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I NTRODUCT! ON

1. Fol | owi ng the establishnent of the Conmi ssion on Enterprise, Business
Facilitation and Devel opnent by UNCTAD at its ninth session, the Trade and
Devel opnent Board, by a decision taken at its thirteenth executive session
adopted the provisional agenda of the first session of the Conm ssion

2. This report has been prepared by the UNCTAD secretariat in order to
facilitate consideration of item3 of the provisional agenda, entitled:
“Enterprise: issues relating to an enterprise devel opnent strategy”. The

report di scusses nmmjor devel opnents and related policy issues concerning the
changi ng nature of enterprises and of international conpetition (chapter 1);
nati onal determ nants of enterprise devel opnment and conpetitiveness in

devel oping countries, with particular reference to LDCs, as well as in
economies in transition (chapter 11); and key issues relating to an enterprise
devel opnent strategy, including an identification of areas for further work in
respect of each issue, as well as the policy inplications (chapter I11). The
report highlights subjects for further research and cross-country exchanges of
| essons | earned and insights gained fromnati onal experiences in the

Commi ssi on which can help to identify policy elements for the fornulation of
enterprise devel opnent strategies, as well as supportive international action
Based on its deliberations, which may also benefit fromthe participation of
private sector actors, the Conm ssion may also wish to decide on a future work
programe, including the identification of particular topics for further
detail ed consideration by expert neetings.

. GLOBALI ZATI ON AND THE CHANG NG NATURE OF ENTERPRI SES
AND COMPETI TI ON

A.  The new dynami cs of enterprise devel opnent and conpetition

3. G obalization and liberalization in the world econony, facilitated by
rapi d advances in information and comuni cati ons technol ogies, are creating
new dynam cs of enterprise devel opnment and conpetition. These forces are
radically altering the organi zation of enterprises, as well as the

organi zati on of production, narketing and distribution, both domestically and
globally. They are reshaping the notion of size of an enterprise as a
conpetitive unit, obliging firns to seek the nost efficient manner of

organi zation in their particular field in ternms of a variety of organizationa
strategi es, such as vertical integration, specialization, subcontracting and
partnering. In so doing, they are also transform ng the nature of conpetition
which is increasingly taking place across and within industries

i nternationally.

4. The changi ng nature of conpetition places a prenm umnot only on
price/quality relationships but also on firmlevel ability to innovate and to
adapt to changing circunstances and demands. |In this perspective, firmleve

conpetitiveness refers to the ability to produce goods and services that can
stand the test of international conpetition, while upgrading technol ogica
capabilities. Such ability is also influenced by the sector in which a firm
operates; the nore innovative and conpetitive the sector is, the easier it is
for the firmto adapt and to remain conpetitive, for exanple by exploiting
externalities or “know edge spillovers” through inter-firm cooperation. The
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i nportance of innovation, and its R & D cost, have given rise to the duality
of cooperation and competition. For exanple, firms which cooperate in R & D
| eading to the devel opnent of a common product and comon standards may | ater
together with others, becone conpetitors in making and marketing the fina
product. 1/

B. Competitiveness and the role of innovation

5. Enterprises from devel oping countries and economes in transition, as
wel | as those from devel oped countries, including those that have already
established their presence in international markets, are thus being subjected
to a new form of conpetition. Were such enterprises had previously enjoyed
protection in |local markets, liberalization is altering the rules of the gane,
subj ecting domestic narkets to international conpetition. Moreover, within

t he new gl obal environnent, consuner choices have w dened and consuner
preferences have becone nore diverse and volatile, adding to the intensity of
conpetition facing enterprises. |In this regard, achieving conpetitiveness
requires the establishnment of efficient distribution networks, speedy delivery
systems, and a deeper know edge of technol ogy suppliers, conpetitors and
custoners' needs. Responsiveness to such needs through successful adjustnent
to the changi ng requirenents of markets has beconme a critical dinension of
conpetitiveness and requires innovative capabilities. 2/

6. The terminnovation, in the context of the present discussion, refers
not only to radical technol ogical innovations which take place at the
“frontiers of technology”, but also to the continuous and increnmental changes
that are carried out by enterprises thenselves in the course of organizing

i nvest ment, creating production capacity, building and upgradi ng technol ogi ca
capabilities and generally learning to cope with changes. 1In this sense,

i nnovation is defined as “the processes by which firnms master and i npl enent

t he design and production of goods and services that are new to them
irrespective of whether or not they are new to their conpetitors - donestic or
foreign” (Ernst, Mytelka and Gani atsos, 1997). The useful ness of such a broad
definition of innovation is that it highlights the | earning process that takes
place at the firmlevel and its potential role in the devel opnent of |oca
technol ogi cal capabilities and the attai nnent of conpetitiveness. But it
shoul d be noted that, while innovation and conpetitiveness are activities of
enterprises, success in innovation depends on a wi de range of externa

factors, including the donestic institutional and social environnments,

nati onal nacroeconom c policies, incentive structures, the availability of
skills, the local supply base, and the |evel of investnment and |inkages.

