned over 36 hilaterd
agreements for mutua protection and stimulation of investments.

Bulgaria had some success in trade liberdization; however, it has falled to mantain its
level of improvement. The reason for this is that the microeconomic environment has
been ungtable resulting in uneven progress in introducing broader market reforms and the
reemergence of price controls in the middle of the 1990s tha resulted in volaile
exchange rates and increased protection demands. The liberdization of foreign trade
followed the path of severd mgor internationa trade agreements such as the EFTA and
the CEFTA. However, the government has used temporary trade redtrictions as a
protectionist measure. Reportedly, one example of this is the 200-day 40 percent tariff on
imports of ammonium nitrate-based fertilizers, which was introduced in the fal of 1999
to ‘protect’ two local producers.

Prior to the adoption of the Law on Standardization in 1999, Bulgarian standards were
quite didinct and in some cases more gringent that those of the EU. The new law
introduced voluntary standardization and dipulates that EU standards can  become
Bulgarian domestic standards only after they are trandaed into Bulgarian and the State
Agency of Standardization and Metrology approves them.  This absence of clear
dandards has been detrimenta to some indudries in Bulgaria The canning indudry for
ingtance sees the absence of dandards as a mgor obstacle for the production of
‘ecologicdly clean’ products.

Domesticdly, the story is much the same as in foreign trade. There are a number of aress
where successes have been made and other areas where additiona work is necessary to
dabilize the environment. Domestic prices were liberdized in Februay 1991
Entrepreneurs are free to set prices as they see fit with guidance from natura monopolies
in the industry. There are a few exceptions, in the case of dectricity, centrd hesting,
natura gas, phone and communication services, ral transport, cigarettes, pharmaceuticas
and university fees; the government sets prices.

The Bulgarian Labor Code was drafted during the socidigt era and while numerous
amendments have been made to the Code, the framework has remained untouched. The
framework focuses on the reationship between employees and state-owned enterprises
without effectively reflecting the changes from a planned economy to a market economy.

The principle of freedom of contract in labor relaions is recognized in the legidation, but
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relative to other regiond countries, the Bulgarian framework contains a large number of
mandatory rules.

Compared to other countries, Bulgaria comes out in the middle in terms of dringency of
labor regulations. Data from the Economic Freedom of the World 2001 Report,
published by the Fraser Inditute, shows that Bulgaria has more freedom on the labor
market as compared to the Ireland which ranked 28" to Bulgaria's 23 ranking. Also
Bulgaria ranked better against regiona competitor Hungary who ranked 37". As a
comparison to two mgor emerging market competitors, Bulgaria's labor regulations are
gricter than El Salvador and freer than Indonesa

Prior to the enactment of Article 17 of Bulgarias Condtitution, in which private property
rights were made irrevocable, government enforcement of property rights was an issue.
As a reault, in the early 1990s a number of companies were established to provide
protection of property. Besdes guarding offices, warehouses and persons, their mgor
sarvices evolved to include more disreputable forms of contract ‘enforcement’.  Use of
such firms is waning. In 1996 an IME Survey reported that 35 percent of private firms in
big cities had an informa protection contract, but in a survey done in 2000, only 0.8
percent of interviewed companies resorted to the use of ‘security firms in cases of
contract violations.®

An underlying factor is that firms often do not resort to legd modes in order to resolve
contract issues. There is a large issue of trudt, or rather lack there of, in the Bulgarian
business environment that must be addressed in order to more legitimately promote the
development of a market economy. The reason for this is in pat due to the fact that
government has not effectively crested a ‘saf€ environment for busness Laws ae
congtantly changing, roles are being redefined and overdl there is an ar of confuson and
ingtability. Government has made many efforts to remedy these issues, but a concerted
public-private sector partnership is necessary to organize any effort that hopes to develop
amarket economy mindset and environment.

The speed of Bulgarian courts, lack of ingditutiond capacity for contract enforcement, and
internal corruption have made Bulgarian appard producers, as a paticular example, fed
unprotected from unfair competition on the domestic market.

Intellectud property rights laws have been edtablished in Bulgaria according to Western
practices. However, according to the Business Software Alliance, Bulgaria is gill among
the top 25 countries for copyright infringement of software products.

The Bulgaian Tdecommunications Company (BTC), Bulgarias naiond teephone
company, has a legd monopoly over fixed line voice telephony until the end of 2002.
Investors generdly perceive utility connections and services are problematic. The
problem lies less in the application process but rather in the time required for getting
connected and the costs involved thereof. The dtrategy of the BTC has been to converge

® Barriersto Free Enterprise, IME Newsletter, vol. 3, No 7-8, 1996.
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domegtic and internationd phone cdl prices. However ddays in connections are ill
mgor problem. Incressngly, mobile operators are providing connections for remote
places at comparable pricesto the BTC and significantly lower arting costs.

The Bulgarian energy market is dominated by ‘naturd monopolies in gas and eectricity.

Gas is only avalable to a limited number of big consumers, mainly indusirid companies
from the soddist era, while household didribution is ill  pending.  Long-term
competitiveness of Bulgarian companies however will require further liberdization of the
energy market. Although prices of eectricity at present do not fully reflect depreciation costs.

While Bulgaia is peforming beter than many other trangtion economies in
microeconomic terms, it is not performing as wel as those countries listed at the top of
the microeconomic indicators. It is imperdtive, in light of its accesson into the EU, that
Bulgaria consgently benchmarks the provison of private and public sector services
agang EU countries and dso againgt the best in the world so as to get a clearer picture of
its progress.  Growth will only come from understanding where one is and where one
needs to be.

Competitive growth requires a world-class competitive environment for busness. To
become competitive, Bulgaria must work to provide a competitive and reliable business
environmen.
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INDUSTRY ASSESSMENT AND COMPANY CASE STUDIES

These assessments/case studies provide a brief picture of the competitive Stuations of
severd indudtries, and of drategies that are being used to address competitiveness
weaknesses and opportunities.

The information presented in these industry reports was obtained from case studies and
industry overviews prepared during the BCE, numerous mestings of cluster participants,
BCE industry taskforces, and the work of specidist industry consultants.

INFORMATION TECHNOLOGY*
I ndustry Background and Performance

Prior to politicd and economic trangtion in the early 1990s, Bulgaria was regarded as a
leader in the COMECON region for information technology (IT) production and
education. Bulgaria produced the Riad 1020 computer system and supplied disk drives
for much of the Riad series of computers. Many of the PBX systems for the COMECON
region were aso produced in Bulgaria

After the changes of the early 1990s, Bulgarids economy changed from a centradly
planned to a free market economy. Not al products currently produced are competitive
in the globa market; the Bulgarian technologicd innovetion gap is edimated a about
four to five years behind the ret of the globd market. This is because under the socidigt
market environment, Bulgarids products were atificidly protected and only subject to
internationa competition under carefully controlled conditions.

There are some exceptions to this as well as some excdlent examples of success in the
Bulgarian IT indusry. The Bulgarian market has shown increases in the number of PCs
ingaled and in annua sdes of computer systems during the period of 1996 to 1999. In
1999, World Bank indicators estimated the number of persond computers in Bulgaria at
26.6 per 1,000 persons, rather low by globa standards, Singapore is estimated as having
436.6 per 1,000; and low in relaion to regiona partners, Crodtia is estimated as having
67 computers per 1,000 persons.

It is reported that more than one thousand companies are currently operating on the
Bulgarian IT market. Haf of them are software developers and the other half comprises
of computer sysem assembly and sdes companies. The number of assembly companies
has increased more than 150 percent from 1996 to 1999. Comparatively the number of
software companies has increased 25 percent during the same period. This tendency and

! Based on case studies prepared by Dr. Krassen Stanchev, IME. Available through the BCE website
http://www.competitiveness.ba/. Ivaylo Gueorgiev of CED contributed significantly to the work of the
cluster taskforce.

2 Data are from the International Telecommunications Union (ITU) World Devel opment Report 2000 and
Challenges to the Network: Internet for Devel opment (1999).
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future projections have demondrated that this increese is likdy to continue in the
medium term.  There is rdaivedy little local demand for IT services and products, due in
part to low sophidtication in technologies currently in use by local companies.

Despite the limitations of the Bulgarian market Stuation, representetive enterprises from
amog dl the leading international IT companies are located in Bulgaria

The highest level of IT company concentration is found in the larger cities of Bulgaria
The greater part of consumer bases are dso concentrated in the larger more industrialized
centers.  The five regions with the biggest market share represent an estimated 80 percent
of the Bulgarian market. The biggest consumer region is Sofia, which maintains roughly
58 percent of market share.

Over the past decade the Bulgarian IT industry has been involved in many innovative
activities and currently there are over 130 origind projects of integrated circuits and 24
patents registered internationdly.

Factor Conditions

There is a higory of traning in information technology studies in Bulgaria tha dems
from the traning programs indituted in the 1980s to sarve the dectrical engineering
market for the COMECON region. Today these inditutions have continued to train
sudents in technicd and IT curriculums. In the 1998 to 1999 schoal year, there were 349
technical/vocationa  schools  training 127, 247 dudents in computer and technica
stiences.  There are currently four univerdties in Bulgaria educating students in the fidds
of dectronics, computer science and informatics.  In addition to these specific programs,
a number of other universties offer traning in informaion technologies and ther
goplications. The number of computer science mgors graduated increased from 763 in
1995 to 1,143 in 1999, an almost 50 percent increase in four years.

While Bulgaia has a demondrated higtory in technology and computer science
education, the education lacks practicd orientation. The collaboration between the
industry and related educationd indtitutions is reported as poor. In generd, the leve of
busness skills possessed by trained professonas and employees is low. Typicdly the
kills that need the mogt attention are building business relationships and outsourcing.
The current education curriculum aso does not produce programmers with knowledge in
the newest products on the market. Some of the larger Bulgarian IT companies have
crested their own training programs and many software companies have to provide
additiona training to meet current demands, which isincreasing indirect labor codts.

The unique natue of the IT sector is tha it is highly sendtive to the busness
environment and can be easly moved to other locations. The Bulgarian IT market is
marked by lack of financing and low wages. Once traned many IT professonds move
to other areas where wages are higher. Growing demand for IT professonds around the
world has prompted some countries like the United States and Germany to offer specid
visas for software specidids. EPIQ Electronic Assembly has atempted to remedy the
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turnover issue by bringing in Sudent engineers during their second or third year of
universty study through seminars and internship programs. EPIQ is planning to work
more closdly with Universties to plan curricullums more in line with company demands.
SIRMA Ltd. has had particular success in keeping employee turnover low due to a policy
of human capitd investment and focus. SIRMA does not include loydty or redriction
cdauses in its labor contracts, ingead employees remain loya because SIRMA offers a
chdlenging work environment and maintains awell-respected corporate identity.

The managers of many of the IT companies in Bulgaria have stated that the economic and
fiscd environment does not dimulate development of the IT indudry.  Technology
infrastructure is lagging behind the rest of the globa market and the education of IT
professonds in Bulgaria is lacking in the practica skills necessry to compete.  There is
a0 lack of investment in the industry tha is causng a number of problems in credit and
funding terms. In 1998, private non-banking investment dectronics, digitd sysems,
computers, R&D, software, patents, trademarks etc., were reported to be less than 0.65
percent of the total assets of non-financid enterprises.

Internet is avalable in Bulgaria but is not as prolific as it needs to be to support a
competitive IT industry sector. In 1999 it was reported that there were 18.80 Internet
hosts per 10,000 persons and there are 235 thousand Internet users® For the same time
period, Irdand, a country that has been paticulaly successful in IT development
reportedly had 227.43 Internet hosts per 10,000 people and 679 thousand Internet users
Irdland has been able to promote greater proliferation of Internet use with a population
that is half the Sze of Bulgaria

Demand Conditions

The market for IT products is made up of many different sub-sectors, each which has its
own particular customer requirements. The Software market, in particular, requires close
linkages between clients and producers. It dso requires very specidized products based
on high-end customer requirements. Export-oriented companies are reporting dmost al
production is being sold to Western European, North American and Canadian markets.
Two other firms, Hybrid Circuits ISC and Semiotech Engineering Ltd., report 95 percent
of sdes to these three markets with the other 5 percent going to Bulgarian, Turkish and
other Eastern European markets.

Domedticaly, the Bulgarian government has the largest share of demand of computer
sysems representing amost 60 percent of total purchases. The software market in
Bulgaria has shown marked increases, dthough it is gill too smdl for many of the larger
firms who ae focusng ther atention on the fager growing North American and EU
markets. Domestic demand has been on the rise dthough & a much dower rate due
primarily to the fact that the domestic market is not very sophigicated and loca

3 Dataare from the International Telecommunications Union (ITU) World Development Report (2000) and
Challenges to the Network: Internet for Development (1999).
4 yie:

Ibid.
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businesses have been dow on the uptake of new technologies. The domestic market has
adso been characterized as limited and generdly providing low revenues. There ae
severd Internet Service Providers that have points of presence in 20 to 30 cities in
Bulgaria, but the bandwidth provided to those cities is samdl and this has reflected low
demand on such resources and technologies. Some Bulgarian IT companies have
attributed their export-oriented drategies on the dow growth rate and low revenues
ganed from producing for the domestic market.

Firm Strategy, Structure and Rivalry

The decline in domestic and regiona demand and the factors of production that have
caused increases in labor costs and decreases in profit margins have caused many firms to
focus on export oriented dtrategies. The generd progression of industry strategy has been
a reorientation from ex-COMECON markets towards EU, North American and domestic
consumers in the early 1990s to utilization of domestic resources and opportunities in the
late 1990s to expanson and focus on qudity standards and international partnerships
gnce the beginning of the new millennium. The most successful of Bulgarian companies
have focused ther efforts on development of innovations and high qudity products to be
sold in the European and North American markets. These drategies dso focus on
methods of getting closer to maket cusomers in terms of location and market
knowledge. However, many of the firms in the IT sector gill focus Srategy seiting on
generd conditions and education issues in the short-teem. Two firms that have
successfully set drategies for long-term development ae SIRMA and EPIQ Electronic
As=mbly subsdiary.

SIRMA, one of the leading IT firms in the country, has focused on cregting a digtinct
company identity; this has resulted in a highly sructured business plan/vison to promote
very oecific products to makets of high profitability (Computer Aided
Desgn/Computer Aided Manufacturing—CAD/CAM). It was through ther ties to
Turkish markets that SIRMA was brought into the CAD/CAM market and it has proved
to be its most profitable. A mgority of its products are dso sent to North American
markets, the United States and Canada.  Their highly structured business plan was
centered on two areas of involvement: business solutions and R&D services.

SIRMA ams to be a leading provider of drategic busness solutions that enable
organizational improvement.  They dso am to deveop innovative products and
technologies through long-term research combined with strong software  development
capabiliies.  SIRMA is plaaning long-term goas as a means to securing long-term
suceess in the globa IT market. Ther current success is based on ther ability to provide
quaity products by a team of highly motivated professonds with solid educationd
training and industry know-how. SIRMA has been successful in providing its clients
with full-service products including rapid response to customer needs. ~ SIRMA
accomplishes this by mantaning internationd offices close to its dients particulaly
those in Canada The bulk of work remains in Bulgaria, but SSRMA set up an dffiliate
office in Canada as a means to providing direct quick customer response to one of its
largest dients. This has facilitated a deeper business rdationship and has dso given them
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direct indght into customer requirements and trends based on direct contact with their
cient. It was through this experience that they have committed themselves to producing
qudity from dl levds within the firm and to underganding how to work in demand-
driven markets.

EPIQ Electronic Assambly has focused its drategy on verticd integration of its company
and patner companies in order to better serve their clients with qudity products and
svices The way EPIQ has accomplished this is by partnering itsdf with leading
foreign companies to offer a wide range of quaity services in many markets while a the
same time focusng its production on smdl niche makets within the larger globd
environment. Having achieved a wide range of qudity dandards for different markets
has ensured EPIQ's ability to be flexible to fluctuations in market demands in the shorter
and longer-term. Currently, EPIQ is focused on the production of smdl appliance
components.

Industry Cluster and Cooperation

The IT industry is composed of many firms each with their own drategy regarding
aurvival and success.  In the industry, firms are very reuctant to cooperaie as they
perceive growth as a zero-um game—the success of oneis a the expense of another.

Forma collaborative action has not yet been defined dthough some informa modes of
networking have been organized. There are three associations that clam to represent the
interests of the industry as a whole in the development of Bulgarids computer and
electronic industry, there are two guilds in the industry and there is a least one trade
union. The Bulgarian Association for Intdlectud Technology (BAIT) organizes a far in
Sofia where industry members can present their products, athough their focus is manly
on conditions for companies supplying the domestic market. The Bulgarian Economic
Forum (BEF) was successful in organizing a forum on Bulgarias high technology
indusiry to which they invited globa leaders in IT to meet with their Bulgarian partners
and the government. An informa group, First Tuesday, has been developed and has
caught the attention of many members of the indudtry as it has provided new networking
opportunities for members of the IT indudtry.

In addition to the recognition of networking events by members of the indudtry, the
number of joint ventures and the amount of foreign investment in the IT sector has been
increasing, as can be seen in the EPIQ example. This is beginning to provide a more
hedthy competitive environment in the IT sector by opening collaboration between
organizations within Bulgaria, the region and other globa markets However the industry
dill looks to the government as the primary source of resolution for market
inconsdstencies and industry issues rather then working collaboratively to produce
dternative opportunities.
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Role of Government

IT makets require freedom and openness from artificid factors that can hinder its
compdtitiveness.  The Bulgarian government has some recognition that the IT indudry is
an essential pat of the future of Bulgarian compstitiveness and that the development of
the IT industry is very important for the growth and prosperity of many other supporting
and dependent industries. However, recent profit tax reduction measures on exports
indituted by the government have not benefited the IT indusry. The ligbility of VAT
regidrations arises if the turnover of a company is more than 75,000 Leva for a twelve-
month period. This leve is too high to be of benefit to smdler and medium szed firms.
Second, software exports do not fit into standard export criteria and often do not qudify
for tax credits.

In an atempt to ad the IT indudtry, the government drafted a High Tech hill to provide
tax bresks and government financing for companies and activities & the government’s
discretion. The bill was passed in 2000, and there have been few attempts to revise it
according to the changing vison for the industry.

The requirements for regigration by Internet Service Providers have been separated from
other regigtration processes for business enterprises. In order to maintain a competitive
environment the process for 1SPs should be the same as for any other small businesses.

Government assstance would be most beneficid in the promotion of imported goods for
vaue addition export to enhance the IT market in Bulgaia Tax rdief or another type of
subsidy to firms providing value addition services would dso benfit the cregtion of an
open market for IT goods and services. Open markets are the most important factor for
the growth of any IT sector dthough attention to the influence of globd markets on the
Bulgarian IT indudry is dso quite important. In line with maintaining open markets, the
IT industry should not make a habit of turning to the government for the resolutions to al

difficulties

Looking Forward

Opportunity Method
1. Competitive Opportunity: Innovate product offerings, such as ERP solutions
Positioning and niches for increased share in international markets, and

accounting and specific software needs to regain domestic market
share. Strategize marketing plans for distinctive niche marketsto
provide sustainable and enlarged competitive positioning.

2. Customer Opportunity: Gain deeper knowledge of market trends and
Learning customer demands in order to creste innovative demand-driven
products. Forge closer relationships with customers through greater
interaction and locate some operations closer to customers to
provide rapid response to customer serviceissues. Find ways to
build customer demand for services through usage seminars and
domestic knowledge development of the benefit of IT products and
SEIViCes.
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3. Innovation Opportunity: Innovate current technology infrastructures to
internationa standard levels for many if not dl firmsin the sector.
Provide opportunities for greater Internet proliferation. Create
production and marketing plans based on the requirements of niche

markets.
4. Human Capitd Opportunity: Work to create more collaboration between firms and
Investment univergties and training ingtitutions to provide more practica

training in busness’commerciad management and technicd Kills.
Raise domedtic investment in technology skills development
programs. Look to aternative organizations like Cisco for short-
term training needs. Make sure skills being provided are the ones
being used, if not work with training ingtitutions to set curriculums
based on skill demands.

5. Clugter Opportunity: Encourage the indtitution of a cluster organization to
Cooperation promote the attitudes and agendas of the I'T sector to government
and assst in marketing Bulgarian goods to foreign markets. Seek
synergies between firmsin the sector and with government asthis
may prove to be more attractive to foreign investors. Work with
government to set anationa strategy for I'T development for
domestic and internationa growth that benefits dl sectors as much
aspossible. Search for partnership opportunities between
consultant companies and financid inditutions and IT companies.

6. Forward Opportunity: Promote the use of joint ventures and networks with
Integration foreign investment to improve technology infrastructure and wages.
Develop internd systems of qudity control to meet internationa
standards. Develop business solutions to meet the needs of
domestic and international markets aswell asintroducing new
solutions to the domestic market.

7. Strategies and Opportunity: Gain amore accurate understanding of the effective

Attitudes use of information technologies as it relaesto the future of the IT
industry through didogue with clients, partner firms and
government.
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SIRMA

Company Competitiveness Diamond

Factor Conditions (Mixed)

- Limited access to financing

+ Strong management

+ Strong knowledge base
+GoodR& D

+ Complex human resource strategies

- Bulgarians attracted to job overseas

Firm Strategy (High)
+ Aim at sophisticated markets
+ /- Strategiesfor retaining personnel

+ Locate close to customer emphasize
customer learning and service

+ Product innovation

A

A 4

A

Cluster (Mixed)

+ Representation of most large firmsin
Bulgaria

+ Some government support for the industry

-Littleindustry collaboration

EPIQ

Demand (Mixed)

-Limited domestic market

-/+ High value clients outside of Bulgaria
-/+ Larger market outside of Bulgaria

+ aim at sophisticated markets

+ Clients with specialized needs

Company Competitiveness Diamond

Government (Mixed)
Workforce and education

Business climate
- Privatization

+ Bankruptcy

Factor Conditions(High)

+ Access to financing through EPIQ Group
+ Local source of talented personnel

+ Strong Management

- Bulgarians attracted to jobs overseas

Strategy (High)
+ Strategies to retain personnel

+ Ally with international leader to access top
markets

+ Quality control at best global standards
+ Teaming with customers
+ Focus on sophisticated markets

Demand (Mixed)

+/- Sophisticated demand markets
o| outside of Bulgaria

A

- Limited domestic demand

Cluster (Mixed)
+ Vertical domestic integration

+ Teaming with universities
- Low cooperation with domestic firms

+ Forward integration with international |eader
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CLUSTER: Information Technoloqy

Platform (Policy, etc.) Impact points®

COMPANY IMPACT POINTS
PLATFORM ELEMENT Organization

Finance Marketing Production and Staffing

Macroeconomic Policies
Monetary X
Fiscal X
Trade X X
Labor — minimum wage
—> Labor — expatriates X
—> Capital — ownership X
Capital — repatriation X

X X X X

Legal and Institutional Enabling Environment
> Appropriate commercial X

legislation

Functioning judiciary or X
arbitration mechanisms

Productive civil service X
Tax collection

Customs

X X
X

Heath and sanitation
> Business Licensing

> Investment Promotion

Government

procurements and

contract awards

Privatization X X X X

X X X

X X

Infrastructure — Costs and Services
Safe Water

— Telecommunications X
e Informatics X
Energy
Transport X

X X X X
X

Human Resources
—> Literacy X
—> Education level

Technical and
managerial training

—> Productivity

Health initiatives

X

X

X X X X
XX X X X

® On the Impact Points Table, an “X” represents an impact on the firm and an “>" represents a factor that
has aparticularly significant impact.
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TOURISM®

I ndustry Background and Performance

Bulgaria has a rich hisory and is endowed with many naiura resources. There are
medievd and ancient Greek sghts, mountains with ki resorts, beaches with sun and
sand, and many “wild” and undeveloped rurd areass for adventure seekers. Bulgaria is
conveniently postioned a a crossoads between Europe and the Orient and has an
abundant cultural and religious heritage. It is these resources that have provided a base
for Bulgarian touriam.

In the mid-1990s many sectors of the Bulgarian economy were registering losses, the
tourisn sector, based on the datistics reported by the Nationd Statidtic Inditute and
Minigry of Finance, was deadily generating podtive financid results  In 1998, foreign
investors in Bulgaria were asked to identify the sectors that eventualy would prove good
opportunities for new entrants. 70 percent of respondents pointed to tourism.”

The year 2000 marked a visble improvement in Bulgaria's tourism indudtry. It remains
to be seen, however, to what extent this improvement is sudtaingble. In the period
between January and September 2001 tourist revenues increased 31 percent as compared
to the same period in the previous year® Since early 2001, there has been little policy
devedlopment. The governmert did decide to focus activities on lowering barriers in the
tourism sector and introduced a 10 percent VAT tax on tourist packages sold abroad,
which will take effect January 2002.

There are two sectors of tourism present in the Bulgarian tourism industry: mass tourism
which is focused on natural resources and caters to high volume/low vaue programs and
Soecidized tourism based on niche makets and is focused on high endhigh price
consumers. The drategy of the Bulgarian tourism indusiry has to this mint been focused
on the mass tourism sector and has not brought much to the Bulgarian economy in terms
of revenues per tourist. In order to get more money per tourist and kegp more of the
money in Bulgaria, drategies will need to be revised to capture higher end markets for
niche tourism.  To some degree this could dready be taking place in the Bulgarian
tourism indugry. Pat of the difficulty in andyzing the Bulgarian indudry, is tha there
are ongoing deveopments in the industry, which embrace most of the competitiveness
dements the “vison” is beng changed, demand and marketing channds ae beng
reflected upon, the cluster is reshgping under a more organized framework, and the
indudtry is entirely privetized.

6 Based on an industry analysis prepared by Dr. Krassen Stanchev, IME. Available through the BCE
website http://www.competitiveness.ba/.

" Emily Taneva, Tourism Infrastructure in Bulgaria, US Department of States, 1999, p. 2.

8 Bulgarian National Bank (2001)
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Factor Conditions

The tourism industry was and to a great extent Hill is a sector with delayed invesment in
infrastructure, supporting facilities, new sarvices and management.  The sills, training
and attitude of the human capitd component of tourism has not changed much since the
days of centrdly planned economies Tourism indugtry training indtitutions and
programs have not changed much since the early 1990s.

Currently there are eight date-run universties and four private univerdties, primarily
located around the mgor seacoast cities that provide courses and/or degrees in tourism.
Curricula are primarily based on programs offered in Itay and Audria The faculties of
the universties have remained the same for the past ten years.  Sofia Universty has
made moves towards innovating their tourism program from topics in generd geography
and economy to the specific economics of tourism. None of these inditutions have
initiated a survey of the issues and prospects for the tourism sector. The use of
knowledge as a tool for tourism development has not been explored. This can be seen in
the lack of market trend analyss and understanding. Knowledge on the tastes and desires
of both Bulgarian and foreign tourids is not pervasve among industry managers and
employees.

On te other hand, smaler family owned enterprises have relied on practicd sdf-learning
as thar primary source of human resource deveopment. Businesses are commonly
handed down from generation to generation.

Infrastructure in the tourism sector has catered to primarily unsophisticated tourism
savices. Ddayed investment and refurbishment of infragtructure is one of numerous
pieces of evidence that sun and sand, mountains and snow are beieved to be sufficient in
themsdlves to bring customers to Bulgaria. In the case of Borovetz, the largest ki resort,
the dtreets have rarely been cleaned from snow in the last ten winters.  With the exception
of some of the larger resorts, for the mogt part the beaches of Bulgaria are predominately
dirty. It should be noted that athough there are issues with the current infrastructure
supporting the tourism sector, more sophisticated infrastructure resources are being put
into place.

For the most part, widespread Internet usage has remained limited in the tourism sector.
However, since 1998 an Internet-based reservation system has been in place to serve the
best hotes in the best sea and mountain locations. At the end of January 2001, there
were twelve redively easly accessible Bulgarian tourist operators websites. One of the
largest problems that the tourism and other industries face is the inability of service
providers to provide credit card services for tourists. The lack of this service will have a
detrimenta effect on the overdl ability of the indudtry to attract customers.

Financid and investment sarvices have been avaladle to finance privatization, and they
are now switching to providing credit for renovation and investment in services Also the
non-banking financid services for the tourism sector improved in 2000. Some big
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insurers have dready announced plans to launch a private guarantee fund for projects in
tourism.

Domination of the Bulgarian tourism market by a relatively few large tour operators and
hotels offering a mass product has discouraged innovation and risk investment into other
sectors of the Bulgarian tourism indudry, incuding in Sofia, mountain, and other regions.
Provison of services by mass product operators and hotes has been in low margin
products that only gain nomina revenues.

Demand Conditions

The performance of the tourism sector has been uneven over the past four years. In 1998
there was a marked decline in the number of tourigts from al areas. The tourist base of
cusomers (excluding Germany) is from medium and low-income countries, dthough
many vidtors dso come from the surrounding regions. These losses were most
significant for tourists from Germany and Turkey.®

Ovedl the trend in arivds has been incressng dthough no firm patern can be
determined. In the period from the beginning of 2001 to September 2000, tourigt arrivals
increased by 20 percent and tourist revenues totaled USD$556 per tourist, an increase of
roughly 9 percent from the same period in 2000.1°

The number of Russan tourigs has doubled snce 1999; three times fewer Romanians
vidgted Bulgaria than did four years before, and snce 1996 there has been a seady
increese in the number of Macedonians vidting Bulgaria  In generd, wedtern tourigts
have gravitated towards the mgor resorts, which provide comprehensive tourist packages
through internationd operators.  Surprisngly, the unrest in other regions surrounding
Bulgaria has not been particularly detrimentd to the tourism sector.

According to the World Tourig Organization Annua Report for 1999, Bulgaria
experienced an average increase of 7.5 percent per annum in tourist trips over the past ten
years.

The limited ressarch and information on relative competitiveness crested the public
perception that Bulgarian tourism is entering an upward trend. But this perception does
not necessarily reflect the reaive podtion of Bulgaria vis-a-vis other countries, eg.
Croatia.

° There are specific explanations for those devel opments: 1997 and 1998 were particularly good for
neighboring destinations (Croatia, Greece and partially Montenegro) in attracting German tourists. With
Turkey there were regular exchanges of “visitors” with tourist visas but not tourists per se; those were ex-
Bulgarian citizens of Turkish who settled in Turkey after being expelled by the outgoing communist regime
in 1989, cross-border vendors and Muslim seasonal workers. In thisregard, among other reasons, afactor
that contributed to lesser “tourist” exchange was to be found in stricter visa procedures introduced by both
countriesin the end of 1997, plus, perhaps, 1998 restrictions on gambling.

10 Bulgarian National Bank (2001)
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In 1998 tourism receipts per capita were USD$52.92. This was dmost seven times lower
than the average receipts per capita for the EU accession countries, USD$370.09; and
more than 10 times lower than the average for EU countries, USD$564.97. Bulgaria is
97™" out of 186 countries on which data is available!®  For 2000, the per capita figure is
USD$509. For 2001, tourist revenues jumped to USD$556.

The domestic market is an undifferentiated and undefined segment of the overdl market.
It has not been surveyed and there is no information on its Sze, contribution to tourism
revenues or comparisonsto foreign vists.

Firm Strategy, Structure and Rivalry

According to the Ministry of Economy, there are 230,000-240,000 beds in Bulgaria,
provided by 500 hoteds (built between the 1950s and thel980s), 40 camping Sites,
mountain lodges and family hotds'® By Jenuary 2001, virtudly al hotels had been
privatized. It has been edtimated that 16,000 beds are available in camping sites around
Bulgaria, but in interviews with tour operators conducted during this study, the number
that are actualy usable only about 30 percent and decent conditions are present at only 10
percent of the campsin service.

There are only four five-star hotels. The mgority of other hotels are two- or three-star
hotds.  Internationa chains have a limited presence, manly in the capitd city of Sofia,
and foreign brand names are essentidly nonexistent in the Bulgarian tourist market.

The average price per night paid by a foreign visitor in 2000 was USD$46.°  Locd
Varna newspapers report prices for Russian vistors as low as USD$2 to USD$3.50 per
night for accommodations in the low-star hotds in the mgor resort of Zlaini Piasatzi (or
Golden Sands) near Varma.**

Conference fecilities are dso available, dbeit in short supply as there are only 37 such
facilities around the entire country.

The focus of Bulgarian tourism gtrategy has been on sand, sun and mountain resorts.  The
very sndl number of five-dar hotds and the limited avalability of internationd hotd
chans is evidence of the dominant low-end provison of services The indusry has
depended on foreign packages to bring tourists to Bulgaia As a result of this
dependency, the Bulgarian tourism sector has lost much of its bargaining power when it
comes atracting certain types of touritss. However the tourism industry has recognized
the need to innovate its services in order to develop the tourism sector.

1 JE. Austin Associates, Bulgaria Benchmarking; source: World Development I ndicators, World Bank.
12 See also: Emily Taneva, Tourism Infrastructurein Bulgaria. US Department of State, 1999, p. 3, 4.
13 Seer Varna Standard, October 12, 2000, p. 2.
14 | i
Ibid.
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The year 2000 marked a turning point in the understanding the conditions and prospects
of the Bulgarian tourism industry.  There is dready a steady process of reevduating the
vaues, including a criticism of the dependence on ready-made advantages such as sand
and show. This is vigble in the specidized trade magazines produced for the sector,
which in 2000 dated to promote factors as qudity of the services, hospitdity,
complexity and integrity of the services.

