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About the MDF

The Mediterranean Development Forum (MDF) partnership, which began in 1997,
comprises Middle East and North Africa (MENA) region think tanks, the United
Nations Development Programme, and the World Bank Institute. The partnership
is dedicated to empowering civil society to participate in shaping public policy,
making a contribution to the policy debate in key areas of regional interest, im-
proving the quantity and quality of research on economic and social policy issues,
and creating vibrant networks of development actors in the region. The partner-
ship promotes activities supporting policy dialogue culminating in a Forum held
approximately every two years: MDF1 in May 1997, MDF2 in September 1998,
MDF3 in March 2000, and MDF4 scheduled for April 2002.

A crucial component of the MDF partnership is the Forum because it provides
a rare opportunity for top-notch MENA experts, high-level government officials,
and civil society representatives to meet and engage in a dialogue to help shape the
region’s development agenda. The significance of this opportunity to exchange
ideas is reflected in the speech of World Bank President James D. Wolfensohn
during MDF2: “Peace and opportunity and economic advantage to the broadest
number of people comes with the sharing of knowledge, it comes with the sharing
of experience, and it comes with a human commitment to make the lives of all of
our people better and to give our children the opportunities that they deserve.”

MDF1, MDF2, and MDF3 have already played a unique role in the region by
providing a venue for open debate on new and cutting-edge issues and by break-
ing down national and country barriers through participant dialogue during the
Forum. In addition, MDF has facilitated the publication of a number of books on
issues discussed during the Forum and the creation and support of networks.
MDF4 aims to increasingly focus on impact through MDF follow-up activities
and networks.
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Foreword

Providing employment to a young and growing population is the major challenge
faced by countries in the MENA region. Everywhere in the world, it is small firms
that contribute most to job creation. Their ability to thrive and generate jobs is a
function of the environment in which they operate and their capacity to deal with
continuous change and build assets for the future. Hence firm competitiveness is
high on the development agenda. In today’s global environment, firms rather than
nations have become the engine of growth, and competitiveness is the key for firms
to survive.

On behalf of the Mediterranean Development Forum (MDF) partnership of 10
Middle East and North Africa (MENA) region think tanks, the World Bank, and
the United Nations Development Programme, it is my pleasure to present the third
book of the MDF publication series. This volume, titled Globalization and Firm
Competitiveness in the Middle East and North Africa Region, is based on papers
presented during the workshop on firm competitiveness held during the MDF3
conference in Cairo, Egypt, on March 5-8, 2000.

This book is devoted to the challenging environment in which firms operate, the
tremendous opportunities globalization offers along with the risks it entails, and the
partnerships required to build firm competitiveness in the MENA region. The clear
message is that firms themselves, governments, business associations, think tanks,
media, and universities all have a role to play in building firm competitiveness.

The MDF series hopes to capture some of the innovative and cutting-edge
development issues being debated by over 500 of the region’s most influential think-
ers and practitioners ranging from high-level government officials and think tank

Xi
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representatives to private sector leaders, academics, and those in civil society. The
series is based on papers presented during conferences organized by the MDF part-
nership approximately every two years: MDF1 in May 1997, MDF2 in September
1998, and MDF3 in March 2000. Following MDF2, books on public-private part-
nerships and trade and globalization were published. MDF4 will build on the wis-
dom of the previous conferences and highlight an emerging paradigm, the Nexus
of Knowledge for Development and Competitiveness, and its importance for ac-
celerating growth and reducing poverty.

We would like to express our thanks to Samiha Fawzy of the Egyptian Center
for Economic Studies (ECES), as well as the authors who provided us with a
unique perspective on firm competitiveness in the region. We hope that the papers
presented herein contribute to the ongoing debate on the development opportuni-
ties and challenges facing the countries of the Middle East and North Africa.

Jean Louis Sarbib
Vice President
Middle East and North Africa Region, World Bank



Preface

In a world of 5.7 billion people, we at the Bank deal with 3 billion people who live
under $2 a day and a billion 300 million people who live under $1 a day. A billion
and a half of those people don’t have clean water, and in this region of the world,
you know full well the impact of not having clean water, an impact on the lives of
families, an impact on the opportunities for women and girls, a destructive impact
on the lives of our people. We are concerned with the issues of health and we are
concerned with the issues of education. We have concluded in our institution that
we cannot do this alone, and we have come to a . . . partnership around the world.

We’ve also learned that it’s necessary in order to have growth, which is a
prerequisite to human development, that we must be partners with business, with
the private sector. Not just the private sector internationally, although that has
grown enormously. To give you an idea, seven years ago, foreign investment in
developing countries was $30 billion a year, and the loans from institutions like
the World Bank were $60 billion a year, which means that the official institutions
were twice the size. Today, the official institutions are around $45 billion and the
private sector overseas investment is $260 billion. So from being half the size, it’s
now five to six times the size, and for every dollar invested from overseas, four or
five dollars are invested locally. So the private sector is not a gloss, it’s not an
institutional group that we can forget, it’s a group that is central to the activities of
development.

—Remarks by James D. Wolfensohn, President, The World Bank Group, at the

Opening Ceremony of the Second Mediterranean Development Forum, Marrakech,
Morocco, September 3, 1998
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CHAPTER 1

Overview

Samiha Fawzy

Globalization has increased competitive pressures on firms. Together with rapid
technological change it has altered the environment in which firms operate. While
globalization offers unprecedented opportunities for firms that act successfully, it
heightens the foregone costs for firms that lag behind; those lagging firms thus risk
becoming marginalized. The bottom line is that, in an open and liberalized world,
increasing firm competitiveness has become a major challenge.

This challenge has recently attracted a great deal of concern in both industrial
and developing countries, a concern that is debated at the firm level, in policymaking
circles, and in the media. Parties to this debate have centered their discussions on
crucial issues related to firm competitiveness, such as: What is meant by competi-
tiveness? Why is it critical at this time? What are the rules and prerequisites to
achieve competitiveness? What are the different roles of governments, firms, and
other key actors in building firm efficiency?

The debate shows that while everyone seems to understand intuitively what
competitiveness means, it does not have a universally accepted definition. Some
economists define competitiveness as “the combination of favorable trade perfor-
mance.” The most popular definition is the one given by Laura D’ Andrea Tyson:
“Competitiveness is the ability to produce goods and services that meet the test of
international competition, while the citizens enjoy a standard of living that is both
rising and sustainable” (Tyson 1993). The Organisation for Economic Co-opera-
tion and Development (OECD) also offers a definition along the same lines: “Com-
petitiveness should be understood as the ability of companies, industries, regions,
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nations and supranational regions to generate, while being and remaining exposed
to international competition, relatively high factor income and factor employment
levels on a sustainable basis” (OECD 1998). Others, like Krugman (1994), argue
that competitiveness is nothing but a different way of saying “productivity,” taking
into account the rate of growth of one firm relative to others. Despite this ambigu-
ity, it is clear that competitiveness matters. As Reinert (1995) said, “Although
often misused and mostly ill defined, the term competitiveness properly used does
describe an important feature in the world economy.”

Some participants to the debate agree that while the terminology comes from
the business literature, where it has a clear meaning, transferring the concept to a
whole economy, or even to one sector, is not straightforward (Lall 1999). For ex-
ample, Krugman confirms that this term is applicable only to firms and not to
countries. Countries do not compete with each other the way corporations do.
First, when a company is more competitive than its rivals, it tends to gain at their
expense. However, when a country does well in the international markets, its suc-
cess is not necessarily at the expense of other countries. International trade is not
a zero-sum game. When firms are noncompetitive, they go out of business and
disappear, while countries, obviously, do not (Krugman 1994).

Despite these different interpretations, there is a growing consensus about the
importance of firm competitiveness. The argument is that firms, not nations, are
the agents of growth—firms, not nations, shape the global economic order. In a
global world, a world “without borders,” competitiveness has become the key to
firm survival.

The discussions have also helped to identify new global rules for business: In
today’s race for efficiency, firms cannot acquire a competitive edge through pric-
ing alone. To be successful they must also demonstrate a strong commitment to
quality, flexibility, design, reliability, accessibility, and networking. Furthermore,
competitiveness increasingly depends on the way firms combine technology, mana-
gerial entrepreneurship, employee skills, business organization, and software to
service markets and to interact with customers and suppliers (OECD 1998). In
addition, competitiveness depends on the extent to which firms adopt the interna-
tional standards for corporate governance.

Finally, the debate also reveals that firm competitiveness has become a na-
tional concern, which requires concerted efforts from different actors in the economy.
Although firms’ economic strengths and successes are primarily determined by
their internal management, the characteristics of the national business environ-
ment can substantially influence, both positively and negatively, firms’ abilities to
compete. The debate has also made clear the crucial role that other key actors in the
society (including business associations, think tanks, universities, and the media)
have to play in building the competitiveness of firms.

In the Middle East and North Africa (MENA) region, competitiveness has yet
to take center stage. Evidence indicates that firms have not restructured their busi-
nesses in ways that enable them to deal with the new challenges. Many firms in
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MENA continue to be dominated by individuals, they lack good corporate gover-
nance, they compete based on price alone, and they lack up-to-date managerial and
technological resources. Recent competitiveness indicators show that MENA ex-
porters have not made significant progress to better position themselves in the
global market (Madani and Page 2000). Briefly, this is the overall challenge now
facing firms in the MENA region.

This volume discusses the competitiveness of firms in MENA. It addresses
key issues for the future of the region, including: What are the real challenges
facing firms’ operations and efficiency? Can MENA firms compete in global mar-
kets? Which are the key institutional constraints that they face? What are the stan-
dards of good corporate behavior that they should follow? How can small- and
medium-size enterprises (SMEs) play a more effective role as an engine of growth
in the region? What are the reasons behind the observed gap between the actual
and potential performance of the tourism sector in MENA? How can MENA’s
potential in this sector be achieved? Finally, how can governments, firms, business
associations, the media, think tanks, and universities participate in building firm
competitiveness in the MENA region?

The remainder of this chapter provides an overview of this volume and con-
cludes by offering a number of broad conclusions inspired from the chapters
themselves.

Overview of the Volume

This volume contains a set of interesting papers, presented as chapters, which
provide a thorough analysis of firm competitiveness from different perspectives, as
well as insightful information on the MENA region. It is organized into four parts,
each of which will discuss a different issue related to firm competitiveness. These
four parts are global rules for business; the regional business environment; corpo-
rate governance; and a final part on two important sectors in most MENA coun-
tries: the SME and tourism sectors.

Part I: Global Rules for Business
While rapid changes in the global economic environment have brought new oppor-
tunities for firms in the MENA region, they have also generated risks. Multina-
tionals are ready to face these challenges and to grasp opportunities, but the situation
is different for small firms in less developed countries. In part I two chapters ad-
dress the following questions: What are the most important changes shaping the
global economic order? What are their implications for MENA firms? How can
firms cope with these changes? Do SMEs in MENA have a chance for survival?
How can they best survive? Finally, how can MENA governments help to ensure
survival of their SMEs?

In chapter two Dorsati Madani and John Page offer a comprehensive overview
of the global challenges and opportunities for firms in MENA, and discuss how
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firms can meet these challenges. They argue that the implementation of the Uru-
guay Round and the aftermath of the Seattle meeting in 1999, as well as the Europe-
Mediterranean (Euro-Med) agreements and other regional agreements—such as
The Arab Free Trade Area and the Gulf Cooperation Council—will affect market
access and import competition across a wide range of manufacturing, agricultural,
and services sectors. The liberalization of trade under the auspices of the World
Trade Organization has provided the basis for what they call the “rule of law” in
international trade. Although the Seattle meeting failed to launch a new agenda of
negotiations, Madani and Page suggest that MENA firms can benefit from further
liberalization through the “built-in agenda” on agriculture and services.

The Euro-Med free trade area is expected to generate significant long-term
economic benefits for the region, but it will also involve transitional costs. Several
studies estimate the effects of these agreements on MENA countries. All show that
free trade agreements (FTAs) between MENA countries and the European Union
will generate welfare gains to these countries, albeit at different scales. The size of
these gains depends on the efforts made by MENA governments and firms to pre-
pare themselves to cope with trade liberalization. Governments should work on
improving the institutional set-up, especially on trade-related infrastructure, and
on improving the business environment in general. Firms should immediately start
by internal restructuring, to avoid falling into the trap of transitional periods al-
lowed in regional agreements. Industrial restructuring will require changes in prod-
ucts, standards, and business lines.

In chapter 3 Taieb Hafsi starts by discussing the concept of globalization, then
deals more specifically with the situation of small firms in less developed coun-
tries. He argues that globalization is a new version of an old game. In the past,
firms such as Exxon could not consider its market as anything but international.
Globalization does not refer to the decision of a firm to go abroad—rather, it is the
willingness of all firms to enter each other’s markets. This means that even when a
firm does not go abroad to do its business, it must anticipate that others, from all
over the world, will come and challenge it on its own territory.

Hafsi also distinguishes differences among the globalization of national mar-
kets, of industries, and of firms. He argues that markets are global if they are open
enough to international competition. As for the globalization of industries, he main-
tains that it occurs when firms attempt to relate their activities across countries in
order to achieve a competitive advantage, while the globalization of a firm relates
to the decomposition of its value chain and its dispersion around the world. Hafsi
concludes that a global strategy does not exist. Rather, it is a strategy that accounts
for the globalization of one or several markets, or the globalization of an industry,
or the globalization of the firm. In light of this distinction, he discusses the role of
both firms and governments.

Hafsi argues that understanding laws and regulations in target markets is nec-
essary to improve the competitive position of firms. Globalization certainly gives
more opportunities for larger firms, yet it concurrently creates numerous chances
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for smaller firms, while leaving unattended and unsatisfied market segments in all
industries. Therefore, smaller firms have to use their flexibility to respond better
to the more neglected markets. Globalization also generates new threats for these
firms, which intensifies the need for designing appropriate strategies. He argues
that free competition does not exist, and that the role of governments is indispens-
able. Governments create the enabling conditions that lead firms to implement
their goals without implicitly directing them to do so. Governments can help by
providing market and consumer needs studies, making information available, and
by facilitating alliances for smaller competitors. Hafsi concludes by emphasizing
that governments should pay more attention to small firms.

Part II: The Business Environment in the MENA Region

With globalization, the distinction between international and domestic policies
becomes less relevant. As a result, sound domestic business environments acquire
a fundamental importance. It is critically important to know which domestic poli-
cies to adopt in order to cope with the realities of change. To this end, part II starts
by indicating how the business environment in MENA compares globally, and
highlights the institutions that most impede firms’ competitiveness in the region. It
also presents best practices in dispute-resolution mechanisms, which is known as
one of the most severe institutional constraints in MENA.

In chapter 4 Andrew H. W. Stone provides a detailed analysis of the business
environment in the MENA region. Based on survey results and on international
competitiveness indicators, the author shows that the region compares poorly with
international standards, with respect to enterprise impediments. Although the busi-
ness environment surveys highlight considerable similarities and differences among
MENA countries, some regional features are clear. The most obvious are weak-
ness between government and the private sector, fear of instability of economic
policies, high red-tape costs, and high tax levels and cumbersome tax regulations.
Finally, the author suggests a substantive policy agenda that places a priority on
the following reforms:

e Improving policy stability
e Enhancing transparency and accountability

e Reducing the size of the state

e Eliminating transaction costs, especially those arising from tax adminis-
tration and customs

e Revising inadequate conflict-resolution procedures.
Jeffrey B. Nugent, in chapter 5, deals specifically with dispute resolution im-

pediments in the region and their implication for firm competitiveness. While the
chapter focuses on MENA countries, it also draws on the experiences of some
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Latin American, Eastern European, and East Asian countries. Based on this inter-
national experience, he offers three approaches for reforming and improving con-
flict resolutions: legal reform, judicial reform, and alternative dispute resolutions
(ADRs). The first two deal with the existing formal system, while ADRs introduce
new approaches to reform. Nugent concludes that since each approach has its own
advantages and disadvantages, each country should carefully consider the benefits
of each approach relative to its own conditions before choosing a reform strategy.

Part IlI: Corporate Governance

Both firms and countries increasingly recognize that good corporate governance is
important for broad economic progress. With globalization, firms must tap domes-
tic and international capital markets to satisfy their financial needs. Increasingly,
financiers not only base their decisions on a company’s outlook but also on its
reputation and governance structure. Part III of the volume deals with some criti-
cal issues related to corporate governance, such as: How can we achieve sound
corporate governance? What are its prerequisites? How can we learn from best
international practices in corporate governance?

Despite the fact that corporate governance and its analytical tools are still
emerging, Magdi R. Iskander and Nadereh Chamlou provide, in chapter 6, a
comprehensive framework to identify the major determinants of good corporate
governance structures. According to Iskander and Chamlou, it is the interplay
between internal incentives and external forces that governs the behavior of the
firm, its performance, and its value. Internal incentives (which define the rela-
tionships among key players in the corporation) can be viewed as a set of ar-
rangements internal to the corporation that define the relationships between
managers and shareholders. The role of external forces (notably policy, legal,
regulatory, and market competition) is to provide firms with the discipline to
minimize the difference between private and social returns, and to protect the
interests of stakeholders. Iskander and Chamlou suggest an ambitious agenda for
reforming corporate governance in developing countries based on a combination
of regulatory and voluntary private actions.

In chapter 7 John D. Sullivan complements the work of Iskander. He first
explains how societies benefit from a strong system of corporate governance, then
he summarizes the corporate governance principles adopted by the OECD, and
gives examples of good corporate governance practices and models. The value of
his chapter lies in the fact that Sullivan goes beyond the economics of corporate
governance to discuss its political dimensions. Corporate governance is not only a
prerequisite for economic development and growth, but also of importance to demo-
cratic development, especially the rule of law. Sullivan provides an explanation of
the slow process of corporate governance reform in developing countries. He notes
that although corporate governance ultimately depends on public-private coopera-
tion, the private sector in countries with protected markets and a large state sector
tends to put off reforms until privatization and other public reform take place.
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Sullivan concludes by indicating in a precise way the role of policy research cen-
ters, national business associations, and civil society organizations that work to-
gether to design corporate governance systems in a country’s best interests.

Part 1V: Sectoral Applications

SMEs and tourism have great potential for growth in the MENA countries—but
their growth has been modest. Part IV of this volume investigates how SMEs and
tourism can live up to their potential.

Through chapters 8, 9, and 10, Sanjay Lall; Antoine Mansour; and Mahmoud
A. El-Gamal, Nihal El-Megharbel, and Hulusi Inanoglu discuss how SMEs can
play a more dynamic role in enhancing economic growth and improving welfare in
the region.

In chapter 8 Lall shows that most SMEs in industrial and developing coun-
tries face three sets of problems. The first set is inherent in being small, the
second is a reflection of distortions in the markets and institutions, and the third
is caused by policy intervention. Drawing on the experience of industrial and
newly industrialized countries in providing support systems for SMEs, he con-
cludes that while conducive business environments and private support mecha-
nisms are necessary conditions for SME promotion, they are not sufficient.
Proactive policies are also needed, including those that will make SMEs aware
of the challenges they face. Equally important is to help SMEs prepare to meet
the challenges by understanding their strengths and weaknesses and by provid-
ing the inputs that they need in order to upgrade. Experience also suggests that
the best way to help SMEs is by combining support in an attractive package,
rather than by delivering support piecemeal.

After giving an overview of the relative importance, characteristics, and main
problems of SMEs in MENA, Mansour, in chapter 9, focuses on assessing the
existing schemes for supporting SMEs, which he judges to be ineffective. Conse-
quently, he offers a set of recommendations to enhance the role that SMEs play in
enhancing economic growth by following the approach of clustering and network-
ing. According to the author, benefits from clustering derive from external econo-
mies, while networking improves firms’ competitiveness as it prepares them for
globalization through opening up new markets for new products. Mansour also
stresses the importance of specialization and sector-specific support programs. Fi-
nally, he suggests that business support programs must be demand-driven, respond-
ing to real needs, in order to be more effective.

In chapter 10 El-Gamal, El-Megharbel, and Inanoglu deal with the issue of
financing and offer fresh insights. They argue that SMEs should not be dealt with
as one homogeneous group. Rather, we need to distinguish between SMEs in tra-
ditional production areas, SMEs in emerging market niches, and SMEs in avant-
garde (high technology) industries. Although the three groups of SMEs share some
common characteristics, there are fundamental differences among them, which
render certain alternative sources of financing appropriate for some but not for
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others. El-Gamal, El-Megharbel, and Inanoglu argue that the best vehicle for funding
traditional SMEs is group lending through conventional banks and nongovern-
mental organizations. For market niche-seeking SMEs they suggest that lease—
and lease purchase—financing can be a very successful source of funding. The
ideal financing method for the avant-garde SMEs is venture capital financing. The
preceding taxonomy of SME types and appropriate financing methods reflects the
main message that El-Gamal, El-Megharbel, and Inanoglu deliver. The authors
suggest that the government role in financing SMEs should be less direct than it
seems in the MENA region. This implies that governments should concentrate
more on creating an enabling environment for private financial institutions to take
the lead.

With the view of exploiting the productivity of firms operating in the tourism
activity in MENA, Sahar Tohamy, in chapter 11, starts by analyzing the mismatch
between the potential and actual revenues of the tourism sector in MENA (and the
modest competitive position of the region in the world market for tourism), its
strengths, and its weaknesses. Recognizing that increasing the competitiveness of
tourism needs a host of short- and long-run reforms, Tohamy selects two main
reform areas for further discussion: marketing and human resource development.
The reasons behind this selection are twofold: first, these areas need constant ef-
forts for reform to succeed, given the increasingly contested international tourism
market; second, initiatives in these areas are likely to produce short- to medium-
term results. The author concludes by highlighting some areas for reform includ-
ing information; marketing research and surveys; promotion campaigns, fairs, and
training; and skills up-grading programs.

Conclusions

Three broad conclusions can be drawn from this volume. First, firms in the MENA
region have no other choice than to join the race of competitiveness. Any other
alternative would be extremely costly. The MENA region has the resources and
means to join this race, and to play a more effective role on the global scene.
Whether the future will be “good” or “bad” depends on how shrewdly firm com-
petitiveness is enhanced. Second, meeting this challenge is a shared responsibility
on the part of firms, the government, and other actors, such as business associa-
tions, think tanks, universities, and the media.

The Role of Firms

Firms must improve their ability to deal with continuous change and to build as-
sets for the future. Firms need to work on building competitive edges rather than
depending on inherited or comparative advantages. They must base their competi-
tion on quality, flexibility, design, reliability, and networking. Creativity, special-
ization, and diversification are key for firms to gain competitive positions in the
global market. Dealing with global new rules also requires investing in improved
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productivity, adding more credibility to products by using internationally accepted
certification methodologies, seeking new product lines (especially in the areas of
services and agricultural products), and trying to diversify markets by penetrating
new markets, such as those in East Asia and Latin America.

Greater investments in new kinds of assets are crucial for flexibility and long-
term competitiveness. Probably the most important change in firms’ strategies to
improve competitiveness is their emphasis on investment in intangible assets (re-
search and development; technology, managerial, entrepreneurial, and employee
skills; business organization; market development; and software). Intangible as-
sets provide firms with the capabilities and flexibility needed to survive and pros-
per. In addition, firms must move from family-owned or sole proprietor businesses
to more formal governance structures, which guarantee the balance between the
interests of shareholders and other stakeholders such as employees, customers,
suppliers, and communities. This kind of governance structure will lead to better
and more sustainable performance.

The Role of Governments
Firms must improve their competitiveness. However, the government should guide
their efforts in this respect. Because most developing countries suffer from market
failures, governments’ remedial actions can improve the distribution of resources,
be cost-effective, and benefit long-term aggregate growth. Firms need clear rules, a
stable macroeconomic environment, efficient institutions, access to imports, and
elimination of red tape. Governments also need to provide a better framework for
good corporate governance, including greater competition, stronger banking and
capital markets, and better rules to protect minority shareholders. More attention
must be paid to economic interdependence in policy design and implementation.
In addition, globalization demands more of governments. Policies should not
gratuitously restrain globalization by attempting to shield domestic firms and mar-
kets from competition, or by applying protective mechanisms. In its broadest sense,
the challenge for governments is to pursue policies whereby the benefits of global-
ization are fully realized and widely shared by all of society. Finally, public-private
partnership should become a reality if the region seeks competitiveness in a chang-
ing and dynamic global market.

The Role of Other Actors

Different actors (including business associations, think tanks, universities, and the
media) are considered to be the third partner in development, along with the busi-
ness sector and the government. Without their effective participation, the road to
global markets would be difficult. In this regard, business associations should try
hard to deepen public-private partnerships. They can communicate, analyze, and
explain the implications of public policy to their members; increase their members’
awareness of global competitive challenges; and assist with the development of
cooperative policies to help firms cope with new realities. Think tanks and univer-
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sities should direct their research concerns to help firms and governments improve
productivity. The media should undertake intensive public awareness campaigns
so that firm competitiveness becomes a real national concern; the media should
also work on promoting the concepts of participation and inclusion. All actors are
called on to play an active role in building an excellent image for firms in MENA.

Finally, it is of crucial importance to remember that today’s windows of op-
portunity are extremely promising—but it is equally important to remember that
windows do close. With these three conclusions, this volume offers some insights,
but insights are just a beginning. The next step is action.
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CHAPTER 2

Challenges to Firm Competitiveness
and Opportunities for Success

Dorsati Madani
John Page

Rapid changes in the global economic environment have brought new challenges
and opportunities to firms in the Middle East and North Africa (MENA) region. In
response to these recent developments, this chapter begins by briefly reviewing
how MENA countries have fared in the global economy. The study then outlines
the challenges and opportunities arising from the changing global economic envi-
ronment, and follows with an evaluation of how firms in MENA are currently
facing these challenges. Finally, the chapter suggests private and public actions
that will be necessary in order for the MENA region to take advantage of the oppor-
tunities offered by the global trading system, and then offers its conclusions.

How Do MENA Countries Fare in the Global Economy?

The goods and services feeding into production processes have become increas-
ingly geographically delinked and internationalized. This phenomenon has been
facilitated by the decreasing cost of doing global business, resulting from reduced
uncertainty in foreign direct investment (FDI), declines in traditional transport
costs, and remarkable technological improvements in communications.

MENA countries are now faced with transformed and more competitive eco-
nomic environments in other developing countries. The East Asian economies—
followed by most Latin American countries in the late 1980s and 1990s—Iliberalized
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their economies and adopted more outward oriented policies. This process has not
yet fully taken place in MENA, putting MENA producers and exporters at a cost
disadvantage and reducing their competitiveness. Although most MENA countries
have undertaken tariff and tax reforms since the 1980s, progress has been slow and
uneven (table 2.1).

The impact of these developments has resulted in three distinct patterns. First,
international production sharing between industrial and developing countries has
increased substantially during the past two decades. Production sharing is partially
reflected in the substantial increase in FDI flows from industrial to developing
countries, with the majority directed to East Asian and Latin American economies.

TABLE 2.1 TARIFF RATES BY REGION

(percent)
Importing regions
Latin  Middle
America East and — Sub-
High East South  and the  North Saharan Rest of

Exporting region income  Asia Asia  Caribbean Africa  Africa  Africa
Manufactures
High-income 1.1 10.7 56.4 8.9 12.3 12.4 17.3
East Asia 4.6 12.7 62.4 14.6 12.2 18.0 28.6
South Asia 7.8 7.9 62.9 13.9 12.1 23.8 17.7
Latin America and

the Caribbean 1.9 6.4 58.3 11.1 12.1 13.9 15.2
Middle East and

North Africa 43 6.7 63.9 11.0 11.4 13.1 18.5
Sub-Saharan Africa 2.7 9.1 58.4 12.1 11.6 18.4 6.6
Rest of Africa 5.9 4.6 62.3 14.9 9.8 15.1 19.6
Agriculture
High-income 15.9 31.9 26.1 2.9 15.1 16.2 16.0
East Asia 13.3 16.9 55.0 44 17.6 9.0 18.1
South Asia 10.5 18.9 21.5 8.6 21.0 3.2 15.9
Latin America and

the Caribbean 14.3 16.8 49.7 8.1 10.5 7.5 15.3
Middle East and

North Africa 10.8 14.3 58.0 8.5 15.5 22.1 23.4
Sub-Saharan Africa 13.7 28.3 62.2 7.4 12.1 12.8 12.2
Rest of Africa 31.9 17.7 16.5 9.9 19.1 5.8 13.8

Note: The tariff rates do not reflect the General System of Preferences rates.
Source: General Tariffs Application.
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The output share of multinational affiliates in developing country gross domestic
product (GDP) increased from 4.4 percent in 1982 to 6.3 percent in 1995.! MENA
countries have fared poorly in comparison (figure 2.1).

Intra-industry trade—often a measure of increased production sharing and
specialization—also highlights this underperformance. Between 1985 and 1997
MENA countries had relatively low levels of intra-industry trade and show little
change compared to Brazil, the Republic of Korea, Malaysia, and Taiwan, China
(Yeats and Ng 1999).

Second, there has been a substantial increase in manufacturing exports from
developing countries since the mid-1980s (figure 2.2). In addition, manufactured
goods trade among developing countries has increased from just over 30 percent to
over 70 percent (Hertel and Martin 1999). This increase in importance is widely
distributed among developing countries, but MENA and Sub-Saharan Africa have
lagged, with 40 percent or less of manufactured exports.

Third, the services trade has grown substantially, and industrial countries are
increasingly outsourcing services activities to developing countries. Jamaica, for

FIGURE 2.1 NET INFLOWS OF FOREIGN DIRECT INVESTMENT
(millions of U.S. dollars)
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Note: EAP = East Asia and Pacific; LAC = Latin America and the Caribbean; MENA = Middle East and
North Africa; SSA = Sub-Saharan Africa; SAS = South Asia.

Source: World Bank, Statistical Information Management Analysis (SIMA) Database; World Bank 1998b,
1999b.
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FIGURE 2.2 SHARE OF MERCHANDISE EXPORTS FROM DEVELOPING
COUNTRIES, 1965-2004
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Source: Hertel and Martin 1999.

example, has been highly successful in attracting billing and back-office activities
to its Montego Bay export-processing zone, and India has grown famous for its
software clusters in and around Bangalore. Once again, the majority of the expan-
sion of trade in services has accrued to East Asia, Eastern Europe, and Latin America,
with the MENA region as a distant fourth (see figure 2A.1, in appendix 2A). While
the MENA countries have historically provided labor to each other and the Euro-
pean Union (EU), and have exported some construction services, they have not
really exploited opportunities in alternative services exports. Recent indicators show
that with the exception of the Arab Republic of Egypt’s commercial services ex-
ports, trade in commercial services is generally lacking in MENA countries (see
figure 2A.2, in appendix 2A).

MENA'’s speed of integration with the global economy has lagged behind
other regions. Only one MENA country—Morocco—is a fast integrator. All other
MENA countries are moderate, weak, or slow integrators (table 2.2). Examining
the MENA region’s lackluster period of 1985-98 shows that while there has been
some growth in exports (notably a threefold increase in the case of Tunisia),
exports from Egypt and Jordan stagnated in the 1990s (see figures 2A.3 and
2A.4 in appendix 2A). The trends do not match the sharper increase in imports
and exports in other regions.

A review of cross-regional trade patterns over the past 10 years reveals some
interesting trends. Some major Latin American and East Asian economies (Argen-
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TABLE 2.2 MIDDLE-INCOME COUNTRIES: SPEED OF INTEGRATION

Integration Integration
Fast integrators pace MENA integrators pace
Argentina 0.59 Fast
Chile 0.65 Israel 0.66
Costa Rica 0.73 Morocco 0.97
Czech Republic 0.46 Moderate
Hungary 0.95 Iran, Islamic Republic of 0.20
Jamaica 1.19 Syrian Arab Republic 0.42
Korea, Rep. of 0.63 Tunisia 0.16
Malaysia 1.80 United Arab Emirates —0.18
Mauritius 2.35 Weak
Mexico 1.44 Egypt -0.19
Morocco 0.97 Jordan -0.39
Philippines 0.99 Slow
Poland 0.58 Algeria -1.51
Sri Lanka 0.95 Iraq -1.68
Thailand 2.12 Oman -1.00
Turkey 1.87 Saudi Arabia -3.40

Note: The speed of integrator index is derived from changes between the early 1980s and early 1990s in four
indicators: (a) the ratio of real trade to GDP, (b) the ratio of FDI to GDP, and (c) institutional investor credit
ratings, and (d) the share of manufactures in exports. The speed of integration index is the simple average of
changes in the four indicators over the period (each expressed as a standard deviation from its average).
Source: World Bank 1996, pp. 24-25.

tina, Brazil, China, Indonesia, Korea, and Taiwan [China]) have made consistent
inroads into leading MENA markets. However, the MENA exporters have not made
significant inroads into the major Latin America and the Caribbean and East Asian
economies. Furthermore, no major links to the rest of Africa (especially with its
major economies—South Africa and Nigeria), or to South Asia (India) are evident
for any of the MENA countries.

Global and Regional Rules: Challenges and Opportunities
for the MENA Region

Firms in the MENA region will face significant new challenges as multilateral and
regional agreements governing international trade come into play. For the region
as a whole, three important rule-setting processes are taking place simultaneously.
First, the implementation of the Uruguay Round agreements and any follow-up to
the Seattle meeting of the World Trade Organization (WTO) held on November 30,
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1999, will affect market access and import competition across a wide range of
manufacturing, agricultural, and services sectors. Second, agreements with the EU
(for example, Europe-Mediterranean [Euro-Med] agreements) are being concluded
by an increasing number of MENA governments. Third, regional trading blocs
with other Arab States (the Arab Free Trade Area [AFTA] and the Gulf Coopera-
tion Council [GCC]) are entering the picture. Each of these poses a potential com-
petitive challenge—and offers substantial new opportunities—to MENA producers.

The World Trade Organization Uruguay Round Agreement

MENA countries are recent arrivals to the WTO.? Algeria, Lebanon, Oman, Saudi
Arabia, and the Republic of Yemen are currently WTO observer governments, and
all of these countries have applied to join the WTO, apart from the Republic of
Yemen. With the exception of Egypt, MENA countries did not actively participate
or engage in setting out the agenda for the Uruguay Round, and not all MENA
WTO members may be fully able to do so in the new round.

The Uruguay Round commitments have clarified the liberalization of trade
regimes in agriculture and manufacturing products, and have provided a basis for
the rule of law in international trade. MENA WTO members are committed to
binding agricultural and industrial tariffs (see table 2.3).> While their binding com-
mitments covered 100 percent of agricultural products and 75 to 98 percent of
manufactured goods (except for Tunisia’s 53 percent), many chose binding tariff
ceilings much higher than their applied rates (see table 2.4), providing discretion-
ary power to policymakers to protect subsectors and special interests.

Yeats (1996) notes:

The Uruguay Round made major progress in removing nontariff barriers
(NTBs) facing Middle Eastern exporters—especially in agriculture, tex-
tiles, and clothing. As a result of what was achieved, the average OECD
[Organisation for Economic Co-Operation and Development] NTB cov-
erage ratio for Middle East exports should fall from 10 percent to be-
tween 1 or 2 percent. The decline in the coverage ratio for Egypt is
dramatic. Prior to the [Uruguay] Round, 32 percent of Egypt’s exports to
the OECD faced NTBs—this share should fall to about 2 percent after the
Multifibre Arrangement (MFA) and agricultural restrictions are removed.

There were also reductions in tariffs facing Middle Eastern exporters. In manu-
factured goods there was a 40 percent cut in industrial countries’ tariffs, with an
increased binding coverage from 94 to 98 percent of all imports. This translates into
an average tariff reduction of approximately 2.4 to 4 percent. However, the reduc-
tions in major sectors of importance to the developing countries, such as textiles,
clothing, footwear, and transport equipment, were lower than average.

Yeats’s (1996) analysis suggests that, overall, Middle East exports should
increase by $800 million* to $900 million because of the Uruguay Round. How-
ever, the positive impact may be uneven across MENA countries, because the
removal of MFA restrictions will render the textiles and clothing markets much
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TABLE 2.3 TARIFF BINDINGS BY ARAB COUNTRIES BEFORE AND AFTER THE
URUGUAY ROUND
(percent of total tariff lines in country’s tariff schedule, harmonized system basis)

Agricultural products*  Industrial products® Total
(share in total) (share in total) (share in total)

Before After Before After Before After

Bahrain — 100 70 75
Egypt 3 100 3 80 3 97
Kuwait — 100 95 98
Morocco — 100 95 98
Qatar? — — — — — —
Tunisia® 10 100 16 45 15 53
United Arab Emirate — 100 95 98

— Not available.

a. The product coverage comprises the products defined in Uruguay Round Agreement on agriculture (har-
monized system [HS], chapters 1-24, excluding fish and fish products).

b. The product coverage is as defined in the Uruguay Round Agreement (HS, chapters 25-97, including fish
and fish products, and excluding crude petroleum).

c. Egypt’s pre-Uruguay Round rates of binding are from the General Agreement on Trade and Tarifts (GATT)
1992.

d. The list of Qatar’s concessions was not included in the Final Act of the Uruguay Round Agreement.
e. Tunisia’s pre-Uruguay Round bindings are from GATT 1994.

Source: El-Naggar 1996.

more competitive. On the other hand, net food importers (for instance, Egypt)
could be adversely affected by the higher international food prices that may result
from the Uruguay Round.

In the General Agreement on Trade in Services (GATS), Arab countries gener-
ally granted concessions to foreign service suppliers in sectors where they held a
comparative advantage, such as tourism. Opening markets to foreign service sup-
pliers also occurred in sectors where Arab countries could acquire technology and
knowledge transfers and efficiency gains could be made. In the sectors where do-
mestic markets were opened, explicit limitations were detailed. Specifically, limi-
tations were applied to the supply of foreign services through commercial presence
and entry and stay of people supplying services and to equity participation by for-
eign investors (see table 2.5).

The Post-Seattle World Trade Organization Environment

While the Seattle WTO ministerial meetings failed to launch a new round of nego-
tiations, MENA firms can benefit from further liberalization possible through the
“built-in agenda” on agriculture and services. Most MENA countries show a strong
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TABLE 2.4 BOUND TARIFFS (UPPER CEILING) ON INDUSTRIAL AND
AGRICULTURAL PRODUCTS BEFORE AND AFTER THE URUGUAY ROUND
(percent ad valorem)

Applied tariff rates Bound tariff rates
before Uruguay Round after Uruguay Round

MENA countries Industry Agriculture Industry Agriculture
GATT members
Bahrain 20 20 35 35
Egypt, Arab Rep. of 100 153 60 80
Kuwait 4 4 100 100
Morocco 45 45 40 289
Qatar — — — —
Tunisia 73 73 90 200
United Arab Emirates 4 4 40 40
Non-GATT members
Jordan 150 150 — —
Saudi Arabia 30 30 — —

— Not available.
Source: El-Naggar 1996.

comparative advantage in fruits and vegetables. Greater access to markets will
present them with substantial opportunities to expand production and exports. Fur-
thermore, greater access to other developing countries’ markets (both regional and
worldwide) will provide for a more differentiated export market. Further liberal-
ization of services can provide opportunities for the MENA countries to become
back-offices to European firms (especially—but not limited to—France). Ireland
and Jamaica have successfully developed this service sector based on low-cost
English language clerical and information processing skills. Construction services
also hold potentially significant gains for MENA, especially if progress is made to
ease the movement and temporary employment of workers in other countries.

Regional Agreements: Europe-Mediterranean, the Arab Free Trade
Area, and the Gulf Cooperation Council

The revival of regional arrangements such as the Southern Common Market
(Mercado Comin del Sur [Mercosur]), the Gulf Cooperation Council (GCC), the
Arab Free Trade Area (AFTA), the Association of Southeast Asian Nations, the
North American Free Trade Agreement (NAFTA), and the Asia Pacific Economic
Cooperation, together with the proliferation of bilateral free trade areas such as
Euro-Med agreements, has changed the pattern of preferential market access, in-
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TABLE 2.5 EXTENT OF COMMITMENTS TO OPEN MARKETS FOR TRADE
IN SERVICES BY ARAB COUNTRIES

Number of
service activities
within sector

Country Commitment within sector or subsector or subsector
Bahrain Insurance and re-insurance 4
Egypt Construction and engineering, tourism and travel

services, banking, insurance and re-insurance, maritime

transport, and auxiliary services 28
Kuwait Business, construction and engineering, environmental

services, health-related and social services, tourism and

travel, recreational and sporting services 44
Morocco Business, telecommunications, construction and

engineering, environmental services, banking, insurance
and re-insurance, tourism and travel services, air and road

transportation 41
Qatar and United
Arab Emirates® — —
Tunisia Banking, insurance and re-insurance, tourism and
travel services 11

— Not available.
a. Qatar and the United Arab Emirates had not submitted their schedules of commitments as of April 15, 1994.
Source: El-Naggar 1996.

vestment, and, consequently, of trade.® The emergence of Eastern Europe and the
rather rapid integration prospects of some Eastern European economies into the
EU may herald the rise of potential competitors to the MENA countries for EU
markets and FDI.

The EU is a major trade partner throughout the MENA region. Neighboring
and regional trade partners are not a significant factor, except for Jordan and Syria.
In fact, for many MENA countries the EU has continued to be the only major trade
partner. This trade dependency (on both export and import sides) is especially
evident in the cases of Tunisia and Algeria, with their obvious EU partner, France.
Morocco’s dependence on the EU is a bit more attenuated, though distinct, and is
bound to increase with its recent signing of a bilateral free trade agreement (FTA)
with the EU.

THE EURO-MED AGREEMENTS
Unlike past arrangements, the current Euro-Med agreements initiated in 1995
require reciprocity in matters of trade liberalization. They set a well-defined time
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frame (12—15 years) and intermediate steps leading to a free trade area between
each of the southern Mediterranean (SMR) countries and the EU for nonagricul-
tural products. Elimination of NTBs is set to take effect upon signing of the agree-
ment, while tariffs are to be removed within 12 years. The EU continues its policy
(in existence since the early 1970s) of granting free access to virtually all manufac-
tured products exported by these countries, and of providing limited preferential
access for their agricultural exports. There is reciprocal right of establishment for
investors. Morocco, Tunisia, and Jordan have already agreed to adapt their regula-
tory framework to approximate that in the EU in the areas of competition, govern-
ment procurement, subsidies, and technical standards, and to strengthen cooperation
on migratory issues.

The free trade area is expected to generate significant long-term economic
benefits for the region, but it will also involve transitional costs. Over time, welfare
gains will accrue as trade liberalization reduces the anti-export bias present in
many of the SMR countries’ trade regimes, and incentives for industrial restructur-
ing increase. SMR countries may become more attractive to foreign investors if
there is a positive credibility effect associated with being “locked into” a liberaliza-
tion schedule with a major regional trade grouping.

Gains in the manufacturing sector will be limited, because most SMR countries’
manufactured goods already have free access to the EU. However, if the agreements
were to allow substantially increased access to European markets for agricultural
products and for those manufactured products currently subject to barriers—prod-
ucts in which the SMR countries have a comparative advantage, such as textiles and
clothing—the benefits to the SMR countries would be substantially higher.

Efficiency improvements will also accrue to the SMR countries from harmo-
nizing standards and measures, and regulations in areas such as subsidies, compe-
tition policy, and public procurement. Further productivity gains may result from
the increased competitive pressures that will reduce monopolistic rents.

The size of welfare gains will be related to the extent to which the SMR coun-
tries implement trade reform with non-EU countries. If they do so, given the fact
that the EU is already their dominant trade partner, one could anticipate that trade
creation will outweigh trade diversion.

Accurate country-specific estimates of costs and benefits of the Euro-Med agree-
ments depend on the variety of factors described above. Jbili and Enders (1996)
provide an indicative analysis for the Tunisian case. They note that Tunisia has a
large dependence on European trade and investment, tourism, and workers’ remit-
tances.’ As of 1996 effective protection remained high in a number of sectors (such
as textiles). Domestic industries, composed mostly of family-owned small- and
medium-size enterprises, remained fragile and overly dependent on trade protec-
tion and government support.

While labor costs are relatively low, the lack of adequate infrastructure, high
energy costs, the shortage of industrial land, and distortions related to both re-
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maining price controls and cumbersome administrative regulations all hinder
competitiveness.

Jbili and Enders conclude that under this agreement, Tunisia gains little addi-
tional access for its exports, except for a few agricultural items, and that the ex-
pected growth of exports will result mostly from a reallocation of resources from
import-substituting production into export industries, increased investment, and
productivity gains. Tunisian gains would be higher if its agricultural products ob-
tained better access to European markets during the transition period.

A number of simulations have been undertaken to estimate the impact of the
Euro-Med agreements on MENA countries. They seem to indicate that generally
multilateral liberalizations have slightly better welfare effects on MENA countries
than adoption of an FTA. However, in the longer run, FTAs may yield significant
welfare gains.

Rutherford, Rustrom, and Tarr (1995) provide a simulation for Tunisia’s FTA
with the EU. They estimate that Tunisia’s welfare would increase by 3.11 percent
in the short run (with sector-specific capital) and 4.65 percent in the long run (with
mobile capital). By comparison, a multilateral liberalization would increase Tunisia’s
welfare by 3.71 to 5.33 percent. A second estimation by Brown, Deardorff, and
Stern (1997) finds that if we assume FDI and sector-specific capital, Tunisia will
experience a decline in welfare. Once capital mobility is allowed, welfare im-
proves by 3.3 percent.

For Morocco, authors Rutherford, Rustrom, and Tarr (1993) suggest that uni-
lateral liberalization would be more welfare enhancing than an FTA with the EU,
bringing about a 2.06 to 3.12 percent increase relative to 1.70 to 2.38 percent,
respectively. Konan and Maskus (1997) find that for Egypt unilateral liberaliza-
tion relative to formation of an FTA with EU may have the same approximate
welfare effects (2.7 percent as opposed to 2.4 percent).

Will Martin (1997) finds that Lebanon would suffer a small welfare loss from
eliminating its tariffs against the EU. A Euro-Med agreement reduces the risk of
losing the access to EU markets provided under the 1977 agreement; however, the
potential gains are small because Lebanon sends only 17 percent of its exports to
the EU and the margin of preference is small. Freeing trade with other SMR coun-
tries” would generate significant welfare gains while the barriers against the out-
side world remain high in these countries. Nondiscriminatory liberalization by
Lebanon would be beneficial both for welfare and, by reducing the costs of export-
ers, for developing competitive export sectors.

Given the asymmetry of access offered by the Euro-Med agreements, the ma-
jor short-term challenge faced by SMR firms derives from the increased import
penetration of European products into traditionally protected manufacturing sec-
tors. While the FTA does not require that prices in MENA countries fall to interna-
tional levels (hence the small welfare gains from the liberalization outlined above),
the decline to European price levels and the increased quality and variety of goods
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will significantly increase competitive pressures faced by a number of existing
manufacturing sectors.

It is difficult to estimate precisely the impact of the relative price change that
MENA firms will face at the sectoral or individual firm level. At the aggregate
level, the protection from European producers could ultimately be reduced by more
than 10 percent (table 2.1). It will be substantially larger in specific lines of pro-
duction in which tariffs and quantitative restrictions offer significantly greater nomi-
nal protection.

The simulation exercises for Egypt, Morocco, and Tunisia outlined above give
some indication of the sectors most likely to be affected by the Euro-Med agree-
ments. In general, there are output gains in consumer products and light interme-
diates, particularly clothing. Wood products and footwear are also positively affected
in the Tunisian case. Medium and heavy industries, such as machinery and chemi-
cals, are generally projected to be negatively impacted. Petroleum refining—and
in the case of Tunisia, electrical machinery—seems to be the exception to this trend.

Overall, agricultural output would tend to fall. In Morocco, where more dis-
aggregated data are available, the model predicts that citrus fruits and vegetables
output will grow because of the Euro-Med agreement. The general trend in ser-
vices points to gains in Egypt (transport, tourism), Morocco (transport, construc-
tion), and Tunisia (financial, personal).

The transitional arrangements embedded in the Euro-Med agreements acknowl-
edge this presence of increased competition. The protective structure applied to
noncompeting manufactured imports is the first to be liberalized in all cases, while
the liberalization schedule applied to final goods is extended to the end of the 10-
to 12-year implementation period. This pattern of liberalization, while providing a
longer adjustment period for MENA firms, actually raises effective protection and
potential profits for import-competing industries during the implementation pe-
riod. Unless these excess profits—and the time provided—are used to improve the
competitive position of MENA firms, the resulting adjustment to increased compe-
tition may prove even more difficult than originally foreseen.

THE ARAB FREE TRADE AREA

The Arab Free Trade Area (AFTA) was established in January 1998 with 18 mem-
ber countries® with the goal of eliminating import duties and other barriers to trade
on goods of Arab origin by 2008. One of the most innovative features of the pro-
gram is the involvement of the private sector in monitoring the implementation of
different stages of the program (including difficulties that traders encounter with
customs administrations and other regulatory agencies of member countries). The
implementation of the AFTA will reduce high tariffs and NTBs, increase transpar-
ency of member countries’ trade policies, and lead to significant trade creation
(Zarrouk 1998). The consequence will be improved intraregional competitiveness
and expanded product coverage of intraregional exports (Devlin, Guerrieri, and
Page 2000). This process will be further stimulated by the growing intra-industry
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specialization in the region. There is also improved potential for attracting FDI
while becoming less reliant on EU markets for exports.

THE GULF COOPERATION COUNCIL

The Gulf Cooperation Council (GCC) was established in 1981.° The Unified Eco-
nomic Agreement, ratified in 1982, specifically aimed to promote economic coop-
eration among its members. The Agreement’s goal was to establish a common
market. Following the Agreement, GCC countries removed customs duties on intra-
GCC imports. The adoption of a common external tariff has been delayed and has
now been postponed until 2005.'° This reduces their chances of entering into a free
trade area with the EU, which had placed such a uniform tariff as a key precondi-
tion for negotiations.

There are three concerns regarding the effect of the GCC on member coun-
tries. The first is the similarity of comparative advantage among member countries
and the resulting small benefits of integration. The second concern is that larger
firms from more developed members will benefit from the enlarged markets, tak-
ing over the markets of smaller firms and gaining more economic (and political)
power over smaller or weaker members. GCC membership also includes several
potential benefits. By far, the most important of these is the effect of increased
political and economic bargaining power in the world economy. As a unit, the
GCC will have better access to world markets with better negotiating and bargain-
ing power. The larger internal market allows an expansion or diversification for
local exporters to export non-oil product, achieving economies of scale, and de-
creasing production costs and prices to consumers. The standardization of regula-
tions and practices will facilitate trade. The larger market may therefore attract
both more intraregional investment and FDI.

Meeting the Competitive Challenge:
How Is MENA Stacking Up?

In an increasingly competitive global trade environment, the timely and competi-
tive production and delivery of goods is of critical importance. Trade logistics can
enhance or hamper the competitiveness of producers and exporters. In this regard,
institutional facilities and services, and trade-related infrastructure, become neces-
sary but not sufficient for global success.

Customs Administration and Reform

Most MENA countries have undertaken tariff and tax reforms since the 1980s, but
progress has been slow and uneven. Egypt, Jordan, Morocco, and Tunisia have
made the most progress. Nevertheless, tax and tariff systems in MENA are com-
plex and difficult to administer. Most countries are still using NTBs such as quan-
titative restrictions and surcharges.! Furthermore, while effective tariffs are not
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excessively high compared to the average of non-OECD countries, their variance
adds to their discriminatory effects.!?

Reform of border measures, however, does not address fully the institutional
reform needed for effective trade integration. Table 2.6 provides insight into the
work still needed in this area. Importing firms find customs procedures (inspec-
tion, valuation, and quality control) very binding. This in turn affects costs and
competitiveness of domestic producers and exporters. MENA countries need to
rationalize their imports and export procedures to reduce traders’ uncertainty, costs,
and delivery time (see appendix 2B).

Many Asian and Latin American countries have made great progress in imple-
menting procedures that require filing one form and minimize the time spent
going through customs. El Salvador’s reform efforts illustrate one successful ap-
proach. It established the Center for Export Requirements (CENTREX) in 1987
to centralize all permit requirements for imports and exports. Before CENTREX,
the preparation of documents took from 8 to 10 days, and sometimes as many as
15 days. In 1995, CENTREX established the Electronic System for Exports
(SIEX) to speed up export formalities. This has allowed companies to obtain
automatic export permits on-line seven days a week. Sanitary certificates, cer-
tificates of origin, and other documentation are processed the same day. The
introduction of SIEX has reduced the time for preparation of export documenta-
tion to less than one day.'

TABLE 2.6 BINDING CONSTRAINTS FOR FIRMS

Firms Score Ranking
Importing

Customs procedures (inspection, valuation, and quality control) 0.85 1
Port services (formalities, discharging, handling, storage, and high fees)  0.75 2
Freight transportation regulation (road and maritime) 0.59 3
Import policy uncertainty 0.54 4
Exporting

Competition rules in importing countries (anti-dumping actions) 0.95 1
Standards and quality control requirements (in importing countries) 0.72 2
Freight, insurance, export financing services 0.64 3
Customs procedures (in importing countries) 0.52 4

Note: Traders were asked, in a questionnaire, to rank the severity of a set of obstacles on a scale of 1 to 5. The
score results were normalized to a scale of zero to 1, where zero means that the constraint is not binding at all
and 1 means that the constraint is prohibitive. Regulatory constraints with a score equal to or greater than
0.5 were retained in the final results.

Source: Zarrouk 2000.
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Governance Issues

Transparency, impartiality, and predictability of rules in taxation, ownership, la-
bor, and investment provide a business-friendly environment by reducing the po-
tential for discretionary actions and corruption. Table 2.7 provides information on
how the MENA countries rate in three governance aspects. In all three categories
(law, corruption, and quality of bureaucracy), the MENA region compares favor-
ably to East Asia and Pacific, as well as Latin American countries.

On an individual basis, however, all MENA countries ranked a marginal two
on the quality of bureaucracy index, below Korea and Malaysia. Egypt and Algeria
rank poor (2 out of 6) on the corruption ranking, while the others rank average to
above average (3 or 4 out of 6). These two constraints are identified in surveys as a
source of great concern for producers and exporters (Zarrouk 1998). The costs of
corruption and the uncertainty correlated with opaque bureaucratic processes re-
duce profitability and incentives for expansion of production and exports.

Trade-Related Infrastructure
Development of physical infrastructure to reduce the costs of doing business and
foster trade is key to a competitive productive chain and arms-length delivery. This

TABLE 2.7 INTERNATIONAL COUNTRY RISK GUIDE INDICES FOR BUREAUCRATIC
QUALITY, CORRUPTION, AND LAW AND ORDER, 1998

Quality of
Countries and regions bureaucracy* Corruption®  Law and order®
Morocco 2 3 6
Tunisia 2 3 5
Egypt 2 2 2
Algeria 2 2 4
Jordan 2 4 4
Bolivia 2 3 3
Costa Rica 2 5 4
Korea, Republic of 3 4 4
Malaysia 3 3 5
East Asia and Pacific 2 3 4
Latin America and the Caribbean 2 3 3
Middle East and North Africa 2 3 4
Sub-Saharan Africa 2 3 3

a. For bureaucratic quality, the index runs from 0 (bad) to 4 (good).
b. The corruption and law and order indices run from 0 (bad) to 6 (good).
Source: World Bank, Statistical Information Management Analysis (SIMA) database; World Bank 1999a.
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infrastructure base includes roads, ports, airports, corresponding handling (loading
and unloading) and storage facilities, electricity, water, and telecommunication.

The MENA countries still face a panoply of infrastructure constraints. Tables
2C.1-2C.3 in appendix 2C highlight this fact by comparing MENA’s infrastruc-
ture (telephone lines per 1,000 people, electrical power production, and roads)
with fast integrators such as Argentina, Korea, and Malaysia. Importers rank port
services (formalities, discharging, handling, storage, high fees) and freight trans-
portation regulations (road and maritime) as serious constraints. Exporters con-
sider freight issues to be a barrier to trade.

Malaysia’s approach to improving trade facilitation has involved the private
sector in managing port facilities since the mid-1980s at Port Kelang (leasing con-
tainers to private consortia). Starting in the early 1990s, Malaysia expanded this
approach to cover more local ports and maritime transport-related services. In
each port, productivity has increased between 15 and 20 percent. The Philippines
also had a very successful experience with reform in this area. In 1988, the govern-
ment contracted with the private sector for the operation of the Manila Interna-
tional Container Terminal. The impact was immediately felt: ship turnaround time
was reduced by 60 percent, and the increase in productivity was between 15 and
20 percent.