Thus, “innovation nanagenent today not only cuts across all stages of
production, but increasingly extends beyond the boundaries of the firm The
organi zation of innovation as a social |earning process requires the
managenment of conplex interactions with suppliers and users, and with

t he donestic science and technol ogy infrastructure” (Ernst, Mtel ka and
Gani at sos, 1997).

7. In short, the crucial elenent for enterprise devel opment and
conpetitiveness in a rapidly changi ng gl obal econonmi c environnent is the
ability to adjust to new market conditions, identify new opportunities, induce
i nnovations within the enterprise that can exploit these opportunities and

m nim ze marketing and technol ogy devel opment costs through networking and
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forging ties with other firns. This inplies that the enterprise should have a
strategi c planning capability. However, as the experience of the East Asian
econom es has shown, firmlevel strategy is a necessary but far from
sufficient condition for enterprise developnent. There is also a need for a
coherent policy environment which |inks the macro and sectoral policies with
firmlevel efforts to attain and naintain conpetitiveness and which is
conduci ve to the devel opnment of an “innovation systeni.

1. NATI ONAL DETERM NANTS OF ENTERPRI SE DEVELOPMENT AND COMPETI Tl VENESS
A. Diversity anong firns and national systens

8. Enterpri se devel opnent (ED) is a conplex process, influenced by a |arge
nunber of factors; so is the conpetitiveness of a country at the firmlevel.
In each country, firms are different in terns of their stage of evolution

size and other characteristics. In their developnent, firms go through stages
of “starting up” (entry and capacity creation), “keeping up” (efficient
managenment and operation of existing capacity), and “grow ng up” (expansion).
VWhile firms often start with production for the domestic market, in the
process of expansion they may al so consi der exporting, which is obviously
necessary for their integration into the world econony. VWhich of these
aspects domnates in a specific country depends on its |evel of devel opnment in
general and its level of industrial devel opment in particular

9. Further, the national environment in which firns operate varies anong
countries in terms of the structural characteristics of the country, the
degree of devel opment of their markets, their institutional framework, the
strength of their infrastructural and human resource base, the quality of
government policies, including the degree of policy autonony, the quality of
government-private sector relations and the consistency of macroeconomnic
sectoral and firmlevel policies fromthe perspective of the devel opnent of
conpetitive enterprises. International conpetitiveness anong firns is in fact
significantly influenced by the national environnments in which firnms operate.
VWil e all devel oping countries have some conmon problems in ED, |east

devel oped countries (LDCs) face additional difficulties. Simlarly, econom es
in transition have their own special features. This is particularly true of
manufacturing firnms, which are the main focus of this docunent. 3/

10. In the follow ng section, a nunber of specific constraints are

di scussed. Many of these can be addressed by judicious policies and actions
initiated by Governments taking a holistic view of the enterprise devel opnent
process.

B. Factors and constraints affecting enterprise devel opnent

11. For their creation and operation, firnms draw on both factor and product
markets. In the factor market, firms | ook for finance, skilled and unskilled
manpower and technology. |In the product market, a firm conpetes with other

firms for market shares. Wiile the market and its devel opnent are essentia
for the operation of firms, the nmarket alone will not be sufficient for the
snoot h operation of firms. For newconers to a field, even if the capita

mar ket is devel oped, equity financing is not easy because they represent a

hi gher risk than the established firns due to the Iack of information on their
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profitability. As a result, under-investnment nmay occur even if the investnent
in the field concerned is socially desirable, i.e. the social rate of return
on investnment exceeds the private rate of return. Financing through the
banki ng system al so involves simlar risks. For the established firnms,
under-investnent in certain activities, such as R & D, know edge and skills,
may al so take place since they are highly risky activities.

12. Wil e shortage of finance could affect all firns, it is particularly
constraining for small and nmedi um sized enterprises (SMEs) and firms in LDCs.
SMEs face basically two major problens in the area of finance: the
mobi | i zation of start-up capital and access to working capital and |ong-term
finance for their developnent. VWhile the initial investnent for an SME
start-up comes overwhel mi ngly from personal savings, including those of
friends and relatives, and fromthe informal financial sector, these sources
are often inadequate for the financing of subsequent capital investnents that
woul d allow an SME to capitalize on growh opportunities. Thus, finance from
the formal financial sector beconmes a necessity. Where access to form
financial institutions is limted, the expansion of SMES is seriously
conmprom sed. For exanmple, the lack of finance and of information on sources
of finance for investnment and working capital has been a contributory factor
in the closure of sonme small plastic manufacturing firns in Nigeria

(Mambul a, 1996).