Deficencies in tourigm infradructure and invesment to a dggnificat extent limit
immediate options for drategic action in the sector. It is difficult to compete on qudity
and high-end services when mgor hote networks were built 15 to 20 years ago.
Subsequent refurbishment has been sporadic.  However, motions are being made to
upgrade the level of services offered and the infrastructure in place to support those
savices. Hospitdity had rardly been a priority in drategy setting due to a lack of
knowledge of customer requirements, but now some enterprises ae atempting to
diversify products and services to meet customer demands.

The Albena Sea Resort has been successful in this pursuit. The resort has sought to
differentiate its products to attract new clients. In order to achieve these goals it has
entirdly renovated 17 hotels a a pace of three to four hotels a year. Also, it plans one
new four-star hotd in 2000, managed by an internationd chain. The resort is building a
new footbal stadium aming to attract soccer teams to training camps in Albena, and
hopes to build the first golf course in the country. Albena has been successful in seeking
dternative products, such as offering additiona services for clients who wish to take part
in activities independent of the main packages.

Industry Cluster and Cooperation

Cooperation and divison of labor between agents and tourism service operators seems to
work wel. Collaboration is primarily organized horizontaly athough didogue between
members such as suppliers and producers is verticdly integrated. Outsde the industry
there is evidence of strongly developed cooperation with traditional suppliers of transport
sarvices, food and agricdture produce.  Cooperation with the nontbanking financid
sector is beginning to gain momentum.

Cooperation between the cluser and the government seems effective, adthough not
negotiated. In the last two years Government invesment in roads and other
infrastructure averaged 3 percent of GDP. ® The Minigtry is dso the main advertiser of
the Bulgarian tourism sector. It not trangparent how effective this cooperation with sector
is on this front, dthough it is obvious tha there is no concerted effort of industry
members, or even agroup of them, to jointly advertise abroad.

Cooperation in research and educetion remans limited. On the locd levd, there is
cooperation between the sector and municipdities to promote particular local culturd,
environmental and historical resources.

15 N'SI and Rossen Rozenov, Factor Conditions for Bulgaria's Competitiveness. (2000)
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Role of Government

There are four government agencies that oversee dements of the tourism indusry adong
with ther locd bodies. The Minisry of the Economy is responsble for licensng and
caegorization; the Minisry of Hedth is responsble for contralling in-house pollution
and sanitary dandards, the Ministry of Environment and Waters is responsble for
contralling outdoor pollution and the qudity of the environment; the Minidry of
Territorid Development is responsble for controlling condruction, roads and urban

planning.

The tourism sector is one of the most heavily loaded with codts related to dedling with the
government. Annudly, an average tourism company spends between USD$3,000 and
USD$3,500 on various fees related to compliance with regulations and in-kind costs. *°
At the same time the sector is recelving a government subsidy of 0.02 percent of its
edimated contribution to the budget. This reationship between the private sector and the
government becomes a ddlicate subject in that 60 percent of this subsidy comes from the
industry contributions.

Prior to the adoption of the tourism law in 1998, the government had no responshility for
licendang and categorizing hotels and restaurants and entry was free for sole proprietors
and family hotds.  The only entry regulation was on private entrepreneurship adopted in
1989 and then replaced in terms of regidration with the court, tax authorities and
datigtics office by the Company Law of 1991.

Privetization of the sector, while dmost 100 percent by 2001, proceeded rather dowly.
Before 1997, there were only two privatization deds in the works. The five biggest
privatizetion deds totded USD$95.6 million. The totd government revenue from
privatization of the tourism sector to-date is estimated a USD$200 million.

A deficiency of the privatization period was the falure to dtract drategic investors who
were international leaders with recognized names. Two big interest groups, Olympus,
Roseximbank and Multigroup, were alowed to control mgor resorts and hotels, with
unclear and rather limited prospects to set and follow globa standards of service. This
essatidly left the indudstry in the hands of company managers that lacked a full
understanding of the customers to which it was marketing its products.

In spite of dmogt tota hotel privatization, the government aso continues to serve as a
provider of vacation services. The Council of Ministers owns 15 residences and 20 hotel-
szed rest houses—of these, the Central Bank owns 5 of these rest houses, the Ministry of
Justice owns 5 and Public Televison owns 4. These rest houses and resdences represent
an esimated capacity of 2,000 beds, 10 percent of the estimated capacity of family-

16 See description of these fees and cost in: Y. Gancheva, A. Hristiva-Y onkovaand K. Stanchev (editors),
Administrative Barriers to Business Activities. IME/AIP, Sofia, 2000, pp. 15-18, 24-31, especially the
costsfor an average company in Borovetz — pp.32-33.
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owned hoteds or 008 percent of the gross capacity of the Bulgarian tourism

infrastructure,

Looking Forward

Opportunity

Method

1. Compstitive
Postioning

Opportunity:  Examine dedinations within  Bulgaria  that
incorporate its most engaging products and match these to
markets, human resources, capacity limitations and investment
requirements. Develop a draegy to brand an authentic “Old
Europe’ experience for some Bulgarian dedtinations.  Expand
services to meet higher vaue consumers.

2. Customer
Learning

Opportunity: Develop better understanding of market trends and
current and potentia customers  requirements and develop a
comprenensve drategy and common cluser actions for
attracting them. Ensure that the necessary supporting factors are
in place to support marketing to niche markets.

3. Innovation

Opportunity: Offer a grester mix of products including those
that spesk to particular niche market groups.  Study market
trends and employ culturd, historic and naturd resources to
access new market groups. Enhance the marketing of Sofia as a
vacaion gateway and busness desination. Develop themed
packages based on cultural activities and regiond tour routes,
auch as linkages with the wine and perfume indudries to
provide tour programs based on these two indudries. These
innovations will asss in Bulgaian providers learning more
about customer trends and requirements.

4. Human Capitd
[nvestment

Opportunity:  Work with traning inditutions to incorporae
more updated and diverse curriculum offerings, especidly in the
aea of hospitdity training. Upgrade management training
programs to modernize kills. Assg in the penetraion of IT
training and usage.

5. Cluster
Cooperation

Opportunity: Stimulate greater inter-cluster cooperation, not
only with supporting industries but dso among direct patners
such as tour operators, traners, etic.  Stimulate regiond
cooperdion among neighboring countries.  Cultivate common
interests among comptitors.

6. Forward
Integration

Opportunity: Work more closdy with busness partners and
dients to dealy identify and effectivdy respond to ther
requirements of the customers. Provide new services based on
customer requirements.

7. Strategies and
Attitudes

Opportunity: Expand cduder advertisng efforts for the entire
indugtry. Take responghility for the development of Srategies
and the search for investment opportunities. Focus on provison
of higher end/vaue products and services.
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Government (Mixed)
+/- Business climate

-/+ Privatization

Factor Conditions (Mixed)

+ Basic factors: sun, sand, sea, mountains
+ Access to finance

-Lack of trained personnel

- Lack of trained management

- Poor infrastructure

+ Many potential speciaized factions

A

TOURISM INDUSTRY
Competitiveness Diamond

Strategy (L ow)

- Reliance on physical endowment

- No strategy to attract upscale tourist

- Little product differentiation

- Poor diversity of products

- Little use of Internet or e-commerce

- Dependence on International package operators

-/+ Some tailoring to niche markets

A

Cluster (Mixed)

+ Cooperation with traditional suppliers
-- Teaming with colleges sporadic

+ Some integration with the sector

-Very little cluster cooperation on promotion
-- Poorly developed infrastructure

-- Poorly developed tourism product offerings

A 4

Demand (High)

+ Some domestic tourism

+ Large and growing international market
+/- Large mass tourism market

+ Many potential niche markets

J.E. Austin Associates, Inc./MSI-Bulgaria
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CLUSTER: Tourism

Platform (Policy, etc.) Impact points?’

COMPANY IMPACT POINTS
PLATFORM ELEMENT Organization

Finance Marketing Production and Staffing

Macroeconomic Policies

Monetary X
Fiscal X X
Trade X
Labor — minimum wage X X
Labor — expatriates X X X
Capital — ownership X

—» Capital — repatriation X X

Legal and Institutional Enabling Environment

—> Appropriate commercial
legislation X X
Functioning judiciary or
arbitration mechanisms X
Productive civil service

X

Tax collection X

——p  Customs X
————p  Heath and sanitation X

Business Licensing

> Investment Promotion X X
Government
procurements and
contract awards

> Privatization X

X X X X

X
X
X

Infrastructure — Costs and Services
— > Safe Water

> Telecommunications

Informatics

Energy
—»  Transport

XX X X X
X X X X

Human Resources
Literacy
Education level

> Te_ch_nlcal and managerial
training

—> Productivity

Health initiatives

X X
X X XX
X X X XX

17 On the Impact Points Table, an “X” represents an impact on the firm and an “=>” represents a factor that
has aparticularly significant impact.
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CANNING?®

I ndustry Background and Performance

Ovedl, the Bulgaian canning industry is in a steep decline.  In 1998, the industry
produced 71.2 tons of canned vegetables versus 127.2 tons in 1996 and 136.1 tons in
1997. The reason is tha the Bulgarian market has suffered from a number of
unfavorable factors that have led to this down turn.

Ten years dfter the end of the socidist period, during which dl canning companies were
state-run, 85 percent of the companies have been privatized. But this privaizaion has
not led to profit growth or industry growth. The privatization of farms created a setback
to the ability to produce large volume crops a competitive prices. The privatization of
caning companies led to employee ownership, which often resulted in ineffective
management practices and a lack of the necessary cepitd to operate. Both of these
problems were due in lage pat to the economy during the socidist period tha
ineffectively prepared either for a demand driven market economy.

Factor Conditions

The workforce is skilled and qudified. For the mogt pat, workers involved in non
manua processes ae graduated from gspecid secondary inditutions and have the
necessary background to complete their job effectively, dthough practica traning in
marketing techniques is lacking. For manud and seasonad workers, the companies
usudly provide a short training prior to the startup of the high processng seasons.  These
positions usualy have high turnover due to the seasondity of the industry.

Managers are not well trained in marketing techniques. Businesses lack ready access to
information about foreign markets, technologies and related industries.

The infragtructure in areas surrounding centers of production is adequate, athough roads
have degraded and fued cods have risen, contributing to high transport costs.
Accesshility to information on market trends and customer information is another weak
point. Marketing techniques are not well developed; and businesses lack the ready access
to market information and technologies that could improve productivity. The factories
that are currently operating were built decades ago. The technology used by many of the
factories has not changed since it was built.  The equipment being used remans far
behind the innovative technologies that most other competitors use and the profit margins
of the Bulgarian companies are low making it impossble to expand ther technologica
base without outsde invessment. The effect is low productivity and efficiency leves that
are negatively affecting the economy.

18 Based on a case study prepared by DianaKopeva, IME. Available through the BCE website
http://www.competitiveness.bg/.
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The Canning indudry and agriculture in generd ae highly seasond indudtries.  Canning
companies typicdly operate a full cgpacity for no more than four to five months out of
the year (July-December). This crestes problems with ensuring steady cash flows
throughout the year. A lack of stable access to cash makes loan repayments difficult and
raises the risk assessment of the canning indudtry in the eyes of the banking sector.

During the period 1996 to 1999 crop yidds dropped in volume and qudity, internationa
requirements on food standards have become dricter and prices of food products have
increased yet the purchasng power of many Bulgarian companies has decreased. The
reult of this is tha Bulgarian canning companies have been unable to adequately supply
its domestic and export markets. The Bulgarian canning industry also suffers from a lack
of product diversfication in the highly competitive export market.

Access to financing is one of the man obstacles faced by the canning industry. The
security of credit is often hard to ensure and loans are difficult to obtan. The loan
process is an arduous one, companies are required to guarantee solvency by depositing an
amount of money to equa or sometimes greater than the amount of the loan. Interest
rates are extremely high and the mortgage mechanism has not been fully developed to
present a benefit to the lending process. However, credit is sometimes available between
companies within the clugter.

Didribution and supply middiemen dill play a key role in the indudry, as they are the
most educated on market information and skills. They forge contracts with suppliers and
the industry as a whole to act as the intermediary for marketing and exporting of goods to
foreign countries. They ae in chage of the organization and control of the entire
process of supplying find markets.

Demand Conditions

The Bulgarian canning indusiry exports canned vegetables to Germany, Russa and other
NIS countries, frozen fruits and vegetables to Greece, France, Germany, Holland, Austria
and Itdy; and jdlies and jams to Russa, Germany, Jordan, the Czech Republic and
Audria In May 2000, agreements on tariffs and quotas for the canning industry were
findized with the EU.

Finished goods are produced primarily for export markets, as there is limited domestic
market demand. A prgudice agangt Bulgarian products exists among Bulgarians that
can be traced back to the misconception that Bulgarian canning companies produce low
qudity goods. In some cases Bulgarian jams and jdllies are better than those produced
and imported from Western Europe, but Bulgarians would choose the European brand
over the Bulgarian product because of product quality misconceptions. There is a smal
market for very high-end qudity canned goods. Those canning companies involved in
the production of such goods are focusing on these markets in Western Europe.  Working
in this market had enabled these canning companies to learn how to compete in these
markets.
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The market share of private indudtries in the canning indudlry is estimated a 25 percent.
For the mogt part, the canning industry is centered in regions of agricultura production.

Firm Strategy, Structure and Rivalry

The processng of fruits and vegetables can be channded either through <tate-run
enterprises or through private ones. Ongoing structurd reform is characterized by the
restructuring of state ownership.

The Bulgarian canning indudry is gtill in the factor-driven stage, operating at less than 50
percent of its exiding cgpacities. The industry has not yet “jumped’ into the investment-
driven stage.

The daboraion of competitive, specific firm drategies is not highly developed in
Bulgaria's current environment of cost pressure, low purchasng power, and business
condraintss. One s of difficulties arises from the lack of Seady parameters for
measuring production and investment programs. The supply of raw materids is uncertain
in terms of regularity, price and quality. Transactions are rarely based on contracts. The
supply of jars and caps presents smilar problems.  Bulgarian firms require greater access
to market trend information in order to set effective market-based strategies.

One firm that has been successful in the Bulgarian canning industry is Plovdiv Canning
00D.Y®  Povdiv Camning OOD has forged a joint venture reationship with
CARESBAC—Bulgaria AD, a joint venture company edtablished by the governments of
the United States and Bulgaria to facilitate equity lending to the emerging private sector
in agriculture, food service and related industries. 2°  This joint venture has provided
Plovdiv Canning OOD with the necessary capitd funds and organizationad structure to be
competitive in the Bulgarian canning indudry.

Industry Cluster and Cooperation

There has not been much forma cooperation within the canning indudry, paticularly
between processors and suppliers.  Processor linkages with the agriculture supply sector
have been deteriorating and there is a lack of formalized contract agreements between
suppliers and processors. Key related industries such as packaging and transport are not
well developed.

19 The name of the firm has been changed for reporting purposes. OOD isthe Bulgarian abbreviation for
Limited Liability Company.

20 CARESBAC Bulgaria is an investment fund, specialized in microcredits (between 25 percent and 49
percent) in small and medium sized private Bulgarian companies. The purpose of CARESBAC is to invest
in the sphere of agribusiness - agriculture, food processing and all industries associated to the former two
industries. CARESBAC just started its operation in the country; it managers were looking for committed
entrepreneurs and a businessto invest. *** OOD was one of their first projects; CARESBAC accomplishes
its objectives by providing equity financing up to 350,000 USD and technical assistance in marketing,
accounting, technical and other issues.
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Two trade associations exist to represent the industry dthough linkages within the clugter
are as0 deteriorating between processors and suppliers.  These industry associations have
not accomplished much in terms of forging strong ties between the processors, the
suppliers and the government on issues related to market information gethering, policy
Setting and control requirements.

During a Compstitiveness Conference in April 2001, sponsored by the BCE, the industry
identified a number of areas for further discusson among industry members. One of the
mogt important next steps for the industry was to forge collaboration among stakeholders
within the duder to identify the problems within the duster and gimulate a didogue
between members. Through this collaboration the stakeholders can draft a Strategy for
the future of the Bulgarian canning indudry. This includes working with government on
policy changes and financid system restructuring.  The industry recognizes its flaws and
should work on looking for opportunities to advance the industry as awhole.

Role of Government

The government has supported the canning and agriculturd industry by following a
policy of encouragement of market activity and competitiveness. Despite the efforts to
restore private land ownership, land reform policies are lacking the necessary initigtives
for the devdopment of agriculture.  While 85 percent of the indusiry has been privatized,
the process for the remaining 15 percent is dow.

Looking Forward

Opportunity Method

1. Competitive Opportunity: Look for opportunities and take measures for

Postioning increasing vaue-added exports. Implementation of an
agoressve marketing program including cresting an image for
Bulgarian goods in the domestic market. Creste a series of
ecologicaly clean canned products. Invest in improving
technology. Work on creeting a‘branded’ Bulgarian product
for specialty products.

2. Customer Opportunity: Better understanding of customer tastes.

Learning Orientation towards development of new packaging. Develop
strategic partnerships to access market knowledge and
digtribution.

3. Innovation Opportunity: Improve production efficiency through investing
in modern eguipment and technology.

4. Human Capita Opportunity: Invest in training of employeesin marketing and

Investment bus ness management.

5. Cluster Opportunity: Improve the current ineffective cluster structure.

Cooperation More active relations with producers established on contract
basis.

6. Forward Opportunity: Codify and write dl practices, procedures, and
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Integration

formulasinto manuas to ensure that proper modes are followed
on aconsigtent basis.

7. Strategies and
Attitudes

Opportunity: Develop a common drategic direction with focus
on quality and image. Develop raw materia supply chainsto
import goods and hedge supply Strategies.

PLOVDIV CANNING OOD

Company Competitiveness Diamond

Factor Conditions (Mixed)

+/- Labor force: good qualification, relatively
low paid labor, low productivity, high
educational level and qudlification,
seasonality of employment

+/- Assets: relatively old and depreciated,
designed and constructed by the owners,
necessity of renovation.

Raw materials: great diversity in
quality of raw materials; import from
neighbor countries.

+ Climate: well suited for vegetables and
fruits production

+/- Infrastructure: good
telecommunications, poorer transport
infrastructure, relatively high transport
costs to EU markets

+/- Capital: CARESBAC investment;
otherwise lack of access to capital

Strategy (High)

+ Strategy: High quality product

+ Identified high-end customers

+ Focus on variety and quality.

- Priceistill adominant dimension.

+ Active use of owner's ahility to track and |ead the
market's needs

+ Domestic rivalry within the sector

+ Invest in producers through contracts, training

+ Efficiency of scale of operations

A

A 4

Cluster (Low)
-Processor linkages with agriculture have deteriorated
-Weak linkages with input suppliers
-Lack of longrun contracts with related industries
-Relatively low level of development of related industries
+/- Transport sector isrelatively efficient
+/- Supply and placement contacts are in short-term
stablewith

respect to exports, less so for domestic sales
+/- Production in the rest of the cluster isimproving
slowly, links

areonly beginning
+  EU standards are rigorous
- Local quality standards are not rigorous

A 4

Demand (Mixed)
- Significant local demand, but for lower
quality and low price
-Very limited domestic market for quality
+ Largeexternal market for
quality, differentiation
-Orders by the government are low and
diminishing
+ Good knowledge of the final
consumer needs and
requirements
-High import taxes for EU markets, existence
of quotas
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CLUSTER: Canning

Platform (Policy, etc.) Impact points®

COMPANY IMPACT POINTS
PLATFORM ELEMENT Organization

Finance Marketing Production and Staffing

Macroeconomic Policies
Monetary

Fiscal

> Trade

Labor — minimum wage
Labor — expatriates

> Capital — ownership

Capital — repatriation

XXX X XX
X
X

Legal and Institutional Enabling Environment
Appropriate commercial
legislation X
Functioning judiciary or
arbitration mechanisms X
Productive civil service X

X X

Tax collection X

—> Customs X
—> Heath and sanitation
Business Licensing X X
Investment Promotion X X

Government
procurements and
contract awards

Privatization X X

X X X XX

Infrastructure — Costs and Services
Safe Water X
Telecommunications X
Informatics X

—»  Energy
—»  Transport X

X X X

Human Resources
Literacy X
Education level

Technical and managerial
—> 9 X X

training
T Productivity X X

Health initiatives

X X X XX

21 On the Impact Points Table, an “X” represents an impact on the firm and an “ =" represents a factor that
has aparticularly significant impact.
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WINE?

I ndustry History and Performance

The Bulgarian Wine Indusry has been consdered a high-performance sector within the
economy for many years. Currently, Bulgaria holds 2 percent of the world market share
of wine production and exportation. There are about 120 wine producers operating in the
markets of bottled and broached wine as well as a number of other related products. All
of the companiesin the industry are privatdy held as of 2000.

In the winter of 1997 and 1998, a severe frost and low temperatures damaged a
ggnificant part of the grape crop, 50 percent in Northern Bulgaria and 20 percent in
Southern Bulgarian vineyards. This redricted the available resources for Bulgarian wine
producers and resulted in price inflation even on lower qudity grgpes and an increase in
the amount of imports. Competition for grapes among domestic producers became very
high and has since remained rather high, which is fostering some growth in market terms.

Factor Conditions

The industry’s workforce is based in deep traditions of winemaking and production.
Three man inditutions provide traning in vine cultivation and wine production: the
Agriculturd Academy in Plovdiv, the Higher Inditute of Food Processing in Plovdiv and
the Higher Inditute of Vine-Growing and Winemaking in Pleven. Until the 1990s, these
indtitutions housed very well equipped laboratories, but in recent years due to difficulties
in financing, the laboratories have not been able to modernize their technologies. The
professors and researchers a these inditutions remain the foremost authorities on wine
production in Bulgaria and are often take lecture around the world. In addition to forma
training, the mgority of companies are based in regions rich in wine growing and
producing history, a percentage of expertise comes from traditiona, homegrown training.
In practice, very little investment is made by companies to train their workforce and there
is little collaboration between the indusiry and its supporting academic indtitutions.  In
teerms of management, while technicdly they ae highly trained there is additiond
practica training in marketing and such that requires atention.  Managers understand the
importance of qudity, but generdly do not take the necessary deps to ensure ther
products are up to internationad standards. The wine industry lacks focus and knowledge
of the standards and qudity necessary to meet internationd and even domestic markets.
Out of an edimated 259 Bulgarian entities that are 1SO 9000 certified, not one is a wine
producer.

Domedtic infragtructure is reasonably good in the regions of production, rail and road
trangport is avalable and of adequate qudity. There is a rdiable source of dectricity,
water, gas and communications in the regions where wine producers and growers have
settled.

22 Based on an industry analysis prepared by Borislav Georgiev, IME; and a case study prepared by Silvia
Petrova, CED. Both are available through the BCE website http://www.competitiveness.bg/.
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The qudity of grape supply is ds0 an issue.  Mother vines are old and vine mortdity
raes ae higher than the rate of replanting. The vaiation in cimactic conditions dso
playsarole in the qudity of domestic grape supply.

In an atempt to remedy the supply issues created by in 1997 and 1998, and to dea with
the aging of supply vineyards, one company, Vinzavod-Assenovgrad decided b invest in
new vineyad plantings® In addition to interna investment, the industry has made
drides to creste more forma agreements with farmers, one factor that had previoudy
been lacking was contracts between producers and farmers for supply distribution.
Luckily in 1999 and 2000, environmental conditions favored crop growth.

There has been little progress in rasng profit margins since the loss of crops in the late
1990s; accesshility to the cash necessary to expand raw material bases has leen an issue.
The option of credit borrowing is non-exigent for many of the smal and medium szed
companies. This is due to the fact that turnaround on investments takes four to five years
in the agriculturd sectors and banks fear the risks of making such invesments.  Some of
the larger companies have benefited from foreign invesment, but this type of invesment
is not able to make up for the lack of domedtic financing services.  In many cases,
farmers only recelve returns on their crops after the producers have recelved returns on
the finished products.

The lack of reiable credit has dso redricted many companies abilities to innovate
technologicdly. Mogt of the companies in the indusry are working with machinery,
equipment and technologes purchased during state management, it is inevitable that the
lack of modern equipment will have a derimentd affect on the ability of the sector to
produce qudity products. The necessary lines of credit necessary to bring the entire
industry up to par ae Smply not avalable and smal/medium szed companies are not
able to handle the costs themsdlves.

A unique factor in the Bulgarian wine sector is the supply of grape varieties that are
diginct to Bulgaia Some vineyards have attempted to capitaize on this unique crop and
market it to higher end niche markets that cater to ditinctive tastes.

Demand Conditions

The wine industry exports more than 80 percent of its production. These exports account
for more than 30 percent of the export reverues from trade in food exports to the
European Union. Although there are limits on the industry’s access to EU markets
through quotas and tariffs, the top 9x export markets are UK, Jgpan, Germany, Ukraine,
Poland, and the Netherlands. These sx countries make up roughly 66 percent of totd
wine exports. In addition to the EU countries, Bulgaria continues to export to Russa and
the NIS countries, which used to be large markets but have diminished greetly in the past

2 Prior to 2000, Vinzavod-Assenovgrad did not have its own vineyards and relied on auctions and informal
agreements with suppliersfor their grapes.
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decade. The man competitors Bulgaria faces are France, Itay, Spain, Portuga, and up
and coming competition from Chile, Audrdia, Argentina, New Zedand and South
Africa

Domedtic demand for Bulgarian wines, currently estimated a 10 to 20 percent of
domegtic production, diminished due to price increases in the late 1990s. Prices rose as a
result of supply issues in 1997-1998. This caused many Bulgarians to switch to chegper
imported wines. In addition to the cost issue there is a tradition of homemade wine
production that meets locd demand. Bulgarian consumers are knowledgesble about
wines but there is a very smdl market for high qudity wines & current market vaues.
Domestic consumers know what is good but cannot afford it. The Bulgarian wine
producers have not effectively tapped into this market and while it does not represent a
large portion of current commercid demand, domestic commercid consumption is not
expected to rise in the near future. This has led many companies to turn to Srategies
based on export promotion rather than domestic marketing.

Due to the nature of demand and customer trends, some companies have decided to limit
their products to specific lines of wines. Vinzavod-Assenovgrad decided to focus drictly
on red wines. This was in response to the trends in the international and domestic orders
that they were receiving. They have dso decided to market wines made from the Mavrud
grape, unique to Bulgaria, to niche markets that cater to more sophisticated and
digtinctive tastes.

Firm Strategy, Structure and Rivalry

There are 90,000 hectares of vineyard surface area in Bulgaria, 20,000 of which are
dedicated to table grape production. Bulgarian wines include more than 25 different
vaieties of red and white wines with registered trademarks of origin with an additiond
24 white and red wines from designated geographicd origins. The most widdy planted
grape vaieties ae French and indigenous Bulgarian, while some companies have
introduced newer varieties from Audrdia, Latiin America and South Africa A problem
facing the wine indudtry is the age of these vineyards, as few have been developed since
the 1980s.

The wine industry has been proactive in drategy setting for export markets, but dl too
often drategies are not consgent. Some firms have opted to produce and sdl high
quaity wines a low prices to higher end export markets. The problem with this strategy
is that it is changing the image of Bulgarian wines. When a company sets prices low in a
high-end market, in an attempt to hedge out competition on price, it can have a reverse
effect of being judged on the price offered rather than the true qudity of the product. It
is digribution drategies such as this that make the Bulgarian wine industry week in the
markets they want to access because they lack knowledge of customer trends and
requirements.

There are roughly 120 wineries of various Szes in Bulgaria The large number of current
wine-producing companies and the establishment of new companies have condituted the

J.E. Austin Associates, Inc./MSI-Bulgaria AnnexD |27
March 2002



bass for grong rivary and compstition within the sector. The result of the sze and
rivdry of the wine indudry is that it has caused a reduction in the avalability of qudity
resources. In some cases it has been necessary for producers, including Vinzavod-
Assenovgrad, to buy lower quality grapes a higher costsin order to meet supply needs.

Industry Cluster and Cooperation

Ovedl there is some cooperation within the industry but it is underdeveloped; joint
partnerships have just begun to evolve. This uneven cooperation is partly the result of
long-gtanding trust issues between members of the wine “cluster.”

The Bulgarian Competitiveness Exercise had a big impact on convening members of the
cluger. Through participation in workshops and a nationa conference, the industry was
able to come together and work collaboratively instead of competitively towards a
common strategy for the future of the wine sector.

Role of Government

One area in which the indudry is making large drides is in government involvement in
keeping the market open for free trade and supporting the industry through necessary
policy changes. The sector is regulated by legidation adopted in 1999 through which the
Ministry of Agriculture and Forestry crested the Executive Agency on Vine and Wine to
organize and control the industry. The law dso established the Nationd Vine and Wine
Chamber (NVWC) to consult for the industry on the necessary measures to fecilitate
integration into EU dructures.

Prior to the credtion of the NVWC, there was another association representing the wine
industry, the Association of Producers and Merchants of Wines and Spirits in Bulgaria
(APMWSB). The APMWSB was a non-governmenta organization during Bulgaria's
trangtion economy of the early 1990s to represent the interests of the wine industry.  The
APMWSB has since been replaced by the NVWC which holds as its objective to asss in
the facilitation of EU integration and dso to assig in the development and promotion of
export marketing. The APMWSB remains active and continues to act as a lobbyist for
the industry and dso to provide information on foreign markets, the legidative
framework of samilar industries abroad, marketing opportunities a internationa trade
fairs and new technologies available to the industry.

In generd, the wine indudtry is very viable and is one of the most supported by the
Government of Bulgaria, dthough there is definite room for growth.

Looking Forward

Opportunity Method

1. Competitive Opportunity: Fecilitete the availability of financia opportunities

Positioning for amdl and medium sized companies. Start looking into niche
markets that cater to high quaity and more unique tastes.
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Deveop reliable production and digtribution chains for supply
and finished products.

2. Customer
Learning

Opportunity: Work with external wine inditutions to access
market information and gain deeper knowledge of market
demands, trends and customer requirements. Develop wine
tours and educationa seminars amed at raisng both domestic
and internationa exposure to Bulgarian wines. Attend trade
shows and market fairs as another meansto ng customer
informetion.

3. Innovation

Opportunity: Work with the government to indtitute and finance
anationa laboratory responsible for qudity certifications of
domestic and export products.

4. Human Capitd
Investment

Opportunity: Coordinate with training ingitutions to upgrade
the technol ogies and methods being used to train the workforce,

especidly in terms of management skills.

5. Cluster
Cooperation

Opportunity: Present aunited front to government and other
groups in issues such as infragtructure upgrading, technologica
advancement and access to market information and financia
opportunities. Capitaize on the popuarity of the newly crested
Nationd Vine and Wine Chamber as an excellent mode for this
collaboration to take place. Develop better dialogue and a clear
policy in the relationship between grape producer and wine
producer.

6. Forward
Integration

Opportunity: Market the unique indigenous vine varieties of
Bulgaria. Create gppdlations according to origin would assst
in branding these unique Bulgarian Wines.

7. Strategies and
Attitudes

Opportunity: Work together with individuad companies, farmers
and other stakeholdersin order to incresse the competitiveness
of the entireindustry. Look into internationd financia
organizations and dternate credit sysemsfor financia services.
Work with government on building a nationd strategy for the
wine indudtry in line with EU accession requirements.
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Competitiveness Diamond

WINE INDUSTRY

Government (Mixed)
+/0 Legislation
+ Privatization

+
+
+
+

+

Factor Conditions (Mixed)

+/- Workforce availability is good; little investment

+/- Equipment needs renewals

+ Commission for
Protection of Competitior
- Education

Strategy (Mixed)

+ Strong local competition

+ Foreign wines entering the market

+ Investing in equipment, grape supply

+/- Focus on export and high quality products;
strategy is not thorough

+/- Possible conflicts in distribution

requirements

- No wine producers are | SO certified

Lack of customer information in export markets
Lack of clear knowledge of export market /customer

+/- Attempts to obtain export market knowledge

Grape supply generally good, with variability

in workforce
Unique varieties of domestic grapes

A

N

A

Management skills are generally good;
Limited marketing orientation/experience
Long-term self-financing; access to shortterm
outside financing

Good transport infrastructure
Poor Internet communications

A 4

S

Cluster (Mixed/High)

+- Domestic vine growing capacity
+  Avallability of non-grape inputs
+- R&D institutes

- Limited distribution arrangements
Financial ingtitutions

+  Transport

+- Industry Associations exist; some useful services

Demand Conditions (Mixed)

+ Domestic wine tradition

+ Strong domestic demand; varying
quality

requirement

+ Foreign markets welcome high quality
wines

- Limited quality of domestic
market/customer consciousness

7

VINZAVOD-ASSENOVGRAD
Company Competitiveness Diamond

Strategy (Mixed/L ow)

+ Numerous producers; strong competition
+ Strategies to guarantee grape supply

+ Focus on particular varieties

+/- Branding and image building

- Uncertain distribution strategy

/

Factor Conditions (Mixed/High)
+ Domestic production of grapes
- Undersupply of grape

- Variable quality of grapes

+ Distinctive varieties as well as
French varieties

+/- Satisfactory physical
infrastructure

+ Traditions of wine production

+ Skilled workforce

- Limited access to investment and
working capital

N

Demand (Mixed)

A

I

Cluster (Mixed)

+  Aligned with BU wine law, customs and tax

laws

- Standards/laws not yet fully in place/enforced
- Delayed restructuring of ownership in related

industries

- Relatively low market level of development of

related industries

+ Some cooperation amongst private cellars and

with state institutes
+ Industry association exists

+ Somejoint actions—e.g. Internet and Vinaria

promotion

markets

+ Largeand knowledgeable
domestic market

- Little segmentation of the
market

- Little educating of customer

v

+ Presencein severa overseas

e
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CLUSTER: Wine

Platform (Policy, etc.) Impact points?