Tables 2C.1-2C.3 in appendix 2C provide further information on telecommu-
nication and computers. While local businesses rate telephone services as fair to
good, the wait for a new telephone line is on average over a month and in several
cases over a year (table C2.2). Furthermore, fewer telephone main lines and per-
sonal computers are available in the group of MENA countries than in their East
Asian counterparts.

Clearly, communications facilities need further, rapid enhancement.
Privatization and private sector involvement have been successful in alleviating
this constraint in Latin America and the Caribbean and East Asia and Pacific.
Latin America and the Caribbean has been leading all regions in private participa-
tion in this sector. Total investment in telecommunications projects with private
participation in Latin America and the Caribbean from 1990 to 1998 was about
$110 billion, followed by East Asia and Pacific at about $40 billion, while MENA
has a meager $2 billion to $3 billion. The Philippines has the most liberalized and
privatized telecommunications market among Asian economies. In reforming this
sector, the Philippines followed the common Asian approach: a shift from public
to private ownership, increased scope for foreign ownership (or control, or both),
and liberalization of entry into the industry. The number of main lines grew 21.3
percent per year from 1990 to 1995.

What Needs to Be Done? Private and Public Action

A post-Seattle round of the WTO may increase both export opportunities and do-
mestic competition. The Euro-Med agreements will also soon bring European com-
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petitors into Arab domestic markets. Are Arab producers ready to compete with
them? Seeking further protection only delays the inevitable. Investing in improving
productivity, in new products, and in market analysis by business associations and
individual exporters will become progressively more important for MENA firms.

Standardization of Products

Producers and exporters can add a great deal of qualitative information and credibil-
ity to their products by using internationally accepted certification methodologies.
By ensuring that they match these standards, they minimize importers’ uncertainty
regarding product quality. For instance, in the Kaohsiung Export Processing Zone
(Taiwan, China), many of the firms and their domestic suppliers are voluntarily
adopting ISO 9000 certification to ensure buyers of the quality of products.

SEEKING NEW PRODUCT LINES

Services outsourcing decisions are based on four factors: adequate labor skills,
common language, lower labor costs, and the technological and communications
network necessary to allow timely processing of documents. In MENA, and more
specifically in countries such as Tunisia, the first two factors are fulfilled. Improve-
ment of the communications network will open up the field to rapid expansion of
services exports.

As discussed previously, better market access for agricultural products to both
the EU and the markets of other developing countries will allow MENA countries
to develop and reap the benefits of their comparative advantage in fruits and veg-
etables. In this light, their active participation in international negotiations (such
as the WTO) is critical.

SEEKING NEW MARKETS

Since the EU is the main trade partner of most Arab countries, Arab exporters are
directly affected by the EU economic conditions. Exporters should seek to spread
their business risks by diversifying their buyers. MENA countries have very little
import penetration in East Asia and Latin America, not to mention the rest of
Africa. Intraregional trade may offer opportunities for MENA exporters.

Trade Facilitation

Implementation of trade facilitation measures in MENA economies should be accel-
erated. One such activity is a project being launched in Tunisia with the assistance of
the World Bank that aims at unifying and computerizing export requirements.

The examples of the Philippines and Malaysia discussed in this chapter pro-
vide good illustrations of productivity gains and cost reductions arising mainly
from transportation facilitation, end of monopolies, and privatization. We pro-
vided striking examples of improvements in telecommunications in East Asia.
Many MENA countries (including Algeria, Tunisia, and Syria) are still very cau-
tious in undertaking reforms in this area. Morocco started this process with the
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August 1999 award of a second mobile telecommunications license through an
international tender. All bidders had made commitments on quality, coverage, and
tariffs that would significantly expand and improve services. The winning bid went
to Medi-Telecom, a consortium of Telefonica of Spain, Portugal’s Telecom, and
Moroccan investors. The new license has already prompted the existing service
provider to improve services and reduce prices.'*

Minimization of red tape, discretionary rules, and regulations for exports re-
mains a top priority. The administrative set-up of export processing zones is a good
example of a hands-off regulatory regime. MENA governments have not used free
trade zones to the same extent as Latin American and East Asian governments as
devices to streamline institutional and infrastructure services to exporters. Mexico,
the Dominican Republic, and Malaysia are notable for the variety of quasi free
trade environments established—from duty free zones, to export processing zones,
to bonded warehouses, to duty free factory sites—to facilitate export transactions.
Recent reforms of public sector free zones in Egypt, Jordan, Saudi Arabia, and
Yemen point in the right direction, but implementation of the institutional and
regulatory changes will be the key to success. There are very few examples of
successful private development of export processing zones in the region.

INDUSTRIAL RESTRUCTURING
The Euro-Med agreements include very substantial resources for industrial sector
adjustment to the increased competitive challenge of European imports. Egypt and
Tunisia have begun to implement industrial restructuring programs, designed to as-
sist firms to upgrade technology, improve product quality, and diversify product lines.
These programs are based on public-private partnerships, and often include access to
investment capital at subsidized interest rates for “approved” restructuring plans.
The existing programs in Tunisia and Egypt have met with some skepticism
on the part of firms. Latin American governments (including Argentina, Colom-
bia, and Mexico) pursued similar restructuring programs in the late 1980s and
early 1990s during their trade liberalizations (see appendix 2D). In general, those
programs were most successful when they exhibited a number of common attributes:

e A public-private partnership, organized along specific sectoral lines, that
defined the nature of the restructuring program and the approach to be
followed.

e A restructuring program focused on providing information on the types
of changes that would be needed to meet increased competition, as a
public good to all firms in the sector.

e Financial institutions brought into the process at an early stage so they
understood the “bankability” of proposed projects. Interest rates were not
subsidized and investment decisions were left to the market.

e Substantial effort given to learning and follow-up.
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Although the MENA region’s restructuring programs are still in their infancy,
there is some question as to whether they currently exhibit all of these characteris-
tics.

Conclusions

The changing global environment for trade offers both challenges and opportuni-
ties for MENA firms. Rapid progress on the multilateral agenda appears unlikely
in the post-Seattle confusion surrounding the WTO, but the competitive challenge
of trade to MENA firms remains substantial. Regional agreements will offer both
increased export opportunities and the prospect of greater import penetration.

There are a number of ways that firms can prepare to meet this competitive
challenge. First, they can call on governments to accelerate efforts to improve the
institutions governing trade and investment and trade-related infrastructure. Sec-
ond, they can resist the temptation to use the transition periods allowed in regional
agreements to continue business as usual. Effective industrial restructuring will
require changes in products, standards, and business lines. These steps are better
taken sooner, rather than later.

Governments in MENA can become more effective partners of the private
sector, both by giving firms clear signals about the nature and magnitude of changes
that are going to occur as a result of changing global and regional rules and by
making the complementary institutional changes needed to implement the rules
effectively and fairly. Opening trade-related infrastructure to public-private part-
nerships or wholly private investment is also a critical priority.
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Appendix 2A. Regional Trends in Import and Export

FIGURE 2A.1 EXPORTS AND IMPORTS OF COMMERCIAL SERVICES
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Source: World Bank 1999b.

FIGURE 2A.2 COMMERCIAL SERVICE EXPORTS FOR SELECTED
MENA COUNTRIES
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FIGURE 2A.3 TRENDS IN EXPORTS OF GOODS FOR SELECTED MENA
COUNTRIES, 1985-98
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FIGURE 2A.4 TRENDS IN IMPORTS OF GOODS FOR SELECTED MENA
COUNTRIES, 1985-98
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Appendix 2B. Registration, Documentation,
and Customs Procedures

Registration, Documentation, and Customs Procedures in Jordan
Registration, documentation, and customs procedures have undergone simplifica-
tion in Jordan (Al Khouri 2000). The introduction of computerization and decen-
tralization has streamlined the process of importing goods. Furthermore,
import-licensing requirements have been completely abolished, except for those
products that have a national security, health, safety, environmental, or religious
risk. Yet, even with these changes, customs procedures remain cumbersome and
time-consuming. Even traders feel that the situation has become worse despite the
reforms that have taken place.

Importing firms are required to register annually for an import card required
for goods that do not need an import license. Without an import card, a fine of 5
percent of the value of a good is added to the cost of clearance. All goods must be
accompanied by a customs declaration form, original copies of the commercial
invoice, and the classification of the good according to the customs tariff in Arabic.
The invoice and the certificate of origin must be certified by the chamber of com-
merce and the Jordanian diplomatic mission in the product’s country of origin. In
the event that the necessary documentation is not submitted, the customs authority
will impose a cash guarantee of 1 percent of the good’s value. Refunds are avail-
able if the necessary documentation is presented within 60 days of payment of the
guarantee.

Valuation of a good is based on comments coming from the inspecting officer,
invoice, and product price list complied by the Jordanian Customs Department.
The Customs Department has yet to apply the Brussels definition of value of the
GATT valuation code. Both the Customs Department and the importer can dispute
the value of a commodity based on the declaration form. Importers must submit a
claim to the director of the Customs Center and then to the director general at
customs headquarters if they are still not satisfied. Goods cannot be cleared until
the dispute is settled.

Registration, Documentation, and Customs Procedures in Lebanon
Registration, documentation, and customs procedures have undergone streamlin-
ing and simplification through the introduction of computerization in Lebanon
(Al Khouri 2000). A major rehabilitation program has been launched to modern-
ize customs procedures. These new procedures make importing a good much easier.
It now takes only three or four steps and four to five days for goods to be released
from customs. The procedures have been implemented at the Port of Beirut and
the Beirut International Airport, which covers about 85 percent of customs vol-
ume. Many goods, about 41 percent, go through customs without being inspected
at all. The reforms have reduced the discretion of officials, but nevertheless poor
incentive schemes for employees and weak oversight measures continue to result
in corrupt behavior.
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Importers are assigned to a verificateur and a chief inspector to inspect the
goods and assign appropriate tariffs. Problems arise from this system because the
importer lacks the ability to request another verificateur or chief inspector in case
of a dispute. If there is a dispute, the importer can use an expert to assess the value
of a good. This is often avoided by the importer because the expert is often a
competitor and can request a large fee for assessing the good, delay the release of
the good, or increase the value of the good, resulting in higher tariffs for the im-
porter. This system gives the verificateur and the chief inspector enormous power
over the importer, and makes the customs procedures in Lebanon highly prone to
corruption.

Appendix 2C. Indicators—Telephone and Computer
Infrastructure

TABLE 2C.1 INFRASTRUCTURE INDICATORS FOR SELECTED FAST INTEGRATOR
AND MENA COUNTRIES, 1996

Electric power

production
Telephone main lines  Paved roads (kilowatt hours

Country (per 1,000 people) (percent) per person)
Fast Integrators
Argentina 174 29 1,993
Chile 156 14 2,199
Korea, Rep. of 430 73 4,849
Malaysia 178 75 2,447
Mexico 93 37 1,747
Morocco 46 50 457
Thailand 70 98 1,457
Average 161 52 2,306
MENA
Iran, Islamic Rep. of 95 50 1,514
Syria 80 23 1,133
Tunisia 64 79 837
Egypt 50 78 975
Jordan 62 100 1,514
Algeria 44 712

Sources: World Bank, Statistical Information Management Analysis (SIMA) Database; World Bank 1998b,
1999b.
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TABLE 2C.2 MAIN INDICATORS FOR TELECOMMUNICATIONS SERVICES
IN MENA COUNTRIES, 1999

Local
Waiting business
time for evalua- Annual sub-
installation tion of  Internet scription Users’ Party offering

of direct  telephone  avail- fees fees Internet
Country line services  ability  (dollars) (dollars) services
Algeria Lyr+ Fair Yes — $172/mth Government
Egypt lyr+ Good Yes 260 Open Private
Jordan 1 mth Good Yes — $20/mth Private
Lebanon 1 mth Good Yes 1,000 $45/mth Private
Morocco 1 mth + Fair Yes 750 Open Private
Qatar 1 wk Good Yes 55¢ $17/mth Government
Syria 2yrs+ Fair No — — —
Tunisia 1 mth + Fair Yes 600 Open Private
Yemen lLyr+ Fair Yes 335 0.10/min Government

— Not available.
a. Registration charge.
Source: Partial reproduction from tables in Zarrouk 2000.
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TABLE 2C.3 INFORMATION INFRASTRUCTURE IN SELECTED MENA COUNTRIES,
AND OTHERS

Paved

roads

in good
Telephone Wait Personal Paved roads condition
mainlines (vears) computers (percent)  (percent)

Country/region 1990 1997 1997 1990 1997 1990 1996 1994

Algeria 32 48 8 1 4 67 69 40
Tunisia 38 70 1 3 9 76 79 40
Morocco 16 50 0 3 49 50 50
Egypt, Rep. of 30 56 4 7 72 78 43
Jordan 58 70 5 9 100 100 72
Syria 40 88 10 2 23 —
Taiwan 310 500 0 34 118 85 89 —
Korea 310 444 0 72 73 —
Malaysia 89 195 0 8 46 70 75 —
East Asia and

Pacific 16 60 1 2 11 24 12 —
Europe and

Central Asia 125 189 3 77 83 —
Latin America

and the

Caribbean 64 110 1 6 32 22 26 —
MENA 37 71 5 10 67 50 —
South Asia 6 18 6 0 2 38 41 —
Sub-Saharan

Africa 10 16 4 7 17 16 —

— Not available.

Note: Telephone main lines (per 1,000 people), personal computers (per 1,000 people), and wait refer to
time in years to get a telephone main line.

Source: World Bank, Statistical Information Management Analysis (SIMA) Database; World Bank 1998b,
1999b; World Road Statistics; and MENA Region Live Data Base (MENA LDB).
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Appendix 2D. Industrial Restructuring

Mexico Industrial Restructuring

Following the 1982 debt crisis, Mexico began a process of economic reform, under
the De La Madrid administration (1983-87), which included macro reforms, such
as liberalization and stabilization, and structural reform—deregulation, industrial
restructuring, and eventually privatization. Rapid trade liberalization, including
Mexico’s entry into the GATT, the dismantling of most NTBs, and a deep reduc-
tion, across the board, in tariff levels, was designed to open the Mexican economy
to competition in world markets. This process culminated with Mexico’s adher-
ence to NAFTA.

Structural reforms, under De La Madrid, were initially focused on industrial
restructuring and complementary deregulation. Eventually, during the Salinas ad-
ministration (1988-93) privatization became the focus of structural reform. Indus-
trial restructuring was essentially bifurcated between restructuring and eventual
privatization of state-owned enterprises (SOEs) and support for private sector re-
structuring, in the wake of market failure during the debt crisis.

Industrial restructuring support for the private sector consisted primarily of
deregulation and a substantial effort by the government to assist sectors that needed
to adjust in the wake of liberalization. With respect to deregulation, at the begin-
ning of each administration (sexeino—six-year term), the government tradition-
ally prepared plans for each industrial subsector, supported by a comprehensive
system of licensing for firms seeking to enter the sector. There was also strong
control over FDI, generally restricting majority foreign ownership. Therefore, many
large domestic groups, with close ties to the government, generated profits through
rent-seeking activities, for example, exclusive licenses to enter particular market
niches or through large government contracts to provide goods and services to the
SOEs. Not surprisingly, pervasive corruption further distorted the market. Starting
in 1986, the government began to dismantle its central planning system and to
deregulate. In addition, the government began to promote FDI, and to lift owner-
ship and other adverse restrictions on FDI in all but a few strategic sectors, prima-
rily oil, gas, and electricity.

For example, in the automobile industry, the government revamped a series of
regulations governing the auto parts sector that eliminated a domestic “must buy”
list, reduced domestic content regulations, and generally reduced a host of restric-
tive regulations. In its place, the government created a number of incentives sup-
porting exports of both auto parts and assembled vehicles. In just a few years, the
government was able to induce some $10 billion of FDI into the sector as U.S.
automakers, fearing Japanese competition, began to assemble cars for export from
Mexico into the United States. This was followed by investments from foreign auto
producers, and a critical cluster of activity was created in the sector. Similar de-
regulation occurred in electronics, attracting major producers such as IBM and
Hewlett Packard, that eventually exported a majority of their production from
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Mexico; and in pharmaceuticals, where price control had prevented investment in
the sector.

For largely traditional industries with high domestic employment—such as tex-
tiles and garments, leather goods, auto parts, wood furniture, and agro-industry—
the government assisted a partnership of industry and banks through support for a
series of subsector analyses by leading strategic consulting firms. These analyses
identified major impediments to competitiveness in each of the subsectors,
benchmarked Mexican industry relative to world class competitors, and also iden-
tified policy, regulatory, and infrastructure constraints common to the industrial
sector as a whole. Therefore, the efforts to deregulate were tied closely to the work
on industrial strategy.

Subsequent port reforms, port privatization, and modernization emerged from
physical constraints to exports identified by these studies. The key to the program
was the involvement of Mexican industry in dialogue with the government and
with representatives of the financial sector through a number of working groups,
coordinated by way of a steering committee of leading industrial and government
representatives. Also, an interministerial committee was established to support re-
quired policy and regulatory changes highlighted by the studies and endorsed by
the working groups. The World Bank assisted in this effort through substantial
advisory support and an industrial restructuring loan that was a hybrid supporting
policy deregulation and investments by firms undertaking restructuring efforts.

Best Practice Industrial Restructuring: The Case of Colombia

In February 1990, the government of Colombia initiated a program with three
main goals: liberalize the external trade regime, accelerate reform of public ser-
vices, and develop an internationally competitive private sector. The World Bank’s
Industrial Restructuring and Development Project was part of a package of policy
and institutional adjustments to facilitate the government’s program (World Bank
1998a). Various initiatives were used to achieve the government’s goals:

e International Competitiveness: renovation, expansion, or reduction of in-
dustrial production capacity; facilitate reorganization and liquidation in
bankruptcy procedures.

e Trade Liberalization: Targets for reductions in quantitative restrictions on
imports and tariff rates. The average import-weighted tariff was fixed at
11.5 percent, and tariff categories were reduced from 23 to 5 percent.

e Labor Regime: Revised labor legislation for increased labor mobility, La-
bor Adjustment Assistance Program (PAL) to assist those who are dis-

placed as a result of industrial restructuring.

¢ Financial Sector: Reduced forced investments and interest rate subsidies.
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In total, overall industrial production grew by an average of 3.9 percent dur-
ing 1992-95, productivity grew by an average of 4.1 percent, while labor costs
grew at 3.4 percent. Sixty percent of enterprises reported an increase in their pro-
ductive capacity, and a similar share experienced an increase in labor productivity.
Seventy percent of firms viewed the labor policy reforms as having a positive
influence on the economy.'® The PAL program, undertaken by 83 different firms
involving 16,000 workers, helped to improve productivity and product quality.
Finally, interest rates were raised on industrial direct credit, and the government
eliminated the use of direct credit schemes altogether. The success of the restruc-
turing is largely attributed to the government commitment and strong manage-
ment of macroeconomic policy.

Notes
1. Nabli and De Kleine 1998, p. 24.

2. MENA WTO members: Bahrain—January 1995; Egypt—June 1995; Kuwait—January 1995;
Morocco—IJanuary 1995; Qatar—January 1996; Tunisia—March 1995; United Arab Emirates—
April 1996; and Jordan—December 1999.

3. Some, like Egypt and Morocco, also committed to tariffication of nontarift barriers. Mo-
rocco and Tunisia also conceded reductions in aggregate measure of support. In terms of do-
mestic support to agriculture, Morocco and Tunisia are committed to phasing out subsidies to
inputs, including fertilizer, pesticides, animal feed, seeds, and irrigation water by 2005. Egypt
further conceded to nontariff concessions in industrial products. Arab countries were not sched-
uled for reductions in export subsidies to agriculture because they have shown that they do not
maintain subsidies.

4. All dollar amounts are U.S. dollars.

5. The revival of regionalism—as witnessed in the 1990s in both developing and industrial
countries—often leads to trade creation and trade diversion. Trade diversion from nonmember
exporters to member exporters translates into loss of markets and market shares for nonmem-
bers and a higher cost of goods for consumers of the Regional Integration Agreements (RIAs).
We have examples in Mercosur and the Andean Pact (Yeats and Ng 1999). Since the revival of
the Andean Pact in 1991, the share of imports from member countries (especially manufactur-
ing imports) has risen sharply compared to the imports from the rest of the world, signaling the
potentially strong pull of regional arrangement schemes. Yeats and Ng (1999) find that this pull
has affected the production structure of the Mercosur and Andean Pact countries by providing
them with incentives that draw them away from their international comparative advantage and
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toward production for and sale in each other’s market. This increase in manufactured imports
from partner countries does not seem to affect industrial productivity.

6. Europe has been Tunisia’s main trade partner (80 percent of exports and 70 percent of im-
ports). Furthermore, Europe provides the majority of Tunisia’s tourism receipts and investment
funds (both are at 90 percent) and is the main source of migrant workers’ remittances (3 to 4
percent of Tunisia’s GDP).

7. The other countries covered by the EU’s Mediterranean initiative are Algeria, Egypt, Israel,
Jordan, Morocco, Palestine, the Syrian Arab Republic, and Tunisia (Nsouli, Bisat, and Kanaan
1996). Turkey was also considered in the analysis because of its FTA with the EU.

8. Bahrain, Egypt, Iraq, Jordan, Kuwait, Lebanon, Libya, Morocco, Oman, Palestine, Qatar,
Saudi Arabia, Somalia, Sudan, the Syrian Arab Republic, Tunisia, the United Arab Emirates,
and Yemen.

9. The GCC was established by Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United
Arab Emirates.

10. The measure to postpone implementing a common tariff to 2005 was mainly brought about
by the United Arab Emirates. The United Arab Emirates has a broad customs rate of 4 percent
and would therefore be forced to increase customs duties, negatively affecting the country’s re-
export trade if the agreement was implemented. Currently, Qatar, Kuwait, and the United Arab
Emirates impose a rate of 4 percent; Bahrain a 5 to 20 percent rate; Saudi Arabia 12 percent;
and Oman 5 to 15 percent, although some products are zero-rated. In Saudi Arabia and Kuwait
rates can be as high as 30 percent.

11. Algeria and Egypt are at the more liberal end and the Syrian Arab Republic and Morocco
are at the most restrictive end.

12. The effective tariffs for MENA countries range from 9.93 (Syrian Arab Republic) to 19.62
percent (Tunisia), while the average for non-OECD countries is 13.5 percent. That of Asian non-
OECDs is 13.45 percent, African countries 16.98 percent, Middle Eastern countries 11.39 per-
cent, and Western Hemisphere nations 10.91 percent. Data obtained from Abed 1998, table 3,
p- 15.

13. Laird 1997.

14. Wellenius and Rossotto 1999.

15. Based on a survey of firms that were active in the reform programs.
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CHAPTER 3

Global Competition and
the Peripheral Player:
A Promising Future

Taieb Hafsi

Globalization is both an old and a new phenomenon. In the past, a firm such as
Exxon (or its predecessor, Standard Oil of New Jersey) could not consider its mar-
ket anything but international (Chandler 1962). Its strategy—and that of its com-
petitors—to build a new and interconnected vision of the world is not substantially
different from today’s concept of a global village. Yet while adopting a global
perspective may have distinguished companies 50 years ago, today “going inter-
national” is considered a natural phase in the development of all firms (Chandler
1977, 1990; Vernon and Wells 1976). This does not mean, however, that globaliza-
tion is no longer an innovative and important aspect of competition.

As the standard practices of the world’s markets have changed, so have the
definitions of what it means to globalize. The market to which most modern firms
refer is a wider market—even when the firms decide to concentrate only on a small
part of it. Thus, the concept of globalization is no longer related to the decision of
a firm to go abroad as much as it is to the willingness of all firms to do the same.
This means that even when a firm does not intend to go elsewhere, it must expect
others, from all over the world, to come and challenge it in its own territory. In
other words, globalization, which was once considered a firm’s specific strategy,
has become a structural element that has dramatically changed competition dy-
namics in many industries.

45
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There are many issues related to such a situation. As competition is becoming
much more sophisticated, traditional industrial organization concepts have simul-
taneously become more relevant, such as when economies of scale dominate an
industry (Caves 1980), and challenging, as when increasing returns to scale create
new monopolistic or oligopolistic situations (Arthur 1993). Governments, as much
as firms, are also being put to the test. They are expected to manage competition
within their sovereign boundaries in order to avoid predatory behavior and re-
straint of trade or commerce. Such management is generally as much formal as it is
informal, involving negotiations among all parties concerned, including competi-
tors, customers, suppliers, and so on. In global competition, the overall logic evades
any government’s willingness to intervene. It requires that all governments act in
concert—which is hard to envisage and would be even harder to organize. Govern-
ments are therefore obliged to think more in terms of national competitiveness to
fit their logic into the firms’ logic when involved in global competition, which
means that they have to understand better the global competitive game and work at
bending the firms’ competitive logic to take into account the country’s interests.

Globalization is therefore a new version of an old game that opens up the field,
involves all relevant players—Iocal, international, private, public, and governmen-
tal—and transforms completely their traditional behavior. Such a game generates
not only incredible threats but also amazing opportunities, the stakes of which are
the prosperity not only of firms but also of nations. How can different players deal
with globalization and the resulting competition? What choice does each player—
in particular the smaller and weaker player—have? Which of these choices is best?
These are the key questions dealt with in this chapter.

We intend to provide an overview of the realities and challenges of today’s
globalization and of the responses that firms and governments have developed or
are implementing. First, we define “globalization” and propose that there are vari-
ous levels of globalization. Next, we describe firms’ strategic responses to the reali-
ties they are now facing, then show how governments can get involved, and how
they are responding. We next address more specifically the situation of smaller
firms based in smaller countries, and suggest that their strategies need not be the
same as those of larger firms in larger countries. Finally, we conclude with a dis-
cussion of what the future holds, both for firms and for governments, in smaller
and developing countries.

Globalization: Multiple Realities

The word globalization is often used to describe differing realities. For example,
we can speak of the globalization of markets or industries, as if it were imposed on
the actors and unrelated to their actions (Porter 1986). In this way, the television
market and the piano market are said to be global. We can also speak of the global-
ization of the firm and of its strategy (Doz 1986; Porter 1986). Clearly, Interna-
tional Business Machines Corporation (IBM) and Ford are global, but what about
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a small firm in Canada that exports 70 to 100 percent of its output? In an attempt
to clear up this ambiguity, we offer in the beginning of this chapter, a way of
speaking about globalization that takes into account the various meanings of the
word, and that helps capture the rich reality of today’s competitive world.

In recent studies, globalization appears to be the result of changes in the envi-
ronment, in particular in the structure of the industry, in which firms and govern-
ments operate.! In the auto industry, for example, which is a typical global industry
(Doz 1986), globalization has been facilitated by three groups of factors:

1. The emergence of the European Union, which dramatically increased trade
among European countries

2. The successful penetration of Japanese firms, spurred by productivity and
quality advantages

3. The convergence of consumers’ preferences in the main markets, facili-
tated by the 1973 energy crisis and the evolution toward more advanced
technologies everywhere.

To these, one should add the fundamental characteristics of the auto industry:
economies of scale in production, distribution, and marketing; productivity differ-
ences among nations; and the trend toward free trade, which have all pushed firms
to develop strategies that link markets. Most industries follow these patterns.

At first, governments resisted this trend. However, as globalization persisted,
a few agreed to relax some of their protectionist restrictions with the condition that
social considerations—in particular, employment—were taken into account by the
firms concerned. All governments were then obliged to follow suit, imposing a few
rules to protect social balance and national interests. The result was not a total
globalization, but an “administered globalization.”

Globalization is also the result of firms’ actions. Porter (1986), for example,
bases his definition of globalization solely on firms’ strategies, stating that “an
industry becomes global when a firm finds a way to achieve a competitive advan-
tage by relating its activities in several countries.” According to Porter, if such an
advantage cannot be ignored by competitors, they will all follow the same strategy,
thus generating a global industry. Porter further suggests that the dispersion of the
value chain constituents should be an indicator of globalization. Dispersion of the
value chain is constrained, however, by coordination capabilities. The combination
of a degree of dispersion and of a degree of coordination, to achieve a lower cost of
differentiation, is called a global strategy. Doz (1986), on the other hand, goes a
little further to suggest that different industries might require different interna-
tional strategies. For example, when the industry is reasonably global, with limited
external constraints, the strategy that firms tend to follow is a global integration
strategy. When there are many barriers to globalization, the most appropriate strategy
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is a national responsiveness strategy. Intermediate situations require a multifocal
strategy.

As we can see, the language is far from clear. Authors speak of globalization of
markets, industries, and firms without really distinguishing among these different
globalizations. To address that lack of clarity, we must first explain the concept and
suggest that there are levels of globalization that are distinct, though interrelated:

1. The globalization of national markets
2. The globalization of industries or competition

3. The globalization of firms.

The Globalization of National Markets

A national market is global when it is open to the presence of international com-
petitors, that in all majors industries, most of them are present and compete with
one another. One could say, for instance, that the American market is reasonably
global. In contrast, the Japanese market, because of numerous nontariff barriers, is
not in fact global. Thus, it is generally more appropriate to talk about a degree or
level in globalization. To make the judgment about such a degree, we could use the
guideline in table 3.1.

The Globalization of an Industry or the Globalization

of Competition

The globalization of an industry or the globalization of competition takes place
when the competitive situation in a country is related to that in many other coun-
tries. This happens when some firms try to relate their activities across interna-
tional borders in order to achieve a competitive advantage. For example, if an

TABLE 3.1 GLOBALIZATION OF NATIONAL MARKETS

Degree of Tariff Nontariff Competition

globalization barriers barriers dynamics Examples

High Zero Zero or low Many competitors ~ The United States and

inmain industries ~ Canada
Average Low Average butlittle Several competitors France and the Euro-
visibility in main industries  pean Union, in general

Low Medium  Mediumtohigh A few competitors ~ Countries in transition

to high and little rivalry

Source: Author.
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automobile firm were able to sell a car in several countries that was produced in
only one of them (as was the case with Toyota until the middle of the 1980s), it
would benefit from a cost advantage difficult for others to match. In such a case
the only alternative for their competitors is to follow suit. As mentioned earlier,
there are many factors that may facilitate such a process, in particular uniform
training protocols (such as are found in medicine), access to technology, access to
information, and more important, convergence of consumer tastes and preferences.
Table 3.2 suggests a means to evaluate the degree of globalization of industry and
competition.

The Globalization of a Firm
Finally, the globalization of a firm is related to the decomposition of the firm’s
value chain and its dispersion around the world. The more dispersed the value
chain activities, the more global the firm, as suggested by table 3.3.

We should not talk about a global strategy, finally, but rather about a strategy
that takes into account the globalization of one or several markets, or the globaliza-
tion of an industry, or the globalization of a firm.

Dominant Strategies in Situations of Globalization

In situations of globalization, the competitive field is much more open, more ex-
tended; and each globalizing firm can expect to see new actors appear in its tradi-
tional markets. In a globalized or international market, one should expect to meet
many more actors than usual. As a result, heterogeneity and market turbulence—
and uncertainty—are expected to increase. However, we should not infer that power
balances are necessarily different from what they are in less global environments.

TABLE 3.2 DEGREE OF GLOBALIZATION OF INDUSTRY AND COMPETITION

Globalization
Conditions High Average Low
Intermarket links Numerous Many Few
Production integration Important Partial Small
Customer tastes Similar Close Diverging
Relevant technical training Similar Close Different
Access to technology Easy Licensing Proprietary
Access to information Total Important Average
Examples Autos Software, designer ~ Prescription drugs,

clothing

banking services

Source: Author.
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TABLE 3.3 DEGREE OF GLOBALIZATION OF FIRMS

Globalization

Conditions High Average Low

Main activities® Dispersed Some dispersed Concentrated

Procurement support Dispersed Dispersed Concentrated
activities

Technology support Dispersed Partially dispersed Concentrated
activities

Human resource manage-  Dispersed Concentrated Concentrated
ment support

Top management super- Dispersed partially ~ Concentrated Concentrated
structure support or totally

Examples IBM, Nestlé, General Electric, Spar Aerospace,

McDonald’s General Motors, Cineplex Odeon

Sulzer, Bombardier

a. Contributing directly to the production of goods and services.
Source: Author.

As a group, dominant firms are still going to be dominant in situations of global-
ization, even though relative positions among them may change.

Globalizing firms’ strategies have generally not been different from traditional
strategies. However, as globalization reduces the relative size and strength of each
firm, cost-based strategies have become more risky and harder to sustain. Accord-
ingly, differentiation and focus are becoming more pressing than strategic con-
cerns. Differentiation is favored, in particular, by the forces that drive globalization.
Factors such as increasingly homogeneous tastes have led to the development of
world segments for similar populations across nations. In the auto industry, seg-
ments are the same everywhere, even though their relative importance may dif-
fer from one country to another. This is also true of consumer electronics and
designer goods.

Globalization also creates many opportunities to focus, which is one of the few
strategies available to smaller firms. However, this is effective only when focusing
shields them from competing with larger, more powerful firms.

Of course, as shown by Doz (1986), globalization does not eliminate the need
for governments. In fact, there is no such thing as completely free competition.
While this may not be very significant for smaller actors, it definitely is for larger
ones. They have to constantly balance the competitive situation with the various
demands of governments, which can lead to a number of different responses, as
summarized below and in table 3.4.
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TABLE 3.4 GLOBALIZATION AND STRATEGY

Degree of competition

Degree of
intervention Low Average High
Low Opportunism Differentiation or Integration or differen-
integration tiation
High National respon-  Focus or mixed strategies Mixed (including
siveness (including alliances) alliances) or focus
strategies

Source: Author.

As shown in table 3.4, when government has a hands-off policy and competition
is local, the main actors are in a situation where opportunistic strategies are appro-
priate. They tend to use their local position to strengthen their global position, but
have to be cautious to avoid retaliation that could increase global competition.

When the government follows a hands-off policy, but competition is becoming
more globalized, the most common strategies are those that take advantage of the
global dynamics to justify integration. This includes specializing plants and inte-
grating their activities across countries. As long as the globalization is incomplete,
firms proceed cautiously, because integration leads to major commitments and ri-
gidities. The best strategy in situations of transition to a global industry is differen-
tiation. It does not require integration and allows more flexibility.>

When governments intervene a little and global competition is strong, we have
an accentuation of the preceding trends. Global competition justifies and facilitates
integration. In fact, cost (thus, economies of scale) is a critical advantage in gener-
alized globalization. Cost-effectiveness is important, regardless of whether a firm
is able to concentrate on a specific segment or is compelled to deal with the whole
industry.

Again, the auto industry is a good example. In such an industry, economic
scales for components are so huge that no national market is sufficient to justify a
plant of the right economic size. One is compelled to build plants for several na-
tional markets. Yet one has to take into account the pressures exerted by govern-
ments through the laws and regulations they set. This has led Ford to build a Gear
box plant in France, an engine plant in Germany, a small pieces plant in Spain,
and assembly plants in many locations. As we see in this example, despite competi-
tive dynamics that favor integration, most automobile companies do not fully inte-
grate. They integrate within the limits of the constraints, formal and informal,
exerted by governments. In some cases, when the fashion or status content is high,
differentiation is dominant and firms tend to produce in one location to serve a
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global segment. This was the case with German and Japanese automobile firms in
the 1980s—again, to satisfy content requirements or because this is the fashion.

When government pressures are strong, and legitimately so (that is, the gov-
ernments must have strong reasons to support the pressures resulting from new
laws or so), the most appropriate strategy is a national responsiveness strategy.
This happens in industries where national stakes are high and international com-
petition is low, with firms mutually adjusting to each other. This was the case in the
oil and tobacco (especially cigarettes) industries until the mid-1980s.

When government pressures are strong but competition is intense and increas-
ingly globalized (as was the case in the computer and telecommunications indus-
tries until the mid-1980s), the best strategy is either a focus or a multifocal strategy
mixing integration and differentiation. Doz (1986) has described the 1980s tele-
communications industry in Europe as multifocal, responsive to government de-
mands, yet giving attention to the technological development imposed by
competition all over the world. Multifocal strategies may involve alliances with
varying degrees of involvement among the partners.

When a government’s stakes in a global industry are high, strategies are un-
clear, thus necessarily multifocal, with multiple alliances and concentration strat-
egies whenever possible. The clothing industry provides a good example, especially
in Europe, where firms have developed alliances with their governments and other
important actors of the industry. Similarly, the two major aircraft manufacturers
(Airbus and Boeing) are increasingly made of many firms related on a permanent
or semi-permanent basis.

Competition among Nations: The Formal Diamond

The globalization of markets, industries, and firms has considerably reduced the
ability of governments to directly influence the behavior of firms. They are now
obliged to act indirectly by trying to create the conditions that lead firms to favor
their policies, such as creating employment, developing local technology, and so
on. As a result, firms become the government’s “critical customers,” and they com-
pete to attract their favors. It is therefore useful for us to consider the competitive
advantage of nations.

To measure the competitiveness of nations, Porter (1990) proposes first to do
an industry-by-industry evaluation using the simple model known as the “diamond
of national competitiveness.” This method defines the competitive capacity of a
nation in a specific industry as its capacity to entice firms to use the country as a
platform from which to conduct business. The diamond describes the four major
factors that affect firms’ decisions:

*  Demand characteristics, keeping in mind that a demanding and sophisti-
cated local market attracts firms
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e Factor characteristics—including quality labor, cheap capital, and advanced
technology in the country—which attract the leading firms of the industry

e A competitive structure that promotes robust and healthy competition,
and thus contributes to the competitive strength of firms

e Support industries, which, when dynamic and innovative, are also an at-
tractive factor.

Porter argues that after assessing the strength of the diamond for each indus-
try, governments should concentrate their efforts on boosting the industries in which
the diamond is strong rather than weak. This is a highly controversial argument
and, as we shall discuss later, is more appropriate for large, rather than small,
industrial countries and firms. In the areas where a country has a strong diamond,
thus a strong national advantage, governments tend to think in terms of a set of
interrelated sectors called clusters—a concept typically used by European econo-
mists. The idea behind clusters is that the health of interrelated sectors is depen-
dent on the health of each individual in the cluster. In Canada, for example, the
Province of Quebec’s government identifies all the interrelated sectors and devel-
ops a strategy to help them develop jointly.

While competing governments are all in the business of finding ways to im-
prove the nation’s competitive advantage, some have been more successful than
others. Kenichi Ohmae (1985), who has suggested that the world competition is
gearing up for a confrontation among a triad made up of Asia, Europe, and the
United States has also shown that the Chinese government has invented a new way
to attract foreign firms and investment through the concept of regional or city-
centered development. According to him, the more relevant scale for national strat-
egy is the one suggested by the Chinese experiments: the city or the region.

The diamond concept, and the related idea of cluster, is arguably more useful
for dominant countries that are in the business of world-scale competition, such as
those included in Ohmae’s triad. For smaller economies, however, it is either irrel-
evant or hardly credible. For example, in his study of Canada’s industries, Porter
has found that there is no industry, with the possible weak exception of the forest
industry, in which Canada had a strong diamond. Yet, as argued by many scholars
(Rugman 1990), Canada is a thriving country, doing well by all standards and
recognized as one of the more dynamic countries of the Organisation of Economic
Co-operation and Development.

Dominant and Peripheral Games:
The Successful Small Firm in a Global Dynamic

Despite Porter’s argument, in most Canadian industries there are dynamic and
successful firms. In particular, there are several firms in the clothing industry (in
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which Canada has not traditionally been a powerhouse) that, despite being small
and apparently insignificant, are competitive in a market where Asian and Euro-
pean competitors are strong. A small $100 million® company called Paris Star, for
instance, regularly beats the Southeast Asian giants for famous designers’ con-
tracts. Similarly, Peerless Clothing (PC) in Montréal is the world’s largest exporter
of high quality men’s suits to the United States, competing successfully with such
well-known U.S. firms as Armani and Hugo Boss.

This suggests that Porter’s diamond analysis (as well as all the industrial orga-
nization-based theories that he and others have proposed, including the traditional
competitive analysis and value chain manipulations) is better suited to firms or
countries that compete for a dominant position in an industry. All the firms or
countries that happen to be in a more peripheral situation have to conceive the
world, and the market in which it works, differently. In particular, using the idea of
the diamond, we could suggest that firms that are not in a dominant situation have
to think in terms of a “virtual diamond” rather than the more formal Porterian
diamond. Such a diamond would be built by the firm and could involve elements
spread all over the world. For example, for a Canadian clothing firm, the relevant
demand may be the American demand, the relevant factors (capital, technology,
and labor) may be Canadian, while the supporting industries and the industry dy-
namics may be worldwide. In a sense, the virtual diamond is not a feature of the
country—rather, it is built by the firm.

The idea of a virtual diamond reveals that the firms’ managers play a critical
role in conceiving and building the bases on which their competitiveness will rest.
Building the virtual diamond means not only understanding clearly the dynamics
of the industry, but also identifying the forces that can help in developing an ad-
vantage. This indicates that alliances and cooperative strategies are at the heart of
the virtual diamond. For example, PC had to compete against Hugo Boss and Armani
in the United States, but it could obviously not do it in the traditional distribution
channels. The large chains had a clear bias in favor of the better-known competi-
tors. They could invest a lot in advertising and storage to respond to their market.
In contrast, the smaller retail chains needed responsiveness to appeal to quality
and price-sensitive customers. They needed to develop a quality image and house
brand at a reasonable cost. They needed to reduce their suit stocks, while respond-
ing to their customers’ demands for quality name-brand men’s suits. Their prod-
ucts had to be of a quality similar to that of the competition, yet a little less expensive,
in order to provide a better value. An alliance with a small, responsive, and cost-
effective supplier was bound to provide results.

To respond to such a market, PC built storage facilities close to the customers.
Sophisticated intelligence of the market and a high-technology production system
allowed the firm to produce stock and respond quickly to customer orders. The
smaller chains could also have their own private brand on the products, delivered
on request, and they could return any unsold suits. By offering these benefits to its
customers, PC demonstrated the value of understanding the specific needs of cus-
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tomers and their value chain. The firm became much more valuable than the unre-
sponsive and inflexible larger European companies, and carved a very profitable
and secure niche for itself. To make all this possible, PC also developed an alliance
with a large number of small entrepreneurial distribution firms, which had close
relationships with the smaller retail chains. These smaller firms gave it access to a
large market, yet unknown, misunderstood, and untapped by the larger competi-
tors. The latter could not even provide the combination of quality, service, and
price that made PC so attractive to this interstice market.

PC could also draw on a similarly sophisticated work force, priced competi-
tively with the U.S. companies and much less expensive than that of the Europe-
ans. The cost of capital and the level of technology were similar or more favorable.
It was exposed to world competition, and the support industries were international,
and thus not different from those available to the U.S. or the European firms. In
addition, in a funny twist of the North American Free Trade Agreement, the com-
pany had access to quality wool cloth from the United Kingdom at duty-free condi-
tions. As a result, the overall diamond, with elements spread all over the world,
was the source of a clear competitive advantage for the company, even though the
formal Canadian diamond was very weak by Porterian standards.

The logic of the “virtual diamond” is clearly more convincing when we look
at the actual competition among firms. If strategists of firms and policymakers at
the national or regional level considered the formal Porterian diamond to be just
a special application of the more general virtual diamond, then they could adopt
a more pragmatic attitude by looking at the international conditions and the in-
dustrial sectors in which the country or the firm could play a role, even if less
than dominant. The example of the Canadian clothing industry is, in that re-
spect, quite revealing. Canada has clear advantages in terms of the availability
and cost of capital; it has a competitive package in design and technology, as well
as high quality and reasonably priced labor. In contrast, it would be an aberration
not to recognize that, for supporting industries such as equipment manufactur-
ers, it is better to look toward such large firms as the Swiss or the German ones.
Similarly, the U.S. market, accessible and powerful, is unavoidable, which has
led Rugman (1990) to propose that, in the Canadian case, the formal Porterian
diamond should actually be a “double diamond,” including both the Canadian
and the U.S. markets.

The idea of a “virtual diamond” attracts our attention to the creative part of the
strategy-making process. Small and peripheral firms, if they are to survive in a
world where economies of scale and scope are important, should think in terms of
being different from their larger, more powerful rivals—sometimes even cooperat-
ing with them, providing supplies or very specialized services. The more relevant
strategies have to provide differentiation or focus, or both. Again, though, we should
not be misled by the words. Differentiated firms can be both dominant and periph-
eral. For example, the large U.S. health product firm Becton, Dickinson, and Com-
pany is the world leader in several segments, in particular in the disposable syringes
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market. It conceived and over the years built and dominated the market. Thus, in
the syringe market, more peripheral firms have to look for interstices. Specialized
applications that require more service or more quality can circumvent the need for
economies of scale in production, distribution, marketing, and research and devel-
opment. The globalization of markets creates all the conditions for such interstices
and for the ability to be different, because the field is more open and more wide-
spread. In what follows, we shall provide examples of somewhat unexpected differ-
entiation that support this assertion.

In the traditional computer business, IBM has been the dominant force since
the 1970s. Many attempts to take on IBM in a frontal confrontation have been
failures. The more interesting one is the French government’s significant effort in
the 1960s, with the creation of Bull S.A. This company, despite having at its dis-
posal as many resources as IBM, neglected to differentiate and has never been able
to be a significant force in the industry. At the same time, many smaller firms, with
much smaller resources, have been very successful against IBM. Take the example
of Burroughs Business Systems. This company, although producing hardware similar
to IBM’s, has focused on serving large international banks and insurance compa-
nies. For these customers, it has been able to provide the package of hardware and
services that produced a remarkable success. At this time, the return on investment
of Burroughs is superior to IBM’s.

Another interesting example is that of Crown, Cork, and Seal (CC&S). This
international can company was, in the last 30 years, in a cut-throat competition
with bigger and widely diversified competitors such as American Can Company,
Continental Can Company, and National Can Company. The can business is a
mature business, where products are standard and margins very small. In such a
game, the larger the firm, the more profitable it is. Yet, by focusing on customers’
needs and building all its systems to provide higher value instead of a can, CC&S
became the most profitable company over the entire 30-year period. The firm un-
derstood that beverage producers were concerned with taste and looked at bottling
as a hassle. CC&S decided to make bottling easier, providing bottling machine
servicing, and sometimes offering to outsource the service. In addition, the firm
located plants closer to customers to ensure a quick response time, allowing them
to avoid maintaining costly safety stocks. As a result, not only was CC&S able to
outsmart its bigger, more diversified competitors, but—for a long time—it was
among the New York Stock Exchange’s “10 Best Buys,” achieving a remarkable
return on investment.

The other significant factor in a global industry is the understanding of the
intricacies and nuances of national laws. Many successful firms have been able to
develop and maintain a competitive advantage over larger competitors, because
they have been able to understand better the small differences in regulations and
laws in their target markets. For example, as mentioned before, the PC success in
Canada was made possible because early in its development the company was able
to tap a very minute detail in the North American Free Trade Agreement that
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allowed Canadian companies, and not U.S. ones, to import quality cloth from the
United Kingdom. Similarly, the history of Daewoo International Corporation shows
how that company, a global one by any standard, has been able to achieve outstand-
ing success through better attention and understanding of regulations and laws all
over the world. In particular, they have been the first to realize that textile quotas to
the Republic of Korea for the U.S. market would be given to firms in proportion to
market share. They rushed to achieve the largest market share, regardless of prof-
itability, and achieved, in the next 10 years, a remarkable rent situation by earning
a large and exclusive part of the clothing goods market coming from Korea. They
have achieved similar successes in the Middle East and North Africa with the same
meticulous attention to local legal and cultural characteristics.

Conclusions

The globalization of markets, industries, and firms has created a completely new
competitive field. It has obviously made cost a critical element of competition,
giving more importance to economies of scale and scope, and (for larger firms) the
power to spend, invest, and coordinate across countries. Paradoxically, it has also
created numerous opportunities for the smaller competitors. The rush for the larger
markets and opportunities leaves many unattended and unsatisfied market seg-
ments in all industries.

The smaller, peripheral firms should be careful not to compete in the same
fields as the dominant ones. There, they have no chance of success. Instead, they
should use their flexibility to respond better to the smaller and more neglected mar-
kets. Large firms cannot respond easily to those markets that are not satisfied by the
standard, even if less expensive, world products that large firms churn out at their
huge productive facilities. If they do, then they have no real advantage over the
millions of smaller competitors. That is where the interstice is important. Identify-
ing it and working at satisfying the specific demands or expectations can be made
easier by attending to the conditions of success that a “virtual diamond” suggests.

Attending to interstice markets requires highly sophisticated strategic analy-
ses of the relevant industries. This is usually hard for most of the smaller firms—
and is where governments can help. They can provide the studies of industries and
the strategic intelligence and advice that can help smaller firms discover and oc-
cupy the interstice markets of each industry. It can also facilitate alliances for
smaller competitors and, wherever possible, improve the local diamond condi-
tions, in particular those conditions related to either demand or factors that are not
easily available elsewhere.

Making information available about what makes smaller firms succeed in the
various markets can act as a powerful stimulus to entrepreneurs in search of oppor-
tunities and understanding. The global competition makes strategic positioning
more important to the smaller firm. It also makes the strategic analyses and under-
standing of the various customers’ needs and expectations more important and
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critical success factors. Strategic intelligence may therefore be more important to
the peripheral players than it is to the dominant ones.

Since it is among today’s peripheral players that many of tomorrow’s domi-
nant ones will come, it is important for policymakers to worry more about periph-
eral games than about dominant ones.

Notes

1. See Doz 1986; Porter 1986; Prahalad and Doz 1987; Bartlett and Ghoshal 1989; and Rugman
1990.

2. As shown by the Becton Dickinson case (Cvar 1986).

3. All dollar amounts are U.S. dollars.
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CHAPTER 4

The Regional Business Environment
in the Global Context

Andrew H. W. Stone

Business environment conditions are fundamental to the well being of nations in
the Middle East and North Africa (MENA) and the competitiveness of private
enterprises. Undistorted market signals critically affect the ability of firms to re-
spond to international markets. Their ability to respond competitively depends in
part on low costs and a predictable business environment where basic institutions
of government and market support function effectively.

A well-functioning business environment is central to the challenge of pov-
erty alleviation in countries in MENA and around the world.

1. An efficient business environment promotes growth, which creates op-
portunities for private sector employment and increased income for the
poor. A well-functioning private sector and strong markets help society
allocate its scarce resources efficiently, productively, and without exces-
sive transaction costs and deadweight losses. An efficient private sector
directly promotes investment and economic growth, thus creating jobs
and broadening opportunity. Indirectly, a growing economy provides gov-
ernment with funds that can be spent on social services and for targeted
poverty-reduction programs.

2. Business environment reform reduces distortions that may skew distribu-
tion and opportunity toward the wealthy and well connected.

63
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3. Business environment reform strengthens competition, offering not only
efficiency gains, but also improved choice and lower prices for all con-
sumers, including the poor. This may extend beyond traditional product
markets to areas of traditionally public service provision—such as infra-
structure, education, and health.

This chapter looks at evidence of recent performance, regional and country-
level survey data, and international indicators to gain insight into the impediments
to firm-level competitiveness arising from the business environment in the MENA

1 1
region.

Recent Performance

As the nations of MENA consider ways and means to strengthen their competitive-
ness, they must first look at their recent record on competing in the global market-
place. With a few exceptions, export growth has been sluggish and regional market
share in most exports has declined. First, looking at the countries of the Middle
East and those of North Africa, figure 4.1 makes clear that, from 1990 through
1996, those countries were, in general, losing world market share in manufactured
goods. Looking at individual country performance, we see export growth that, with
the exception of the Arab Republic of Egypt, did not exceed 4 percent per year.
Even by 1998, over 70 percent of North Africa’s commodity and manufactured
exports (by value) were in products losing global market share, while 64 percent of
Middle Eastern countries’ exports were losing market share. Since, globally, growth
in trade has exceeded growth in production year after year, countries that cannot
take advantage of expanding world markets through exports risk slow overall gross
domestic product (GDP) growth.

Given this generally weak performance, it is reasonable to ask whether there
are any systemic elements of the business environment in the region that may be
impeding the competitiveness of firms.

Impediments to Competitiveness in the Business Environment:
Regional Survey Evidence

To answer this, we look to a series of empirical sources based on surveys of private
enterprises in the MENA region and in other regions of the world. These surveys
are based on a view of enterprises operating and attempting to grow in their country’s
business environment, confronting market, institutional, and governance condi-
tions specific to their locations. Figure 4.2 summarizes some of the major aspects
of the business environment that may influence the way in which firms invest and
operate in different national contexts. Policy-oriented private enterprise surveys
focus on those aspects of the private sector’s environment external to the firm that
most constrain incentives for investment and growth, or impede productivity im-
provements and competition, or both.
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FIGURE 4.1 EXPORTS TO INDUSTRIALIZED COUNTRIES
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Note: North Africa includes Algeria, Egypt, Libya, Morocco, and Tunisia; the Middle East includes Bahrain,
the Islamic Republic of Iran, Iraq, Israel, Jordan, Kuwait, Qatar, Saudi Arabia, the Syrian Arab Republic,
the United Arab Emirates, and the Republic of Yemen.

Source: United Nations, Trade CAN/Comtrade Database 2000.

How does the region compare internationally with respect to enterprise im-
pediments? With Asia as our first source of information, we can compare regional
data from the surveys carried out as background for the World Development Report
1997 (World Bank 1997).2 These enterprise surveys highlight similarities and dif-
ferences among countries, especially with regard to governance conditions. The
responses about the MENA region that emerged from the (relatively small) sample
of firms surveyed, placed against the broader context of other regions of the world,
suggest the following regional features:

e There are weaknesses in the relationship between government and the
overall business community, as reflected in:
1. An above-average fear of retroactive changes in laws and legislation

2. A decline in the predictability of laws and policies over the previous
10 years.
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FIGURE 4.2 THE ENTERPRISE IN THE BUSINESS ENVIRONMENT
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e There is above-average fear of instability, as reflected in concern over
unconstitutional changes in government.

e There is an imperfect rule of law in the region, as reflected in firms’ iden-
tification of:

1.

Unpredictability of the judiciary—that is, the outcome of judicial sys-
tems is not regarded as consistent and reliable.

An above-average ranking of the corruption constraint, meaning that
corruption impeded firm operations and growth more in the region
than occurs as the global norm.

e Taxes and regulations impose substantial constraints to regional businesses.

1.

Taxes and regulations are a leading concern of businesses, as they are
in other regions of the world.

In MENA trade regulations rank higher than in many other regions.

A higher proportion of firms in the region, contrasted with firms in other
regions, report that they did not invest due to government regulations.

Firms’ senior management spends a high percentage of time on regu-
latory and legal compliance activities.
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The recent surveys carried out as part of the World Business Environment
Survey® in 1999 and 2000 highlight, through three observations, some of the same
differences between MENA countries and countries in other regions that host firms
with which MENA firms will likely have to compete. MENA firms rate relatively
poorly with regard to the constraints imposed by policy instability, corruption, ex-
change rate uncertainty, anticompetitive practices by other enterprises and govern-
ment, taxes and regulations, and the judicial systems* (see table 4.1).

MENA firms may take comfort in the fact that the region rated relatively
better than South Asia, developing East Asia, and even Latin America (in some
respects)—if those are the regions from which they expect the greatest competi-
tion. As MENA firms integrate into Organisation for Economic Co-operation
and Development (OECD) markets, however, the superior conditions in China
and newly industrialized East Asia, as well as OECD countries, may provide
competitive challenges.

MENA International Competitiveness: Selected Indicators

Aside from original data gathered through surveys, another way to diagnose the
business environment in MENA is to look at official statistics and other compara-
tive data sources. Some of these are particularly useful in benchmarking competi-
tive conditions in the national business environment. What do competitiveness
indicators tell us about business environment constraints?