13. Ri sks related to viability and | ack of dynam smon the part of SMEs, as
reflected in high failure rates and hi gh susceptibility to market changes and
econonmic fluctuations, are inportant factors explaining their |lack of access
to formal finance. SME entrepreneurs often do not have adequate information
and under standi ng of borrowi ng procedures to obtain loans in the form
financial sector. They also often | ack needed nanagerial capabilities such as
skills in the assessnent of input costs, preparation of business plans and
proper mai ntenance of accounts that are formal preconditions for successfu
credit applications. Inability to provide the required collateral and
security or to provide adequate docunentation or a bankable project tends to
exclude SMEs fromthe formal financial sector. Further, formal financia
institutions tend to discrimnmnate against SMES, inter alia because of the high
transaction costs in relation to the | oan anbunts. Another factor is their

i nvol venent in subsistence activities, for which comercial markets have not
yet developed, and it is therefore difficult for banks to assess the
commercial risks involved. On the other hand, small-firmentrepreneurs are
reluctant to approach financial institutions because of distrust with regard
to disclosing information and sharing ownership.

14. Scarcity of appropriate skills is another factor constraining firns.
SMEs, for exanple, often face difficulties in areas such as project execution
pre-investment studies, managenent consulting, production management, product
devel opnent, marketing, engineering design, quality control, |aboratory
testing, packagi ng, accounting, insurance, banking, |egal services, repair

mai nt enance, data managenent, conputer and software, telecomrunications and
transport. To renedy the situation, training is essential. Some firnms,
however, are reluctant to bear the cost of training, particularly if the
process is lengthy and if there is a risk of the departure of trained |abour
to other firnms (the problem of externality and free riders). The CGovernnent
may need to conpensate for such a market failure by supporting the devel opnent
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of appropriate training programes and by phasing in user fees when the val ue
of such programres is recogni zed. Training programes devel oped by

i nternati onal organizations include EMPRETEC, jointly managed by UNCTAD and
the UN Department for Devel opnment Support and Managenent Services, aimed at
fostering entrepreneurial devel opnent and providing prom sing entrepreneurs
with training in basic business procedures and contacts for enterprise
net wor ki ng

15. Size is also a constraint, since SMEsS have greater difficulty than
larger firns in generating sufficient profits for reinvestnment in growh and
in capacity-building. To the extent that their access to information and
“best practices” and their ability to finance technol ogi cal change through the
nodi fication of processes and products are also linmted, SMEs face added
difficulties not only in catching up but in keeping up with gl oba

conpetitors.

16. In the product market, conpetition anong firns producing the sane
product, or close substitutes, can differentially affect a firm s performance,
dependi ng on the structure of the nmarket and the nature of the conpetition
policy pursued. The presence of conpetitors, for exanple, can provide a
stimulus that |eads to an inprovenent in a firm s performance. Conversely,
conpetitors can exercise market power through a variety of restrictive

busi ness practices, thus unfairly undercutting rivals. Moreover, in

devel oping a specific industry, the size and conposition of donestic demand is
al so i nportant because it allows benefits to be gained from econom es of
scale, thus facilitating conpetition with established firnms in the industry
where such economies are significant. It is for this reason that, in an

i ndustry, inport substitution is sometinmes regarded as a step towards export
pronmoti on (Krugnman, 1989). One may argue that the international market woul d
conpensate for the small size of the donmestic market. It should be nentioned,
however, that new donmestic firnms often | ack the necessary experience and
support services, particularly marketing and distribution channels, for
penetrating international markets.

17. This can be and, in the dynam c Asian econoni es, has been overcone

t hrough international subcontracting. A problem here, however, is the quality
of donestic output. The higher the quality demanded by domestic consumners,
the closer it is to the requirenents of consuners in the international market
(Porter, 1990). To inmprove the quality of donestically produced goods,
standardi zation and quality control are inportant requirenments. This may
require the creation of special facilities currently l[acking in many
devel opi ng countri es.

18. The |l ack of suppliers in related and supporting industries which could
provi de the necessary inputs is another inportant factor constraining the
creation, operation and conpetitiveness of a firmin an industry, particularly
at an early stage of industrialization in a devel oping country. A group of

i ndustries linked with each other provides externalities through “Iinkages”
and “learning” effects. For exanple, the contribution of supplier industries
could take the formof the provision of efficient, rapid, |ow cost and
sonetinmes preferential access to inputs. The existence of simlar and
supporting industries also provides opportunities for information fl ows,

di stribution channels, and technol ogi cal know how available in those
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i ndustries (Porter, 1990). Mbreover, it intensifies conpetition, resulting in
better product quality and | ower prices. Inter-firmrelations my be
established through the market, cooperative agreenents, trade associations,
etc. (Best, 1990).

19. The inadequacy of institutions and infrastructure is another constraint.
Institutions in this regard include both rules and regul ati ons gover ni ng
econom c activities and organi zati ons which inplenent them as well as

organi zati ons whi ch provide the necessary supporting services. They include
the financial system the marketing network, training facilities, R& D
institutes, standards and standards organi zati ons, the stock exchange,
property rights institutions, etc. The conbination of institutions and
infrastructure (transport, communi cations, water supply, power) facilitates
the working of market nechanisnms. On the other hand, the | ack or inadequacy
of these institutions and infrastructure, as in many devel opi nhg countries,

i ncreases the cost of production, |engthens the delivery tinme and reduces the
reliability and credibility of a firmin both domestic and internationa

mar ket s.