PLATFORM ELEMENT

Finance

Macroeconomic Policies
Monetary

Fiscal

— > Trade

Labor — minimum wage
Labor — expatriates

> Capital — ownership

Capital — repatriation

4

X X X

X
X

COMPANY IMPACT POINTS

Marketing

Legal and Institutional Enabling Environment

Appropriate commercial
legislation

Functioning judiciary or

arbitration mechanisms
Productive civil service

Tax collection

Customs

Heath and sanitation
—> Business Licensing

Investment Promotion

Government
procurements and
contract awards

> Privatization

Infrastructure — Costs and Services
Safe Water
Telecommunications

——p Informatics
Energy

—»  Transport

Human Resources
Literacy

> Education level

> Technical and managerial
training

e Productivity

Health initiatives

X
X

X X

X X X X

X X X

Production

X X X X

X

X X X

XX X X

Organization
and Staffing

X X X

X

24 On the Impact Points Table, an “X” represents an impact on the firm and an “ =" represents a factor that

has aparticularly significant impact.
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MARITIME TRANSPORT?®

I ndustry Background and Performance

Bulgaria has two maor segports located in the regions of Varna and Bourgas. In 2000 it
is estimated that each of these ports processed 5.5 million tons of goods. Statigtics from
the Port Adminidrations in Varna and Bourgas show tha in 2000, the port of Vana
saviced 37,225 TEU of containers and the port of Bourgas serviced 11,445 TEU of
containers.  The late restructuring and the strong presence of the state in the management
of the ports deprived them from large investments in the last 10 years which would have
given the industry the needed funds for technologcd innovation, equipment updating,
and improvement in the efficiency of port operations.

The port of Vana benefits from a geographicd location on the Black Sea its function
has been as a main junction between Europe and the Caucasus region and the Middle and
Near East.?® The port of Vama Eadt is the old port having terminds for containers, grain
and generd cargo and one dot for passenger ships. Vana Wes is an indudtrid port
saving manly the indudsrid giants from Devnja It has a contaner termind, and
terminds for chemica products and cement. The type and volume of goods transited
through Vana is directly corrdlated to the goods produced by the largest companies in
the region. These companies provide bulk cargo in chemicd products, fertilizers and
cement. The price of these goods is dependent on transportation cods, therefore the
competitiveness of Bulgarian ports is closdy corrdated to the competitiveness of its
supporting industries.

The man chdlenge facing the Vana segport is the need to protect and expand its
domegtic trade market shares especidly in light of emerging competition facilitated by
transport corridor developments in countries such as Turkey and Greece. The efficient
utilization and provison of savices and future performance will depend greatly on the
devdopment and implementation of the restructuring and privatizetion plan for the port
Sector in Bulgaria

In addition to the ports of Varna and Bourgas, there are other smadler ports in Bulgaria
Bdchik is specidized only for gran cargo. The port of Ezerovo TPP sarves the Vana
Therma Power Plant. The port of Lesport is a smdl, specidized port mainly serving
timber cargo. Aswell as some smdller ports aong the Danube River.

Factor Conditions

The development of the maritime sector is partidly dependent on the availability of well-
quaified human resources. The Militay Sea College and Military Sea Higher Schooal,

25 Based on a case study prepared by Silvia Petrova, CED. Available through the BCE website
http://www.competitiveness.ba/. Lussiena Kostovaand Silvia Stumpf made significant contributionsto the
work of the maritime industry taskforce.

28 Three railroad and six container lines connect Varnawith Ukraine, Russia and Georgia
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the Universty of Economy and the Technicad Universty, dl located in Vana, are among
the most predominant inditutions in Bulgaria that educaie specidigs for the maritime
transport sector.

The infrastructure systems that support the maritime industry are reasonably sufficient.
Road, rall and air trangport systems are readily available and provide key ements of the
transport sector.  In spite of this, in many cases trangportation costs are higher in Bulgaria
compared to its neighboring competitors such as Greece. Infrequency and inefficiency of
carier services offers a formidable chalenge to Vanas datus as Bulgarids premier
port.

The port of Varna has sufficient ship dots and can process various types of cargo. As a
result of the recent lack of invetments, the technologicd levd of the equipment is
underdeveloped and thus impedes the more efficient operation of the port infra= and
supergructure.  The Bulgarian Sea Shipping Company has had problem with the age of
its fleet and the lack of investment cepitd available to renew it. The average age of the
fleet is over 20 years old; some ships are over 30 years old and are not alowed to call at
certain ports. Long-term financing remains a problem for the devedopment of the
maritime sector because of the size and type of the required loan securities and the high
interest rates of the financid sector.

While financing for innovation is limited, the need for companies to enhance ther
savices and use of technology is imperaive. The Unimasters Logigics Group is a
company that has embraced the rapid developments in the IT sector and learned from
initistives of other companies in cgpitdizing on these innovations. They have introduced
a new sarvice cdled “Interactive Tools’ that is offered through the corporate webste and
is damed a fadlitaing communications with dients and avoiding difficulties caused by
time differences around the world.

Also of concern is the issue of port cods. Bulgarian port costs are a reflection of the
inherent inefficiencies in the maritime sysem. The Port Operating Company represents
the largest portion of port charges, representing up to 46 percent of tota charges in the
Bourgas West. Vana West represents the smdlest portion of charges with about 40
percent from the Port Operating Company. However, it is more expensive for ships to
cal the Varna West port due to the longer distance required to sal there than to other
ports. The cog differentid is reflected in higher pilotage and tug assst charges as well as
in the vessd undeway cods the vessd incurs form saling the additiond distance.
Trangt times to Vana East and Bourgas West are assumed to be roughly equivaent
dthough Varna East has been reported as the most cost compstitive port in Bulgaria on
the basis of cogt advantages relative to tug services, pilotage, vessd navigation and cargo
handling.

The burden of costs on the carrier is high, for each port the carrier is subject to pay 55
percent of the totd port cods. In most competitive settings, the maritime community will
attempt to shift the burden of the charges b the shipper as opposed to the carrier. The
result of pricing structures in many countries typicaly keeps the carrier burden to within
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20 to 30 percent. This means that given the choice, many cariers will choose to cal
competing ports where carier cost burdens are much lower than those in Bulgaria
While cogt is a mgor issue, it is important that the services provided for the lower cost

are of the necessary qudity level.

Upon inditution of the new Port Law, the Port Operating Companies lost about 35
percent of ther revenues to the Port Adminigration Authority. In light of changing
inditutional arrangements, the Port Operating Companies believed they had no recourse
other than to raise cods as they were caught unprepared with the new arrangements.
They fet forced to rase cargo-handling charges to cover losses from the revenue
transfers to the new Port Adminigration Authority. So in essence, two organizations are
imposing charges for rates that had previoudy been imposed by only one organization;
one to cover revenue losses due to indtitutional changes and the other to cover obligations
of the Port Adminigration Authority.

There are other “hidden” transaction costs endemic to the Bulgarian environment, which
adso affect their cost competitiveness. These include the practice of posting guarantees as
well as ingpection fees imposed on shippers.  Although guaranteeing costs are
rembursable, Customs sometimes tekes up to three months to process the
relmbursement. Additiondly, Customs imposes fees on each container it chooses to
ingpect.

Today, Port Operating Companies face extreme pressure.  On one hand they are fighting
for survivd as a vidble entity in light of inditutiond changes and one the other hand, to
the extent that Bulgarids port privatization program is successful, there will be virtudly
no reason for the Port Operating Companies to provide the services it currently does.

Demand Conditions

Upon trangtion to a market economy there was a sharp decline in Bulgarian imports and
exports to Russa, previoudy the largest market for Bulgaria  Exports dropped 4.7
percent and imports dropped 23 percent. The markets of Bulgaria changed to focus on
Western European countries as the main trading partners.

Since the early 1990s, foreign trade turnover as a whole dropped. The 1999 leve of trade
was hardly 30 percent of what it was in 1989. The volume of cargo operated by the
segports dropped from 32,807 thousand tones in 1989 to 15,848 thousand tons in 1999.

There are two types of customers in the Bulgarian trangport sector, those that are shipping
gther in or out of Bulgaria and those that use Bulgaria as a trandgt point to another
degtination. Previoudy Bulgarian transport providers competed soldy on  cost
compdtitiveness but qudity is now an important factor in cost competitiveness.
Trangport sector customers are looking for low transaction costs, ease of pilotage and tug
savices, didinctive services such as cargo andyss and ovedl quaity of services
provided at competitive rates.
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Bulgarian ports ae facing unprecedented competitive threais from  intermoda
dternatives being offered in neighboring ports.  With regard to trandt cargo and some
locd cargo, the port of Varna competes with other Bulgarian ports (Bourgas) and with
the ports of Romania (Constanza), Greece (Thessalonica) and Turkey (Haydarpasa and
Kumport). According to the datistics of Unimasters Logistics Group, the TEUs of full
containers for Bulgaria serviced by the port of Thessadonica has been increasing a a
geady annua rate of more than 5,000 TEU over the past three years and thus ranks the
Greek port second after the port of Vana with respect to Bulgarian full container
svidng?’  Potentidly, Bulgaia may dso end up competing with the Greek port of
Alexandropolis and the Albanian ports of Vlore and Duras if plans for ther
modernizetion and expanson are successful. Greece has been very successful in
promoting policies for port development primarily to serve trandt cargoes to Southeast
Europe. These palicies are credting direct competition for Bulgarian ports.  Bulgaria has
aso embarked on a series of economic and socid reforms that if successful will open
new markets for Bulgarian shipping and hopefully maintain competitive advantage in the
region.

Bulgarian ports can hope to benefit from inter-continental traffic provided that the
TRACECA corridor, which links Europe to Asan markets via the Black Sea and Centra
Adga is fully deveoped. Previoudy these corridors have served intra-continentd traffic
and have had a particularly deleterious impact on the port of Varna. The proximity of the
Vana port to the Danube aso offers some additional opportunities for expanded
transport routes.

Firm Strategy, Structure and Rivalry

The mgority of firms in the Varna maritime industry are private micro-Sized companies,
however there are a few larger sized companies operating in the Varna region. A sudy
by the Foundation for Entrepreneurship Development®® estimates the number of the
regigered in Vana companies whose activities are directly related to the maritime
trangport to be 250. However, it is difficult to estimate the exact number of the companies
that are currently active.

Of the companies involved in the Transportation and Communications sector, 93.22
percent are considered micro, 5.10 percent are small, 1.34 percent are considered medium
and 0.34 percent are large®® The ealy liberdization of the agent and forwarding services
in the shipping industry dlowed for the edabdlishment of numerous smdl private
companies that compete both among themsdlves and with loca representatives of foreign
agent and forwarding companies. This competition has had a postive impact on the
service range and quality as well as on the innovation processes of the firms. The larger
companies in the Varna indudtry are few in number and remain under the primary control

27 Unimasters Logistics Group, Ltd. Bulgarian Container Market 1998-2000.

28 Foundation for Entrepreneurship Development, Description of the Distribution of Bulgarian Groupings
of Industries, Sofia, 2001

29 Micro—staff up to 10 people, Small—staff between 11 and 50 people, medium--staff between 51 and
250 people, and large—staff of over 250 people.
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of the government. The redructuring and privatization of these firms is important for the
future of the Bulgarian shipping indudtry.

Trangport companies in Vana redize the importance of qudity for their internationa
competitiveness and many of them ae drongly committed to incorporating qudity
management in their drategies. Ten of them have achieved 1SO 9002 certification and
many smdl companies will receive ther cetifications in the near future. The companies
who have amed for such cetifications bdieve that it will hep to improve the image and
compdtitive pogtion of individud companies and will meke them more attractive
partners and sarvice providers. They dso fed that it will make good quality a symbol of
the industry.  This view has grown out of the srong influence that foreign competitors
have had on the service quaity and gpproaches indituted by Bulgarian firms. Some
Bulgaian firms have taken the drategy of edtablishing patnerships with foreign
companies and with them have accepted and implemented therr high qudity standards.
Not only are standards important but also companies have to understand the demands that
are driving ther markets. One paticular drategy that is being explored by Unimasters
Logigtics Group is to work in close cooperation with their clients in order to develop a
clear underganding of ther requirements and expectations so tha Unimagters can
provide full service productsto their clients.

On a nationd level, the PAA presented its draft Strategy for the Development of the Sea
and River Ports of the Republic of Bulgaria to the busness community in Vana and
sarted a didogue with the private sector on its plan and implementation. Within the
discussons many ideas were presented on the proposed restructuring plan and on the
suggested deveopment of port infrastructure and capacity.  Additiondly, ideas were
shared on the issues of establishing specidized passenger terminds and a yacht port in
Vana

In the Nationa Trangport Strategy, the Government of Bulgaria has identified a number
of modd improvements that will effectivdy encourage the diverson of Bulgarian
cargoes to Greek and Turkish ports. The posshility for diversons depends on the tota
trangport cost competitiveness of using Bourgas and Vana versus the Greek ports. A
cursory review shows that the Greek ports have distance advantages to certain bulk cargo
market areas in Bulgaria The proximity of Varna to the Danube River reveds another
opportunity to increase the volume of goods passng through the port of Vana The
chdlenge for the port of Vana is to combine its location to the Danube with
improvements in the efficiency and qudity of its operations.

Industry Cluster and Cooperation

The maitime industry “cluge” is made up of maitime transport operators, port
operators, ship brokers, agents, and forwarders, ship building and repairing;, scientific
inditutes and maritime schools, consgnors, public bodies, banks, insurance companies,
customs agents and consulting companies; and numerous industry associations.
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Despite the fact tha dl dements of a duder exid, cooperation within the
shipping/transport cluster is not prevdent. Most companies prefer to work individualy
raher than unified as a cluser. There ae an abundance of industry associations,
dthough they are not effective in lobbying for the interest of the entire cluster, instead
they are concerned with only their members.

Sometimes  this individual approach is successful, however, the lack of strong
coordination of the efforts and activities of the different cluster members prevents them
from a ensuring that the interests of the maritime industry cluster have their place in the
government policy arena and dso from pursuing drategies tha effectively enhance the
competitiveness of the sector as a whole. A more concerted and continuous effort by al
or a mgority of industry participants caries the message of a united front. This
“drength-in-numbers’ approach can have a much greater influence not only on policies
that have an effect on the cluster's competitiveness, but aso on the way busness is
conducted within the cluster and between its members.

As a result of the increesng competition in the region, the need for and the potentia
postive effects of the inter-cluster coordination and cooperation have been recognized by
the business, indudtry organizations and the public bodies and the cluster gpproach in the
Vana maitime sector is dowly gaining momentum. At the beginning of July the dae-
owned companies Port of Vana Port Flest and Roads and Bridges, the private
companies Maitime Group, Ahileos Shipping, Cargoexpress and Avangard, the
Industrid Economic Chamber and the State Insurance Inditute established a joint stock
company to implement the project on establishing a transt zone in Varna and operate the
zone in the future.

The BCE has contributed to the didogue that is taking place in the trangport industry
through workshops and conferences. This didogue has continued since the BCE became
involved in the indudtry.

There has been some coordination between the public and the private sectors in the
maitime/shipping industry. A didogue was edablished by the PAA on the Draft
Strategy with the private sector. This didogue has proven to be a successful activity in
fostering congtructive discussons between the public and private sectors. The Marine
Adminidration initiated plans for a joint working groups including adminigration experts
and representatives from the respective branch associations to discuss and work on
particular issues in an effort to creste a sustainable environment for didogue between the
adminigration and busness.  Additiondly, the Minisry of Trangport and Communicetion
initicted the setting up of a joint working group incuding date experts and
representatives of the trangport clusters of Varna and Rousse in order to discuss and
explore the posshilities for developing competitive intermodd transport schemes for
attracting cargo subject to trangportation between Western Europe and Asia.

Two aeas in which the transport sector has great opportunity, but will require
collaboration of the entire indudtry, is in the cregtion of a port partners approach and an
internal porta. The port partner approach is a concerted effort in which al parties in the
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logigics chain devdop a sngle pricing and service drategy to divert trade from
competing ports.  This gpproach is commonly used in countries that have highly
competitive markets. The other opportunity is in the creation of an internal portd thet
would facilitate communication between industry patners  while  Smultaneoudy
providing economic incentive. The interna portd would provide detalled datigtics and
other port information, including cargo-tracking reports and provide the ability to
fecilitate numerous business transactions associated with the maritime transport sector.
The portd would provide a high degree of cusomer sdf-service, through accessng the
porta, while smultaneoudy improving customer reationships. The portd can dso
greatly reduce transaction costs and ultimately improve port efficiency by ealier and
improve information accessbility.

Role of Government

Responghility for the functioning of the Bulgarian port sector has been primaily a
function of the Minisry of Trangpot and Communications through the Port
Adminigration Agency. The PAA was edablished by the Law for Sea Waters, the
Internal Waterways, and the Ports of the Republic of Bulgaria (Port Law) in 2000. The
repongbilities of the PAA indude mantenance responshilities,  regulatory
responsbilities and other responghilities that indude maintaining ligings of port land,
equipment and fixed assets, collection and reporting of port datistics, capitd,
congtruction of other marine structures and master planning.

The Government gtrongly influences the development of the maritime sector in Bulgaria
because the largest companies in the sector are state-owned, infrastructure is operated by
state-owned companies, development of transport infrastructure is the public sector's
reponsbility and definition of the naiona trangport policy, induding the maritime
transport sector drategy, is a public sector function.  Also public inditutions are
reponsble for development of a sound and comprehensive regulatory framework in
which the sector operates.

In other policy initiatives, The Minigry is currently consdering the idea to relieve ship
companies from paying profit tax and requires them to pay only tonnage tax for the ships
owvned. A gspecid interministerid working group was created including representatives
from the Ministry of Transport and Communications, Minidry of Finance and Ministry
of Economy to discuss the issue. The initiative is intended to prevent Bulgarian ship
owners to register their ships under foreign flags. The Bulgarian Ship Regigter, now 100
percent state owned but dated for privatization, has 85 percent of Bulgarian ships as well
as some neghboring country ships registered in Bulgaria The prioritization of Sate
policy will be centrd to the devedopment of the Vana port and other Bulgarian ports.
The dae must assg in ensuring the efficient utilization of avalable transport
infrastructure and to prevent the congtruction of unnecessary additiona capacities.

A unique feature of the maitime industry is the dependent reaionship between the
private sector and the public sector. The nature of the private sector in the transport
industry is heavily dependent on state-owned companies and facilities. This is due to the
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continued role of the public sector in the more basic sectors of the transport industry,

such as supporting state-owned infrastructure like rail lines and road transport.

Looking Forward

Opportunity

Method

1. Compstitive
Postioning

Opportunity: Establish the industry as provider of high
qudity/reasonable price services by adding grester value,
ensuring faster cargo processing and expanding the range of the
offered services. Implement qudity standards. Capitalize on the
beneficia location and the availability of good air, road, railroad
and maritime infrastructure and to better develop multi-moda
transportation. Make sound decisions on the basis of good
benchmarking.

2. Customer
Learning

Opportunity: Develop better understanding of current and
potential customers' requirements and offer a package of
sarvices that entirely respond to these requirements. [dentify
potential customers and develop a comprehensive strategy and
common cluster actions for attracting them. Help industry
stakeholders to identify themselves as part of their customers
competitive clugters.

3. Innovation

Opportunity: Modify and upgrade services in accordance with
the elaborated customers' expectations. Develop an information
system promoting the capacity of Varna as a modern transport
and logigtics center.  Develop ainterna portd for devel opment
of information services provison among industry stakeholders.

4. Human Capita
| nvestment

Opportunity: Develop the capacity of the training centers and
elaborate and apply specidized training programs to develop
and upgrade the skills and knowledge of the technicd and
management gaff. Allow for the development of the maritime
education as an indudry providing highly qudified specidists
competitive on the world market. Monitor and increase
productivity against benchmarked standards.

5. Clugter
Cooperation

Opportunity: Strengthen industry associations by widening the
range of their activities and initiate closer interaction and
coordination in their work. Improve public- private didogue.
Improve functiond clugter linkages. Coallaborate in joint
invements. Indtitute the porta partners facility.

6. Forward
Integration

Opportunity: Work closer with al business partners and the
clientsto clearly identify and effectively respond to their
requirements of the customers. Firms can also develop strategic
aliances with world leaders and serve as regiona

representatives of the latter. Create an internal portal to provide
Increased information access and qudity customer service.

7. Strategies and

Opportunity: Varna trangport companies should move from low
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Attitudes

qudity/low price to high quaity/reasonable price Srategies.
Trangport companies should develop and apply common

marketing strategy. The State should complete the privatization

and atract srategic investors in the transport sector. The

Parliament and the governmentd inditutions should ensure a

sound, comprehensive, stable, transparent and functioning

regulatory framework for the sector.

Government (Mixed)
+ Privatization in the sector

implementation
+/- Port Policy

+/- Investment in infrastructure

taking place but slow, uncertain

UNIMASTERS

Company Competitiveness Diamond

Strategy (High)

+ Focus on quality, service, client needs

+HR strategy;

+ Strategy for geographic expansion;

+ Strong domestic competitors;

+ Strong foreign competitors operating on the
market;

+ Integration of transport related services

-Multilevel hierarchical management structure;

-Linkages with foreign transportation companies

Factor Conditions (Mixed)

placesin Bulgaria;
+/-Availability of potential

areminimal;

expanding and rehabilitation;

infrastructure
- Other countries have cost
advantage

+ Location in the most strategic

workforceisgood but requirements

+ Management possesses skills,

+ Reasonable communications

insurance services;

habits in Bulgaria;

+ Strategy oriented to leading domestic and foreign companies;
+ Strategic partnerships with foreign companies offering
world-class transportation, logistics, warehouse and

+ Increasing penetration of foreign companies and foreign

4

Cluster (Mixed)

- Financid ingtitutions;

+ Strong foreign transportation companies;

- UMLG rarely works with domestic
transportation companies;

+ Availability of insurance companies;
+ Availability of customs agents;
- Customs administration impedes business;
+/0 Port operations of reasonable quality,
but expensive
+/- Industry associations; limited service

knowledge and experience; < >
- Redtricted access to long-term

outside financing;

- Transport infrastructure needs A

Demand Conditions (Mixed)
-/+ Shipped volumes are
generally low but increasing;

- Domestic clients prefer
cheaper though less reliable
services;

+ Foreign clients choose safe
and quality services;
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CLUSTER: Maritime Transport

Platform (Policy, etc.) Impact points®

COMPANY IMPACT POINTS
PLATFORM ELEMENT Organization

Finance Marketing Production and Staffing

Macroeconomic Policies

Monetary X
Fiscal X

— Trade X X
Labor — minimum wage X X X
Labor — expatriates X
Capital — ownership X
Capital — repatriation X

Legal and Institutional Enabling Environment
Appropriate commercial
legislation X

—» Functioning judiciary or
arbitration mechanisms

e Productive civil service
Tax collection
e Customs
Heath and sanitation
Business Licensing X
Investment Promotion X

Government
procurements and
contract awards

> Privatization X

X
X X X XXXX X X

X X XX X

Infrastructure — Costs and Services
Safe Water
— Telecommunications
Informatics

Energy
—> Transport X X

X X

X X X

Human Resources
Literacy X
Education level

> Technical and X X X

managerial training
T Productivity X

Health initiatives

X
X

X X

X

30 On the Impact Points Table, an “X” represents an impact on the firm and an “ =" represents a factor that
has aparticularly significant impact.
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APPAREL*

I ndustry Background and History

Appard  manufacturing is a highly competitive and refined busness throughout the
world. Many developing countries see the agppardl sector as a “gateway” into globa
markets—Bulgariais no exception.

The Bulgarian apparel sector cannot be thought of as a homogenous group of companies
manufacturing the same products. Identifying producers by variation in Sze, markets,
product style/grade, location, technology, capitalization, revenue, dliance and managerid
expertise only beginsto narrow the range of dtrategic choices available to them. Both
direct and anecdotd evidence reved that some members of the sector are thinking
drategicdly and planning for long-term growth, while others are merdly working on
surviva tactics.

The eastern part of Bulgaria has higtoricadly been a big sheep-breeding region. During
much of its hisory until present time, this area was a large supplier of domedtic raw
materia base to the Bulgarian woolen textile industry.

Under the socidist system, the greater part of production had been assigned to garment
producers through a drictly centrdized organization in which so-caled ‘economic
unions were responsble for the placement of the outputs. Direct exports to Western
European and American clients went through another monopoly, Indudtridimport, a State
owned foreign trade organization. The didribution sysem shortened the chain but
completely shidded the textile producing factories from the find consumers of ther
products. Trade intermediaries organized demand and Bulgaria was given a mgor role in
woolen textile production within the COMECON region.

Upon trangtion to a market economy in the early 1990s, the textile industry faced many
problems, due primarily to the highly protectionis system under which it operated for so

many years.

In 1992, the Russan market collgpsed. Russa stopped relying on Bulgarian products and
became the target of other competitors. The monopolisic dSructures that ensured the
placement of Bulgarian outputs were dismantled, leaving companies to survive without
any experience in the marketing of their own products or services.

Despite difficulties related to the lack of an industry cluster mentdity, limited access to
fresh funds and few improvements in marketing, the dtuation in the indudry was
changed by privatization efforts to atract the interet of some internationd textile
producers.

31 Based on a case study prepared by Dr. Giorgy Ganev, IME. Available through the BCE website
http://www.competitiveness.ba/.
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Factor Conditions

Bulgaria's trandtion from socidism had impacts on many sectors of the economy and
society.  Education, once wel funded and organized, now faced drastic changes. The
wel-developed and previoudy highly regulated network of technicd schools and
universities began to lose their ability to produce highly qudified professonds, due to a
lack of funding and resources, and lack of focus on the needs of business. Managers lack
the necessary killstraining for operating in a market economy.

Assembly laborers have the badc skills necessary for gppard—however, additiond
training is necessry to bring the skills set of assemblers, weavers, etc to a levd where
vaue is added by the varied abilities of any one worker to handle fluctuations in demand
for certain products. In essence, it is necessary for laborers to have skills sets that are
easlly convertible based on changes in demand and production.

The appard industry—which employs the most workers save for the government, suffers
from high workforce turnover due to low wages. Many of the better, younger
professionals have opted to take their chances € sewhere in more lucrative salary markets.

Raw materid supply is dso an issue in the gppard industry. The wool industry suffered
from a lack of supply in the early 1990s, this led companies to reorient supply chans to
imported materids from surrounding countries.  This increased costs and led to an overdl
deficit agang the costs associated with producing goods and the actud revenue earned
from the sde of such goods. The garment assembly sector of the gppard industry does
not have a base for raw materid in Bulgarig virtudly dl of its supply is imported.  This
makes both sectors of the gppard industry dangeroudy subject to the availability and cost
of supply from outside resources.

The collapse of the Russan market had a dedtructive effect on the Bulgarian economy.
As a reault of this economic deterioration, credit was scarce and when it was available
interest rates were seep. New invesment was extremey difficult to attract and the
ingbility of companies to invest in new machinery led to the decline in condition and
suitability of the equipment being used.

The response of Wooltex AD,** a Bulgarian woolen textile producer, to the severely
worsening business environment was like many other Bulgarian companies, to decrease
production. By the mid-1990s Wooltex was producing around 40 percent of its
maximum output during the 1980s.

Bulgaria has adequate telephone infrastructure.  The Internet is not particularly pralific,
and this is a problem for customers that expect 24-hour Internet access. Innovation in
equipment and technology has been dow, due to investment and credit limitations. Some
companies such as Wooltex have been successful in implementing new systems that have
improved the qudity of information available about the trends and requirements of ther

32 The name of the company was changed for the purposes of confidentiality.
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customer bases. But across many garment assembly firms, technological innovation
remains necessary to provide competitive products to many markets.

In the globa garment production environment, timeiness and cods ae the most
important factors to meeting fluctuating demand.

Within the past decade, point-of-sde data anadyss, coupled with digribution and
trangportation logistics has made cycle time a mgor competitive variable.  In turn, time
issues have stepped up the technologicd entry barriers for gpparel producers.  Buyers
expect Bulgarian producers to have computers, access to the Internet, financing, design
and marker programs, as wdl as shipping and bar coding capabilities to meet the needs of
large didribution systems. According to globa industry requirements, orders must be
completed and shipped on time and may require full supply chan documentation on
fabrics, trims, and subcontracted labor. The globa appard market is intolerant of late
goods, quality failure and poor communication.

Bulgarian producers are not lacking the knowledge necessary for product design and
congruction capability. But they lack a rapid manufacturing orientation, in part due to
ther tradition of craftsmanship. Continuous change is a hdlmark of the globd sewn
goods industry. Those producers who are flexible enough to move with markets stay
ahead of the compstition.

The current trangportation infrastructure has been limited and irregular in its ability to
reech both internd and foreign markets.  Import and export procedures remain
cumbersome, time-consuming and  codtly. However, recent improvements in
infrastructure and capita markets have been made, dbet & a much dower pace then
other improvements.

Demand Conditions

Domedticdly, demand is regarded as unsophisticated and smdl.  The primary sectors
that make up domegtic demand have been the government and to some extent loca
gopard markets. Demand from the government has been low and decreasing due to the
gndler share of GDP for military cods  The locd market has never truly been a driving
force for many of the larger production firms.

During the 1970's and the beginning of the 1980's, new machinery and equipment was
ingdled to replace the dready depreciaied nationdized equipment. At that time,
"integration” of the socidist economies was proceeding, and the Bulgarian woolen textile
indugtry oriented itsdf to the huge Soviet market indirectly, by sdling its goods to
taloring companies that in turn exported the finished garments largely to Russa

After the collapse of the Russan market in 1992, Bulgarian production was reoriented
towards exports to areas other than Russa These exports were focused predominantly
on the US and Canadian markets and to a lesser extent on European and Ukrainian
markets.
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Currently, Bulgarian producers compete in  European markets with  regiond
manufecturers in - Turkey, Romania, Poland, Ukraine, Hungay and Czech Republic.
However, for North American markets, compstition in some product categories will
come from Ada, Centrd America, and eventudly, sub-Saharan Africa  The customer
can be very fickle — contracting with new producers when lower costs are available. It is
imperdive that Bulgarian producers understand with whom they are competing in which
categories, so they can make informed decisons about products and markets appropriate
to their cgpabilities.

Within the past decade, point-of-sde data analyss, coupled with didribution and
trangportation logigtics, has made cycle time a mgor customer concern and competitive
variable. In turn, time issues have stepped up the technologicd entry barriers for gpparel
producers.  This is where the concepts of manufacturing productivity, efficiency of
capital and labor, and product/process innovation separate the winners from the losers.
Buyers expect that Bulgarian producers will have computers, 24 hour internet access,
financing, desgn and marker programs, as wel as shipping and bar coding capabilities
that match needs of large distribution systems. Orders must be completed and shipped on
time and may require full supply chan documentation on fabrics, trims and
subcontracted labor. The markets are intolerant of late goods, qudity falure, and poor
communication.

The JAA industry specidist voiced concern that some Bulgarian producers may not be
psychologicaly prepared for the aggressve US retailler or manufacturer who cares
nothing of Bulgarian margins and expects the most product and service d the lowest cost.
This busness practice is a far cry from the gracious European syle of reaionship
building to which many Bulgaian firms ae mos accustomed. While this product
attitude may not apped to the aesthetics or culturd traditions of Bulgarian craftsmanship,
in order to manufacture goods for North American consumers, they will have to adjust
their attitudes and find new waysto do it faster, more efficiently and most of al chegper.

Firm Strategy, Structure and Rivalry

In the second haf of the 1990s the process of privatization reached the Bulgarian textile
industry, and many firms were privatized. The new private owners introduced a rdatively
more flexible management and dated developing longer run drategies that were
primarily export oriented.

In many cases, however, this new ‘leadership’ in many Bulgarian companies lacked the
necessty knowledge of drategic vison and thinking.  The firms were managed
predominantly by production speciaists who openly resorted to short-term, price-only
drategies. This drategy, combined with excess cgpacity in the industry and the lack of
development and attention towards the domestic market, made the industry’s firms reedy
victims of other more drategicaly acting players on the globa scere.
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The competitive environment was perceved as globa only and the basic dement of this
competitiveness was based on low cost.  Many firms have felt powerless to control or
participate in the factors that governed globad markets. Their sense of despair and lack of
options led many to focus primarily on survivor tactics and reectionary drategies. When
asked what was the drategy of Wooltex AD, the procurator of the company answered,
“The drategy isto survive this year after the last one.”

Bulgarian producers do have excdlent knowledge for product design and construction
capability, but they lack market focus and undergtanding and have not proactively
worked ether individudly or collaboratively on defining and marketing their products to
demand, or lobbying for expanded financid resources.  The magority of drategic plans
have been based on cost rather than a complete understanding of market demand and
customer requirements.