TABLE 4.1 CONSTRAINTS TO ENTERPRISES BY REGION: WORLD BUSINESS
ENVIRONMENT SURVEY, 1999-2000
(percent of enterprises in regions identifying constraint as “major” or “moderate”)

East Asia Latin

Constraint Africa  MENA  NIC/China America  OECD
Policy instability 453 69.1 26.4 70.2 36.9
Financing 65.6 50.0 50.8 63.6 39.2
Inflation 59.8 55.7 31.1 63.1 332
Corruption 64.1 66.2 20.4 58.2 17.4
Taxes and regulations 32.8 54.1 20.1 72.6 61.7
Exchange rate 35.4 54.9 25.4 62.6 24.8
Anticompetitive practices n.a. 542 29.0 48.1 30.7
Street crime 56.1 43.2 14.1 66.1 22.1
Infrastructure 63.0 423 20.5 45.6 21.7
Organized crime 52.8 26.4 14.7 51.1 13.4
Judicial system n.a. 429 14.5 454 20.9

Note: NIC = Newly industrialized country. OECD = Organisation for Economic Co-operation and
Development.
Source: World Bank 2000, World Business Environment Survey 1999-2000.
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First they tell us that the state in the MENA region is simply more engaged in
economic activities than in the advanced industrial economies, hence more likely
to impose a burden on private firms by crowding out activity or financing, mo-
nopolizing or protecting the production and distribution of certain goods or ser-
vices, or inefficiently supplying vital upstream or downstream goods and services.
While, again, figures are not available for all countries in the region, for the North
African countries for which these data are collected, it is clear that the state is
heavier than in any other country for which these data are available (with the
exception of the economies of the former Soviet Union). During the early to mid-
1990s state-owned enterprises accounted for between 17 and 58 percent of GDP in
these economies, as opposed to an average for developing countries of only 11
percent (table 4.2). Clearly, for the leading industrial economies, this figure was
even lower. A second indication of state heaviness in some of the economies of the
region is the major role played by trade-related taxes and protectionist policies
that impede the growth of trade. One indication of this is the level of import duties
which, in economies such as the Syrian Arab Republic, Tunisia, Algeria, and Egypt,
exceed the standards of rapidly industrializing economies (table 4.3).

A second question we can ask in the age of globalization, where economic
success increasingly relies on rapid exchange of information, is how well the econo-
mies of the region are networked. How linked are the economies of the region to
the rest of the world through foreign direct investment (FDI), which can bring with

TABLE 4.2 THE HEAVY STATE: ECONOMIC ACTIVITY OF STATE-OWNED
ENTERPRISES, 1990-95

(percent of GDP)

Ranking by share of

public enterprises in GDP Country Indicator
1 United States 1.0
2 Argentina 1.3
4 Mexico 4.9
15 Turkey 5.1
26 Brazil 8.0
34 Korea, Rep. of 10.3
42 India 13.4
43 Tanzania 13.7
52 Morocco 17.2
56 Egypt 30.0
57 Tunisia 30.2
58 Algeria 57.6

Source: World Bank 1999a, World Development Indicators 1999 (available for 58 countries).
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TABLE 4.3 AVERAGE IMPORT DUTIES IN SELECTED COUNTRIES, 1997
(percent of imports)

Country Import duties
Korea, Rep. of 43
Malaysia 0.5
Jordan 12.4
Lebanon 14.9
Turkey 1.8
Syrian Arab Rep. 29.7
Morocco 14.8
Yemen, Rep. of 9.7
Tunisia 19.9
Egypt 18.8
Oman 2.5
Algeria 242

Source: World Bank 1999a, World Development Indicators 1999.

it not only financing, but market access, technology, management know-how, and
other linkages? Several East Asian economies achieved sustained periods of high
levels of FDI before (and after) the financial crisis of the late 1990s. A number of
Latin American economies have attracted more FDI in recent years, as well. For
the economies of the MENA region, the record is mixed—some are quite linked
through FDI, others less so (table 4.4). Clearly, there is room for improvement.

Based on a number of indicators, some of the countries of the region appear to
have serious impediments to information networking. Two are presented in Table
4.4. First, in several countries in the region the delays in accessing a new telephone
line are extraordinarily lengthy, led by Yemen (5 years), Jordan (4.8 years), Egypt
(3.9 years), and Tunisia (1.3 years). While some might argue that the advent of
cellular telephone technology obviates the need to improve access to fixed lines,
this ignores the higher expense (hence competitive disadvantage) imposed by cur-
rent cellular phone services as well as the current (though diminishing) limitations
in this service in terms of fax and Internet connectivity. Second (and perhaps re-
lated to the issue of connectivity), penetration of the Internet and computerization
more generally is very limited in the region. Computer access is extremely low on
a per capita basis throughout the region (except in Lebanon, where it is 318 per
10,000; and in Turkey, where it is 207 per 10,000), and the density of the Internet
network measured through Internet hosts is exceptionally low. When compared to
the rapid-growth economies of East Asia such as Malaysia and Korea, this contrast
becomes especially stark.
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TABLE 4.4 NETWORKING INDICATORS, 1997

Years wait Personal Internet

Gross FDI fora computers hosts
(percent telephone (per 10,000 (per 10,000

Country of GDP) line people) people)
Korea, Rep. of 35.00 0.0 151 37.66
Malaysia 30.87 0.4 461 18.38
Argentina 18.93 0.0 392 5.92
Mexico 15.92 0.8 373 8.75
Poland 17.98 2.8 362 25.55
India 16.77 1.0 21 0.11
Jordan 24.65 4.8 87 0.79
Lebanon 21.16 n.a 318 3.33
Turkey 20.75 0.4 207 0.43
Morocco 14.56 0.2 16 0.05
Yemen, Rep. of 13.40 5.0 12 0.01
Tunisia 12.09 1.3 86 0.06
Egypt 12.06 3.9 73 0.33

Source: World Bank 1999a.

A final area that lends itself to international benchmarking is that of knowl-
edge—are the economies of the region prepared to compete in a world economy
that increasingly relies on the knowledge of workers and technicians more than it
does on the low cost of unskilled labor? Even comparing within the region (and
vicinity), vast differences in levels of education and the density of skilled scientists
and technicians become evident. Literacy rates, for countries available, vary from a
high of 100 percent in Israel to a low of 44 percent in Morocco, while tertiary
school enrollment varies from a high of 44 percent to a low of 4 percent. A third
indicator is the number of scientists and engineers per capita (a figure available
for, unfortunately, only a few countries). Nonetheless it is clear there are wide
variations (see table 4.5).

Internationally comparable benchmarks of business environment conditions
are highly desirable but often not available. Surveys can sometimes supplement
official statistics. One field where surveys are becoming more detailed and sophis-
ticated is in documenting the costs of administrative and regulatory procedures.
For example, port and custom-related processing times impose important con-
straints on the competitiveness of internationally trading firms in several countries
in the region. One Moroccan exporter complained to the World Bank during a pri-
vate sector assessment: “Although Europe is geographically near, in time and money



THE REGIONAL BUSINESS ENVIRONMENT IN THE GLOBAL CONTEXT 71

TABLE 4.5 KNOWLEDGE INDICATORS, 1997

Scientists and
Tertiary school — engineers in R&D

Literacy rate enrollment (per million
Country (percent) (percent) population)
Algeria 62 13 —
Egypt 51 23 458
Israel 100 44 —
Jordan 87 — 106
Kuwait 79 27 —
Lebanon — 27 —
Morocco 44 11 —
Oman — 6 —
Saudi Arabia 63 16 —
Tunisia 67 14 388
Turkey 82 18 261
Yemen, Rep. of — 4 —

— Not available.
Source: World Bank, World Development Indicators 1999.

terms for exporting my goods I am farther away than an Asian firm.” Figure 4.3
shows the survey-based figures regarding delays of goods during importation to
Algeria. While the 39 days total required for industrial firms to import goods seems
unreasonably high, it is hard to place the overall figures, or the time taken by each
step in the importation process, in context without a more complete international
dataset. This emphasizes the importance of countries in the region collaborating
and coordinating their policy research efforts to leverage their limited resources.

The Business Environment in Selected MENA Countries:
Survey Evidence

Unfortunately, detailed, comparable survey data are not currently available for all
the countries in the MENA region. However, recent survey work in North Africa
shows both similarities and differences between the countries of the region. Figure
4.4 shows the results from four countries in North Africa in roughly parallel World
Bank surveys of private enterprises carried out in 1998 and 1999.5

The first and most noticeable similarity among the countries is that taxes and
tax administration impose the leading constraint to firms in all four of the North
African countries surveyed. A second similarity is that inflation worries figure
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FIGURE 4.3 TIME FOR IMPORT-RELATED PROCESSES: ALGERIAN ENTERPRISE
SURVEY, 1998
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Note: BTPH = batiment, travaux publics, et hydrauliques (construction, public works, and hydraulics).
Source: World Bank 1999b.

high among firm constraints in all the countries. However, important differences
appeared as well. For example, the severity of corruption as a constraint appeared
to vary substantially between countries. The level of constraint imposed by crime
and safety concerns also varies substantially between countries—from Algeria,
where it is among the most important constraints, to Egypt, where it ranks last
among firms’ identified constraints. A final key finding is that businesses in some
countries appear to feel generally better off than those in others. The average con-
straint score assigned by Tunisian firms is simply far lower than that assigned by
firms in the other countries. It cannot be judged without a more detailed contex-
tual analysis whether this is due to better long-term economic and institutional
conditions, or temporary market or policy conditions benefiting local businesses.

Conclusions

What can we conclude from this diverse set of comparative indicators of the busi-
ness environment? First, although each presents a partial and incomplete picture
of business environment constraints in the region, taken together the evidence pro-
duces a substantive policy agenda that places priority on the following reforms:
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FIGURE 4.4 CONSTRAINTS TO ENTERPRISES IN FOUR COUNTRIES
IN NORTH AFRICA, BASED ON WORLD BANK SURVEY DATA, 1998-99
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Source: World Bank 1999b, World Business Environment Survey 1998-99.

At a general level, there is a need for governments to improve policy
stability, increase transparency of policy formulation and implementa-
tion, and improve public accountability at multiple levels of government.
It is clear from the uncertainty about policies and their implementation
faced by businesses that one fruitful approach is better consultation be-
tween business and government on market-oriented policy reforms.

In spite of significant progress in several countries of the region, there
remains a substantial task in reducing the size of the state, its involve-
ment in productive sectors, and its interventions in markets.

There is a general need to reduce transaction costs, especially those aris-
ing from the administration of taxes and customs, as well as those arising
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from inconsistent or discretionary administrative practices or inadequate
conflict resolution mechanisms.

e Clearly, many parts of the region suffer from elevated costs of moving
goods and information in and out. Governments need to act to reduce
these costs, if only by establishing the conditions for competitive market
development in such critical services as ports and telecommunications.

e There is a regionwide need to strengthen investment in human capital,
and to improve the incentives for private firms to invest in worker train-
ing. There is also a need to rationalize incentives for capital investment.

e Finally, governments need to work to strengthen the rule of law (and
combat corruption), strengthening the administration of justice and the
judiciary.

Beyond these policy observations, the chapter points to the need for more par-
allel empirical work. The regional policy institutions participating in the Third
Mediterranean Development Forum have a strong potential role in coordinating
their work and sharing information so that countries can better benchmark their
current performance, gauge progress over time, and leverage limited local resources
by linking national to international policy research initiatives. The World Business
Environment Survey presents one opportunity for countries to link to a growing
database of measures of business environment conditions. Extending its coverage
to more direct measures of firm-level productivity would enhance the direct link of
business environment constraints to competitiveness. More detailed surveys of ad-
ministrative and regulatory costs pose a second opportunity to relate firm-level
costs to performance, and to compare costs across countries. These results would
be more than intellectually interesting—they could point to the business environ-
ment reforms that yield the greatest benefit for firm-level competitiveness.

Notes

1. Based on the presentation at the Third Mediterranean Development Forum in Cairo, Egypt,
March 2000. The views expressed here are those of the author and do not reflect those of the
World Bank Group, its management, or its directors. The author wishes to acknowledge the
assistance and encouragement of Drs. Ahmed Galal and Samiha Fawzy of the Egyptian Center
for Economic Studies, and R. Shyam Khemani of the World Bank.

2. Based on Brunetti, Kisunko, and Weder 1997.

3. The World Business Environment Survey (WBES) is an initiative of the World Bank Group
that, in partnership with other institutions, has assessed the state of the enabling environment for
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private enterprise in 80 countries and one territory, to date. The WBES uses enterprise-level
surveys (usually administered through personal interviews) to assess how conditions for pri-
vate investment are shaped by local conditions. It establishes the basis for internationally
comparable indicators that can track changes over time, and can stimulate public-private
dialogue on business perceptions. The per country sample size was generally a minimum of
100 firms. The WBES builds on the survey for the World Development Report 1997 (World
Bank 1997), but substantially broadens the issue coverage, expands the sample, and harmo-
nizes the methodology.

4. As the table makes clear, inflation was the third ranking constraint for the region, identified
by 56 percent of firms as a major or moderate constraint, but compared to other regions, this
rating is not exceptional.

5. Some of the surveys in Tunisia were carried out in a group setting, and it may be assumed
that this reduced the severity assigned to some constraint rankings. In Algeria the surveyors
were not allowed to ask the question on corruption. The author acknowledges the work of the
Egyptian Center for Economic Studies and Dr. Samiha Fawzy in carrying out the Egypt sur-
vey, and the consulting work of Dr. Saad Belghazi regarding implementation of the other three
studies.
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CHAPTER 5

Dispute Resolution and Firms’
Competitiveness in the MENA Region

Jeffrey B. Nugent

Despite the considerable progress of the Middle East and North Africa (MENA)
region toward peace and political stability, the real gross domestic product (GDP)
per capita has at best remained constant since 1985. This lack of economic growth
is expressly due to population and labor force growth rates, which are the highest
of any region in the world. The MENA region’s performance has been no better
than that of Sub-Saharan Africa and worse than that of all other regions except
Eastern Europe.' Furthermore, with both the population growth momentum and
the female labor force participation rate on the rise, rapid increase in the labor
force is expected to continue for some time. As a result, MENA countries will have
to substantially accelerate their economic growth rates if they are to avoid danger-
ously large increases in unemployment rates and further deterioration in labor pro-
ductivity. Adding to this dilemma is the paradox that while the agricultural and
service sectors of MENA economies are currently suffering from extreme under-
employment, the open unemployment rates are by far the highest of any region in
the world.?

Furthermore, despite a decade of talk about privatization, the MENA region
also leads the world in the amount of wealth that remains in the state sector. Even
at the margin—in terms of change in the stock of capital—more than half of the
region’s investment is still undertaken by the government. Yet, because of high
debt to GDP ratios, on-going reductions of tariffs and other taxes, and the realiza-
tion that the government cannot and should not extend its functions beyond the

76
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administrative capacity, it is the private sector that will have to provide both the
impulse to that growth and the employment opportunities for the region’s rapidly
growing labor force.

There are, of course, two main strategies for achieving a transformation from
state to private sector domination. One is privatization—yet in many countries this
process has proved problematic because workers, managers, bureaucrats, and poli-
ticians often offer strong resistance. Even when privatization is not blocked in this
way, it can occur only where the viable enterprises to be privatized will be of
interest to the private sector in the end.

The other strategy is to create an attractive environment within which new
private sector activities can develop. If MENA countries are to grow rapidly in the
near future, it will require considerable structural change. Keeping in mind that
even large privatized firms could play only a minor role in the future economy of
the country,® the creation of an appropriate environment for nurturing private sec-
tor activities is likely to be far more important than privatization.

The creation of such an environment, however, requires a substantial change
in the role of the state. As Page, Saba, and Shafik (1997) so aptly put it, the role
will have to change “from player to referee.” Only by withdrawing from the role of
player in favor of the role of referee, which means getting the institutions “right,”
will MENA countries have a chance of developing the kind of environment that is
conducive to a competitive, flourishing, and rapidly growing private sector. Get-
ting institutions right means identifying, creating, monitoring, and enforcing the
kinds of rules by which markets for new goods and services and productive factors
can be created, nurtured, and made keenly competitive. Essentially, solid institu-
tions will enable private firms to undertake the activities necessary to become in-
ternationally competitive.

Contrary to the assumption of traditional neoclassical economics, such institu-
tions are vital to the efficient performance and growth of the economy. The cre-
ation of these institutions and their maintenance through monitoring and
enforcement activities are by no means without cost, however. Indeed, these “trans-
action” costs can be sizable, in spite of the fact that each agent in the economy may
be motivated to minimize them. In a primitive economy dominated by subsistence
activities largely carried out within individual households, these transaction costs
may be very low. As the volume and complexity of exchanges and contractual
relationships (including those with governments and foreigners) increase, the im-
portance of transaction costs increases substantially.* One component of these costs
that grows especially rapidly in proportion to aggregate economic activity is the
cost of dispute resolution.

As will be demonstrated below, MENA countries vary significantly in the ex-
tent to which they have made the necessary transitions in the role of the state and in
identifying, implementing, and enforcing the rules that can reduce transaction costs
and encourage private sector development. Some have made commendable progress
in the last decade or so, especially in macroeconomic reforms—reducing budget
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deficits, stabilizing the money supply, and reducing inflation. Some have also lib-
eralized regulations, especially those on trade and capital flows, lowered tax rates,
and introduced new laws for investment and other activities of relevance to private
sector development.® In general, however, we shall see that the costs of dispute
resolution have become an increasingly serious problem throughout the MENA
region, according to the entrepreneurs interviewed.

This chapter is organized as follows: first, we compare the relative importance
of different constraints on private sector competitiveness both in individual MENA
countries and between MENA and other regions, as reported by the entrepreneurs
themselves. Next, we provide background on the evolution and characterization of
dispute resolution mechanisms in the MENA region. Finally, we identify the ben-
efits and costs of each of these dispute resolution systems, different ways in which
the costs can be reduced, and best-practice examples wherever possible.®

What Firms Say about the Constraints
on Their Competitiveness

Because of the aforementioned success of most MENA countries in controlling
inflation and fiscal deficits and in liberalizing trade, it might not seem that institu-
tions and rule setting would be a crucial problem. Indeed, government officials and
international agencies have often used certain MENA countries, such as Jordan
and Tunisia, as examples of how reforms should be undertaken. Consistent with
this view, table 5.1 shows that businesspersons in the MENA region are the only
ones who say that the most serious obstacle to doing business in these countries is
an “inadequate supply of infrastructure,” rather than “unfriendly regulations.” In-
deed, regulations on foreign currency, safety and environment, prices, and even
labor were found to be among the least important constraints by MENA
businesspersons. At first glance, therefore, institutional factors would not seem to
be an important constraint on business activities.

If we dig a little deeper into these survey results, however, a different picture
emerges—indeed, one in which institutional constraints in the MENA region are
very important. For example, corruption was ranked the second most serious ob-
stacle, tax regulations third, trade regulations fifth, and uncertainty of regulations
sixth. For most of these categories, the MENA region’s rankings of these obstacles
were near the highest of all seven regions identified in the survey. Note also that
“regulations on starting new operations,” even though placed lower down in the
rankings, are viewed in MENA as a stronger obstacle to doing business than in any
other region except South and Southeast Asia. However, it is important to note that
Jordan, Morocco, and the Palestinian territories of Gaza and the West Bank, which
all have relatively strong institutions, represented the MENA region in this survey.
Had the sample been more representative of the region, regulations would un-
doubtedly have been rated as considerably greater obstacles to doing business than
indicated by the scores reported in table 5.1.
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TABLE 5.1 REGIONAL COMPARISONS OF INDEXES OF OBSTACLES
FOR DOING BUSINESS

Obstacle World ~ MENA DC SSEA LAC SSA EE
Financing 4.06 3.87 3.43 3.60 4.38 4.17 4.22
Labor regulations 3.50 3.22 4.17 3.83 3.98 3.47 2.95
Foreign currency

regulations 3.16 2.50 2.50 3.58 3.01 3.47 3.31
Tax regulations 4.65 4.17 4.39 4.12 4.38 4.65 5.04
Policy instability 3.68 3.54 2.55 3.32 4.22 3.63 4.15
Safety or environmental

regulations 3.24 2.93 3.52 3.32 3.46 3.36 2.90
Inflation 3.83 3.51 2.50 3.87 4.02 4.30 3.95
General uncertainty on

costs of regulations 3.75 3.60 3.13 3.63 3.68 3.84 4.05
Crime and theft 3.88 2.19 2.76 3.37 4.45 4.27 4.13
Terrorism 2.38 1.68 2.17 1.76 2.86 2.28 2.58
Inadequate supply of

infrastructure 4.02 4.55 3.11 391 4.47 431 3.94
Corruption 421 4.27 2.76 3.64 4.70 4.67 4.35
Regulations for starting

new operations 322 3.38 3.34 3.67 322 3.24 3.05
Price controls 2.67 3.12 2.20 3.13 2.82 2.63 2.78
Regulations on foreign

trade 3.45 3.78 2.67 3.54 3.04 3.57 3.61

Note: The MENA sample is rather small (109 firms) compared with 254 for developed countries (DC), 139
for South and Southeast Asian countries (SSEA), 474 for Latin American and Caribbean countries (LAC),
1,288 for Sub-Saharan African countries (SSA), 1,321 for Eastern European countries (EE), and 3,685 for
the world as a whole. The MENA sample was confined to three entities (Jordan, Morocco, and the Palestin-
ian territories of Gaza and the West Bank) believed to be among the most private business—friendly in the
region.

Source: Brunetti, Kisunko, and Weder 1997.

Evidence in support of this point is provided in tables 5A.1-5A.3 in appendix
5A, which compare the scores of two well-known institutional indexes: the Fraser
Institute’s “Economic Freedom Rating” for 1975-95 and the Heritage Foundation’s
“Index of Economic Freedom” for 1998. The ratings generally indicate that MENA
countries face more severe restrictions than countries in other regions. However,
because the deeper level of analysis provided by these two indexes allows us to
gauge the relative severity of specific constraints, it is possible to observe that
while some are much more cumbersome in the MENA region than in other re-
gions, others are actually significantly less binding. MENA countries demonstrated



80 GLOBALIZATION AND FIRM COMPETITIVENESS

greater restrictions for capital flows, restrictions on banks, wage and price con-
trols, property rights, regulations, and black market activities (serving as a proxy
for foreign exchange regulations). However, in terms of inflation, rights to have
currency abroad, government transfers, the top marginal tax rate, trade openness,
and government consumption as a percentage of total consumption, many MENA
countries have scores comparable to their non-MENA counterparts. The scores of
several specific countries (Bahrain, Djibouti, Kuwait, and the United Arab Emir-
ates) indicate lower restrictions in the form of tax rates and trade protection.

Table 5.2 presents the average scores on each of the components of the “ob-
stacle to business operations” scores from firms in the same three MENA coun-
tries used in table 5.1 as well as those for the SSEA and DC samples. Clearly,
even in this rather favorable sample of MENA countries, entrepreneurs are much
more likely to feel disadvantaged with respect to the cost of doing business than
their counterparts in the SSEA or DC samples. Indeed, 70 percent or more of
sample MENA firms indicated that “unpredictability of the judiciary presents a
major problem for my business operations” and that “it is never, seldom, or only
sometimes true that, in the case of changes in laws or policies affecting my busi-
ness operation, the government takes into account concerns voiced either by me
or my business association.” These responses make it clear that businesspersons
in the MENA region feel that laws and regulations, and the processes of making,
changing, enforcing, and applying them, are quite unfavorable to successful busi-
ness operations.’

Although they are not done systematically across countries, there are some
single-country surveys that give even more attention to the legal and administra-
tive impediments to firms’ competitiveness. For example, Lahouel’s (1998) study
of Tunisia found that 68 percent of the firms said that rigidity of administrative
procedures represented a “fairly or very serious obstacle to their business.” In Egypt
the introduction of new products or changes in production techniques were re-
ported to require the submission of both establishment and operation licenses, which
both require much time to obtain (Anderson and Martinez 1996). Kanaan (1998)
reported the results of a survey of businesspersons in Jordan in which 83 percent
agreed that “bureaucratic impediments were very important obstacles to their busi-
ness operations” and 68 percent agreed that “legislative and legal obstacles were
very important.” Included among the latter were the multiplicity of laws, frequent
changes in and amendments to these laws, and their inconsistent application.

In an unusually detailed single-country study, Fawzy (1998) reports the results
of a 1998 survey of Egyptian firms showing tax administration and commercial
dispute settlement to be the two most severe constraints on their operations. Both
such constraints, moreover, were reported to have increased in severity between
1994 (when a comparable survey had been undertaken) and 1998. Both obstacles
were more serious on the domestic level than on the foreign level, for smaller firms
than for larger firms, and for firms in industry, construction, and trade than for
those in oil or tourism. In the case of tax administration, the problem is not the tax
rates per se, but rather their application and administration by the tax authorities.
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TABLE 5.2 COMPARISONS OF THE RESPONSES CONCERNING OBSTACLES
TO BUSINESS OPERATIONS BY PRIVATE FIRMS FROM THE MENA REGION
WITH THOSE FROM SSEA AND DEVELOPING COUNTRIES

Developing

Percentage of firms responding that: MENA SSEA  countries
Government never, seldom, or only sometimes sticks to its

policy pronouncements (lack of policy credibility). 30 11 30
Affected businesses are never, seldom, or only sometimes

informed about the process of developing new rules or policies. 63 42 44
It is never, seldom, or only sometimes true that in the case of

important changes in laws or policies affecting my business

operation the government takes into account concerns voiced

by either my business association or me. 73 48 63
We fear retroactive changes in regulations affecting our business

operations. 56 37 23
Laws and policies have become more predictable (+) or less

predictable (-) in the last 10 years. -0.08 +0.27 -0.13
I fear unconstitutional government changes accompanied by

far-reaching policy surprises with significant impact on

my business. 62 37 19
All in all, I perceive the state as an opponent to my doing business. 12 0 9
It is always true that firms in my line of business have to pay

some irregular payments to get things done. 12 7 1
Firms in my line of business seldom or never know in advance

the amount of this additional payment. 52 42 58
Even if a firm has to make an additional payment, it always has

to fear that another official will ask for more. 6 3 0
In the last 10 years difficulties in dealing with government

officials have increased. 31 20 21
I have decided not to make a major investment because of prob-

lems related to complying with government regulations. 46 29 35
The share of senior management’s time spent on negotiating

with officials about the changes and interpretations of laws

and regulations exceeds 25 percent. 19 12 2
I rate the overall perception of the efficiency of the customs

services as good or very good. 12 10 38
I rate the overall conditions of roads that I use as good or very good. 21 21 48
Power outages occur more frequently than once every three months. 43 46 16
It takes less than three months to get a telephone line connected. 33 68 94
I would rate the efficiency of the government in delivering services

as efficient or very efficient. 4 31 23
Unpredictability of the judiciary presents a major problem for my

business operations. 70 52 41

Note: The MENA (Middle East and North Africa) sample is rather small (109 firms) compared with 254 for
developing countries and 139 for SSEA (South and Southeast Asian countries) and was confined to three
countries or economies (Jordan, Morocco, and the Palestinian territories of Gaza and the West Bank)
believed to be among the best in the region with respect to the environment for private business.

Source: Brunetti, Kisunko, and Weder 1997.
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Of particular concern are the arbitrariness in the determination of taxable profits
by tax administrators and the inefficiency of dispute resolution. “The central prob-
lem . . . is that the criteria for tax assessment are ambiguous, and tax collectors
enjoy unlimited discretionary powers” (Fawzy 1998).

Similarly, in the case of dispute resolution, Fawzy showed the frequency and
severity of disputes to be in the following declining order: bankruptcy, broken agree-
ments, problems with the tax authority, and the quality of supplies. Almost two-
thirds of the firms’ disputes were with other private firms, 22 percent had disputes
with government agencies, and the rest had disputes with banks, labor, and public
enterprises. “Apart from being time-consuming, investors also complain that liti-
gation is expensive and that the judicial system is not well acquainted with com-
mercial disputes related to market economies” (Fawzy 1998). She also reported
their complaints about the lack of contract enforcement mechanisms and poor
enforcement of laws. Such details on the problems related to dispute resolution are
rare in the survey literature and thereby motivate further investigation of the costs
of dispute resolution failures.

One of these costs, and one that is relatively well documented, is the long time
it takes to resolve a dispute through the formal judicial system. Basing his argu-
ment on a World Bank survey that he applied to Egypt’s commercial cases, Galal
(1996) stated that the clearance rate of such cases taken to the formal court system
was only 36 percent compared with 80 percent in Japan and 88 percent in Belgium.
At the same time, the average time needed for the minority of cases that were
settled had increased from two years in the 1970s to over six years in the early
1990s. Anderson and Martinez (1996) report times to completion of the average
commercial case to be two to two-and-a-half years in Jordan and Lebanon—again,
countries with among the best judicial systems and judges in the region. These
time delays are not atypical of other developing countries, but are growing rap-
idly.® Naturally, the longer it takes to resolve cases and the lower the resolution
rate, the higher are the firms’ transaction costs.

Another important problem with the dispute resolution system is inconsis-
tency in judicial outcomes. This is a general problem. For example, the World
Bank’s World Development Report 1999 disseminated the results of a survey of
3,600 firms in 69 countries which stated that more than 70 percent of those in the
sample reported that an “unpredictable judiciary was a major problem.” As noted
above, various surveys in the MENA region have come to the same conclusion.

Still another problem in MENA countries and elsewhere is the perceived ineq-
uity or lack of equal access to dispute resolution systems. Small firms often feel
disadvantaged relative to larger ones, and poor households relative to rich ones.
Such perceptions of inequity often show up in broader public opinion surveys of
the effectiveness of the judiciary. Typically, these reveal even worse evaluations.
For example, the results of a Gallup poll in Argentina in the 1990s showed that
only 13 percent of the population considered the judiciary to be an effective institu-
tion (Buscaglia and Dakolias 1996). Where this is the case, naturally the respect
for both law and legal institutions is likely to be weak.
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Dispute Resolution Systems in the MENA Region
and Transaction Costs

Given the high and increasing importance that businesspersons in the MENA region
attach to dispute resolution problems as constraints on their business operations, we
turn now to a brief survey of historical trends in the character of dispute resolution
systems and their implications for transaction costs and firm competitiveness.

Evolution of the MENA Region’s Diverse Dispute

Resolution Systems

MENA countries have inherited an unusual mixture of traditional and modern
approaches to dispute resolution. Generally speaking, informal and traditional dis-
pute resolution systems were dominant until the mid-19"™ century. Most disputes
were settled at the local level by village heads, religious leaders, or by councils of
elders. In areas where economic activity was dominated by a particular commercial
activity, these disputes were taken to an informal tribunal of peers. For example, in
Bahrain where pearling (collecting pearls from oysters located on the Gulf’s sea
bottom by diving from ships) was the leading activity, there was a diving court that
settled disputes with considerable efficiency.’ Similarly, in the regional bazaars
were “amins,” who acted as intermediaries between the modern system of dispute
resolution and the informal network of producers (guilds). These amins mediated
disputes between individual producers and their customers, on the one hand, and
among individual producers, on the other. Clearly, these were times in which the
informal system of dispute resolution dominated. Remnants of these traditional
institutions are still in evidence in some rural areas and even in the bazaars, al-
though they have been eclipsed by government institutions, trademarks, and com-
petition from outside the guilds.'

Because of the commercial success of producers in MENA countries in the
period between the 8th and 12th centuries and the preference of foreign merchants
to use the legal systems indigenous to MENA countries (largely Islamic) rather
than their own, it would appear that at that time, the region’s indigenous Islamic
and other legal systems were perceived to offer advantages over foreign ones.
Nevertheless, over the course of the following centuries, European legal systems
gradually evolved to provide considerably greater flexibility for businesses than
those prevailing in the MENA region. For example, corporations became legal
entities and a body of law specific to them emerged in Europe that did not surface
in the MENA region. By the mid-19th century, however, MENA elites became
aware that their systems were comparatively unprogressive in these respects and
began importing legal institutions from Europe.

This may have been one of the reasons why local leaders agreed to allow for-
eign merchants and citizens to be exempted from the domestic legal system in
favor of foreign law (capitulations). The capitulations also greatly undermined the
acceptance of Western law by much of the region’s population. In particular, it was
perceived as imposed on them by foreign colonial powers. By exempting citizens



84 GLOBALIZATION AND FIRM COMPETITIVENESS

of the colonial powers (who were very numerous by end of the 19th century) from
taxes as well as from prosecution in native or mixed national courts, the population
indigenous to the MENA region perceived the justice system to have a dual stan-
dard, thereby undermining the legitimacy of both the modern formal system and
international arbitration in the minds of most indigenous citizens of MENA coun-
tries.!! While this did not occur in all parts of the region and was gradually elimi-
nated in the 1920s and 1930s, the influence on both the respect for justice and the
resentment of foreign intervention was widespread.

A fresh start on modern court law was made in Turkey after World War I, in
Egypt after World War II, and in many other countries of the region after their
independence. The Egyptian civil law code of 1948 was modeled closely on the
French civil code and, thanks to Egyptian law professors who helped construct the
codes of other countries of the region, so too were those of most other countries in
the region. In recent years, Anglo-Saxon common law and the use of arbitration
and other alternative dispute resolution (ADR) methods have increasingly influ-
enced Egypt and other countries in the region. This has been more noticeable in
those parts of the region formerly under British influence such as the southern part
of the Republic of Yemen, Bahrain, the United Arab Emirates, and Kuwait. The
statist tradition in much of the region has generally limited the extent to which
these newer developments have had an impact relative to other parts of the world.

Another impediment to the development of commercial dispute resolution sys-
tems in the MENA region has been the region’s heavy reliance on public enterprise
and hence on government regulations in support of these enterprises. It is not only
difficult and extremely costly for private firms to challenge public enterprises, but
most of these disputes have to go through administrative procedures rather than
legal ones.

In principle, having a multiplicity of legal systems that include the traditional
and Islamic systems, modern European civil law codes, and perhaps even some
modern ADRs, could be beneficial. This multiplicity of systems allows for greater
flexibility and more choices. In some MENA countries, however, the multiplicity
has created basic inconsistencies and lowered the predictability of outcomes. For
example, in the Republic of Yemen where the North had imported the Ottoman
civil law system and the South had English common law, reunification of North
and South in the 1990s has led to some severe inconsistencies in legal systems.
Other disputes have resulted in several MENA countries where the governments
prescribed the use of Islamic law despite the opposition of some commercial firms.

There is also ample evidence from the MENA region—and virtually every-
where else—that the demand for dispute resolution is growing extremely rapidly.
Many factors lie behind these trends: commercialization, privatization, globaliza-
tion, increasing competition among large multinational enterprises around the globe,
and perhaps also the changing character of high-level managers and corporate
lawyers (Dezalay and Garth 1996). In MENA countries these rather universal trends
are aided by growing frustration on the part of the private sector with ambiguous
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government regulations, the arbitrary way in which they are interpreted, and the
absence of an effective judicial system for seeking redress.

Transaction Costs Resulting from Imperfect Dispute Resolution

Each of the various dispute resolution problems in the MENA region identified
above raises the transaction costs of doing business in the region. For example,
delays in resolving disputes raise the costs for all involved parties, in terms of both
time and money. They also discourage the disputing parties from making other
possible contractual relationships with each other and with other actual or poten-
tial contractual partners. Inconsistencies in the outcomes of resolution lower the
incentive to reach out-of-court settlements to such disputes for at least one of the
parties, reinforcing delays, and distorting managerial decisions. Inconsistent out-
comes, moreover, can increase risk and uncertainty for investors and hence lower
investment and growth. Perceived inequities in the outcomes of the dispute resolu-
tion systems undermine respect for the system in general, including law and order,
quite possibly encouraging individuals and firms to act outside the law. They also
contribute to underdevelopment of the law itself, leaving firms with fewer options
for solving their problems. To the extent that loose law enforcement prevents con-
tracts from being enforced, it also gives the contracted parties incentives to
undersupply effort, lower product quality, and renege on payments.

To the extent that property rights are undermined by these shortcomings, a
variety of additional transaction costs may be added. Where the property rights
laws or their enforcement are vague and incomplete, the true owners of any prod-
uct, service, or resource cannot easily be identified. If so, any potential buyer has
less incentive to buy a particular product since, by doing so, he might not gain legal
ownership or possession of the product. This may cause the seller to settle for a
lower price than expected, or even to avoid trying to sell it. At the same time, when
the veracity of a seller’s right of ownership is in question, the potential buyer may
have to incur higher information or transaction costs, or both, in order to deter-
mine the authenticity of ownership. Even if the seller is the true owner of the item,
if such costs are sufficiently high the fear that he may not be the true owner may
discourage the buyer’s willingness to purchase. If the transaction is undertaken but
the seller’s claim of ownership should turn out to be false, there may be additional
costs to the buyer, such as costs incurred in obliging the seller to return his pay-
ment or to protect him from the true owner or anyone else who may try to take the
item away from him. Incomplete or ambiguous property rights can also reduce the
incentive for investment and hence growth. Without clear property rights, any prop-
erty possessed will be less useful as collateral, reducing credit availability, again
discouraging investment and growth. Moreover, to the extent that these shortcom-
ings in the system discourage new entrants and competition and reinforce existing
inequality, they may worsen income distribution and, because of the likely positive
relationship between equity and growth, can further retard growth and develop-
ment. Each of these effects raises the costs of doing business both absolutely and
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relative to what these costs are elsewhere and what they could be under ideal
circumstances. In the case of weak intellectual property rights, there will be insuf-
ficient incentive to innovate and hence the rate of technological change can be
reduced.

The higher such costs, the more suppliers will attempt to pass these costs on to
their customers by increasing their selling prices. Even worse, in many cases, this
may raise the price to such an extent that transactions do not take place, causing
producers to exit from the industry or discouraging or preventing firms from enter-
ing the industry. More commonly, the higher transaction costs derived from lengthy
and ill-managed dispute resolution systems have the effect of increasing the degree
of vertical integration, thereby undermining specialization and the technological ben-
efits thereof and decreasing the competitiveness and flexibility of the economy. The
high costs of dispute resolution, and other institutional failures, therefore, can consti-
tute a plausible explanation for the paradox of how, if capital is so scarce in develop-
ing countries, the rate of investment (including foreign investment) can be so low.

Alternative Means of Reducing the Costs of Resolving Disputes

There are three general means of reducing the costs of dispute resolution. One is to
clarify or streamline laws and regulations in order to reduce ambiguity and the
potential for conflict. This involves legal reform. The second is by improving the
process and functioning of the judicial system, that is, by judicial reform. The third
is by strengthening informal or ADR systems.

As the following review of these three strategies indicates, there is no univer-
sal best way of reducing the transaction costs arising from such conflicts. Each
general approach has several variants, and for each variant and approach, there are
advantages and disadvantages. Since countries, regions, and sectors of economic
activity vary in their culture, behavioral norms, environmental conditions, sources
of conflict, and social and economic objectives, all such considerations have to be
given careful consideration in choosing how best to reduce this important and
development-retarding source of high transaction costs. Attempts at reform are
bound to face strong resistance from those vested interests that see advantages in
preserving the status quo. Moreover, since many reforms are complicated and have
a long gestation period, careful assessments of the effectiveness of different dispute
resolution reform strategies are difficult to accomplish, and for this reason are rare.
Nevertheless, wherever possible, in identifying the main alternatives within each
such approach in the following sections, attempts are made to identify examples of
best practice.

Reforming the Formal System through Legal Reform

Given that laws and regulations frequently arise from compromises (often behind
closed doors) among groups with different backgrounds, objectives, and points of
views, and are crafted with considerable uncertainty about the likely effects, laws
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are often not clearly written. Many such laws, moreover, are likely to have origi-
nated from a much earlier time, making them difficult to understand and limiting
their relevance and effectiveness in the contemporary period.

The degree of ambiguity and lack of knowledge concerning relevant laws are
increased by both the frequency of issuance of new laws by the legislature and
binding presidential decrees issued by the executive branch, or other binding de-
crees issued by the relevant department, and inconsistencies between some of these
laws and the way they are enforced. Such problems are more severe when the
process and debate leading to these laws are as nontransparent as in the MENA
region and firms feel excluded from the process. Worse still, the new laws are often
only published with a considerable time lag, or are sometimes never published at
all. All these factors increase the likelihood that most citizens and firms will lack
familiarity with existing laws and regulations. Even when the laws are known, the
monitoring and enforcement of these laws may be done by several different agen-
cies, each with different methods for and criteria in enforcement. As a result, there
can easily be substantial differences between actual practice and the method pre-
scribed by law, and individuals and firms may be uninformed about one or the
other or both.

Whatever the source of such ambiguities in laws or regulations, they are likely
to give rise to conflicts among private parties because each party will have an
incentive to interpret the law in a way favorable to his own interests. As a result,
many essentially avoidable conflicts will end up in formal courts, tying up scarce
legal personnel and court time that could be more usefully devoted to other issues.

What can be done to reduce these ambiguities and thereby reduce the costs of
dispute resolution?

PROPERTY RIGHTS LAWS

One way to reduce ambiguities is to define or clarify property rights by rewriting
particular laws. Incompleteness or ambiguity in property rights can arise from
many sources, such as the absence of a written document of ownership or lack of
clarity in the location of the property, the character of the rights (use rights, sale
rights, bequeathal rights, rental rights, and so on) and the manner of the enforce-
ment of property rights. Hence, laws clearly defining the scope of property rights
and how the rights are to be enforced can help to remove ambiguities and dispute
resolution costs. Also needed is a clear demarcation rule concerning the amount of
waiting time before a claim can be considered legitimate (with regard to the law of
adverse possession). Without irrefutable proof of ownership in the form of clearly
specified rights, there is always the chance that someone with a stronger claim of
ownership will subsequently appear. If the waiting time allowed is too long, pro-
ductive investments by the possessor may be discouraged in the meantime, or alter-
natively made but wasted. On the other hand, if the waiting time is too short, the
true owner’s right of ownership may be compromised and absentee owners may be
discouraged from making investments on the property.
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Other problems have to do with the vagueness of the rights conferred. One
source of vagueness may derive from the regulatory powers of local or other gov-
ernments. These need to be made as distinct and clearly limited as possible. Since
one of the benefits of clearly defined private property rights is the usefulness of
such property as collateral, there should be a simple, accessible means of registra-
tion of titles to property and qualifying property as collateral. Titling has often
been associated with property grabbing by elites who have much better access to
titled property than the poor. When this property grabbing occurs, respect for pri-
vate property and the law is undermined. For this reason, titling legislation should
make the means of doing so as transparent and accessible as possible to the poor
and to the small entrepreneur.

Different forms of property may need special clarification, standardization
of terminology, and regulation. For example, in the case of land the land needs to
be surveyed and clear, generally recognized, and boundaries defined. Conflicts
and inconsistencies among laws of different levels of government should be
avoided, that is, by giving local governments exclusive rights. While many land
titling programs have not been very successful and others are too new to evalu-
ate, some especially well-documented cases should be noted. One such case is
that of Costa Rica in the 1830s and 1940s. As described by Nugent and Robinson
(1999), local governments that competed with each other to attract settlers char-
acterized the Costa Rican success. Using the provision of land and titles as in-
centives, the government was able to develop a long-gestation crop (coffee) early
on, and along with it, a credit system based upon titled land as collateral. This
credit system, in turn, helped foster the development of banks, technological
change, education, productivity growth, and perhaps even democracy. Another
much-studied case is that of Thailand in the early 1980s. Although this program
was more limited in its extent and may have been more biased toward more well-
established and wealthier farmers, the titled plots were rather small in size (as in
the Costa Rican case) and thus much more egalitarian than in other cases. Nu-
merous studies have demonstrated the effectiveness of titles in increasing the
access to credit, and hence the productivity and investment of farmers possessing
such title relative to those without title."

What were some of the ingredients of these successful cases? One factor was
that they took place at times when land was becoming increasingly scarce. Another
was the low costs and transparent processes used at the local level. Third, the
processes were accomplished gradually over a decade or more in order to assure
adequate administration and monitoring. Titles were also made mandatory for prov-
ing property rights.

The means of protecting industrial property rights are likely to be quite differ-
ent. In the case of equity shares of enterprises, it is important that the rights of
minority owners be clearly specified and given special protection through detailed
provisions of the law. Otherwise, minority shareholders will have little incentive
to buy shares in private firms and equity markets will remain absent or underdevel-
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oped. How can this be done? Some ways include amending law provisions, mak-
ing it easier for such stockholders to call and attend meetings of the board of
directors, to exercise their votes (that is, by absentee ballots), and to require inde-
pendent audits."?

As MENA countries move up the technology ladder and attempt to attract
environmentally clean industries such as computer software development and in-
formation technology, the extension of property rights legislation to intellectual
property rights may become increasingly necessary. One important way to do this
is by signing on to the Treaty on Intellectual Property Rights (TRIPS) or by modi-
fying patent laws in ways suitable for such industries and activities, or both. Espe-
cially where speed of action is essential to enforcement, claims of infringements of
property rights (such as of trademarks and licenses) must be handled expeditiously.'*
In other words, legal reform should be tied to clear, well-functioning judicial
enforcement.

BANKRUPTCY LAWS

Another area of legal reform with scope for reducing the costs of dispute resolution
is bankruptcy law. In general, MENA countries are believed to be deficient in bank-
ruptcy law, implying that there is considerable potential for reducing the costs of
dispute resolution through appropriate changes in bankruptcy laws. In the absence
of any legally established bankruptcy procedure, a creditor may not have the right
to seize the assets that the debtor has put up as collateral. Similarly, in the absence
of collateral he may not have the right to petition a court to sell some of the debtor’s
assets to cover the debt. If the creditor cannot obtain repayment of the loans pro-
vided, he will either refrain from lending in the future, or will pass on his losses in
the form of higher interest rates to nondefaulters, or both. In either case, this raises
the costs of credit to firms in general, thereby reducing their competitiveness.

Even if a country does have bankruptcy laws, those laws can give rise to dis-
putes, delays, and inefficiencies if they are not clear. For example, it is important
for the law to specify exactly how soon after an apparent default on a debt an action
to claim assets of the bankrupt firm can be taken, what kinds of assets can be used
as collateral, and when and how the motion to the court can be made and the
response obtained. If there are multiple creditors, the order of priority among the
creditors must be specified or recognized by the law to avoid unnecessary con-
flicts and delay. At a minimum, the law should establish an orderly bankruptcy
procedure when none is specified in the contractual relationship.

Most bankruptcy procedures involve several steps. First, an individual, firm,
or bank to which a debt is owed petitions a court or government agency to put a lien
on the assets of the alleged defaulter. Second, the authenticity of the creditor’s
claim is investigated. Third, if the claim is verified, an investigation is made into
the most appropriate means of resolving the problem. The options range from out-
right liquidation of the defaulter’s assets (and using the proceeds to at least par-
tially compensate the creditors in a designated order of priority) to leaving the
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defaulter’s assets intact but restructuring the firm in order to return it to viability.
Finally, the decision on liquidation or restructuring is implemented (in the case of
liquidation, the liquidation of collateral may also be implemented), and the credi-
tors receive at least partial compensation. Even under the best of circumstances
these steps take time, more so if any of these steps is clouded by ambiguity in the
law or in the law’s enforcement.

What would make for an effective bankruptcy procedure? In particular, it should
be designed in such a way as to satisfy certain desirable objectives. First, the deci-
sion of what to do with the firm should be based on maximization of the total value
of the assets. Second, these assets should be divided among the debtor and the
creditors (and possibly other parties such as workers or the government) in such a
way as to penalize managers and shareholders of the bankrupt firm. Third, it should
establish a rational order of priorities among the claimants.'> In the last, it is im-
portant that shareholders not be entirely neglected. Such an action would give
them and their managers an incentive to undertake highly risky actions that may
minimize the probability of bankruptcy—but at the cost of lower expected returns
and higher probability of large losses.

If capital markets were perfect, information were complete and rapidly commu-
nicated, and the firm were worth more as a functioning enterprise than as an inactive
one, then it would be appropriate to resolve the situation through a competitive
auction of the firm as a whole. However, if these conditions are not satisfied (as
seems likely), the law should require a structured bargaining procedure. In estab-
lishing such a procedure, care should be taken to avoid mixing the decision of
what to do with the firm with the process of identifying priorities among the credi-
tors. Mixing these issues could complicate the bargaining and lead to substantial
delays. Restructuring, however, should not give creditors and shareholders per-
verse incentives that could lead them to a wrong decision about the firm’s future.

How might this be avoided? A modified version of a proposal by Hart (1999)
might be considered. In particular, once bankruptcy is demonstrated, an automatic
debt-equity swap (with the amount of equity going to each creditor predetermined)
could be carried out, thereby removing that issue from bargaining and making
shareholders of all the parties.'® This would give all parties the incentive to make
the best decision about what to do with the firm. The new stockholders could elect
a new board of directors who then could decide by majority vote what to do and
how to do it, thereby also minimizing reliance on the already overcrowded courts
to solve the problem.!” Clearly, such a procedure would provide more flexibility in
the restructuring process than most existing schemes. Hence, a good bankruptcy
procedure could be achieved with a much lower transaction cost and court time
than in the Chapter 11-type of bankruptcy procedure used in the United States and
elsewhere.

Other desirable features of a bankruptcy law might be dictating a means of
mediating disputes if none exists in the contractual relationship, and providing a
framework for restructuring if experience in such is limited. Such a framework
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would be especially important if the aforementioned automatic debt-equity swap
procedure is unavailable and previous experience in restructuring is limited. But
what is mandated should be confined to process since, in general, the parties them-
selves will be in a better position to select the best substantive solution. The smaller
the extent of previous experience with restructuring, the more narrowly defined the
procedure should be. As far as substance is concerned, experience has shown that it
is better to keep the agreement voluntary rather than mandated, although it may
generally be useful to supply the parties with a menu of best practice alternatives.
Both Thailand’s 1998 and Indonesia’s 1998 bankruptcy law reforms come close to
this prescription—with the exception that neither country provided the automatic
debt-equity swap at the beginning. Something of an exception should be made for
a country such as Korea, in which the government enjoys great credibility for mak-
ing objective and efficient decisions about what to do with the bankrupt firm, and
other matters.'

Because current bankruptcy law and practice in MENA countries are far from
optimal, there may well be a tendency to suggest radical change. The larger the
deviation of legal prescription from current practice, however, the greater the like-
lihood that the legal prescription will not be converted into actual practice unless
the government brings strong sanctions to bear on the different parties involved.
Since reliance on government to use such powers is likely to introduce numerous
additional problems, there is a case to be made for avoiding radical change and
instead codifying some of the best of existing practice in the country.

Using the Peruvian experience, de Soto (1989) suggested that dispute resolu-
tion and firm transaction costs could both be reduced through legal and adminis-
trative reform—in particular, by removing or at least reducing unnecessary
regulations imposed by laws and decrees. Such an approach may be especially
desirable in those circumstances where the cost burden of such regulations is high
due to the proliferation of regulations and laws. In such cases, economic activity
may be pushed underground into the informal sector, or altogether eliminated, in
either case at great cost to the society.

The lesson of such an experience is that each country should carefully and
periodically go through its existing regulations and remove all those that are irrel-
evant, that conflict with others, or are inefficient in terms of benefits and costs.
Regulations should be pruned down to those that matter to the welfare of society;
then these selected regulations should be made as clear and transparent as possible.
By eliminating the inconsistent and irrelevant or redundant regulations, it can
become considerably easier for those agents following the regulations or subject
to them to identify the relevant regulations. Otherwise, the regulated are likely to
be ignorant of the regulations. There are good reasons for some regulations. How-
ever, for many others the costs outweigh the benefits, which suggests they should
be removed or modified. For example, Galal (1996), Bechri (1999), and Lahouel
(1998) suggest that regulations over prices and labor markets should be candidates
for removal or substantial reduction since they greatly reduce the ability of firms
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to adjust to changing circumstances and to remain viable in the face of bad times.
They may also contribute to the high rates of unemployment that characterize
many of these countries.

The regulations that would be retained, moreover, should be purged of ambi-
guities since they increase the vulnerability of such regulations to arbitrary and
unequal treatment by administrative authorities. Such circumstances give rise to
corruption. One example of this is tax regulation, which (as noted above in 1998)
was regarded by Egyptian businesspersons as the most important constraint on
their business activities. Since any tax authority may have an incentive to over-
charge and may be subject to political pressures, the likelihood of both disputes and
corruption arising from any given regulation can be reduced by making the rules as
transparent as possible, limiting the responsibility for their enforcement to a single
agency, and allowing for appeal to an easily accessible independent appeal agency.

Reforming the Formal System through Judicial Reform

As has been demonstrated by many failed attempts to improve the economy by
simply rewriting laws, legal reform is unlikely to be sufficient in itself. Good laws
are worthless unless they are properly enforced. Proper enforcement, in turn, re-
quires legal procedures that are clear, efficient, and deemed fair in allowing equal
access and outcomes to citizens and firms of different types, and qualified and
properly motivated personnel to carry out these procedures. Hence, for each of the
above types of legal reforms, procedural reforms or reforms to the judicial system
may also be required.

In particular, even the best of property rights law will not really protect prop-
erty rights if the procedures for their enforcement are too ambiguous, time-
consuming, and uncertain in outcome. Indeed, insufficient enforcement can be
another important source of market failure and lack of development. Since rental
markets are an important means for the landless poor or small enterprises to gain
access to land and equipment, the failure to enforce rental contracts can harm both
equity and the allocative efficiency.

In choosing the best way to accomplish judicial reform, four important objec-
tives should be considered. These are (a) to limit the arbitrary power of the legis-
lative and executive branches of government, thereby making government operate
within the rule of law; (b) to increase the speed and efficiency of the judicial sys-
tem; (c) to increase the consistency (or predictability) of judicial decisions; and (d)
to improve access to the system. Each of these objectives can be approached in
different ways.

The first of these objectives would seem of special importance in the state
sector—-dominated MENA region and may be the most difficult to accomplish since
it requires establishing judicial independence. Only with judicial independence
can private entrepreneurs and their investments be protected from the changing
and arbitrary whims of partisan politicians and government commitments to the
private sector be deemed credible."” How can judicial independence be achieved?
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One such means is to place the judiciary’s budget out of the reach of other branches
of government. Another is to sharply limit the powers of members of the legisla-
tive and executive branches over the appointment, evaluation, and punishment-
reward system of members of the judiciary. Still another strategy is to increase the
education and training requirements of members of the judiciary and to strengthen
its internal esprit de corps. Since judicial independence may not protect citizens
and firms from the judiciary itself, there still may be need for external monitoring
of the judiciary. The legislative or executive branches of government, however,
should certainly not act as the exclusive or even primary monitoring agencies.

The case of El Salvador since the mid-1980s constitutes an excellent example
of how judicial independence can be accomplished. Prior to that period, before the
peace accords brought the country’s long civil war to an end, El Salvador’s judi-
ciary was extremely politicized. Thus, the supreme court changed with each change
in government and every member of the judiciary was appointed by political crite-
ria rather than judicial competence. The judiciary was almost universally seen as
corrupt and unfair, and as carrying out the will of the political elites. What was
done to change this?

First, the judiciary’s budget was taken out of the general budget managed by
the executive and legislative branches. Instead, its budget was set by law at 6 per-
cent of total government receipts. Second, the power of the national assembly and
executive over judicial appointments and monitoring was greatly reduced by intro-
ducing a national judicial council dominated by members elected by law faculties
and law associations. The council, rather than the government, was given the re-
sponsibility to identify a ranked list of candidates to send to the assembly for selec-
tion. Third, the government’s influence was further weakened by regularizing the
terms of judges and that of any single political group or party by requiring a two-
thirds vote of assembly members for some of the judges rather than only a simple
majority. Fourth, the council became the monitoring agency in charge of training,
evaluating, and applying incentives to members of the judiciary. Fifth, through
major improvements in training and supervision, the quality and esprit de corps of
the judiciary were improved. According to the Inter-American Development Bank
(1999), there is already considerable consensus that judicial independence mea-
sures have greatly improved both the efficiency and equity of the judicial system.?

Similarly, the speed and efficiency objective can be accomplished in several
ways: (a) streamlining judicial procedures; (b) improving the information-storing
and retrieval capabilities of the judiciary; (c) providing the judiciary with manage-
ment training; (d) lengthening the (often short) work week of the judiciary; (e)
stripping judges of their nonjudicial functions (such as administration and book-
keeping); (f) discouraging frivolous suits that can clog up court calendars and “crowd
out” more socially important cases;*' (g) substituting simple, substantively and
procedurally efficient “rules” that can be easily monitored for violations, for more
multidimensional “standards” in laws;?? and (h) increasing the degree of special-
ization in judicial responsibilities.?
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The third objective of attaining consistency in decisions can also be achieved
in a number of ways. One way is by creating specialized courts, such as courts for
small claims, bankruptcy, family disputes, property theft, commercial contract
violations, and so on. A complementary means is by training judges in specialized
fields, and by having them reviewed and evaluated by peers in the same field of
specialization. Still another means is to increase the use of precedent, either by use
of the common law (as in Anglo-Saxon countries) in which precedent plays a large
role? or by codification of existing commercial norms and social norms encourag-
ing efficient forms of cooperation (Cooter 1996). By increasing consistency in
decisions, uncertainties about judicial outcomes can be reduced and, along with
them, the costs of litigation, corruption, and barriers to contractual relations. In
the process, respect for the law can also be increased.