20. In addition to institutional and infrastructural factors, a number of
other factors limt entry into international nmarkets. These include econom es
of scale in such industries as autonobiles, tractors, steel and farm

machi nery, as well as product differentiation (Cl arke, 1989). Technology is
an inportant factor limting the ability to export, particularly at the early
stages of industrialization. However, some SMEs, particularly through the
devel opnent of production capabilities permtting high-quality output and a
process of continuous innovation in products, have succeeded in penetrating
export markets. Two good exanples include the clothing industry in the
Republic of Korea (Mytel ka and Ernst, 1997) and the nachine tool industry in
Tai wan Province of China (Desai, Lautier and Charya, 1996).

21. A range of government policies influences the behaviour of firns
directly or through the market, institutions, infrastructure and inter-firm
relations. These policies include firmlevel intervention, industrial and
sectoral policies, interventions in the market, such as conpetition policy and
trade policy, and above all macro policies, whether autononmous or through
SAPs. Such policies may facilitate or inhibit the entry of firns into an

i ndustry and their operation and growth. Many of these policies will be dealt
with later in chapter IIl. Here, attention is focused on |egal, regul atory
and tax policies.

22. Regul atory requirenents can discrimnate inadvertently agai nst SMEs.
This can occur, for exanple, where private entrepreneurs are prohibited from
engagi ng in econom c activities reserved for State nonopolies. It was nost

notable in the case of agricultural marketing boards for cash crops,
particularly in African devel oping countries, which elimnated opportunities
for SMEs to engage in the marketing and distribution of agricultural inputs
and outputs, a sector where such firns m ght have energed in the 1970s.
However, even in sectors that are open to SMES, the |egal, regulatory and tax
envi ronnent can be so conpl ex and inpose such a di sproportionately high cost
on SMEs that it becones a major inpedinent to the successful start-up and
continuation or expansion of many small businesses. Dealing with such an
environnent is particularly burdensone for SMEs. Such an environnent may al so
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di scourage informal sector enterprises fromentering the formal sector. It
may al so serve as an inpedinent to exporting, as in Ghana (Acheanpong and
Tribe, 1996). Sone countries have adopted specific nmeasures to address sone
of these problens. For exanple, in India, small enterprises are not required
to file an inconme tax return. After paying a stipulated amunt of Rs. 1,400,
they are free fromany inquiry fromthe inconme tax authority (Chee, 1995). 1In
Ecuador, mcroenterprises are encouraged to register by the granting of
certain advant ages (special |oans, special provisions for the workforce, etc.)
in return for paying taxes. Further, those mcroenterprises unable to pay
taxes may be exenpted from doing so (Morrisson, et al., 1994).

C. Particular problens of LDCs

23. Al t hough the constraints of enterprise devel opnent are comon to nost
devel opi ng countries, the problem seens to be particularly severe in the LDCs.
Most enterprises in LDCs are still in the rudinmentary stages of devel opnent,
and so are their factor and product narkets, basically because of their weaker
structural features. More than other devel oping countries, they lack the
capital, infrastructure, institutions, skills and organi zational and

i nnovati ve capabilities necessary for catching up

24. LDCs have | ow i nconmes, small donestic markets and narrow export bases
and depend on inported inputs in a situation of acute foreign exchange
scarcity exacerbated by high external indebtedness. The markets of LDCs are
smal | because of |low |levels of per capita inconme, small popul ation size or a
conbi nati on of both. Fromthe start, therefore, the size of the donestic

mar ket imposes linmts on enterprise devel opment and on the degree to which

| ocal enterprises can accunul ate technol ogi cal capability and a know edge base
t hrough the process of technol ogi cal upgradi ng, growth and conpetitiveness in
the donestic nmarket. The deterioration in their ternms of trade since the
early 1980s has di m nished their capacity to obtain technol ogy and ot her

i nputs from abroad. LDCs also suffer froman extrenmely linmted interna

savi ngs capacity and underdevel oped financial markets, geographica

di sadvantages (as in the case of many | and-|ocked and small island LDCs),

i nadequat e i nfrastructure, poor conmunications and | ow education | evels which
are reflected, inter alia, in weak nmanagerial and adnministrative capacity and
in a severe shortage of skilled and trained manpower. These factors, as wel
as political instability in sone LDCs, have also served to constrain the

i nflow of foreign investnent. Further, many enterprises of LDCs have suffered
fromthe negative inpact of SAPs in recent years.