There are some drategic activities in the early stages of development that are amed at
moving from codt-based to demand-based drategies. Capability for full-package work, a
vaue-adding pre-production service drategy, is developing dl over Bulgaria Due to the
timely adoption of desgn software and machine technology, the more advanced members
of the Bulgarian appard industry have developed export opportunities and are building
subcontracting networks.  Additiondly, the work being done with the assstance of IESC
on the FLAG project has developed better channds and working reationships between
Bulgaian and US firms.  This has provided paticipating Bulgaian firms with an
introduction to the levels of compstitive effort required in the vaious magin and
category opportunities.

However, mogt export-oriented firms continue to do CMT (cut, make, trim) work for
European manufacturers and retalers, carrying less financid risk. Some producers fed
that they have no control over energy, raw materiads, labor and socid charges, etc. Their
customers are demanding less product cost and they are struggling to provide it.

As mentioned, it is imperative that Bulgarian producers undersand with whom they are
competing, and in which categories, so they can make informed decisons about products
and markets appropriate to ther cgpabiliies. For example, many Bulgarian producers
can do precise topditching, while Centrd Americans are faling in this technique.
Outerwear products in higher-end fabrics for the American market would be an excdlent
caegory for a Bulgarian producer with taloring capabilities. Much of this competitive
product knowledge comes from working with customers, sudying retalling, and
atending shows. Maiching market information with managerid skills such as accurate
cosing of goods is imperdive in doing successful export business. Bulgarian producers
need a knowledge network provided by their associations to help them find and take
advantage of opportunities.

Continuous change is a hdlmark of the globad sewn goods industry. Those producers
who are flexible enough to move with markets stay ahead of the competition.
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Industry Cluster and Cooperation

Effective cooperation in the textile industry does not yet widdy exis. In pat, this is
because, under the centrd planning of the socidist system, each company had a distinct
role and very rarely had direct contact with one another or other sectors of the industry.
When the indirect contacts with suppliers and dients via intermediaries were severed
with the end of socidist sysems, companies were not equipped to handle these relations
themselves.

More recently, limited resources for credit and investment have produced an environment
of isolaion among firms. There is little cooperation as drategies have been sat on
aurvival tectics based on the assumption that the success of one firm will come at the cost
of another.

Even with the advances made through privatization, asde from forward and backward
direct linkages necessary to conduct business, there is little cooperation or interaction
among firmsin the cluder.

Until recently, there has been no effective coordinated industrid association that
represented the whole of the Bulgarian gppard industry. Numerous locd and regiond
asociations exist, but are not tied to a naiond effort for a unified voice to the
government nor a cohesve drategy. One ndiond group is atempting to build
consensus among industry members.

The Association of Appard and Textile Exporters is attempting to build an organization
that represents the entire supply chain.  They have created a website as a communication
and maketing mechanism for dl its members. They have dso paticipated in a number
of research and publicity activities.

The work of the BCE and of the FLAG consortium has contributed to industry didogue
and has engendered some collaboration.

Role of Government

The government has been ineffective in supporting the textile industry. This is the result
of both a lack of unification in presenting issues on behdf of the industry and the lack of
correct government participation in the activities of the cluster.

In terms of legidation, the lack of a clear budness policy and the ineffectiveness of
government provided tax incentives have greatly hindered the &bility of many firms to
add new capacities and innovate the industry to globd standards.
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Looking Forward

Opportunity Method
1. Competitive Opportunity: Promote the specidization of smdler firmsasa
Postioning means to insuring their surviva and to providing vauable

sarvicesto larger firms. Enhance infrastructure, transportation
and communication to improve the capaility of the entire
industry. Develop domestic demand to protect and potentialy
increase locd market share. Gain an understanding of
competitors in order to make more informed decisions about
products and markets appropriate to their capabilities. Improve
capacity to generate more revenue by decreasing labor costs and
increasing labor productivity. Apply discreet knowledge of
European tastes to design products for other markets. Brand
Bulgarian goods and license specidized equipment and services.
Lower transaction cogts to become more flexible in the open

market economy.
2. Customer Opportunity: Obtain market information and attend trade shows
Learning as ameansto gain a better understanding of market forces and

customer demands. Gain an understanding of the competitors to
the Bulgarian textile industry in order to make more informed
decisions about products and markets gppropriate to their

capabilities.

3. Innovation Opportunity: Design products backward from a manufacturing
perspective rather than forward from an aesthetic perspective.
Focus on niche markets that greatly enhance competitive
advantage, such astop gitching, etc. Upgrade technologica
innovation in order to fully participate in the fast moving globa
markets—the textile market is particularly expectant of
innovations in communication/internet access, financing, design
and distribution mechanisms necessary to meet the needs of
large markets. Focus on diversfying the vaue-added services
within selected opportunity ranges. Tighten operations of
medium or lower grade products to access full package
programs with moderate and better retailers and manufacturers
in the United States. Reduce cycle time on production.

4. Human Capita Opportunity: Work with training ingtitutions to build curricula
Investment to train employees and managers in better corporate
organization, management and marketing kills. Improve the
level of management understanding of market forces and trends.

5. Clugter Opportunity: Find outside agentsto act as a catalyst for building
Cooperation confidence in industry collaboration. Create a mechanism for
gathering and digtributing dl the various information related to
the clugter, the globd textile markets and industry trends. Work
with the business association to provide the necessary network
linkages to market information. Collaborate with industry
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partners and stakeholders to address certain legidative issues as

aunited front to government.
6. Forward Opportunity: Work with the government to creste more jobs,
Integration provide greater regiond trade integration, and training of

textile indudtry.

rlevant minigterid officids on the issues specificdly facing the

7. Strategies and Opportunity: Develop a dtrategy for the development of the
Attitudes industry as awhole based on afive to ten year timeline.
Digtinguish the difference between product grade and
manufacturing quaity—grade refersto leve of value and
qudlity refersto variation. Employ more sophisticated
marketing techniques to be more efficient in higher-grade
production. Digtinguish the difference between product grade
and manufacturing quaity—grade refersto leve of value and

qudity refersto variation.

APPAREL INDUSTRY

Company Competitiveness Diamond

Strategy (High)
Gover nment + Strong international competition
+ Ability to handle full package production elements

+ Some branding
+/- Focus on export market

+ Respond to fast turnaround, special requirements

A

Factor Conditions (High)
+ History of skilled workforce
- Low cost labor

.- Cost-based contracts

A

- Management lacks skills
+ Acceptable infrastructure, i.e. telecommunications, power, etc.
- Underdeveloped capital

Demand Conditions (Mixed)
+ World demand

- Highly segmented

- Lossof export markets
+ Quality of products

- Small and unsophisticated
local market

Cluster (Mixed)
- Role of Agents
+/- Some collaboration

+ Attempts to strengthen industry association
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WOOLTEX AD
Company Competitiveness Diamond

Strategy (High)

+ Focus on variety and quality. Price is not the dominant
dimension.

+ Active use of owner’s ability to track and lead the
market's needs

Factor Conditions (High)

+- Workforce: good qualification, relatively low wages, low
productivity

+ Management: stable ownership, strategic programs
+- Assets: ambitious program for renovation and replacement

+- Raw materials: access to quality wool through the owner's
contacts

+ Climate: well suited for raw wool and for textile production
processes

+- Infrastructure: good telecommunications, poorer transport
infrastructure

+- Energy: insecure market relationships due to reform in energy
sector

+- Capital market: underdeveloped and illiquid stock market,
developing debt markets

A

A

Cluster (Mixed)

+- Supply and placement contacts are stable with
respect to exports, less so for domestic sales

+- Financial sector still developing, despitevisible
improvements

- Equipment is imported

- Lack of long-term productive relationships with
other domestic members of the cluster

+- Production in the rest of the cluster isimproving
slowly, links are only beginning

Demand Conditions (Mixed)
- Production dominated by
exports

+ Access to sophisticated
markets

- Weak and unsophisticated
domestic demand

- Orders by the government
arelow and diminishing

+ Good knowledge of the final
consumer needsand
requirements

- Large cost-based international
market
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CLUSTER: Apparel

Platform (Policy, etc.) Impact points®

PLATFORM ELEMENT

Finance

Macroeconomic Policies
Monetary

Fiscal

Trade

Labor — minimum wage
Labor — expatriates
Capital — ownership
Capital — repatriation

3

X
X
X

X
X

COMPANY IMPACT POINTS

Organization

Marketing Production and Staffing

X X X
X X X

Legal and Institutional Enabling Environment

Appropriate commercial
legislation

Functioning judiciary or
arbitration mechanisms
Productive civil service
Tax collection

Customs

Heath and sanitation
Business Licensing
Investment Promotion

Government
procurements and
contract awards

Privatization

Infrastructure — Costs and Services
Safe Water

Telecommunications

—>
—

Informatics
Energy
Transport

Human Resources

Literacy

Education level
Technical and
managerial training
Productivity

Health initiatives

X

X
X X XXXXXX X

>
X X X X

X
X X

33 On the Impact Points Table, an “X” represents an impact on the firm and an “ =" represents a factor that

has aparticularly significant impact.
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INFORMATION TECHNOLOGY*

I ndustry Background and Performance

Prior to political and economic trangtion in the early 1990s, Bulgaria was regarded as a
leader in the COMECON region for information technology (IT) production and
education. Bulgaria produced the Riad 1020 computer system and supplied disk drives
for much of the Riad series of computers. Many of the PBX systems for the COMECON
region were aso produced in Bulgaria.

After the changes of the early 1990s Bulgarids economy changed from a centraly
planned to a free market economy. Not al products currently produced are competitive
in the globa market; the Bulgarian technologicad innovetion gap is edimated a about
four to five years behind the rest of the globd market. This is because under the socidist
market environment, Bulgarias products were atificidly protected and only subject to
internationa competition under carefully controlled conditions.

There are some exceptions to this as well as some excdlent examples of success in the
Bulgarian IT indudry. The Bulgarian market has shown increases in the number of PCs
ingdled and in annua sdes of computer systems during the period of 1996 to 1999. In
1999, World Bank indicators estimated the number of persond computers in Bulgaria &
26.6 per 1,000 persons, rather low by globa standards, Singapore is estimated as having
436.6 per 1,000; and low in relaion to regiona partners, Crodtia is etimated as having
67 computers per 1,000 persons.

It is reported that more than one thousand companies are currently operating on the
Bulgarian IT market. Haf of them are software developers and the other haf comprises
of computer system assembly and sdes companies. The number of assembly companies
has increased more than 150 percent from 1996 to 1999. Comparatively the number of
software companies has increased 25 percent during the same period. This tendency and
future projections have demondrated that this increese is likdy to continue in the
medium term.  There is rdatively little loca demand for IT services and products, due in
part to low sophidtication in technologies currently in use by local companies.

Despite the limitations of the Bulgarian market Stuation, representative enterprises from
amog dl the leading internationa 1T companies are located in Bulgaria

The highest level of IT company concentration is found in the larger cities of Bulgaria
The greater part of consumer bases are dso concentrated in the larger more industrialized
centers.  The five regions with the biggest market share represent an estimated 80 percent

! Based on case studies prepared by Dr. Krassen Stanchev, IME. Available through the BCE website
http://www.competitiveness.ba/. 1vaylo Gueorgiev of CED contributed significantly to the work of the
cluster taskforce.

2 Dataare from the International Telecommunications Union (ITU) World Devel opment Report 2000 and
Challenges to the Network: Internet for Devel opment (1999).
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of the Bulgarian market. The biggest consumer region is Sofia, which maintains roughly
58 percent of market share.

Over the past decade the Bulgarian IT industry has been involved in many innoveive
activities and currently there are over 130 origind projects of integrated circuits and 24
patents registered internationdly.

Factor Conditions

There is a hidory of traning in informaion technology sudies in Bulgaria that stems
from the training programs indituted in the 1980s to serve the dectrica engineering
market for the COMECON region. Today these inditutions have continued to train
students in technical and IT curriculums. In the 1998 to 1999 school year, there were 349
technical/vocationd schools training 127, 247 <udents in computer and technica
stiences.  There are currently four universities in Bulgaria educating students in the fidds
of dectronics, computer science and informatics.  In addition to these specific programs,
a number of other universties offer traning in information technologies and ther
goplications. The number of computer science mgors graduated increased from 763 in
1995 to 1,143 in 1999, an almost 50 percent increase in four years.

While Bulgaria has a demondrated higory in technology and computer science
education, the education lacks practica orientation. The collaboration between the
industry and related educationa inditutions is reported as poor. In generd, the leve of
busness skills possessed by trained professonds and employees is low. Typicdly the
sills that need the mogt atention are building business relationships and outsourcing.
The current education curriculum aso does not produce programmers with knowledge in
the newest products on the market. Some of the larger Bulgarian IT companies have
created their own training programs and many software companies have to provide
additiond training to meet current demands, which isincreasing indirect labor cods.

The unique nature of the IT sector is that it is highly sendtive to the busness
environment and can be easly moved to other locations. The Bulgarian IT market is
marked by lack of financing and low wages. Once trained many IT professonas move
to other areas where wages are higher. Growing demand for IT professonas around the
world has prompted some countries like the United States and Germany to offer specid
visas for oftware specidists.  EPIQ Electronic Assembly has attempted to remedy the
turnover issue by bringing in sudent engineers during their second or third year of
universty study through seminars and internship programs.  EPIQ is planning to work
more closdly with Universties to plan curriculums more in line with company demands.
SIRMA Ltd. has had particular success in keeping employee turnover low due to a policy
of human capitd investment and focus. SIRMA does not include loydty or redriction
clauses in its labor contrects, instead employees remain loyd because SIRMA offers a
chdlenging work environment and maintains awell-respected corporate identity.

The managers of many of the IT companies in Bulgaria have stated that the economic and
fiscd environment does not dimulate deveopment of the IT industry.  Technology
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infragtructure is lagging behind the rest of the globa market and the education of IT
professonds in Bulgaria is lacking in the practica skills necessry to compete.  There is
adso lack of investment in the indudtry that is causng a number of problems in cedit and
funding terms. In 1998, private non-banking investment eectronics, digitd systems,
computers, R&D, software, patents, trademarks etc., were reported to be less than 0.65
percent of the total assets of non-financia enterprises.

Internet is avallable in Bulgaria but is not as prolific as it needs to be to support a
competitive IT industry sector. In 1999 it was reported that there were 18.80 Internet
hosts per 10,000 persons and there are 235 thousand Internet users® For the same time
period, Irdand, a country that has been particulaly successful in IT deveopment
reportedly had 227.43 Internet hosts per 10,000 people and 679 thousand Internet users.’
Irdland has been able to promote grester proliferation of Internet use with a population
that is hdf the Sze of Bulgaria

Demand Conditions

The market for IT products is made up of many different sub-sectors, each which has its
own particular customer requirements.  The Software market, in particular, requires close
linkages between clients and producers. It aso requires very specialized products based
on highrend customer requirements. Export-oriented companies are reporting amogt al
production is being sold to Western European, North American and Canadian markets.
Two other firms, Hybrid Circuits ISC and Semiotech Engineering Ltd., report 95 percent
of sdes to these three markets with the other 5 percent going to Bulgarian, Turkish and
other Eastern European markets.

Domedticdly, the Bulgarian government has the largest share of demand of computer
sysems representing dmost 60 percent of totd purchases. The software market in
Bulgaria has shown marked increases, dthough it is gill too smdl for many of the larger
firms who are focusng ther dtention on the faster growing North American and EU
markets. Domegtic demand has been on the rise dthough & a much dower rate due
primarily to the fact that the domestic market is not very sophigicated and loca
businesses have been dow on the uptake of new technologies. The domestic market has
adso been characterized as limited and generdly providing low revenues. There ae
severd Internet Service Providers that have points of presence in 20 to 30 cities in
Bulgaria, but the bandwidth provided to those cities is smdl and this has reflected low
demand on such resources and technologies. Some Bulgarian IT companies have
atributed their export-oriented drategies on the dow growth rate and low revenues
gained from producing for the domestic market.

3 Dataare from the International Telecommunications Union (ITU) World Development Report (2000) and
g:hallenqes to the Network: Internet for Development (1999).
Ibid.
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Firm Strategy, Structure and Rivalry

The decline in domestic and regiona demand and the factors of production that have
caused increases in labor costs and decreases in profit margins have caused many firms to
focus on export oriented strategies. The general progresson d industry srategy has been
a reorientation from ex-COMECON markets towards EU, North American and domestic
consumers in the early 1990s to utilization of domestic resources and opportunities in the
late 1990s to expanson and focus on qudity standards and internationa partnerships
gnce the beginning of the new millennium. The most successful of Bulgarian companies
have focused ther efforts on development of innovations and high qudity products to be
sold in the European and North American markets. These drategies dso focus on
methods of getting closer to maket cusomers in terms of location and market
knowledge. However, many of the firms in the IT sector gill focus Srategy seiting on
generd conditions and education issues in the short-teerm. Two firms that have
successfully st drategies for long-term development are SIRMA and EPIQ Electronic
Asmbly subsdiary.

SIRMA, one of the leading IT firms in the country, has focused on cregating a digtinct
company identity; this has resulted in a highly structured business planivison to promote
very oecific products to makets of high profitability (Computer Aided
Desgn/Computer Aided Manufacturing—CAD/CAM). It was through ther ties to
Turkish markets that SSRMA was brought into the CAD/CAM market and it has proved
to be its most profitable. A mgority of its products are dso sent to North American
markets, the United States and Canada.  Their highly structured business plan was
centered on two aress of involvement: business solutions and R&D services,

SIRMA ams to be a leading provider of drategic busness solutions that enable
organizationd improvement. They adso am to devedop innovative products and
technologies through long-term research combined with strong software  devel opment
capabiliies SIRMA is planning long-term goads as a means to securing long-term
suceess in the globa IT market. Ther current success is based on ther ability to provide
quaity products by a team of highly motivated professonds with solid educationd
traning and indusry know-how. SIRMA has been successful in providing its clients
with full-service products including rapid response to customer needs. ~ SIRMA
accomplishes this by mantaining international offices cdose to its dients, paticulaly
those h Canada. The bulk of work remains in Bulgaria, but SSRMA set up an affiliate
office in Canada as a means to providing direct quick customer response to one of its
largest clients. This has facilitated a deeper business reationship and has dso given them
direct ingght into cusomer requirements and trends based on direct contact with their
cient. It was through this experience that they have committed themselves to producing
qudity from dl leves within the firm and to understanding how to work in demand-
driven markets.

EPIQ Electronic Assambly has focused its drategy on verticd integration of its company
and patner companies in order to better serve their clients with qudity products and
savices. The way EPIQ has accomplished this is by partneing itsdf with leading
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foreign companies to offer a wide range of quaity services in many markets while a the
same time focusng its production on smdl niche makets within the larger globd
environment. Having achieved a wide range of qudity sandards for different markets
has ensured EPIQ's ability to be flexible to fluctuations in market demands in the shorter
and longer-term.  Currently, EPIQ is focused on the production of smdl appliance
components.

I ndustry Cluster and Cooperation

The IT indudry is composed of many firms each with ther own drategy regarding
aurvivad and success.  In the industry, firms are very reuctant to cooperae as they
perceive growth as a zero-um game—the success of oneis a the expense of another.

Formal collaborative action has not yet been defined dthough some informa modes of
networking have been organized. There are three associations that clam to represent the
interests of the industry as a whole in the development of Bulgarids computer and
electronic indudry, there are two guilds in the industry and there is a least one trade
union. The Bulgaian Associdion for Intelectud Technology (BAIT) organizes a far in
Sofia where industry members can present their products, dthough their focus is mainly
on conditions for companies supplying the domestic market. The Bulgarian Economic
Forum (BEF) was successful in organizing a forum on Bulgarias high technology
indusiry to which they invited globa leaders in IT to meet with their Bulgarian partners
and the government. An informa group, Firs Tuesday, has been developed and has
caught the atention of many members of the indudtry as it has provided new networking
opportunities for members of the IT indudtry.

In addition to the recognition of networking events by members of the industry, the
number of joint ventures and the amount of foreign investment in the IT sector has been
increasing, as can be seen in the EPIQ example. This is beginning to provide a more
hedthy competitive environment in the IT sector by opening collaboration between
organizations within Bulgaria, the region and other globa markets. However the industry
dill looks to the government as the primary source of resolution for market
inconsgtencies and industry issues rather then working collaboratively to produce
dternative opportunities.

Role of Government

IT makets require freedom and openness from artificid factors that can hinder its
competitiveness.  The Bulgarian government has some recognition that the IT indudtry is
an esentid pat of the future of Bulgarian competitiveness and that the development of
the IT industry is very important for the growth and prosperity of many other supporting
and dependent industries.  However, recent profit tax reduction measures on exports
indituted by the government have not benefited the IT indudry. The liadility of VAT
regidrations arises if the turnover of a company is more than 75,000 Leva for a twelve-
month period. This leve is too high to be of benefit to smaler and medium szed firms
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Second, software exports do not fit into standard export criteria and often do not qualify
for tax credits.

In an atempt to ad the IT industry, the government drafted a High Tech hbill to provide
tax bresks and government financing for companies and activities a the government’'s
discretion.  The bill was passed in 2000, and there have been few atempts to revise it
according to the changing vison for the industry.

The requirements for registration by Internet Service Providers have been separated from
other regidration processes for busness enterprises. In order to maintain a competitive
environment the process for 1SPs should be the same as for any other small businesses.

Government assstance would be most beneficid in the promotion of imported goods for
value addition export to enhance the IT market in Bulgaria Tax reief or another type of
subsidy to firms providing vaue addition services would dso benfit the cregtion of an
open market for IT goods and services. Open markets are the most important factor for
the growth of any IT sector dthough attention to the influence of globd markets on the
Bulgarian IT indudry is dso quite important.  In line with maintaining open markets, the
IT industry should not make a habit of turning to the government for the resolutions to dl

difficulties

Looking Forward

Opportunity Method
1. Competitive Opportunity: Innovate product offerings, such as ERP solutions
Pogtioning and niches for increased share in internationd markets, and

accounting and specific software needs to regain domestic market
share. Strategize marketing plans for digtinctive niche marketsto
provide sustainable and enlarged competitive positioning.

2. Customer Opportunity: Gain deeper knowledge of market trends and
Learning customer demands in order to create innovative demand-driven
products. Forge closer relationships with customers through greater
interaction and |locate some operations closer to customersto
provide rapid response to customer service issues. Find waysto
build customer demand for services through usage seminars and
domestic knowledge development of the benefit of IT products and
SEIViCeS.

3. Innovation Opportunity: Innovate current technology infrastructures to
internationa standard levels for many if not dl firmsin the sector.
Provide opportunities for greater Internet proliferation. Create
production and marketing plans based on the requirements of niche

markets.
4. Human Capita Opportunity: Work to create more collaboration between firms and
Investment universties and training ingtitutions to provide more practica

training in busness’commercia management and technica kills.
Raise domedtic investment in technology skills development
programs. Look to aternative organizations like Cisco for short-
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term training needs. Make sure skills being provided are the ones
being usad, if not work with training ingtitutions to st curriculums
based on skill demands.

5. Cluster
Cooperation

Opportunity: Encourage the indtitution of a cluster organization to
promote the attitudes and agendas of the IT sector to government
and asss in marketing Bulgarian goods to foreign markets. Seek
synergies between firmsin the sector and with government asthis
may prove to be more attractive to foreign investors. Work with
government to set anationa strategy for IT development for
domedtic and internationa growth that benefits dl sectors as much
aspossible. Search for partnership opportunities between
consultant companies and financia indtitutions and I'T companies.

6. Forward
Integration

Opportunity: Promote the use of joint ventures and networks with
foreign investment to improve technology infrastructure and wages.
Deveop internd systems of quality control to meet international
sandards. Develop business solutions to meet the needs of
domestic and international markets aswell as introducing new
solutions to the domestic market.

7. Strategies and
Attitudes

Opportunity: Gain amore accurate understanding of the effective
use of information technologies as it rdates to the future of the IT
industry through didogue with dlients, partner firmsand
government.

~—

SIRMA
Company Competitiveness Diamond

Firm Strategy (High)
+ Aim at sophisticated markets
+ /- Strategies for retaining personnel

+ Locate close to customer emphasize
customer learning and service

+ Product innovation

A

Factor Conditions (Mixed)
- Limited access to financing
+ Strong management

+ Strong knowledge base
+GoodR & D

+ Complex human resource strategies

- Bulgarians attracted to job overseas

Demand (Mixed)
-Limited domestic market

-/+ High value clients outside of Bulgaria

-/+ Larger market outside of Bulgaria

+ aim at sophisticated markets

+ Clients with specialized needs

A 4

Cluster (Mixed)

+ Representation of most large firmsin
Bulgaria

+ Some government support for the industry

-Little industry collaboration
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EPIQ
Company Competitiveness Diamond

Government (Mixed)
Workforce and education

Strategy (High)

Business climate + Strategies to retain personnel

- Privatization

+ Ally with international leader to access top

markets

+ Bankruptt
Pty + Quality control at best global standards

+ Teaming with customers

+ Focus on sophisticated markets

Factor Conditions (High) Demand (Mixed)
+ Access to financing through EPIQ Group +/- Sophisticated demand markets
+ Local source of talented personnel < p| Outsideof Bulgaria
+ Strong Management - Limited domestic demand
- Bulgarians attracted to jobs overseas
Cluster (Mixed)
+ Forward integration with international |eader
+ Vertical domestic integration
+ Teaming with universities
- Low cooperation with domestic firms
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CLUSTER: Information Technoloqy

Platform (Policy, etc.) Impact points®

COMPANY IMPACT POINTS
PLATFORM ELEMENT Organization

Finance Marketing Production and Staffing

Macroeconomic Policies
Monetary X
Fiscal X
Trade X X

Labor — minimum wage

—> Labor — expatriates X
—_—> Capital — ownership X
Capital — repatriation X

X X X X

Legal and Institutional Enabling Environment
> Appropriate commercial X

legislation

Functioning judiciary or

arbitration mechanisms X

Productive civil service X

Tax collection
Customs
Heath and sanitation

» Business Licensing
> Investment Promotion

Government
procurements and
contract awards

Privatization X X X X

X X
X
X X X

X X

Infrastructure — Costs and Services

Safe Water
—>

Telecommunications X

— > Informatics X
Energy

Transport X

X X X X
X

Human Resources
—> Literacy X
—> Education level

Technical and
managerial training X X

> Productivity

Health initiatives

X X XX
X X X XX

® On the Impact Points Table, an “X” represents an impact on the firm and an “->" represents a factor that
has a particularly significant impact.
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TOURISM?

I ndustry Background and Performance

Bulgaria has a rich higory and is endowed with many natura resources. There are
medievd and ancient Greek dghts, mountains with ki resorts, beaches with sun and
sand, and many “wild” and undeveloped rura areas for adventure seekers. Bulgaria is
conveniently postioned a a crossroads between Europe and the Orient and has an
abundant culturd and religious heritage. It is these resources that have provided a base
for Bulgarian tourism.

In the mid-1990s many sectors of the Bulgarian economy were regidering losses, the
tourism sector, based on the datistics reported by the Nationd Statistic Ingtitute and
Minisry of Finance, was deadily generating pogtive financid results.  In 1998, foreign
investors in Bulgaria were asked to identify the sectors that eventudly would prove good
opportunities for new entrants. 70 percent of respondents pointed to tourism.?

The year 2000 marked a visble improvement in Bulgarids tourism indudtry. It remains
to be seen, however, to wha extent this improvement is susainable. In the period
between January and September 2001 tourist revenues increased 31 percent as compared
to the same period in the previous year> Since early 2001, there has been little policy
devdopment. The government did decide to focus activities on lowering bariers in the
tourism sector and introduced a 10 percent VAT tax on tourist packages sold abroad,
which will take effect January 2002.

There are two sectors of tourism present in the Bulgarian tourism industry: mass touriam
which is focused on natural resources and caters to high volume/low vaue programs and
gpecidized tourism based on niche markets and is focused on high end/high price
consumers. The drategy of the Bulgarian tourism industry has to this point been focused
on the mass tourism sector and has not brought much to the Bulgarian economy in terms
of revenues per tourist. In order to get more money per tourist and keep more of the
money in Bulgaria, Srategies will need to be revised to capture higher end markets for
niche tourism.  To some degree this could dready be taking place in the Bulgarian
tourigm indugry. Pat of the difficulty in andyzing the Bulgarian indudry, is tha there
are ongoing developments in the industry, which embrace most of the competitiveness
dements the “vidon” is beng changed, demand and marketing channds ae beng
reflected upon, the cluster is reshgping under a more organized framework, and the
indudtry is entirdy privatized.

! Based on an industry analysis prepared by Dr. Krassen Stanchev, IME. Available through the BCE
website http://www.competitiveness.bg/.

2 Emily Taneva, Tourism Infrastructure in Bulgaria, US Department of States, 1999, p. 2.

3 Bulgarian National Bank (2001)
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Factor Conditions

The tourism industry was and to a great extent dill is a sector with delayed investment in
infrastructure, supporting fecilities, new sarvices and management.  The sKills, training
and dtitude of the human capitd component of tourism has not changed much since the
days of centrdly planned economies Tourism industry training inditutions and
programs have not changed much since the early 1990s.

Currently there are eght date-run universties and four private universties, primarily
located around the mgjor seacoast cities that provide courses and/or degrees in tourism.
Curricula are primarily based on programs offered in Itay and Audtria The faculties of
the univerdties have remaned the same for the past ten years. ~ Sofia Universty has
made moves towards innovating their tourism program from topics in genera geography
and economy to the specific economics of tourism. None of these inditutions have
initiated a survey of the issues and prospects for the tourism sector. The use of
knowledge as a tool for tourism development has not been explored. This can be seen in
the lack of market trend andysis and understanding. Knowledge on the tastes and desires
of both Bulgaian and foreign tourids is not pervasve among indusry managers and
employees.

On the other hand, smdler family owned enterprises have rdlied on practicd sdf-learning
as thar primary source of human resource deveopment. Businesses are commonly
handed down from generation to generation.

Infrestructure in the tourism sector has catered to primarily unsophisticated tourism
svices Ddayed investment and refurbishment of infrastructure is one of numerous
pieces of evidence that sun and sand, mountains and snow are believed to be sufficient in
themsalves to bring customers to Bulgaria. In the case of Borovetz, the largest ski resort,
the dreets have rardly been cleaned from snow in the last ten winters.  With the exception
of some of the larger resorts, for the most part the beaches of Bulgaria are predominately
dirty. It should be noted that athough there are issues with the current infrastructure
supporting the tourism sector, more sophisticated infrastructure resources are being put
into place.

For the mogt part, widespread Internet usage has remained limited in the tourism sector.
However, since 1998 an Internet-based reservation system has been in place to serve the
best hotels in the best sea and mountain locations. At the end of January 2001, there
were twelve reatively eesly accessble Bulgarian tourist operators websites. One of the
largest problems that the tourism and other indusries face is the inability of service
providers to provide credit card services for tourists. The lack of this service will have a
detrimenta effect on the overal ability of the industry to attract customers.

Financid and invesment sarvices have been avalable to finance privaization, and they
are now switching to providing credit for renovation and investment in services. Also the
non-banking financid sarvices for the tourism sector improved in 2000. Some big
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insurers have dready announced plans to launch a private guarantee fund for projects in
tourism.

Domination of the Bulgarian tourism market by a reatively few large tour operators and
hotds offering a mass product has discouraged innovation and risk investment into other
sectors of the Bulgarian tourism indudry, including in Sofia, mountain, and other regions.
Provison of services by mass product operators and hotels has been in low margin
products that only gain nomind revenues.

Demand Conditions

The performance of the tourism sector has been uneven over the past four years. In 1998
there was a marked decline in the number of tourists from al areas. The tourist base of
cusomers (excluding Germany) is from medium and low-income countries, dthough
many vidtors dso come from the surrounding regions. These losses were most
significant for tourists from Germany and Turkey.*

Ovedl| the trend in arivds has been increesng dthough no firm pattern can be
determined. In the period from the beginning of 2001 to September 2000, tourist arrivals
increased by 20 percent and tourist revenues totaled USD$556 per tourist, an increase of
roughly 9 percent from the same period in 2000.°

The number of Russan tourists has doubled since 1999; three times fewer Romanians
vidgted Bulgaria than did four years before, and since 1996 there has been a seedy
increase in the number of Macedonians visting Bulgaria  In generd, wedern tourigts
have gravitated towards the maor resorts, which provide comprehensive tourist packages
through international operators.  Surprisingly, the unrest in other regions surrounding
Bulgaria has not been particularly detrimentd to the tourism sector.

According to the World Tourig Organization Annud Report for 1999, Bulgaria
experienced an average increase of 7.5 percent per annum in tourist trips over the past ten
years.

The limited research and information on relaive competitiveness created the public
perception that Bulgarian tourism is entering an upward trend. But this perception does
not necessxily reflect the redive postion of Bulgaia vis-&vis other countries, eg.
Crodtia.

* There are specific explanations for those devel opments: 1997 and 1998 were particularly good for
neighboring destinations (Croatia, Greece and partially Montenegro) in attracting German tourists. With
Turkey there were regular exchanges of “visitors” with tourist visas but not tourists per se; those were ex-
Bulgarian citizens of Turkish who settled in Turkey after being expelled by the outgoing communist regime
in 1989, cross-border vendors and Muslim seasonal workers. In thisregard, among other reasons, afactor
that contributed to lesser “tourist” exchange was to be found in stricter visa procedures introduced by both
countriesin the end of 1997, plus, perhaps, 1998 restrictions on gambling.