The last of the four objectives—that of improving access to the formal legal
system—is perhaps the most essential. Even if a country has the best constitution,
the most unambiguous laws, and the most effective system of specialized courts, all
those conditions will be of little use if the costs of using them are prohibitively
high. For the judicial system to be respected as “fair,” access to it must not be
limited to the privileged insiders, the rich, or the government. Having courts that
specialize in small claims or in issues of special relevance to small firms can help
in this regard, as can other measures that increase the efficiency and speed of the
judicial system. If (as in Egypt) the revenues from commercial law courts are used
to cross-subsidize criminal courts, access to commercial cases can be improved by
simply removing the cross-subsidy component of the fees (Giugale and Mubarak,
1996). Consideration should also be given to subsidizing small firms’ and the poor’s
access to the formal system.

While the costs of various means of achieving these reforms may be relatively
easy to measure, the benefits are likely to prove more difficult to estimate. Notably,
however, the World Bank has been trying to quantify judicial outputs more effec-
tively, that is, by measuring the quality of judicial outcomes, weighting the quan-
tity of judicial decisions by their quality, and adjusting for the complexity of the
cases.” Another means of identifying benefits is to ask the entrepreneurs them-
selves how much their trade, investment, or other activities would increase if the
formal judiciary were improved.* Still another is to construct a proxy measure of
the efficiency of the judicial system at the aggregate (country) level, and relate the
variation in such a measure across countries to the variation in income levels or
alternatively to variations in income growth rates across countries.”’ Finally, an-
other approach is to evaluate trends in the resulting hedonic pricing method. For
example, in Brazil it is estimated that, after controlling for quality and other char-
acteristics, apartment rental rates are some 20 percent higher in those cities and
towns in which the courts are especially slow in processing evictions relative to
those cities and towns where evictions can be obtained quickly.

While comparable benefit-cost calculations that gauge these various mecha-
nisms’ ability to improve the effectiveness of the formal judicial system are seldom



DISPUTE RESOLUTION AND FIRMS’ COMPETITIVENESS IN THE MENA REGION 95

available, several general conclusions can be drawn. First, throwing more money
at the judiciary is not in itself a solution.?® Second, as the complexity of the issues
involved increases, so do the judicial costs, thereby decreasing most conventional
measures of efficiency. Some factors lying behind such complexity are difficult to
treat, such as the number of parties to the contracts, their heterogeneity, and tech-
nological issues. Other sources of complexity, however, are avoidable, such as by
reducing the ambiguities or inconsistencies in existing laws, or by reducing the
number of resolution-delaying legal maneuvers that are possible when the lawyers
are paid by the court and compensated by time spent on the case. Since poverty of
the plaintiff often contributes to delays by giving defendants an incentive to delay,
a case can be made for providing legal assistance to poor plaintiffs.

While these conclusions may be excessively general, the potential for substan-
tial cost savings through judicial reform can be detected by a judicial survey.”

Developing and Encouraging the Use of Alternative

Dispute Resolutions

The last alternative means of lowering the costs of dispute resolution is through the
strengthening of so-called ADR measures. ADRs are of two general types: tradi-
tional and modern. The former is often characterized by dispute avoidance (before
the fact) as opposed to the second type, dispute resolution (after the fact). Under the
right circumstances, however, both may be lower in cost than more formal means
of dispute resolution, and, for this reason, should be encouraged.

TRADITIONAL INFORMAL MECHANISMS AND THEIR ADVANTAGES

There are two special features of traditional ADRs that tend to reduce costs—their
greater reliance on reputation (by selecting parties to contracts who are more reli-
able and less prone to wind up with disputes) and mediation and arbitration proce-
dures that may limit the scope of conflicts and resolve them more quickly and
amicably.

The advantages of traditional ADRs are likely to be especially strong in rela-
tively simple societies, well endowed with trust, social capital, and other social
norms that encourage people and firms to fulfill their contractual and other obliga-
tions. In such contexts each has an incentive to establish a good reputation for
being a reliable contractual partner or member of a mutual insurance society. Infor-
mal networks can also be used to support multiparty or collective enforcement
mechanisms. For example, the penalty that may be exerted on a trader who de-
faults on payment to a producer without going to court may be considerably greater
when many producers boycott that trader than when only the original producer
does so (Greif 1996). Another characteristic of such societies is the existence of
social norms underpinning the desire for reputation, cooperation, and collective
enforcement. Sometimes these norms can be so well embedded in the society that
they are internalized. In this case, because all parties may feel sufficiently badly if
they were to violate this norm, they would simply never do so. Naturally, this can
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greatly reduce the need for legal penalties and hence also the need for a formal
judicial system (Granovetter 1985).

The maintenance of informal systems, however, is not necessarily without cost.
Indeed, the gift exchanges, the costs of hospitality, the provision of help when
needed in such a setting, and the maintenance of informational networks in the
face of modernizing influences can all be quite costly. Moreover, the usefulness of
these mechanisms for dealing with contractual relations and dispute avoidance
may be subject to rapidly diminishing returns as distance increases. Furthermore,
while these norms and collective enforcement mechanisms may reduce transaction
costs and increase exchanges among members within groups, they may actually
discourage interactions between separate groups.

A device suitable for reducing the likelihood of disputes in more modern soci-
eties is the credit bureau. The credit bureau aims to mimic the role of the village
network. It collects information on the reliability and reputation (that is, credit-
worthiness) of potential contractual partners and then makes this information avail-
able to those parties looking for contractual partners (Klein 1992). A problem,
however, is that the creation of the credit bureau is subject to free-riding.

MODERN FORMS OF ALTERNATIVE DISPUTE RESOLUTIONS

In urban areas of modern societies where such institutions are often no longer
functional, there may exist professional mediators and arbitrators. Some services
of these kinds are provided by governments, often by local governments; others are
provided by NGOs, including professional associations and international arbitra-
tion centers; and others by private individuals or firms. These ADRs take an ever-
increasing number of forms, such as dispute review boards, contract administrators,
partnering, dispute resolution advisors, negotiation, mediation, expert determina-
tion, and a large variety of arbitration methods.

Despite the fact that in modern settings, these methods may not have the in-
formational and stability-of-norm advantages of traditional settings, virtually all
these forms of ADR are still likely to have several important advantages over the
more formal methods. With fewer agents involved and with simpler procedures
than are found in formal courts, they are likely to be faster. Being faster and having
less complicated procedures, the informal mechanisms of dispute resolution are
also likely to be considerably cheaper. Since the choice of mediator or arbitrator is
that of the parties themselves, they can choose experts with considerable training
and experience in the subject matter of the dispute, thereby avoiding the time re-
quired to educate the judge and possibly a jury on the relevant legal issues. Because
these are private processes, mediation and arbitration can provide greater privacy
concerning the nature of the conflict than if the parties went through public courts
(which work best when they are open). Since these forms of ADR are more com-
pletely under the control of the disputing parties, these parties are less likely to
complain that the process is out of control and on a path determined largely by
lawyers and formal court procedures. As an essentially private process (in contrast
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to a judicial system), the private and social costs are likely to be much closer (if
not identical) than in the case of litigation, where the social costs generally exceed
the private costs and thereby suggest that litigation in the formal system is likely
to be excessive.*

When one of the parties to the dispute is foreign, another advantage (for that
party at least) is obtained when the procedure is taken out of the courts of the other
party’s country in which the domestic party may be seen to have an “unfair” advan-
tage. Last but not least, because they are far less confrontational than the suits and
countersuits of formal legal systems, such ADRs increase the likelihood that prof-
itable contractual or other relationships between the disputing parties can be rein-
stated once the dispute is resolved.

Of course, there are also disadvantages of these more informal legal mecha-
nisms relative to formal ones. In particular, since ADRs are done with the consent
of the parties involved, there can be delays in getting one of the parties to agree to
commence the process. For the same reason, each conflict resolution is extremely
case- and party-specific, making consistency among similar kinds of cases less
likely. Another disadvantage, especially in cases where the courts are not involved,
is that the decisions may be nonbinding, especially when the ADR takes place
outside the country. Hence, eventually, if one of the parties defaults on the agree-
ment or decision, the other may have to resort to formal legal action even after
having had a decision, reached by the ADR. If so, any cost advantage of having
used the ADRSs rather than the formal system may disappear. The comparative
advantage and cost savings of ADRs also tend to decline sharply as the number of
parties involved increases.’! Since such procedures are much more common in
industrial countries, skilled personnel to carry out ADRs may be in short supply
in some developing countries. Finally, some forms of ADRs may be of little use in
cases involving government.

These disadvantages, however, can be overcome in various ways. For example,
their nonbinding character can be overcome by formal laws decreeing them to be
legally binding and enforceable in court. Enforceability can also be enhanced when
the judge himself serves as a mediator or makes a decision that the case must be
taken to another mediator or arbitration court. Such procedures are allowed for
under the civil codes of many countries.** Potential lack-of-consistency can be over-
come by establishing a common framework for the particular form of ADR in a
certain industry or country and encouraging the local development of a corps of
professionals with similar training and experience. The lack of enforcement of an
ADR conducted outside the country can be overcome if the host country signs the
United Nations Convention on the Recognition and Enforcement of Foreign Arbi-
tral Awards of 1958 (more popularly known as the “New York Convention”). This
convention automatically makes foreign arbitral awards locally enforceable.® If a
country’s sense of sovereignty is threatened by using arbitration centers outside the
country, the “foreignness” of international arbitration proceedings can be reduced
if the country has a sufficiently satisfactory legal framework for arbitration and the
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quality and quantity of infrastructure to encourage the establishment of an Interna-
tional Arbitration Center in the country.

For each such means of compensating for the weaknesses of ADRs, however,
there are also disadvantages. Hence, tradeoffs have to be evaluated. For example,
whenever the formal system is to enforce or otherwise get involved with an ADR, it
is likely to impose some more formal procedures on them. Such procedures might
include the requirement that any agreements reached are put in writing, and that
the agreement be preceded by another agreement to arbitrate (or mediate). Formal
courts may also limit the types of disputes that can be settled through ADRs, set
guidelines for the eligibility of persons to serve as arbitrators or mediators, and
allow appeals of ADR agreements to the formal system. Frequently such interfaces
with the formal system will slow down the resolution process. The lack of skilled
personnel to manage ADRs domestically can be overcome through the use of in-
centives promoting their supply but may require either the use of foreigners or the
underwriting of the costs of training nationals.

When seeking to arrive at the optimal tradeoffs, there are other choices to be
made concerning the exact form of ADR to be used. These include whether the
specific form of ADRs should be contract-mandated or strictly voluntary, whether
or not the decisions arrived at should be considered legally binding, how early in
the contractual relationship the ADR technique should be initiated, the method for
choosing the person or persons to do the mediating, the schedule of when such
choices should be made, and whether these individuals should be internal or exter-
nal to the contractual relationship.** Surveys on these options are provided by Jones
(1999) and USAID (1998).

Although comparable measures of the demand and productivity of ADRs across
countries and over time are generally lacking, anecdotal evidence seems to make it
clear that the use of ADRs has been growing relative to that of the formal court
system, worldwide. While a major determinant of this is the growing backlog and
delays of the formal system, another may be their relative efficiency and lower cost.*

Even under the best of circumstances, such as when there is a broad mandate
for reform, the formal judicial system may be difficult to reform, as recent experi-
ence in Latin America and especially Eastern Europe has suggested. Legislators
have to be convinced to change the laws to incorporate needed reforms and, when
they do so, have to resist pressures to back away from the reforms. Then the proce-
dures and qualified personnel have to be in place to implement, monitor, and en-
force laws. If the formal system is the only legal means of resolving disputes, and
members of the judiciary maintain the present system in their own interest, reform
may be even more difficult. If for no other reason than to introduce competition
among systems, measures to encourage the use of ADRs such as by increasing their
legitimacy and effectiveness may be well justified. Once viable alternatives to the
services of the formal system emerge, and those supplying them are faced with loss
of business to these alternatives, even the most corrupt members of the judiciary
may see it in their self-interest to accept reform of the formal system.
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Another reason for promoting ADRs is their comparative advantage for small
and medium-size enterprises (SMEs) and the poor. To the extent that ADRs will
therefore allow SMEs to protect their legitimate interests vis-a-vis large firms,
their encouragement may enhance the competitiveness of the economy, the dy-
namic efficiency and perceived legitimacy of institutions, and the respect for law,
all of which could help accelerate development.

Actions that could be taken to encourage the development and use of ADRs in
the MENA region are:

e To either allow or require certain kinds of cases to be taken out of the
judiciary to specialized ADRs

e To recognize the decisions reached by ADRs as legitimate and enforce-
able by the formal system?

e To increase knowledge of the availability of domestic ADRs, based on
their experience elsewhere

e To encourage professional associations of private individuals and groups
to organize and provide standards for the supply of such services and peer
review of their quality

e To overcome the vulnerability of the development of credit bureaus to
free-riding by appropriate forms of encouragement

e To encourage the development of small business associations (independent
of government) with means of practicing collective enforcement such as by
blacklisting parties that default on contracts with association members.*’

e Given the strong preference by foreign companies for extraterritorial ar-
bitration procedures over national courts,*® to sign on to both the United
Nations (U.N.) Convention on the Recognition and Enforcement of For-
eign Arbital Awards and the Model Law on International Commerce Ar-
bitration put forward by the U.N. Commission on International Trade Law
(UNCITRAL). The latter can help to attract an international arbitration
center to the country, possession of which will naturally make any arbitra-
tion awards reached under its auspices seem less “foreign” and more
acceptable. Having a center should also help the arbitration culture spread
more fully through the society, increasing the supply of skilled practi-
tioners, and increasing the accessibility of ADRs.

e For countries in which the host country’s government or public enter-
prises may be involved in contracts with foreign investors, to sign on to
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the 1965 Washington Convention for the Settlement of Investment Dis-
putes between States and Nationals of Other States. This convention al-
lows such cases (with the consent of both parties) to be submitted to
arbitration under the auspices of the International Center for Settlement
of Investment Disputes in Washington, D.C.

A comparison of the Islamic Republic of Iran and Indonesia provides dramatic
illustration of how far some MENA countries must go in terms of ADR develop-
ment to be able to attract private foreign investment on any large scale. In Iran, for
a dispute involving the government or a public enterprise to go to an ADR—either
domestic or international—an act of parliament (the Majlis) is required (Entezari
1997). By contrast, in a best-practice country such as Indonesia that has been espe-
cially successful in attracting foreign investment, this can be written into contracts
and the process is automatic, requiring no further approvals (Hornick 1991). It
should be mentioned, moreover, that the strong preference of foreign firms for
international arbitration as a means of dispute resolution also encourages domestic
firms to agree to arbitration by virtue of a substantial price differential in contract
terms in favor of ADR.

Conclusions

From the above discussion it should be clear that there are several different ways
to reduce the costs of dispute resolution, while simultaneously encouraging pri-
vate sector development. Since to some extent they are alternatives to one another,
each with advantages and disadvantages, each country should consider seriously
the relative benefits of each alternative relative to its own conditions before choos-
ing its optimal reform strategy. Because of substantial differences among MENA
countries in (a) the character and strength of their existing formal and informal
judicial systems, (b) the degree of ambiguity in existing law, (c) the extent to
which complementary reforms have been or are being undertaken, and (d) the
extent to which privatization and private sector development are important social
objectives, no single approach is likely to fit all countries of the region.

Recent experience with legal and judicial reform in Latin America and in the
transition economies of Central and Eastern Europe, however, has demonstrated
that successfully accomplishing either of these reforms is quite difficult. Indeed,
the greatest success (that in El Salvador) has occurred only when both the legal and
judicial reforms were done simultaneously with massive external pressure, foreign
assistance, as well as with tremendous pressure from below, the latter backed up by
the threat of renewal of the civil war. In view of that, judicial reform should be
thought of as a complement to legal reform rather than a substitute. Similarly, a
healthy ADR system can offer alternatives to formal dispute resolution systems
that are likely to be more suitable to some firms, countries, and circumstances
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than to others. When such alternatives are available, the competition they provide
may make reform of formal systems easier. All three approaches may therefore be
complementary in the broader sense, perhaps explaining why Singapore, a coun-
try in which all three approaches are well developed and well functioning (Chan
1998), scores so well on all institutional indicators in tables SA.1-5A.3.

MENA countries would do well to consider some of the following, more gen-
eral lessons:

1. There is no evidence that legal and other reforms should be undertaken
far ahead of other reforms. At the same time, they must not lag too far
behind other reforms if the conflict-resolution system is not to become a
major constraint on efficient exchange and development.

2. Even though transplantation of constitutions and entire legal systems
from one country to another is unlikely to be either successful or appro-
priate, with suitable adaptations to local circumstances, best practices
elsewhere with respect to individual laws are more effectively and easily
transplantable.*

3. Existing interest groups may impede even socially beneficial reforms to
conflict-resolution systems if they see these reforms as threatening to their
interests. Hence, if such reforms are to succeed, they must get around such
potential opposition by incorporating them into the process.

4. Success in judicial reform may be quite unrelated to the amount of money
spent on such reform, making it wise to aim at relatively low-cost, less
ambitious reforms, especially in the early stages.

5. This experience has again illustrated the point that the types of reforms
instituted need to be molded to the circumstances and historical and cul-
tural endowments of the individual country—“One size and model does
not fit all.”

6. In view of the long time interval required for formal legal and judicial
reforms and the likelihood of opposition by judges and lawyers to some
reforms, it may be useful to emphasize more informal methods of dispute
resolution.

7. Even though the judiciary needs to be independent from the legislative
and executive branches of government, it too needs to be monitored by an
independent agency, preferably by one dominated by professional peers
but also including representatives of a broad range of political opinion.
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Appendix S5A. Institutional Indicators

TABLE 5A.1 ALTERNATIVE AGGREGATE INDEXES OF ECONOMIC FREEDOM

Index of economic

[freedom
Economic freedom rating (maximum = 10)" (maximum = 5)°

Country 1975 1980 1985 1990 1995 1995 1998
MENA

Algeria 2.6 1.5 1.5 2.1 1.9 1.85 1.75
Bahrain 7.2 6.4 7.0 7.1 6.7 3.30 3.40
Djibouti 2.00 1.80
Egypt, Arab Rep. of 2.1 2.7 3.2 4.2 4.0 1.50 1.65
Iran, Islamic Rep. of 4.7 2.5 2.7 32 2.9 0.30 0.30
Iraq 0.10 0.10
Jordan 4.4 5.3 5.6 4.7 54 2.10 2.25
Kuwait 2.60 2.60
Lebanon 2.05 1.75
Libya 0.30 0.30
Morocco 4.2 3.6 4.2 3.5 4.6 2.10 2.05
Oman 5.6 5.8 6.8 6.6 6.3 2.35 2.25
Saudi Arabia 2.10 2.20
Syrian Arab Rep. 3.7 3.2 2.8 3.4 2.7 0.80 1.00
Tunisia 3.1 3.0 2.7 4.3 4.7 2.15 2.25
Turkey 2.5 2.3 3.7 4.8 4.5 2.00 2.20
United Arab Emirates 2.90 2.90
Yemen, Rep. of 1.25 0.90
Non-MENA

Singapore 6.4 6.8 7.7 8.3 8.2 3.75 3.70
Taiwan, China 4.8 5.3 5.4 6.2 6.8 3.05 3.05
Switzerland 7.0 7.2 7.4 7.3 7.4 3.20 3.10
United Kingdom 5.1 4.6 6.2 6.7 7.3 3.05 3.05
United States 7.0 7.2 7.4 7.3 7.4 3.10 3.10

Note: In the above table the original index (which was an inverse measure of economic freedom) was in-
verted by subtracting the score given from 5 (the highest possible score on the original index).

a. Gwartney, Lawson, and Block 1997.

b. Holmes, Johnson, and Kirkpatrick 1998.
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TABLE 5A.2 COUNTRY SCORES ON THE COMPONENTS OF THE INDEX
OF RESTRICTIONS ON ECONOMIC FREEDOM, 1998

Wage
Govern- Restric- and

Trade ment Mone- Cap- tions price Prop-

protec- Tax  inter-  tary ital on con-  erty Regula- Black
Country tion rate vention policy flows banks trols rights tions market
Algeria 5.0 3.5 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0
Bahrain 2.0 1.0 3.0 1.0 2.0 2.0 2.0 1.0 2.0 1.0
Djibouti 4.0 2.0 5.0 1.0 3.0 3.0 3.0 3.0 4.0 4.0
Egypt 5.0 4.5 3.0 3.0 3.0 3.0 3.0 3.0 4.0 3.0
Iran 5.0 5.0 5.0 4.0 5.0 5.0 4.0 5.0 4.0 5.0
Iraq 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 4.0 5.0
Jordan 4.0 2.5 3.0 2.0 2.0 2.0 3.0 2.0 3.0 4.0
Kuwait 2.0 1.0 4.0 2.0 4.0 3.0 3.0 1.0 2.0 2.0
Lebanon 5.0 2.5 2.0 5.0 3.0 2.0 2.0 3.0 3.0 5.0
Libya 5.0 5.0 5.0 2.0 5.0 5.0 5.0 5.0 5.0 5.0
Morocco 5.0 3.5 3.0 1.0 2.0 3.0 3.0 3.0 3.0 3.0
Oman 2.0 3.5 4.0 1.0 3.0 4.0 3.0 2.0 2.0 2.0
Saudi Arabia 4.0 4.0 4.0 1.0 4.0 3.0 3.0 1.0 2.0 2.0
Syria 5.0 5.0 3.0 5.0 4.0 5.0 4.0 4.0 2.0 5.0
Tunisia 5.0 3.5 3.0 2.0 2.0 2.0 2.0 3.0 2.0 3.0
Turkey 2.0 4.0 2.0 5.0 2.0 2.0 3.0 2.0 3.0 3.0

United Arab Emirates 2.0 1.0 3.0 1.0 4.0 3.0 3.0 1.0 2.0 1.0
Yemen, Rep. of 5.0 3.0 4.0 5.0 2.0 4.0 3.0 4.0 4.0 5.0

Singapore 1.0 3.0 1.0 1.0 1.0 2.0 1.0 1.0 1.0 1.0
Taiwan, China 2.0 2.5 2.0 1.0 3.0 3.0 2.0 1.0 2.0 1.0
Switzerland 2.0 3.0 3.0 1.0 2.0 1.0 2.0 1.0 3.0 1.0
United Kingdom 2.0 4.5 2.0 1.0 2.0 2.0 2.0 1.0 2.0 1.0
United States 2.0 4.0 2.0 1.0 2.0 2.0 2.0 1.0 2.0 1.0

Source: Holmes, Johnson, and Kirkpatrick 1998.
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TABLE 5A.3 COUNTRY SCORES ON THE COMPONENTS OF THE ECONOMIC
FREEDOM RATING FOR 1995

Country IA IB IC ID 2A 2B 2C 2D 2E 2F 3A 3B 4A 4B 4C 4D

Algeria 6 2 0 O 2 0 2 5 0 0 — — — 1 5 2
Bahrain 0 8 10 10 0 2 4 S5 0 8 10 10 9 10 5 2
Egypt 8 4 10 10 8 O 2 250 10 4 3 5 6 5 0
Iran 1 2 0 0 6 2 2 250 0 8 4 6 1 30
Jordan 10 10 O O 1 6 2 5 256 8 — 4 8 9 2
Morocco M 10 o o0 4 2 4 5 0 8 8 3 1 8 5 5
Oman 10 4 10 10 0 4 4 25 2510 8 10 9 10 5 2
Syria 3 6 10 0 6 2 0 250 0 — — 6 0 6 O
Tunisia M 10 o o 4 2 6 5 0 8 5 — 1 8 8 5
Turkey o 1 10 10 7 4 5 750 0 5 4 9 7 3 2
Singapore 10 10 10 10 6 8 8 75 0 10 9 9 10 10 10 10
Taiwan 0 10 10 10 4 6 6 755 10 5 5 8 10 5 5
Switzerland 10 9 10 10 5 8 6 10 10 10 2 8 8 10 4 10
United

Kingdom 9 9 10 10 2 6 9 10 7510 2 5 10 10 5 10
United

States 10 10 10 10 5 8 9 10 7510 3 7 9 10 3 10

No.  Definition of component No.  Definition of component

1A Inflation rate 3A  Transfers and subsidies as percent of GDP

1B Standard deviation of inflation rate 3B Top marginal tax rate and threshold

1C  Ability to own foreign currency

1D  Ability to maintain a bank account 4A  Taxes on trade as percent of exports plus
abroad imports

4B Black market premium
2A Government consumption as percent ~ 4C  Measure of trade openness (actual relative

of total consumption to predicted trade share in GDP)
2B Relative importance of government 4D  Freedom to make investment transactions
enterprise with foreigners

2C  Extent of wage and price controls

2D  Entry into business

2E  Equality of citizens under the law

2F  Extent to which government
regulations distort real interest rates
and disrupt credit markets

Note: In each case the scores are assigned in such a way that a high score indicates economic freedom on the
dimension measured, the index ranging from 0 to 10.
Source: Gwartney, Lawson, and Block 1997.
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Notes
1. See Anderson and Martinez 1996; World Bank 1985, 1999a [p. 164], 1999b.
2. The open unemployment rate was estimated to average 15 percent in 1993 (World Bank 1995).

3. Krueger (1992) estimates that in the rapidly growing Republic of Korea 80 to 90 percent of
GDP in the mid-1970s was accounted for by factors of production, which were employed in a
very different activity in the early 1960s.

4. Wallis and North (1986) estimated that such costs for the United States were about 22.5
percent of GNP in 1870, and had risen to some 40.8 percent of GNP by 1970. Even though these
costs may seem high, they do not include transport or transformation costs.

5. According to Kanaan (1998), Jordan was found to be a case in point with its recent reforms in
tariff reduction, tax reduction, financial market liberalization, securities market reform, and
privatization. Indeed, a well-known consultancy—Stanford Research Institute International—
was asked to undertake a study that would resolve this paradox.

6. The author is extremely appreciative of comments received from Samiha Fawzy, Ahmed Galal,
John Page, and other participants at the preliminary meeting in December 1999 as well as useful
suggestions from Rick Messick, Lynn Hammergren, Margaret Popkin, and Andrew Stone.

7. Additional cross-country comparisons of institutional characteristics are available from foreign
investors. One such widely cited source with good country coverage is the Political Risk Year-
book. Most MENA countries score just as badly (compared with the non-MENA countries) on
the characteristics evaluated by foreign investors as on the above indicators developed from the
responses of businesspersons in general.

8. For example, in 1993 it took 2.5 years to dispose of a case on average in Argentina, 1.9 years
in Ecuador, and 2.4 years in Venezuela. In all three countries, both backlog and median delays
were increasing over time at rates ranging from about 15 to 30 percent per year, and were more
serious for commercial cases than for civil ones (Buscaglia and Dakolias 1996).

9. For details and references, see Datta and Nugent 1991.

10. For an interesting description of the historical role of the amins and their marginalization in
contemporary Tunis, see Kuran 1989.

11. For evidence and discussion of the capitulations, see Issawi 1982 and El-Kosheri 1998. An
analysis of the determinants of these capitulations and of the key elements of the relative decline
of Islamic law and its consequences for industrial development is provided by Kuran 2000.
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12. See Feder and Onchan 1987, 1989 and Feder and others 1988. The exclusive role of the local
government and transparency of the titling system have generally not been adhered to in Brazil,
which is perhaps responsible for the much weaker results (Alston, Libecap, and Schneider 1996).

13. La Porta, Lopez De Silanes, Schleifer, and Vishny (1998) use quantitative indicators of
various aspects of creditor and investor rights and their enforcement from a sample of 49 coun-
tries of different legal traditions to show that these indicators are significantly lower for the
civil-law countries that do not have such provisions than for the common-law countries that
have them. Three MENA countries (Egypt, Jordan, and Turkey) were included in the sample of
civil-law countries. They also showed that shareholdings were less dispersed and more highly
concentrated in the countries of the French civil-law tradition than in the other countries. In a
parallel study of bank sources of finance, Levine (1999) shows that financial intermediaries are
also less developed in the countries of the civil-law tradition because of their weaker protection
of creditors. He also shows that, once one controls for these individual legal provisions, there is
no longer any significant difference in the concentration or dispersion of shareholders between
civil-law and common-law countries. Hence, if MENA countries were to adopt creditor- and
investor-friendly laws, and were to enforce them, MENA countries would be at no disadvan-
tage relative to common-law countries.

14. See, for example, al Tamimi 1995.

15. For example, it could put secured lenders first, in the order in which they provided credit,
then unsecured lenders (again, in order of their loans), and finally shareholders (perhaps again
prioritized by type).

16. In a context where workers’ rights as stakeholders are believed to be fundamental to any
socially desirable solution, they, too, could be included in this process.

17. Rowat and Astigarraga (1999) provide examples from Latin America of excessive rigidity
even in some of the procedures introduced under judicial reform.

18. Since the Korean government enjoys a much better reputation in this respect than Indonesia,
this may explain why giving the government mandatory powers to arrive at a substantive solu-
tion might well be “best practice” for Korea, whereas prohibiting government from assuming
such powers and thereby keeping the program strictly voluntary may be best practice for coun-
tries such as Indonesia (Gitlin and Watkins 2000).

19. See North 1990; Williamson 1995; Levy and Spiller 1993; Trebilcock 1997; Brunetti,
Kisunko, and Weder 1997; and Henisz and Zelner 1999.

20. For example, cases that were taking two-and-a-half years to resolve prior to reform were
taking an average of only four months after the reform. For a somewhat less positive evaluation
of the Salvadoran experience, see Popkin 2000.
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21. This could be accomplished by a rule requiring all such disputes to be submitted to binding
arbitration.

22. Arule is substantively efficient if it internalizes an externality, and procedurally efficient if it
reduces the cost or increases the accuracy of using the legal system. One example of a rule that
satisfies both characteristics is one that forbids the use of another person’s property without
consent. The validity of any claim of violation of A’s property by B is simple and objective,
because it boils down to whether or not (1) the property belonged to A, (2) the property was used
by B, and (3) whether B’s use was without the consent of A. Another example is limiting claims
of property rights infringement to those made within a certain specified time (Posner 1998).

23. This is because research has shown that the time for resolving cases is shortened by special-
ization. In particular, the judge has less need to do legal research (Buscaglia and Dakolias 1996).

24. Mahoney (1999) shows that common-law countries enjoyed growth rates of per capita in-
come that were about 1 percent per annum above those of civil-law countries. Posner (1998)
provides examples of useful codification.

25. See, for example, Buscaglia, Dakolias, and Ratliff (1995) and Dakolias (2000). Such calcu-
lations are being carried out for a small number of countries over time, thereby identifying the
need for judicial reform and assessing the impacts of various reform measures in such coun-
tries. Unfortunately, at present there is no MENA country in the sample.

26. One example of this approach is a survey of Brazilian entrepreneurs reported by Castelar
Pinheiro (1998). On average, surveyed entrepreneurs said that their investments would be 10
percent higher if the performance of the Brazilian judiciary were raised to that of more developed
countries.

27. For some examples of this approach, see Knack and Keefer 1995; Mauro 1995; and Barro
1997. Sherwood and others (1994) estimate that economic reforms may have 15 percent greater
effect on growth when the country has a relatively strong judicial system.

28. For example, Buscaglia and Dakolias (1996) showed that, at least among Latin American
countries, there is no correlation between judicial compensation or judiciary budgets and judicial
performance.

29. One such example is the survey of Thailand’s bankruptcy procedure summarized by Foley
(1999). Each step in that process tended to be the responsibility of a different judge and any
single step not completed on an assigned day might well be interrupted for weeks or even
months because of the need to reschedule and then sent to a different judge. In the absence of
a specialized bankruptcy court, moreover, each new judge assigned to the case had to receive
specialized training. Under such circumstances, it is easy to suggest that judicial reforms
could be useful.
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30. See Shavell 1982; and Kaplow 1986.

31. This problem could be made less severe if provisions were made for a means of consolidating
the different proceedings among different subsets of the parties involved.

32. Because most parties to ADRs abide by their agreements, enforcement by the formal system
has rarely been tested, leaving doubts as to whether they would abide by their agreements if such
enforcement was formally requested. Hornick (1991), for example, cites that a request for such
enforcement had been made in East Java, Indonesia, but had not been acted upon at least within
the following two years.

33. Quite naturally, the internationally based arbitration procedures used, for example, in dis-
putes involving large foreign enterprises are more formal in nature and have procedures similar
to the formal legal systems of the most highly developed countries, implying that the procedures
may no longer be inexpensive.

34. Such a distinction might be important if either the voluntary or contract-mandated approach
should prove more successful in reaching agreements. A recent study in the United States com-
paring the ability of voluntary and contract-mandated ADRs to reach settlement found them to
be approximately equally successful (reaching agreements in over 75 percent of the cases). The
same study showed that the simpler and more informal mediation approach was both cheaper
and deemed more satisfactory by the parties involved than arbitration.

35. Some crude evidence of their relative efficiency is provided by cross-country growth regres-
sions. For example, Datta and Nugent (1986) showed that the greater was the importance of the
formal, more adversarial dispute resolution system relative to the informal ADRs, the lower was
the growth rate of income per capita. This result was quite robust due to the inclusion of other
control variables.

36. Indonesia has been very successful in both these respects and has established a national
arbitration board with the country’s finest jurists, academicians, and retired judges. This board
lays down guidelines for arbitration procedures, and in addition arbitrates some of the most com-
plicated cases brought to it. The longest time for completion of any of even their most compli-
cated cases was 11 months, and the average closer to half that. The separability principle for
arbitration cases wherein the formal judicial system cannot interfere with the substance of arbi-
tration decisions has been firmly established with Supreme Court decisions (Hornick 1991).

37. In the early 1990s some producers’ associations in Tunisia were reported to be doing this
with considerable success (Nugent 1989).

38. For example, a survey by the American business magazine Business Week in the early 1990s
showed that 97 percent of the executives of multinational corporations interviewed said that they
preferred arbitration over litigation as a means of settling commercial disputes.
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39. Cornell and Kalt (1995) show that the degree of success in transplanting a constitution
drawn up by the Bureau of Indian Affairs in the United States for Indian reservations through-
out the country varied with the extent to which pre-existing political systems were consonant
with the imposed new constitution. Englebert (forthcoming) makes a similar point in the con-
text of the legitimacy of the state in Africa.
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CHAPTER 6

Corporate Governance:
A Framework for Implementation

Magdi R. Iskander
Nadereh Chamlou

Corporate governance systems have evolved over centuries, often in response to
corporate failures or systemic crises. The first well-documented failure of gover-
nance was the South Sea Bubble in the 1700s,' which revolutionized business laws
and practices in England. Similarly, much of the securities law in the United States
was put in place following the stock market crash of 1929. There has been no
shortage of other crises, such as the secondary banking crisis of the 1970s in the
United Kingdom and the U.S. Savings and Loan debacle of the 1980s. The history
of corporate governance has also been punctuated by a series of well-known com-
pany failures: the Maxwell Group raid on the pension fund of the Mirror Group of
newspapers, the collapse of the Bank of Credit and Commerce International, and
that of Barings Bank. Each crisis or major corporate failure—often a result of
incompetence, fraud, and abuse—was met by new elements of an improved sys-
tem of corporate governance.

Through this process of continuous change, industrial countries have estab-
lished—in the government and the private sector—a complex mosaic of laws,
regulations, institutions, and implementation capacity. The objective is not to shackle
corporations but rather to balance the promotion of enterprise with greater ac-
countability. The systematic enforcement of laws and regulations has created a
culture of compliance that has shaped business culture and the management ethos
of firms, spurring them to improve as a means of attracting human and financial
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resources on the best possible terms. This continuous process of change and adap-
tation has accelerated with the increasing diversity and complexity of sharehold-
ers and stakeholders. Globalization, too, is forcing many companies to tap into
international financial markets and to face greater competition. This has led to
restructuring and a greater role of mergers and acquisitions and to expanded mar-
kets for corporate control.

The developing world has also faced its own corporate governance challenges.
Recently, in the Russian Federation, the controlling shareholder of an oil company
siphoned off a substantive share of its profits, leaving the company in debt to its
creditors, employees, and the state. In the Czech Republic thousands of small share-
holders lost their investments as “tunneling” schemes by insiders stripped priva-
tized companies of their assets. The economic crises in East Asia and other regions
have demonstrated how macroeconomic difficulties can be exacerbated by a sys-
tematic failure of corporate governance stemming from weak legal and regulatory
systems, inconsistent accounting and auditing standards, poor banking practices,
thin and unregulated capital markets, ineffective oversight by corporate boards of
directors, and little regard for the rights of minority shareholders. Unfortunately,
the brunt of the impact has been shouldered by the poor, setting back social and
economic gains by a generation in some countries.

It is increasingly true that, for developing and transition economies, a healthy
and competitive corporate sector is fundamental for sustained and shared growth:
“sustained” growth in the sense that it withstands economic shocks, “shared” growth
in the sense that it delivers benefits to all of society. Countries realize that, just as
overall governance is important in the public sector, so corporate governance is
important in the private sector. They also realize that good governance of corpora-
tions is a source of competitive advantage and is critical to economic progress.
With globalization firms must tap domestic and international capital markets in
quantities and ways that would have been inconceivable even a decade ago. In-
creasingly, individual investors, funds, banks, and other financial institutions base
their decisions not only on a company’s outlook, but also on its reputation and its
governance. It is this growing need to access financial resources—both domestic
and foreign—and to harness the private sector’s power for economic and social
progress that has brought corporate governance into prominence the world over.

Sound corporate governance is important, not only to attract long-term “pa-
tient” foreign capital, but more especially to broaden and deepen local capital mar-
kets by attracting local investors—both individual and institutional. Unlike
international investors who can diversify their risk, domestic investors are often
captive to the system and face greater risks, particularly in an environment that is
opaque and does not protect the rights of minority shareholders. As a group, how-
ever, domestic investors frequently constitute a large potential pool of stable long-
term resources that are critical to development. If local capital markets are to grow,
corporate governance standards will need to improve in order to give investors the
protection required to encourage them to provide capital.
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Many developing and transition economies lack the supporting institutions
and human resources so critical to sound corporate governance. The challenge for
them is to adapt systems of corporate governance to their own corporate structures
and implementation capacities, public and private: to create a culture of enforce-
ment and compliance. They need to do so in a manner that is credible and well
understood both internationally and across borders—and they need to do it far
more quickly than did industrial countries before them. Because effective corpo-
rate governance can promote enterprise and ensure accountability, it is an essen-
tial foundation of the global financial architecture and is central to the World Bank
Group’s mission to fight poverty.

Corporate governance has only recently emerged as a discipline in its own
right, although the strands of political economy it embraces stretch back through
centuries. The importance of the subject is widely recognized, but the terminology
and analytical tools are still emerging. The burgeoning literature on corporate gov-
ernance has largely neglected developing and transition economies. This report
develops a framework for corporate governance reform based largely on the opera-
tional experience of the World Bank Group and other practitioners in the field.
This framework is used to identify the major elements and processes of reform
required in emerging market economies and the contribution that the World Bank,
together with its partners, can make to the objective of promoting enterprise and
accountability.>

Balancing Diverging Interests

What makes corporate governance necessary? Put simply, the interests of those
who have effective control over a firm with external finance. The problem, com-
monly referred to as a principal-agent problem, grows out of the separation of
ownership and control and of corporate outsiders and insiders. In the absence of
the protections that good governance supplies, asymmetries of information and
difficulties of monitoring mean that capital providers who lack control over the
corporation will find it risky and costly to protect themselves from the opportunis-
tic behavior of managers or controlling shareholders.

Without meaningful protection for external capital providers, those who con-
trol the corporation can use their position to misappropriate economic benefits,
often at the expense of the long-term performance and value of the enterprise.
Where poor corporate governance is the norm, the problem extends beyond
underperformance in the corporate sector to greater vulnerability of the financial
system, since it is difficult for local capital providers (banks and institutional in-
vestors) to avoid governance risks. Lack of meaningful protection for capital pro-
viders makes it harder for firms to get financing on favorable terms.

Just what constitutes corporate governance is still a topic of debate. From a
corporation’s perspective, the emerging consensus is that corporate governance is
about maximizing value subject to meeting the corporation’s financial and other
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legal and contractual obligations. This inclusive definition stresses the need for
boards of directors to balance the interests of shareholders with those of other stake-
holders—employees, customers, suppliers, investors, and communities—in order
to achieve long-term sustained value.

From a public policy perspective, corporate governance is about nurturing en-
terprise while ensuring accountability in the exercise of power and patronage by
firms. The role of public policy is to provide firms with the incentives and disci-
pline to minimize the divergence between private and social returns and to protect
the interests of stakeholders.

A Corporate Governance Framework:
The Internal and External Architecture

These two definitions, from public and private perspectives, provide a framework
for corporate governance (figure 6.1) that reflects interplay between internal in-

FIGURE 6.1 MODERN CORPORATIONS ARE DISCIPLINED BY INTERNAL
AND EXTERNAL FACTORS

Internal External
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a. Reputational agents refer to private sector agents, self-regulating bodies, the media, and civic society
that reduce information asymmetry, improve the monitorin of firms, and shed light on opportunistic behavior.
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centives (which define the relationship among the key players in the corporation)
and external forces (notably policy, legal, regulatory, and market forces) that to-
gether govern the behavior and performance of the firm.

The Internal Architecture Defines the Relationships

among Key Players in the Corporation

In its narrowest sense, corporate governance can be viewed as a set of arrange-
ments internal to the corporation that define the relationships between managers
and stakeholders. The shareholders may be public or private, concentrated or dis-
persed. These arrangements may be embedded in the company law, securities law,
listing requirements, and so on, or they may be negotiated among the key players
in governing documents of the corporation, such as the corporate charter, by-laws,
and shareholder agreements.

At the center of this system is the board of directors. The board’s overriding
responsibility is to ensure the long-term viability of the firm and to provide over-
sight of the firm’s management. In many countries the board is responsible for
approving the company’s strategy and major decisions, and for hiring, monitoring,
and replacing management, if and when necessary. In some countries the board
has fiduciary responsibility for ensuring compliance with laws and regulations,
including accounting and financial reporting requirements. For a going concern
the board is answerable to shareholders, and in some systems it is also answerable
to employees and creditors. Its task is to protect the interests of the company. When
the company runs into financial difficulty, the duty of the board shifts to the
company’s creditors; this is why the primary duty of the director is to the company
rather than to shareholders.

The governance problems that need to be addressed vary according to the own-
ership structure in the corporate sector. At one end of the spectrum is the publicly
traded company with widely dispersed share holdings. There, the challenge is for
outside shareholders to control the performance of managers. Since managers domi-
nate, the key governance mechanism is the rules for selecting directors, who need
to have enough independence to ensure that they will properly monitor managers’
performance. At the other end of the spectrum is the closely held company with a
controlling shareholder and a minority of outside shareholders, where the manag-
ers act at the dictates of the controlling shareholder. There, the primary gover-
nance issue is how outside shareholders can prevent the controlling shareholder
from extracting excess benefits through self-dealing or disregard of minority share-
holders’ economic rights. Common protection include limits on insiders’ dealings,
antidilution provisions, and appraisal or withdrawal rights for minority sharehold-
ers. Where a controlling shareholder dominates a publicly traded corporation, ad-
ditional governance mechanisms may include voting rights, allowing outsiders
representation on the board, and takeover rules limiting the “control premium”
that insiders can appropriate.
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External Rules Provide a Level Playing Field

and Keep Players in Line

These internal mechanisms for corporate governance are strengthened by external
laws, rules, and institutions that provide a level, competitive playing field and
discipline the behavior of insiders, whether managers or shareholders. In devel-
oped market economies these policies and institutions minimize the divergence
between social and private returns and reduce costly agency problems, primarily
through greater transparency, monitoring by regulatory and self-regulatory bodies,
and compliance mechanisms. Notable among the institutions that discipline corpo-
rations are the legal frameworks for competition policy, the legal machinery for en-
forcing shareholders’ rights, systems for accounting and auditing, a well-regulated
financial system, and the bankruptcy system.

FIRMS ARE DISCIPLINED BY CONTESTABLE MARKETS

The broader business environment creates compelling incentives for insiders to
enhance the value of the enterprise. Competition and trade policies that ensure
contestable markets reduce rent-seeking behavior. Together with policies that en-
courage foreign direct investment, competitive markets force insiders to improve
corporate performance or risk bankruptcy or turnover. The discipline from compe-
tition is likely to be felt earlier and more sharply if there is an effective market for
corporate control. Underperforming enterprises become targets for acquisition by
firms or investors who believe that they can create more value by running the
enterprise themselves. Insiders have a powerful motive to improve the company’s
performance in order to retain control. A control market may also redress some of
the imbalance of power between insiders and outsiders. If the market is orderly and
transparent, a contest for control often produces greater economic benefits for out-
side investors and creditors (at least in the short run) than if insiders had continued
to operate an underperforming enterprise without challenge.

A WELL-REGULATED BANKING SYSTEM THAT OPERATES AT ARM’S LENGTH

FROM THE CORPORATE SECTOR

Competition for credit can produce better insider behavior as banks demand greater
and more accurate information and better compliance with contracts. This ability
to discipline insider behavior is greatly restricted, however, if the business envi-
ronment has few creditor protections, weak contract enforcement, or unworkable
bankruptcy laws. If the banking system and the corporate sector are closely
interlinked, corporate insiders may fail to share value with their creditors (and
governments). If they are, in addition, insiders of the banks, they may appropriate
bank resources for their purposes. It has become increasingly clear in recent years
that for corporate governance to be effective the banking system also needs good
governance. This is especially important in many developing countries, where banks
provide most of the corporate financing. This means that an effective governance
system must include consideration of the role and responsibility of capital providers.



CORPORATE GOVERNANCE: A FRAMEWORK FOR IMPLEMENTATION 125

TRANSPARENT, EFFICIENT, AND LIQUID EQUITY AND BOND MARKETS

Efficient securities markets send price signals rapidly, rewarding or penalizing
insiders through changes in the value of their interests in the company, or in the
company’s access to capital. The system of rewards and penalties is severely di-
luted, however, if markets are not transparent, investments are costly to exit, or, in
the case of institutional investors, if the investors themselves are poorly governed.

THEIR PERFORMANCE IS MONITORED AND SPURRED BY REPUTATIONAL
AGENTS AND ACTIVIST SHAREHOLDERS

Developed markets increasingly feature a dense network of reputational agents®
who significantly reduce monitoring costs. They include accounting and auditing
professionals, lawyers, investment bankers and analysts, credit rating agencies,
consumer activists, environmentalists, and the media. Keeping an eye on corpo-
rate performance and insider behavior, these reputational agencies can exert pres-
sure on companies to disclose relevant information, improve human capital,
recognize the interests of outsiders, and otherwise behave as good corporate citi-
zens. They can also put pressure on government through their influence on public
opinion.

INVESTORS AND ACTIVIST SHAREHOLDERS HAVE ALSO CHAMPIONED
GOVERNANCE REFORMS

Particularly in the United States, but increasingly in other developed market econo-
mies, investors and activist shareholders have worked actively to ensure that mana-
gers and boards of directors act in the interest of shareholders. Although these
active institutional investors do not typically take a controlling ownership stake,
their visibility and influence in capital markets give them a leverage that few cor-
porations can afford to disregard. Venture capital firms play a monitoring role in
the governance of startup firms, particularly in knowledge-based industries. They
have the expertise, resources, and responsibility to undertake intensive monitoring
and overcome the information disadvantage that other investors may.

THERE IS NO SINGLE MODEL OF CORPORATE GOVERNANCE

These internal and external features have come together in different ways to create
a range of corporate governance systems that reflect specific market structures,
legal systems, traditions, regulations, and cultural and societal values. The systems
may vary by country and sector and even for the same corporation over time, but
they affect the agility, efficiency, and profitability of all corporations—private, pub-
licly held, and state-owned. Among the most prominent systems of corporate gov-
ernance in industrial countries are the U.S. and U.K. models, which focus on
dispersed controls, and the German and Japanese models, which reflect a more
concentrated ownership structure. Recently, many countries and firms have up-
dated their systems of corporate governance to reflect a broader and more inclusive
concept of responsibility that includes stakeholders, as reflected in the King Report
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for South Africa,* the Commonwealth principles of business practice (that is, the
Commonwealth principles of best practice in corporate governance), and others.

BUT GLOBALIZATION IS BRINGING HARMONIZATION

Despite the diversity of corporate governance systems, the globalization of markets
is producing a degree of convergence in actual operations and governance prac-
tices. Countries and firms compete on the price and the quality of their goods and
services (which has led to a convergence of cost structures and firm organization
that in turn has spilled over into firm behavior and decisionmaking). They com-
pete for financial resources in global capital markets. Increasingly, countries and
firms also compete on their regimes for corporate governance systems. These glo-
bal market pressures are providing the impetus for private investors to harmonize
corporate governance practice—to reduce risk to investors, and to hold down the
cost of capital to corporations.

UNIFORM STANDARDS ARE GAINING CURRENCY

Governments—which retain priority in protecting savers, investors, suppliers, and
the broader interest of the economy—are increasingly requiring that corporations
operate in a fair, transparent, and accountable manner. Numerous public and pri-
vate bodies have responded by establishing standards and norms related to impor-
tant aspects of corporate governance. Among them are the International Accounting
Standards Committee (IASC), the Bank for International Settlements (BIS, for
banking supervision and prudential regulation), the International Organization of
Securities Commissions (IOSCO), the World Trade Organization (WTO), and the
International Labour Organization (ILO).

AGREEMENT ON BASIC PRINCIPLES FOR CORPORATE GOVERNANCE
IS SPREADING
Through a consultative process involving Organisation for Economic Co-operation
and Development (OECD)-members and observers, the private sector, interna-
tional organizations, and various stakeholders, the OECD has distilled from di-
verse national practices a set of principles of corporate governance. These Principles
deal mainly with internal mechanisms for directing relationships of managers,
directors, shareholders, and other stakeholders. They are also intended primarily
for listed companies that function within an effective legal and regulatory environ-
ment with adequate competition.

The preamble to the Principles states:

The Principles are non-binding and do not aim at detailed prescriptions for
national legislation. They can be used by policy makers, as they examine
and develop their legal and regulatory frameworks for corporate governance
that reflect their own economic, social, legal and cultural circumstances
and by market participants as they develop their own practices.
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The OECD recognizes these broad Principles as a starting point for debate and
consideration by governments seeking to raise standards of corporate governance.
In brief, the Principles cover:

e The rights of shareholders and others to receive relevant information about
a company in a timely manner; and the rights of shareholders to have the
opportunity to participate in decisions concerning fundamental corporate
changes, and to share in the profits of the corporation, among others.
Markets for corporate control should be efficient and transparent, and
shareholders should consider, before voting, the costs and benefits of ex-
ercising their voting rights.

e Equitable treatment of shareholders, especially minority and foreign share-
holders, with full disclosure of material information and prohibition of
abusive self-dealing and insider trading;’ all shareholders of the same
category should be treated equally. Members of the board of directors and
managers should be required to disclose any material interest they have
in transactions.

e Recognition of the role of stakeholders in corporate governance as hav-
ing been established by law, and the corporate governance framework as
encouraging active cooperation between corporations and stakeholders
in creating wealth, jobs, and financially sound enterprises.

e Timely and accurate disclosure and transparency on all matters material
to company performance, ownership, and governance and relating to other
issues such as employees and stakeholders; financial information should
be independently audited and prepared to high standards of quality.

e The responsibilities of the board: the corporate governance framework
should ensure the strategic guidance of the company, the effective moni-
toring of management by the board, and the board’s accountability to the
company and shareholders.

What It Takes to Succeed: A Mix of Regulatory and Private
Voluntary Actions

The OECD Principles draw on a report prepared by the Business Sector Advisory
Group that emphasizes that good corporate governance can best be achieved through
a combination of regulatory and voluntary private actions. On the regulatory side
the report noted that government interventions on corporate governance are most
effective when consistently and expeditiously enforced and when focused on ensur-
ing fairness, transparency, accountability, and responsibility. It stresses that regu-
latory measures, although necessary, are not sufficient to raise standards. Indeed,
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many corporate leaders who recognize that prospering in the long term requires
balancing business objectives with society’s concerns have supported the strength-
ening of corporate governance standards.

These companies have gone far beyond the strictures of law by adopting vol-
untary measures that improve the quality of disclosure, ensure that directors dis-
charge their fiduciary responsibilities, and increase the commitment of managers
to running companies transparently, in order to maximize value but with due re-
gard to stakeholders’ interests. The evidence increasingly suggests that such be-
havior enhances the reputation and the value of companies. That recognition has
spurred the voluntary adoption of good governance practices by firms that now
find it necessary to abide by global rules set by global markets.

The Challenge of Corporate Governance
in Emerging Markets Is Daunting

The rich and complex mosaic that makes up the governance system—policy laws,
regulations, public institutions, self-regulated professional bodies, and managerial
ethos—has evolved over centuries in developed market economies. In emerging
markets, however, many elements of this mosaic are absent or countries are ill
equipped to address the corporate governance challenges they face. These chal-
lenges are all the more daunting because of the complexity of the ownership struc-
ture of the corporate sector, interlocking relationships with government and the
financial sector, weak legal and judicial systems, absent or underdeveloped intui-
tions, and scarce human resource capabilities.

The Range of Corporate Structures Makes the

Problems More Complex

The ownership patterns across developed, developing, and transition economies
are extremely varied. In successful developed economies, both dispersed and con-
centrated shareholdings have provided an efficient base for growth and capital
accumulation as long as there has been a well-functioning legal and regulatory
framework, active oversight by reputational agents, and adequate institutional and
professional infrastructure.

The environment is different in many emerging market economies. The widely
held publicly traded firms that constitute a significant part of the corporate sector
in many industrial countries are rare in emerging market economies. A more com-
mon pattern in developing countries is one of dominance by public sector compa-
nies or closely held family-owned and family-managed conglomerates with complex
shareholdings. This concentrated pattern of ownership allows insiders to have tight
control on the firm, but it also opens up opportunities for expropriation by outside
shareholders.

Transition economies face a different problem. Much of their corporate sector
consists of “instant corporations,” created through mass privatization programs
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implemented without the legal and institutional structures necessary to operate in
a competitive economy. With diffuse ownership this has sometimes allowed insid-
ers to strip assets and leave little value for minority shareholders. In both systems
there is a need to build institutions and professional capacity.

These corporate structures complicate the problems associated with asymme-
tries of information, imperfect monitoring, and opportunistic behavior and make
corporate governance reform more complex.

Less Competitive Markets and Weaker Institutions

Make the Solutions More Difficult

There are significant differences in legal and regulatory systems and traditions
across developing and transition economies, but disclosure requirements and legal
protection for shareholders are seldom up to international standards. Outdated con-
tract and bankruptcy laws impede efficient operation and orderly exit, and judicial
systems are poorly equipped to offer the speed and predictability required in today’s
global market. Even where legal and regulatory frameworks have been updated,
enforcement remains uneven and sometimes selective, reflecting a critical short-
age of skills and sometimes a misuse of official power.

In emerging market economies, the business environment lacks many of the
elements needed for a competitive market and a culture of enforcement and com-
pliance. Inadequate competition policies entrench large dominant firms, prevent
new entry, and discourage entrepreneurship. Change in corporate control is often
subject to ambiguous laws with uncertain implementation, giving management
considerable latitude to delay or derail any takeover attempt.

Often the state has a heavy presence in both the real and financial sectors. It
may direct credit to privileged firms on subsidized terms through a poorly regu-
lated banking system that conducts little credit analysis, or it may inadequately
monitor or discipline large borrowers. In many countries private conglomerates
are formed around banks, which then dominate both the real (production) and the
financial sectors. These alliances, and the absence of “arm’s length” transactions
within them, have led to excessive concentration of ownership, overreliance on
debt financing, high leveraging, and in many cases, investments in marginal or
speculative projects.

These practices have also undermined the development of securities markets.
Typically, trading volumes and liquidity are low, and a few large firms dominate
securities markets. There are almost no long-term debt instruments. Institutional
investors are few and not yet strong enough to insist on fairness, efficiency, and
transparency. Their investments in emerging markets generally represent only a
small part of a diversified portfolio, and even the bigger institutional investors
generally lack the confidence or incentives to assert their influence as sharehold-
ers because of opaque rules. They often “vote with their feet” (and leave the firm as
a way of showing objection), instead of voting their proxies, contributing to the volatil-
ity in global capital flows that has hurt many developing and transition economies.
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These conditions have also impeded the development of local pensions and mu-
tual funds. This environment offers little incentive for sound corporate governance
in either the real or the financial sector.