25. In general, the Iimted evidence avail abl e suggests that enterprise
devel opnent - as neasured by investnent in | earning, technol ogical adaptation
and assimlation, product and process innovation and the capacity to adjust to
new mar ket conditions - has been limted and that LDCs' enterprises,
especially in the manufacturing sector, are ill-equipped to take advantage of
the opportunities arising froma nore |liberal donestic and internationa
econom ¢ environnment and thus to cope with the chall enges to devel opment and
conpetitiveness posed by these changes. 4/

26. Most enterprises have been established in the traditional sectors, such
as food products, beverages, textiles and | eather products, sinple processing
(for exanple, industrial chem cals) and assenbly activities. Very few LDC
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enterprises have been engaged in capital goods or even internmedi ate goods
production. Secondly, the enterprise sector in these countries has a dua
structure where, at one extrene, there are a few | arge nodern

capital -intensive, resource-based, inport-dependent and assenbl y-oriented
enterprises, with the ability to produce to international standards though not
necessarily at conpetitive prices, and, at the other extrenme, there are snal
and informal sector enterprises with very sinple and traditional technol ogies
serving limted |l ocal markets and | acking standardi zation, quality control and
nmoder n managenent techniques. 5/ In many LDCs, there are few, if any,
enterprises in the mddle range, and this “m ssing m ddle” has inplications
for the growth opportunities and potential of small and informal sector
enterprises.

27. Most of the enterprises in the first category are either foreign-owned
or in the public sector. Regardless of their ownership, however, these
enterprises tend to have strong |inkages with foreign suppliers rather than
donmestic firms. The involvenent of |ocal private investors in these
enterprises is a recent phenonenon due mainly to indigenization and
privatization programes. Moreover, because of the small size of the market
in many LDCs and the fact that the demand for manufactured goods tends to
originate fromthe urban elite "whose tastes had been shaped by inports", the
manuf acturing activities that have energed have tended to be
"inmport-reproduci ng” rather than "inport-substituting” (UNCTAD, 1990). By
reproduci ng i nstead of substituting, |ocal firns have not only perpetuated
their reliance on foreign technol ogy, design and skills; they have al so

mai nt ai ned an operation "al nost void of demand for technol ogi cal change and

i nnovation” (ibid.). 1In contrast, the small and informal sector enterprises
are |locally owned and consist of the bulk of the private sector in these
econonmies. They are geared to neeting |ocal demands for sinple, |owcost
products, using very little equipment and skills that can be acquired locally.

28. Wth the decline of the nodern sector in recent years, informal sector
enterprises have acquired greater inportance as suppliers of basic goods and
servi ces and generators of enploynent and inconme. This is particularly true
i n sub-Saharan Africa, where the informl sector enploys approximtely 60 per
cent of the urban | abour force, equivalent to about 15 per cent of the

regi onal workforce. In the urban areas, this sector enploys nore people than
the nodern sector and provides higher income than the rural sector (ILO
1991). Thus, the informal sector is not a transitory activity, as assuned in
the 1970s, where the urban unenpl oyed and rural migrants obtain tenporary
enpl oynent before noving on to the nodern sector, but has becone a permanent
feature and an inportant neans of survival for a large proportion of the urban
popul ati on.

29. The question, however, is whether informal sector enterprises in LDCs
can serve in the long run as engi nes of economic growmh, enterprise

devel opnent, innovative capability-building and international conpetitiveness.
Wil e such enterprises, essentially mcroenterprises, serve a useful economnc
and social role in the short run, what is required in the long run is to
support their growth and graduation into the formal sector. There are huge
obstacles to this process, enanating fromthe enterprises thenselves and from
their lack of access to such essential inputs as finance, skills, nanagenent
and information on nmarkets. Due to the informal nature of their activities,
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such enterprises are often denied access to investnment finance fromform
private capital markets, public funds, devel opnent banks and ot her financia
institutions. A coherent programre is therefore needed, as part of an
enterprise devel opnent strategy, to develop a critical nass of

donestic enterprises in the mddle range, including through the grow ng of
enterprises - frommcro to small and fromsmall to nediumsized. Such a
programme will need to include the provision of infrastructure, information,
finance, training and ot her business support services particularly targeted at
the mcro- or informal sector enterprises and taking into account the needs of
wonen entrepreneurs. It is recognized that such a process takes tinme but a
concerted and determ ned effort, together with strong international support,
is needed if LDCs are to succeed in building up the necessary enterprises for
their integration into the world economy. It is also particularly inportant
that structural adjustnent programres (SAPs) facilitate this process.

D. Inpact of structural adjustnent programres

30. SAPs contain four main elenments - trade liberalization, conpensatory
deval uati on of the national currency, expenditure reduction through nonetary
and fiscal policies, and privatization and reformof public enterprises. As
far as their inpact on ED is concerned, they suffer fromtwo main probl ens:
they are universal and uniform Universality means that they contain a
package applied to all devel oping countries irrespective of their needs, |eve
of devel oprment and industrialization and specific structural features.
Uniformty neans that the sanme degree of incentives, e.g. a nomnal tariff
rate, is applied to all sectors, industries and firms. 1In fact, SAPs do not
take into consideration problens of enterprises in specific countries and

i ndustries.