® Bulgarian National Bank (2001)
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In 1998 tourism receipts per capita were USD$52.92. This was dmost seven times lower
than the average receipts per capita for the EU accession countries, USD$370.09; and
more than 10 times lower than the average for EU countries, USD$564.97. Bulgaria is
97" out of 186 countries on which data is available®  For 2000, the per capita figure is
USD$509. For 2001, tourist revenues jumped to USD$556.

The domestic market is an undifferentiated and undefined segment of the overdl market.
It has not been surveyed and there is no information on its Sze, contribution to tourism
revenues or comparisonsto foreign visits.

Firm Strategy, Structure and Rivalry

According to the Ministry of Economy, there are 230,000-240,000 beds in Bulgaria,
provided by 500 hoteds (built between the 1950s and thel980s), 40 camping Sites,
mountain lodges and family hotds’ By January 2001, virtudly al hotels had been
privatized. It has been estimated that 16,000 beds are available in camping stes around
Bulgaria, but in interviews with tour operators conducted during this study, the number
that are actudly usable only about 30 percent and decent conditions are present at only 10
percent of the campsin service.

There are only four five-star hotedls. The mgority of other hotels are two- or three-star
hotels.  International chains have a limited presence, manly in the capitd cty of Sofia
and foreign brand names are essentidly non-existent in the Bulgarian tourist market.

The average price per night paid by a foreign visitor in 2000 was USD$46.2 Loca
Varna newspapers report prices for Russan visitors as low as USD$2 to USD$3.50 per
night for accommodations in the low-gar hotels in the mgor resort of Zlaini Pasatzi (or
Golden Sands) near Varna.®

Conference facilities are dso available, dbeit in short supply as there are only 37 such
fadilities around the entire country.

The focus of Bulgarian tourism strategy has been on sand, sun and mountain resorts. The
vay sndl number of five-sar hotds and the limited avalability of internationd hote
chans is evidence of the dominant low-end provison of services. The industry has
depended on foreign packages to bring tourists to Bulgaia As a result of this
dependency, the Bulgarian tourism sector has los much of its bargaining power when it
comes attracting certain types of tourists. However the tourism indusry has recognized
the need to innovate its services in order to develop the tourism sector.

The year 2000 marked a turning point in the understanding the conditions and prospects
of the Bulgarian tourism industry. There is dready a seady process of reevauating the

6 J.E. Austin Associates, Bulgaria Benchmarking; source: World Development I ndicators, World Bank.
’ See also: Emily Taneva, Tourism Infrastructurein Bulgaria. US Department of State, 1999, p. 3, 4.
8 See: Varna Standard, October 12, 2000, p. 2.
9 1L:
Ibid.
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vaues, including a criticism of the dependence on ready-made advantages such as sand
and snow. This is vigble in the specidized trade magazines produced for the sector,
which in 2000 dated to promote factors as qudity of the services, hospitdity,
complexity and integrity of the services.

Deficencies in tourism infradructure and invesment to a dggnificat extent limit
immediate options for drategic action in the sector. It is difficult to compete on quaity
and highrend services when mgor hotd networks were built 15 to 20 years ago.
Subsequent  refurbishment has been sporadic.  However, motions are being made to
upgrade the level of services offered and the infrastructure in place to support those
sarvices.  Hogpitdity had rardly been a priority in Srategy setting due to a lack of
knowledge of customer requirements, but now some enterprises ae atempting to
diversify products and services to meet customer demands.

The Albena Sea Resort has been successful in this pursuit. The resort has sought to
differentiate its products to attract new clients. In order to achieve these goals it has
entirdly renovated 17 hotels a a pace of three to four hotels a year. Also, it plans one
new four-star hotd in 2000, maneged by an international chain. The resort is building a
new footbal stadium aming to attract soccer teams to training camps in Albena, and
hopes to build the first golf course in the country. Albena has been successful in seeking
dternative products, such as offering additiond services for clients who wish to take part
in activities independent of the main packages.

Industry Cluster and Cooperation

Cooperation and divison of labor between agents and tourism service operators seems to
work well.  Collaboration is primarily organized horizontaly dthough didogue between
members such as suppliers and producers is verticdly integrated. Outsde the industry
there is evidence of strongly developed cooperation with traditional suppliers of trangport
sarvices, food and agriculture produce.  Cooperation with the nontbanking financid
sector is beginning to gain momentum.

Cooperation between the cluser and the government seems effective, adthough not
negotiated. In the last two years Government investment in roads and other
infrastructure averaged 3 percent of GDP. ° The Ministry is dso the main advertiser of
the Bulgarian tourism sector. It not transparent how effective this cooperation with sector
is on this front, dthough it is obvious that there is no concerted effort of industry
members, or even agroup of them, to jointly advertise abroad.

Cooperation in research and educetion remans limited. On the locd levd, there is
cooperation between the sector and municipdities to promote particular locd culturd,
environmental and historical resources.

10 NSl and Rossen Rozenov, Factor Conditions for Bulgaria's Competitiveness. (2000)
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Role of Government

There are four government agencies that oversee dements of the tourism industry dong
with ther locd bodies. The Minisry of the Economy is responsible for licensng and
categorization; the Minisry of Hedth is respongble for controlling in-house pollution
and sanitay standards, the Ministry of Environment and Waters is responsble for
contralling outdoor pollution and the qudity of the environment; the Minidry of
Teritorid Development is respongble for controlling congruction, roads and urban

planning.

The tourism sector is one of the most heavily loaded with codts rdated to deding with the
government. Annudly, an average tourism company spends between USD$3,000 and
USD$3,500 on various fees related to compliance with regulaions and in-kind costs. **
At the same time the sector is recelving a government subsidy of 0.02 percent of its
estimated contribution to the budget. This relaionship between the private sector and the
government becomes a ddicate subject in that 60 percent of this subsdy comes from the
industry contributions.

Prior to the adoption of the tourism law in 1998, the government had no responshility for
licensng and caegorizing hotds ad restaurants and entry was free for sole proprietors
and family hoteds.  The only entry regulation was on private entrepreneurship adopted in
1989 and then replaced in terms of regigration with the court, tax authorities and
datigtics office by the Company Law of 1991.

Privatization of the sector, while dmost 100 percent by 2001, proceeded rather dowly.
Before 1997, there were only two privatization deds in the works. The five biggest
privetization deds totded USD$95.6 million. The totad government revenue from
privatization of the touriam sector to-date is estimated a USD$200 million.

A deficiency of the privatization period was the falure to dtract drategic investors who
were international leaders with recognized names. Two big interest groups, Olympus,
Roseximbank and Multigroup, were dlowed to control mgor resorts and hotds, with
unclear and rather limited prospects to set and follow globa standards of service. This
essentidly left the indugtry in the hands of company managers that lacked a full
understanding of the customersto which it was marketing its products.

In spite of dmost tota hotel privatization, the government aso continues to serve as a
provider of vacation services. The Council of Ministers owns 15 residences and 20 hotel-
Szed rest houses—of these, the Central Bank owns 5 of these rest houses, the Minisiry of
Justice owns 5 and Public Televison owns 4. These rest houses and residences represent
an edimated capacity of 2,000 beds, 10 percent of the edtimated capacity of family-
owned hoteds or 0.08 pecent of the gross capacity of the Bulgarian tourism
infrastructure.

1 See description of these feesand cost in: Y. Gancheva, A. Hristiva-Y onkova and K. Stanchev (editors),
Administrative Barriers to Business Activities. IME/AIP, Sofia, 2000, pp. 15-18, 24-31, especially the
costsfor an average company in Borovetz — pp.32-33.
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Looking Forward

Opportunity

M ethod

1. Compstitive
Pogtioning

Opportunity:  Examine dedinations within  Bulgaria  that
incorporate its most engaging products and match these to
markets, human resources, cgpacity limitations and investment
requirements. Develop a draegy to brand an authentic “Old
Europe’ experience for some Bulgarian dedtinations.  Expand
services to meet higher value consumers.

2. Customer
Learning

Opportunity: Develop better understanding of market trends and
current and potential customers  requirements and develop a
comprehendve drategy and common cluster actions for
dtracting them. Ensure that the necessary supporting factors are
in place to support marketing to niche markets.

3. Innovation

Opportunity: Offer a grester mix of products including those
that spesk to particular niche market groups. Study market
trends and employ culturd, historic and natural resources to
access new market groups. Enhance the marketing of Sofia as a
vacaion gateway and busness desination. Develop themed
packages based on cultural activities and regiond tour routes,
such as linkages with the wine and pefume indudries to
provide tour programs based on these two indudtries. These
innovations will assg in Bulgaian providers leaning more
about customer trends and requirements.

4. Human Capitd
| nvestment

Opportunity:  Work with training inditutions to incorporae
more updated and diverse curricullum offerings, especidly in the
aea of hospitdity training. Upgrade management training
programs to modernize skills. Assg in the penetration of 1T
training and usage.

5. Cluster
Cooperation

Opportunity: Stimulate greater inter-cluster cooperation, not
only with supporting indusgtries but aso among direct partners
such as tour operators, traners, etc.  Stimulate regiond
cooperdion among neighboring countries.  Cultivate common
interests among competitors.

6. Forward
Integration

Opportunity: Work more closdly with business partners and
dients to dealy identify and effectivdy respond to ther
requirements of the customers. Provide new services based on
customer requirements.

7. Strategies and
Attitudes

Opportunity: Expand cluser advertisng efforts for the entire
indugtry. Take responghbility for the development of drategies
and the search for investment opportunities. Focus on provison
of higher end/value products and services.
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Government (Mixed)
+/- Business climate
-/+ Privatization

Factor Conditions (Mixed)

+ Basic factors: sun, sand, sea, mountains
+ Access to finance

-Lack of trained personnel

- Lack of trained management

-Poor infrastructure

+ Many potentia specialized factions

A

TOURISM INDUSTRY
Competitiveness Diamond

Strategy (L ow)

- Reliance on physical endowment

- No strategy to attract upscale tourist

- Little product differentiation

- Poor diversity of products

- Little use of Internet or e-commerce

- Dependence on International package operators
-/+ Some tailoring to niche markets

A

Cluster (Mixed)

+ Cooperation with traditional suppliers

-- Teaming with colleges sporadic

+ Some integration with the sector

-Very little cluster cooperation on promotion
-- Poorly developed infrastructure

-- Poorly developed tourism product offerings

A 4

Demand (High)

+ Some domestic tourism

+ Large and growing international market
+/- Large mass tourism market

+ Many potential niche markets
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CLUSTER: Tourism

Platform (Policy, etc.) Impact points'?

PLATFORM ELEMENT

Finance

Macroeconomic Policies

—>

Monetary

Fiscal

Trade

Labor — minimum wage
Labor — expatriates
Capital — ownership
Capital — repatriation

X
X
X

X
X

COMPANY IMPACT POINTS

Marketing

Legal and Institutional Enabling Environment

I 4

—

Appropriate commercial
legislation

Functioning judiciary or
arbitration mechanisms
Productive civil service
Tax collection

Customs

Heath and sanitation
Business Licensing
Investment Promotion

Government
procurements and
contract awards

Privatization

Infrastructure — Costs and Services

—
—

—>

Safe Water
Telecommunications
Informatics

Energy

Transport

Human Resources

Literacy
Education level

Technical and managerial
training
Productivity

Health initiatives

X
X

XX X X X x

X X

Organization

Production and Staffing
X
X
X X
X
X
X
X
X
X X
X X
X
X
X
X
X X
X X
X X
X X
X

12 On the Impact Points Table, an “X” represents an impact on the firm and an “=>” represents a factor that
has a particularly significant impact.
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CANNING!?

I ndustry Background and Performance

Ovedl, the Bulgaian canning indudry is in a deep dedine. In 1998, the industry
produced 71.2 tons of canned vegetables versus 127.2 tons in 1996 and 136.1 tons in
1997. The reason is that the Bulgarian market has suffered from a number of
unfavorable factors that have led to this down turn.

Ten years dfter the end of the socidist period, during which dl canning companies were
state-run, 85 percent of the companies have been privatized. But this privetization has
not led to profit growth or indusiry growth. The privetization of farms crested a setback
to the ability to produce large volume crops a competitive prices. The privatization of
caning companies led to employee ownership, which often resulted in ineffective
management practices and a lack of the necessary capital to operate. Both of these
problems were due in lage pat to the economy during the socidist period that
ineffectively prepared ether for a demand driven market economy.

Factor Conditions

The workforce is skilled and qudified. For the most part, workers involved in non
manual processes are graduasted from specid secondary inditutions and have the
necessary background to complete their job effectivey, athough practica traning in
marketing techniques is lacking. For manud and seasond workers, the companies
usudly provide a short training prior to the startup of the high processng seasons.  These
positions usualy have high turnover due to the seasondity of the indudtry.

Managers are not well trained in marketing techniques. Businesses lack ready access to
information about foreign markets, technologies and related industries.

The infragtructure in areas surrounding centers of production is adequate, athough roads
have degraded and fud cosls have risen, contributing to high transport cods.
Accessibility to information on market trends and customer information is another weak
point. Marketing techniques are not well developed; and businesses lack the ready access
to market information and technologies that could improve productivity. The factories
that are currently operating were built decades ago. The technology used by many of the
factories has not changed since it was built.  The equipment being used remans far
behind the innovative technologies that most other competitors use and the profit margins
of the Bulgarian companies are low making it impossble to expand ther technologica
base without outsde investment. The effect is low productivity and efficiency leves that
are negatively affecting the economy.

The Canning indudry and agriculture in generd are highly seasond indudtries.  Canning
companies typicaly operate a full cgpacity for no more than four to five months out of

! Based on a case study prepared by Diana Kopeva, IME. Available through the BCE website
http://www.competitiveness.bg/.
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the year (July-December). This creates problems with ensuring steady cash flows
throughout the year. A lack of stable access to cash makes loan repayments difficult and
raises the risk assessment of the canning industry in the eyes of the banking sector.

During the period 1996 to 1999 crop yidds dropped in volume and quality, internationd
requirements on food standards have become sricter and prices of food products have
increased yet the purchasng power of many Bulgarian companies has decreased. The
result of this is that Bulgarian canning companies have been undble to adequatdy supply
its domestic and export markets.  The Bulgarian canning industry also suffers from a lack
of product diversfication in the highly competitive export market.

Access to financing is one of the man obgacles faced by the canning industry. The
security of credit is often hard to ensure and loans are difficult to obtan. The loan
process is an arduous one, companies are required to guarantee solvency by depositing an
amount of money to equa or sometimes greater than the amount of the loan. Interest
rates are extremely high and the mortgage mechanism has not been fully developed to
present a benefit to the lending process. However, credit is sometimes available between
companies within the clugter.

Didribution and supply middiemen 4ill play a key role in the indudry, as they are the
most educated on market information and skills. They forge contracts with suppliers and
the industry as a whole to act as the intermediary for marketing and exporting of goods to
foreign countries. They ae in charge of the organization and control of the entire
process of supplying find markets.

Demand Conditions

The Bulgarian canning industry exports canned vegetables to Germany, Russa and other
NIS countries, frozen fruits and vegetables to Greece, France, Germany, Holland, Austria
and Itdy; and jdlies and jams to Russa, Germany, Jordan, the Czech Republic and
Audria.  In May 2000, agreements on tariffs and quotas for the canning industry were
findized with the EU.

Finished goods are produced primarily for export markets, as there is limited domestic
market demand. A prgudice agangt Bulgarian products exists among Bulgarians that
can be traced back to the misconception that Bulgarian canning companies produce low
qudity goods. In some cases Bulgarian jams and jellies are better than those produced
and imported from Western Europe, but Bulgarians would choose the European brand
over the Bulgarian product because of product quality misconceptions. There is a amal
market for very high-end qudity canned goods. Those canning companies involved in
the production of such goods are focusing on these markets in Western Europe.  Working
in this market had enabled these canning companies to learn how to compete in these
markets.

The market share of private indudtries in the canning indudtry is estimated a 25 percent.
For the most part, the canning industry is centered in regions of agricultural production.
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Firm Strategy, Structure and Rivalry

The processng of fruits and vegetables can be channded ether through <ate-run
enterprises or through private ones. Ongoing structurd reform is characterized by the
restructuring of state ownership.

The Bulgarian canning indudry is 4ill in the factor-driven stage, operating at less than 50
percent of its exiding capacities. The industry has not yet “jumped’ into the investment-
driven stage.

The daboration of competitive, specific firm drategies is not highly developed in
Bulgarias current environment of cost pressure, low purchasng power, and business
condraintss. One st of difficulties arises from the lack of Steady parameters for
mesasuring production and investment programs. The supply of raw materids is uncertain
in terms of regularity, price and quality. Transactions are rarely based on contracts. The
supply of jars and caps presents smilar problems.  Bulgarian firms require greater access
to market trend information in order to set effective market-based strategies.

One firm that has been successul in the Bulgarian canning indudtry is Plovdiv Canning
00D.? Povdiv Caning OOD has forged a joint venture rdationship with
CARESBAC—Bulgaria AD, a joint venture company established by the governments of
the United States and Bulgaria to facilitate equity lending to the emerging private sector
in agriculture, food service and related industries. *  This joint venture has provided
Plovdiv Canning OOD with the necessary capitd funds and organizationad structure to be
competitive in the Bulgarian canning indudry.

I ndustry Cluster and Cooperation

There has not been much forma cooperation within the canning indudry, particularly
between processors and suppliers.  Processor linkages with the agriculture supply sector
have been deteriorating and there is a lack of formdized contract agreements between
suppliers and processors. Key related industries such as packaging and transport are not
well developed.

Two trade associations exist to represent the industry dthough linkages within the cluster
are as0 deteriorating between processors and suppliers. These industry associations have
not accomplished much in terms of forging strong ties between the processors, the

2 The name of the firm has been changed for reporting purposes. OOD is the Bulgarian abbreviation for
Limited Liability Company.

¥ CARESBAC Bulgaria is an investment fund, specialized in microcredits (between 25 percent and 49
percent) in small and medium sized private Bulgarian companies. The purpose of CARESBAC isto invest
in the sphere of agribusiness - agriculture, food processing and all industries associated to the former two
industries. CARESBAC just started its operation in the country; it managers were looking for committed
entrepreneurs and a businessto invest. *** OOD was one of their first projects; CARESBAC accomplishes
its objectives by providing equity financing up to 350,000 USD and technical assistance in marketing,
accounting, technical and other issues.
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suppliers and the government on issues related to market information gathering, policy
Setting and control requirements.

During a Compstitiveness Conference in April 2001, sponsored by the BCE, the industry
identified a number of areas for further discusson among industry members. One of the
most important next steps for the industry was to forge collaboration among stakeholders
within the duder to identify the problems within the duster and gimulaie a didogue
between members. Through this collaboration the stakeholders can draft a drategy for
the future of the Bulgarian canning indudry. This incdludes working with government on
policy changes and financid system redtructuring.  The industry recognizes its flaws and
should work on looking for opportunities to advance the industry as awhole.

Role of Government

The government has supported the canning and agriculturd industry by following a
policy of encouragement of market activity and competitiveness. Despite the efforts to
restore private land ownership, land reform policies are lacking the necessary initiatives
for the devdopment of agriculture. While 85 percent of the industry has been privatized,
the process for the remaining 15 percent is dow.

Looking Forward

Opportunity Method

1. Competitive Opyportunity: Look for opportunities and take measures for

Pogtioning increasing vaue-added exports. Implementation of an
aggressive marketing program including creating an image for
Bulgarian goodsin the domestic market. Create a series of
ecologically clean canned products. Invest in improving
technology. Work on creeting a‘branded’ Bulgarian product
for speciaty products.

2. Customer Opportunity: Better understanding of customer tastes.

Learning Orientation towards development of new packaging. Develop
srategic partnerships to access market knowledge and
digtribution.

3. Innovation Opportunity: Improve production efficiency through investing
in modern eguipment and technology.

4. Human Capital Opportunity: Inves in training of employeesin marketing and

Investment bus ness management.

5. Cluster Opportunity: Improve the current ineffective cluster structure.

Cooperation More active relations with producers established on contract
basis.

6. Forward Opportunity: Codify and write dl practices, procedures, and

Integration formulas into manuas to ensure that proper modes are followed
on aconsstent basis.

7. Strategies and Opportunity: Develop a common grategic direction with focus

Attitudes on quality and image. Develop raw materia supply chainsto
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| import goods and hedge supply Strategies.

PLOVDIV CANNING OOD

Company Competitiveness Diamond

Factor Conditions (Mixed)

+/- Labor force: good qualification, relatively
low paid labor, low productivity, high
educational level and qudlification,
seasonality of employment

+/- Assets: relatively old and depreciated,
designed and constructed by the owners,
necessity of renovation.

- Raw materials: great diversity in
quality of raw materials; import from
neighbor countries.

+ Climate: well suited for vegetables and
fruits production

+/- Infrastructure: good
telecommunications, poorer transport
infrastructure, relatively high transport
costs to EU markets

+/- Capital: CARESBAC investment;
otherwise lack of access to capital

Strategy (High)

+ Strategy: High quality product

+ Identified high-end customers

+ Focus on variety and quality.

- Priceisstill adominant dimension.

+ Active use of owner’s ability to track and lead the
market’s needs

+ Domestic rivalry within the sector

+ Invest in producers through contracts, training

+ Efficiency of scale of operations

A

A

Cluster (Low)
-Processor linkages with agriculture have deteriorated
-Weak linkages with input suppliers
-Lack of longrun contracts with related industries
-Relatively low level of development of related industries
+/- Transport sector isrelatively efficient
+/- Supply and placement contacts are in short-term
stablewith

respect to exports, less so for domestic sales
+/- Production in the rest of the cluster isimproving
slowly, links

areonly beginning
+  EU standards are rigorous
- Local quality standards are not rigorous

Demand (Mixed)
- Significant local demand, but for lower
quality and low price
-Very limited domestic market for quality
+ Largeexternal market for
quality, differentiation
-Orders by the government are low and
diminishing
+ Good knowledge of the final
consumer needs and
requirements
-High import taxes for EU markets, existence
of quotas
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CLUSTER: Canning

Platform (Policy, etc.) Impact points*

PLATFORM ELEMENT

Finance

Macroeconomic Policies
Monetary

Fiscal
— > Trade
Labor — minimum wage
Labor — expatriates
Capital — ownership
Capital — repatriation

XXX X XX

COMPANY IMPACT POINTS

Marketing

Legal and Institutional Enabling Environment

Appropriate commercial
legislation

Functioning judiciary or

arbitration mechanisms
Productive civil service

Tax collection
—> Customs
— Heath and sanitation
Business Licensing
Investment Promotion

Government
procurements and
contract awards

Privatization

Infrastructure — Costs and Services
Safe Water
Telecommunications
Informatics

—»  Energy
—»  Transport

Human Resources
Literacy
Education level

> Technical and managerial
training
> Productivity

Health initiatives

X
X

Organization
Production and Staffing

X

X X
X

X

X

X
X

X

X

X

X

X

X

X

X

X
X
X

X X

X X
X

* On the Impact Points Table, an “X” represents an impact on the firm and an “>" represents a factor that

has aparticularly significant impact.
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WINE?

Industry History and Performance

The Bulgarian Wine Industry has been conddered a high-performance sector within the
economy for many years. Currently, Bulgaria holds 2 percent of the world market share
of wine production and exportation. There are about 120 wine producers operating in the
markets of bottled and broached wine as well as a number of other related products. All
of the companiesin theindustry are privately held as of 2000.

In the winter of 1997 and 1998, a severe fro and low temperatures damaged a
ggnificant part of the grape crop, 50 percent in Northern Bulgaria and 20 percent in
Southern Bulgarian vineyards. This redricted the avallable resources for Bulgarian wine
producers and resulted in price inflation even on lower quaity grgpes and an incresse in
the amount of imports. Competition for grapes among domestic producers became very
high and has since remained rather high, which is fostering some growth in market terms.

Factor Conditions

The industry’s workforce is based in deep traditions of winemaking and production.
Three man inditutions provide traning in vine cultivation and wine production: the
Agriculturd Academy in Plovdiv, the Higher Inditute of Food Processng in Plovdiv and
the Higher Inditute of Vine-Growing and Winemaking in Pleven. Until the 1990s, these
inditutions housed very wel equipped laboratories, but in recent years due to difficulties
in financing, the laboratories have not been ale to modernize their technologies. The
professors and researchers a these inditutions reman the foremost authorities on wine
production in Bulgaria and are often take lecture around the world. In addition to forma
traning, the mgority of companies are based in regions rich in wine growing and
producing history, a percentage of expertise comes from traditionad, homegrown training.
In practice, very little invesment is made by companies to train their workforce and there
is little collaboration between the industry and its supporting academic inditutions. In
teems of management, while technicdly they ae highly trained there is additiond
practicdl training in marketing and such that requires atention. Managers understand the
importance of quality, but generally do not take the necessary deps to ensure ther
products are up to international standards. The wine industry lacks focus and knowledge
of the standards and qudity necessary to meet internationd and even domestic markets.
Out of an edtimated 259 Bulgarian entities that are 1SO 9000 certified, not one is a wine
producer.

Domestic infrastructure is reasonably good in the regions of production, rail and road
transport is avalable and of adequate qudity. There is a rdiable source of dectricity,
water, gas and communications in the regions where wine producers and growers have
Settled.

! Based on an industry analysis prepared by Borislav Georgiev, IME; and a case study prepared by Silvia
Petrova, CED. Both are available through the BCE website http://www.competitiveness.bg/.
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The qudity of grape supply is dso an issue.  Mother vines are old and vine mortdity
ratles are higher than the rate of replanting. The variation in climactic conditions dso
playsarolein the quaity of domestic grape supply.

In an atempt to remedy the supply issues created by in 1997 and 1998, and to ded with
the aging of supply vineyards, one company, Vinzavod-Assenovgrad decided to invest in
new vineyad plantings® In addition to interna investment, the industry has made strides
to creste more forma agreements with farmers, one factor that had previoudy been
lacking was contracts between producers and farmers for supply didribution.  Luckily in
1999 and 2000, environmenta conditions favored crop growth.

There has been little progress in raisng profit margins since the loss of crops in the late
1990s; accessihility to the cash necessary to expand raw materia bases has been an issue.
The option of credit borrowing is nonexigent for many of the smdl and medium szed
companies. This is due to the fact that turnaround on investments tekes four to five years
in the agricultural sectors and banks fear the risks of making such investments.  Some of
the larger companies have benefited from foreign invesment, but this type of invesment
is not able to make up for the lack of domedtic financing services  In many cases,
farmers only recelve returns on their crops after the producers have received returns on
the finished products.

The lack of reliable credit has aso redricted many companies &hilities to innovate
technologicdly. Mog of the companies in the industry are working with machinery,
equipment and technologies purchased during state management, it is inevitable that the
lack of modern equipment will have a detrimenta affect on the ability of the sector to
produce qudity products. The necessary lines of credit necessary to bring the entire
industry up to par ae amply not avalable and smdl/medium szed companies are not
able to handle the costs themsdlves.

A unique factor in the Bulgarian wine sector is the supply of grape varieties that are
diginct to Bulgaria Some vineyards have attempted to capitdize on this unique crop and
market it to higher end niche markets that cater to distinctive tastes.

Demand Conditions

The wine industry exports more than 80 percent of its production. These exports account
for more than 30 percent of the export revenues from trade in food exports to the
European Union.  Although there are limits on the indudry’s access to EU markets
through quotas and tariffs, the top sx export markets are UK, Jgpan, Germany, Ukraine,
Poland, and the Netherlands. These six countries make up roughly 66 percent of totd
wine exports. In addition to the EU countries, Bulgaria continues to export to Russa and
the NIS countries, which used to be large markets but have diminished grestly in the past
decade. The man competitors Bulgaria faces are France, Italy, Spain, Portugd, and up

2 Prior to 2000, Vinzavod-Assenovgrad did not have its own vineyards and relied on auctions and informal
agreements with suppliersfor their grapes.
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and coming competition from Chile, Audrdia, Argentinag New Zedand and South
Africa

Domedtic demand for Bulgarian wines, currently estimated a 10 to 20 percent of
domestic production, diminished due to price increases in the late 1990s. Prices rose as a
result of supply issues in 1997-1998. This caused many Bulgarians to switch to chesper
imported wines. In addition to the cogt issue there is a tradition of homemade wine
production that meets loca demand. Bulgarian consumers are knowledgesble about
wines but there is a very smdl market for high qudity wines at current market vaues.
Domegtic consumers know what is good but cannot afford it. The Bulgarian wine
producers have not effectively tapped into this market and while it does not represent a
large portion of current commercid demand, domestic commercid consumption is not
expected to rise in the near future. This has led many companies to turn to dSrategies
based on export promotion rather than domestic marketing.

Due to the nature of demand and customer trends, some companies have decided to limit
their products to specific lines of wines. Vinzavod-Assenovgrad decided to focus grictly
on red wines. This was in response to the trends in the international and domestic orders
that they were receiving. They have aso decided to market wines made from the Mavrud
grape, unique to Bulgaria, to niche markets that caer to more sophisticated and
digtinctive testes.

Firm Strategy, Structure and Rivalry

There are 90,000 hectares of vineyard surface area in Bulgaria, 20,000 of which are
dedicated to table grape production. Bulgarian wines include more than 25 different
vaieties of red and white wines with registered trademarks of origin with an additiond
24 white and red wines from designated geographicd origins. The most widdy planted
grape vaieties are French and indigenous Bulgarian, while some companies have
introduced newer varieties from Audrdia, Latin America and South Africa A problem
facing the wine industry is the age of these vineyards, as few have been developed since
the 1980s.

The wine industry has been proactive in drategy setting for export markets, but dl too
often drategies are not condstent. Some firms have opted to produce and sdl high
quaity wines a low prices to higher end export markets. The problem with this Strategy
is that it is changing the image of Bulgarian wines. When a company sets prices low in a
high-end market, in an attempt to hedge out competition on price, it can have a reverse
effect of being judged on the price offered rather than the true qudity of the product. It
is digribution drategies such as this tha make the Bulgarian wine industry week in the
markets they want to access because they lack knowledge of customer trends and
requirements.

There are roughly 120 wineries of various Szes in Bulgaria The large number of current
wine-producing companies and the establishment of new companies have condituted the
bass for drong rivdry and competition within the sector. The result of the sze and
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rivdry of the wine indudry is that it has caused a reduction in the avalability of qudity
resources. In some cases it has been necessary for producers, including Vinzavod-
Assenovgrad, to buy lower qudity grapes at higher costsin order to meet supply needs.

Industry Cluster and Cooperation

Overd| there is some cooperation within the industry but it is underdeveloped; joint
partnerships have just begun to evolve. This uneven cooperation is patly the result of
long-standing trust issues between members of the wine * cluster.”

The Bulgarian Competitiveness Exercise had a big impact on convening members of the
cluger. Through participation in workshops and a nationa conference, the industry was
able to come together and work collaboraively instead of competitively towards a
common gtrategy for the future of the wine sector.

Role of Government

One aea in which the indudtry is making large drides is in government involvement in
keeping the market open for free trade and supporting the industry through necessary
policy changes. The sector is regulated by legidation adopted in 1999 through which the
Ministry of Agriculture and Forestry crested the Executive Agency on Vine and Wine to
organize and control the industry. The law dso established the Nationd Vine and Wine
Chamber (NVWC) to consult for the industry on the necessary measures to fecilitate
integration into EU dructures.

Prior to the creation of the NVWC, there was another association representing the wine
industry, the Association of Producers and Merchants of Wines and Spirits in Bulgaria
(APMWSB). The APMWSB was a non-governmenta organization during Bulgarias
trangtion economy of the early 1990s to represent the interests of the wine industry.  The
APMWSB has since been replaced by the NVWC which holds as its objective to assg in
the facilitation of EU integration and dso to assigt in the development and promotion of
export marketing. The APMWSB remains active and continues to act as a lobbyist for
the industry and dso to provide informaion on foreign markets, the legidative
framework of samilar indudtries abroad, marketing opportunities a internationa trade
fairs and new technologies available to the indudtry.

In generd, the wine indudry is very viable and is one of the most supported by the
Government of Bulgaria, dthough there is definite room for growth.

Looking Forward

Opportunity Method
1. Compstitive Opportunity: Fadilitate the availability of financia opportunities
Pogtioning for smal and medium sized companies. Start looking into niche

markets that cater to high quality and more unique tastes.
Develop reliable production and distribution chains for supply
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and finished products.

2. Customer
Learning

Opportunity: Work with externd wine indtitutions to access
market information and gain deeper knowledge of market
demands, trends and customer requirements. Develop wine
tours and educationa seminars amed at raising both domestic
and internationd exposure to Bulgarian wines. Attend trade
shows and market fairs as another meansto ng customer
informetion.

3. Innovation

Opportunity: Work with the government to indtitute and finance
anationd laboratory responsble for quality certifications of
domestic and export products.

4. Human Capitd
Investment

Opportunity: Coordinate with training ingitutions to upgrade
the technol ogies and methods being used to train the workforce,
epecidly in terms of management sKills.