Some Countries Have Made Major Strides by Focusing

on the “Basics”

Although reform is difficult, many countries have taken some of the steps that are
necessary to improve their institutions and human resources, and a few have taken
most of the steps. Those that have stayed the course have seen impressive gains in
corporate governance and economic performance, but even in this group reform
has been a long, uneven, and sometimes fragile process of ups and downs, suc-
cesses, and reversals. Some institutions, such as reputational agents and active
shareholders, are just beginning to emerge.

Reforms have proved most effective when they have focused on the fundamen-
tals; combined complementary laws that are consistently enforced; and focused on
incentives to encourage the firms to take voluntary actions. They have emphasized
a comprehensive strengthening of external sources of discipline and internal in-
centives to improve corporate governance, especially by making corporate boards
more effective and competent to exercise their duties of oversight and control over
management. Reforms have typically involved one or more of these elements:

e Establishing competitive markets by removing barriers to entry, enacting com-
petition laws, establishing fair trade priorities, and removing restrictions on
foreign direct investments, particularly in low-income transition economies
where foreign investors can take on the role of strategic investors.

*  Requiring transparency, notably through the timely disclosure of material
information about the financial and nonfinancial operations of the corpo-
ration.

e Enforcing financial discipline by severing the links between government,
banks, and corporations; restricting directed and connected lending; restruc-
turing banks and allowing private ownership of banks by reputable local
and foreign strategic partners (to bring much-needed financial, managerial,
and technical capabilities to restructure the corporate sector); strengthening
prudential regulation and supervision; and improving enforcement of con-
tracts to suppliers and creditors. These measures should lead to less reliance
on banking systems for corporate financing and provide greater incentives
for raising capital on equity and corporate debt markets.

e Fostering the growth of well-regulated and liquid securities markets by
developing the infrastructure required for efficient capital markets, pro-
tecting minority shareholders, allowing open-ended mutual funds, enlarg-
ing the volume of equity through privatization of state-owned enterprises
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in financial and real sectors (particularly infrastructure firms), reforming
the social security system, and allowing private firms to manage properly
regulated pension funds.

e Updating and strengthening the legal, judicial, and tax systems to ensure
clarity and effective enforcement.

*  Building capacity in major areas (such as accountants, regulators, bank-
ers, or company directors), and by upgrading existing capabilities and
preparing the next generation of professionals.

Internally, the focus of the reforms is to make corporate boards more effective
and competent to exercise their duties of oversight and control over management.

For these measures to work effectively, countries need to develop the necessary
institutions and build human capacity. This takes years. While institution and ca-
pacity building are essential tasks, countries no longer have the luxury of wait-
ing until these measures come to fruition. In the short term, countries have
“borrowed” or drawn on the discipline imposed by global markets, such as global
investors, regulations, and reputational agents.

Many countries have allowed privatized infrastructure firms and utilities (of-
ten accounting for 50 to 75 percent of market capitalization) to issue American
Depository Receipts and Global Depository Receipts, or to list themselves on large
foreign stock exchanges, where financial disclosure requirements are generally
higher than on local exchanges. This has raised the capacity of firms in an impor-
tant segment of the local market to meet higher disclosure and reporting standards.
Although some corporations still offer lower standards of reporting to domestic
investors, they are gradually raising the benchmark for locally listed companies.
Listing on external exchanges has also subjected firms to the scrutiny of foreign
institutional investors, investment banks, credit rating agencies, and other
reputational agents that follow the performance of listed firms. Drawing on foreign
sources of discipline may initially raise local resistance, but it can help the economy
integrate with world markets, prepare firms for global competition, and serve the
interests of both domestic and foreign investors. These benefits can more than
compensate for any short-term loss of liquidity in local markets.

They Face Resistance from Powerful Interest Groups

Reform of corporate governance systems is politically difficult. Vested interests
within firms generally oppose greater transparency and disclosure of both finan-
cial and nonfinancial information, arguing that the requirements are costly to com-
ply with and put them at a disadvantage relative to local or foreign competitors.
These immediate drawbacks, they claim, outweigh the potential longer-term ben-
efits of higher share-values and lower financing costs that can come with greater
transparency. Because they are worried about diluting their privileged position in
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the company’s decisionmaking, insiders often oppose substantive corporate gover-
nance requirements such as one-share one-vote, cumulative voting, public tender
offers, and independent directors. Giving greater power to minority shareholders
is often opposed on the grounds that it could lead to foreign control of local firms,
ignoring the benefits that greater power to minority shareholders could bring. Large
firms tend to have considerable political influence and access to the public media,
opening the door for bribery and corruption. In developing countries and transi-
tion economies, regulators or supervisors rarely have the political, human, and
financial resources to prevail against the determined opposition of these vested
interests.

Members of exchanges (brokers, dealers, banks), who fear a loss of revenue if
the measures discourage firms from listing, sometimes oppose tough disclosure
requirements and substantive changes in corporate governance. The threatened
loss of privileged access to information can also provoke resistance to reform, par-
ticularly in smaller economies where ownership and control of industrial compa-
nies may overlap.

With such opposition it is not surprising that corporate governance reforms
(in industrial countries as well as in developing and transition economies) have
often been driven by major economic crises or serious corporate failures. The
recent financial crisis in East Asia prompted countries to take major steps to
strengthen governance—closing insolvent banks, strengthening prudential regula-
tion, opening the banking sector to foreign investors, revamping bankruptcy and
takeover rules, tightening listing rules, requiring companies to appoint external
directors, introducing international accounting and auditing standards, requiring
conglomerates to prepare consolidated accounts, and enacting fair trade laws.

The Solution: Ownership with Due Diligence

The challenge for developing countries is to take the next steps toward sound cor-
porate governance before another crisis erupts. The important initial steps already
taken will not become fully effective until the supporting institutions and imple-
mentation capacity evolve and adjust to new monitoring and regulatory needs.
Large conglomerates used to a culture of state intervention and policy influence
will have to adapt to a global environment that puts a high premium on a culture of
compliance and enforcement.

Changing this culture will require a combination of regulatory reform and
voluntary private action in a sustained process of consensus and capacity building
that involves all the players. Each country will have to find its own formula by
assessing its strengths and weaknesses, setting priorities and sequencing reforms,
creating strong institutions, and developing the necessary human capital. The win-
ning formula has to be adapted to the corporate structure and the implementation
capacity in the private and public sectors. It has to provide both the incentive and
the discipline for the private sector to adopt and consistently practice sound prin-
ciples of corporate governance. It also needs to encourage a broadening and deep-
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ening of local ownership that will enable firms to compete more effectively in
world markets—often by adhering to best practices and rules set by global markets.

For countries where companies obtain financing mainly through the banking
system, reforms center on restructuring and privatizing banks and strengthening
prudential and regulatory systems. For countries with a large number of listed
companies, the most effective tools have been tightening listing requirements, im-
proving protection of minority shareholders, attracting reputational agents, and
encouraging companies with large financing requirements to list overseas. In all
countries these steps have to be complemented by measures that minimize rent
seeking, promote transparency and disclosure, and strengthen the enforcement ca-
pacity of the legal system. Given the limited institutional and human resource
base, these policy and regulatory changes have to minimize the role of government
in the day-to-day operation of business and focus on the core agenda of reducing
economic regulation, strengthening prudential rules, and enforcing those rules con-
sistently and relentlessly.

Corporate governance is not merely about enacting legislation. It is about es-
tablishing a climate of trust and confidence through oversight. Ethical business
behavior and fairness cannot simply be legislated into being. Strengthening corpo-
rate governance is fundamentally a political process in which the government and
the private sector have to join hands. There will never be sustained and meaningful
public sector reform of governance laws and regulations until the private sector
understands that support of reform creates a level playing field, which is in its best
interest. Ultimately, for governance to be fully implemented, the private sector
needs to build on the base of law and regulation with voluntary actions of its own.

World Bank Group Strategy for Helping Countries Develop
and Implement a Comprehensive Reform Program

The Bank has long been active in supporting client countries in undertaking diffi-
cult structural changes requiring reforms of legal and regulatory structures, the
financial sector, and enterprises, including privatization of state-owned enterprises.
The following programs have addressed many issues that are central to corporate
governance: (a) creating competitive markets, (b) establishing regulatory and su-
pervisory capability in banking and capital markets, (c) introducing greater trans-
parency, (d) adopting international accounting and auditing standards, and (e)
strengthening the competence and independence of boards of directors. Because a
scarcity of qualified professionals often poses the most daunting challenge to ef-
fective reform, the Bank has also financed technical assistance operations in support
of institutional development and capacity building in many areas affecting corpo-
rate governance, including auditing and accounting standards, legal and judicial
systems, financial sectors, and capital markets.

The International Finance Corporation (IFC) too has promoted better corporate
governance by requiring that the firms in which it invests practice sound corporate
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governance, and by insisting on proper internal controls and reporting. The IFC
has been instrumental in developing equity and corporate bond markets, including
listing and securities regulations. It has provided hands-on technical assistance to
transition economies to establish sound systems of corporate governance. Simi-
larly, the Multilateral Investment Guarantee Agency has ensured that its guarantee
operations have a high standard of corporate governance.

Marshaling Support for Corporate Governance Reform

The Bank Group is scaling up its work on structural reform in developing coun-
tries, and corporate governance is a key element in that agenda. The Bank Group’s
and others’ objective is to work with partners (multilateral agencies, international
organizations, the private sector) to broaden the debate on corporate governance
beyond OECD countries, to include developing and transition economies. While
the Bank Group will respond to the growing need of client countries to adapt inter-
national best practices to their own circumstances and to implement legal and
regulatory reforms, it will not be in the business of setting standards or creating
codes. Rather, it intends to marshal support nationally, regionally, and globally for
countries” own initiatives. This work will be supported by a more concerted em-
phasis on governance by the Bank Group in its ongoing policy, lending, technical
assistance, and private sector activities.

At the national level the Bank and its partners have supported a series of country
self-assessments that identify strengths and weaknesses in corporate governance,
and help countries establish priorities. Complementing these assessments are inves-
tor surveys that identify market perceptions about the same issues. Together, the two
assessments paint a clearer picture of corporate governance practices in individual
countries, identify priority areas and pressure points, and set the stage for a compre-
hensive reform agenda. The twin objectives are to strengthen regulatory reform and
enforcement while fostering private voluntary actions. This is consistent with the
approach of the Bank’s Comprehensive Development Framework, which empha-
sizes good corporate governance as a key factor in the development process. It calls
for a participatory process that involves all the major stakeholders in the design and
implementation of a comprehensive reform strategy.

At the regional level the Bank has cosponsored with other multinational agen-
cies (particularly the OECD, Asia Pacific Economic Cooperation, the Asian Devel-
opment Bank, the European Bank for Reconstruction and Development, and others
that have also been active in this area) a series of roundtables for Commonwealth,
government officials, legislators, regulators, local and foreign firms, investors, and
rating agencies to help craft a consensus for reform.

On the global front the World Bank Group has worked closely with the OECD to
broaden the dialogue on corporate governance beyond OECD countries. The OECD
Principles would be a starting point—but not a reference point. The Bank Group has
also worked closely with the BIS on banking systems, with the IOSCO on harmoniz-
ing listing requirements, and with the TASC and the International Forum for Ac-
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counting Development on transparency issues. It has supported the WTO and the
ILO on competition policy and labor issues. In the private sector, it has engaged the
major accounting and auditing firms to ensure that their affiliates, which carry their
name and reputation, adhere to the same international standards and guidelines.

Catalyzing Reform through the Global Corporate
Governance Forum
A good part of the knowledge and expertise needed to support corporate gover-
nance and related reforms already exists in the public and private sectors. A wide
range of organizations have begun focusing on corporate governance. Although
many of these efforts are still small and dispersed, together they account for sub-
stantial and diversified international reform efforts. If the corporate governance
agenda is to be scaled up properly, a major effort is needed to distill this expertise
and marshal it in a coordinated and timely way to support countries’ efforts on
both regulatory and voluntary fronts.

In a major step in this direction, the World Bank Group and the OECD signed
a Memorandum of Understanding on June 21, 1999, to sponsor the Global Corpo-
rate Governance Forum. The Forum will bring together other multilateral develop-
ment banks, bilateral and international organizations, the International Monetary
Fund (IMF), the Commonwealth, APEC, IASC, IOSCO, and the private sector. It
will provide a rapid-response mechanism for coordinating and channeling practi-
cal technical assistance to specific constituents, on a national, regional, and global
basis, to help design and implement reforms. Above all, the Forum will mobilize
local and international public and private sector expertise and resources to cham-
pion and advance corporate governance on a fast track, emphasizing dialogue and
consensus building.

The Forum will build on what has already been achieved to help countries
develop their own programs and institutions. To this end, the Forum’s activities
will include:

e Broadening the dialogue to include perspectives from developing and tran-
sition economies

e Supporting countries in carrying out self-assessments and investor sur-
veys on the status and practice of corporate governance

e Building consensus for policy, regulatory, and institutional reforms at glo-
bal, regional, and local levels

e Framing corporate governance strategies to take full advantage of the po-
tential for private sector involvement

e Developing the capacity of governments to design and implement reforms
and the capacity of self-regulatory bodies to develop and execute their
own regulations
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e Strengthening reputational agents
e Sharing knowledge and best practices

e Developing human capacity and building institutions to sustain and ex-
pand corporate governance practices

e Addressing corporate governance issues that go beyond a specific country.

In implementing this ambitious agenda, the Forum will be advised and sup-
ported by a high-level Private Sector Advisory Group. Leaders and captains of
industry with established track records in corporate governance will lend their
names and reputations to efforts to bring key stakeholders to the table to build a
coalition for reform. The forum will also provide a channel for extensive consulta-
tion with important stakeholders (labor, organizations active in corporate gover-
nance, environmental agencies, nongovernmental organizations, and others), and
to build on initial efforts already begun through roundtables and consultative groups.

Time is short. Crises highlight challenges and offer opportunities for govern-
ments and the private sector to change behavior and the rules of the game. While
reforms are most often initiated in the wake of a crisis, they should not be viewed in
the context of a short-term anticrisis package. Corporate governance change will
take a concerted effort in building consensus and sharing experience, expertise,
and resources among all players. Above all, the private sector must see that imple-
menting reform is in its own best interest. Likewise, reform of the public sector is
central to an active partnership. Because reforms are likely to yield results only
over the medium to long run, sustainability and comprehensiveness in design, and
staying power during implementation, are critical.

Notes

1. The South Sea Company was proposed in 1710 by George Caswall, London merchant, finan-
cier, and stock broker, and John Blunt, London scrivener turned stock broker. They proposed to
the government of Robert Harley to convert the outstanding short-term war debts into equity in
a new joint-stock company. This South Sea Company would enjoy future profits anticipated
from a monopoly on English trade with the Spanish colonies of South America. At the beginning,
the company was successful. When the first installment payments of the first and second money
subscriptions on new issues of South Seas stock were due, a liquidity squeeze was created and
generated pressures to sell shares. Furthermore, the rush for liquidity appeared international as
“bubbles” and the price of South Sea shares started to decline. The South Sea Company was
susceptible to the Bubble Act (prohibiting any chartered joint-stock company from engaging in
activities outside those authorized in its original charter). The financial crisis was resolved by
writing down assets and liabilities. All remaining shares held by the company were distributed to
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existing shareholders. (For further information, check: http://www.few.eur.nl/few/people/smant/
m-economics/southsea.htm.)

2. This overview is based on a longer report, Corporate Governance: A Framework for Imple-
mentation, published by the World Bank. The report was prepared under the direction of Magdi
R. Iskander, Director of the Private Sector Development Department. The main report was writ-
ten by Nadereh Chamlou, with input from Malcom Rowat and with the assistance of Uzma
Ahmad and Z. Selin Hur. The authors extend special appreciation to Anne Simpson. Valuable
contributions to the preparation of the report were received from Noritaka Akamatsu, Randolph
Anderson, Robert E. Anderson, David Cook, Olivier Fremond, Omkar Goswami (India), Holly
Gregory, Kris Hurley, Michael Lubrano, Sue Rutledge, Manuel Schiffler, Andrew Stone, and
Douglas Webb. Helpful comments were received from Joseph E. Stigliz, Shyam Khemani, Stijin
Claessens, Chad Leechor, Christopher Juan Costain, John Williamson, Simeon Djankov, and
Milan Brambhatt. Informal comments were also received from the following experts: Ira Millstein,
Holly Gregory (Weil, Gotshal, and Manges), Sir Adrian Cadbury, Jonathan Charkham (United
Kingdom), Stilpon Nestor (Organisation for Economic Co-operation and Development), Michael
Gillibrand, Phil Armstrong (Commonwealth), and Herbert Morais (International Monetary Fund).
Meta de Coquereaumont and Bruce Ross Larson edited the report. Vannee Dalla and Nenuca
Robles provided organizational and production support. Additional reference materials on cor-
porate governance are available through the World Bank’s help desk and the corporate gover-
nance Web site: www.worldbank,org/html/fpd/privatesector/eg.

3. Reputational agents refer to the private sector agents, self-regulating bodies, the media, in-
vestment and corporate governance analysts, and civic society that reduce information asymme-
try, improve the monitoring of firms, and shed light on opportunistic behavior. Their actions
influence both companies and governments.

4. Anticorruption Unit, International Cricket Council, “Report on Corruption in International
Cricket,” April 2001.

5. Directors can extract excess benefits through self-dealing or disregard of minority sharehold-
ers’ economic rights.



CHAPTER 7

Transparency between
Government and Business

John D. Sullivan

There are few topics more central to the international business and development
agendas than corporate governance. A series of events over the last two decades
have made corporate governance issues a top concern for both the international
business community and international financial institutions. Spectacular business
failures such as the infamous Bank of Credit and Commerce International (BCCI)
scandal, the United States’s savings and loan crisis, and the gap between executive
compensation and corporate performance have driven the demand for change in
industrial countries since the 1980s. More recently, several high-profile scandals
in the Russian Federation (1998) and the recent East Asia crisis (1997) have brought
corporate governance issues to the fore in developing countries and transitional
economies. Furthermore, national business communities are learning and relearn-
ing the lesson that there is no substitute for getting the basic business and manage-
ment systems in place in order to be competitive internationally and to attract
investment.

As a result, the World Bank, the Organisation for Economic Co-operation and
Development (OECD), most of the regional development banks, and the various
national development agencies have either launched or expanded programs in this
area in the last several years. Similarly, business-related organizations such as the
Center for International Private Enterprise (CIPE), an affiliate of the U.S. Cham-
ber of Commerce, have placed corporate governance at the top of their lists of
concerns. Think tanks and business associations throughout the developing world
and in the transitional economies are also focusing resources on these key issues.

138
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In developing countries the roots of what is now recognized as corporate gov-
ernance-type issues can be found in the drive for privatization that grew in the late
1970s and throughout the 1980s. Clearly, creating a sound corporate structure should
have been central to the success of privatization in order to ensure success, both
from the point of view of the government seeking to sell the firm and from the
point of view of the potential investors. In fact, some of the most telling failures in
the early privatization experiences can be traced back to a lack of sound regulatory
structures that allowed unwise business practices. Chile comes to mind in this
respect. In the mid-1970s Chilean business groups were able to purchase banks,
often with only 20 percent initial payments. In 1982 Chile experienced an eco-
nomic crisis generated by a combination of external shocks and an overvalued
exchange rate. The business groups responded by using their banks to shore up the
firms, which led both into even more serious trouble. Finally, the government re-
sponded by renationalizing a host of firms and banks.'

It was the fall of the Berlin Wall, however, and the subsequent drive to rapidly
privatize the entire business structure of the transforming or post communist econo-
mies that really increased interest in corporate governance as a development topic.
In the first instance, state-owned firms had to be “corporatized,” that is, converted
from a governmental to a corporate structure. Second, the overarching body of
commercial law had to be put into place: bankruptcy regulations, laws on property,
accounting systems, and a host of other fundamental “rules of the game.” Most
dauntingly, talent had to be nurtured. Few individuals had any experience as mem-
bers of a board of directors, for instance. It is perhaps not surprising that the coun-
tries that rushed into large-scale privatization, especially the Czech Republic and
Russia, have experienced large-scale corporate governance failures. Hungary, which
chose to sell its firms to Westerners, and Poland, which chose not to delay
privatization of large companies, have had better results. Today, think tanks and
business organizations throughout Central and Eastern Europe, including much of
the former Soviet Union, are working hard to press for adoption of key institutional
reforms and corporate governance practices.>

As noted above, the East Asia financial crisis has now driven the process even
further. One of the lessons learned from that crisis is that weak or ineffective corpo-
rate governance procedures can potentially create huge liabilities for both indi-
vidual firms and, collectively, for society. In this sense corporate governance failures
can be as devastating as any other large economic shock. As M. R. Chatu Mongol
Sonakul, the governor of the Bank of Thailand, has observed:

There is no doubt in my mind that for the Asian economic crisis to be
solved in a sustainable and long-lasting fashion, the government and the
corporate sector have to work together better. By this, I don’t mean that
not working together was the cause of the recent economic crisis. Prob-
ably it was the other way around, working far too well together and in
collusion with each other. . . . The Asian financial crisis showed that
even strong economies lacking transparent control, responsible corporate
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boards, and shareholder rights can collapse quite quickly as investor’s
confidence erodes.’

As can be seen from Dr. Sonakul’s observations, corporate governance is at the
very heart of the development of both a market economy and a democratic society.
That view may be a bit of a surprise to those who think of corporate governance as
the issues of shareholder protection, management control, and the famous principal-
agent problems—problems that concern management and economic theorists.

The focus of this chapter is the concept of corporate governance as a key fea-
ture of the market system of competitive enterprise. In addition, the chapter shows
why corporate governance should also be of direct concern to those focusing on
democratic development, especially in terms of “rule of law” issues. Corporate
governance ultimately depends on public sector—private sector cooperation to both
create a competitive market system and develop a law-based democratic society.

These concerns are not limited to developing countries. Even in the advanced
industrial societies there is a global trend toward strengthening corporate gover-
nance. For example, in recent years, the Cadbury Commission in the United King-
dom (October 1999) (http://www.worldbank.org/html/fpd/privatesector/cg/
codes.htm), the Vienot Commission in France (July 1995) (http://www.ecgi.org/
codes/country_pages/codes_france.htm#1), and the OECD have all issued new
guidelines (May 1999) (http://www1.oecd.org/daf/governance/principles.htm). In
the United States there is mounting concern over the actual independence of “inde-
pendent” audits, as witnessed in the recent publicity surrounding violations of rules
prohibiting auditors to invest in companies that they audit (for example, see: http:/
/money.cnn.com/2000/01/06/companies/pricewaterhouse/). In all of these cases, the
underlying concerns center around ways to accomplish the core values of corporate
governance, including transparency, accountability, and building value.

This chapter starts by introducing the notion of corporate governance, then
looks at the OECD Principles adopted by the governments of OECD member coun-
tries. Then we will assess the benefits of adopting a strong corporate governance
on societies.

Definitions

Corporate governance is typically perceived by academic literature as dealing with
“problems that result from the separation of ownership and control.”* From this
perspective corporate governance would focus on the internal structure and rules of
the boards of directors, audit committees, shareholder reporting, and control of
management. In fact, a recent academic survey began with the following quote:
“Corporate governance deals with the ways in which suppliers of finance to corpo-
rations assure themselves of getting a return on their investment. How do the sup-
pliers of finance get managers to return some of the profits to them? How do they
make sure that managers do not steal the capital they supply or invest it in bad
projects? How do suppliers of finance control managers?””
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From this point of view, corporate governance tends to focus on a simple model:
e Shareholders elect directors who represent them.
e Directors vote on key matters and adopt the majority decision.

e Decisions are made in a transparent manner so that shareholders and oth-
ers can hold directors accountable.

e The company adopts accounting standards to generate the information nec-
essary for directors, investors, and other stakeholders to make decisions.

* The company’s policies and practices adhere to applicable national, state,
and local laws.

Focusing on these types of internal control processes is quite natural when the
subject is corporate governance within the advanced market economies. Point num-
ber five, for instance, assumes that an external legal system is in place. Although
there are considerable differences among the Anglo-American, German, French,
and other national systems, they all share the common luxury of defining the sub-
ject of corporate governance within the context of functioning market systems and
highly developed legal institutions.

As noted earlier, when the subject of corporate governance is discussed in the
context of transitional or developing countries, it tends to involve looking at a
much wider range of issues. The combination of the recent East Asia crisis, the
continuing turmoil in Russia, and the recent experience of the Czech economy
pushed the issue of corporate governance from the sidelines to center stage. In Asia
what began as a financial crisis is now viewed to be a crisis of corporate transpar-
ency involving relationships between government and business, between holders
of debt and holders of equity, and the legal remedies for bankruptcy and cronyism.
Further, as seen in the daily papers, the lack of adequate institutions in Russia has
resulted in several highly publicized cases involving allegations of asset stripping,
stock register manipulation, and fraud.” The Czech Republic’s Privatization Pro-
gram, on the other hand, has demonstrated the weakness of the voucher method in
the absence of sound corporate governance mechanisms; it has resulted in a lack
of corporate restructuring and a consequent decline in competitiveness.?

What these examples have in common is that they all involve the basic rules
of the economy and the relationship between these rules and the way companies
are governed. These issues touch upon some very familiar topics, including:

e Corporate transparency—or full disclosure of financial information
e Conflicts of interest involving boards of directors and managers

e Procedures for bankruptcy
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e Property rights
e Contract enforcement
e Corruption and theft.

Each of these issues poses grave challenges for both the functioning of a mar-
ket economy and a democratic society. Solving corporate governance problems
such as those listed above involves going beyond a narrow view of how owners and
managers of capital interrelate. In this sense, a broader definition should be adopted:

Corporate governance results from a set of institutions (laws, regulations,
contracts, and norms) that create self-governing firms as the central ele-
ment of a competitive market economy.

The key point in this definition is that the public and private sectors have to
work together to develop a set of rules that are binding on all, and which establish
the ways in which companies must govern themselves.

One interesting illustration of how transitional economies have been forced to
come to grips with this issue stems from the first law on private enterprise passed
in Poland in 1988. The Law on Economic Activity stated, “Within the scope of
their economic activity, economic subjects may perform operations and actions
which are not forbidden by law.” Some might find that wording slightly odd. The
clear expectation in the market-oriented society (that is, the nonstatist society) is
that all actions not forbidden by law are allowed. Indeed, that expectation is at the
heart of private, individual initiative. The converse rule—that of only allowing
those actions specifically authorized by law, regulation, or written permission—
has traditionally been applied only in command economies and in economies with
a statist tradition.

Building a market economy requires a complete overhaul of legal norms to
allow for innovation and initiative, rather than a system of predefining areas of
allowable activity. That is why corporate governance should be thought of as a
mechanism for creating self-governing organizations. However, it is equally im-
portant to emphasize that a market economy is not simply the absence of govern-
mental intervention.

How often has it been said, “the government should get out of the way and let
the market function”? Of course, the idea that the absence of government will lead
to a strong market is a myth. Government is essential for setting up the framework
of a market economy. Without binding rules and structures there would be anarchy.
Under such conditions business becomes nothing but “casino capitalism,” where
investments are simply bets: bets that people will keep their word, bets that the
firms are telling the truth, bets that employees will be paid, and bets that debts will
be honored. What corporate governance is all about in larger terms is how a struc-
ture can be set up that allows for a considerable amount of freedom within the rule
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of law. Ultimately, these arrangements provide the basis for the establishment of
trust—which is one of the most important ingredients in business.

OECD Principles

A useful first step in creating or reforming the corporate governance system is to look
at the OECD Principles referred to above that were adopted by the governments of
OECD-member countries.” In summary, they include the following elements:

Rights of the Shareholders

These include a set of rights, including secure ownership of shares; the right to full
disclosure of information; voting rights; and the right to participate in decisions on
sale or modification of corporate assets, including mergers and new share issues.
The guidelines go on to specify a host of other issues connected to the basic con-
cern of protecting the value of the corporation.

The Equitable Treatment of Shareholders

The OECD is concerned with protecting minority-shareholders’ rights by setting
up systems that keep insiders, including managers and directors, from taking ad-
vantage of their roles. Insider trading, for example, is explicitly prohibited.

The Role of Stakeholders in Corporate Governance

The OECD recognizes that there are other stakeholders in companies in addition
to shareholders. Workers, for example, are important stakeholders in the way in
which companies perform and make decisions. The OECD guidelines lay out sev-
eral general provisions for stakeholder interests.

Disclosure and Transparency

The OECD also lays out a number of provisions for the disclosure and communica-
tion of key facts about the company, ranging from financial details to governance
structures, including the board of directors and their remuneration. The guidelines
also specify that independent auditors should perform annual audits in accordance
with high-quality standards.

The Responsibilities of the Board of Directors

The guidelines outline in some detail the functions of the board in protecting the
company, its shareholders, and its stakeholders. These include concerns about cor-
porate strategy, risk, executive compensation and performance, as well as account-
ing and reporting systems.

It should be noted that the OECD guidelines are somewhat general and that
both the Anglo-American system and the Continental European (or German) sys-
tems would be quite consistent with them. However, there is growing pressure to
put more enforcement mechanisms in those guidelines. The challenge will be to do
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this in a way consistent with market-oriented procedures by creating self-enforc-
ing procedures that impose large new costs on firms. The following are some ways
to introduce more explicit standards:

e Countries should be required to establish independent share registries.
All too often newly privatized or partially privatized firms dilute stock or
simply fail to register shares purchased through foreign direct investment.

e Standards for transparency and reporting of the sales of underlying assets
need to be spelled out, along with enforcement mechanisms and proce-
dures by which investors can seek to recover damages.

e The discussion of stakeholder participation in the OECD guidelines needs
to be balanced by discussion of conflict-of-interest and insider-trading
issues. Standards or guidelines are needed in both areas.

e Internationally accepted accounting standards should be explicitly rec-
ommended.

e Internal company audit functions and the inclusion of outside directors on
audit committees both need to be made explicit.

A good example of model corporate governance procedures that builds on
many of these points is the General Motors guidelines, which are frequently used
as a code of corporate governance by others.' Interestingly, the pension funds
have also become a major source of improved corporate governance along the
same lines. Specifically, the California Public Employees’ Retirement System
(CalPers) has developed a very active program to promote good corporate gover-
nance and they, along with other pension funds, are using their investment clout
to force change. CalPers has taken this approach in order to increase the return
on their investments by ensuring that the firms are well run and that corporate
strategies are well-thought-out. As more and more pension fund investments flow
into developing countries, these funds can be expected to make similar demands
in such countries."

Some may think that these are exclusively American standards and are not
necessary in most countries. However, as a recent study by the Center for European
Policy Studies noted (CEPS 1995), the wider the distribution of shareholding, the
greater is the role of the market in the exercise of corporate control. Hence there is
more need for corporate governance procedures in this type of economy than in one
where shareholding is relatively concentrated. The report went on to note, how-
ever, that financial market liberalization, increased privatization, and the growing
use of funded systems to support pensions are driving European countries toward
more explicit and more comprehensive rules on corporate governance.'?
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The reason why it is important to take note of this trend is that, traditionally,
many in developing countries have cited the European experience as proof that
corporate governance issues apply only to countries that follow an Anglo-American
tradition, such as India. Recent history would seem to show that, without sound
corporate governance procedures, including the larger institutional features men-
tioned earlier, economic crises in developing countries are likely to become more
frequent. Many developing countries face stark choices: either create the type of
governance procedures needed to participate in and take advantage of globaliza-
tion (and thus run the risk of severe and possibly frequent economic crises), or
seek to build defensive walls around the economy. It should be noted that the last
option usually entails the risk of keeping out investors and new technologies, and
lowers growth rates dramatically.

Another consideration in the debate over corporate governance systems is the
risk that individual firms face. Unless a company is able to build the kinds of
governance mechanisms that attract capital and technology, they run the risk of
simply becoming suppliers and vendors to the global multinationals. In this re-
spect, the 1999 Asian conference on corporate governance, dubbed the “Bangkok
Conference,” holds a number of lessons for countries in the Middle East. During
this conference the participants debated quite extensively the need for outside di-
rectors and independent audit committees, in particular. Several of those present—
including representatives from Indonesia and the Republic of Korea—noted that
there was some reluctance to adopt rules requiring audit committees to be made up
of outside directors and requirements that audits should be public. In the end,
however, there was general agreement that such reforms are essential to prevent a
repeat of the East Asia crisis."

Benefits to Society

A strong system of corporate governance can be a major benefit to society. Even in
countries where most firms are not actively traded on stock markets, adopting
standards for transparency in dealing with investors and creditors is a major ben-
efit to all in that it helps to prevent systemic banking crises. Taking the next step
and adopting bankruptcy procedures also helps to ensure that there are methods
for dealing with business failures that are fair to all stakeholders, including work-
ers as well as owners and creditors. Without adequate bankruptcy procedural regu-
lations, especially enforcement systems, there is little to prevent insiders from
stripping the remaining value out of an insolvent firm to their own benefit.
Recent research has also shown that countries with stronger corporate gover-
nance protections for minority shareholders also have much larger and more liquid
capital markets. Comparisons of countries that base their laws on different legal
traditions show that those countries with weak systems tend to result in the major-
ity of domestic companies being controlled by dominant investors rather than by a
widely dispersed ownership structure. Hence, for countries that are trying to attract
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small investors—whether domestic or foreign—corporate governance matters a
great deal in getting the hard currency out of potential investors’ mattresses and
floorboards."

Many economists and management experts make the point that competition in
product markets and competition for capital act as constraints on corporate behav-
ior, in effect forcing good corporate governance. The fact that pension funds such
as CalPers have had to take a very active role in improving corporate governance
would seem to contradict this point. However, whether or not this is really the case
in developed market economies, competition is surely a much smaller factor in
transitional and developing countries. In many developing countries competition
in product or goods markets is quite limited, especially where significant regula-
tory barriers exist. These realities further underscore the importance of adopting
the best possible corporate governance systems in countries where the market sys-
tem is underdeveloped.®

Corporate governance is also directly related to another topic that has emerged
to a position of great prominence worldwide—combating corruption. This subject
is not easy to deal with, in many societies, both because of political sensitivities
and because of fear of potential legal action. Yet corruption has to be dealt with in
order to secure a position in the global economy and to secure the benefits of
economic growth. The signing of the OECD Antibribery Convention in 1997 is the
beginning, not the end, of a concerted global anticorruption campaign. Actions to
improve corporate governance, especially in the provision of transparency in cor-
porate transactions, in accounting and auditing procedures, in purchasing, and in
all of the myriad individual business transactions, require a large-scale effort. Nev-
ertheless, strengthening the corporate governance standards along the lines sug-
gested above would be one place to start.

The point has already been made that improving corporate governance proce-
dures can also improve the management of the firm, especially in areas such as
setting company strategy, ensuring that mergers and acquisitions are undertaken
for sound business reasons, and ensuring that compensation systems reflect perfor-
mance. However, it is also important to note that good corporate governance sys-
tems have to include improvements in management systems. In many developing
countries there has been a tradition of very centralized management usually in-
volving the owners of the firms directly. Throughout Latin America, for example,
the family business groups have tended to dominate the business landscape. This
is now changing rapidly, due to financial globalization, adherence to the World
Trade Organization’s (WTQ’s) liberalization rules, and the increasing integration
of Latin America’s regional markets.'® As a result, Latin America’s firms are increas-
ingly adopting modern management techniques, financial accounting systems, and
business strategies. All of this requires the delegation of authority, paying increased
attention to developing highly trained staff, and use of management information
systems in lieu of the older centralized decisionmaking structures. It is highly
probable that these trends will force similar changes throughout the Middle East.
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Conclusions

One way to sum up the concept of corporate governance is to look at it from the
perspective of the corporate director. Increasingly, directors are being held liable
for their actions or inaction, at least in the industrial countries. What, then, does a
director need to be able to function and have a balanced view of the firm? Accord-
ing to one seasoned corporate director, the following is the minimum essential
information:

e Operating systems, balance sheets, and cash flow statements that com-
pare current period and year-to-date performance to target performance
and previous year performance

°  Management comments about current performance that focus on explain-
ing the deviations from the target performance and revise performance
targets for the remainder of the year

e Information on the company’s market share

¢ Minutes of management committee meetings

e Financial analysts’ reports for the company and its major competitors
e Employee attitude surveys

e Customer preference surveys

e Key media articles on the company, its major competitors, and industry
trends."”

The list not only sums up the key responsibilities of a board but also rein-
forces the argument that corporate governance reflects the underlying systems of
law and regulation. Most important, without sound and accurate accounting sys-
tems, how could the director function? As seen in OECD (1999), maintaining
these accounting standards that all firms have to meet is a considerable challenge
(http://www.oecd.org/EN/document/0,,EN-document-76-3-no-15-8293-0,FF.html).
The list also points out that good corporate governance will bring with it modern
management systems. For example, reviewing the minutes of the management
committee meetings implies that a functioning management committee system is
in place with delegation of authority and accountability.

Creating sound systems of corporate governance is a high priority for both the
public and private sectors. However, there may be a temptation for the private
sector to just say, “Well, we’ll let the government work this out and then we’ll



148 GLOBALIZATION AND FIRM COMPETITIVENESS

follow the results.” In some cases there may also be a temptation—especially for
the countries with protected markets and a large state sector—to put off corporate
governance reform until after the privatization process and other types of reforms
are fully completed. Experience indicates that this would be a very unfortunate
decision. Both the private and public sectors have much to gain by setting up clear
and simple rules for all to follow. A sound corporate governance structure will be a
great inducement to international trade and investment. In addition, sound corpo-
rate governance systems are a major advantage to those countries seeking to fight
corruption. In this sense, good corporate governance is a way for the private sector
to protect itself from outside demands and for the public sector to prevent undue
influence in governmental decisionmaking.

It is vital to avoid simply copying other countries’ systems or asking foreign
experts to write model laws. Although the foreign donor community often pushes
this type of approach, it should be resisted. Throughout the Middle East a network
of extremely capable policy research institutes and think tanks have been formed
and others will surely follow. Many of these centers have been formed with the
backing of business leadership and are in a position to devise, adapt, and advocate
systems that will be appropriate to the status of each country. In the process, not
only will the resulting policy reforms advance better systems of corporate gover-
nance, they will point to the need for other reforms. The need for adoption of
modern management systems, including areas such as knowledge management
and strategic planning, will become more apparent in the process. As more and
more countries in the region enter the WTO process and further their participation
in the global market, the demand for corporate governance will surely grow. It’s
up to the policy research centers, the national business associations, and others in
civil society to work with governments to craft the best national systems.

Appendix 7A. Business Leaders Call for Incorporating
Corporate Governance into International Standards
Organization Standards

An unprecedented gathering of senior business executives from six Asian countries
convened on September 12—-14, 1999, in Bangkok, Thailand. Some 40 corporate,
business association, and private think tank executives from India, Indonesia, the
Republic of Korea, Malaysia, the Philippines, Singapore, and Thailand partici-
pated in the conference and offered their ideas on how businesspeople can encour-
age positive changes in the way in which corporations are structured and managed.
They agreed that business can and must play a leading role in promoting more
transparent interchanges between the public and private sectors, and recommended
possible structural and democratic reforms to help prevent a recurrence of the East
Asia economic crisis and to help restore international investor confidence in the
region.
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Corporate governance is the body of “rules of the game” by which companies
are managed internally and by which they are supervised by boards of directors, in
order to protect the interests and financial stake of shareholders and stakeholders,
who may be located thousands of miles away and far removed from the manage-
ment of the firm. Just as good government requires transparency so that the people
can effectively judge whether their interests are being served, corporations must
also act in a democratic and transparent manner so that their owners can make
educated decisions about their investments.

The Asian executives in Bangkok said they would contact the International
Standards Organization (ISO) in Geneva and propose the incorporation of stan-
dards for corporate governance into the ISO system. They said Asian business or-
ganizations would be willing to work with the ISO in developing corporate
governance standards that would promote adoption of best management practices
in corporations worldwide.

The business leaders also called for regional and country-specific awards that
recognize companies that adhere to sound corporate governance practices. They
said the new awards would help promote public understanding of the importance
of corporate governance not only to firms, but also to consumers, employees, and
other public stakeholders.

The Bangkok meeting was sponsored by the Thai Federation of Industries, the
Thai Chamber of Commerce, the Institute for Management Education for Thai-
land Foundation (IMET), and CIPE of the United States. The recommendations
drew on the Confederation of Indian Industries’ guidelines.

Recommendations for Action

The business participants explored corporate governance reforms by examining
the impact on four sets of constituencies: the general public, the media, the busi-
ness community, and government and policymakers. The business participant ex-
ecutives developed the following list of specific initiatives that businesses and
business organizations can undertake with each constituency:

GENERAL PUBLIC

e Educate the general public that good corporate governance is beneficial
for all. This education of the public will help elevate the status of corpo-
rate governance in the national business agenda.

e Initiate education and training programs with target groups (chambers of
commerce, federations of industry, and other business associations) that
promote good corporate governance.

e Encourage companies to promote positive interaction between suppliers
and consumers, formulate transparent guidelines for transactions, offer
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recourse for consumer complaints, and establish mechanisms to receive
complaints and feedback.

Establish third-party monitoring and evaluation systems on corporate gov-
ernance, and foster collaboration among firms, business associations, and
consumer groups.

Promote good corporate citizenship and social responsibility among firms,
and standards of fairness in interaction with the public.

Organize periodic reviews and information exchanges with businesspeople
both nationally and internationally to ensure continued relevance of stan-
dards and possible adoption of new ideas.

Establish new awards by November 2000 in Association of Southeast
Asian Nations (ASEAN) Chambers of Commerce and Industry to be con-
ferred on firms in the region that practice sound principles of corporate
governance.

Create a regional database on good corporate governance, including in-
formation on corporate success stories and dissemination to the public.

BUSINESS COMMUNITY

Increase the percentage of independent directors on corporate boards ini-
tially to 33 percent, and eventually increase it to 50 percent.

Disclose information on directors, including remuneration, family re-
lationships, and business relationships that may constitute conflict of
interest.

Propose legislation to hold directors legally responsible for failure to dis-
charge fiduciary responsibility, taking into account differences in liabili-
ties between executive and nonexecutive directors consistent with national
legislation.

Place the responsibility for company management in the hands of profes-
sional and experienced executives, establish clear management policies,
and make them known to employees and shareholders.

Establish an audit committee consisting of at least three independent di-
rectors; the committee should report directly to the board. Internal audi-
tors should also report directly to the board.
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MEDIA

Publish annual reports containing extensive information on a firm’s finan-
cial condition, ownership structure, and corporate governance standards.

Encourage business associations to serve as resources for training and
information on corporate governance practices for small- and medium-
size firms.

Organize press events immediately after the conference in other partici-
pating countries led by participants to publicize the conference findings.

Promote development of a strong financial press by disclosing information,
and by preparing short objective articles and editorials defining the concept
of good corporate governance for publication in the business media.

Encourage the media to publicize corporate governance reforms by pro-
viding success stories from regional and national business associations
and others in the business network to identify companies that practice
good corporate governance.

Incorporate the principles of good governance into the agenda of the me-
dia seminars or workshops held regularly by institutes and associations.

LEGISLATIVE AND GOVERNMENT

Incorporate corporate governance into the ISO system.

Adopt a grading system utilizing corporate governance principles to help
business evaluate the efficiency of government agencies.

Encourage the evaluation and review of current laws, rules, and regula-
tions to improve the quality of existing legislation and simplify adminis-
tration.

Encourage governments to sign on to the anticorruption convention of the
OECD.

Recommend that governments adopt simplified, clearly defined, trans-
parent, and time-limited systems for any government process.

Recommend adoption by the accountancy profession of international gen-
erally accepted accounting principles.



152 GLOBALIZATION AND FIRM COMPETITIVENESS

e Propose that governments adopt full disclosure of information on eco-
nomic conditions as recommended by the International Monetary Fund.

e Develop corporate governance workshops for government officials.

Notes

1. Galal and Shirley (1995).

2. Anumber of programs can be reviewed at CIPE’s Web site, www.cipe.org, under the corpo-
rate governance tab. The World Bank’s Web site contains a number of corporate governance
links, as well: www.worldbank.org.

3. Sonakul and Mongol (1999).

4. OECD (1999).

5. Shleifer and Vishny (1997).

6. This list is drawn from a course for new directors developed by the Central European Univer-
sity and CIPE. See CIPE’s Web site for more information: www.cipe.org.

7. For example, see Jack (1999).
8. Stiglitz (1999).
9. These Principles can be found on the OECD Web site: www.oecd.gov.

10. These guidelines can be found in the corporate governance section of CIPE’s Web site:
www.cipe.org.

11. CalPers also has an excellent Web site which hosts their recommendations for improve-
ments in corporate governance: www.calpers-governance.org

12. See Bosh (1995): www.ceps.be. See also the European Corporate Governance Network:
www.ecgn.ulb.ac.be.

13. See annex 7.1 for the full list of recommendations from the Bangkok Conference.
14. La Porta and others (1997).

15. For areview of the available literature with special reference to Russia, see Berglof and von
Thadden (1999).
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16. For a concise summary of these trends in Latin America and the response of Latin America’s
leading firms, see the interview with Cesar Souza (Souza 1999). Souza is Senior Vice President
of Odebrecht of America, a heavy construction firm operating in 14 countries.

17. Salmon 1993.
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CHAPTER 8

Strengthening Small and
Medium Enterprises for
International Competitiveness

Sanjay Lall

This chapter deals with the competitive problems facing small and medium-size
enterprises (SMEs) in developing countries. It concentrates on the manufacturing
sector, where the competitive threat is felt most directly at this time, and where
there is enormous export potential.! It draws on the experience of the advanced and
newly industrializing countries, and on an on-going study of SMEs in Europe and
East Asia.? Following an introductory discussion of the importance of increasing
the competitiveness of SMEs, the chapter will identify the types of problems SMEs
are currently facing, and then will go on to evaluate how various countries are
addressing these problems. After evaluating the relative successes and failures of
these support schemes, the study concludes by offering a set of policy implications.

SME:s form, by number, the majority of manufacturing enterprises at all levels
of development. In many economies they provide the bulk of employment. In some
they are also substantial contributors to exports and innovative activity. In devel-
oped economies SMEs tend to be in “modern” manufacturing and services, often
in cutting-edge technology-based activities. It is generally the case, in all econo-
mies but particularly in the more industrialized ones, that SMEs learn most from
each other and from larger enterprises (Levy 1994). These market-based learning
mechanisms are often not enough to support technology development, however,
particularly when competition intensifies and technical change becomes very rapid.

157
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Governments are trying to enhance the benefits offered by SMEs, even in mature
industrial countries where market-based information and support systems are well
developed. Governments are investing considerable effort and resources in sup-
porting SME growth and SME upgrading.®* The recognition of the competitive
significance of SMEs is relatively recent, however, even in the industrial world. As
Albu (1998, p.1) puts it:

The revival of interest in small manufacturing enterprises as important
agents in the industrial economy is a relatively recent phenomenon in
Europe. In the U.K., and other early industrializing countries, small firms’
share of manufacturing output was in decline for most of this century.
This decline was regarded by many as inevitable: the reflection of large
companies’ inherent potential to realize economies of scale and techno-
logical proficiency, as well as to exploit their market power. . . . The end
of the 1960s also marked a turning point: evidence suggests that a resur-
gence in small manufacturing firms’ economic importance began at this
time. For example, small firms’ share of manufacturing, which had fallen
to 19 percent in the 1960’s, rose to 32 percent by 1990. The number of
manufacturing establishments with 10 or fewer employees, which had
fallen to only 35,000 during the 1960’s, subsequently rose to over 100,000
by 1985. Although these striking patterns were not visible in all European
countries, it is clear that a shift in the structure of manufacturing industry
was (and still is) taking place. In Germany, the United States, and Italy a
similar, but weaker or delayed pattern is discernible.

Smaller enterprises have been active in manufacturing since before the Indus-
trial Revolution began in the 18th century. Even with the advent of large-scale
production, smaller enterprises have flourished in “niches” in which achieving
economies of scale is not important for the success of SMEs—or where flexibility,
customization, locational advantages, subcontracting to larger firms can offset their
importance. They have also been able to reap scale economies in functions such as
marketing, information, training, design, and so on by cooperating with each other
or “clustering” together. The revival of interest in SMEs may reflect a growing
recognition of their basic advantages; it also reflects new trends. The ability of
SME:s to grow, compete, export, and innovate has been enhanced by several factors:

e The declining competitiveness of industrial countries in mass production
activities, forcing them into activities with a greater skill and technologi-
cal edge, sometimes in smaller facilities, that respond better to what Best
(1990) calls “the new competition”

e The turbulence caused by rapid and continuous technological progress,
favoring small enterprises that have an advantage in the early stages of
innovation before technologies “settle down” and become scale econo-
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mies in production, marketing, or research and development (R&D) be-
come important

e The growing availability of risk capital for small technology-based firms
in the form of venture capital, special government financing, or special-
ized financial services

e The increasing demand for specialized, custom-made products, combined
with information-based technologies that reduce SME handicaps in ac-
cessing and processing information

e The availability of computerized technologies that allow smaller, more
flexible production units to compete directly on cost with larger, more
specialized ones

e Competitive pressures on larger firms to cut costs by subcontracting tradi-
tional “in-house” activities to SMEs, or to spinning off smaller affiliates

e Technological changes in transport and communication, enabling sub-
contracting to be more efficient, with closer linkages (one result being
just-in-time production)

e Policy changes favoring smaller enterprises such as a strong competition
policy within industrial countries, stronger SME support, incubator
schemes, and so on

e The liberalization of trade and investment flows, opening up new oppor-
tunities for overseas investment by small firms*

e The growth of dynamic clusters of SMEs, in both industrial and develop-
ing countries, with active cooperation by clusters of SMEs to achieve
international competitiveness.

In developing countries there are also significant numbers of SMEs flourish-
ing in modern activities, often exporting significant amounts. However, the pro-
portion of “modern” SMEs differs considerably between countries; most are found
in the newly industrializing countries with strong entrepreneurial bases, vibrant
export sectors, and a large base of educated and technical manpower. Table 8.1
illustrates the situation in some East Asian and industrial countries.

In many developing countries, particularly the less industrial ones, there is a
sharp divide between modern and traditional SMEs. A significant section of SMEs
in developing countries remains in traditional activities with low levels of produc-
tivity and poor quality products, serving small, localized markets. There is little or
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TABLE 8.1 ROLE OF SMALL AND MEDIUM ENTERPRISES IN SELECTED COUNTRIES

Share in
Share in number of Share in
employment enterprises exports
Country/economy (percent) (percent) (percent)
East Asian countries and economies
China 84 50
Hong Kong, China 63 97 >70
Korea, Rep. of 78 99 43
Taiwan, China 68 96 56
Philippines 50 98 —
Thailand 74 98 —
Indonesia — 97 —
Industrial countries
Japan 79 99 13
Germany 66 99 —
Italy 49" 99 —
Greece 91 99 —
France 57 99 —
United Kingdom 58 — —
United States 53 99 29

— Not available.
a. Manufacturing only.
Source: Van Houtte 1997.

no technological dynamism in this group, and few SMEs “graduate” into large
size or modern technologies. In many poor countries there is also a large underclass
of microenterprises that ekes out a bare survival. Some of these small and micro-
enterprises (formal and informal) may be economically viable over the long term,
but the majority are not. With import liberalization, changing technology, and
growing demand for higher quality modern products, many traditional SMEs face
closure or very difficult upgrading.

Even “modern” SME:s face very difficult competitive challenges in many coun-
tries in the new world with import liberalization, changes in technology, growing
and higher demand for higher-quality modern products, and so on. The threat of
facing competition challenges is one aspect of the larger competitive challenges
posed by accelerating technical change, globalization, and liberalization. The pace
of change is so rapid, and its scope so wide, that some analysts see the emergence
of a new technological “paradigm” (Freeman and Perez 1990). Others, such as
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Best (1990), point to the changing competitive context. Traditional modes of com-
petition, based on low costs and prices, are being replaced by the “new competi-
tion,” driven by quality, flexibility, design, reliability, and networking.

This change is not just in advanced manufactures but also in mundane con-
sumer goods such as clothing, footwear, and food products. Firms are specializing
increasingly in different segments of the production chain, and are outsourcing
segments and services to other firms to reap economies of scale and specialization.
At the same time, most leading firms are broadening their field of technological
competence to manage effectively the complexities of supply chain management
and innovation. Information flows, interaction, and networking are the new weap-
ons in the competitive armory; in technology-intensive activities these often in-
clude strategic partnerships with rivals and close collaboration with vertically linked
enterprises.

The new technological paradigm defines the world in which SMEs increas-
ingly must grow and compete. The paradigm is leading to large shifts in the loca-
tion of productive and innovative activity and patterns of comparative advantage.
The world is increasingly driven by technological competence within given activi-
ties, and by a structural shift from low- to high-technology (high-tech) activities
(those with rapidly changing technologies and high rates of R&D spending). Tech-
nology-based activities are growing more rapidly in production and trade in all
major industrial and developing economies (figure 8.1).

Recent analysis of patterns of export growth shows that trade dynamism is
increasingly correlated with technology intensity (Lall 1998). Primary products
are the slowest growing category of world exports. Within manufactures, resource-
based products lag behind others, while the leading group is high-tech products.
This pattern is even more noticeable for developing countries than industrial ones,
although technological dynamism in the developing world is highly concentrated
in a few countries, largely in East Asia (see appendix 8A).

Competitive Problems Facing Small and Medium Enterprises

SMEs in general tend to face three sets of competitive problems. Some are inherent
in being small, some reflect distortions in markets and institutions, and some are
caused by policy intervention. The “remedies” to these problems clearly differ
according to their nature and source.

1. The Disadvantages of Small Size

The first set of disadvantages relates to disadvantages of small size per se. Where
manufacturing, marketing, technological, or other functions have inherent scale
economies, small size imposes cost and innovative penalties on SMEs. These are
structural features of the industrial scene, however—they simply indicate that
SME:s have to specialize in different activities or processes from large firms. By so
specializing they can flourish and exploit their own advantages of flexibility and



162 GLOBALIZATION AND FIRM COMPETITIVENESS

FIGURE 8.1 GROWTH RATES OF TOTAL AND HIGH-TECH PRODUCTION
AND EXPORTS, 1980-95
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internal coordination. The relative advantage of SMEs is where scale economies
are less marked, or where they can offset such economies by choosing technologies
that allow them to offset their cost handicap by responding rapidly to changing
conditions, finding niche markets or customizing their products. In the early stages
of technological innovation, before the industrial structure has “settled down,” small
firms can be more innovative than large firms. Many electronics and software tech-
nologies illustrate this clearly. The spread of computer-controlled equipment helps
SMEs, since large investments in specialized machinery become less important in
certain activities.

Where SMEs cannot individually establish a competitive advantage, they can
realize scale advantages by cooperating with other small enterprises and subcon-
tracting from larger enterprises. As noted at the start, SMEs learn collectively—
from each other, from large firms, and from support services and institutions. The
growing literature on clusters® suggests that firms in close proximity (or able to
establish information and other linkages across geographical distance) reap vari-
ous agglomeration economies. Some of these are enjoyed by a simple act of being
in the right place—the availability of particular skills, materials, or markets, sav-
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ing transaction costs for buyers, and the development of ancillary activities and
institutions. Others need active collaboration. Enterprises can jointly undertake
functions where scale economies arise: for instance, training workers, designing
new products, conducting quality control or research activity, storing and trans-
porting goods, and so on. This generally involves setting up institutions, but it may
involve others forms of collective action to influence existing institutions or
policymakers.

Subcontracting to large firms, with or without a cluster, is also an effective
way for SMEs to build on their advantages. As noted, the growing trend on the
part of large firms to specialize, “downsize,” and network has increased their
reliance on small suppliers and contractors. In many industries it has also made
them more willing to integrate SMEs into their technological activities. The fall-
ing costs of information technology (IT) and communication enhance this ten-
dency, and it makes extensive networking by SMEs themselves less dependent
on geographical proximity.

However, small size does impose certain disadvantages despite potential clus-
tering and subcontracting. SMEs are at a disadvantage in activities where the risks
involved are large, technology is exceptionally fast-moving and based on massive
R&D, or investments have to aim at global markets from the start. As noted, their
advantages of flexibility and innovativeness diminish as technologies stabilize and
large-scale production and marketing become more important. Clustering also has
its limitations. Some activities may be too difficult to manage on a cooperative
basis, such as where valuable proprietary knowledge, market-branded products,
the tapping of particular markets, or creation of specific skills is involved. Many
agglomerations do not develop into genuine clusters, but remain a group of tradi-
tional SMEs: technologically stagnant and with low productivity. This may be
because of the larger environment in which they operate (say, with policy con-
straints of growth or low levels of general skill and technology development) or
because they are unable to undertake cooperative activity to enhance competitive-
ness. This may, in turn, reflect a lack of trust between SMEs, cultural traditions of
noncooperation, or the absence of an internal or external catalyst to collective
action. Clustering can also have costs—such as congestion, excessive duplication,
free-rider problems, or domination by a few members—that lead to inefficiency,
lack of innovation, or inflexibility. Clusters may breed inward-looking attitudes
and deter members from seeking external alliances.