31. SAPs have produced m xed results, depending on the conditions of the
country concerned and the speed with which they have been applied. As regards
their impact on the industrial enterprises of LDCs in particular, a study of
the recent experience of five sub-Saharan African countries shows that, in
sonme sectors, there are enterprises with the capability to adjust to the new
conpetitive environment, particularly those run by “dynam c, better educated,
profit-notivated entrepreneurs” who focus their firms on “niche markets”.
(Parker et al., 1995). A recent study on Bangl adesh al so hi ghlights the
sectoral differences in the inpact of adjustnent programmes, noting the growh
of exports of |eather goods and clothing follow ng the introduction of

macr oeconom ¢ policy refornms in the 1980s (United Nations, 1995). However,
such success stories are the exception rather than the rule in LDCs.

32. If one concentrates on trade |iberalization and deval uation, the two
mai n tools of SAPs which affect the performance of firms directly, one finds
that there is no clear and systematic association between trade |iberalization
and deval uation, on the one hand, and growth and diversification of output

and exports on the other. Moreover, a nunber of countries have experienced
de-industrialization follow ng the inplenentation of SAPs (UNCTAD, 1993). In
Gnhana, for exanple, the devaluation of the cedi between 1983 and 1994 caused
severe cash-flow and liquidity problens for industry; |arge nunbers of workers
were laid off, leading to a general reduction in purchasing power and hitting
SMEs particularly strongly. A substantial market for inported second-hand
goods energed and a “dunpi ng” of finished goods on the |ocal nmarket took
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pl ace. The textile and garnents industry was one of the hardest-hit sectors,
and the manufacturing production indices suggest that the 1992 out put |evels
were only 22 per cent of the 1977 levels (Boch-QOcansey, 1995).

33. Al t hough the liberalized inport of inputs, together with increases in
the supply of foreign exchange nmade avail abl e t hrough SAPs, have led to sone
expansi on in output and even exports in the short run, the expansion was not
often sustained in the long run, mainly because of the |ack of response hy
private enterprises in ternms of investing in production capacity due to

i ncreased interest rates and uncertainties regarding the econom c prospects of
the countries concerned (Jenkins, 1996, Moseley, 1993 and Mseley et al.
1995). SMEs in CGhana, for exanple, which constitute some 95 per cent of the
regi stered conpani es, were not able to take full advantage of the deepening of
financial markets due to financial sector refornms because of high interest
rates of 30 per cent and above, high financial internediation costs averaging
about 8 per cent, and | ack of assistance in accessing information or in the
packagi ng of proposals and ot her docunents into acceptable formats.

34. In nost cases, where there was sone export expansion, it was based on

si npl e processing and traditional manufacturing activities. Firns did not
attenpt any significant upgrading due to the |ack of capital for investment,
skills and the institutions needed to help enterprises devel op those
capacities. This is the case even in Chana, which is often regarded as a
successful adjusting country (Lall et al., 1994, Acheanpong and Tri be, 1996).

35. Finally, the negative inpact of trade |iberalization as been felt nore
severely by SMEs than by larger firnms. Many SMEs were unable to survive
because of premature and sudden renoval of protection and deval uation

Deval uation, as a uniformpolicy tool, increases the cost of inported inputs
on whi ch many industrial firns depend, in addition to the increase in the cost
of credit already nentioned. At the sane tine, trade |liberalization
subjected themto inport conpetition before they were able to develop their
capabilities, leading to plant closures and expansion of the informal sector
For exanple, in Kenya, while the formal manufacturing sector declined, the
share of the infornmal sector in total enploynment increased from 18 per cent to
27 per cent between 1986 and 1992. In fact, the |ack of opportunities in the
formal sector in general has been the cause of the growth of the inform
sector in a large nunber of African countries, partly as a result of the

i mpl enentati on of SAPs (Schul z, 1995, for the case of the United Republic of
Tanzani a, and Boch-Ccansey, 1995, for Ghana).

36. There is sone evidence that when countries have |iberalized their inport
regi mes sel ectively and gradually, however, the response of industries and
firms in terns of expansion of output, export and investnment has been nore
positive. This is true of a nunber of LDCs in Asia, such as Bangl adesh and
Nepal during the 1980s and early 1990s (UNCTAD, 1993). It has al so been the
case in East Asia. For exanple, the Republic of Korea enbarked on a
liberalization of the inports of nmpbst of its |light manufacturing products
during the 1970s and early 1980s after they reached a stage of maturity
follow ng infant industry protection which began in the early 1950s. At the
same time, it left the rate of protection for its heavy industries, introduced
in the late 1960s and early 1970s, unchanged, and in sonme cases even increased
it.
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37. The tim ng and sequencing of |iberalization policies has al so been

i nportant as far as their inpact on innovation is concerned. For exanple, in
the case of the petrochemi cal and tel ecomuni cation industries of the Republic
of Korea, before opening the markets to foreign conmpetition, the Governnent
started a process of domestic reform and deregul ation, thus pushing |oca

firms to break their past habits and practices. Moreover, even when tariff
reduction was introduced, it was inplenented gradually. By contrast, in the

case of Brazil, a radical deregulation and rapid market openi ng subjected the
| ocal firnms concerned to sudden conpetition with foreign conpanies.
Consequently, the ability of small independent firms to i nnovate was decreased

(Chesnais F. and Kim 1996, Mtelka and Ernst, 1997). The inportant question
of the inpact of the nature of policy reforms, their speed and sequencing wl|l
be taken up again in chapter I11.