5. Cluster
Cooperation

Opportunity: Present a united front to government and other
groupsin issues such asinfrastructure upgrading, technologica
advancement and access to market information and financia
opportunities. Capitalize on the popularity of the newly crested
Nationa Vine and Wine Chamber as an excdlent mode for this
collaboration to take place. Develop better diadogue and a clear
policy in the relationship between grape producer and wine
producer.

6. Forward
Integration

Opportunity: Market the unique indigenous vine varieties of
Bulgaria Create gppdlations according to origin would assist
in branding these unique Bulgarian Wines.

7. Strategies and
Attitudes

Opportunity: Work together with individua companies, farmers
and other stakeholdersin order to increase the competitiveness
of the entireindustry. Look into internationd financiad
organizations and adternate credit systems for financid services.
Work with government on building a nationd strategy for the
wineindustry in line with EU accesson requirements.
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WINE INDUSTRY

Competitiveness Diamond

Government (Mixed)
+/0 Legislation

+ Privatization

4

Commission for
Protection of Competitior
Education

Strategy (Mixed)
+ Strong local competition
+ Foreign wines entering the market
+ Investing in equipment, grape supply
+/- Focus on export and high quality products;
strategy is not thorough
+/- Possible conflicts in distribution
Lack of customer information in export markets
Lack of clear knowledge of export market /customer
requirements
+/- Attempts to obtain export market knowledge
- No wine producers are | SO certified

~

Factor Conditions (Mixed)

+ Grape supply generally good, with variability

+/- Workforce availability is good; little investment
in workforce

+ Unique varieties of domestic grapes

A

Demand Conditions (Mixed)

+ Domestic wine tradition

+ Strong domestic demand; varying
quality

A

+ Management skills are generally good;

- Limited marketing orientation/experience

+ Long-term self-financing; access to shortterm
outside financing

+/- Equipment needs renewals

+ Good transport infrastructure

\ 4

requirement
+ Foreign markets welcome high quality
wines
- Limited quality of domestic
market/customer consciousness

- Poor Internet communications

S

Cluster (Mixed/High)

+- Domestic vine growing capacity

+  Availability of non-grape inputs

+- R&D institutes

- Limited distribution arrangements

- Financial ingtitutions

+ Transport

+- Industry Associations exist; some useful services

7

VINZAVOD-ASSENOVGRAD
Company Competitiveness Diamond

Strategy (Mixed/L ow)

+ Numerous producers; strong competition
+ Strategies to guarantee grape supply

+ Focus on particular varieties

+/- Branding and image building

e

- Uncertain distribution strategy
Factor Conditions (Mixed/High)
+ Domestic production of grapes
- Undersupply of grape Demand (Mixed)
- Variable quality of grapes + Presencein several overseas
+ Distinctive varieties as well as < » | markets
French varieties + Largeand knowledgeable
+- Satisfactory physical domestic market
infrastructure - Little ssgmentation of the
+ Traditions of wine production market
+ Skilled workforce - Littleeducating of customer
- Limited access to investment and v
working conit Cluster (Mixed)

+  Aligned with BU winelaw, customs and tax

N

laws

- Standards/laws not yet fully in place/enforced

- Delayed restructuring of ownership in related
industries

- Relatively low market level of development of
related industries

+ Some cooperation amongst private cellars and
with state institutes

+ Industry association exists

+ Somejoint actions— e.g. Internet and Vinaria

promotion

e
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CLUSTER: Wine

Platform (Policy, etc.) Impact points®

PLATFORM ELEMENT

Finance

Macroeconomic Policies

—_— >

Monetary

Fiscal

Trade

Labor — minimum wage
Labor — expatriates
Capital — ownership
Capital — repatriation

X X X

X
X

COMPANY IMPACT POINTS

Marketing

Legal and Institutional Enabling Environment

I

Appropriate commercial
legislation

Functioning judiciary or
arbitration mechanisms
Productive civil service
Tax collection

Customs

Heath and sanitation
Business Licensing

Investment Promotion

Government
procurements and
contract awards

Privatization

Infrastructure — Costs and Services

—>
—

Safe Water
Telecommunications
Informatics

Energy

Transport

Human Resources

—_— >

—
—

Literacy

Education level
Technical and managerial
training

Productivity

Health initiatives

X
X

X X

X X X X

X X X

Organization

Production and Staffing

X
X X
X X
X
X
X
X X
X
X
X X
X
X
X
X

X
X X
X X
X
X X

3 On the Impact Points Table, an “X” represents an impact on the firm and an “>" represents a factor that
has aparticularly significant impact.
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MARITIME TRANSPORT"

I ndustry Background and Performance

Bulgaria has two mgor seaports located in the regions of Varna and Bourgas. In 2000 it
is estimated that each of these ports processed 5.5 million tons of goods. Statigtics from
the Port Administrations in Varna and Bourgas show that in 2000, the port of Varna
sarviced 37,225 TEU of containers and the port of Bourgas serviced 11,445 TEU of
containers.  The late restructuring and the strong presence of the date in the management
of the ports deprived them from large investments in the lagt 10 years which would have
given the industry the needed funds for technologica innovation, equipment updating,
and improvement in the efficiency of port operations.

The port of Vana benefits from a geogrgphical location on the Black Sea; its function
has been as a main junction between Europe and the Caucasus region and the Middle and
Near East.? The port of Varna East is the old port having terminds for containers, grain
and generd cargo and one dot for passenger ships. Varna West is an indudriad port
saving manly the indudrid giants from Devnja It has a contane termind, and
terminas for chemicd products and cement. The type and volume of goods trandted
through Varna is directly corrdated to the goods produced by the largest companies in
the region. These companies provide bulk cargo in chemicd products, fertilizers and
cement. The price of these goods is dependent on transportation codts, therefore the
competitiveness of Bulgarian ports is closdy corrdated to the competitiveness of its
supporting indudtries.

The man chdlenge facing the Vana segport is the need to protect and expand its
domegtic trade market shares especidly in light of emerging competition facilitated by
trangport corridor developments in countries such as Turkey and Greece. The efficient
utilization and provison of sarvices and future performance will depend greatly on the
devdopment and implementation of the restructuring and privatizetion plan for the port
sector in Bulgaria

In addition to the ports of Varna and Bourgas, there are other smaler ports in Bulgaria
Bachik is specidized only for grain cargo. The port of Ezerovo TPP serves the Varna
Thermd Power Plant. The port of Lesport is a smal, specidized port mainly serving
timber cargo. Aswell as some smdller ports dong the Danube River.

Factor Conditions
The development of the maritime sector is patidly dependent on the avalability of well-

qudified human resources. The Military Sea College and Military Sea Higher Schodl,
the Univerdty of Economy and the Technica Universty, dl located in Vana, are among

! Based on a case study prepared by Silvia Petrova, CED. Available through the BCE website
http://www.competitiveness.bg/. Lussiena Kostovaand Silvia Stumpf made significant contributionsto the
work of the maritime industry taskforce.

2 Threerailroad and six container lines connect Varnawith Ukraine, Russia and Georgia
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the most predominant inditutions in Bulgaria that educae specidigts for the maritime
transport sector.

The infragtructure systems that support the maritime industry are reasonably sufficient.
Road, ral and ar transport systems are readily avallable and provide key eements of the
trangport sector.  In spite of this, in many cases trangportation costs are higher in Bulgaria
compared to its neighboring competitors such as Greece. Infrequency and inefficiency of
carier sarvices offers a formidable chdlenge to Vands daus as Bulgaias premier
port.

The port of Varna has sufficient ship dots and can process various types of cago. Asa
result of the recent lack of invetments, the technologicd levd of the eguipment is
underdeveloped and thus impedes the more efficient operation of the port infra and
supergructure.  The Bulgarian Sea Shipping Company has had problem with the age of
its fleet and the lack of invesment cepitd available to renew it. The average age of the
fleet is over 20 years old; some ships are over 30 years old and are not adlowed to call a
certain ports. Long-term financing remains a problem for the development of the
maritime sector because of the sSze and type of the required loan securities and the high
interest rates of the financia sector.

While financing for innovetion is limited, the need for companies to enhance ther
savices and use of technology is imperative. The Unimagsters Logistics Group is a
company that has embraced the rapid developments in the IT sector and learned from
initigtives of other companies in cgpitdizing on these innovations. They have introduced
a new service cdled ‘Interactive Tools’ that is offered through the corporate webste and
is amed a fadlitating communications with dients and avoiding difficulties caused by
time differences around the world.

Also of concern is the issue of port costs. Bulgarian port costs are a reflection of the
inherent inefficiencies in the maritime system. The Port Operating Company represents
the largest portion of port charges, representing up to 46 percent of tota charges in the
Bourgas West. Varna West represents the smallest portion of charges with about 40
percent from the Port Operating Company. However, it is more expensive for ships to
cdl the Varna West port due to the longer distance required to sail there than to other
ports. The cogt differentid is reflected in higher pilotage and tug assst charges as well as
in the vessd undeway cods the vessd incurs form sdling the additiondl  distance.
Trangt times to Vana East and Bourgas West are assumed to be roughly equivaent
athough Varna East has been reported as the most cost compstitive port in Bulgaria on
the basis of cost advantages reldive to tug services, pilotage, vessd navigation and cargo
handling.

The burden of costs on the carrier is high, for each port the carier is subject to pay 55
percent of the totad port costs. In most competitive settings, the maritime community will
attempt to shift the burden of the charges to the shipper as opposed to the carrier. The
result of pricing structures in many countries typicaly keeps the carrier burden to within
20 to 30 percent. This means that given the choice, many cariers will choose to cal
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competing ports where carier cost burdens are much lower than those in Bulgaria
While cost is a mgor issue, it is important that the services provided for the lower cost

are of the necessary qudity level.

Upon inditution of the new Port Law, the Port Operating Companies lost about 35
percent of ther revenues to the Port Adminidratiion Authority. In light of changing
ingitutional  arrangements, the Port Operating Companies believed they had no recourse
other than to raise cods as they were caught unprepared with the new arrangements.
They fet forced to rase cargo-handling charges to cover losses from the revenue
tranders to the new Port Adminigtration Authority. So in essence, two organizations are
imposing charges for rates that had previoudy been imposed by only one organization;
one to cover revenue losses due to indtitutional changes and the other to cover obligations
of the Port Adminigtration Authority.

There are other “hidden” transaction costs endemic to the Bulgarian environment, which
adso affect their cost competitiveness.  These include the practice of posting guarantees as
well as ingpection fees imposed on shippers.  Although guaranteeing costs are
rembursable, Customs sometimes takes up to three months to proces the
rembursement.  Additiondly, Customs imposes fees on each container it chooses to

inspect.

Today, Port Operating Companies face extreme pressure.  On one hand they are fighting
for survivd as a vidble entity in light of inditutiond changes and one the other hand, to
the extent tha Bulgarias port privatization program is successful, there will be virtudly
no reason for the Port Operating Companies to provide the services it currently does.

Demand Conditions

Upon trangtion to a market economy there was a sharp decline in Bulgarian imports and
exports to Russa, previoudy the largest market for Bulgaria  Exports dropped 4.7
percent and imports dropped 23 percent. The markets of Bulgaria changed to focus on
Western European countries as the main trading partners.

Since the early 1990s, foreign trade turnover as a whole dropped. The 1999 leve of trade
was hardly 30 percent of what it was in 1989. The volume of cargo operated by the
seaports dropped from 32,807 thousand tonesin 1989 to 15,848 thousand tons in 1999.

There are two types of customers in the Bulgarian transport sector, those that are shipping
gther in or out of Bulgaria, and those that use Bulgaria as a transt point to another
dedtination. Previoudy Bulgarian trangport providers competed soldy on  cost
competitiveness but qudity is now an important factor in cost competitiveness.
Transport sector customers are looking for low transaction costs, ease of pilotage and tug
savices, didinctive services such as cargo andyss and ovedl quaity of services
provided at competitive rates.
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Bulgarian ports ae facing unprecedented compstitive threats from intermoda
dternatives being offered in neghboring ports.  With regard to trandt cargo and some
loca cargo, the port of Varna competes with other Bulgarian ports (Bourgas) and with
the ports of Romania (Constanza), Greece (Thessalonica) and Turkey (Haydarpasa and
Kumport). According to the datistics of Unimaders Logigics Group, the TEUs of full
containers for Bulgaria serviced by the port of Thessaonica has been increesing a a
seady annua rate of more than 5,000 TEU over the past three years and thus ranks the
Greek port second after the port of Vana with respect to Bulgarian full container
savidng®  Potentidly, Bulgaria may dso end up competing with the Greek port of
Alexandropolis and the Albanian ports of Viore and Duras if plans for ther
modernization and expanson are successful. Greece has been very successful in
promoting policies for port development primarily to serve trandt cargoes to Southeast
Europe. These policies are creating direct competition for Bulgarian ports.  Bulgaria has
adso embarked on a series of economic and socid reforms that if successful will open
new makets for Bulgarian shipping and hopefully maintan competitive advantage in the
region.

Bulgarian ports can hope to benefit from inter-continentad traffic provided that the
TRACECA corridor, which links Europe to Asan markets via the Black Sea and Centrd
Aga is fully developed. Previoudy these corridors have served intra-continentd traffic
and have had a particularly deleterious impact on the port of Varna. The proximity of the
Varna port to the Danube dso offers some additiond opportunities for expanded
transport routes.

Firm Strategy, Structure and Rivalry

The mgority of firms in the Vana maritime industry are private micro-sized companies,
however there are a few larger 9zed companies operating in the Varna region. A study
by the Foundation for Entrepreneurship Development® estimates the number of the
regigered in Vana companies whose activities are directly related to the maritime
transport to be 250. However, it is difficult to estimate the exact number of the companies
that are currently active.

Of the companies involved in the Transportation and Communications sector, 93.22
percent are consdered micro, 5.10 percent are smal, 1.34 percent are considered medium
and 0.34 percent are large® The ealy liberdization of the agent and forwarding services
in the shipping industry dlowed for the edablishment of numerous smdl private
companies that compete both among themsaves and with local representatives of foreign
agent and forwarding companies. This competition has had a pogtive impact on the
service range and quality as well as on the innovation processes of the firms. The larger
companies in the Varna industry are few in number and remain under the primary control

3 Unimasters Logistics Group, Ltd. Bulgarian Container Market 1998-2000.

* Foundation for Entrepreneurship Development, Description of the Distribution of Bulgarian Groupings of
Industries, Sofia, 2001

® Micro—staff up to 10 people, Small—staff between 11 and 50 people, medium--staff between 51 and

250 people, and large—staff of over 250 people.
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of the government. The redtructuring and privatization of these firms is important for the
future of the Bulgarian shipping indudtry.

Trangport companies in Vana redize the importance of qudity for their internationa
competitiveness and many of them ae drongly committed to incorporating qudity
management in ther drategies. Ten of them have achieved ISO 9002 certification and
many smal companies will receive ther cetifications in the near future. The companies
who have amed for such certifications believe tha it will hdp to improve the image and
competitive pogdtion of individud companies and will meke them more atractive
partners and service providers. They dso fed that it will make good quality a symbol of
the industry.  This view has grown out of the strong influence that foreign competitors
have had on the sarvice qudity and approaches indituted by Bulgarian firms. Some
Bulgaian firms have taken the drategy of edablishing patnerships with foreign
companies and with them have accepted and implemented their high qudity standards.
Not only are standards important but aso companies have to understand the demands that
are driving their markets. One particular drategy that is being explored by Unimagters
Logigtics Group is to work in close cooperation with their clients in order to develop a
cler underdanding of their requirements and expectaions s0 that Unimagers can
provide full service products to ther clients.

On a nationd leve, the PAA presented its draft Strategy for the Development of the Sea
and River Ports of the Republic of Bulgaria to the busness community in Vana and
dated a didogue with the private sector on its plan and implementation. Within the
discussons many ideas were presented on the proposed redtructuring plan and on the
suggested development of port infrastructure and capacity.  Additiondly, ideas were
shared on the issues of establishing specidized passenger terminas and a yacht port in
Vana

In the National Transport Strategy, the Government of Bulgaria has identified a number
of modd improvements that will effectively encourage the diverson of Bulgarian
cargoes to Greek and Turkish ports. The posshility for diversons depends on the tota
trangport cost competitiveness of using Bourgas and Varna versus the Greek ports. A
cursory review shows that the Greek ports have distance advantages to certain bulk cargo
market areas in Bulgaia The proximity of Vana to the Danube River reveds another
opportunity to increase the volume of goods passing through the port of Vana The
chdlenge for the port of Vana is to combine its location to the Danube with
improvements in the efficiency and qudity of its operations.

I ndustry Cluster and Cooperation

The maitime industry “duge” is made up of maritime transport operators, port
operators, ship brokers, agents, and forwarders, ship building and reparing, scientific
inditutes and maritime schools, consgnors, public bodies, banks, insurance companies,
customs agents and consulting companies; and numerous industry associations.
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Despite the fact tha dl dements of a duder exist, cooperation within the
shipping/transport cluster is not prevdent. Most companies prefer to work individualy
rather than unified as a cluster. There are an abundance of industry associations,
dthough they are not effective in lobbying for the interest of the entire cludter, indtead
they are concerned with only their members.

Sometimes  this individua gpproach is successful, however, the lack of srong
coordination of the efforts and activities of the different cluster members prevents them
from a ensuring that the interests of the maritime indusry cluster have their place in the
government policy arena and adso from pursuing drategies that effectively enhance the
competitiveness of the sector as a whole. A more concerted and continuous effort by al
or a mgority of industry participants caries the message of a united front.  This
“drength-in-numbers’ agpproach can have a much greater influence not only on policies
that have an effect on the cluser’'s compstitiveness, but aso on the way busness is
conducted within the cluster and between its members.

As a result of the increasing competition in the region, the need for and the potentid
postive effects of the inter-cluster coordination and cooperation have been recognized by
the business, industry organizations and the public bodies and the cluster gpproach in the
Vana maitime sector is dowly gaining momentum. At the beginning of July the date-
owned companies Port of Vana Port Fleet and Roads and Bridges, the private
companies Maritime Group, Ahileos Shipping, Cargoexpress and Avangard, the
Industrid  Economic Chamber and the State Insurance Indtitute established a joint stock
company to implement the project on establishing a trangt zone in Varna and operate the
zone in the future.

The BCE has contributed to the didogue that is taking place in the transport industry
through workshops and conferences. This didogue has continued since the BCE became
involved in the indudtry.

There has been some coordination between the public and the private sectors in the
maitime/shipping industry. A didogue was edablished by the PAA on the Draft
Strategy with the private sector. This didogue has proven to be a successful activity in
fostering condructive discussons between the public and private sectors. The Marine
Adminigration initiated plans for a joint working groups including adminidration experts
and representetives from the respective branch associations to discuss and work on
particular issues in an effort to creste a sustainable environment for didogue between the
adminidration and busness. Additiondly, the Minigry of Transport and Communication
initited the sdtting up of a joint working group induding dSate expets and
representatives of the transport clusters of Varna and Rousse in order to discuss and
explore the posshilities for developing competitive intermodd transport schemes for
attracting cargo subject to transportation between Western Europe and Asa.

Two aeas in which the transport sector has great opportunity, but will require
collaboration of the entire indudtry, is in the creation of a port partners approach and an
internal portal. The port partner gpproach 5 a concerted effort in which al parties in the
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logigics chain devdop a sngle pricing and sarvice draegy to divet trade from
competing ports.  This approach is commonly used in countries tha have highly
competitive markets. The other opportunity is in the cregtion of an internd porta that
would facilitate communication between industry patnes  while  Smultaneocudy
providing economic incentive. The internd portd would provide detalled datistics and
other port information, including cargo-tracking reports and provide the ability to
facilitate numerous business transactions associated with the maritime trangport  sector.
The portal would provide a high degree of cusomer sdf-service, through accessng the
portd, while Smultaneoudy improving customer relationships. The portd can dso
greatly reduce transaction cods and ultimatdy improve port efficiency by ealier and
improve information accessbility.

Role of Government

Responghbility for the functioning of the Bulgarian port sector has been primaily a
function of the Minisry of Trangport and Communications through the Port
Adminigration Agency. The PAA was edablished by the Law for Sea Waters, the
Internal Waterways, and the Ports of the Republic of Bulgaria (Port Law) in 2000. The
regpongbilities of the PAA incdude mantenance responghilities,  regulatory
respongbilities and other respongbilities that indude maintaining ligings of port land,
equipment and fixed assets, collection and reporting of port datigics, capitd,
construction of other marine structures and master planning.

The Government grongly influences the devdopment of the maritime sector in Bulgaria
because the largest companies in the sector are state-owned, infrastructure is operated by
state-owned companies, development of transport infrastiructure is the public sector's
responghbility and definition of the nationd trangport policy, incduding the maritime
trangport sector drategy, is a public sector function.  Also public inditutions are
responsble for development of a sound and comprehensive regulatory framework in
which the sector operates.

In other policy initiatives, The Ministry is currently consdering the idea to relieve ship
companies from paying profit tax and requires them to pay only tonnage tax for the ships
owned. A gspecid interminigteriad working group was created including representetives
from the Minidgry of Transport and Communications, Minisry of Finance and Ministry
of Economy to discuss the issue. The initiative is intended to prevent Bulgarian ship
owners to register their ships under foreign flags. The Bulgarian Ship Regigter, now 100
percent state owned but dated for privatization, has 85 percent of Bulgarian ships as well
a some neighboring country ships regidered in Bulgaia ~ The prioritization of dState
policy will be centra to the development of the Varna port and other Bulgarian ports.
The dae must asss in ensuring the efficient utilization of available transport
infrastructure and to prevent the construction of unnecessary additional capacities.

A unique feature of the maritime industry is the dependent reationship between the
private sector and the public sector. The nature of the private sector in the transport
industry is heavily dependent on State-owned companies and facilities.  This is due to the
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continued role of the public sector in the more basic sectors of the trangport industry,

such as supporting state-owned infrastructure like rail lines and road transport.

Looking Forward

Opportunity

M ethod

1. Comptitive
Pogtioning

Opportunity: Establish the industry as provider of high
qudity/reasonable price services by adding greater value,
ensuring faster cargo processing and expanding the range of the
offered services. Implement quality standards. Capitdize on the
beneficid location and the availability of good air, road, railroad
and maritime infrastructure and to better develop multi-moda
trangportation. Make sound decisions on the basis of good
benchmarking.

2. Customer
Learning

Opportunity: Develop better understanding of current and
potential customers' requirements and offer a package of
sarvicesthat entirdy respond to these requirements. |dentify
potential customers and develop a comprehensive strategy and
common cluster actions for attracting them. Help industry
stakeholders to identify themsdlves as part of their customers
compstitive clugers.

3. Innovation

Opportunity: Modify and upgrade services in accordance with
the eaborated customers expectations. Develop an information
system promoting the capacity of Varna as a modern transport
and logigtics center.  Develop ainternd portd for development
of information services provison among industry stakeholders.

4. Human Capita
Investment

Opportunity: Develop the capacity of the training centers and
elaborate and apply specidized training programs to develop
and upgrade the skills and knowledge of the technicad and
management staff. Allow for the development of the maritime
education as an indusiry providing highly qudified specidigts
competitive on the world market. Monitor and increase
productivity against benchmarked standards.

5. Cluster
Cooperation

Opportunity: Strengthen industry associations by widening the
range of their activities and initiate closer interaction and
coordination in their work. Improve public- private didogue.
Improve functiond clugter linkages. Coallaborate in joint
investments. Inditute the porta partners facility.

6. Forward
Integration

Opyportunity: Work closer with dl business partners and the
clientsto clearly identify and effectively respond to their
requirements of the customers. Firms can aso develop drategic
dliances with world leaders and serve as regiond

representatives of the latter. Create an interna portal to provide
increased information access and quality customer service.

7. Strategies and
Attitudes

Opportunity: Varnatrangport companies should move from low
qudity/low price to high quaity/reasonable price Strategies.
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Trangport companies should develop and apply common
marketing strategy. The State should complete the privatization
and attract dtrategic investors in the transport sector. The
Parliament and the governmentd ingtitutions should ensure a
sound, comprehensive, stable, transparent and functioning
regulatory framework for the sector.

Government (Mixed)
+/- Investment in  infrastructure
+ Privatization in the sector

taking place but slow, uncertain
implementation
+/- Port Policy

UNIMASTERS

Company Competitiveness Diamond

Factor Conditions (Mixed)

+ Location in the most strategic
placesin Bulgaria;
+/-Availability of potential
workforceisgood but requirements
areminimal;

+ Management possesses skills,
knowledge and experience;

- Redtricted access to long-term
outside financing;

- Transport infrastructure needs
expanding and rehabilitation;

+ Reasonable communications
infrastructure

- Other countries have cost
advantage

Strategy (High)

+ Focus on quality, service, client needs

+HR strategy;

+ Strategy for geographic expansion;

+ Strong domestic competitors;

+ Strong foreign competitors operating on the
market;

+ Integration of transport related services

-Multilevel hierarchical management structure;

-Linkages with foreign transportation companies

+ Strategy oriented to leading domestic and foreign companies;

+ Strategic partnerships with foreign companies offering
world-class transportation, logistics, warehouse and
insurance services;

+ Increasing penetration of foreign companies and foreign
habits in Bulgaria;

4

A

Cluster (Mixed)

- Financia ingtitutions,

+ Strong foreign transportation companies;

- UMLG rarely works with domestic
transportation companies;

+ Availability of insurance companies;

+ Availability of customs agents;

- Customs administration impedes business;

+/0 Port operations of reasonable quality,
but expensive

+/- Industry associations; limited service

A 4

Demand Conditions (Mixed)
-/+ Shipped volumes are
generally low but increasing;

- Domestic clients prefer
cheaper though less reliable
services;

+ Foreign clients choose safe
and quality services;
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CLUSTER: Maritime Transport

Platform (Policy, etc.) Impact points®

PLATFORM ELEMENT

Macroeconomic Policies
Monetary

Fiscal

Trade

Labor — minimum wage
Labor — expatriates
Capital — ownership
Capital — repatriation

Finance

X
X

COMPANY IMPACT POINTS

Organization

Marketing Production and Staffing

Legal and Institutional Enabling Environment

Appropriate commercial
legislation

Functioning judiciary or
arbitration mechanisms
Productive civil service
Tax collection

Customs

Heath and sanitation
Business Licensing
Investment Promotion
Government

procurements and
contract awards

Privatization

—

X

Infrastructure — Costs and Services

Safe Water
—> Telecommunications
Informatics
Energy
Transport

—>

Human Resources
Literacy
Education level

Technical and
managerial training
Productivity

Health initiatives

X X XX X
X X X X XXX X X

X X

X X X

>
x

® On the Impact Points Table, an “X” represents an impact on the firm and an “>" represents a factor that

has aparticularly significant impact.
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EFFECTIVENESS OF PUBLIC-PRIVATE DIALOGUE IN BULGARIA®

Purpose of Public-Privaie Didogue

Public policies directly impact private drategies and competitive forces. Competitive
advantages depend not only on private incentives but adso on the character of government
involvement: direct (dlocate capitd; lower entry bariers, improving infrastructure,
education and services) or indirect (imulate credtion of advanced factors, improve
quaity of basc demand; increese rate of new busness formation; and encourage
domestic rivary). 2 In these cases the government behaves as a primary economic actor
or as a facilitator. The competitive pressure that encourages private participants to
innovate and improve their postions depends on private incentives and public policies.
Experience has shown that if the government interferes directly in the economy, busness
leaders will tend to rely on the government to provide for advantages (or privileges) and
not on market forces. On the other sde, if government stays aut of the market and dlows
for free competition, private companies will tend to rely on ther effort and energy. Since
these badc public policies—and other more complex public policies—are of great
importance to the competitive environment and the implementation of competitive
busness drategies, it is equaly important that the public and private sectors have a
sustained qudity didogue. Such a didogue results in policies tha foder sudanable
private sector growth that benefits the public &t large.

Vehidesfor didogue

The form of a didogue depends on forma and informa rules and procedures. To some
extent the procedures of the didogue affect its outcome. Since 1997, the Bulgarian
business environment has improved, partly as a result of improved public-private sector
didogue, which has been forma (via legadly mandated procedures) and informa. At the
same time, the private sector has increased its expectations for public policies. In
addition, internationd inditutions (eg. World Bank, European Union, USAID) have
pressured public inditutions to obtain comments and advices on legd changes from
interested parties and thus make regulatory reforms more popular. Some pressure has
come from busness itsdf, dthough these demands have been surprisngly lacklugter. In
regponse to demands from NGOs and business, recommendations from internationd
inditutions, and its own need for assgance in developing legidation, regulations, and
policies, the government has shown serious intent to further formaize procedures for
open dialogue with the public.

Current formal procedures

! Report prepared by PetyaMandova, IME, with inputs from JAA and MSI. Available on the BCE website
http://www.competitiveness.ba/.

2 Monitor Company, Chapter Four: Public Policy and Competitiveness, Workbook for the training manual
Creating Competitive Clusters: Key Themes for Discussions with Leaders, The Competitive Advantage of
Regions, The Economic Development Institute of the World Bank in cooperation with World Bank
Operations and the Government of Austria, 1997, p.29.
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The government regularly discusses socid and economic reforms in consultative bodies
tha are edablished in different lavs (eg. Labor Code, Tourism Law and Law on
Consumer Protection—Tripartite  Council, Nationd Tourism Council and Nationd
Council on Consumer Protection) or decrees (e.g. Council of Ministers Decree on Socid
and Demographic Council and Council of Minigers Decree on Ethnic and Demographic
Council). Some regulations include ligts of participants in such committees (eg. Nationd
Tourism Council includes tour operators, hotd and restaurant owners, “nationd” air
companies, municipdities, and nationd, regiond and locd tourism agencies). In other
cases, chairmen of the committees select representatives in accordance to provisons of
the law (e.g. Labor Code; Law on Regiond Development). In addition, task forces are
established by minidries and date agencies in which public officids meet business and
labor unions to discuss different problems (eg. task force on agricultura problems
related to EU integration). In al these cases, the government regulates rights of affected
parties to participate in decision-making process.

These formd consutative bodies meet severd private interests and demands. During
some of the meetings the organizers smply inform interested parties of regulations that
ae a the drefting dage. For example, the Consultative Committee in the Minigtry of
Economy convenes each month to inform its participants of upcoming legidation. In
most cases, these committees not only inform affected parties but aso discuss with them
different proposds for legd changes Inditutiondized meetings enable varying interests
that are not represented in the consultative bodies to advocate for their postions. For
example, in February 2001, severa public inditutions and state-owned companies such
as Compstition Protection Committee and Bulgarian Telecommunication Company took
part in a meeting of the Nationd Consumer Protection Council (private companies could
be presented in the committee via Consumer Protection Associations) during which they
discussed legd provisons that should protect persond data and its illegd dissemination.
Some of the committees are Structured not only to consult public officids on sectord
policies and discuss regulations, but adso to elaborate rules on products standards and
foomd principles of financid and qudity control activiies.  In June 2000, the
Conaultative Committee on Wheat was edablished;, three task forces within the
Committee were organized to discuss production and trade problems. Such meetings are
even organized to develop control standards in practice.  After the establishment of a
consultative committee in cered sector, public officids and branch representatives
conducted together severd control activities for informa participants on the market.
Activities of private parties to support public efforts to enforce rules do not indude only
paticipation in such committees but dso occasond meetings with ministries and public
officds. As it is with the cered case, the purpose of the meetings is to control
paticipants on the market. In May last year, milk producers and traders met
representatives of the Council of Minigers and discussed on needed activities to limit
informa operations on milk market; a the meeting, the government proposed to private
paties to draft forma rules of control inditutions. Some of such occasond officid
meetings with interested paties ae held to discuss specific activitiess  In May 2000,
wholesders and retallers discussed with government officids  different problems that the
government faced in its efforts to introduce cash registers.
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The government dso sometimes involves private parties in international programs.  The
participation of producers, risk insurers, banks and other financid indtitutions is essentid
for the implementation of such programs. In these cases, public officials not only inform
private paties of the internationd financid sources but adso tran them to goply for
subgdies.  In the case of the SAPARD Program, public ingitutions (such as regiond
departments of the State Fund “Agriculture’) and private parties (growers, bankers,
insurers, agricultural consultants, branch organizations and so on) took part in more than
30 seminars organized by the Minigry of Agriculture.  The public officds found thet
parties interested in such programs could improve the resuts of the financid projects.
For this reason, they tried to elaborate rules and procedures and therefore promote
international programs for regiond and sectora sudtainable development. The efforts of
the Ministry are focused on information campaigns and public discussons. They try to
meet different parties in such practices and assess their interests (e.g. banks and growers
interests for obtaining financid sources).

In generd, the 38" Nationd Assembly (“Parliament”) has been more open to didogue
than the Government. Some commissons have made a practice of inviting non-profit
inditutions to discussons of draft legidation, eg. Commisson on Labor and Socid
Policy. The Paliamentary Information Center provides draft legidation to the public and
organizes roundtables and public hearings.

After 1998, public inditutions tried severd times to improve in practice different
procedures for public-private didogue a the locad levd. In 1999, the government
adopted the Law on Regiona Development. The law amed a improving the conditions
for sugainable regiond development. Under the law, didrict governors and digtrict
councils (non-elected officials) were obliged to recognize business needs and set regiond
priorities in regiond and nationd plans. The government adso gpproved financid sources
for such policies and investment priorities. Some of the regiond plans were financed
mainly by the central budget; the financial sources that were granted to different regions
varied from 30 to 96 per cent. As there ae no legd rules that define how financid
sources should be didributed among regions, it could be difficult to evduate not only
fooma terms to finance different regiond programs, but aso its impact on locd
communities.