2. Distortions in Markets and Institutions

The second set of disadvantages is that SMEs may face segmented factor markets.
In other words, large firms may have greater or more privileged access to input,
credit, labor, infrastructure, information, and technology markets. There are eco-
nomic reasons for this: providers of productive factors find it easier, safer, and
cheaper to deal with a few large customers than a range of small and dispersed
customers. It is difficult to collect detailed information on the latter. They are more
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difficult to monitor, and the cost of enforcing contracts may be disproportionately
large in relation to the size of the transaction.

The best-known case of this is in credit and capital markets, where the litera-
ture on information economics analyzes how SMEs face problems created by miss-
ing markets and asymmetry. However, there are similar tendencies in all other
factor markets where transactions are discrete and involve direct relations between
buyer and seller. In the present context an important asymmetry is in the ability of
SME:s to find, evaluate, purchase, and master new foreign technologies. Interna-
tional technology markets are notoriously imperfect, and finding the right technol-
ogy at the right price can be a costly and lengthy task. More important, learning to
master a new technology, particularly one involving new skills, materials, and
methods, can be an uncertain and costly process. The problems of technological
mastery are far greater when, as in most developing countries, factor markets and
institutions are themselves underdeveloped and unresponsive.

Empirical research in less developed countries shows that SMEs are poorly
placed to deal with technical change and upgrading (Lall 1999b). Not only do they
lack the information and resources to access new technologies and skills, they
often do not know how weak they are. They may be unaware of competing tech-
nologies in other countries. They may not realize the nature of the new skills and
techniques needed to keep up. They may lack the entrepreneurial knowledge and
education to seek the technology or assistance needed. The problem is clearly much
greater for SMEs in the traditional and rural sectors of developing countries, but
information and skill problems affect SMEs everywhere. Even in highly industri-
alized countries such as the United States and Japan, SMEs find it difficult to keep
abreast of international technological and market trends (OTA 1990).

3. Biases in Government Policies

The third set of disadvantages is that policies and institutions relevant to manufac-
turing can be biased against SMEs. This is particularly the case in developing
countries, where the widespread use of investment and import licenses and con-
trols, directed credit, location incentives, infrastructure provision, and so on may
favor firms with better resources and connections. Corruption and rent seeking by
bureaucrats and politicians generally enhance the ability of large firms and groups
to exploit the system.

Interestingly, some policies intended to favor SMEs also have undesirable
effects on their dynamism and competitiveness. For instance, tax privileges given
to smaller firms—and the effective exemption of microenterprises and informal
enterprises from the tax system—provide strong incentives to stay small rather
than grow large. It can lead to a proliferation of units below the taxable size,
some of which may be technically efficient (although many are not). In countries
such as India, where certain industrial products are reserved for SMEs, it has led
to the stifling of competition and retardation of technological upgrading. In ar-
eas of export strength such as textiles, the protection policies adopted by India to
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protect the textile industry from competition have eroded an established area of
national competitiveness.

Most developing countries tend to provide much weaker support systems for
SMEs compared with industrial or newly industrializing ones. Elements of SME
support systems in some of these countries are described below.

Support Policies for Small and Medium Enterprises
in Selected Countries

Most governments are aware of the costs and market failures facing SMEs. The
promotion of clusters has recently become a popular means of promoting competi-
tiveness. The policy responses fall under three broad headings:

1. Lowering transaction costs: Removal of policies that discriminate against
SMEs; raise entry, exit, and operational costs; and reduce access to sup-
port services and institutions.

2. Remedying market failures: Proactive measures to overcome market defi-
ciencies by institutional support, incentives and subsidies, special access
to finance, targeted training, and consultancy. Some of the most impor-
tant stem from inadequate technological development. As Bessant puts it
in his analysis of U.K. policies, “The reality is that many SMEs lack the
capability to understand and articulate their needs, and rarely scan for
sources of new technological opportunity. Even those that have an aware-
ness of their needs may lack the information or capability to find and
access sources of technology” (Bessant 1999, p. 3).

3. Promoting clusters: Encouragement of existing or potential agglomerations
by provision of suitable infrastructure, promotion of linkages among SMEs
and with large firms, and encouragement of local support institutions.

Some of the strongest, best-organized efforts to support SMEs are found in the
mature industrial economies such as the United Kingdom, and in some developing
East Asian countries.

U.K. Policies

The United Kingdom offers interesting lessons in support for SMEs; it is the most
mature industrialized country in the world, and is traditionally very open to trade
and investment. Under the long period of Conservative rule, from 1980 to 1997,
the government’s approach embodied the free-market beliefs of the government.
Despite these beliefs, there was the clear need to help SMEs cope with intensifying
competition and accelerating technical progress. The following description, taken
from Albu 1998, provides a brief map.
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The U.K. government considers favorable tax treatment for SMEs as a distor-
tion of the free market. Instead, it seeks to influence the enterprise environment,
which entails capital markets, advisory services, and the science, engineering, and
technology base. Where SMEs have been featured in U.K. public policy, it has
been principally within the context of promoting “competitiveness.” Some general
support for SMEs is found in recent attempts to modify and simplify various statu-
tory and financial systems (Albu 1998). Business rates, income tax, national insur-
ance systems, and value added tax systems have been adjusted, as have regulations
governing audits and accounts. The government has also sought to reduce the obli-
gations of SMEs in respect of labor rights (that is, labor laws). In general, however,
the delivery of significant fiscal concessions or subsidies to SMEs in the United
Kingdom has been felt to conflict with wider economic policy objectives. As a
result, public support to SMEs aimed at reducing barriers in areas such as access to
capital markets, business advisory services, and technological developments.

Policy measures thus fall into two spheres: (a) removing regulatory obstacles
and reducing statutory costs faced disproportionately by SMEs and (b) informa-
tion, advisory, and counseling initiatives aimed at improving performance in rela-
tion to exports, design, innovation, and technology. Responsibility for developing
and managing these policies lies with the Department of Trade and Industry’s
(DTI’s) Small Firms and Regional Development section.

BUSINESS LINK

One of the most tangible outputs of public policy and investment in SMEs since 1992
has been the Business Link (BL) program. This is intended to provide single points
of easy access for SMEs to an integrated range of business support services. Govern-
ment support to BL is worth £120 million a year. The national BL network currently
has over 200 outlets and achieves significant coverage. In any quarter, around 35
percent of firms with between 50 to 200 employees are using BL services, although
the proportion is less for the more numerous smaller firms. Client firms get personal
business advisors; access to counselors specializing in export development; design,
innovation, and technology; and other services such as loan guarantees. In around 40
percent of cases examined, the assistance enabled firms to achieve results and im-
provements in performance that would not otherwise have been possible.

U.K. BENCHMARKING INDEX

One of the services being promoted through BL is designed to encourage greater
use of performance benchmarking by SMEs. A central database of information
with over 60 indicators of financial, operational, and managerial performance has
been collected nationally. The object of the exercise is to benchmark around 10,000
SME:s per year, comparing company performance to national, regional, or sectoral
standards. The comparison is used to offer subsidized consultancy services to firms
to help them improve their performance. Large firms conduct intensive
benchmarking exercises on their own, or with the support of the Confederation of
British Industry (the Probe software they use contains benchmarks based on thou-
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sands of leading European Union [EU] firms). In addition, the government con-
ducts productivity comparisons of major industries to assess if and why there are
gaps with regard to major competitors. The importance of benchmarking as a prac-
tical policy tool must be stressed: Not only is it a skill- and information-intensive
tool, but it is also able to provide essential microdata to feed into policy support.

SMALL FIRMS LOAN GUARANTEE SCHEME

Loan guarantee schemes (LGSs) provide DTI-secured loans to SMEs through the
commercial banks, worth about £250 million per year. These loans are for all types
of firms; only about 6 percent go to technology-based firms.

SMALL FIRMS’ TRAINING INITIATIVES

Three initiatives have been designed exclusively for small firms since 1994. Skills
for Small Businesses provided £63 million to train 24,000 key workers; Small
Firms’ Training Loans offered deferred repayment loans of up to £125,000 for skill
upgrading; and the Small Firms’ Training Challenge provided awards for joint
training by groups of 10 or more firms: £3.5 million was awarded in the first year.

REGIONAL SELECTIVE ASSISTANCE

This is a discretionary scheme to attract investment and create or safeguard jobs in
assisted regions. Grants of up to 15 percent of project costs are made for a company
to carry out an investment project. Qualifying projects include purchase of fixed
assets, including purchasing new plants, or modernizing or adding on new facili-
ties to existing plants.

LINK SCHEME

This is quite distinct from the BL mentioned above. LINK is the principal mecha-
nism for supporting collaborative research partnerships between U.K. industry and
the research base (also see Bessant 1998). LINK aims to enhance the competitive-
ness of U.K. industry through support (including 50 percent finance) for “managed
programs of precompetitive Science & Technology in market or technology sec-
tors, and by encouraging industry to invest in further work leading to commer-
cially successful products, processes, systems, and services” (LINK mission
statement—http://www.nerc.ac.uk/funding/thematics/eolink/WhatIsLink.shtml).
LINK currently has programs in electronics, communications, and IT; food and
agriculture; biosciences and medicine; materials and chemicals; and energy and
engineering. Public sponsorship comes from a variety of government departments
and research councils, totaling £40 million a year.

WORKING PARTY

DTI is sponsoring the Confederation of British Industry’s Tech-Stars group, which
aims to identify ways of removing barriers to growth of small, technology-based
firms, in particular by effective management teams and corporate alliances. All
DTI-supported SME services are now supplied through the BL network of outlets.
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Services for technology-based small and medium enterprises include the
following:

The Smart Scheme—Reintroduced in April 1997, this provides grants to SMEs
for precompetitive feasibility studies into innovative technology and for develop-
ment up to the preproduction prototype stage of new products and processes. It
combines previous SMART: Small Firm Merit Award for Research and Technology,
SPUR: Support for Products Under Research schemes, and the innovation element
of regional enterprise grants. Awards are made on a competitive basis in two forms:

1. Feasibility Studies. Small businesses with fewer than 50 employees may
submit proposals for support with feasibility studies. Assistance will be
75 percent of eligible project costs up to a maximum of £45,000.

2. Development Projects. All SMEs may compete for support with develop-
ment projects. The awards are 30 percent of eligible project costs up to a
maximum grant of European currency unit (ECU) 200,000. A very small
number of exceptional development projects may receive a higher grant
(up to ECU 600,000).

Innovation & Technology Counselors (ITCs)—As part of the BL’s service,
networks of local advisors coordinate the use of local sources of innovation sup-
port by BL’s clients. Approximately 70 ITCs were in place in 1997 at a cost of
about £2.5 million a year. The impact is difficult to assess from the information
available, but will depend largely on the quality of the innovation support avail-
able from local research and technology organizations (RTOs) or other services to
which they refer their clients.

Focus Technical—A £6 million program launched in 1995, initially intended
to last three years, is an attempt to address this last problem. The program aims to
assist RTOs to extend their technological products and services to better meet the
needs of SMEs, and to improve RTOs’ networking capabilities with other business
support organizations, including BL, so as to direct innovation and technology
services to SME:s.

Business Incubators—Business incubators are special estates to create a nur-
turing, instructive, and supportive environment for “fast track” small companies,
providing access to a range of business skills, training, and finance. Incubator
directors are directly involved in selecting companies, and in assessing these com-
panies’ success in growing and graduating from the incubator. The Enterprise Panel,
a Treasury-established working party, reported a positive potential for developing
more incubators as a means of promoting development of high-tech and innovative
SME:s. At least 50 incubator-type projects exist in the United Kingdom.

Asian Newly Industrialized Economies
In terms of developing countries, Asian Newly Industrialized Economies (NIEs)
offer several outstanding and successful examples of SME support policies. Let us
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now consider the following: Taiwan (China), the Republic of Korea, Singapore,
and Hong Kong (China).

TAIWAN (CHINA)

Taiwan has perhaps the best-developed system of any developing country.® It has
around 700,000 SMEs, accounting for 70 percent of employment, 55 percent of
gross national product (GNP), and 62 percent of manufactured exports, and an
impressive set of programs to support them. In 1981 the government set up the
Medium and Small Business Administration to support SME development and
coordinate the several agencies that provide assistance to them. As a result the
range of services currently available for SMEs in Taiwan includes financial assis-
tance from several banks, funds, and centers; government-subsidized management
and technology assistance; and R&D support.

The government also offers a variety of highly specialized programs that target
such industries as handicraft and automation, and topics of special concern to SMEs
such as the promotion of technology, and production efficiency. In terms of research
the government strongly encourages SMEs to contract research to universities, dedi-
cating half of the National Science Council’s research grants (about $200 million per
year’) to matching funds to industry for such contracts. It has also set up a science
town in Hsinchu where 13,000 researchers in two universities, six national laborato-
ries (including ITRI), and a huge technology institute, as well as some 150 compa-
nies specializing in electronics operate, integrate, and promote SMEs.

In addition, the government orchestrates technological activity in a number of
what it considers strategic activities, where free markets by themselves will pro-
duce insufficient innovation. As Poon and Mathews (1997) explain:

IBM unveiled its first PC based on the new PowerPC microprocessor, a
product made by the alliance of IBM, Motorola and Apple, in New York
in June 1995. It was followed one day later by the unveiling in Taipei of
PowerPC based products by a group of 30 firms from Taiwan (China).
Taiwan was the first country [sic] outside the US to have developed a
range of state-of-art products based on the new technology. The Taiwan-
ese firms had not done this on their own: they were part of an innovation
alliance, the Taiwan New PC Consortium formed by a government re-
search institution, the Computing and Communications Laboratory (CCL).
The Consortium was set up in 1993 to bring together firms from all parts
of the information technology industry in Taiwan. The firms involved
were relatively small by international standards, and CCL brought them
together and negotiated on their behalf with IBM and Motorola.

This was not the only instance of strategic alliance formation by the Taiwanese
government to stimulate innovation and take industry to technological frontiers.
The Industrial Technology Research Institute (ITRI) had led in the formation of
some 30 consortia in the IT industry over the 1990s. In each case ITRI identified
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the products, tapped channels of technology transfer, mobilized the firms, handled
the complex negotiations with industrial country firms, and covered intellectual
property issues. The individual firms developed their own versions of the jointly
developed core products and competed in final markets at home and abroad. Their
size limited their ability to have done this on their own.®

REPUBLIC OF KOREA

Korea deliberately promoted large private conglomerates, the chaebols, to spear-
head its strategic drive into heavy and high-tech industry at world-class techno-
logical levels, under national ownership (Lall 1996). However, it has also sponsored
arange of SME support programs, including the promotion of R&D by these enter-
prises. The results have been impressive. The number of SME R&D units has
grown from 24 in 1985 to 2,278 in 1997, and by 1996 their R&D expenditures
accounted for 13 percent of total manufacturing R&D (Chung and Park 1998).
SMEs have also set up several collaborative centers and contracted universities
and research institutes to conduct R&D on their behalf. The Korean government
promoted the import of technology by tax incentives. Transfer costs of patent rights
and technology import fees were tax deductible. Income from technology consult-
ing was tax-exempt, and foreign engineers were exempt from income tax. In addi-
tion, the government gave grants and long-term low-interest loans to participants
in “National Projects,” which gave tax privileges and official funds to private and
government R&D institutes to carry out these projects.

Since the early 1980s a number of laws were passed to promote SMEs, leading
to a perceptible rise in their share of economic activity (over 1975-86 the share of
SMEs in employment, sales, and value added rose by at least 25 percent). This
policy support, which covered SME start-up, productivity improvement, technol-
ogy development, and export promotion, was crucial to the reversal in their perfor-
mance. A host of tax incentives was provided to firms participating in these programs,
as well as finance at subsidized rates for using support services, credit guarantees,
government procurement, and the setting up of a specialized bank to finance SMEs.
A number of other institutions were set up to help SMEs (such as the Small and
Medium Industry Promotion Corporation to provide financial, technical, and training
assistance; and the Industrial Development Bank to provide finance). The govern-
ment greatly increased its own budget contribution to the program, although SMEs
had to pay a part of the costs of most services provided to them.

SINGAPORE

Singapore is justly renowned for the excellence of its infrastructure, in technology
as well as in other fields. While relying heavily on giant multinational corpora-
tions (MNCs) to lead its industrial drive, the government has also attempted to
boost indigenous SMEs. In 1962 the Economic Development Board (EDB) launched
a program to help SMEs modernize their equipment with funds provided by the
United Nations Development Programme (UNDP). In the mid-1970s several other
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schemes for financial assistance were added; of these, the most significant was the
Small Industries Finance Scheme to encourage technological upgrading. The 1985
recession induced the government to launch stronger measures, and the Venture
Capital Fund was set up to help SMEs acquire capital through low interest loans
and equity. A Small Enterprises Bureau was established in 1986 to act as a one-
stop consultancy agency; this helped SMEs with management and training, fi-
nance and grants, and coordinating assistance from other agencies. In 1987 a $519
million scheme was launched to cover eight programs to help SMEs, including
product development assistance, technical assistance to import foreign consultancy,
venture capital to help technology start-ups, robot leasing, training, and technol-
ogy tie-ups with foreign companies.

In addition, the Singapore Institute of Standards and Industrial Research (SISIR)
disseminated technology to SMEs, and helped their exports by providing informa-
tion on foreign technical requirements and how to meet them. The National Produc-
tivity Board provided management advice and consultancy to SMEs. The Technology
Development Center (TDC) helped local firms to identify their technology require-
ments and purchase technologies; it also designed technology-upgrading strategies.
Since its founding in 1989, the TDC provided over 130 firms with various forms of
technical assistance. It also administered the Small Industry Technical Assistance
Scheme (SITAS) and Product Development Assistance Scheme to help firms de-
velop their design and development capabilities. In fact, it gave grants of over $1 mil-
lion for 29 SITASs in the past five years, mainly to local enterprises. Its earnings
have risen to a level where its cost-recoverable activities are self-financing.

The EDB encouraged subcontracting to local firms through its Local Indus-
tries Upgrading Program, under which MNCs were encouraged to source compo-
nents locally by “adopting” particular SMEs as subcontractors. In return for a
commitment by the MNCs to provide on-the-job training and technical assistance
to subcontractors, the government provided a package of assistance to the latter,
including cost-sharing grants and loans for the purchase of equipment, or
consultancy and the provision of training. By end-1990, 27 MNCs and 116 SMEs
had joined this program. Over 197688 the total value of financial assistance by
the Singapore government to SMEs amounted to $1.5 billion, of which 88 percent
was in the Small Industries Financing Scheme. Grants of various kinds amounted
to $23.4 million; the Skills Development Fund was for $48.6 million.

HONG KONG (CHINA)

Despite its laissez-faire approach to industry, this former colony provides strong
technical support to its SMEs through the Hong Kong Productivity Council (HKPC).
HKPC was the first support institution of its kind in the region, started in 1967 to
help the myriad small firms that constitute the bulk of the industrial sector. The
focus of HKPC has been to help firms upgrade from declining intensive—intensive
manufacturing to more advanced, high-value-added activities. It provides infor-
mation on international standards and quality, and gives training, consultancy, and
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demonstration services on productivity and quality to small firms at subsidized
rates, serving over 4,000 firms each year. Its on-line information retrieval system
has access to over 600 international databases on a comprehensive range of disci-
plines. Its library takes over 700 journals and has over 16,000 reference books.

The HKPC acts as a major agent for technology import, diffusion, and devel-
opment for all the main industrial activities in the economy. It first identifies rel-
evant new technologies in the international market, then builds up its own expertise
in those technologies, and finally introduces them to local firms. Successful ex-
amples of this approach include surface-mount technology and three dimensional
laser stereo-lithography. HKPC has also developed a number of computer-aided
drafting and design (CAD), computer-aided manufacturing (CAM), computer-aided
engineering (CAE), and computer-aided systems for the plastics and moulds in-
dustry, of which over 300 have been installed already. HKPC provides a range of
management and technology-related courses, reaching some 15,000 participants a
year. For firms unable to release staff to come to training, it organizes in-house
training programs tailored to individual needs. To help the dissemination of IT, the
council has strategic alliances with major computer vendors, and provides spe-
cially designed software for local industry, consultancy, and project management
in computerization. HKPC provides consultancy services in International Stan-
dards Organization (ISO) 9000 systems, and has helped several firms in Hong
Kong (China) to obtain certification. It assists firms in automation by designing
and developing special-purpose equipment and advanced machines to improve
process efficiency.

HKPC is a large organization with over 600 consultants and staff, a laboratory,
and a demonstration center that can show the application of new technologies (in
CAD/CAM), advanced manufacturing technology, surface mount technology, mi-
croprocessor technology, rapid prototyping, and so on). In 1993-94, it undertook
1,354 consultancy and technology assistance projects, trained over 15,000 people,
and undertook 2,400 cases of manufacturing support services. Because small firms
have trouble getting information on, and adopting, new technologies and are ex-
ceptionally averse to the risk and cost involved, the HKPC has always had to
subsidize the cost of its services. Despite the growth in its share of revenue-earn-
ing work and its withdrawal from activities in which private consultants have ap-
peared, the government still contributes about half its budget. It is important to
note that technological information market failures, and the need for subsidized
services, occur even in economies such as Hong Kong, China, with highly market-
oriented economies and highly developed financial services.

The Hong Kong government also supported local design capabilities by join-
ing the private sector in starting a school of design. It financed the Hong Kong
Design Innovation Company (HKDIC) because private sector design services were
lacking and local firms were not aware of their value. Over the four years of its
existence (mainly on government financing), this value has been recognized, but
the HKDIC (now under the HKPC) is still not financially self-supporting. Never-
theless, the growth of garment design capabilities in Hong Kong has helped its
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exporters to upgrade their products and to start to establish their own brands in
international markets.

Conclusions

The above descriptions illustrate clearly the need for governments to support their
SME:s. The most mature or dynamic industrial countries in the world, with well-
functioning markets and institutions, feel the need to mount comprehensive mea-
sures to support SMEs; the need is even greater in countries at lower levels of
development. The competitive challenges for countries at lower levels of develop-
ment, related to competitiveness, are just as great, and the response capacity of
SMEs is far more limited.

To start with, the business environment must be conducive to private sector
development, with minimal transaction costs for smaller enterprises, with clear
and transparent rules, and with a stable macroeconomic environment. As Levy
puts it, “The leading source of support [for SMEs] comes from private channels—
from buyers and traders, similar firms, suppliers and subcontracting principals,
from banks and from the determined efforts of SMEs themselves. . . The first order
of business . . . is to ensure that the private marketplace can work, that liberal rules
govern the international flow of technical and marketing resources, and that pri-
vate banks can go about their business of making and collecting loans and earning
profits in the process” (Levy 1994, p. 55).

However, private support mechanisms, while necessary, are not sufficient. Pro-
active policy is needed to promote SME competitiveness. While some of it can be
self-financing, a large component may need to be subsidized. In a globalizing con-
text, perhaps the first need is to make firms fully aware of the competitive challenges
they must face. Once the firms are aware of the challenges, the next need is to help
them prepare to meet the challenge, by understanding their strengths and weak-
nesses (through benchmarking, technology audits, or skills audits), and by receiving
the inputs they need to help them upgrade. The main inputs they need are finance,
market information, management tools, technology, skills, and links with support
institutions. The experience of Taiwan suggests that the best way to provide these
inputs is by combining them in an attractive package rather than delivering them
piecemeal. SMEs tend to avoid going to support institutions where a lot of time must
be spent, and many formalities are involved before the SME is able to receive assis-
tance. SMEs often cannot identify and define their own needs clearly enough to seek
the best remedies, so the first step may be difficult for them to take. Thus, a service
that can reach out, help firms to define their problems, and then help them devise a
package of measures to deal with these problems has the best chance of success.

Too many specific policies can be undertaken to support SMEs for us to be
able to discuss them all fully here. What is perhaps more useful is to present some
general principles of support, taking support policies for SMEs per se separately
from clusters.
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Support Policies for SMEs

Romijn (1998) provides a useful catalogue of policy recommendations, which she
terms the “Nine-fold C” approach, building upon the “Triple C” approach proposed
by Humphrey and Schmitz (1996). Romijn’s recommendations for supporting SMEs
are the following:

1. Customer orientation: An approach in which support institutions’ project
efforts are driven by meeting customer needs and demands, rather than by
“supply push.”’

2. Collectivity: Support is likely to be more effective when it is provided to
groups of SMEs rather than to individual producers. Group-based assis-
tance is not only more cost-effective and practical than individual sup-
port, it can also lead to the establishment of linkages between SMEs that
can lead to increased efficiency and on-going interactive learning.

3. Cumulativeness: One-off improvements are of limited use. Being com-
petitive is not a state of being, or a result, but rather is a process that
requires continuous improvements. This in turn requires that firms (or
clusters of firms) build up a capacity to continuously upgrade their prod-
ucts, processes, and production organization and become more self-reliant
in this respect. A similar criterion of self-reliance is now also applied to
some support programs themselves, in that they must evolve institutional
forms (usually collective) of self-help that will, over time, start to func-
tion independently from any external aid agency.

4. Capability focus: Although the nonavailability of appropriate “hardware”
(such as machinery or equipment) can sometimes be a crucial constraint
on the competitiveness of an SME, the development of the capabilities is
as important as the acquisition of hardware. Usually SMEs need to ac-
quire enhanced knowledge and skills about how to choose, use, and im-
prove technology before they would be able to use it efficiently.

5. Context and complementarity: A supportive macroeconomic environment
is of the utmost importance to the success of SMEs. In the current context,
“supportive” is primarily defined in terms of the presence of growing and
technologically dynamic markets that constantly provide new opportuni-
ties for technological upgrading of the SMEs. The content of the assistance
has to be tailored to fit the general level of economic and technological
development of the economy in question. This may appear obvious, but
older projects did suffer from the lack of this support. For example, many
low-income countries tried to promote subcontracting schemes prema-
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turely. Now, however, it is only in the relatively advanced economies of
Southeast and East Asia (such as the Republic of Korea) where the weak-
nesses in local subcontracting are emerging as a bottleneck. This is the
sort of “demand-pull” environment where there is much scope to build
technological support programs for SMEs around backward linkage de-
velopment in the economy in general.

6. Concentration: Earlier programs often lacked effectiveness because the
institutions delivering them were “spreading their efforts too thinly” in
terms of the number and variety of economic activities. Thus, it was
very difficult to build up in-depth expertise about the technological and
market characteristics of specific industries and the main actors in these
industries, how SMEs are positioned in these industries, and what their
main industry-specific problems might be. Research and assistance should
concentrate on commodity-specific subsectors. By giving considerable
weight to the study of interactions between firms of different sizes and
at different stages in the supply chain, this approach can provide a more
thorough insight into the competitive context in which the target enter-
prises operate.

7. Competence and credibility: The “thin spread” of technical assistance
projects and programs was not the only factor responsible for the inad-
equate expertise of agencies. The quality of many projects also suffered
due to the inadequate professional and educational background of the as-
sistance personnel. In recent assistance interventions a trend toward
professionalization of assistance is noticeable, especially in the more in-
dustrial developing countries in Asia. This has also improved the assis-
tance personnel’s credibility with beneficiaries and other actors whom
they need to involve in their projects and programs.

8. Coordination: Early assistance efforts also suffered from lack of coordina-
tion between different service providers and support activities. This is
most evident in the East and Southeast Asian countries where govern-
ments have tended to establish very elaborate and wide-ranging support
structures for SME, encompassing many different financing, training, and
consulting projects and programs. The responsibility for these programs
would be distributed widely over different governmental institutions and
departments. Inefficiencies in assistance delivery were common because
of duplication of effort. To make matters worse, programs would frequently
be revamped, merged with other initiatives, or replaced with new ones.
Such an obvious lack of transparency must have been a nightmare for many
potential beneficiaries. It must have been a considerable effort simply for
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the SMEs to find out how the support structure worked and where to turn
for which type of assistance. In recent years we see that governments in
these countries have begun to improve matters by introducing “one win-
dow” assistance delivery (Meyanathan 1994).

9.  “Carrot-and-stick” approach: We have seen that the flawed incentive
structure for both the assistance providers and the beneficiaries was
perhaps the single most important cause of failure in the early SME
technology (and other types of) support projects. A more effective
approach is a combination of “carrots,” potential rewards that will
motivate the participants to take action, and “sticks,” a set of sanc-
tions that come into operation when the participants fail to do their
best. The design of a balanced combination of carrots and sticks is a
difficult task. It generally requires attention to economic aspects as
well as to the institutional and sociopolitical context within which
projects are to be implemented.

Cluster Development

In the context of clusters, it is useful to look at the recommendations by Albaladejo
(1999) based on his study of a toy-manufacturing cluster and the assistance pro-
vided by La asociacion de investigacion de la industria del Juguete (the Spanish
Toy Research Institute, or AIJU), which is the toy institute in Spain. His practical
advice for support centers focuses on the principles of networking and coordina-
tion. He offers advice for support centers on such important matters as (a) how to
select an accessible location; (b) what the best way might be to provide the ser-
vice; and (c) how to set reasonable fees to attract the targeted companies. He also
addresses other important responsibilities, such as how to encourage active SME
participation in policy reform, foster the capabilities of local firms, act as an inter-
mediary in technological diffusion, and encourage the development of well-
researched and innovative products (see appendix 8C).

Other measures to promote SMEs involve the encouragement of subcon-
tracting, both domestically and internationally. Some of the most dynamic SMEs
in East Asia are in export activities, with foreign buyers or subcontractors pro-
viding the “missing elements” needed for the SMEs to be fully competitive. These
elements generally include technical and quality assistance, help with purchas-
ing the right equipment and inputs, product design, and, of course, marketing.
Apart from providing suitable infrastructure (such as export processing zones),
conducive trade and foreign direct investment policy environment, and flexible,
trainable labor, the government can assist subcontracting linkages by various
means (see Singapore’s example above under the discussion on Asian newly in-
dustrialized economies).
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Appendix 8A. Changing Technology Composition
of World Exports and Developing Countries

The share in world trade of technologically complex products has risen steadily in
recent years (Lall 1998). In fact, the higher the level of technological sophistica-
tion, the higher the growth rate—and the differences in technological dynamism
increase over time. World exports of primary products grew at a modest 2.3 percent
a year during 1980-90 and at only 1.4 percent over 1990-96 (figure 8A.1). At the
other end of the spectrum, high-tech products (fine chemicals, sophisticated elec-
tronics, aircraft, and precision instruments) grew at around 12 percent a year com-
pound in both periods. Medium-technology (medium-tech) products (machinery,
simple electronics, chemicals, and transport equipment other than aircraft) grew at
8.4 percent and 6.9 percent during the same time periods, respectively. Low-
technology (low-tech) products (textiles, clothing, toys, simple metal and plastic
products, and footwear) grew at 7.7 percent and 5.6 percent, respectively, and
resource-based manufactures at 6 percent and 5.3 percent, respectively. When ex-
port growth rates generally declined after the 1980s, complex products maintained
their growth better than simpler products.

FIGURE 8A.1 GROWTH IN SHARE OF WORLD TRADE, 1980-96
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Of the value of the 50 most dynamic exports in the world over 1980-96, me-
dium- and high-tech products accounted for a full 75 percent. Within these “ultra-
dynamic” exports, high-tech products again grew the fastest, followed by
medium-tech products. Low-tech products were the slowest growing category. Tech-
nological sophistication is thus increasingly important for trade growth.

Export success in the developing world, however, was highly concentrated by
region and country. Asian developing countries accounted for 78 percent of the
developing world’s total manufactured exports and 89 percent of high-tech ex-
ports. Latin American developing countries accounted for 17 percent of total manu-
factured exports, 28 percent of resource-based, 12 percent of low-tech, 28 percent
of medium-tech, and 11 percent of high-tech manufactures. Mexico dominated
Latin American export activity after 1990, primarily because of the North Ameri-
can Free Trade Agreement: In 1996, Mexico alone accounted for 90 percent of the
region’s high-tech, 62 percent of medium-tech, and 50 percent of low-tech ex-
ports. Sub-Saharan Africa contributed 1.4 percent of the developing world’s manu-
factured exports in 1996; if South Africa and Mauritius are excluded, the share
drops to 0.1 percent in high-tech products.

Just 12 economies accounted for 92 percent of total manufactured exports by
developing countries in 1996. These are composed of nine countries in Asia (the
four mature newly industrialized economies [NIEs], the three new NIEs, India,
and China) and three countries in Latin America (Argentina, Brazil, and Mexico).
The level of concentration has increased over time, from 78 percent in 1985. In
1997, the level of concentration rose by technological sophistication, being lowest
in resource-based developing-country exports, and were: high-tech 98 percent;
medium-tech 87 percent; low-tech 84 percent; and resource-based 72 percent. The
concentration level for total manufactured exports was 85 percent.

Appendix 8B. Small- and Medium-Enterprise Support
in Taiwan (China)

Taiwan, China, has around 700,000 SMEs, accounting for 70 percent of employ-
ment, 55 percent of GNP, and 62 percent of manufactured exports, and an impres-
sive set of programs to support them.

The following provides a thumbnail sketch (Dahlman and Sananikone 1990;
Hobday 1995; Lall 1996; Mathews and Cho 2000).

In 1981, the government set up the Medium and Small Business Administra-
tion to support SME development and coordinate the several agencies that pro-
vided assistance to them. The Taiwan Medium Business Bank, the Bank of Taiwan,
the Small and Medium Business Credit Guarantee Fund, and the Small Business
Integrated Assistance Center provided financial assistance.

Management and technology assistance was provided by the China Productiv-
ity Center, the Industrial Technology Research Institute (ITRI), and a number of
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industrial technology centers (including centers for the metal industry, textiles,
biotechnology, food, and information). The government of Taiwan covered up to
50 to 70 percent of consultation fees for management and technical consultancy
services for SMEs. The Medium and Small Business Administration established a
fund for SME promotion of (new Taiwan dollars—NT$) 10 billion. The “Center-
Satellite Factory Promotion Program” of the Ministry of Economic Affairs inte-
grated smaller factories around a principal one, supported by vendor assistance
and productivity-raising efforts. By 1989 there were 60 networks with 1,186 satel-
lite factories in operation, mainly in the electronics industry.

Several technology research institutes support R&D in the private sector, pri-
marily in SMEs. The China Textile Research Center, set up in 1959 to inspect
exports, was expanded to include training, quality systems, technology develop-
ment, and the direct acquisition of foreign technology. The Metal Industries Devel-
opment Center was set up in 1963 to work on practical development, testing, and
quality control work in metalworking industries. It later established a CAD/CAM
center to provide training and software to firms in this industry. The Precision
Instrument Development Center fabricates instruments and promoted the instru-
ment manufacturing industry, and has moved into advanced areas such as vacuum
and electro-optics technology.

The most important center is ITRI, which conducts R&D on projects consid-
ered too risky for the private sector. It has seven laboratories, dealing with chemi-
cals, mechanical industries, electronics, energy and mining, materials research,
measurement standards, and electro-optics, but electronics is the principal focus,
with its ERSO division accounting for two-thirds of its $450 million budget.

ERSO has spun off laboratories as private companies, including UMC in 1979
and TSMC in 1986, Taiwan’s most successful integrated circuit makers. TSMC
was a joint venture between the government and Philips of Holland: an illustration
of the strategy of the government’s willingness to play a lead role in orchestrating
technology import, absorption, and development. TSMC’s growth has supported
design and manufacturing capabilities in many small electronics firms in Taiwan,
leading to further entry of private manufacturers of semiconductors, microproces-
sors, and related electronics products. TSMC has grown into the world’s largest
dedicated chip manufacturing foundry, with a 24 percent global market share,
followed by UMC with 20 percent. These foundries are increasingly used, not just
by local chip design houses without in-house manufacturing capabilities, but also
by U.S. giants such as Intel and Motorola, which out-source chips because of
business cycles in the industry and the rising cost of new wafer-fabrication plants.

The government also strongly encourages SMEs to contract research to uni-
versities, and half of the National Science Council’s research grants (about $200
million per year) provide matching funds to industry for such contracts.

The Taiwan Handicraft Promotion Center supports handicraft industries, par-
ticularly those handicrafts with export potential. Its main clients are small entre-
preneurs, most with fewer than 20 employees. In addition, the Program for the
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Promotion of Technology Transfer maintains close contact with foreign firms with
leading-edge technologies in order to facilitate the transfer of those technologies
to Taiwan.

The China Productivity Center (CPC) promotes automation in industry to cope
with rising wages and increasing needs for precision and quality. It sends out teams
of engineers to visit plants throughout the country, demonstrate the best means of
automation, and solve relevant technical problems. CPC also carries out research
projects on improving production efficiency, and has linked enterprises to research
centers in order to solve more complex technical problems.

The government has set up a science town in Hsinchu, with 13,000 research-
ers in two universities, six national laboratories (including ITRI), and a huge tech-
nology institute, as well as some 150 companies specializing in electronics. The
science town makes a special effort to attract start-ups and provides them with
prefabricated factory space, five-year tax holidays, and generous grants. In the
1980s the government invested $500 million in Hsinchu.

The Program for the Promotion of Technology Transfer maintains close con-
tact with foreign corporations that have developed leading-edge technologies in
order to facilitate the transfer of those technologies to Taiwan (China).

Appendix 8C. Advice on Supporting Clusters:
The Experience of Toy Manufacturing in Spain

e Service centers should be located close to the industry they serve (Albaladejo
1999). Toy firms acknowledge that the provision of some technical ser-
vices such as training and laboratory testing requires weekly or even daily
contact, and that many SMEs would not benefit from technical assistance
if the service center was not located in the cluster itself. Close location to
the SMEs means a reduction of transaction costs and a quicker response
to technical problems. In terms of innovation, technological upgrading
and innovation processes gain from local institutions. Developing coun-
tries should ensure that centralized administrations and bureaucratic bar-
riers do not impede the location of these institutions.

e Service centers should benefit SMEs more than large firms, especially in
developing economies where the difference between large and small tends
to be more acute. Membership entrance fees and prices for services should
be fixed according to profits and size. Such prices should also be lower
than market prices for the same or similar services. For instance, the AIJU
membership fee system is oriented to benefit the weakest, with a mini-
mum membership fee of £176 for firms with fewer than 50 employees.
Toy-related firms point out that this extraordinarily low entrance fee is an
incentive for SMEs to become members and actively participate in AIJU’s
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services. Policymakers should ensure that service centers located in SME
clusters adopt a policy oriented to benefit groups of small firms rather
than large individual firms. This collective approach strengthens inter-
firm cooperative links.

e Although horizontal institutions are of great importance, sectoral insti-
tutes can be crucial for the welfare of particular industrial sectors because
they reflect the specific needs of the SMEs they serve. A participatory
approach to the planning and design of policy interventions offers the
advantage of a more precise understanding of the SME needs. In order to
achieve this, SME representatives should sit on the Supervisory Board
of every support institution; this is the case with AIJU. Policymakers
should be aware of the great benefits of sectoral institutes and the im-
portance of SME involvement and participation in their policy design
and intervention.

¢ Service centers should be run on business lines, with a demand base to
ensure their sustainability. The ability to earn a substantial portion of the
budget is a good indicator of an institution’s credibility and relevance.
The higher the SME control and ownership, the higher the institution’s
capacity for sustainability and success. A good indicator of AIJU’s
sustainability is that 85 percent of its revenues come from the private
sector. Support policies designed and implemented with the help of SME
representatives tend to result in more practical, cost-effective, and realis-
tic technical services.

e Being aware of the technological limitation of clusters, service centers
should foster the capabilities of local firms through teaching them to make
good use of external technological resources. Innovation processes are
uncertain, costly, and very risky, especially in the case of SMEs, since
they have to struggle to find the appropriate equipment as well as to de-
velop the necessary skills and capabilities to use the machinery efficiently.
From the AIJU experience, service centers in developing countries should
learn to reduce these “limitations on innovation” that SMEs face by doing
the following:

- Designing support services on the basis of the indigenous capacities
and the spread of technologies through interenterprise learning. Ser-
vice centers should act as intermediaries in technological diffusion
and upgrading in the cluster rather than triggering change and growth.

- Focusing on R&D-intensive services to encourage SMEs to move to-
ward more innovative products.
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- Putting science on the shop floor by having technological commis-
sions where scientists and entrepreneurs work together. The AIJU
experience shows that this is one of the most practical and efficient
ways to increase innovation within firms.

- Focusing on the final stage of the production process (such as mar-
keting and commercialization). Innovation means nothing if there is
no market niche for the new product. SMEs should be encouraged to
conduct marketing research so that they can discover the viability
and prospects of innovations.

e Finally, the effectiveness of support centers also depends on the wider
institutional framework. Governments should design policies to create an
appropriate consensual and regulatory environment for SME development.
Financial support schemes by commercial banks, private organizations,
and so forth can help SMEs in technology upgrading. Other local institu-
tions such as employers’ organizations and trade unions can act as ve-
hicles for decentralizing initiatives in favor of local producers. However,
an effective support system does not rely as much on the number of insti-
tutions actively functioning as on their networking and coordination.

Notes

1. The service sector, where SMEs are most prominent, is also of great competitive signifi-
cance. The liberalization of investment flows and the international spread of service providers
from advanced countries mean that developing-country service SMEs are facing increasing
pressures. This chapter does not deal with this sector, however.

2. The EU project is on “Small and Medium Enterprises in Europe and East Asia: Competition,
Collaboration and Lessons for Policy Support,” and involves several groups in Europe, Israel,
Japan, the Republic of Korea, and Taiwan (China). The author is grateful to the following
members of the Queen Elizabeth House team: Manuel Albaladejo, Mike Albu (now with the
Intermediate Technology Development Group), and Henny Romijn (also lecturing at Eindhoven
University, Holland).

3. See the references to SME-related activities in the United Kingdom and the European Union
in the bibliography.

4. On the growth of small transnational enterprises, see UNCTAD 1999.
5. See Advani 1997; Bianchi 1993; Luthria 1998; Nadvi 1999; Nadvi and Schmitz 1994; Pyke,

Becattini, and Sengenberger 1990; Rabellotti 1997; Schmitz 1992, 1995; UNCTAD 1994; Van
Dijk and Rabellotti 1997.
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6. Based on findings from Dahlman and Sananikone 1990; Hobday 1995; Lall 1996; Mathews
and Cho 2000. For more information, see appendix §B.

7. All dollar amounts are U.S. dollars.
8. Poon and Mathews 1997.

9. Romijn 1998.
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CHAPTER 9

Support Services and the
Competitiveness of Small
and Medium Enterprises
in the MENA Region

Antoine Mansour

Governments in industrial and developing countries are giving special attention to
the promotion of small and medium-size enterprises (SMEs), since they provide
the bulk of employment, and in some cases, they are substantial contributors to
exports and innovative activity. Governments are investing considerable effort and
resources in supporting SME growth and upgrading. However, the competitive-
ness of SMEs in the Middle East and North Africa (MENA) region is still rela-
tively limited.

This chapter assesses the competitiveness of SMEs as well as the support ser-
vices provided by SME-support institutions in the MENA region, with emphasis
on five countries: the Arab Republic of Egypt, Jordan, Lebanon, the Syrian Arab
Republic, and Bahrain. The study is based on the results of the survey conducted by
the Economic and Social Commission for Western Asia (ESCWA) in 1999 entitled
“Small and Medium Enterprises: Strategies, Policies and Support Institutions.”"
The sample was selected randomly, but due consideration was given to enterprises
that operate in various branches of the manufacturing industry.

The databases of manufacturing firms provided by the chambers of industry or
the ministries of industry in the selected countries were also used. It is worth men-
tioning that this chapter is also based on relevant literature findings and results of
field visits to agencies concerned with SME development in the above-mentioned
countries.’

187
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The chapter is organized as follows: (a) discussion of the relative importance
of SMEs in the national economy; (b) analysis of the entrepreneurial profiles in
this sector; (c) discussion of the problems faced by SMEs because of macroeco-
nomic policies, market distortions, and government regulations; (d) assessment of
the business development services provided by SME-support institutions; and (e)
discussion of the competitiveness of SMEs in the context of economic globaliza-
tion. The final section offers some recommendations, which concentrate on the
discussion of important criteria that SME-support institutions need to follow in
order to enhance the competitiveness of SMEs and hence their role in stimulating
economic growth in the MENA region.

Relative Importance of Small and Medium Enterprises
in the National Economy

SMEs play a major role in most of the five countries under study. However, table
9.1 shows that oil-producing countries exhibit a different trend, where large indus-
tries are dominant in terms of their contribution to total employment and total
manufacturing output. In fact, the government was the main economic actor, un-
dertaking large investments in oil-related industries, while the involvement of the
private sector has only recently emerged. For example, in Bahrain, as in the other
Gulf Cooperation Council (GCC) countries, the contribution of large firms to total
manufacturing employment and output is relatively high, when compared with
non-oil Arab countries (State of Bahrain 1993).

At the national level some differences in the relative importance and charac-
teristics of SMEs exist. In this respect, it is worth mentioning that the data pre-
sented in table 9.1 are based on national sources, and comparison between countries
should be undertaken carefully, in view of the difference in the definitions used,
and the fact that some countries do not include enterprises employing fewer than
five employees in their statistics. In our analysis we shall consider an SME to be
an enterprise employing fewer than 50 workers.

Now that we have established that SMEs play an important role in most of the
Arab countries, we turn to compare their importance in the five selected MENA
countries. Our comparison includes examining the number of establishments, their
contribution to employment, and their output.

The 1994 Industrial Census of Lebanon found that most industrial firms were
micro- or small enterprises. In fact, 73 percent of firms were microenterprises
(defined as an enterprise employing four or fewer workers), while around 27 per-
cent were SMEs (defined as an enterprise employing between 5 and 49 employees).
Large firms (defined as firms employing 50 or more employees) accounted for only
1 percent of total industrial establishments.

In the Syrian Arab Republic the Industrial Census of 1993 covers only the
private sector; industrial establishments employing fewer than nine workers repre-
sented 98 percent of total private industrial establishments.
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TABLE 9.1 DISTRIBUTION OF INDUSTRIAL ESTABLISHMENTS BY SIZE, AND
CONTRIBUTION TO TOTAL MANUFACTURING EMPLOYMENT AND OUTPUT
(percent)

Size Share of SMEs Share of Share of
according to in number of SMEs in SMEs in

Country employment establishments — employment output
Bahrain 1-4 47.4 9.4 2.5

5-49 48.6 21.6 12.9

> 50 4.0 60.9 84.6
Jordan 5-49 92.5 40.8

> 50 7.5 59.2
Lebanon 1-4 72.6 39.8 23.5

5-49 26.5 38.7 43.1

> 50 0.9 21.5 334
Egypt, Arab Rep. of 10-49 76.0 11.0 9.0
Syrian Arab Rep. 1-9 98.3 90.6 84.2

> 10 1.7 94 15.8

a. In percentage of manufacturing value added.
Source: State of Bahrain 1993; Hashemite Kingdom of Jordan 1997; Lebanese Republic 1995; Syrian
Arab Republic 1996; Egyptian Small and Micro Enterprise Association 1997.

In Jordan 93 percent of establishments are SMEs; this high percentage stems
from the fact that microenterprises are not taken into consideration in the national
statistics, so are not counted by Jordan.

As was previously mentioned, a totally different trend is found in Bahrain.
According to the Industrial Survey carried out by the Bahraini Central Statistics
Organization in 1992, 47.4 percent of total manufacturing establishments were
microenterprises and 48.6 percent were SMEs. Only 4 percent of total industrial
establishments were large. The concentration of manufacturing output and em-
ployment is high in Bahrain. Three establishments have more than 1,000 employ-
ees; they contribute around one-fifth of total manufacturing employment and more
than one-third of total manufacturing output. This high concentration can be ex-
plained by the existing large petrochemical complex and aluminum industry in
Bahrain.

While SMEs in terms of number of firms dominate the four non-oil MENA
countries under consideration (that is, Egypt, Jordan, Lebanon, and the Syrian
Arab Republic), their contribution to employment and output differs. For example,
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in Egypt employment in SMEs represents 11 percent of total employment in the
manufacturing sector, 9 percent of total manufacturing value added, and a mere
0.4 percent of total manufacturing exports.> In Lebanon micro- and small enter-
prises employed around 80 percent of the total work force in the manufacturing
industry, while contributing 66 percent of total manufacturing value added. In the
Syrian Arab Republic establishments with fewer than nine workers employ 91 per-
cent of the total industrial work force and contribute 84 percent of total gross out-
put in the private sector. In Jordan, where, as noted above, national statistics do not
take into consideration microenterprises, SMEs employ 41 percent of total employ-
ment in manufacturing. Large enterprises contribute approximately 59 percent to
total manufacturing employment.

From this analysis we conclude that the contribution of SMEs differs from
country to country. They have only a minor role in Bahrain’s economy, a notable
position in Egypt’s and Jordan’s economies, and are most significant in the Syrian
Arab Republic’s and Lebanon’s economies.

Comparing the relative importance of SMEs in MENA countries with indus-
trial and developing countries (table 9.2) reveals that their contribution in industrial
and East Asian countries is higher than in Arab countries. For example, the share
of SMEs in total manufacturing employment reaches 74 percent and 78 percent,
respectively, in Thailand and the Republic of Korea, 66 percent in Germany, and
91 percent in Greece, compared with 31 percent in Bahrain and 41 percent in
Jordan. At the same time, the number of SMEs is greater in industrial and East
Asian countries compared with most of the selected Arab countries.

TABLE 9.2 ROLE OF SMES IN SOME DEVELOPED AND EAST ASIAN ECONOMIES
(percent)

Share in number Share in
Country/economy of enterprises employment
Hong Kong (China) 97 63
Korea, Rep. of 99 78
Taiwan (China) 96 68
Thailand 98 74
Japan 99 79
Germany 99 66
France 99 57
Greece 99 91
United States 99 53

Source: Van Houtte 1997.
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Another important difference between SMEs in MENA and industrial coun-
tries is that in the latter SMEs tend to be in “modern” manufacturing and services,
often in the field of cutting-edge technology, with strong entrepreneurial bases,
vibrant export sectors, and a large base of educated and technical manpower. In
contrast, in developing countries, including countries of the MENA region, SMEs
are concentrated in labor-intensive and traditional activities with low levels of
productivity and poor quality products. There is little or no technological dyna-
mism in this group, and few graduate into larger sizes or modern technologies. In
Egypt, Lebanon, Jordan, and the Syrian Arab Republic, activities of SMEs are
concentrated in labor-intensive industries, particularly in food processing, textiles
and wearing apparel, wood products and furniture, and nonmetallic mineral prod-
ucts. In Bahrain SMEs can be found involved in downstream aluminum product
manufacturing. Very few, however, are involved in industries such as machinery,
transport equipment, or electronics products.

Based on the previous analysis, it seems that the role of SMEs in economic
growth is not fully exploited, since their contribution to employment and output is
limited and they are mainly concentrated in traditional activities. In the following
sections we analyze what is constraining the growth and dynamism of this sector.

Profiles of Entrepreneurs in the Small and Medium Enterprises

Entrepreneurs in the selected countries share common characteristics, though some
differences exist in entrepreneurial traits among these countries. The profiles of
entrepreneurs in the SME sector are numerous, but we shall limit our assessment
in this chapter to the most pertinent of them.

Family Background

Most SMEs are family businesses, and many entrepreneurs come from a tradi-
tional business family background. Business family relations are important for new
start-up businesses, particularly in countries characterized by a relative absence of
institutional support for entrepreneurs. The family has a dominant role in business
continuity and survival, providing the financing (instead of banks), the moral sup-
port, and the networks within the country and with the world.

In the selected countries many entrepreneurs inherit their businesses from their
father and grandfather, or from close relatives. This group of owner-managers has
a strong entrepreneurial background, and their businesses are part of a family tra-
dition. In newly established enterprises the majority of entrepreneurs declare that
one or more of the family members had a private business. In this connection, it is
worth mentioning that entrepreneurs who inherited their businesses from a par-
ent—or who were from families where another family member owned a business—
were generally encouraged to work in the same business or start a new one in the
same specialty.
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Those who were discouraged to start a new business come, in most cases,
from families who did not have any business experience. People of such back-
ground still prefer their children to have a secure job and steady income (working
as a government employee, for example).

Reliance on Personal Savings

The formal banking system does not play any significant role in the provision of
financial support to start-ups or to existing enterprises. Entrepreneurs must search
for informal sources of finance. The capital needed to establish the business in the
selected countries is usually raised through personal savings accumulated in previ-
ous jobs, or by borrowing money from family and relatives.

Lack of Innovation

SME entrepreneurs in the five selected countries have shown little innovation. The
newly established businesses are typically a repetition of existing enterprises, with
little or no innovation in business ideas, production processes, or targeted markets.
The same applies to established businesses. The marketing constraints, which are
considered by most of the entrepreneurs to be the major problem, are, in fact, re-
lated to the product itself, which does not satisfy customer needs in terms of qual-
ity, taste, design, and price.

Owner-Managers
Most of the enterprises are owned and managed by one person who takes charge of
all management aspects of a firm: organization, marketing, production, accounts,
and so on. The heavy load on the owner-managers prevents that individual from
preparing strategic plans for the company, because he is very busy with the daily
routines of the work.

It was also found that most entrepreneurs started their businesses without a
business plan or feasibility study. Only in a very few cases did entrepreneurs under-
take a full business study prior to the start-up of their company. Existing enter-
prises do not keep records, prepare financial statements, or carry out the preparation
of business plans when expanding their enterprises. Business plans are, in fact, one
of the major instruments that help the entrepreneurs understand market needs and
therefore generate new products, but they are mostly lacking in SMEs in the coun-
tries considered.

Educational Background

The educational background of entrepreneurs is diverse. The younger the entrepre-
neur, the higher his or her level of education tends to be. In Lebanon and Jordan
entrepreneurs are generally well educated, with high school or university degrees.
In Bahrain the educational background of entrepreneurs varies widely, ranging
from university degrees to illiteracy. Usually small entrepreneurs learn the busi-
ness from experience and practice, rather than from formal training.
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The activities undertaken by entrepreneurs are not necessarily related to their
educational background. This is due to the fact that entrepreneurial people take
advantage of opportunities where they exist, even if they are not related to their
specialization. The surveys show that several entrepreneurs do not work in the
field of their specialization.

Relative Absence of Trust among Entrepreneurs
The lack of cooperation and trust among entrepreneurs of different families is com-
mon to all selected countries, but it is more pronounced in Lebanon. Most entre-
preneurs talked about dominating the competition rather than about cooperating
with each other to achieve a common goal of success. Entrepreneurs are reluctant
to share information with their competitors for fear that others will use their “se-
crets” in the same business. The tough competition among small industrialists and
the small size of the markets in these countries have made cooperation a difficult
option. Without cooperation, small entrepreneurs will have great difficulty com-
peting with large firms, particularly during the globalization of the world economy.
In view of the prevalence of distrust, entrepreneurs prefer to select their busi-
ness partners from among family members rather than from outside the family.
Business partners belonging to the same family have stronger social incentives to
honor promises, follow the norms, know each others’ limits, and protect each oth-
ers’ interests.

Problems Facing Small and Medium Enterprises

Based on the survey results, there are a number of problems that place SMEs at a
disadvantage compared with large firms: biased economic policies in favor of
large enterprises; market distortions and access to inputs; isolation and size of
the firm; and the administrative procedures, to name a few examples. SMEs in
the MENA region find the regulatory and institutional framework lacks transpar-
ency, and is inconsistent and inefficient, thus inhibiting further development,
rather than acting as a mechanism for sustained growth. Low education and low
literacy rates among SME entrepreneurs make these problems especially difficult
to overcome. While large corporations can alleviate some of these obstacles by
producing needed services internally, SMEs do not have the organizational ca-
pacity or the resources to cope with such problems. In what follows, we discuss
the details of these problems.