E. Particular issues concerning economes in transition

38. VWile enterprises in economies in transition suffer from many of the
problenms identified earlier in respect of devel oping countries, in sone
aspects the magni tude of the problenms confronting themis greater. For
exanpl e, contrary to market econom es, at the beginning of the transformation
process, the overwhelnming majority of enterprises in countries in transition
were State-owned enterprises (SOEs). In this context, enterprise reformwas
essential for sustainable | ong-termecononic growh. Accordingly,
privatization and enterprise restructuring have been an inportant part of

m cro-econom c policies in economes in transition. A second equally

i nportant el enent is encouraging the setting-up of new firns.

39. It should be noted, however, that economies in transition are also far
from bei ng honpbgenous, reflecting differences in |levels of econonic

devel opnent, enterprise culture, infrastructural and educational base,
pre-comuni st econoni ¢ and soci al patterns, geographic |ocation and nost of
all the degree of the use of market nechanisns prior to the change in their
political systens.

40. General |y speaking, three main issues stand out concerning the econonies
in transition as conpared with devel oping countries, nanely the size and speed
of the privatization process, the devel opnent of firns and markets and the
creation of institutions, and changes of business habits inherited fromthe
previ ous political system

41. The ongoi ng process of privatization and restructuring and of opening up
their economes to international markets and foreign conpetition has already
contributed to the devel opnent of product and factor markets, although nuch
remains to be done. One inportant problemis that the continuing State
control of the banking system coupled with cross sharehol di ngs between banks
and enterprises, often gives rise to credit allocations on political rather
than on commercial grounds. It has led in sonme instances to col |l apse and

i nsol vency of banks, as exenplified by the recent collapse of Kreditni Banka
and simlar problens faced by Agrobanka in the Czech Republic.

42. In the devel opnment of markets and firns, the focus of policy makers has
shifted increasingly to the new, rapidly growing SME sector. Since, before
the transition, the SME sector was by and | arge underdevel oped or in nmany
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i nstances did not exist at all (with the exception of informal activities),
the enterprise behaviour of the nascent SMEsS is not marked by pl anned-econony
habits and practices. However, many obstacles to SME devel opnent remain
Persistently high inflation and interest rates have been anong the nost
pressing problens in npst transitional econonies, as, for exanple, in the
Russi an Federation (Pissaredis et al., 1996). Oher constraints include |ack
of inter-firmlinkages, unreliability of suppliers, obsolete technol ogy and
ol d machi nes, and high taxes and social insurance contributions. Wth respect
to the legal and regulatory franmework, administrative regulations are
conplicated and regul atory shortconings and contradictions in the |egal system
abound. This leads inevitably to excessive regulation, arbitrary

adm ni strative decisions and weak enforcenent of contracts. Some of these
obstacles were inherited fromthe old command system OQhers are a
consequence of new |l egislation and adm nistrative reforns, initiated w thout
anal ysing the inpact of the new |laws and regul ations on the private sector and
on SMEs in particular.

43. VWhat is particularly lacking in terns of raising domestic conpetition
and increasing the conpetitiveness of economies in transition is a sufficient
nunber of privately owned nedi um si zed enterprises capable of growi ng and
conpeting not only in donestic markets but also in foreign markets. Thus, the
main | esson learned to date indicates that, while promoting new snal
enterprises may have helped to create a thriving SME sector, it has not so far
created a sufficient mass of vigorous and innovative nmedi um sized enterprises
capabl e of becoming a driving force for a healthy market econony.

I1l1. KEY | SSUES RELATI NG TO AN ENTERPRI SE DEVELOPMENT STRATEGY
A. I nt roducti on

44, The above di scussion has highlighted a nunber of inportant features of
the changing enterprise world and the nature of international conpetition
brought about by gl obalization, liberalization and technol ogi cal advances. It
has pointed in particular to the need for firmlevel ability to i nnovate and
to adapt in order to becone or remain conpetitive and the inportance of

i nkages to dynanic donmestic industrial sectors and other econom c actors -
donmestic and foreign - in this process. This section raises a nunber of
issues relating to the wi de range of policies and practices which devel opi ng
countries have used to overconme the constraints and to take advantage of the
new opportunities offered by these changes. It points to possible areas for
future work.