There are different legd procedures that dlow locd interested parties to influence the
decisonrmaking process.  Although they were enforced, such practices were not
developed. For example, different plans for sudtainable regiona development were
financed by centrd and local budgets Most of the regiona projects were not even
prepared by the locd communities, regionad agencies or affected paties. The regiond
plans were outsourced and regiona priorities were set by non-profit inditutions from
Sofia and Vana.  After 1998, severd programs, some of them financed by internationd
inditutions, amed a providing better public services in municipdities.  Public relations
centers were established in Vidin, Stara Zagora, Silisira and Blagoevgrad. However, they
did not manage to develop provided services. At present, loca budgets finance their
activities, but political and financid problems do not let them to open themsdves to the
public at large.
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A success dory a the locd level could be Razgrad Agency for Regiond Development.
The locd community decided to establish the agency to develop public services. The
agency managed to develop regiond drategies in different fidds (eg. tourism), improve
the busness environment (eg. lower costs for dreet trade), provide useful links to
finandd inditutions, publish market-oriented articles in its weekly bulletin and organize
public debates on economic and socid reforms.

Informal Dialogue

Some of the public-private didogue taking place in Bulgaria is unregulated, but semi-
formd. Public officds often meet private companies in fars and seminas tha are
organized by the ministries and date agencies. Severa times per year dtate departments
organize hightlevel meetings in different parts of the world (eg. to dgn bilaerd and
multilaterd agreements or discuss on problems in trade operations between countries) in
which private companies teke pat. The representatives are usualy invited to open
sessons on different topics. These are places where interested parties can meet public
officids and discuss with them upcoming regulaions and programs as wdl as
internationa programs.

Private groups indigate different activities (meetings, trainings, control activities, €c.)
tha involve didogue with the government. Examples of these activities ae a series of
public meetings and seminars organized by BIA, BCCIl, and ABA CEELI on the
Procurement Law, and roundtables and trainings organized by NGOs on the draft NGO
law. In other cases, non-profit organizations goplying for grants need public officas
support to implement programs.  Some grants-providing inditutions even require public
endorsement from a least two governmenta inditutions or units to assure that there is
broad based awareness of the study and commitment to its performance (eg. NISPAcee
requests such forms of government involvement for technical support projects). In other
cases, the government is obliged by the internationd inditutions to inform private parties
of economic reforms and such obligations are partly due to private complains, anayses
and recommendations to these inditutions (eg. Trangparency Internationd monitors
privatization deds of Bulgaian Tdecommunicaiion Company). Such  non-profit
inditutionrs do not only monitor decisortmaking process but also prepare materids and
organize meetings of public and private parties.

Despite dl these practices, private parties do not find the form of dialogue to be effective.
There are dways private complaints about public decisons that impose additiond costs
of doing busness. Such complaints are usudly published in newspapers, some complain
that public officids did not invite them to meetings, others that the results of the meetings
are not satisfactory, because public servants gave their specia preferences to other parties
in the consultative process. The problems are patidly due to unclear procedures to
involve interested parties in the decison-making process. Although the task forces seem
to be open to private paties, the procedure is not efficient enough to involve dl affected
paties. It is common practice for reponsible ministers to sdect the participants in task
forces and drafting groups. Since some of the interested parties are not necessarily
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represented in the groups, oftentimes they prefer informd contacts with government
officids. The results are that public officids bdieve that busnesses and associations
sdected to participate should fed obliged, as it is not compulsory to inform them of
upcoming programs and regulaions. The favored private partties do not find that it is in
their interest to improve procedures and involve other affected groups in the consultative
process, insdead they see themsalves as competitors for public services. As discussed
later in the paper, the approach towards the government and its role in achieving
competitive advantages affects private strategies and decison-making processes.

In international practice severad procedures to consult al affected groups a the drafting
dage are popular.  The so-cdled regulatory impact assessment practice includes
consultations with interested parties (it is gpplied in UK, USA, Japan and other developed
countries).  In such cases, the government should inform, discuss and assess benefits and
cods of the affected groups in the public decisons. The sunset regulaions could aso
develop public programs and improve existing practices. These provisons are enforced
for certan period. After that, public indituions should review the direct and indirect
cods of implementing the regulation, the impact on market forces, benefits of the
regulation and expected effects and so on (it is practiced in Audrdia and USA). In
Germany, interest groups ae involved even before drafting begins. The German
Government dso can cdl on over 6,000 experts from a vaiety of scientific advisory
committees, commissons, and specidized committees that have been formed by the
government. Under the Action Plan developed by the Busness Environment
Smplification Task Force (BEST), dl EU countries ae committed to developing
coordinating bodies for regulatory reforms, and are committed to promoting the use of
regulatory impact assessmentsto review dl proposed new regulation.

In Bulgaria, regulatory impact assessments are not included in the legidative process.
The draft regulaions are accompanied by a financid judtification prepared by the leading
minigry, and gpproved by the Miniger of Financer The esimaion of the dternative
forms of actions cannot be found in the materids on drafts. The andyses and forecasts
made by private firms are not estimated in the drafting process. For example, public
offidas in the Minidry of Economy do not collect datistics and andyses (other than
available through officid sources) and do not use forecasts of private inditutions. The
interested parties are not properly identified. For public indtitutions (departments and
agencies) the principle is the following: the interested parties are those that should be
respongble for applying the new regulation. It could be found in usua disagreements on
the drafts on the CM mestings, especidly for laws.

Rights to represent private interests

Because certain groups possess established rights and practices to be involved in public-
private didogue, and others fed excluded, there is an ongoing debate in Bulgaria over
rights to present interests. During the past few years, public inditutions found that one
misson of the government is to protect private interests because private parties are not
drong enough to do that. Part of such activities is to sdect private parties that could
influence public policies. To recognize such parties as representative of the interests of
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ther members, public officdas mandae particular numbers of members and regiond
offices. In mogt cases the Bulgarian Indudtrid Chamber (BIA) and Bulgarian Chamber
of Commerce and Industry (BCCI) are the recognized representatives of al Bulgarian
busnesses. These inditutions relied on dready edablished dructures and possessed
faclliies Some of ther members ae legdly induded in such dructures.  The Trade
Register that is compulsory for the trade representation offices of foreign persons, in
compliance with Art. 6 par. 1 of the Lawv on Foreign Investments is kept by the BCCI.
As the information is not regularly updated and companies files are updated only when
the company requests services from BCCI, the registry reflects company intentions rather
than the actua activity. The difference between both dructures is in presented interedts.
There is no clear difference between BIA and BCCl. They take part in working up and
preparing draft bills and other normative acts reated with the sructura reform.  Both
inditutions are “representative’” for employers in terms of Labor Code and as such they
can take pat in different committees. Almost each committee that provides various
paties with opportunities to influence decisonrmeking process can include
representatives of BCCI and BIA (or its members).

Public officids bdieve that private inditutions ae not srong enough to defend ther
interests, according to ther estimations, private parties would be dronger, if they
consder on branch or industry interests. In case of severd representatives in a branch,
government believes that private parties cannot agree on ther interests, dthough they
compete on the market and try to take advantage over ther rivas improving offered
savices Public officials agree on that the level of represented interests (territorid and
sectoral) is not clear. For this reason, there should be legd provisions that state whether
some of such inditutions could present interests of a particular industry.  If adminigtration
is to decide upon who is interested and who can access information on draft regulations,
there will aways be alegation for discretion and specid interests protection.  Therefore,
the government should make decison-making procedures transparent and dlow the
private participants to impact policy insruments. Whether the private interests are strong
or not cannot be judged by the adminigtration. The private sector better knows its
interests. The public-private didogue is a learning process for both stes. The regulaions
are only the policy instruments that could be evaluated in practice.

This gpproach to private interests could be found in a couple of laws. There is a draft law
on branch organizations, but it has not yet been adopted. The idea of the draft is to
identify intuitions that could spesk for everybody in the branch. It is presumed that dl
entrepreneurs in a paticular branch have identicd interets. However, since they ae
competitors (and hopefully sometime partners in advocacy, €tc.), they will often have
differing interess.  Recently, the government edablished Council of Economic and
Sociad Policies. The idea was to sdect participants that could express the “will of the
cvil society dructures on different issues relaied to socid and economic development”.
The parties in the Council shdl be “legitimate’ as deemed by the Labor Code. The
consultations shal be between public servants and “officid” organizations of employers
and employees, two representatives of the agrarians, one—of the craftsmen, one—of the
professond organizations, one—of the women and two of the scientists. The approach

J.E. Austin Associates, Inc./MSI-Bulgaria Effectiveness of Public-Private Dialogue in Bulgaria| 6
March 2002



of the government is to sdect private paties to be included in the decison-making
process.

Such approaches to private interests could be explaned with public attitudes towards
interested paties.  Public ingitutions believe that private complains would be wesker, if
legidation provides for “specid privileges’ to participate in public bodies. Because of
such practices, it is considered to be vauable to participate in such public committees.
Public officids prefer to contact severd persons on cetan issues and sdect among
proposed options. They believe that sectord interests are the same for dl the companies
in a paticular market niche. This gpproach could be found in legd provisons. The
Labor Code, with the new amendments of March 2001 gipulates that the government can
extend collective labor contracts for a given sector of the economy, if representative
organizetions request 0. This means that after “representatives’ (branch organizations
and labor unions, supposedly) agree on terms of contract and demand the line ministry to
extend it to the entire branch, private companies in a particular sector could be forced to
obey the rules of the collective contract. In fact, these legd rules summarize the public
gpproach to private interests. It is supposed not only that interests of al companies in the
sector or industry are the same (even for private and state-own companies) but dso that
interests of the affected companies could be protected better by someone ese than the
company itsf. In the beginning of the April, severd “representative’ inditutions
(Bulgarian Industrid Association, Independent syndicates corfederation in Bulgaria and
Labor confederation “Podkrepa’) dgned a “naiond” agreement on terms of collective
bargaining in different sectors and branches. The idea of the draft was to agree on labor
issues that are related to private strategies on labor market. In fact, those who prepared
the “national agreement” draft not only accept the provisons of the Labor Code on
collective bargaining but even made further steps to put them in practice. They agreed
that peculiar and particular should be leading in collective bargaining; benefits for the
workers will be negotiated only after a specid review of specific busness conditions in
the companies in sectors is done. Although these activities try to apply market
principles, the right to “free contracts’ is serioudy endangered. A couple of questions are
not answered in the draft: whether private interests need to be represented (and
“protected”), if particular needs could be identified in private deds on the market
(affected paties would dways hold bdance of ther interests); and whether
representatives could evduate different driving factors on the market, given tha a man
pat of the companies in the sector (but not al of them) could agree on a contract that
imposes additional costs on the others.

The legd rules influence private efforts to teke pat in task forces, consultative
committees and others. Private parties, as has been mentioned, have tried to change the
rues of the game and thus discuss regulaions and programs with public officias.
Recently, the government amended Labor Code provisons that set conditions under
which organizations will be condgdered “representative’ and as such will be dlowed to
influence public decisons. The amendments dipulate that associations of employers
must have at least 50 organizations in more than half of the sectors and & least 10 000
employees to be acknowledged as nationdly representative.  The Employers Association
of Bulgaria made great efforts to amend these provisons. They believe tha provisons
do not reflect private capabilities to protect represented interests; instead, they proposed
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revenues of the companies that are members of the organization and employees number
to be used as measure of presented interests. The proposd tried to set different rules that
limit rivalry in such services

This begs the question of whether a nationd "employers association” can represent dl
busness interests in Bulgaria on a paticular legiddtive, regulatory, or policy issue It
seems obvious that in many cases different interests - especidly different indudtries - will
disagree. Currently most branch level associations are too weak to publicize this fact and
demand participation.

Topics of Didogue

Some of the discussions are focused on generd lega regulations related to tax regimes,
licenses, socid and hedth reforms and their enforcement. Most of such private activities
contribute ggnificantly to the improvement of tax practices incuding lower taxes,
quicker software depreciation, more favorable and clear procedures for asset repairs,
more liberd verson of the “thin cgpitdization’” regulations and so on. Mogt private
demands are based on the principle that al parties on the market should operate under a
rue of law. They develop legd practices and assst the process of creating a more
atractive economic climate. Examples are the government's recent establishment of the
Conaultative Council on the Tax Laws Adminigering, the Minigry of Finances Internet
tax policy discussons, and the government established task force that revised exising
licenses (which abolished 44 licenses and changed 104 other specid regimes).

Although some of the topics am & improving busness environment, there are adso
severd atempts of private parties to use public inditutions to gan “competitive’
advantages over rivas. As it is expected, such efforts can increase, if the government
goproves different privileges and protections. The usud practice in such cases is to
contact persondly minigters or other public officils. For example, the more recent case
was with fetiliz's. The man competitors (eg. in Romanid) have smilar chemicd
technologies and range of products® In December, the government enforced a decree
that imposed 40 percent cusoms duties on ammonium nitrate-based fertilizers.  The
purpose of protection duties was to support domestic producers that after increases of gas
prices had raised domestic production cogs. After that, chemica companies did not only
increase prices of the products (as it was expected on the market without rivas) but aso
delayed ddiveries on contracts  These results forced the government to “support”
famers and abolish protection duties.  Both interested groups fight for protections
through line minidries. The arguments of the famers were not that the government
should not intervene on the market but that the public officias should “support” them.

There are problems that are not topics of didogue because affected parties smply do not
find them useful to discuss The didogue could be codly and inefficent. This could
result in accepting drategies that do not enforce legd rules.  This was the case with
contracts under the Public Procurement Law. The procedure under the law is too long

3 Reference; P. Mandova and Stanchev, K. To Cluster or Not: Cross Danube Firm Level Co-operation, December
2000; www.ime-bg.org/balkan.htm/
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and very complicated. Thus, OTE Company decided smply to import the equipment that
should be purchased after public procurement procedure. In fact, the Public Procurement
Law forces private companies that rendered public services (post services,
telecommunication, etc.) to sdect their contractors. In such case, the activities did not
include a public campaign to improve the procedure; instead, the companies did not apply
legd provisons.

The didogue could not be effective, if public inditutions and private companies do not
agree on ther rights and duties. The government should provide better public services
and lower cods of doing busness. However, public officids Hill beieve that support
sarvices (eg. one-stop-shops) should be developed to “support” business not to provide
better services. Mogt likely for that reason, the government presented private success as
its own success, while the falures of the public adminigration — as partidly caused by
the private sector (see: the government ieport published in the beginning of January). For
example, it seems that the government found as its own sSuccess companies obtaining
certificates under 1S0O, dthough they are more or less private choices rather than public
policies. Private paties do not st dear limits of public inditutions “duties’ on the
market. Some of them gill rely on the government to grant them market postions. As
Employers Association of Bulgaria mentioned in its Project 2005, the officid forecests of
GDP ae not “ambitious’ enough to secure long-term prosperity and economic growth.
The competitive companies are those that create new products and technology processes
and add vdue to the nationa economy. Bulgarian Indudrid Association, on its turn,
demanded innovatiord, industrid and trade policies to develop competitive sectors.
Their proposas supposed that entrepreneurs do not understand their competitive
advantages and hence cannot manage without the dtate; it is not the business but the date
creates wedth and competes on the free market.

Examples

Tripartite Council.

Severd regulaions recognize the right of certan private paties to paticipate in the
legidative process. Severd  “officid” associations of employers and  employees
organizations have a dautory right (under the Labor Code) to be consulted by the
government in the framework of the Tripatite Council, which discusses socid issues:
Bulgarian Indudrid Association, Bulgarian Chamber of Commence and Industry and
labor unions - Podkrepa and KNSB (known as the "socid partners’). In spite of the legd
gatus of the body, the Council can control not only socid issues but dso others that
influence socid reforms (eg. budget structure). In 2000, the consultative body convened
about seven times. It decided on minimum wage rates, average wages and sdaries in
public sector, labor problems and provisons in Sae-own enterprises, government
activities to reduce unemployment, and regiona deveopment. At a Council mesting,
business representatives and labor unions shared with public officids their visons of the
public expenditures. The interests of both groups, as it was expected, differed. The
business associations indsted that smadler share of the budget revenues shadl be centrdly
distributed and advocated for lower fees that are consdered as indirect forms of taxation.
The labor unions mantained that the budget Structure should focus on solving socid
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problems in the trandtiona society (low wages in public sector, high unemployment and
so0 on). We can conclude that socid partners meet to decide on public palicies that could
lower costs of economic reforms. It seems that labor unions demand certain activities (as
different programs); public officids sdect among available options (as possble financid
sources); business associations are ready to trade off their support for some of the
government programs in exchange for certan improvement in the busness cdimate (as
increased spending in socid programs for better adminigtrative procedures).

Consultative Council on Foreign Investments

The conaultative council discusses public policies that promote foreign investments,
nationd and sectoral programs that support foreign companies and particular problems
related to legd provisons on foreign investments. Foreign companies, banks, consultants
and internationd organizations are represented at the Council meetings. It contributes to
better legd rules and practices. For example, the government officidly accepts the
Bulgarian International Business Association (BIBA) reports (the White Paper) and
submits them to dl minidries and agencies and government officids who met with BIBA
members to discuss various problems and solutions. It appears that public officids have
accepted some of the proposals for legd and regulatory reform (eg. legd changes in
Commercid Code in its part on firm management, proposas to develop cepitd markets).
Public officds did not agree with other suggestions, arguing that some of them
contradict public policies (nationd and sectord), exising legd rules, “interests of the
society,” or they are results of incorrect readings of the law (e.g. Law on Competition).

The responses of the government to private demands could be used to discover the policy
differences between both sectors. Many of the proposals form the private sector do not
consder dl options but only those that are related to direct government regulation. The
problems could be solved by other means, particulaly if the costs of government
intervention outweigh the benefits. However, it is difficult to find other than regulatory
proposads (eg. enforce exigting legd provisons, amend or supplement current laws and
secondary legidation). It seems that private suggestions do not set limits of public
policies. This could be dangerous from political perspective.  The results of such private
drategies could be even dronger public efforts to control the market. The uniform
dandards should be applied in different cases to evaduate private proposas. Such
principles should be market approach to different issues. Thus, it could be easy to
evduate whether private suggestions and comments on public policies should be taken
into account in the decisionmaking process.

In fact, dl these comments on private proposds unvel public officds views on “private’
and “dae’ dffars. It gopears tha many public servants Hill believe that private parties
are “immord” in their operations on the market. Under this view, the government should
limit ther dedres to take advantage of rivas, employees, and consumers. The labor
provisons that contain an excessve number of mandatory rules for employers are an
example of such approach to enterprisess  The Competition Protection Commission
rejected proposas for lega changes related to advertisements (in this case, BIBA inssts
on unlimited preiminary promotiond activities preceding a product launch, such as
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raffles and lotteries). The arguments of the Commisson are that such practices (dthough
popular worldwide) replace the purpose of the ad, which for the Commisson is “to
inform consumers for products and services quadlities’. It is not “accepted” to “control”
sdes by such games, according to public officids. The consumer should be motivated to
purchase products and services by qudities not additional “presents’, according to the
Commission. Thus, we could expect that the government shall accept private proposds,
only if they do not “contradict” its “misson” (eg. to protect consumers from “bad’
entrepreneurs, employees from “bad” employers and so on).

The form of the didogue in Bulgaria is important in developing a better busness
environment and increased business responghility for economic and socid  issues.
Because private interests are not well consdered in public palicies, private parties do not
believe that they should be responsible for the outcome of the consultative process. The
problem is not only in public efforts to control the market; it is in different visons of he
public policies. The BIBA members ingst on adoption of market principles in public
governance.  The public officids find themsdves responsble for “public good”, which
however has not yet been clearly and publicly defined. This misunderstanding could be
solved adopting generd principles such as limited government intervention on the market
and free operations of private parties.

Private Strategies

Political leaders are dways under pressure to support specia interests. In low-income
economies companies with survivd and subsgence drategies tend to put politica
ingtitutions under pressure to support them at the expense of competitive companies. The
difference between these companies is not only in therr drategies and postions on the
market. It is dso in ther atitudes towards market principles and public indtitutions that
on its turn affect their market performances. The competitive companies rdy on market
forces to take advantage over rivds. They beieve tha public inditutions shoud protect
individud rights, private propety and contract enforcement. The other companies—
aurvivd and subsggence—find that public inditutions should grant them Specid

privileges

Such attitudes could be partly explaned with their background* Many of the business
asociations are, in fact, heirs of communist era quas-government. Ther role was to
intermediate international co-operation with foreign and internationd guilds.  Thear task
in trangtion reforms was to maintain these contacts, to keep the dructure dive as an
inrument of indirect and invisble control over specific sectors of the economy.
Ancther typicd group of professona organizations condsts of those that were
edablished by a leading company or businessmen to promote their specific interest in a
given sector. With the devdopment of the association they ether evolved into a red
representative of the al busnesses in the sector or motivated an establishment of an
dternative and competitor association; thus we witnessed tvin-associations and, as a rule,

“ In April 1997 IME conducted a survey “The Most Viable Business Associationsin Bulgaria: An
Assessment Made by the Institute for Market Economics”. The project was financed by the Center for
International Private Enterprise.
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only the third or even fourth association in a given sector is dready more or less
independent and viable. In some industries and geographical areas, branch associations
are maturing, but most are il too poorly organized and managed to be effective.®

The private strategies can be explained with their attitudes towards government rolein
achieving compeitive advantages and nationa prosperity. Public inditutions are
encouraged to intervene on the market, when private companies cannot gain competitive
advantages over rivas. When private efforts am at improving their pogitions on the
market through market tools (e.g. offering specid services, improving the qudlity of the
products and so on), then their vision of its role would be more limited authorities of the
public inditutions. Thefindings of the survey conducted by the Indtitute for Market
Economics last year are that about 20 percent of business respondents believe that their
competitive advantages can be gained without government support. The private
companies can perform competitively only when they develop their own competitive
advantages, and use public ingtitutions and persona contacts to support economic
policies that promote economic growth and an improved business environment.

® Reference: L. Joujou, Bulgarian Business Associations: survey and analysis of the state of the Bulgarian
business associations, Management Systems I nternational/USAID, November 2000.
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APPAREL*

I ndustry Background and History

Appard  manufacturing is a highly competitive and refined busness throughout the
world. Many developing countries see the agppardl sector as a “gateway” into globa
markets—Bulgariais no exception.

The Bulgarian appardl sector cannot be thought of as a homogenous group of companies
manufacturing the same products. Identifying producers by variation in Sze, markets,
product style/grade, location, technology, capitalization, revenue, dliance and managerid
expertise only begins to narrow the range of drategic choices available to them. Both
direct and anecdotd evidence reved that some members of the sector are thinking
drategicdly and planning for long-term growth, while others are merdly working on
aurvival tactics.

The eastern pat of Bulgaria has higoricdly been a big sheep-breeding region. During
much of its hisory until present time, this area was a large supplier of domedtic raw
materia base to the Bulgarian woolen textile industry.

Under the socidist system, the greater part of production had been assigned to garment
producers through a drictly centrdized organization in which so-caled ‘economic
unions were responsble for the placement of the outputs. Direct exports to Western
European and American dients went through another monopoly, Industridimport, a sate
owned foreign trade organization. The didribution sysem shortened the chain but
completely shidded the textile producing factories from the find consumers of ther
products. Trade intermediaries organized demand and Bulgaria was given a mgor role in
woolen textile production within the COMECON region.

Upon trangtion to a market economy in the early 1990s, the textile industry faced many
problems, due primarily to the highly protectionist sysem under which it operated for so

many years.

In 1992, the Russan market collgpsed. Russa stopped relying on Bulgarian products and
became the target of other competitors. The monopolisic dSructures that ensured the
placement of Bulgarian outputs were dismantled, leaving companies to survive without
any experience in the marketing of their own products or services.

Despite difficulties related to the lack of an industry cluster mentdity, limited access to
fresh funds and few improvements in marketing, the dtuation in the indudry was
changed by privatization efforts to atract the interet of some internationd textile
producers.

! Based on a case study prepared by Dr. Giorgy Ganev, IME. Available through the BCE website
http://www.competitiveness.bg/.
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Factor Conditions

Bulgaria's trandtion from socidism had impacts on many sectors of the economy and
society.  Education, once wel funded and organized, now faced drastic changes. The
wel-developed and previoudy highly regulated network of technicd schools and
universities began to lose ther ability to produce highly qudified professonals, due to a
lack of funding and resources, and lack of focus on the needs of busness. Managers lack
the necessary killstraining for operating in a market economy.

Assembly laborers have the badc skills necessary for gppard—however, additiond
training is necessry to bring the skills set of assemblers, weavers, eic to a level where
vaue is added by the varied abilities of any one worker to handle fluctuations in demand
for certain products. In essence, it is necessary for laborers to have skills sets that are
eadly convertible based on changes in demand and production.

The appard industry—which employs the most workers save for the government, suffers
from high workforce turnover due to low wages. Many of the better, younger
professonds have opted to take their chances e sewhere in more lucrative sdlary markets.

Raw materid supply is dso an issue in the gppard industry. The wool industry suffered
from a lack of supply in the early 1990s, this led companies to reorient supply chans to
imported materiads from surrounding countries.  This increased cods and led to an overdl
deficit agang the costs associated with producing goods and the actud revenue earned
from the sde of such goods. The garment assembly sector of the gppard industry does
not have a base for rav materiad in Bulgarig virtudly dl of its supply is imported.  This
makes both sectors of the gppard industry dangeroudy subject to the availability and cost
of supply from outside resources.

The collgpse of the Russan market had a dedtructive effect on the Bulgarian economy.
As a reault of this economic deterioration, credit was scarce and when it was available
interest rates were seep. New invesment was extremey difficult to attract and the
ingbility of companies to invest in new machinery led to the decline in condition and
suitability of the equipment being used.

The response of Wooltex AD,? a Bulgarian woolen textile producer, to the severely
worsening busness environment was like many other Bulgarian companies, to decrease
production. By the mid-1990s Wooltex was producing around 40 percent of its
maximum output during the 1980s.

Bulgaria has adequate telephone infrastructure.  The Internet is not particularly pralific,
and this is a problem for customers that expect 24-hour Internet access. Innovation in
equipment and technology has been dow, due to investment and credit limitations. Some
companies such as Wooltex have been successful in implementing new systems that have
improved the qudity of information avalable about the trends and requirements of their

2 The name of the company was changed for the purposes of confidentiality.
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customer bases. But across many garment assembly firms, technological innovation
remains necessary to provide competitive products to many markets.

In the globad garment production environment, timeiness and costs are the most
important factors to meeting fluctuating demand.

Within the past decade, point-of-sde data anadyss, coupled with digribution and
transportation logistics has made cycle time a mgor competitive variable. In turn, time
issues have stepped up the technologica entry barriers for appard producers.  Buyers
expect Bulgarian producers to have computers, access to the Internet, financing, design
and marker programs, as well as shipping and bar coding capabilities to meet the needs of
large didribution sysems. According to globa industry requirements, orders must be
completed and shipped on time and may require full supply chan documentation on
fabrics, trims, and subcontracted labor. The global appard market is intolerant of late
goods, qudity failure and poor communication.

Bulgarian producers are not lacking the knowledge necessary for product design and
congruction capability. But they lack a rapid manufacturing orientation, in part due to
ther tradition of craftamanship. Continuous change is a hdlmak of the globd sewn
goods industry. Those producers who are flexible enough to move with markets stay
ahead of the compstition.

The current trangportation infrastructure has been limited and irregular in its ability to
reech both internal and foreign markets.  Import and export procedures reman
cumbersome, time-consuming and  codtly. However, recent improvements in
infrastructure and capital markets have been made, dbeit a a much dower pace then
other improvements.

Demand Conditions

Domedticdly, demand is regarded as unsophisticated and smdl.  The primary sectors
that make up domegtic demand have been the government and to some extent loca
gopardd markets. Demand from the government has been low and decreasing due to the
gndler share of GDP for military cods  The locd market has never truly been a driving
force for many of the larger production firms.

During the 1970's and the beginning of the 1980's, new machinery and equipment was
indaled to replace the dready depreciated nationdized equipment. At that time,
"integration” of the socidist economies was proceeding, and the Bulgarian woolen textile
indugtry oriented itsdf to the huge Soviet market indirectly, by sdling its goods to
tailoring companies that in turn exported the finished garments largely to Russa

After the collapse of the Russan market in 1992, Bulgarian production was reoriented
towards exports to areas other than Russa These exports were focused predominantly
on the US and Canadian markets and to a lesser extent on European and Ukrainian
markets.
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Currently, Bulgarian producers compete in  European markets with  regiond
manufecturers in - Turkey, Romania, Poland, Ukraine, Hungay and Czech Republic.
However, for North American markets, competition in some product categories will
come from Ada, Centrd America, and eventudly, sub-Saharan Africa  The customer
can be very fickle — contracting with new producers when lower costs are available. It is
imperdtive that Bulgarian producers undersand with whom they are competing in which
categories, so they can make informed decisons about products and markets appropriate
to their cgpabilities.

Within the past decade, point-of-sde data analyss, coupled with didribution and
transportation logistics, has made cycle time a mgor customer concern and competitive
variable. In turn, time issues have stepped up the technologicd entry barriers for gpparel
producers.  This is where the concepts of manufacturing productivity, efficency of
capital and labor, and product/process innovation separate the winners from the losers.
Buyers expect that Bulgarian producers will have computers, 24 hour internet access,
financing, dedgn and marker programs, as wdl as shipping and bar coding capabilities
that match needs of large distribution systems. Orders must be completed and shipped on
time and may require full supply chan documentation on fabrics, trims and
subcontracted labor. The markets are intolerant of late goods, qudity falure, and poor
communication.

The JAA industry specidist voiced concern that some Bulgarian producers may not be
psychologicaly prepared for the aggressve US retailler or manufacturer who cares
nothing of Bulgarian margins and expects the most product and service at the lowest cost.
This busness practice is a far cry from the gracious European syle of reaionship
building to which many Bulgaian firms ae mos accustomed. While this product
attitude may not apped to the aesthetics or culturd traditions of Bulgarian craftsmanship,
in order to manufacture goods for North American consumers, they will have to adjust
their attitudes and find new waysto do it faster, more efficiently and most of al chegper.

Firm Strategy, Structure and Rivalry

In the second hdf of the 1990s the process of privatization reached the Bulgarian textile
industry, and many firms were privatized. The new private owners introduced a rdatively
more flexible management and dated developing longer run drategies that were
primarily export oriented.

In many cases, however, this new ‘leadership’ in many Bulgarian companies lacked the
necessty knowledge of drategic vison and thinking.  The firms were managed
predominantly by production specidists who openly resorted to short-term, price-only
drategies. This drategy, combined with excess cgpacity in the industry and the lack of
development and attention towards the domestic market, made the industry’s firms reedy
victims of other more strategicaly acting players on the global scene.
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The competitive environment was perceved as globa only and the basic dement of this
competitiveness was based on low cost.  Many firms have felt powerless to control or
participate in the factors that governed globd markets. Ther sense of despair and lack of
options led many to focus primarily on survivor tactics and reectionary drategies. When
asked what was the drategy of Wooltex AD, the procurator of the company answered,
“The drategy isto survive this year after the last one.”

Bulgarian producers do have excdlent knowledge for product design and congtruction
capability, but they lack market focus and undergtanding and have not proactively
worked ether individudly or collaboratively on defining and marketing their products to
demand, or lobbying for expanded financid resources.  The magority of drategic plans
have been based on cost rather than a complete understanding of market demand and
customer requirements.

There are some drategic activities in the early stages of development that are amed at
moving from codt-based to demand-based drategies. Capability for full-package work, a
vaue-adding pre-production service drategy, is developing dl over Bulgaria Due to the
timely adoption of desgn software and machine technology, the more advanced members
of the Bulgarian appard industry have developed export opportunities and are building
subcontracting networks.  Additiondly, the work being done with the assstance of IESC
on the FLAG project has developed better channels and working relationships between
Bulgaian and US firms.  This has provided paticipating Bulgaian firms with an
introduction to the levels of compstitive effort required in the vaious magin and
category opportunities.

However, mogt export-oriented firms continue to do CMT (cut, make, trim) work for
European manufacturers and retalers, carrying less financid risk. Some producers fed
that they have no control over energy, raw materids, labor and socia charges, etc. Their
customers are demanding less product cost and they are struggling to provide it.

As mentioned, it is imperative that Bulgarian producers undersand with whom they are
competing, and in which categories, so they can make informed decisons about products
and markets gppropriate to therr capabilities. For example, many Bulgarian producers
can do precise topditching, while Centrd Americans are faling in this technique.
Outerwear products in higher-end fabrics for the American market would be an excdlent
caegory for a Bulgarian producer with taloring capabilities. Much of this competitive
product knowledge comes from working with customers, sudying retalling, and
atending shows. Maiching market information with managerid skills such as accurate
coding of goods is imperative in doing successful export busness. Bulgarian producers
need a knowledge network provided by their associations to help them find and take
advantage of opportunities.