The Biased Macroeconomic Policies

Despite widespread privatization efforts and increased attention to the promotion
of the private sector and particularly to the SME sector, macroeconomic policies
are still biased in favor of large enterprises. Monetary, financial, trade, and fiscal
policies discriminate against new and existing small firms through the imposition
of considerable entry barriers.
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In most Arab countries the policy incentive systems have been devised to
encourage large rather than small enterprises through providing them with various
privileges and advantages. Investment laws provide various incentives and exemp-
tions from income tax and customs duties, but only to projects with a high level of
capital investment. For example, in the Syrian Arab Republic the Encouragement
of Investment Law (Law 10/1991) provides various benefits to Syrian, Arab, and
foreign investment in approved economic and social development projects in agri-
culture, industry, transport, and other approved areas, provided that the fixed as-
sets of the project exceed Syrian pound (SP) 10 million (equivalent to about
$200,000).* Small and medium projects do not, therefore, enjoy the privileges of
the law. In Jordan the Investment Promotion Law of 1995 provides various incen-
tives to projects in agriculture, industry, transport, and services. A project is an
“industry,” however, when it has a registered capital exceeding Jordanian dinar
(JD) 30,000 (equivalent to about $44,000). Any project with less than JD 30,000 is
considered to be a handicraft, and therefore does not enjoy the various exemptions
and incentives. In Egypt profits of an industrial company employing 50 or more
persons and established after the enactment of the Income Tax Law was passed are
exempt from income tax for a period of five years from the date of commencement
of business. In order to lessen such imbalances, the government of Egypt passed a
new Investment Law (Law 8/1997) in 1997, giving those projects financed by the
Social Fund for Development the same incentives granted to large enterprises.

The other main problem inhibiting SMEs is the tax system. Small entrepre-
neurs generally do not keep accounting records, so government authorities impose
taxes arbitrarily and (often) unfairly. SMEs tend to feel that the taxes are not pro-
portioned to their profit, and that tax administration officials apply inconsistent
criteria. Such pressure on small firms has had the double effect of discouraging
people from starting businesses and encouraging existing formal activities to prac-
tice informal operations or underground activities in order to evade the increased
tax pressure. By not keeping accounting records, entrepreneurs also lose the abil-
ity to accurately estimate their costs and profits. Necessary accounting details
such as depreciation of machinery or other indirect costs may be excluded from
margin calculations. This may ultimately affect their profits and impede their growth.

Because of difficulties in accessing resources and in taking advantage of the
incentive system available to large enterprises, many small businesses operate in
the informal sector and practice informal operations in order to compete in the
market. Profit margins are such that avoiding the payment of taxes and social
charges can make the difference between success and failure. While gaining sev-
eral advantages by operating informally, SMEs lose many of the benefits of being
formal, such as the access to credit, government services, and other facilities.

Market Distortions

In contrast with large firms, SMEs face problems with accessing inputs, credit,
information, and technology markets. Providers of services, in fact, find it easier
and cheaper to deal with a few large customers than with a large number of dis-
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persed small enterprises. The cost of SMEs’ enforcement of contracts, for example,
would be disproportionately large in relation to the size of the transaction.’

SMEs traditionally encounter problems when trying to access credit. Access to
banking and credit facilities is often limited by unreasonably high collateral require-
ments. Banks generally concentrate on financing large corporations and state-owned
enterprises. No specialized SME counters are available at bank outlets, for instance,
and administrative fees are sometimes excessive.® Loan conditions are prohibitive to
most SMEs, particularly in the Syrian Arab Republic where the banking system is
not yet prepared to finance small businesses, and in Lebanon where interest rates are
very high and collateral requirements excessive. In Egypt and Jordan there are credit
guarantee companies that provide up to 50 percent of collateral to a bank loan. In
Lebanon the government is planning a credit guarantee scheme for SMEs. Several
credit schemes have been put in place in the countries of the region, but most of them
are serving microenterprises. Recently, several schemes of microfinance have been
established in a number of Arab countries, particularly in Egypt, Jordan, and Leba-
non. However, the ceiling of loans is limited, generally not exceeding $15,000. Only
a few small enterprises can benefit from such a financial scheme.

In addition, SMEs are isolated with respect to information about competitors,
suppliers, new technology, and export markets. They also lack the resources to
access new technologies and skills, and are not aware of the existence of such
technologies. The isolation from information is a more significant problem than
the size of individual SMEs.

Complexity of Administrative Procedures

Entrepreneurs complain about the bureaucracy of the “state machinery.” The regis-
tration or licensing of businesses is another constraint for SMEs. In fact, entrepre-
neurs find that registration is a lengthy procedure which involves too many different
administrations and which is often costly. To avoid the complexity of administra-
tive procedures and the registration fees, which the entrepreneurs considered to be
excessive, many businesses operate informally. In doing so, as discussed above,
SMEs lose potential benefits of registration, such as better access to credit or gov-
ernment support services.

Entrepreneurs involved in importing goods also complain about long delays at
customs, inconsistent tariffs, and lengthy procedures. Moreover, some entrepre-
neurs find that the same rules do not apply for everyone; licenses with import
permissions are illegally traded and personal connections can affect the applica-
tion of relevant laws. SME entrepreneurs usually rely on experienced importers
because of complicated administrative requirements.

Assessment of Business Development Services
The business development services (BDS) provided by support institutions to SMEs

will be assessed in the following areas: training services, advisory and counseling
services, information services, and marketing services.
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Training Services

Training for start-ups and existing businesses is being delivered by various agen-
cies in the region: government agencies, chambers of commerce and industry, busi-
ness associations, training institutions, nongovernmental organizations (NGOs),
credit agencies, and private sector organizations. Training for SMEs is almost non-
existent in the Syrian Arab Republic and exists to an even lesser extent in Lebanon.
The few institutions that offer relevant training courses are mainly private
consultancy firms that prefer to address the needs of larger firms. In Jordan and
Egypt there are several institutions that deliver business training to start-ups as
well as to existing small enterprises, but most of them address either microenterprises
or large firms.

The survey showed that most agencies providing training programs are not
effectively reaching the SME entrepreneur. Training programs are often prepared
without serious identification of problems faced by entrepreneurs, though there is
increasing awareness of the importance of needs assessment as a prerequisite to the
delivery of courses. Entrepreneurs interviewed in the four selected countries have
displayed common views regarding the training offered by development agencies.
Few entrepreneurs have participated in any training courses, and even fewer have
taken management courses. Entrepreneurs are interested more in technical train-
ing related to production. They are not aware of the importance of management in
the success of an entrepreneurial venture. A survey carried out in 1996 of 56 SME
industrial firms in the 10th of Ramadan City, Egypt, revealed that most of the
entrepreneurs indicated that they did not benefit from the training that was offered
by government institutions or other NGO or private sector institutions.” Even though
most of the training courses are provided free of charge or at nominal fees, they
have not attracted participants.

Training is often delivered at times convenient to the organizers of the course
rather than to the entrepreneurs, who need more flexibility. However, a more innova-
tive approach has been introduced by the International Labour Organisation (ILO)-
United Nations Development Programme (UNDP) project at the Vocational Training
Corporation (VTC) in Jordan, carrying out the courses at enterprises’ locations, and
at times convenient to the business owners who are their targeted clients.

Even though they promote these programs as being addressed to SMEs, most
trainers have difficulty reaching the small entrepreneurs. Their programs are more
oriented to medium and large firms. This is the case of the European Business
Centres in Egypt, Jordan, and the Syrian Arab Republic; the Centres attract firms
with more than 50 employees. The beneficiaries of the VTC in Jordan are also
enterprises with more than 20 employees. Entrepreneurs of small companies, in
most cases, are not aware of the existence of training courses and programs, or of
the institutions providing the support services.

Entrepreneurs consider “learning by doing” as their most important training,
and more useful than formal education and learning in classrooms. To them, the
importance of training is linked to how training responds to their real needs. They
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regard their own personal work experience in previous jobs and in their current
occupation as the prime source of their skills.

Learning and knowledge acquired from the environment have been more ef-
fective than formal education and training. In fact, an entrepreneur’s learning pro-
cess is based on daily work and experience; the reality and the environment; lessons
from success and failure; contacts with relatives, friends, peers, and the market;
feedback from customers; relations with competitors and suppliers; lessons from
problems solved; and difficulties faced, particularly during times of stress.

Advisory and Counseling Services

Advisory services, known also as extension or counseling services, comprise tech-
nical assistance and management advisory services. In most countries of the re-
gion, with the exception of private consultancy offices, there are very few specialized
agencies devoted to the provision of advisory services.

With the support of the ILO, the VTC in Jordan provided extension services
during the period 1992-97 to SME industries employing between 5 and 100 employ-
ees. Most problems solved by VTC experts were in the management of production.
After the completion of the ILO assistance, VTC was not able to continue its assis-
tance, despite the establishment of a specialized Institute for Small and Medium-
Scale Industries; one reason for the failure of this service to be self-supporting is that
entrepreneurs were reluctant to pay nominal fees (5 Jordanian dinars for one hour of
advice or technical assistance). The failure of VTC to attract clients after the comple-
tion of the project can also be attributed to the very bureaucratic nature of VTC.

The Outreach Consultation Project at the University of Jordan has been quite
successful in linking the Industrial Engineering Faculty with SMEs through semi-
nars, as well as through consultation services. The approach used by faculty mem-
bers with business owners is more of a teacher-to-student relation, however, than
an effort to build the capacity of the enterprise.

In Bahrain, Lebanon, and the Syrian Arab Republic the ministries of industry
do not have specific units to provide systematic business advice to those wishing to
start or expand businesses. The business support services provided by the Euro-
pean Community to SMEs in Egypt, Jordan, and the Syrian Arab Republic are
provided upon request, but these services benefit the large enterprises more than
the SMEs.

Entrepreneurs interviewed in the four countries consider the advisory services to
be almost nonexistent; they rarely find agencies that provide them with support. As
an example, the entrepreneurs in the 10th of Ramadan City in Egypt indicated that
although they are members of business associations, they never receive assistance or
support from those associations.® In countries where business advisory services are
available, entrepreneurs may not be aware of their existence, because support insti-
tutions do not sufficiently advertise their services and the services offered tend to
address the needs of large enterprises. Entrepreneurs rely more on advice from their
suppliers and from other providers of services in the private sector.
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Business Information Services

Various sources of business information are available at the country level in the
region;’ they are scattered, incomplete, at times inconsistent, and difficult to ac-
cess, however. They do not provide all the relevant information in one integrated
package. The public sector is the main provider of business information, while the
private sector has not yet developed databases on business information. This is due
to the fact that businesses, particularly SMEs, are not yet ready to pay appropriate
fees for information.

Market-related information is also not easily available. The survey showed that
SME managers experience many difficulties related to the absence of business infor-
mation. Most of them are not aware of the availability of needed information, or how
to access it. In addition, existing information providers do not advertise their ser-
vices effectively. Entrepreneurs need information about their competitors’ products
and prices, domestic and foreign suppliers, and so on. This survey showed that bro-
chures and catalogues produced by foreign suppliers seem to be an important source
for local entrepreneurs to keep up-to-date on new trends and technologies.

Small entrepreneurs usually rely on friends and relatives, as well as on suppli-
ers and business journals, magazines, and catalogues to obtain the needed informa-
tion, or else they rely on exhibitions and fairs that they visit. Networks, including
relatives outside the country, enable many entrepreneurs to obtain some of the
latest information regarding new technologies, new products, and new market trends.
In contrast to small entrepreneurs in most countries of the region, Lebanese entre-
preneurs indicated that they are not facing serious problems in obtaining needed
information to start or run a business. Most of the surveyed entrepreneurs in other
countries expressed the need to obtain accurate and clear business information.

Efforts have been made by support institutions in the region to provide busi-
ness information. European Union business support services in Egypt, Jordan, and
the Syrian Arab Republic include information and data on companies and market
potentials in Europe. Information services, however, are more readily available to
large firms than to the SMEs. The Trade Information Centre in Lebanon and Trade
Points in Egypt have databases that can be used by entrepreneurs, and access is
possible through the Internet, or directly by phone, fax, or visits in person. Very
few enterprises are aware of the existence and benefits of these sources, however.

The Chamber of Industry in Jordan has already created a database on regis-
tered companies; others such as the Association of Lebanese Industrialists and the
Damascus Chamber of Industry are making serious efforts to compile the same
records. The most-developed databases on industrial firms can be found in Egypt at
the Credit Guarantee Corporation for Small Scale Enterprises and at the General
Organization for Industrialization. Databases on exporters are available at the Jor-
dan Export Development and Commercial Centres Corporation as well as at the
Egyptian Export Development Centres; small industries do not benefit from such
services, since most of them are not exporters. Most exporters consist of enter-
prises that employ more than 40 or 50 employees.
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One main opportunity to improve communication and information flows is
the use of the Internet. The Internet offers the opportunity to make information
relevant to SMEs easily accessible. It also offers new marketing and networking
opportunities for SMEs. Many SME managers expressed a desire to know more
about the relevance of Internet applications in business.

Marketing Assistance

In general, SMEs are most concerned with effective marketing, a problem out-
weighing even financing. Entrepreneurs, particularly in Jordan, Lebanon, and
Babhrain, consider the limited size of the local market, the competition from local
and imported products, and government policy with regard to protection of local
industries as the most important marketing constraints. The real problems, how-
ever, can be attributed to the inability of enterprises to expand the market base
beyond the local community and close neighborhood, as well as to the product
itself, which does not meet local standards including quality standards, or satisfy
the tastes and needs of customers.

On the other hand, entrepreneurs find difficulties in formulating an adequate
marketing strategy. They have insufficient experience. For most of them trade fairs
are an important forum for exchange of information and marketing of products,
but setting up a stand at such a fair is often prohibitively expensive.

Marketing assistance to small firms is relatively scarce in the selected coun-
tries, since existing marketing services are available more for large firms. Support
programs for SMEs are limited to assisting them in displaying their products in
fairs and exhibitions, and in offering entrepreneurs training courses within the
framework of management courses, dealing with such marketing issues as meth-
ods of costing and pricing, and techniques of promotion and sales.

Market assistance includes support of entrepreneurs in the local market and
the export market. The support for export is being organized by specialized gov-
ernment agencies, such as the Egyptian Export Promotion Centre and the Jordan
Export Development and Commercial Centres Corporation. These agencies pro-
vide support to exporters in the fields of market information and research, trade
statistics, product promotion, product design and development, information on pro-
cedures and regulations for export in foreign countries, information on interna-
tional exhibitions and fairs, and so on. Although these agencies state that they are
giving particular attention to SMEs, the main beneficiaries are, as indicated above,
mostly the large firms, and to some extent the medium ones. This may be ex-
plained by the fact that most small firms have no exportable products, and no
serious efforts are being made to assist small producers who have growth and ex-
port potentials to adapt their production to customer needs.

The support provided by chambers of commerce and industry is confined to
informing members about domestic or international fairs and to organizing aware-
ness seminars on marketing and international regulations and procedures with
regard to export in the European and North American markets, as well as with
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regard to the impact of World Trade Organization (WTO) agreements and interna-
tional standards (such as International Standards Organization 9000).

Among the countries considered in the study, Egypt has the most developed
marketing support infrastructure for small entrepreneurs. The Small and Micro
Enterprise Project of the Alexandria Business Association (ABA) organizes exhi-
bitions on a regular basis for products of borrowing firms; these firms can also
display their products in the showroom established on the ABA’s premises. The
Social Fund for Development and the Industrial Bank also provide market support
to their clients through the organization of fairs and exhibitions, and through par-
ticipation in the Cairo International Fair.

A survey carried out in 1996 in Egypt on organizations and agencies support-
ing microenterprises and small enterprises—34 NGOs, private agencies, and gov-
ernment agencies—indicated that only 13 percent of assistance programs are
specialized in marketing support and product development, and that only 22 per-
cent of these programs are specific to a branch or a subsector. Thirty-three percent
of the programs charge subsidized fees, and only one organization covers its costs
completely.?

International experience in industrial and developing countries confirms the
importance of sectoral manufacturers associations specializing in export promo-
tion. Chile’s small woodworking industry sector, which served only the domestic
market, was able to enter the export markets, thanks to the support provided by the
association of SMEs and the export manufacturers association. The association of
SME:s assisted the wood products sector in attending international fairs, and in
establishing links with local and international technical institutes. The growth of
the size of the export market for a specific product encourages small firms to
cooperate to meet the needs of the market, and also promotes specialization.

The Competitiveness of Small and Medium Enterprises
in the Context of Globalization

SMEs are facing challenges because of globalization and increased competition.
Protecting them from foreign competition through trade barriers was an easier task
than enhancing their competitiveness in the world market. In order to help SMEs
in facing the challenges of globalization, there is a need to assist them in forming
networks, clusters, and sectoral associations, as well as facilitating subcontracting
arrangements with large companies. Several factors impede, however, the creation
of networks in the selected countries. With few exceptions, industries are scattered
geographically and sectorally. Very little interfirm cooperation exists, as trust be-
tween entrepreneurs is relatively absent.

Globalization: A Threat or a Business Opportunity?

The development of SMEs will be seriously affected by economic globalization.
For some SMEs globalization will open new opportunities for growth and expan-
sion in the international market. For most small firms, however, the entry of im-
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ported competitive products in the local market will constitute major threats, un-
less SMEs introduce major changes in their management practices and in the qual-
ity of their products. Protecting SMEs from foreign competition through trade
barriers was an easy task; enhancing their competitiveness in the world market is a
more difficult task."

Trade liberalization under the WTO agreement will provide opportunities for
small firms to enter new export markets and to improve their access to production
technologies and to other input materials. In fact, information technology and com-
munications will allow SMEs to operate at the global level. Trade liberalization
will also constitute real threats for enterprises that are not able to compete against
imports, particularly those with lower prices. Since SMEs are an important source
of employment generation, the national economy would be severely affected if SMEs
lose their competitiveness; steps must be taken to assist SMEs in this regard.

The Benefits of Clustering and Other Preglobalization Tactics
International experience in both industrial and developing countries has proved
that the geographic or sectoral clustering of firms contributes to enhancing their
competitiveness, and provides the appropriate vehicle for intervention of the sup-
port institutions. Benefits of such concentration for individual firms can be derived
from external economies. Concentration of firms on a sectoral basis, in fact, will
encourage suppliers, marketing agents, and other providers of services to establish
themselves in the cluster. It will enhance interaction between small firms and lead
to a certain division of labor, thus increasing specialization and innovations. The
existence of clusters will provide increased opportunities for SMEs to work to-
gether and cooperate in various areas.

In Brazil the existence of the Sinos Valley footwear cluster has been benefi-
cial for the local producers of footwear because of the intervention of two actors:
(a) the Brazilian Service for Small Enterprises, which pays half of the exhibition
cost for small firms wishing to participate in trade fairs organized by the public
sector, and (b) the export agents of the private sector who facilitate the connection
between the cluster and the export markets.

It is important to note that the emergence of clusters and industrial districts in
Europe and even in the developing countries was spontaneous, and not the result of
a planned action by government agencies or private sector institutions. There was
no overreaching industrial strategy, even though the public and private sectors
played a role in the growth of clusters.' In the Italian industrial districts real
services have been provided to small firms by local development agencies, on a
sectoral basis (knitwear, clothing, shoes, and so on) and in specific specialized
areas (export promotion, quality upgrading, information on international market
trends and technological developments, subcontracting opportunities, technical
and managerial training, and so on).

Networks among small firms would also provide mutual benefits through ac-
tive cooperation and joint action. They are a cost-effective solution to the absence
of geographic and sectoral clusters. Networking would contribute to improving the
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competitiveness of SMEs and to preparing them to deal with globalization through
the development and marketing of new products. It would also contribute to coop-
eration in the establishment of agents and distributors in new markets.

An interesting example of a small firm network is the government-subsidized
Danish Networking Program. The program consists of requesting enterprises to
form networks and cooperate in a number of areas. Networking was promoted with
the aim of improving SME competitiveness, and to prepare them to deal with glo-
balization, through the development and marketing of new products, and through
cooperation in the establishment of agents and distributors in new markets. It is
interesting to note that the program succeeded in inducing SMEs to cooperate,
although interfirm cooperation was not part of the industrial culture in Denmark.

In Chile the government agency for SME promotion assisted SMEs in a spe-
cific locality to establish networks of small groups, usually between 10 and 30
firms per group. The establishment of such a network faced difficulties, in view of
the fact that entrepreneurs in Chile are usually individualistic and resist govern-
ment intervention. The aim of the network is to facilitate the delivery of support
services by various support institutions that prefer to deal with groups rather than
with small individual firms. The network also tries to promote interfirm coopera-
tion through the development of better relations between the participating firms in
the network. Such cooperation enables SMEs to raise their competitiveness and
focus on the areas of product design and standardization, process innovation, and
human resource management.

Constraints for Interfirm Collaboration in the Selected Countries
Several factors impede the creation of networks and cooperation between firms in
the selected MENA countries. With few exceptions, industries are scattered geo-
graphically and sectorally; it is rare to find a concentration of small firms in one
location or on a sectoral basis. Very little interfirm cooperation exists, competition
is dominant among firms, and trust among entrepreneurs is relatively absent. More-
over, industries are generally isolated: their market is limited to the area in which
they are located. Two significant reasons for the relative absence of networks of
entrepreneurs are the distrust that exists among owner-managers and the absence
of programs promoting interfirm collaboration.

Most of the support institutions and agencies dealing with SMEs in the re-
gion are devising special programs to support SMEs, concentrating their activi-
ties on improving the performance of individual firms through advisory services,
provision of credit, and training for upgrading technical and managerial skills.
They also focus on recommending policies that are likely to improve the macro-
economic environment for SMEs, through liberalization measures and facilita-
tion of bureaucratic and administrative procedures. However, very few programs
emphasized interfirm cooperation and interaction, or self-help groups, as a means
to improve the competitiveness of small firms and assist them in facing the chal-
lenges of globalization.
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Competitiveness of small firms can also be achieved through the promotion of
subcontracting arrangements with large firms or among each other. However, in
several countries, the markets lack linkages among small businesses and large
corporations. In modern market economies, large corporations play a pivotal role
as SMEs cluster around these companies to act as subcontractors. SMEs offer spe-
cialized inputs since they enjoy greater flexibility and cost-efficiency. Incentives
could be offered to large enterprises to subcontract some of their activities to SMEs.

Conclusions

SME-support institutions, also called Business Development Services (BDS) orga-
nizations, need to introduce major changes in their management, structure, ap-
proach of work, level of expertise, and so on, in order to effectively meet the real
needs of small entrepreneurs. The experience of support institutions in the region
is relatively new, starting mostly in the early 1990s. It is therefore important to
benefit from international experiences in SME support. This can provide BDS
organizations with effective systems, mechanisms, values, and approaches to assist
them in the delivery of services to SMEs, in the hope that SMEs can increase their
competitiveness and face the challenges of globalization.

Regional and international experiences'® on support to SMEs suggest the fol-
lowing criteria for successful programs:

Specialization

Activities of BDS organizations generally lack focus; they are scattered and non-
integrated in a comprehensive framework or program, and with little follow-up
mechanism and activities.

Programs that provide nonfinancial support exclusively have proved to be more
cost-effective. When programs combine credit with nonfinancial support instruments,
clients are more interested in the financial services than the nonfinancial component
of the program. Specialization can be in one of the following areas: technical train-
ing, managerial training, counseling, marketing assistance, or information.

BDS organizations should not overdiversify their activities, but should focus
on what they can do most effectively. Specialization will raise the technical capa-
bility and capacity of the organization; it will also lead to increased capacity of the
organization in innovation and design of new services, within the scope of the
specific services provided.

Sector-Specific Approach

Services provided to clients in one specific sector are of a higher technical value.
Most of the BDS organizations, including the service delivery organizations and
business associations, provide services to several sectors at the same time: trade,
industry, agriculture, and so on. Many of the business associations, particularly
those in the industrial zones or cities, do not represent a specific subsector, but



204 GLOBALIZATION AND FIRM COMPETITIVENESS

instead represent several industrial branches. The existing business associations or
syndicates representing a subsector in the region are particularly active in the areas
of food industries, textiles, leather, and garments. These associations and syndi-
cates rarely devise programs of assistance to help members to improve efficiency
and competitiveness.

Scale

Programs should reach significant numbers of clients in order to be effective. The
scale of operation of most BDS organizations is very limited, reaching at most a
few hundred beneficiaries, while thousands of entrepreneurs within the same area
start or run their businesses with no support at all. Information technology now
provides good opportunities for BDS organizations to operate on a large scale
through various possibilities such as the conversion of training materials into CD
multimedia and the use of the Internet.

Sustainability

Fees should be charged for services rendered to clients. This makes the services
more valuable in the eyes of clients, thereby making them more likely to access
and subsequently use the service, and enables the organization to sustain its activi-
ties. For firms to achieve social objectives of certain services and at the same time
operate as a private profit maximizing firm, SMEs need the support and help of
governments and donors. The problem of sustainability is also caused by the low
salary of staff in these institutions, when compared with the salaries of staff in the
private sector. Low salaries encourage the staff to look for other jobs, thus reducing
the ability of these organizations to effectively sustain their activities.

Demand Assessment

There is a need to identify the real demand of the target group through needs
assessment surveys or other mechanisms before providing the services to entre-
preneurs. Training courses and advisory services should be tailored to the spe-
cific conditions and needs of the entrepreneurs. BDS organizations should be in
continuous close communication with their clients, to better understand their
needs and to conceive and implement programs that respond better to real needs.

A Businesslike Approach

The best BDS organizations to support SMEs are those operating on a commercial
basis, similar to the way SMEs operate. They are also similar to SMEs in terms of
their personnel, systems, and values." The “social” approach is still dominant in
the region in the provision of services. The government organizations and the non-
profit organizations in the region have proved to be more charity-oriented than
businesslike. The bureaucratic nature of these organizations is another constraint
keeping them from being cost-effective.
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Notes

1. The structured interviews of the sample of manufacturing SMEs (25 to 45 enterprises) were
conducted in four MENA countries: Bahrain, Jordan, Lebanon, and the Syrian Arab Republic
(ESCWA 1999).

2. Based on studies such as Egyptian Small and Micro Enterprise Association 1997.

3. See Mansour 1998.

4. All dollar amounts are U.S. dollars.

5. See Lall 2000.

6. One bank in Lebanon started charging $200 yearly administrative fees in 1999 without prior
notice to its SME customers.

7. El Mahdi and El Said 1996.

8. El Mahdi and EI Said 1996.

9. See ESCWA 1997, 1998.

10. Egyptian Small and Micro Enterprise Association 1997.

11. OECD 1997.

12. Schmitz 1995.

13. Committee of Donor Agencies for Small Enterprise Development 1998.

14. Committee of Donor Agencies for Small Enterprise Development 1998.
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CHAPTER 10

Beyond Credit—A Taxonomy of Small
and Medium-Size Enterprises and
Financing Methods for Arab Countries

Mahmoud A. El-Gamal
Nihal ElI-Megharbel
Hulusi Inanoglu

Small and medium-size enterprises (SMEs) have traditionally been confined to
economic development studies that focused on their role in poverty alleviation and
employment creation in poor countries.! Economic writings that focused on the
positive role of small-scale firms, such as Schumacher (1973), were viewed by
most economists as mere curiosities that went against the common wisdom that
economic growth and development implied capitalization on economies of scale
in industry. However, the link among SMEs, economic growth, entrepreneurship,
and international competitiveness has begun to play an important role in econo-
mists’ perceptions of their role in advanced as well as in developing economies.”

SMEs play a significant role in Arab countries, both in terms of the total num-
ber of enterprises and in terms of their contribution to employment levels. The
Arab Development Agency reported that the number of SMEs in the Arab world
increased from 114,000 in 1990 to 130,000 in 1995, and that the number of work-
ers in such enterprises increased from 1,845 million workers to 2,397 million work-
ers. During that same period the output of SMEs increased from $35 billion® to
$60 billion (or from 25 percent to 28 percent as a percentage of total manufactur-
ing output), their exports increased from $14.6 billion to $17.9 billion, and their
imports increased from $24.4 billion to $26.9 billion.*

208
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This clear indication that SMEs play an important role in economic growth
and export promotion, as well as in employment creation, is the motivation for this
chapter. Looking beyond traditional SMEs, which are considered strictly as devel-
opmental tools for poverty alleviation and employment creation, this study concen-
trates on the other types of SMEs that are more capable of helping Arab countries
to attain higher rates of economic growth in the short, medium, and long terms.

To this end the study first considers how SMEs are currently affecting the
growth rates in Arab economies in terms of overall economic growth. After estab-
lishing the significant influence SMEs have on growth rates, we propose a tax-
onomy of SMEs that differentiates between the diversity of enterprises included
under this umbrella term: traditional SMEs, market-niche-finding SMEs, and avant-
garde SMEs. We next discuss how each type functions in the general economy,
evaluate whether each contributes more to short- or long-term growth, and cite
ideal characteristics for the financial support systems they require. We then dis-
cuss specific financing schemes that are suggested for each SME type based on the
general characteristics described in the previous section. Finally, we conclude the
chapter by summarizing the study’s proposals.

The Economic Role of Small and Medium Enterprises
in the Arab World

The fundamental obstacles to raising the growth rates in Arab countries are the low
levels of domestic savings and investment, coupled with a significant gap between
the two. Figure 10.1 illustrates this fact by comparing the rates of savings and
investment in the Middle East and Eastern Europe with those of the Asian coun-
tries that experienced much faster rates of growth during the 1990s. Even during
the Asian crisis of the late 1990s, the rates of savings and investment in those
countries remained significantly higher than their counterparts in the Arab coun-
tries. The higher rates of savings and investment are largely responsible for fueling
the current Asian recovery and expectations of higher rates of growth into the
early 2000s. Figure 10.1 highlights two fundamental problems: (a) the need to
increase Arab domestic savings and investment and (b) the need to close the gap
between them through inflows of foreign savings.

There are numerous methods for closing the gap between domestic savings
and investment in developing countries. In recent years the most prevalent of those
methods has been foreign direct investment (FDI), which is preferred by most de-
veloping countries due to its other externalities in the areas of technology transfer
and export promotion.’ Unfortunately, as figure 10.2 illustrates, flows of FDI to the
region have lagged behind FDI inflows to other emerging markets, even during the
golden opportunity of the Asian crisis when flows to those countries slowed down.

Small and Medium Enterprises and Economic Growth
It must be noted that the size of SME activity in an economy is not necessarily a
direct contributor to economic growth. For instance, early empirical analyses of
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FIGURE 10.1 SAVINGS AND INVESTMENT IN ASIA, 1980-2005
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FIGURE 10.2 FDI INFLOWS TO EMERGING MARKETS BY REGION
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the relationship between firm-size distribution in certain sectors and productivity
growth (measured as total factor productivity [TFP]) show a negative relationship
(Acs, Morck, and Yeung 1999). However, as the authors point out (Acs, Morck,
and Yeung 1999, p. 393), the effect of SMEs on growth seems to be a catalyst.
SMEs tend to generate more innovations and develop an entrepreneurial class with
the requisite managerial skills, thus making larger firms in the economy signifi-
cantly more productive.®

Despite the invigorated interest in SMEs, there is a scarcity of data in all
countries. Unfortunately, this lack of data is most extreme in the countries that
need it most to formulate coherent policies toward SME promotion—the develop-
ing countries. In what follows, we use the very limited information we could find
on SMEs, and the SMEs’ role in the Arab countries to make comparisons with
other developing regions.

When comparing the relative numbers of SMEs to total enterprises across a
group of Arab and Asian countries, the relationship between the size of the SME
sector and GDP growth rates appears to be slightly negative, as shown in table 10.1
and figure 10.3.

This negative relationship is preserved (and indeed strengthened) if we use
another source—the official country statistics reported in Mansour 2000—together
with matched average GDP growth rates (table 10.2). There are some dramatic

TABLE 10.1 SMALL-AND MEDIUM-ENTERPRISE SHARE IN TOTAL
ESTABLISHMENTS AND THEIR CONTRIBUTION TO EMPLOYMENT
(percent)

SME contribution ~ Average GDP

Economy SME share to employment growth rate
Egypt* 90 75 4.5
Syria® 90 62 2
Lebanon® 84 — 3
Jordan! 93 32.9 5.7
Tunisia® 84 — 3.5
Bruneif 90 70 -1
Hong Kong, China' 98 60 -5
Japan 99.1 78 1.5
APEC! 90 (32-84) —
Member countries — — —

— Not available.

Note: APEC = Asia Pacific Economic Cooperation.

a. Giugale and Mobarak 1996.

b. Shahin 1999.

c. Hamdan 1995

d. Karmoul 1995.

e. Bechri, Najah, and Nugent 1999.

f. Global Information Network for SMEs Web site: http://www.gin.sme.ne.jp/.
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FIGURE 10.3 SHARE OF SMES IN TOTAL ESTABLISHMENTS VS. GROWTH RATE
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discrepancies between the figures presented in Mansour’s data and those in table
10.1, however. Contribution to employment in Egypt, for example, is reported at
75 percent in table 10.1 and at 11 percent in table 10.2. This difference can be
attributed to the general poverty of data on SMEs, as well as the wildly different
definitions used by different data collecting agencies.

Nonetheless, we can see in Figures 10.4 and 10.5 that the negative relation-
ship between the share of SME:s in the total number of establishments is preserved.
Moreover, we can see that SMEs’ contribution to overall employment is also nega-
tively correlated to GDP growth rates.

Small and Medium Enterprises and Export Growth

Evidence from the fast-growing Asian countries of the 1990s suggests that the
relationship between SME activities and overall export growth is rather complex.
As illustrated in table 10.3 and figures 10.6 and 10.7, there seems to be a negative
relationship between the percentage of total exports that are attributed to SMEs
and overall export growth. On the other hand, there is a positive relationship be-
tween the contribution of SMEs to manufacturing and overall export growth. Those
two relationships confirm the catalytic role played by SMEs that we have already
seen in the area of economic growth. The direct influence of SME:s is seen in both
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TABLE 10.2 SMES’ SHARE IN TOTAL ESTABLISHMENTS AND THEIR
CONTRIBUTION TO EMPLOYMENT

(percent)
SME contribution — Average GDP

Economy SME share to employment growth rate
Bahrain® 96.0 31.0 -2.0
Egypt* 76.0 11.0 4.5
Syria* 98.3 90.6 2.0
Lebanon® 99.1 78.5 3.0
Jordan® 92.5 40.8 5.7
Tunisia® 84.0 — 3.5
Brunei® 90.0 70.0 -1.0
Hong Kong, China® 98.0 60.0 -5.0
Japan® 99.1 78.0 1.5
APECe 90.0 32-84 —
Member countries — — —

— Not available.

a. Mansour 2000, based on official figures.
b. Bechri, Najah, and Nugent 1999.
c. Global Information Network for SMEs Web site: http://www.gin.sme.ne.jp/.

FIGURE 10.4 SHARE OF SMES IN TOTAL ESTABLISHMENTS VS. GROWTH RATE
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FIGURE 10.5 SHARE OF SMES IN TOTAL EMPLOYMENT VS. GROWTH RATE
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TABLE 10.3 SMALL-AND MEDIUM-ENTERPRISE CONTRIBUTION TO OUTPUT
IN MANUFACTURING, 1990S, AND EXPORTS, 1991-92

(percent)

SME contribution

to manufacturing ~ SME contribution Export
Economy output to exports growth rate
China — 40-60 23
Japan 52 — 12
Korea, Rep. of 44 40 30
Singapore 19 16 22
Malaysia — 15 26
Taiwan, China 39 56 —
Indonesia 30 11 14
Myanmar 71 — 9
Thailand — 10 21
Vietnam 40-70 20 —

— Not available.
Source: UN. 1998.
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FIGURE 10.6 SMALL- AND MEDIUM-ENTERPRISE ROLE IN PROMOTING
EXPORT GROWTH (a)
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cases to be paradoxically negative, but the positive externalities they generate for
larger firms are undeniable, both in achieving higher rates of growth and in en-
hancing the export orientation of the growth path.

This suggests that macroeconomic policymakers must target SMEs carefully.
SMEs that contribute directly to exports (for example, artisan-sector production
of quilts, rugs, leather products, and so on—highlighted as a success story in
Bangladeshi microfinance) are not necessarily the types of SMEs that contribute
to GDP, and overall export, growth. The types of SMEs that contribute signifi-
cantly to the growth of economic activity and exports seem to be enterprises that
function through subcontracting with the main industrial sectors of developing
countries. The policy implications of this relationship throw into question the
traditional microfinancing methods and target enterprises, and recognize the more
dynamic types of SMEs that could nurture the Arab world’s emerging entrepre-
neurial class.

Small and Medium Enterprises, Foreign Direct Investment, Exports,
and Economic Growth

There is no available evidence on inward SME foreign direct investment (FDI)
flows for any developing countries, and raw data from which such data may be
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FIGURE 10.7 SMALL- AND MEDIUM-ENTERPRISE ROLE IN PROMOTING
EXPORT GROWTH (b)
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generated are not readily available. An attempt was made to construct estimates of
SME FDI by using home country data on outgoing FDI by host country, and defin-
ing all such investments of $1 million or less as SME FDI inflows (U.N. 1998).
The resulting series is reported in table 10.4, along with GDP and export growth
rates intended for a preliminary analysis.

It has long been maintained that inflows of FDI funds to firms, especially
SMEs, contribute substantially to the development of human capital, both in
terms of higher levels of skills and productivity and in terms of managerial and
entrepreneurial skills. Unlike other sources of funding, incoming SME FDI is
likely to be an effective source of technology transfer, thus having a much more
dramatic impact on overall productivity in the economy. Figures 10.8 and 10.9
clearly illustrate that there is a positive relationship between SME FDI and GDP
growth, as well as export growth. In this regard, SME FDI seems to be a more
appropriate catalyst for bringing into effect the classical growth and export-
enhancing advantages discussed in the FDI literature.” While acknowledging the
severe limitation of traditional SME microfinance, these data seem to suggest
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TABLE 10.4 SELECTED ASIAN ECONOMIES: INWARD FDI FLOWS WITH
RESPECTIVE EXPORT AND GDP GROWTH RATES, 1995

Export GDP
Inward FDI flow growth rate growth rate
Economy (percent GDP) (percent) (percent)
China 0.04 23 7.8
Japan 0.003 12 -2.6
Republic of Korea 1.1 30 -6.8
Singapore 24.6 22 1.3
Taiwan, China 2.7 — 4.8
Indonesia 6.5 14 -13.7
Source: U.N. 1998.
FIGURE 10.8 SMALL- AND MEDIUM-ENTERPRISE FDI INFLOWS’ ROLE
IN PROMOTING GROWTH
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FIGURE 10.9 SMALL- AND MEDIUM-ENTERPRISE FDI INFLOWS’ ROLE
IN PROMOTING EXPORT GROWTH
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that more innovative types of SME should be the primary targets of macroeco-
nomic policymakers.

A Taxonomy of Small and Medium Enterprises
and Their Economic Role

As mentioned before, although SMEs have become a popular topic of discussion in
recent years, a very limited amount of critical thought has been applied to them to
date—particularly in terms of the methodology most often used to approach them.
Economists have traditionally discussed SMEs only in terms of size, distinguish-
ing among micro, small, and medium-size enterprises. However, proposing that
such categories are not particularly conducive to study, this analysis presents a new
taxonomy of SMEs that distinguishes among three main types: (a) SMEs in tradi-
tional production areas, (b) SMEs that identify an emerging market niche, and (c)
SMEs in avant-garde (high-tech and other “new economy”) industries. All three
types share some key features: small size in terms of total employment and total
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capital stock, a low capital-labor ratio, high responsiveness to market condi-
tions, and unsuitability of the SME credit-risk structure for conventional bank
financing. Moreover, all three types of SMEs offer similar economic advantages
for growth and development, including employment creation, promotion of an
entrepreneurial class, the creation of a more skilled labor force, and enhanced
economic dynamism.

Despite these similarities, however, there are fundamental differences among
the three types of SMEs that render certain alternative sources of financing appro-
priate for some but not for others. In this section we provide a more detailed tax-
onomy of the three SME types. In all three cases our focus will be on the factors
that render such enterprises “small or medium-size,” their significance to the
economy, whether they contribute more to short- or long-term growth, and ideal
characteristics for the financial support systems they require.

Traditional Small and Medium Enterprises

SMEs in traditional areas of production fit the classical stereotype of small-scale
industry. Such enterprises specialize in producing goods and services, or compo-
nents thereof, with technologies and managerial processes that do not exhibit econo-
mies of scale. This lack of economies of scale and the low-skilled, labor-intensive
aspects of their production and management technologies render them an ideal
vehicle for employment creation and poverty alleviation. Such enterprises survive
on direct production to the market, or subcontracting with larger enterprises that
produce goods for a larger market. In either case, they draw on labor in the vicinity
of a specific market or firm location. In the latter case, they rely on a flexible pool
of unskilled workers that can flow between the SME and traditional sectors during
various phases of the business cycles.

Such enterprises are expected to produce low rates of return on capital, and
tend to be staffed and managed by relatively unskilled workers and entrepreneurs.
In most cases, entrepreneurs in these types of enterprises in Arab countries lack
access to bank credit for reasons similar to those faced by similar entrepreneurs all
over the world:

e Lack of efficient credit ratings systems, as well as lack of local financial
institutions with direct knowledge of the borrowing agent

e Agency problems and associated credit risk perceived to be too high
e Fixed cost of establishing an information network or local branches too
high for commercial banks to undertake, given the low rates of return

expected to be earned by such enterprises.

This class of SME:s is the traditional class considered at length by economic
development agencies, and for which a variety of financial solutions have been
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provided in theory and practice. Such financial solutions tend to concentrate on
government-led efforts to encourage public banks to extend low-interest loans to
such entrepreneurs, together with cooperative efforts from nongovernmental orga-
nizations (NGOs) and international economic bodies.

Despite the concerted efforts of Arab governments, NGOs, and international
economic bodies, there is still a significant classical credit gap for SMEs (Stiglitz
and Weiss 1981) in the Arab world. Table 10.5 illustrates the size of this gap.

Consequently, existing SMEs rely mostly on personal or family funds. The
resulting dependence on individual—and family—wealth gives rise to the famil-
iar situation in other contexts wherein success of SMEs depends crucially on
individual wealth and human capital (Evans and Jovanovic 1989; Black, de Meza,
and Jeffreys 1996; Cressy 1996). Table 10.6, which reveals the sources of fund-
ing of 173 surveyed SMEs in Egypt (representing 66 percent of the active bor-
rowers in the region [Brandsma and Chaouali 1999]), illustrates the excessive
dependence on private funds that is, without exception, more pronounced for
smaller enterprises.

This study (Nathan Associates 1997) also sheds light on the fact that tradi-
tional SME entrepreneurs are not a homogeneous group. By evaluating the bimodal
distribution of educational levels of the 173 surveyed SME entrepreneurs (table
10.7), we can see that SME entrepreneurs in Egypt are a heterogeneous group,
with a resulting heterogeneity of the type of SME they run.

This empirical evidence seems to suggest that there is a vicious circle for fi-
nancing the first type of SMEs in the Arab world. “Type 1” SMEs are of primary
importance, since they employ relatively poor and low-skilled (low human capital)
workers and entrepreneurs. However, theory and evidence suggest that the govern-
ment and NGO-sponsored “microfinance” plays a minor role for such enterprises,
a role that becomes more insignificant the more “micro” the finance tends to be.

TABLE 10.5 CREDIT GAP FOR SMALL AND MEDIUM ENTERPRISES
IN THE ARAB WORLD

Outreach gap Microfinancing gap
Economy (number of borrowers) (millions of dollars)
Egypt, Arab Rep. of 1,475,000 371
Jordan 145,000 54
Lebanon 36,000 37
Morocco 485,000 194
West Bank and Gaza 33,000 17
Yemen, Rep. of 649,000 97

Source: Brandsma and Chaouali 1999.
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TABLE 10.6 SOURCES OF INVESTMENT CAPITAL FOR 173 SURVEYED EGYPTIAN
SMALL AND MEDIUM ENTERPRISES

(percent)
Enterprise

Firm size Micro Small Medium
Personal savings 87 69 64
Family and friends 4 3 0
Bank loan 8 27 36
NGO loan 1 0
Supplier loan 0 1 0

Source: Nathan Associates 1997.

This result is not surprising, given the fact that the previously discussed classical
problems with financing SMEs (higher credit risk and asymmetric information,
together with profit margins that are too low to justify the initial investment in
local branches, and information and monitoring agencies) are particularly acute
for microenterprises.

As recent studies® have shown, of the 60 surveyed microfinance programs in the
region, only two are sustainable, with eight others approaching sustainability; the
balance are considered to be unsustainable. An ideal solution for this vicious circle

TABLE 10.7 EDUCATIONAL LEVEL OF ENTREPRENEURS OF 173 SURVEYED
EGYPTIAN SMES

(percent)
Enterprise

Educational level Micro Small Medium
Postgraduate 0 3 4
University graduate 20 39 52
Technical 20 19 8
High school 6 8 4
Basic education 18 6 16
Can read and write 23 23 12
Can read 4 0 0
Illiterate 9 2 4

Source: Nathan Associates 1997.
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may be for Arab countries to implement group-lending microfinance agencies (such
as, for example, Grameen Bank in Bangladesh). Concentrating microfinance opera-
tions on group lending to the most traditional SMEs can help alleviate many of the
sustainability problems facing NGOs and other funding agencies.

Market-Niche-Finding Small and Medium Enterprises

The second type of SME entrepreneurs we consider are dynamic businessmen who
discover unexploited market niches in the domestic or world markets, and move
quickly to capitalize on them. The small size of this type of SME is dictated by the
dynamic nature of the operations, shifting from one focus to another as competitors
fill market-niches and new niches are identified. This type of SME is not suited for
microfinancing or any other traditional form of financing administered by conven-
tional bank loan officers. Attempting to finance such dynamic businesses through
traditional loans is impractical for at least two reasons. First, loan officers are
accustomed to evaluating projects based on experience in the area of business and
the performance of comparable competitors. However, by the very nature of the
market-niche finders, they are pioneers in new markets, where neither they nor
others have an established track record for the loan officer to analyze. Second, the
monitoring costs in such dynamic areas are very high, and the types of group
lending and agent-monitoring that are prescribed for traditional microfinance are
also inapplicable. Therefore, agency problems prevail for such SMEs, rendering
them unattractive candidates for any type of conventional loan financing.

Two fundamental problems result from this mismatch between conventional
bank lending institutions and our “type 2" SMEs. First, because banks are reluc-
tant to lend to such entrepreneurs, we expect excessive reliance on the entrepreneur’s
wealth as well as informal financing through family and friends. Second, the only
entrepreneurs in those types of SME sectors who will be able to obtain loans from
conventional financial sources are the ones who seem to have low levels of credit
risk due to such individual and family wealth. Those two factors, in turn, give rise
to two sources of market distortion. First, active entrepreneurs in those sectors will
not necessarily be the most talented in the economy, but rather the ones with the
appropriate initial level of wealth. Second, the ability of those mediocre entrepre-
neurs to leverage their initial capital through access to conventional loans amplifies
the riskiness of those sectors artificially, compounding the initial agency problems.

Thus, in order to allow the best entrepreneurial talents in the economy to
participate in this sector and maximize economic efficiency, we need to develop a
set of financing alternatives for this type of entrepreneur. In general, the form of
financing we seek for type 2 of SMEs must:

e Require little knowledge of the industries in which the SME will venture

*  Minimize agency problems and credit risks which are borne by the finan-
cial institution, and consequently
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e Be readily available at low cost to entrepreneurs with no initial wealth or
track record.

Avant-Garde Small and Medium Enterprises

The final type of SME we consider is the “path-finding” type. The entrepreneurs
involved in this type of enterprise are highly skilled risk takers. While the small
size of the first type of SMEs was dictated by lack of economies of scale, and that of
the second type was dictated by the dynamism and shifting emphasis on different
markets, the “smallness” of this third type of SMEs is dictated by its riskiness. The
first two types of SMEs had little to no scope for utilizing economies of scale. In
contrast, type 3 SMEs are predicated on taking substantial risks precisely because
of the potential existence of significant economies of scale. The entrepreneur risks
losing a substantial portion of the capital put into this type of enterprise, and there-
fore attempts to sink the minimum possible initial investment into it before in-
creasing the size of the enterprise to capitalize on its significant economies of
scale, if successful.

Like type 2 SMEzs, this type of SME exhibits features (lack of a track record
and so on) that render dependence on conventional financial means impractical
and distortionary. However, it lacks the second type of SME’s emphasis on dyna-
mism, which encourages investment in forms of fixed capital with multiple uses
(for example, vehicles, real estate, and so on). Such forms of capital are easy to
finance through lease contracts, since the agency risks are largely reduced by the
financing agency’s ability to inspect the leased capital goods periodically, and to
seize possession in case of default. In the case of avant-garde enterprises, however,
the capital investment can be largely in human capital (for example, software firms,
Internet-based commerce, and so on) or unconventional forms of capital (for ex-
ample, manufacturing prototypes of a new machine and so on). Such forms of
capital are difficult to inspect and virtually impossible to seize if the circumstances
dictate such actions. Moreover, conventional financial institution employees (loan
or lease officers) would need to acquire substantial amounts of human capital in
the area in question to determine the feasibility and probabilities of success and
failure of the enterprise.

These limitations suggest that the financial institutions that cater to this type
of SME must possess two main properties. First, they must have substantial infor-
mation on the specific sector within which the new SME is venturing. Second, they
must rely on equity-based financing, since monitoring is virtually impossible and
the capital in which funds are invested is difficult to recover if such an action (that
is, to recover the capital) is needed. Knowledge of the industry minimizes the ini-
tial cost of assessing the success probability of the SMEs, while equity investment
allows the funding agency to share in its potential capitalization on economies of
scale. The ideal institution for funding this third type of SME would therefore
consider a large number of potential investments in a specific sector, and diversify
the high risks of each such investment by investing in a large number of relatively
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small enterprises. This is the venture capital financing model, which is credited
for the “new economy,” which is based on high technology, and which is spreading
throughout much of the industrial world.

As we shall see, establishing a reliable and transparent system of intellectual
and physical property rights is crucial for the existence of such a venture capital
sector that undertakes significant risks, and relies for profitability on the security
of equity stakes in highly profitable enterprises. Similarly, the lease financing ap-
proach advocated for the second type of SMEs requires security of property rights
and transparency of the legal and regulatory system, which allows the leasing agency
to seize its assets if the SME were to shirk its responsibilities. Any additional
credit or legal risk would render such institutions inoperable, and limit the ability
to create a thriving sector of SMEs of the second and third types. The SMEs of type
2 and 3 are the ones most conducive to economic growth, while the type 1 SME
is—at best—an indirect form of socioeconomic welfare subsidization. Therefore,
most of our policy suggestions would pertain to the creation of an enabling envi-
ronment for the latter two types of financing.

A Taxonomy of Matched Financing Sources for Small
and Medium Enterprises

Based on the outlines given in the previous section, we shall now suggest appropri-
ate alternative sources of financing and government policies that can enhance the
utilization of the three types of SMEs.

Group Lending to Traditional Small and Medium Enterprises
The best means for funding the traditional type of SME is largely in place in many
Arab countries and constitutes traditional microfinance. This type of finance is
mostly conducted by conventional bankers, who undertake it reluctantly to satisfy
government requirements. Thus, the largest active parties in this form of finance in
the Arab world have tended to be state-owned banks, as well as NGO-financed
operations.

However, as we have previously stated, most of those microfinance operations
in the region are not financially sustainable (see Brandsma and Chaouali 1999).
The reasons for this unsustainability are the same ones that discourage private
bankers from engaging in microfinance: (a) lack of information about potential
borrowers, (b) low profit margins earned by the SMEs seeking microloans, and (c)
lack of collateral. The last two factors make microloans risky (due to adverse
selection and moral hazard problems associated with the one-sided incomplete
information), while the low profitability factor makes it difficult for banks to com-
pensate for this risk through higher interest rates. As a result, microfinance of
SMEs continues to be an NGO- or government-subsidized industry, which renders
it a form of transfer to the poor rather than a bona fide financing operation.
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Such transfers to the poor are indeed warranted, and microfinance may pro-
vide a more useful enabling environment to the poor than a simple welfare transfer.
To help this emerging industry become more sustainable, it is important to solve
the adverse selection and moral hazard problems outlined above. The tendency to
date seems to have concentrated on government- and NGO-backed guarantee cor-
porations intended to encourage private financial institutions to participate in
microfinance. However, it is well known (Adams and Vogel 1984) that govern-
ment- and NGO-sponsored credit programs for the poor have extremely low repay-
ment rates (below 25 percent). In the Egyptian experience, which constitutes the
lion’s share of microcredit in the Arab world, with the exception of Egypt’s Na-
tional Bank for Development (NBD), which reports a repayment rate of 97 per-
cent, most other banks in the Arab world seem to have experienced much lower
repayment rates (Nathan Associates 1997).

An alternative and complementary method that seems to have been largely
ignored in the Arab world is the concept of group lending (Adams and Landman
1979), popularized in recent years by the perceived success of the Grameen Bank
in Bangladesh (Hossein 1988). The theoretical foundations for using groups’
abilities to apply moral suasion, which can be viewed as a form of “social collat-
eral” (Besley and Coate 1995), have been well established. The basic idea is that
moral hazard problems, and the associated agency costs incurred by the
microlending institution, can be reduced significantly through a system of “agents
monitoring other agents” (Varian 1990). While the idea of group lending has
been associated mainly with rural lending in rural Bangladesh (and earlier in
Egyptian agricultural cooperatives of the 1960s), the theoretical arguments for
the alleviation of agency costs apply to other environments (for example, groups
of artisans, guilds, unions, and so on). To the extent that microlending to tradi-
tional SMEs continues to be a major part of NGO and government economic
development policies, coupling this strategy with a group-lending approach may
improve the sustainability of the lending institutions and assist in achieving the
goals of the sponsoring agencies.

Leasing to “Niche-Finding” Small and Medium Enterprises

We have argued that the recently emerging class of Arab entrepreneurs is concen-
trated in dynamic enterprises, where they aim to capitalize on short- to medium-
term domestic or international market niches. Those entrepreneurs are very
competitive and thus may not be expected to exercise moral suasion on one an-
other. Therefore, they are very poor candidates for group-lending institutions.
Moreover, because of their dynamism, their geographic and sectoral affiliations
are constantly shifting, which renders those of them who lack substantial collat-
eral poor candidates for any form of lending. As we have argued previously, the
need for collateral limits this sector somewhat to those entrepreneurs who al-
ready have access to funding sources through individual wealth, family, and
friends. Lending to those individuals is tantamount to allowing them to exercise



226 GLOBALIZATION AND FIRM COMPETITIVENESS

excess leveraging of their initial capital, thus amplifying the risks associated with
the sector, and increasing the agency costs of lending to those without such initial
sources of capital. The result, it was argued, is an inefficient allocation of re-
sources toward already established entrepreneurs, limiting the desired potential
for this sector to provide nourishment for a growing entrepreneurial class, and
encourage innovation.

For this class of entrepreneurs, the bulk of their capital needs may be office
spaces and equipment, warehouses and storage spaces, transportation vehicles, and
so on. While the types of businesses in which these SMEs engage may be in con-
stant flux, the forms of capital they require are by necessity traditional and thus
can be monitored. This suggests that lease and lease-purchase financing can be a
very successful source of funding for entrepreneurs in this sector. The advantage of
lease financing is that lease payments are calculated to ensure that the value of the
asset after normal market depreciation remains above the balance needed for the
lessee to purchase the object from the lessor. The leased object thus becomes a de
facto collateral that the lessor may seize in case of default or if signs of abuse of the
leased object are detected. Thus, the agency costs associated with moral hazard are
reduced from the costs of monitoring the activities of the agent to the much lower
costs of inspecting the leased object. Because of the general use of the capital
goods thus leased, it is not difficult for funding agencies to have in-house experts
who can monitor the depreciation of this collateral.

The leasing vehicle is also useful due to its ease of securitization, which
would allow the leasing companies to reduce the risk they bear. While Arab
financial markets remain largely underdeveloped in the areas of asset-based
securitization, some advances have begun, starting in the mid- to late-1990s. For
instance, the Saudi National Commercial Bank (NCB) first introduced asset-
backed securities (ABSs) in 1994, through its Corporate Finance Group division.
The activities in such securities have been increasing within Saudi Arabia and
mobilizing intraregional financial flows.® The increased emphasis of interna-
tional banks on using ABSs as a vehicle for investing in emerging markets, and
in particular in the Middle East and emerging European markets, suggests that
growth in the leasing industry and associated securitization can provide a valu-
able source of foreign investment funds.'” New developments in the area of re-
ducing sovereignty risk through international insurance companies'' also promise
that this sector may continue to grow in the future, provided that the Arab coun-
tries continue to liberalize their financial markets and develop a stable and trans-
parent legal and regulatory framework.