Continuous change is a hdlmark of the globad sewn goods industry. Those producers
who are flexible enough to move with markets stay ahead of the competition.
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Industry Cluster and Cooperation

Effective cooperation in the textile industry does not yet widdy exis. In pat, this is
because, under the centrd planning of the socidist system, each company had a digtinct
role and very rarely had direct contact with one another or other sectors of the industry.
When the indirect contacts with suppliers and dients via intermediaries were severed
with the end of socidist systems, companies were not equipped to handle these relations
themselves.

More recently, limited resources for credit and investment have produced an environment
of isolation among firms. There is little cooperation as drategies have been set on
aurvival tactics based on the assumption that the success of one firm will come at the cost
of another.

Even with the advances made through privatization, asde from forward and backward
direct linkages necessary to conduct business, there is little cooperation or interaction
among firmsin the cluder.

Until recently, there has been no effective coordinated industrid association that
represented the whole of the Bulgarian gppard industry. Numerous locd and regiond
asociations exist, but are not tied to a nationa effort for a unified voice to the
government nor a cohesve drategy. One ndiond group is atempting to build
consensus among industry members.

The Association of Appard and Textile Exporters is atempting to build an organizaion
that represents the entire supply chain.  They have created a website as a communication
and maketing mechanism for dl its members. They have dso paticipated in a number
of research and publicity activities.

The work of the BCE and of the FLAG consortium has contributed to industry didogue
and has engendered some collaboration.

Role of Government

The government has been ineffective in supporting the textile industry. This is the result
of both a lack of unification in presenting issues on behdf of the industry and the lack of
correct government participation in the activities of the cluster.

In terms of legidation, the lack of a clear budness policy and the ineffectiveness of
government provided tax incentives have greatly hindered the ability of many firms to
add new capacities and innovate the industry to globd standards.
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Looking Forward

Opportunity Method
1. Competitive Opportunity: Promote the specidization of smdler firmsasa
Postioning meansto insuring their surviva and to providing vauable

sarvicesto larger firms. Enhance infrastructure, transportation
and communication to improve the capaility of the entire
industry. Develop domestic demand to protect and potentialy
increase locad market share. Gain an underganding of
competitors in order to make more informed decisions about
products and markets appropriate to their capabilities. Improve
capacity to generate more revenue by decreasing labor costs and
increasing labor productivity. Apply discreet knowedge of
European tastes to design products for other markets. Brand
Bulgarian goods and license specidized equipment and services.
Lower transaction cogts to become more flexible in the open

market economy.
2. Customer Opportunity: Obtain market information and attend trade shows
Learning as ameansto gain a better understanding of market forces and

customer demands. Gain an understanding of the competitors to
the Bulgarian textile industry in order to make more informed
decisions about products and markets appropriate to their

capabilities.

3. Innovation Opportunity: Design products backward from a manufacturing
perspective rather than forward from an aesthetic perspective.
Focus on niche markets that greatly enhance competitive
advantage, such astop gtitching, etc. Upgrade technological
innovation in order to fully participate in the fast moving globa
markets—the textile market is particularly expectant of
innovations in communication/internet access, financing, design
and digtribution mechanisms necessary to mest the needs of
large markets. Focus on diversfying the vaue-added services
within selected opportunity ranges. Tighten operations of
medium or lower grade products to access full package
programs with moderate and better retailers and manufecturers
in the United States. Reduce cycle time on production.

4. Human Capita Opportunity: Work with training ingtitutions to build curricula
Investment to train employees and managers in better corporate
organization, management and marketing skills. Improve the
level of management understanding of market forces and trends.

5. Clugter Opportunity: Find outside agentsto act as a catalyst for building
Cooperation confidence in industry collaboration. Create a mechanism for
gathering and digtributing dl the various information related to
the clugter, the globd textile markets and industry trends. Work
with the business association to provide the necessary network
linkages to market information. Collaborate with industry
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partners and stakeholders to address certain legidative issues as

aunited front to government.
6. Forward Opportunity: Work with the government to creste more jobs,
Integration provide greater regiond trade integration, and training of

textile indudtry.

rlevant minigerid officids onthe issues specificaly facing the

7. Strategies and Opportunity: Develop a dtrategy for the development of the
Attitudes industry as awhole based on afive to ten year timeline.
Digtinguish the difference between product grade and
manufacturing quaity—grade refers to level of vaue and
qudlity refersto variation. Employ more sophisticated
marketing techniques to be more efficient in higher-grade
production. Digtinguish the difference between product grade
and manufacturing quaity—grade refersto level of vaue and

qudity refersto variation.

APPAREL INDUSTRY

Company Competitiveness Diamond

Strategy (High)
Gover nment + Strong international competition
+ Ability to handle full package production elements

+ Some branding
+/- Focus on export market

+ Respond to fast turnaround, special requirements

A

Factor Conditions (High)
+ History of skilled workforce
- Low cost labor

Demand Conditions (Mixed)
+ World demand

- Highly segmented

R Cost-based contracts

A

- Management lacks skills
+ Acceptable infrastructure, i.e. telecommunications, power, etc.
- Underdeveloped capital

- Lossof export markets
+ Quality of products

- Small and unsophisticated
local market

Cluster (Mixed)
- Role of Agents
+/- Some collaboration

+ Attempts to strengthen industry association
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WOOLTEX AD
Company Competitiveness Diamond

Strategy (High)

+ Focus on variety and quality. Price is not the dominant
dimension.

+ Active use of owner’s ability to track and lead the
market's needs

Factor Conditions (High)

+- Workforce: good qualification, relatively low wages, low
productivity

+ Management: stable ownership, strategic programs
+- Assets: ambitious program for renovation and replacement

+- Raw materials: access to quality wool through the owner's
contacts

+ Climate: well suited for raw wool and for textile production
processes

+- Infrastructure: good telecommunications, poorer transport
infrastructure

+- Energy: insecure market relationships due to reform in energy
sector

+- Capital market: underdeveloped and illiquid stock market,
developing debt markets

A

A

Cluster (Mixed)

+- Supply and placement contacts are stable with
respect to exports, less so for domestic sales

+- Financial sector still developing, despitevisible
improvements

- Equipment is imported

- Lack of long-term productive relationships with
other domestic members of the cluster

+- Production in the rest of the cluster isimproving
slowly, links are only beginning

Demand Conditions (Mixed)
- Production dominated by
exports

+ Access to sophisticated
markets

- Weak and unsophisticated
domestic demand

- Orders by the government
arelow and diminishing

+ Good knowledge of the final
consumer needsand
requirements

- Large cost-based international
market
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CLUSTER: Apparel

Platform (Policy, etc.) Impact points®

PLATFORM ELEMENT

Finance

Macroeconomic Policies
Monetary

Fiscal

Trade

Labor — minimum wage
Labor — expatriates
Capital — ownership
Capital — repatriation

X
X
X

X
X

COMPANY IMPACT POINTS

Organization

Marketing Production and Staffing

X X X
X X X

Legal and Institutional Enabling Environment

Appropriate commercial
legislation

Functioning judiciary or
arbitration mechanisms
Productive civil service
Tax collection

Customs

Heath and sanitation
Business Licensing
Investment Promotion

Government
procurements and
contract awards

Privatization

Infrastructure — Costs and Services
Safe Water

Telecommunications

—>
—

Informatics
Energy
Transport

Human Resources

Literacy

Education level
Technical and
managerial training
Productivity

Health initiatives

X

X
X X XXXXXX X

>
X X X X

X
X X

3 On the Impact Points Table, an “X” represents an impact on the firm and an “>" represents a factor that

has a particularly significant impact.

J.E. Austin Associates, Inc./MSI-Bulgaria
March 2002

Apparel Industry Assessment | 10



A STUDY OF FIVE NATIONAL COMPETITIVENESSAND
PRODUCTIVITY COUNCILS

National competitiveness and productivity councils are increasngly used as a means
of drengthening economic growth. They have been used to good effect in countries
that have achieved high growth rates (chat beow). The unique gructure of the
councils dlows it to work objectivey with the government by providing a didogue
mechanism between the public, private, labor and academic sectors on the seps
necessary to build economic and socid competitiveness. Through direct policy
recommendations based on sudies conducted by the councils, the government is
given a dear, wel-subgtantiated and reinforced program of actions that it can teke to
enhance compstitiveness leading to rapid economic growth and improved living
dandards. It is important to recognize that dthough the councils provide srategies to
the government, they do not supercede the ability and necessity of industries to set
their own action agendas and drategize for industry competitiveness. Some councils
creste subcouncils to study specific areas rdated to business and industry in which the
advice of budness is required in order to effectively suggest the correct drategy to
government. It is through this process that both directly and indirectly the private
sector can help drive the diaogue on compstitiveness with government.

The information provided below is a prdiminary study of competitiveness councils in
Irdland, the United States and Singgpore and productivity councils in Hong Kong and
Maaysa It is pat of a brief that was submitted to the President of Sri Lanka as part
of an ongoing process to establish a Nationd Competitiveness Council in S Lanka
The specific briefs on each council are provided in the annexes dtached to this
document. A more detailled report is currently being undertaken by JE. Audin
Associates for competitiveness projects in other countries and should be available by
the middle of September.

SELECTED COMPETITIVENESS AND PRODUCTIVITY COUNCILS

NAME OF 2000 WEF 2001 IMD
COUNTRY COUNCIL ESTABLISHED BY DATE RANKING: RANKING?
Competitiveness Omnibus Trade and
United States | Policy Council Competitiveness Act of 1988 1 1
(CPC) 1988
National :
Ireland Competitiveness :ar:ggrﬁs;h elwrt) 2000 1997 5 7
Council (NCC) 9
Committee on
! Singapore's Directive of the President
Singapore Competitiveness of Singapore 1997 2 2
(CX0)

! The WEF provides two ranking systems, the Growth Competitiveness Ranking and the
Competitiveness Ranking. For the purpose of this table we chose the Growth Competitiveness
Ranking. Source: World Economic Forum. Global Competitiveness Report 2000. New Y ork: Oxford
University Press, 2000.

2 World Conpetitiveness Ranking. Source: Institute for Management Development (IMD). The World
Competitiveness Yearbook 2001. Lausanne, Switzerland: IMD, 2001.
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Hong Kong
Hong Kong Productivity Officia Statute 1967 8
Council (HKPC)
National Act 408: National 1966°
Maaysia Productivity Productivity Council 25 29
Council (NPC) Incorporation Act

All five councilscommittees were indituted by an act of government. The Irish, US,
Hong Kong and Maaysan Councils were dl edtablished by an officid government
act or datute, while the CSC in Singgpore was smply a directive of the Presdent of
Singapore to the Minisry of Trade and Industry to study the future of Singapore's
competitiveness.

The membership of each council/committee represents a wide-range of sectors
including senior levels of government, the private and public sector, the labor sector,
and academic inditutions of higher learning. In most cases where the
council/committee was edablished by an act of government, a senior member of
government gppoints the membership. The members of the Irish, Singapore and US
councils are voluntary members, while in Hong Kong and Madaysa, members serve
as consultants and are able to fund ther councils through the fees they charge for
advisng and traning companies and indudties In addition to the officid
membership, a number of councilScommittees maintain a standing group of advisers
or resource persons on which they can cdl for specidized issues.

Soecific  duties vay widdy by ocouncl, dthough dl rdae to enhancing
competitiveness and  productivity. The reporting requirements of each
council/committee are dso very different. The Irish, US, Mdaysan Councils and the
Singapore Committee have to report directly to the government to provide their work
plans and specific recommendations on policy improvements. Irdand provides the
most comprehensve reporting through an advisory benchmarking report and an
annua policy recommendation report.

Budgets for each council/committee vary depending on the form of ther income. The
US and lIrish Councils are funded by the government and vary from $5 million USD
to $120,000 USD annudly. The Hong Kong and Maaysan Councils are able to
borrow money through the Minister of Finance and aso garner fees for services.

The policy recommendations provided by each council/committee represent various
agoects of the economy. The recommendations offered in Irdand include financid,
infragtructure, labor and socid policy changes. The Irish Council provides the most
recommendations for government action, which gpesks directly to the Irish
government’'s acceptance of the role of the Council in enhancing the nationd
competitiveness and productivity of Irdand. US recommendations vary from year to
year depending on the aeas of focus for the report. These recommendations
genegdly involve the areas of education, training, technology, trade policy, private

3 Act 408 was revised in 1989 and amended twicein 1991 and 1995. The revision and amendment
served to reword the duties of the Council and also to incorporate additional employment procedures.
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investment and infrastructure.  The Committee in Singapore produced their report as a
one time sudy with particular focus on what strategies would be necessary to protect
Singapore againg fdling prey to another financid crigs like the Adan financid crids
of 1997. Nether of the Productivity Councils of Hong Kong or Mdaysa set out
gpecific  recommendations, dthough the Hong Kong Productivity Council has
achieved a great ded in the areas of commercid research and development, services
support, industria support and innovation and technology.

The difference between Competitiveness Councils and Productivity Councils is that
Competitiveness Councils work hand in hand with government to increase
competitiveness and improve living sandards.  Productivity Councils work primarily
a a conating and traning inditution to enhance industrid and commercid
productivity.

These five councils, and their counterparts in other countries enlist the support of the
private sector behind key economic initiatives, advise the Government on
competitiveness-related issues and provide research and action to boost productivity,
exports, investment and economic growth. In the case of Bulgaria it could provide a
key venue for private-public didogue and a means of coordinating the desgn and
implementation of economic policies designed to creste a dynamic Bulgarian private
sector.
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ANNEX 1:
NATIONAL COMPETITIVENESS COUNCIL (NCC) (IRELAND)*

A. ESTABLISHMENT/PURPOSE

1) Established in 1997 under the Partnership 2000 Agreement® to report to the
Taoiseach on key competitiveness issues for the Irish Economy.

2) The Council is housed at Forfés, the Nationa Policy and Advisory Board for
Enterprise, Trade, Science, Technology and Innovation in Ireland.

B. MEMBERSHIP

1) Fourteen (14) members
a) Appointed by the Deputy Prime Minigter.
b) Reflects representation from business and labor sectors.
i) Senior leve representatives from the Trade Union of Irdland and the
Congress of Trade Unions.
i) Private sector representatives from multinationd, indigenous, small
and large business in both high technology and traditional indudtries.
i) Representatives from state-owned and regulated industries.
iv) CEO of Forfas.
2) Advisors
a) Government Officials from the following areas of governmen:
i) Fnance
i) Enterprise, Trade and Employment,
i) Environment and Loca Government,
iv) Education and Science,
v) Public Enterprise (State-owned and regulated companies)
vi) Taoiseach’
b) Purposeisto inform the Council and government of progressin the
implementation of policy recommendations of the NCC.

3) No limit on the number of members.

4) Every year the four members with the longest term are replaced, athough they
are eigible for regppointment, which is often the case.

5) Quorum equalsfour (4) members.

6) Agreements are made on a consensus bas's; if necessary a smple mgjority
commands officid voting. (As of yet, no issue has required an officid vote by
council members.)

7) Meetsfour (4) to five (5) timesayear.

* Sources: (1) Interview with Diarmuid O’ Conhaile, FORFAS. (2) National Competitiveness Council.
The Competitiveness Challenge 2000. Dublin, Ireland: 2000.

® The Partnership 2000 Agreement comes out of the Social Partnership model, which the Government
of Ireland uses as aframework for a process to develop “a shared understanding of the forces and trade
offs driving economic and social progress.” The Partnership aims to secure a balance between
competitiveness and gains in actual take-home incomes. It also works to deepen the social cohesion of
Irish society to enhance the economy and social infrastructure

® Office of the Head of Government.
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C. DUTIES'REPORTING REQUIREMENTS

1)

2)

3)

Produce two reports for the Taoiseach on an annual basis.
a) Annua Competitiveness Chdlenge Report
i) A report on key competitiveness issues facing the Irish economy.

(1) “Makes recommendations on public policy actions required to
enhance Irdland’ s comptitive position.”

(2) Sets specific actions necessary to safeguard and enhance Irdland's
international competitiveness.

(3) Each year the Council identifies specific priorities that define the
work program for the year and which serve as the bass for the
information provided in the report.

b) Annua Competitiveness Report

i) A report that benchmarks annua indicators of competitiveness.

i) Thereport is submitted to government as an advisory document. The

only required report isthe Annua Competitiveness Challenge Report.

Generdly, the NCC is respongble for managing and directing it's own work
program athough periodicaly, they are asked to undertake specific activities
defined by the Prime Minigter or the Deputy Prime Minigter.
Analytica support is provided by Forfas.

D. APPROPRIATIONS

1)

2)

Budgeted through Forfés on an as needed basis according to report
requirements.

Typicaly the budget required to support the NCC has cost roughly $100-
220,000 US dollars (£100-200,000 Irish)

E. FINDINGSRECOMMENDATIONS

1)
2)
3)

4)
5)

6)

7)
8)

9)

Deepen socid partnerships through sectora and enterprise-level agreements
addressing sectoral and enterprise-leve issues.

Secure continued strong growth in take-home pay through increasesin gross
pay, profit sharing and agreement on continued tax burden reductions.
Accelerated planning and actions towards the achievement of the Kyoto
regrictions.

Boog the extent and qudity of company training programs.

Ensure equal access to employment for women with children and ensure the
provision of comprehensive and affordable childcare.

Design acomprehensive and proactive immigration policy to address
pervasive skill and labor shortages.

Improve the provison of adult education and training programs.

Control growth in public expenditure, prudent tax policy and gtrict adherence
to the provisons of the Growth and Stability Act.

Adopt medium-term targets for more equitable and sustainable distribution of
taxes, epecidly on payroll and property/capita taxes. Assesstheimpact of
the introduction of an environmentd tax.
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10) Improve cost competitiveness of energy prices as compared to internationd
competitors.

11) Improve the level of competition in the provision of finance to SMEs.

12) Introduce a compensation board/arbitration system as an dternative to
expensve and cumbersome court proceedings in order to reduce insurance
ligbility cogts.

13) Promote improved service quality of public trangportation.

14) Promote more efficient use of existing infrastructure capacity such as road
pricing in heavily congested aress.

15) Enact key planning provisons of the Planning and Development Bill 1999 by
Summer 2000.

16) Maintain drict adherence to the two-year timeframe set for the design of the
Nationa Spatid Strategy.

17) Egtablish an executive overarching body responsible to the government for
planning and effective implementation of trangport improvements in Dublin.

18) Identify priority projectsin transportation infrastructure under NDP and
establish them as primary objectives for the relevant Operationa Programs.

19) Appoint asmdl number of senior program managers with power and
respongbility for delivery of priority projects.

20) Allow compstition by an internationa consortium on large-scde nationd
transportation infrastructure projects.

21) Indtitute an affordable Housing Strategy as a matter of urgency.

22) Ensure price competitiveness from telecommunications operators. Empower
the Office of the Director of Telecommunications to exercise regulaory
power.

23) Give priority to implementation plansin the regiona broadband network.

24) Support provision of awholly eectronic interface with the enterprise sector
and the generd public.

25) Ensure protection of intellectua property through a legidative and regulatory
framework.

26) Support the legal and regulatory framework to enable secure and certain
electronic transactions.

27) Develop a congstent and comprehensive legidative and policy framework for
regulation in the economy.

28) Ensure that the structures and mechanisms for the delivery of the Research,
Technologica, Development and Innovation (RDTI) investment work
effectively to resolve existing weskness.

29) Invest in RDTI under the NDP.

30) Strengthen entrepreneuria capacity in financing of technologically advanced
firm.

31) Upgrade the quality of information available to dients on the resultsivalue-
added of public service providers. Create a government website to
disseminate this informetion.
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ANNEX 2:

COMPETITIVENESS POLICY COUNCIL (CPC) (UNITED STATES)’

A.

1)

2)

ESTABLISHMENT/PURPOSE

Established by the Omnibus Trade and Competitiveness Act of 1988 as the

“Compstitiveness Policy Council” as a bipartisan advisory committee under

the Federal Advisory Committee Act (SUSC App.)

Purpose: To develop long-range strategy recommendations for promoting

internationa competitiveness of US Indudtries.

a) Anayze information regarding competitiveness of US business and trade
policy;

b) Create aforum of nationd leaders through which it can identify economic
problems inhibiting US competitiveness; and

c) Deveop long-term strategies to address problems.

MEMBERSHIP

1)

2)

3)
4)
5)
6)

7)

Twelve (12) Members
a) Four (4) appointed by President:
() 1 nationa leader with busness experience;
(i) 1 national leader with labor experience;
(iii) 1 nationa leader with public interest experience; and
(iv) 1 head of afederd department or agency.
b) Four (4) appointed by the Mgority and Minority leaders of the Senate:
() 1 nationa leader with business experience;
(i) 1 national leader with labor experience;
(i11) 1 national leader with academic experience; and
(iv) 1 representative of state or loca government.
c) Four (4) appointed by the Speaker of the House and the Minority leader of
the House:
() 1 nationa leader with business experience;
(i) 1 national leader with labor experience;
(1i1) 1 nationd leader with academic experience; and
(iv) 1 representative of state or local government.
Federd officids may participate as ex officio (non-voting) members as
requested by the Council.
No more than 6 members shdl be of the same politicd party.
Vacancies are filled in same manner as origind gppointment.
Members are only removed for mafeasance in office.
Cannot smultaneoudly serve as an agent for aforeign principa or lobbyist for
aforeign entity.
Seven (7) members equal a quorum.
a) Alternates must be named by members unable to attend meetings.

" Sources: (1) 15 USC Chapter 74: Competitiveness Policy Council. (2) Competitiveness Policy
Council. A Competitiveness Strategy for America: Second Report to the President and Congress.
Washington, DC: 1993.
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b) Alternates do not carry voting ability.
8) Chairperson of the Council is eected by 2/3-mgority vote.
9) Poalicy actions are taken upon a 2/3-mgjority vote.
10) Executive Director:

a) Appointed by the Council asafull time staff member.
11) Generd Supporting Staff:

a) Appointed by Executive Director as full time employees.

C. DUTIES

1) Deveop recommendations for nationa strategies on competitiveness

2) Create forum to address problems facing the economic competieivness of the
us.

3) Evduate federd palicies, regulations, and unclassfied internationd
agreements on trade, science and technology that affect the economic
competitiveness of the US.

4) Provide policy recommendations to Congress, the President and Federal
departments on specific issues related to US economic competitiveness.

5) Identify state and local government programs (including joint ventures
between corporations and universities) devised to enhance competitiveness.

6) Edablish subcouncils of public and private leaders to develop
recommendations on specific topics.

7) Report findings and recommendations on long-term drategies to the President
and Congress.

D. REPORTING

1) The Council must submit an annud report to the President, Senate
Governmentd Affairs Committee, and appropriate committees of the House
and Senate by March 1%,

a) Thereport should st forth the goals to achieve US competitiveness,
policies to meet such gods, summary of existing policies affecting US
competitiveness and asummary of sgnificant economic and technologica
developments that affect US competitiveness.

2) The Council should consult with each committee to which the report is
submitted, that committee then reports to its respective Congressiona house, a
report on the recommendations of the committee with respect to the findings
of the Coundil.

E. APPROPRIATIONS
1) The Council is authorized to be appropriated for each fiscd year, such sumsas
are necessary not to exceed five million dollars ($5 million) to carry out the
provisons of the establishing act.
F. FINDINGS

1) National Goals
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a) Increase nationd productivity growth—from less than 1 percent to 2
percent annually.

b) Increase nationa investment by 4 to 6 percent of GDP.

¢) Finance new investment through increased domestic savings.

2) Education
a) Give students astake in high performance by making school records count
for college and employers.
b) Develop content and performance standards for students.
c) Deveop assessments that measure student achievement, not ability or test-
taking skills.
d) Give schoolsthe flexibility, expertise and resources needed to achieve
Nationa Educeation Goals.
€) Hold teachers and schools accountable for performance.
3) Training
a) Encouragefirmsto increase training through grants, tax credits, or payroll
requirements.
b) Improve the school-to-work trangition through service programs,
apprenticeships and skills standards.
c) Easethe adjustment burden on didocated workers.
d) Provide one-stop shopping for training needs.
4) Technology
a) Enact anew innovation and commercidization tax credit.
b) Redirect government spending to civilian and dua-use research and
development (R&D).
c) Expand federa support to cooperative projects with private industry.
5) Corporate Governance and Financial Markets
a) Board of Directors and indtitutiona investors must provide more active,
on-going monitoring of corporate performance.
b) Companies should prepare periodic andyses of non-finencid measures of
ther long-term performance prospects.
6) Trade Poalicy
a) Deveop growth strategy with our G-7 partners.
b) Seek agreement in the G-7 to restore reference ranges from 1987-1988.
c) Negotiate opening of foreign markets to American products.
d) Sharply increase the quaity and quantity of US export credits.
€) Consolidate and double US export promotion efforts.
f) Reduce or diminate export disncentives that block billions of dollars of
foreign sales by American companies.
7) Private Investment
a) Inditute a permanent equipment tax credit.
b) Authorize industry consortiafor joint production.
¢) Allow more rapid depreciation allowances.
d) Modify regulationsto remove incentives to invest abroad.
8) Infrastructure
a) Deveop anintermodd strategy keyed to exports.
b) Reform the nationsair traffic control system.
¢) Improve efficiency and aggressvely maintain surface trangportation.
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d) Create abipartisan Nationd Infrastructure Commission.

e) Edablish acapita budget for the federal government.

f) Unify thefederd role in tdecommunications policy and end the current
regulatory gridlock.

G. FUTURE WORK:

1) Cgpitd Allocation;
2) Hedthcare

3) Tort Reform;

4) Services Productivity;
5) Banking Reform;

6) Energy Policy; and
7) Antitrust Policy.
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ANNEX 3:
COMMITTEE ON SINGAPORE’S COMPETITIVENESS (CSC)
(SINGAPORE)?®

A. ESTABLISHMENT/PURPOSE

1) Egablished in May 1997 through a directive by the President of Singapore to
the Ministry of Trade and Industry to study Singapore’ s competitiveness over
the next ten (10) years.

2) The purpose of the CSC became even more prominent in light of the Adan
financid crigs and hence many of the strategies are concerned with
strengthening external markets to protect againgt further crises.

B. MEMBERSHIP

1) Primary Membership
a) Board of fifteen (15) members representing government ministry leaders,
private sector leaders, banking ingtitution representatives and trade union
representatives.
2) Resource Persons
a) Public sector representatives from various ministries and nationa
development boards.
b) Academic representatives from Nayang Technologica College, Singapore
Management University, the National University of Singapore, the
Ingtitute of Southeast Asian Studies and the Indtitute of Policy Studies.

C. DUTIES

1) “To assess Singapore’ s economic competitiveness over the next ten (10) years,
taking into congderation globd trends and the development of existing and
emerging competition.”

2) “Toidentify problem areas and propose strategies and policieswith aview to
maintaining and srengthening Singapore s competitive postioning.”

3) Additiondly, five subcommittees were formed from the CSC main committee
to undertake detailed reviews of the manufacturing, finance and banking, hub
services, domestic business and manpower and productivity sectors.

D. REPORTING
1) In October 1998, the CSC submitted its report on the state of Singapore's

competitiveness with specific recommendations on the strategies necessary to
effectively enhance Singapore' s competitiveness.

8 Source: Committee on Singapore' s Competitiveness. Committee on Singapore’ s Competitiveness
Report. Singapore: 1998.
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E. APPROPRIATIONS

1)

I nformation not available.

F. FINDINGS

1)

2)

3)
4)
5)
6)
7)

8)

“Manufacturing and services should be promoted as the twin engines of

growth for the Singapore economy.”

a) Pogtion Singapore as a base for the manufacturing of high vaue-added
products and provide manufacturing related services to companiesin
Singapore and the region.

Strengthen participation in externa markets by incorporating “a globd

dimengion to dlow diversfication so that growth is maintained even if one

region iswesk.”

Build world- class companies with core competitiveness to compete effectively

in the globa economy.

Strengthen the base of smdl and medium loca enterprises.

“Deveop aworld-class workforce with outstanding capabilities.”

Develop science, technology and innovation capabilitiesto enable exiding

industry and business clusters to upgrade to higher innovative and

technologicd content.”

Optimize resource management through supply promotion and efficient usage

of resources.

Support and facilitate the private sector through government provision of

sound economic policies and a regulatory environment conducive to business.
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ANNEX 4:
HONG KONG PRODUCTIVITY COUNCIL (HKPC) (HONG KONG)®

A. ESTABLISHMENT/PURPOSE

1) Esablished by statute in 1967 to promote increased productivity and the use of
more efficient methods throughout Hong Kong' s business sectors.

B. MEMBERSHIP

1) A multi-disciplinary organization governed by a Council comprisng a
Chairman and 22 Members.

2) Membership represents managerid, labour, academic and professiona
interests as well as anumber of government departments concerned with
productivity issues.

C. DUTIES

1) To promote productivity excelence through the provison of professiond
sarvices to achieve amore effective utilisation of available resources and to
enhance the value-added content of products and services.

2) Toincrease efficiency and competitiveness, thereby contributing to raisng the
standard of living of the people of Hong Kong.

3) To provide adiverse range of servicesin product development, consultancy,
training and technology trandfer, to clients across dl industrid and
commercid sectors through various subsector groups among which are the
sectors of innovation process and automation, environment and product
innovation, information technology and services, and services and business,

D. REPORTING
1) Information not yet available.
E. APPROPRIATIONS

1) The HKPC is supported by fee income from its services and a government
subvention in balance.

F. FINDINGS
1) The HKPC has made many achievementsin the areas of commercid research

and development, services support, industrial support and innovation and
technology.

® Source: www.hkpc.org
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ANNEX 5:
NATIONAL PRODUCTIVITY COUNCIL (NPCM) (MALAYSIA)™°

A. ESTABLISHMENT/PURPOSE

1)

Established by Act 408—Nationd Productivity Council Incorporation Act
1966 (revised in 1989) as a corporate body under the guidance of the
Government of Maaysia. Since 1966, various Amendments (1991 and 1995)
have been passed to update and further the bylaws that govern the

management of the Council.

B. MEMBERSHIP

1)

2)
3)
4)
5
6)
7)

8)

Twenty (20) tota members

a) Charman;

b) Director of the Nationd Productivity Centre;

C) A representative of the Ministry of Trade and Industry;

d) A representative of the Economic Planning Unit of the Prime Miniger’'s
Department;

€) A representative of the Minigtry of Labour;

f) A representative of the Treasury;

0 A representative of the Ministry of Agriculture;

h) A representative of an inditution of higher learning; and

i) Not more than twelve (12) members, of whom not more than seven (7)
shdl represent ingtitutions of commerce, manufacturing indudtries,
indudtrid financing, industrid development, management, labour and
employers.

Members are gppointed by the Minigter in charge of industrial development

(known asthe “Minigter™).

The term of a Council member shdl not exceed three (3) years at any one

time.

Members are eigible for regppointment.

Quorum equas nine members.

Questions are determined by a smple mgjority vote. In casesof atie, the

Chairman or other member acting as Chairman shal have a casting vote.

The Council may employ and pay agents and technica advisersto transact any

business or to do any act required for the execution of its duties.

The Minigter may from time to time establish one or more consultative panels.

The panel shdl consg of:

a) Atleast three (3) but no more than seven (7) members of the public sector;

b) At least three (3) but no more than ten (10) members of the private sector;

c) Atleast one (1) but no more than five (5) members from an inditution of
higher learning;

d) Atleast one (1) but no more than five (5) members from associations
representing employees.

10 Source: www.ilo.org. Laws of Malaysia. Act 408 National Productivity Council (Incorporation) Act
1966 (revised 1989).
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C. DUTIES

1) From Incorporation Act of 1966: The Council shdl establish and maintain a
centre known as the National Productivity Centre. The objectives of the
Council were Amended in 1991 to the following:

a)
b)
c)
d)
€)

f)

o)
h)
i)
j)
K)

Lead in the promotion and dissemination of productivity related
information and issues.

Establish an information and reference centre for productivity indices for
the country and for management systems and case studies.

Generate locad expertisein the field of productivity, qudity, management
and entrepreneurship.

Enhance the development of human resources both at the supervisory and
management levels in the country.

Advise on and coordinate the implementation of programmes and
activities related to productivity and quality.

Assess and certify supervisory and management training programmes,
entrepreneurship programmes, and productivity and quaity management
programmes conducted by the private sector.

Conduct training or other programmes relating to productivity, quality,
management and entrepreneurship.

Provide consultancy services relating to productivity, quality, management
and entrepreneurship.

Collect, produce, and publish information on productivity, quadlity,
management, entrepreneurship and other related subject matters.

Carry on business undertakings for the purpose of discharge of its
functions under this Act with the gpprova of the Minigter.

Do dl such matters and things as may be incidentd to or consequentid
upon the discharge of its functions under this Act.

D. REPORTING

1) The Council mugt report annudly to the Minigter in charge of indudtrid
development on the progress and problems of raising productivity in
commerce and industry in the country. The report must so make
recommendations on the manner in which such problems should be resolved.

E. APPROPRIATIONS

1) The Council may borrow, with gpprova from the Minister of Finance, such
funds as are necessary to carry out any of its functions under this Act.

2) The Council may charge fees as it deemsfit for training courses, lectures,
consultations, investigations or other services provided or carried out by the
Centre.

3) For the purpose of the Act, there is established a National Productivity Fund
whichis controlled by the Council and includes:

a)
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b) Sumsborrowed by the Council for the purpose of meeting any of its
obligations or discharging of its duties.

F. FINDINGS

1) Information not yet available.
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