Venture Capital Financing of Avant-Garde Entrepreneurs

The class of SMEs we labeled “avant-garde” in section II is perhaps the largest
potential contributor to effecting the type of economic growth needed for Arab
countries. This type of SME is more likely to attract FDI flows, cultivate manage-
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rial and entrepreneurial skills, and increase productivity in different parts of the
economy. Unfortunately, the very advantages that make avant-garde SMEs attrac-
tive to a developing country also make traditional financing methods inapplicable
to them.

The avant-garde SMEs are high-risk, high-return ventures. This is not in the
domain of conventional banks, which provide low-risk, low-return financial inter-
mediation. Thus, conventional banks are limited to dealing with traditional SMEs,
where low risk implies low return, both at the enterprise and at the economic
levels. The riskiness of the projects undertaken by SME:s is further exacerbated by
the novelty of the sectors in which they operate. Another source of risk is the
unconventional nature of avant-garde SME capital, a substantial portion of which
takes the form of “inalienable” human capital which cannot be repossessed by a
funding agency (Hart and Moore 1994), thus rendering avant-garde SMEs poor
candidates for lease financing.

The ideal financing method for high-risk, high-return avant-garde enterprises,
judging from historical experiences of advanced industrial economies, seems to be
the venture capital model (Doerflinger and Rivkin 1987). This model is predicated
on the existence of groups of investors who are willing to invest in a number of
small enterprises with high probabilities of complete failure and great success.
They provide funds to SMEs in exchange for a claim to a share of the enterprise’s
equity. If the enterprise is successful, the venture pays the investors handsomely.
Venture capital firms attempt to reduce risks in a number of ways. First, they spe-
cialize in a specific industry, thus maximizing their ability to formulate good ex
ante expectations of potential losses and gains for any potential enterprise. Second,
they diversify the risk by investing simultaneously in a number of competing SMEs,
thus increasing the chance that at least one of their investments will pay, compen-
sating them for the many losses they may incur. Third, by staging their investment
expenditures in each enterprise, they minimize agency risks induced by one-sided
asymmetric information (Gompers 1995).

This staging of investment also guards against the firms’ renegotiation of the
investors’ claim at a later stage (Neher 1999). Sahlman (1990) provides a methodi-
cal treatment of the means by which venture capital firms monitor and exercise
some control over the actions of entrepreneurs until such time that the entrepre-
neurs’ human capital is embodied in the enterprise. The value added by entrepre-
neurs is determined by their managerial abilities. Often, once an enterprise reaches
that point of its development, when human capital is embodied in the enterprise,
the avant-garde entrepreneurs receive compensation for their earlier efforts, and
the enterprise is turned over to traditional managers who seek traditional means of
debt and equity financing of the firm. If an avant-garde SME reaches this stage of
development, the firm makes a transition out of the SME category into the main-
stream sectors of the economy, carrying with it the advantages of increased produc-
tivity growth and possible access to FDI inflows and export markets.
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Conclusion

The preceding taxonomy of SME types and their appropriate means of financing
suggests that the government’s role in encouraging SME growth and financing should
be less direct than it seems to be in the Arab world. This involves limiting the role of
NGO- and government-sponsored microcredit to the poor, and concentrating instead
on creating an enabling environment for private financial institutions to take the
lead. This enabling environment requires a transparent legal structure of property
rights and repossession procedures to assure leasing companies that the costs of re-
possessing leased capital goods are manageable. Such a legal structure will also
make it easier for venture capital firms to form and finance the most innovative
SMEs, while ensuring the safety of their claims to equity in the emerging firms. The
role of the government and NGOs in poverty alleviation and employment creation is
likely to continue focusing on welfare-motivated transfers through microcredit. It is
advisable to take a longer-term view of the problems of development and poverty,
however, recognizing that those welfare goals may best be met if SMEs play a piv-
otal role in achieving a sustainable path of economic growth.

In summary, our three types of SMEs can be ranked in terms of their contribu-
tion to economic success, as well as their regulatory and legal requirements:

e Traditional SMEs contribute very little to long-term growth and develop-
ment. The best financial vehicle for funding such SMEs is group lending
through conventional banks and NGOs. In their ability to attract money
through international NGOs and development funding agencies (for ex-
ample, International Finance Corporation [IFC], United States Agency
for International Development, and so on), this class of SMEs may assist
in enhancing the inflow of foreign savings into Arab countries, through
official and semi-official debt. Historically, this form of capital inflow
has had the lowest correlation with economic growth and development.
The main advantages of this type of SMEs and associated financing meth-
ods are the ability to meet short-term needs of poverty alleviation and
employment creation, together with the fact that the regulatory frame-
work for such financing is already in place in all Arab countries.

e Market-niche-seeking SMEs contribute more to long-term growth and
development, and can serve as a vehicle for channeling private foreign
savings through ABSs of leasing company accounts receivable. The dis-
advantages of this type of SME are that it relies on the exploitation of
market imperfections which are likely to disappear in the long term, as
well as its limited potential for increasing FDI inflows. On the other hand,
the existing class of entrepreneurs engaged in this sector has contributed
to recent growth trends, and this class of SMEs may serve as a nurturing
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environment for more enterprising entrepreneurs to emerge. Moreover,
the regulatory framework for meeting the financial needs of this sector is
quickly taking shape in many Arab countries. As the market matures,
traditional sources of development financing can contribute further to the
maturity of this sector. Indeed, the IFC and other agencies have played a
major role in enhancing the potential for ABS financing to play a larger
role in the region.'

e In the long term, the third class of SMEs is the only one in our taxonomy
that promises to serve as an engine of private sector—led export-oriented
growth. It is also the class of SMEs best positioned to play a major role in
enhancing the inflow of managerial and technology-transferring FDI.
Unfortunately, the venture capital financial institutions best suited for
funding such SMEs are very scarce in the Arab world, and the financial
regulatory framework necessary for their viability remains largely under-
developed there.

Notes

1. See, for instance, the literature review in Admiraal 1996, and the references therein.
2. See Acs 1996, and the references therein.

3. All dollar amounts are U.S. dollars.

4. As reported in Cairo Chamber of Commerce 1999.

5. For a brief survey of the pros and cons of FDI and means of attracting its flows to Arab
countries, see El-Erian and EI-Gamal 1997.

6. See Carson and others 1995, pp.74-76, for a discussion of the role of SMEs in developing
such skills.

7. See El-Erian and El-Gamal 1997 for a brief survey of those advantages as they pertain to the
Arab world.

8. Brandsma and Chaouali 1999.
9. See Al-Jifri 1998 for a discussion of the increased volume of ABS trading in Saudi Arabia.

There is also evidence that some Egyptian companies have used the National Commercial
Bank’s (NCB’s) services to securitize some of their own accounts receivables.
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10. Chase Bank of America and other international banks have begun paying more attention to
the ABS market in the Middle East (Asset-Backed Security Week 1997).

11. See Asset Sales Report 1999.

12. Starting in 1997 the IFC played a leading role in pioneering ABS finance in Lebanon and
Morocco (Asset Sales Report 1996).
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CHAPTER 11

The Competitive Position of the
Tourism Industry in the MENA Region

Sahar Tohamy

Broadly defined, tourism is regarded as the world’s largest and fastest growing
industry, accounting for over one-third of the value of the total worldwide services
trade. Highly labor-intensive, it is a major source of employment generation in
industrial as well as in developing countries. Tourism demand, both domestic and
international, is directly related to income levels, and therefore has prospered as
global wealth has increased.

The World Tourism Organization ranks tourism in the top five export catego-
ries for 83 percent of countries, notably in Europe, the Middle East, and the Ameri-
cas. Furthermore, tourism is the leading source of foreign exchange in at least one
in three developing countries. According to World Travel and Tourism Council
(WTTC) estimates, tourism worldwide employed 8.2 percent of workers in 1999,
and general travel accounted for 11 percent of worldwide gross domestic product
(GDP) in 1999. For developing countries, it is one area where they run consistent
trade surpluses, widening steadily from $4.6 billion' in 1980 to $63.1 billion in
1997. In addition, tourism’s role in the world economy is expected to grow even
further in the next couple of decades, with predictions that travel and tourism will
add 5.5 million new jobs per year until 2010.

With a view on utilizing tourism’s growth potential for the benefit of Middle
East and North Africa (MENA) countries, and with the complexity of developing
sector policies for tourism, this chapter raises the following questions:

233
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a. What is the current position of MENA in world tourism?
b. What are the strengths and weaknesses of the region?
c. How can we enhance the region’s tourism prospects?

The chapter is organized as follows. First we summarize global industry trends,
recent developments, and industry prospects and highlight the MENA region’s
tourism-related indicators. Next we use four country-level cluster analyses from
MENA to highlight common strengths and weaknesses. These analyses are studies
of Egypt, Tunisia, Jordan, and the Palestinian territories. Finally we focus on marketing
strategies (demand side) and human resource development (supply side), which
are the two policy areas necessary for enhancing tourism’s potential in the region.

The Current Position of Middle East and North Africa
in World Tourism

In the 10 years from 1989 to 1998 tourist arrivals worldwide grew at an average
annual rate of 4.9 percent. International receipts (excluding transport) increased
by a corresponding 7.9 percent annually during the same decade. In 1997 tourism
receipts accounted for a little over one-third of total exports of services and slightly
over 8 percent of the total world exports of merchandise (table 11.1).

In contrast to trade and current account deficits for developing countries, travel
account balance has been persistently in surplus, widening steadily from $4.6 bil-
lion in 1980 to $63.1 billion in 1997. Developing countries’ surplus in travel al-
most doubled in the second half of the 1980s, a doubling attributed to a sharp
widening of surplus in Asia and Pacific (excluding Japan, Australia, and New
Zealand) and Africa. In 1997 developing countries’ travel surplus was $63.1 bil-
lion, offsetting more than two-thirds of their current account deficit.

Despite the growing importance of tourism activity in developing countries,
the top 10 tourism destination and earner countries remain dominated by the United
States (7 percent of international tourist arrivals and 16.5 percent of tourism re-
ceipts), France (11 percent of arrivals and 7.5 percent of receipts), and Spain (8

TABLE 11.1 IMPORTANCE OF TOURISM IN WORLD TRADE, 1995-97

Indicator 1995 1996 1997
International tourism receipts (billions of dollars) 403 438 438
Share of tourism in exports of commercial services (percent) 34 34 34
Share of tourism receipts in merchandise exports (percent) 8 9 8

Source: World Tourism Organization 2000.
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TABLE 11.2 TOP 10 TOURISM DESTINATIONS AND EARNERS, 1999

Share Share

Dollars in world Dollars in world
Country (millions)  (percent) Country (millions) (percent)
France 71,400 11 United States 73,000 16.5
Spain 51,958 8 Spain 33,572 7.6
United States 46,983 7 France 32,876 7.5
Ttaly 35,839 5 Italy 31,000 7
China 27,047 4 United Kingdom 20,972 4.8
United Kingdom 25,740 4 Germany 16,406 3.7
Mexico 20,216 3 China 14,099 3.2
Canada 19,556 3 Austria 11,259 2.6
Poland 17,940 3 Canada 10,282 2.3
Austria 17,630 3 Mexico 7,850 1.8
Subtotal 335,036 51 Subtotal 251,316 57
World total 656,933 100 World total 441,255 100

Source: http://www.world-tourism.org.

percent of arrivals and 7.6 percent of receipts) (table 11.2). Regionally, Europe
dominates the market with close to 60 percent of total tourism receipts and arriv-
als. The corresponding shares for the MENA region are between 2 and 3 percent
for receipts and arrivals, respectively (figure 11.1). Within MENA the main tour-
ism players in 1999 were Tunisia with 4.9 million arrivals, Egypt with 4.4 million
arrivals, and Morocco with close to 4 million arrivals. On the receipts side, Egypt
dominates with close to $4 billion, followed by Morocco and Tunisia, $1.9 billion
and $1.6 billion, respectively. Turkey and Israel represent the other non-Arab main
players in the Middle East region, with Turkey receiving 6.8 million tourists and
Israel 2.2 million for 1999 (table 11.3).

As for the importance of tourism to hosting economies in the MENA region,
WTTC estimates that tourism contributed 7.3 percent of the Middle East’s GDP
(6.8 percent for North Africa), 7.1 of total employment (6.1 percent for North
Africa), and 9 percent of gross investment (6.1 percent for North Africa). Tourism
plays a more important role in economies of all other regions, with the exception of
South Asia and Latin America (table 11.4).

Strengths and Weaknesses of Selected MENA Countries and
Economies: Egypt, Jordan, Tunisia, and the Palestinian Territories

In spite of the fact that each of the countries and economies studied has its own
unique features in terms of the size of tourism in its respective economy and the
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FIGURE 11.1 REGIONAL DISTRIBUTION OF RECEIPTS IN 1998

AND ARRIVALS IN 1999
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Source: http://www.world-tourism.org/.

nature of its tourism assets, there are general strengths and weaknesses that cut
across all four regions.? Tourism represents a primary source of foreign currency in
all of these four entities. In 1997, for example, receipts for Egypt, Jordan, and
Tunisia represented 40 percent, 45 percent, and 56 percent of total service exports,
respectively. Tourism receipts account for around 5 percent of GDP in Egypt, 8
percent of Tunisia’s GDP, and 12 percent of Jordan’s GDP. The following sections
highlight the common strengths and weaknesses in these four economies.

Strengths

Geographical, historical, and economic development features lend themselves to
some natural points of strength for the region. The most important among these are
abundant natural and historical endowments, the region’s proximity to Europe,
and the potential for a substantial increase in domestic growth from the region’s
own countries.

NATURAL AND CULTURAL ENDOWMENTS

Many people rank the Middle East region’s attractions among the most important
places to visit in the world. The opportunities for expansion of cultural tourism
given the region’s concentration of religious and historic sites can hardly be over-
estimated, especially when the Middle East itself was for centuries the strategic
land bridge for the trade routes between the Orient and Europe. As the spiritual
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TABLE 11.3 TOURIST ARRIVALS AND RECEIPTS BY COUNTRY IN THE MENA
REGION, 1995-99

Tourist arrivals (to United States) Tourism receipts (millions of dollars)

Country 1995 1996 1997 1998 1999 1995 1996 1997 1998 1999
Tunisia 4,120 3,885 4,263 4,718 4880 1,402 1,451 1414 1,557 1,608
Morocco 2,602 2,693 3,072 3,243 3950 1,304 1,674 1,449 1,745 1,850
Turkey 7,083 7,966 9,040 8,960 6,800 4,957 5962 8,088 7,809 5,000
Egypt, Arab

Rep. of 2,872 3,528 3,657 3,213 4,489 2,684 3,204 3,727 2,564 3,815
Israel 2,215 2,100 2,010 1,942 2240 2,964 2955 2,836 2,656 3,050
Saudi Arabia 3,325 3,458 — — — 1,210 1,308 — — —
Syrian Arab Rep. 815 830 891 1,267 1,393 1,338 1,206 1,035 1,190 1,360
Jordan 1,068 1,096 1,116 1,248 — 661 743 774 853 —
Northern Africa 7,305 7,248 — — — 2,600 2,864 — — —
Middle East 13,465 14,084 — — — 7,115 7,739 — — —
World total 567,381 599,035 619,718 636,676 656,933 407,317 437,938 439,896 441,255 —

— Not available.

Note: Northern Africa = Algeria, Morocco, Sudan, and Tunisia. Middle East = Bahrain, Egypt, Iraq,
Jordan, Kuwait, Lebanon, Libya, Oman, Qatar, Saudi Arabia, Syria, United Arab Emirates, and the Re-
public of Yemen. Total includes Middle East, North Africa, Turkey, and Israel.

Source: World Tourism Organization 1998.

center for three of the world’s major religions—Christianity, Islam, and Judaism—
much of MENA countries’ past is shared or related—with common traditions and
beliefs. Egypt alone is said to have nearly two-thirds of the historical monuments
in the world (Fawzy 1998). This diverse and rich tourism asset base presents a
huge opportunity for better utilization. At the same time, there are tremendous
opportunities in leisure tourism development that capitalize on the region’s superb
climate and other natural gifts.?

PROXIMITY TO EUROPE

Geographically speaking, the MENA region is a neighbor to one of the most im-
portant areas in exporting tourism. Europe accounts for around 60 percent of world
tourists. Even with over 90 percent of these tourists traveling within Europe, it
remains the largest exporting region, accounting for close to 40 percent of total
world tourism (figure 11.2).

Already countries such as Egypt, Morocco, and Tunisia receive a large share
of their tourists from Europe. European tourists constituted 64 percent, 83 percent,
and 56 percent of Tunisia’s, Morocco’s, and Egypt’s arrivals in 1998, respectively.
Tourism practitioners in these countries are familiar with Europeans’ demands and
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TABLE 11.4 TRAVEL AND TOURISM ECONOMY, 1999

(percent of total)

Region GDP Employment Investment
Caribbean 20.6 16 25.7
Other Western Europe 15.4 15.8 16.1
Oceania 14.7 15.6 15.8
European Union 14.1 14.5 13.9
North America 11.8 11.9 11.7
Sub-Saharan Africa 11.2 11.7 9.8
Central and Eastern Europe 11.1 7.4 9.7
Southeast Asia 10.6 7.4 9.5
Northeast Asia 10 7.3 9.1
Middle East 7.3 7.1 9
North Africa 6.8 6.1 6.1
Latin America 5.6 6 6.1
South Asia 53 5.4 5.5

Source: WTTC 1999.

FIGURE 11.2 SHARE OF SAME-REGION TOURISM IN TOTAL OUTBOUND, 1996
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languages. Despite the large share of Europeans in main tourism destinations in
the Middle East, the share of MENA in total outbound tourism is 2.5 percent of the
total of Europe’s outbound tourism, hence the unexploited potential for the Middle
East and North Africa.

In addition to representing an unutilized tourism source for the Middle East,
Europe is a major destination for travelers from the Americas and the Far East;
over 22 million Americans traveled to Europe in 1996. This number is larger than
the total number of arrivals to the Middle East and North Africa region combined
for the same year. Another 13 million Far Eastern tourists arrived in Europe in
1996. Similarly, travelers to Israel from the Americas accounted for 26 percent of
Israel’s arrivals in 1997. This compares with a mere 7 percent of arrivals from the
Americas to a tourism-leading Arab country such as Egypt. The actual share does
not represent the potential. Research has to identify whether poor marketing or
supply is constraining the MENA region’s ability to share this huge tourist supply
from these three high-income regions.

DOMESTIC TOURISM

The MENA region is one of the fastest growing regions with a young and growing
population. In addition, many MENA countries are embarking on structural adjust-
ment and economic reform programs that are producing sustainable economic growth.
The region also boasts countries with per capita GDP that is among the highest in the
world.* Based on a sample of tourist establishments, the following are the percent-
ages of foreign-domestic distribution of tourism activities (foreign to domestic):

e Hotels: 50-50
e Travel agencies: 60—40
e Restaurants: 30-70

e Bazaars: mostly foreigners.

In Tunisia, it is estimated that close to 20 percent of tourism activity caters to
the Tunisian tourists.

Higher standards of living for the population should produce trends in Arab
outbound tourism similar to those which have developed globally in the past two
decades. Efforts to tap this “latent” growth potential must be strengthened with
policies to employ domestic tourism as a complement to foreign tourist demand
and not a substitute in times of shocks or low seasons.

Looking at domestic demand in the regional sense (for example, Arab tourism
demand for travel in the region as a whole), we find that cultural bonds, which
Arabs share, have made other Middle East countries the natural destination for
“outbound” Arab tourism. In 1996, close to 70 percent of Middle East outbound
tourism poured into the Middle East region, for example, Arab’s international travel
is predominantly within the region (table 11.5). While a natural strength, efforts
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must be made to efficiently allocate resources between Arab and non-Arab tour-
ism demand. Familiarity with non-Arab tourist demands, tastes, and expectations
may be weakened if Arab tourism service suppliers rely too heavily on this “cap-
tive” Arab tourism demand.

Weaknesses

This section addresses some common weaknesses for tourism in MENA countries
and economies in general, and in Egypt, Jordan, Tunisia, and the Palestinian terri-
tories in particular. A thorough evaluation of each entity’s weaknesses and recom-
mendations to improve them must underlie a comprehensive tourism development
strategy for each.

LACK OF A COMPREHENSIVE TOURISM DEVELOPMENT STRATEGY

Increasingly nations are realizing the potential tradeoff between extensive tourism
activity and historical, cultural, and (depletable) natural resources. This realiza-
tion has developed into an awareness that tourism development cannot be left to
pure market forces. “The concept implies protecting the environment, maintaining
cultural identity and integrity and achieving a high level of tourist satisfaction,
while still generating substantial economic benefits.”

Most MENA tourism plans focus on tourist numbers, revenues, and length of
stay.® Tunisia lacks a strategy to reach the objective of moving from mass tourism
to targeting higher niche markets. The Office National du Tourisme Tunisien
(ONTT) has, however, initiated marketing policies to rely on the Internet and other
marketing tools to promote Tunisian tourism.

The Jordanian case presents its tourism strategy as focused on more tourists,
higher spending, and longer stays. The plan aims at making Jordan one of the top
tourist destinations, yet there is no clear mechanism by which the Jordanian Tour-

TABLE 11.5 SHARE OF MENA IN OUTBOUND TOURISM, BY REGION, 1996
(percent)

Country of origin
East Asia
and Middle  South
Destination Africa Americas Pacific Europe East Asia
Middle East 5.8 0.6 1.2 1.3 62.5 23.4
North Africa 94 0.1 0.1 1.2 7.6 0.1
Middle East and North Africa 15.2 0.7 1.3 2.5 70.2 234

Source: World Tourism Organization 1998.
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ism Board appears to be achieving this goal (Zuraikat 2000). Zuraikat argues that
public-private cooperation in all aspects of tourism future strategy is lacking. These
issues include, among others, promotion, marketing, human development, infra-
structure development, and tourist attraction development. Palestinian tourism suf-
fers from the obvious dependence on the Israeli tourism strategy.

Recently the Egyptian Ministry of Tourism announced a strategy that sets, in
addition to arrival, expenditure, and number of establishment growth goals, four
pillars upon which the next tourism strategy is built.” These four pillars are:

a. Sustainable growth in tourist arrivals from targeted markets to reach 9.5
million tourists and 66.5 million tourist nights in 2005.

b. New markets, while maintaining marketing efforts in existing markets.
Emphasis is being placed on groups with high incomes and a higher pro-
pensity to spend.

c. New types of tourism such as conference tourism, health tourism, and
desert tourism, in addition to specific-sport tourism, such as golfing and
car racing.

d. Specific events such as cultural, sport, festivals, and so forth.

This strategy is complemented by presidential decrees in 1999 that focused
on developing airport services at major Egyptian airports, allowing foreign air-
lines to provide direct flights to domestic tourist destinations, and improving road
transportation relevant in tourist areas, as well as a comprehensive effort to facili-
tate tourism-related services. While the current Egyptian tourism development
strategy is more comprehensive and pragmatic than previous five-year plans, an
example of a more complete tourism strategy appears in the Nova Scotia strategy
in appendix 11A.

INADEQUATE SUPPLY OF INFRASTRUCTURE

The important role that infrastructure plays in tourism policy cannot be ignored:
tourists arriving in Egypt spend around 10 percent of their total expenditure on
transportation alone. The second-highest complaint from tourists coming to Egypt
stems from domestic transportation quality. The studies on Jordan, Tunisia, and
the Palestinian territories also cite infrastructure as a weak area in their cluster
evaluations.

MENA as a region exhibits varying qualities and costs of infrastructure, power,
and telecommunication services, all of which are relevant services in the tourism
product. Yet, generally speaking, telephone lines per 1,000 people in cities are one-
half to two-thirds the number of the world average, let alone tourism high-achievers.
Mobile phone use, computers per capita, and cost of international telecommunica-
tions all present the region with a competitive disadvantage (table 11.6).



TABLE 11.6 PHYSICAL INFRASTRUCTURE: POWER, TELECOMMUNICATIONS, AND INFORMATION

International

Electric power Telephone main lines telecommunications Information age
Production In largest Cost of  Outgoing Cost of Mobile Personal Internet
Consumption  annual Per city (per Waiting  local call traffic call to  telephones computers hosts
per capita  percentage 1,000 1,000 time ($ per  (minutes per U.S. ($ per (per 1,000 (per 1,000 (per 1,000
(kmh), growth, people, people), (vears), 3 minutes), subscriber), 3 minutes), people), people), people),

Indicator 1996 1980-96 1997 1997 1997 1997 1997 1997 1997 1997 1997
Egypt 924 7.4 56 . 3.9 0.01 37 6.82 0 7.3 0.31
Algeria 524 7.2 48 55 7.9 0.02 113 4.78 1 4.2 0.01
Tunisia 674 6.2 70 80 1.3 0.06 147 5.7 1 8.6 0.07
Morocco 408 5 50 112 0.2 0.08 109 6.3 3 2.5 0.2
Jordan 1,187 11 70 178 4.8 0.03 216 . 2 8.7 0.8
Syria 755 8.7 88 132 >10 0.05 69 33.41 0 1.7 0
Lebanon 1,651 1.2 179 . . 0.05 107 7.29 135 31.8 5.56
Libya 3,579 10.2 68 84 . 0.03 93 .
Saudi Arabia 3,980 9.8 117 178 5.8 0.02 351 6.41 17 43.6 0.15
Kuwait 12,808 4.8 227 . 0.2 0 389 5.44 116 82.9 32.8
‘World 2,027w 4.7w 118w 254w 0.9m 0.05m 116m 5.16m 40w 584w 7522w
Middle income countries 1,222 8.2 87 235 1.3 0.04 90 5.16 24 324 10.15
High income countries 7,941 3.1 506 » 0 0.08 165 2.63 188 2694 470.12
Latin America and the

Caribbean 1,347 5.1 110 192 0.9 0.04 82 4.42 26 31.6 9.64
Middle East and

North Africa 1,166 8.4 75 153 29 0.03 111 6.02 6 9.8 0.25

Note: w = weighted average; m = median values.
Source: World Bank 2000.
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POOR HUMAN CAPITAL, EDUCATION, AND ILLITERACY INDICATORS

Even apart from tourism education per se, the region’s human development indica-
tors are not competitive when compared with other developing country regions such
as Southeast Asia. For example, male and female illiteracy rates for youth between 15
and 24 years old in Egypt are 25 and 40 percent, respectively (table 11.7). For both
Egypt and Jordan The Global Competitiveness Report (World Economic Forum
1998) judges poor training and productivity of workers as among the two countries’
competitiveness “liabilities” (table 11.8). Poor education quality in general, and in
tertiary and vocational schools in particular, inevitably affects the supply of labor
entering into tourism, its foreign language skills, its ability to benefit from training,
and its ability to accumulate job-specific human capital. Detailed and up-to-date
information on these indicators is a must for assessing the specific weaknesses in
each country, despite the fact that labor quality is mentioned as a weak area in all
four-cluster cases.

Human resources present tourism with a challenge: A continuously changing
environment needs to stay on top of technological developments and information
technology developments, and needs to remain flexible. While detailed analysis of
the region’s specific weaknesses is not available yet, all four case studies cite poor
quality of labor, training programs, and so on, as among the main areas where the
“cluster” exhibits weak links. For now, it is sufficient to mention that in all four

TABLE 11.7 EDUCATION PARTICIPATION AND YOUTH ILLITERACY IN MENA

Net enrollment ratio Youth illiteracy rate
Primary Secondary Male Female
(percent (percent (percent (percent
of relevant of relevant ages ages
age group), age group), 15-24), 15-24),
Indicator 1996 1996 1997 1997
Egypt 93 68 25 41
Tunisia 98 — 4 15
Morocco 74 — 26 47
Jordan — — 2 0
Syria 91 38 5 25
Saudi Arabia 61 42 6 12
Kuwait 54 54 9 8
Middle East and North Africa 87 61 14 27
Middle income 94 — 4 6
High income 97 91 — —

— Not available.
Source: World Bank 1999.
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TABLE 11.8 LABOR COMPETITIVENESS BALANCE SHEET

Assets Rank Liabilities Rank
Egypt

Minimum wage regulations 1 Primary education enrollment indicator 41
Unemployment insurance 1 Employee training 45
Collective bargaining power 4 Worker productivity 46
Labor force 5 Child labor 51
Labor market flexibility 8

Labor regulations 16

Labor force participation 16

Jordan

Collective bargaining power 5 Child labor 40
Labor regulations 8 Secondary education enrollment indicator 40
Hiring and firing practices 12 Worker productivity 41
Unemployment insurance 14 Employee training 42
Minimum wage regulations 14 Primary education enrollment indicator 49
Labor market flexibility 18

Source: World Economic Forum 1998.

cases the issue about low-level labor quality arises, albeit with different degrees of
severity. For Jordan, Zuraikat (2000) argues that the lack of enforceable codes of
ethics and the lack of enforceable requirements for licensing for tour guides have
resulted in Jordanian tour guides having a bad reputation; many foreign groups
rely on their native tour guides for trips to Jordan. Private sector practitioners lack
the confidence in competing with international players in hotel management, travel
agencies, and other services, and therefore lobby for protection from foreign com-
petition. Fawzy (1998) echoes the same “cluster weakness,” and emphasizes that
human resource skills are weak in most cluster elements, especially in the fields of
hotel management, tour guides, and marketing. She further recommends reliance
on international expertise in designing education and training programs for these
categories of labor.

DOMINANT ROLE OF THE GOVERNMENT

Socialist policies adopted by many MENA countries during the 1950s and 1960s
resulted in a dominant role for governments in economic activity.® This general trend
in Arab countries has produced similar patterns, including favoring industry at the
expense of services and agriculture; lack of flexibility in decisionmaking and exces-
sive reliance on planning; and most important, lack of principles such as consumer
sovereignty and emphasis on customer satisfaction. These features appear magnified
in tourism, with overlapping and sometimes contradictory policies and jurisdictions
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in tourism policies in the Egyptian case (Fawzy 1998). Similarly, in Tunisia the three
relevant entities in tourism development are the Agence Financiere Touristique (AFT),
ONTT, and Tunis Air—all of which are public sector. Furthermore, AFT has a de
facto monopoly over land development in tourist areas.’

Privatization drives and the perception of a new “role for the state” to play in
economic activity are creating changes in the traditional government-tourism indus-
try partnership and creating an increasing need for self-reliance within the tourism
industry. Pursuit of efficient resource allocation in the economy in general and in
tourism in particular will have to set new modes of cooperation between public and
private tourism entities. The role of government in developing and maintaining pub-
lic sector museums, parks, and historic sites will remain intact. Thus reevaluation of
expenditure policies on these assets and their limits under “hard budget” constraints
will have to be considered. Pressures on public sector budgets will continue to erode
their capacity to develop, attract, and serve tourists if ways are not found to overcome
these problems, and new means found to finance expenditure on public tourist assets.
Tourism sector organizations and members of the industry must work at strengthen-
ing their capabilities and must work together in true and effective partnerships.

The financial pressures confronting our governments will make it increas-
ingly difficult for them to provide direct financial support for tourism initiatives.
As a result, governments and industry together will have to ensure that all activi-
ties to develop tourism are cost-effective. At the same time, the industry itself will
have to enhance its own effectiveness in working together on product and market
development.

PERCEIVED POLITICAL INSTABILITY

The success of achieving comprehensive peace between Israel and the Palestinians
is a crucial factor in reducing the image of political instability in the region. Yet
despite its natural and cultural resources, particularly in the European market, the
Middle East is viewed as prone to terrorism by American markets. Collaboration
efforts among countries of the region is needed to dilute this negative perception.
In addition to efforts to speed up the peace process, MENA countries must utilize
statistics on crime rates, the limited magnitude of organized crime and violent
crimes in general to portray the region as a “safe” part of the world where the
statistics for a “safe” tourism experience work for and not against the region. In-
formation of this kind can be found in country-specific reports originating from
industrial countries’ consulates and advisories for their travelers. These types of
statistics are, however, underutilized by MENA countries as points of strengths
rather than weakness in their tourism efforts.

Enhancing the Region’s Tourism Prospects:
Marketing and Human Resource Development

The previous section highlights the main strengths and weaknesses for tourism de-
velopment in the MENA region. This section takes a closer look at two main areas:
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tourism marketing (demand side) and human resource development (supply side).
The reason the study focuses on these two variables is twofold: First, these are two
areas where countries (both industrial and developing) need to work constantly,
especially given the increasingly competitive international tourism market.

Second, in terms of their possible payoff, marketing and human resource de-
velopment are areas where the tourism sector’s initiative can produce short- to
medium-term results. Other weak areas such as infrastructure and transportation,
while having a huge (negative) influence on tourism, will have to be addressed in
the context of general macroeconomic policy for each country as whole. Setting
indicators for human capital development and marketing strategies is more impor-
tant than going by the numbers of arrivals, the revenues, and other short-term
indicators, which are highly volatile and are sometimes misleading as outcomes of
a specific policy.

Marketing

Countries with highly sophisticated tourism sectors and countries enjoying a large
share of world tourism—such as France, Spain, Canada, and the United States—
recognize the increasingly competitive tourism market, and consequently the in-
creasingly important role that marketing is going to play in their respective tourism
industries. This section analyzes some of the main patterns of a successful market-
ing strategy, its components, its challenges, and its “en vogue” marketing angles.

A crucial prerequisite for any marketing strategy is the information set upon
which such a strategy depends. The higher the level of detail, the higher the fre-
quency and promptness of collecting information, and the more diligent the analy-
sis is of each and every piece of information, the more the marketing team will be
able to utilize opportunities and new markets. This applies both for the macrolevel—
marketing the country as a whole—and for the microlevel—where individual es-
tablishments rely on official data to enhance their establishment-marketing strategy.

Egypt, as well and some other Arab countries, has adopted the standard World
Tourism Organization foreign tourist expenditure survey. The survey produces in-
formation on tourist sources, their education levels, purpose of visits, lengths of
stay, and other indicators. In addition, projections about the number of tourists,
regional growth patterns, main tourist exporting regions, and so forth are readily
available through the World Tourism Organization. These can be used as the start-
ing point for a more comprehensive tourism dataset which includes accurate em-
ployment numbers and structure, value added, output, import-component, links
with other sectors, investment, contribution to tax revenue, and so forth (see
WWW.wttc.org).

Other data which are needed include client satisfaction information, detailed
expenditure information, repeat visits, quality of services, and so on. Extensive
tourist establishment surveys must be conducted to give a detailed picture of these
firms’ needs, potential shortage in their inputs, and so forth. Data on trends and
patterns in international tourism markets, patterns in major competing markets,
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and patterns of growth of particular tourism types must be collected, collated, and
periodically analyzed.

INTERNET AND E-COMMERCE

Increasingly, technological innovations are used to create awareness about travel
destinations, to provide information, and to sell the product.!” There is a risk that
destinations not ready to embrace these technological changes will lose business. At
the same time, however, these innovations are creating new global opportunities to
sell tourism products. Again the general level of adoption of these technologies in a
country creates the right environment for efficient utilization of such resources (table
11.6). Elements such as widespread use of credit cards, the prevalence of automated
media of exchange, and so forth facilitate tourism transactions. For international
chain hotels and travel agencies, the infrastructure is there, including on-line reser-
vations, frequent flier services, and client account services. For other hotels efforts
must be intensified to remove barriers on utilizing such services.

Both Tunisia and Egypt already have competitive tourism sites on the Internet.
These include the ONTT site for Tunisia and the Ministry of Tourism site for
Egypt. In addition, Egypt has just set up a site with the Information and Decision
Support Center. The focus of these sites, however, could use more diversification.
Other services, such as global distribution systems, where airline and hotel reser-
vations can be made directly through these clearinghouses, are key to boosting the
tourism industry.

MARKET DIFFERENTIATION STRATEGIES

The biggest challenge facing tourism is the constant need for change in products
and services. These changes are creating new challenges for traditional tourism
suppliers. The marketplace is becoming more competitive, with destinations con-
tinuously expanding marketing efforts and becoming more sophisticated in mar-
keting techniques. Tourism resources rely less on the traditional tourism assets and
more on new techniques of targeting growth niche markets.

Emphasis on concepts such as “quality tourism” is increasing. This concept
refers to tourism that has a good price-quality combination. The development of
such concepts presents tourism practitioners with opportunities and challenges to
compete effectively.

All these developments require that the tourism industry find ways to use its
information about market opportunities and for this information to be communi-
cated effectively through the domestic industry. Without coordination and mecha-
nisms to utilize such scarce resources, however, the industry will be wasting valuable
resources and missing out on opportunities. Without partnerships that are incentive-
compatible where all participants can benefit, any attempt to “foster cooperation”
will result in vague and ineffective efforts.

Two experiences (from Switzerland and Australia) provide focused and targeted
tourism marketing. Switzerland, in what is known as the Key Account Management
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program, has identified key agents who are interested in investing resources to
push Switzerland to cater to tourists from the affluent Japanese market. With these
resources, the Swiss program helps channel the right information and gets the
Japanese tourists in touch with the right Swiss partners. It also identifies key trends
and develops specific products to help agents. For example, it has identified the
marathon runners market from Japan as one such potential niche. Marathon run-
ners from Japan mostly go to Hawaii and the Gold Coast, with very few going to
Switzerland.

Australia, in a similar attempt to diversify its market, has shifted its marketing
focus from selling Australia’s magnificent nature to efforts to sell Australian cities
and its unique city-life experiences. Spearheading the campaign is the “Austra-
lia—Let the Magic Begin” advertisement, which projects a sophisticated, youth-
ful, and vibrant Australia to Asia. The campaign is targeted at the 18- to 44-year-old
consumers, and is part of a $100 million global repositioning campaign.

The effective development, operation, and management of tourism require cer-
tain institutional elements. These seem to be particularly weak in all of the coun-
tries studied using the cluster analysis approach (Fawzy 1998; Zuraikat 2000).

MARKETING ON THE BASIS OF ENVIRONMENTAL CONSCIOUSNESS

Growth trends in the numbers of environmentally conscious and the increasing
interest in outdoor- and nature-based activities are being reflected in the industry’s
initiatives to maintain environmental standards in tourism. Under the Green Globe
program of the WTTC, 500 hotels in 100 countries have made commitments to
environmental standards and can receive certification and awards. Through the
International Hotel Environment Initiative (IHEI)—set up by the Prince of Wales’
Business Leaders Forum in 1992 with 12 top hotel companies—over 8,000 hotels
in 111 countries follow guidelines for environmental practices. In addition, the
International Hotel and Restaurant Association works with the United Nations
Environment Programme and IHEI to raise awareness and distribute the “Environ-
mental Action Pack for Hotels” among its 700,000 member establishments in over
150 countries.

The industry itself has suggested that international bodies such as the United
Nations could review these initiatives to assess their credibility, impact, and pos-
sible use as certification schemes linked to International Standards Organization
(ISO) standards. In 1996 the WTTC, the World Tourism Organization, and the
Earth Council jointly launched an “Agenda 21 for the Travel and Tourism Indus-
try,” based on the action plan for sustainable development adopted at the Rio Earth
Summit. One proposal calls for this plan to be linked to the Local Agenda 21
programs underway in over 2,000 cities worldwide (http://www.un.org/esa/sustdev/
dpifl.htm).

Another area where present trends in tourism create a golden opportunity for
newcomers is ecotourism, or nature tourism. Various countries, foremost among
which is Australia, developed national ecotourism strategies. Ecotourism focuses
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on ecologically sustainable tourism activities, which preserve the natural integrity
of primitive areas.

While statistics on the accurate growth of ecotourism may not be available at
the time of this writing, a quick Internet survey suggests that ecotourism is gaining
in popularity, and hence is a potentially significant growth area. Ecotourism op-
portunities and activities may include highly specialized, small- or large-scale
tourism, remote tourism, and cultural and natural combinations. It adds that con-
servation should apply not only to ecotourism, but also to all forms of tourism.!!

MARKETING SPECIFIC TOURIST ATTRACTIONS

Marketing strategies at the national level must be mirrored for special tourist areas
and regions. Priorities need to be made in terms of limited resources, financing
developments, and so forth. Market targets by number, type, and country or region
of origin, socioeconomic group, tourist groupings, length of stay, and other rel-
evant characteristics must be set and adhered to. These targets then must be used
to assess the right fees, duties, and licenses in such a way to control excessive use
of the attraction.

The same exercise should be performed for new accommodations and other
tourist facilities such as travel operations; restaurants; banking and money ex-
change; handicraft, specialty, and convenience shopping; medical and postal fa-
cilities and services; and public safety and tourist information services.

MARKETING TOURISM ACTIVITY TO THE LOCAL COMMUNITY

At the community level there is an increasing interest in developing tourism activ-
ity as the continued decline in traditional resource and manufacturing industries
forces communities to consider new growth opportunities. Without programs to
create public awareness of the importance of tourism to a regional or local economy,
and without guarantees that tourism will not jeopardize the local community’s
identity, there will be a lack of support for developing or promoting tourism.

Greater efforts must be invested in building public and political support for the
industry, based on an enhanced awareness of the potential for economic growth
through a healthy, strong tourism industry. Preserving the identity of the tourist
area has the twin benefits of addressing communities’ concerns about their heri-
tage and tradition, while capitalizing on whatever initially drew the tourist to the
area in question. Thus, while a tourist may be interested in an international-chain
five-star setting in Cairo, part of the attraction of an accommodation facility in
Upper Egypt is its indigenous identity.

The focus on marketing tourism development locally is on lobbying govern-
ment officials for tax benefits, government expenditure on tourism-related services,
and so forth. While necessary, especially in a setting where the government re-
mains the main decisionmaker in infrastructure areas, preparing the private local
community for adopting tourism as a main activity on which their livelihood de-
pends is crucial for creating effective public-private cooperation. Considerations
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must be given to ways to enhance and distribute the economic benefits of tourism,
environmental protection measures, efforts to reduce adverse social impacts, and
conservation of the cultural heritage of people living in the tourism areas.'?

MENA countries such as Egypt, Bahrain, and others, as well as a WTTC re-
gional study on the Middle East countries, have contributed significantly to creat-
ing this awareness. In addition to highlighting links between tourism and other
parts of the economy, these studies create the necessary lobbying momentum for
collective support of tourism activity.

Human Resource Development

The previous sections give the essence of the increasingly complex tourism mar-
ket, whose demand segmentation, constant change, and advent of new technolo-
gies pose continuous challenges for tourism practitioners. Therefore, formulating
the labor requirements that fulfill the tourists’ and the suppliers’ demand expecta-
tions faces the same complexity, especially since the human factor constitutes one of
the key elements in achieving competitiveness in tourism businesses and regions.

Two aspects of human resource development must rise to this challenge: for-
mal tourism education and on-the-job training. For formal tourism education, in
addition to the challenges it imports from education and labor standards in the
economy as a whole, there are inherent difficulties that characterize tourism edu-
cation in particular. Even at the conceptual level, there is a clear discrepancy be-
tween the industry’s increasingly popular definition of tourism as “an activity
encompassing all activities carried out by people when traveling,” and the perspec-
tive of public authorities responsible for tourism education. In spite of different
attempts to systematize the subject areas that should be catered to by any tourism
education system, tourism does not yet constitute a methodologically ordered cor-
pus of doctrine. The great challenge for tourism education and training, therefore,
lies in constructing an educational system which avoids falling into the trap of
tackling issues in an isolated, fragmentary way, dependent on the academic origin
of the researcher or educator and instead aims for a more comprehensive perspec-
tive. Figure 11.3 shows the infinite number of disciplines and areas of study upon
which tourism depends to meet its human resource requirements.

If we are to target tourism education that adapts human resource skills to new
market needs, tourism education and training must attain standards of quality (re-
sponding to the real needs of the tourism industry) and efficiency (researching and
weighing the costs and benefits of the universe of possible education processes
and methods).

In addition to the young tourism worker, the industry and because of the mag-
nitude of change that it undergoes on a regular basis, requires flexible and proac-
tive management. People already in the tourism industry come from different
backgrounds; it is very unlikely that they have acquired the comprehensive famil-
iarity with the interdisciplinary nature of tourism during the course of their educa-
tion. What is important, instead, is on-the-job education and experience. All too
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FIGURE 11.3 AREAS OF KNOWLEDGE NECESSARY FOR TOURISM
HUMAN RESOURCES
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Source: World Tourism Organization 1997.

often tourism education and training have been the result of an ad hoc response to
the particular needs of tourism businesses or regions, rather than a well-thought-
out strategy of general tourism education.

The dispersed nature of the labor that feeds into the tourism industry brings us
to conditions in the economy that are relevant for determining the strengths and
weaknesses of the human resource pool (figure 11.3). Table 11.9 provides some
competitiveness indicators for both labor and management conditions in Egypt
and Jordan. Other Arab countries are not listed in this survey. These indicators,
while they may not hinder the competitiveness of managers of the five-star-level
management in tourism, can seriously hinder middle and upper management cad-
res of other establishments. Concerns about management and labor quality are
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TABLE 11.9 EGYPT AND JORDAN: MANAGEMENT AND LABOR
COMPETITIVENESS, 1998

Rank Rank

Indicator Egypt Jordan Indicator Egypt Jordan
Management quality 45 41 Labor force abundance 5 23
Product design 47 46  Labor force participation 16 34
Production technology 40 34  Childlabor 51 40
Total quality management 42 37  Average years of schooling 37 36
Marketing skills 41 46  Worker productivity 46 41
Customer orientation 38 37 Minimum wage regs. 1 14
Staff recruitment and Hiring and firing practices 35 12

motivation 43 45  Flexibility of labor regs. 16 8
Staff training 41 42 Unemployment insurance 1 14
Willingness to delegate 37 48  Labor market flexibility 8 18
Performance-related pay 43 45  Strikes 6 9
Financial management 45 44  Industrial relations 28 21
Cost control 44 37  Collective bargaining power 4 5
Effectiveness of corporate Primary education enrollment 41 49

boards 26 38 Labortax wedge 39 n/a
Management education 43 47  Secondary education enrollment 34 40
Managers’ international ex-

perience and language skills 25 16

Use of information technology 42 41

Source: World Economic Forum 1998.

echoed in the Egyptian tourism industry, however. The Accor Hotels estimate pro-
jected labor needs for the tourism industry, areas of training and skill enhance-
ment, and ways to go about meeting those needs in the coming few years. (The
preceding is based on a phone interview with Mr. Abdel Hakim Hussein, Director
of Human Resources, Accor, Egypt.)

The key to effective staff development and training is to link it to business
objectives formulated by managers. Managers who have the ability to define ob-
jectives and communicate them to their staff will improve their business perfor-
mance through improved standards of service, increased customer satisfaction, and
more repeat business, leading to greater profitability. Thus, both groups—manag-
ers and workers—must change fundamental attitudes from one of selling what
they have toward one of developing and delivering what the customer wants.

According to a 1996 survey of 100 tourism practitioners worldwide, tourism
experts’ dissatisfaction with the quality of labor varies from one category to the
next. For example, while there are huge gaps between actual qualifications and
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required qualifications in areas such as market forecasting for high-level manage-
ment (45 percent of respondents), upper managers’ general research abilities or
legal knowledge appears to pose a smaller problem (18 percent of respondents).
Alarming gaps between available and required qualifications appear in frontline
personnel such as waiters and receptionists and their supervisors in their interper-
sonal and communication, language, and computing skills (table 11.10).

Focusing on the Middle East region, we find that survey results showing that
lower levels of satisfaction are more apparent for frontline personnel (33 percent)
and their supervisors (11 percent), while satisfaction for management positions
was around 50 percent.'*

Another area where concern should be raised for the MENA countries is lan-
guage requirements and the preferred language skills that the survey highlights

TABLE 11.10 QUALITY TRAINING GAPS AT THE DIFFERENT OCCUPATION LEVELS

Frontline Supervisory — Medium-level High-level

personnel personnel management — management

Training area Priority  Gap Priority Gap Priority Gap Priority Gap
Basic training
Business knowledge 39 48 49 40 56 39 47 31
Impact analysis 7 20 6 11 14 19 25 21
Knowledge of the tourism

industry 24 28 34 35 45 31 41 36
Market forecasting 2 18 15 14 27 11 29 45
Legal knowledge 9 13 17 16 20 17 18 18
Administrative procedures 0 5 2 5 9 14 22 24
Management 3 18 45 54 67 69 68 39
Marketing 6 28 11 22 36 56 31 42
Multicultural knowledge 49 28 29 19 17 22 16 21
Research 1 5 6 5 18 25 14 18
Strategic planning 0 5 2 6 12 29 72 58
Technical training
Computing 56 42 55 36 42 39 21 30
Languages 74 46 38 35 19 25 14 18
Personal skills
Interpersonal

communication 88 54 87 54 53 33 39 28

Source: World Tourism Organization 1997.
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TABLE 11.11 PREFERRED LANGUAGE KNOWLEDGE

(percent)
Medium-
Frontline Supervisory level High-level

Knowledge personnel personnel management — management
English 79 79 79 78
French 27 26 29 20
Spanish 25 26 24 17
German 23 21 22 16
Italian 6 4 4 5
Japanese 21 24 17 17

Source: World Tourism Organization 1997.

(table 11.11). Eighty percent of respondents cite the English language as a pre-
ferred skill for all job levels. That may be a challenge for the MENA region and
may be a priority in terms of emphasizing the need to boost the industry as a high-
profile career option for graduates of foreign language schools in the region.

Countries have addressed these weaknesses on two levels: tourism human de-
velopment in their tourism strategies and private initiative efforts of international
certification.”® The United Kingdom’s Tourism Strategy: Tomorrow’s Tourism, pub-
lished in 1998, acknowledges the paramount importance of developing a trained
and motivated work force capable of delivering quality tourism service
(www.open.gov.uk). The government and the tourism industry have entered into a
partnership called the New Deal Initiative, which ensures that the industry man-
ages to find the staff it needs, and that the industry is able to train them to the
standards required. Tourism employers, in turn, are heavily involved in developing
the education and training curricula needed and determining how to achieve these
skills (www.open.gov.uk).

Other aspects of the human development plan include campaigns to challenge
the negative perception and stereotypes associated with tourism and hospitality
jobs; jobs in the tourism industry have the reputation of being low-paid, involving
menial work, and requiring antisocial working hours. To these perceptions, in the
MENA region, one can add images of not providing “a glamorous career” or “up-
ward mobility,” and especially important for young women, not providing “a so-
cially correct” job. To counter these perceptions, the government (in collaboration
with the tourism industry) has developed plans to give tourism careers a higher
profile through career festivals and image campaigns.

As for on-the-job training, the strategy encourages the private sector to invest
in training, especially for small- and medium-scale operators through a diverse set
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of courses and seminars (check, for example, www.tourism-training-
scotland.org.uk). For example, a tourism training program in Scotland provides
many one- or two-day seminars that focus on a specific aspect or skill. Private
sector participants are encouraged to require or use such training courses as bonuses.

Other efforts are being implemented in Australia, South Africa, Canada, the
European Union, and the United States, with different combinations of required
licenses and accreditations, and more reliance on government to provide voluntary
participation in training and education in other countries (see, for example, the
International Council for Hotel, Restaurant, and Institutional Education at http://
chrie.org; the Accreditation Commission for Programs in Hospitality Administra-
tion (ACPHA); and the Commission for Accreditation of Hospitality Management
Programs (CAHM) at http://cbix.unh.edu/).

Conclusions

Tourism is a growing industry worldwide. The Middle East already has its undis-
puted strengths such as its location and its large share in world historical assets. It
also has potential strength in the region’s growing domestic market. Cluster analy-
ses of Egypt, Jordan, Tunisia, and the Palestinian Territories suggest that the re-
gion shares common patterns of weaknesses such as inadequate infrastructure quality,
the dominant role of the government in economic activity, and weaknesses related
to human capital and marketing strategies.

While the speed to address infrastructure and privatization weaknesses will
have to be determined by the speed of economywide policies of each country, tour-
ism marketing and human development can benefit from tourism-specific policies.
Other countries’ experiences provide a host of options that can enhance the region’s
efforts to compete effectively in a vibrant and constantly changing market for tour-
ism services. These options include industrywide human resource development
programs, accreditation, licensing, and on-the-job training programs.
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Appendix 11A. Strategy for the Tourism Industry of Nova Scotia

Vital Objectives

1. Having the right products for the right markets through:

undertaking research necessary to make the best product, market devel-
opment;

developing products and experiences in which Nova Scotia has a com-
petitive strength;

extending the season into shoulder periods, and develop products and off-
season marketing;

developing targeted packages.

2. Providing quality of experience and value for our tourists through:

committing to delivering quality products;

working to enhance the standards of customer service and hospitality in
the industry;

working to provide a high standard of visitor-related services;
cultivating a commitment among managers to management education and
staff training.

3. Developing effective marketing initiatives through:

enhancing the awareness of Nova Scotia as an outstanding travel and
vacation destination;

promoting and selling our products and experiences to identified market
segments;

developing cooperative programs to market packages;

implementing measures to monitor market trends and measure the effec-
tiveness of marketing programs.

Critical Examples

1. Effective leadership and partnerships among the industry stakeholders through:

developing effective leadership and partnerships among industry stake-
holders;

establishing a task force to investigate options for tourism industry
restructuring;

working with the provincial government tourism agency to strengthen the
public/private partnership within tourism.
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2. A supportive business environment and an entrepreneurial, customer-oriented
busienss culture within the tourism sector through:

e Dbuilding a collaborative partnership relationship with other industries and
non-tourism government agencies;

e working to build and strengthen partnerships at the Atlantic Canada and
national levels;

e identifying and developing leaders, and encouraging them to come for-
ward and play a role;

* improving access to market and product research and information;

e Dbuilding new partnerships among public sector attractions and expand
the resources available.

3. To foster a supportive business environment and an entrepreneurial customer-
oriented business culture within the tourism sector through:

e fostering a supportive business environment and an entrepreneurial cus-
tomer-oriented business culture within the tourism sector;

e developing a regulatory, policy, and economic environment which will
support growth in the tourism industry;

e improving the level of awareness of the importance and diversity of tour-
ism with both the general public and government;

e advocating the positioning of tourism as a key economic growth sector
for Nova Scotia;

e fostering entrepreneurship;

e encouraging a willingness to accept and embrace change, and an under-
standing of the “big picture” and fostering professionalism in the tourism
sector.

4. To improve transportation access from key markets and transportation infra-
structure within the province through:

e improving our internal transportation linkages and services within the
province.

5. Protection of our tourism assets—the environment, our cultures, our way of life
through:

e developing and encouraging the implementation of sound environmental
practices;

e developing a plan to build awareness about the importance of preserving
our cultures, heritage, lifestyles, and natural environment.

Source: http://www.gov.ns.ca/ecor/pubs/tourstra.
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Notes

1. All dollar amounts are U.S. dollars.

2. There are special characteristics for the Palestinian territories which highlight the importance
of developments in the peace process. Progress on the Israeli-Palestinian peace process is also
afactor in Egypt’s and Jordan’s tourism development, albeit at a much smaller level.

3. Arthur Andersen 1996.
4. Refer to World Bank, pp. 250-51.
5. World Tourism Organization 1994, p. 238.

6. A planning approach, which has received considerable attention in recent years, and is appli-
cable to some tourism areas, is strategic planning. While outcomes of strategic and long-range
comprehensive planning may be very similar, strategic planning is somewhat different. It focuses
more on identification and resolution of immediate issues. Strategic planning typically is more
oriented to rapidly changing future situations and how to cope with changes organizationally. It is
more action oriented and concerned with handling unexpected events.

7. Based on an article in Al-Ahram newspaper dated February 10, 2000. Efforts are being made
to acquire the full tourism strategy document.

8. In Egypt, the share of state-owned enterprises in gross domestic investment averaged 65 per-
cent during the period 1985-90 and 13.8 percent of total employment for the same period.

9. Bechri 2000.

10. It was estimated that Internet users in 1996 ranged from 30 million to 50 million world-
wide. This number is estimated to have grown significantly since then.

11. According to Egypt’s foreign tourist survey, pollution and poor environment quality are the
most frequently cited weaknesses in visiting Egypt. (CAPMAS 1997).

12. World Tourism Organization 1994, p. 6.

13. See, for example, KPMG Management Consulting 1996; Tohamy and Swinscoe 1999; and
WTTC 1997.

14. The sample corresponds to only 10 respondents out of the hundred surveyed. These results,
therefore, while they exhibit the same general patterns, may need to be interpreted with caution.

15. Multilateral efforts to address tourism training and education challenges are constantly being
tackled through the World Tourism Organization initiatives such as the Global Tourism Training
Community and through the WTTC.
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