B. The role of the State

45. The Governnent has the power to establish the right macroeconon c
environnent, as well as a transparent, stable and predictable |egal

regul atory and tax framework, and thus create favourable conditions for
entrepreneurial and enterprise devel opnent. By acting as a catalytic or

i nternedi ati ng agent, including through appropriate policies and a supportive
busi ness infrastructure, it can stinmulate, facilitate or support the

devel opnent of enterprises, particularly SMEs, and of inter-firm cooperation
both internally and with foreign firns. By devel oping the necessary physica
infrastructure and skills, including in cooperation with the private sector
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as well as adopting appropriate policies, it can pronpote innovative capacity
and structural change in the econony. |In addition, together with other
Governnents, it can help to pronote regional cooperation, for exanple through
t he networki ng of SME support agencies, in order to undertake joint activities
and to pool resources, for exanple in the area of business support services,
as well as to foster inter-firm cooperation

46. The question arises as to whether the Government should intervene in
support of ED or whether ED should be left entirely to the operation of narket
forces. The main argunment agai nst government intervention is that resource

al location by the market will also serve the overall interests of society.
VWhile there is a risk of market failure, it needs to be wei ghed agai nst the

ri sk of government failure. Accordingly, the Governnent’s role should be
confined to its core functions, nanely creating a sound | egal and

macr oeconom ¢ framework, protecting the environment, ensuring order and
security and providing infrastructure, education, social protection and
essential public services.

47. The argunents in favour of intervention are nmade on both theoretical and
enpirical grounds. The theoretical argunment is that, even if the market were
efficient inits allocative functions, it may fail in its creative functions,

particularly in developing countries at early stages of their devel opnent.
While efficient allocation of resources is inportant, equally inmportant is the
expansi on of the existing capacity, i.e. growth through the expansion of the
avail abl e resources. Further, historically, the State has played an inportant
role, directly and indirectly, in industrialization in all the early and late
i ndustrializing countries. The nature and degree of intervention has varied
fromone country to another. For exanple, intervention was nore extensive in
the | atecomers than in the other countries. But, in practically al

countries, fromthe United Kingdomto the United States, Germany and France,
and nore recently the East Asian countries, the degree of intervention in

i nternational trade has been nore pronounced than in other activities. Even
today, commercial diplomacy is an inportant part of the political and economc
activities of many countries.

48. If government intervention is accepted, the question arises as to

whet her such intervention should be functional or selective, i.e. whether the
Governnment shoul d provide incentives for all sectors and industries on a
uniformor a selective basis. The argunment in favour of uniformty is that it
is sinple to inplenent and reduces the risk of corruption, since the market
will act in a uniformfashion. Mreover, since in many devel oping countries
the capacity of the Governnment to design and inplenment policies is limted,

sel ective intervention inposes further burdens on the Government and increases
the risk of government failure, which could be higher than the risk of market
failure.

49. The argunents in favour of selective intervention are nunmerous. The
nost inportant one is that, in practice, hardly any policy instrument can be
neutral. In trade policy, for exanple, a uniformtariff rate on all sectors

and industries inplies different effective rates of protection for different

i ndustries, depending on their inport intensities, resulting in a bias against
i ndustries with higher inport intensities. The latter are usually the nodern
manuf acturing industries which produce for export rather than for the domestic
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market. Simlarly, a uniform (high) interest rate applied to all industries
and firns woul d penalize those firnms in need of high |evels of working
capital. Mreover, other things being equal, it would be biased agai nst

smal ler firms, as opposed to large ones. This is so because the latter have a
hi gher capacity not only for taking risks but also for self-financing and

rai sing funds in capital markets for investment purposes. Further, uniformty
of incentives may in certain circunstances involve negative externalities.

For exanple, in trade policy, when a low uniformtariff rate is applied to al
products, any extra anopunt spent on |uxury goods deprives the industria

sector of scarce foreign exchange.

50. Anot her argument in favour of selective intervention is the need for
"induci ng the decision-nmaking opportunities” (H rschmn, 1958). Since there
is a lack of “investnent decision opportunities” at early stages of

devel opnent he argues, investnment in strategic industries provides a stinmulus
to other industries through their forward and backward |inkages. The |ack of
i nvest ment deci sion opportunities is basically due to a weak industria
structure and | ow | evel of demand. Considering the scarcity of resources,

i nvestments in these strategic industries are thus preferable because they
provi de externalities. In other words, the benefits of these industries for
the society as a whol e exceed those for the private investors. Finally, the
argunment concerning the risk of governnent failure is not an argunent agai nst
governnment intervention. It is rather an argument for strengthening the
capacity of government officials by training and | earning by doing.

51. The question of the selectivity and uniformty of the incentives
structure also has inplications for the choice of policy tools. For exanple,
it is sonetinmes argued that while deval uation m ght serve other purposes, it
is not necessarily a good policy instrument for pronoting industrial expansion
i n devel oping countries. Devaluation results in uniformprice changes over

t he whol e range of tradeabl e goods rather than for a sel ected nunber of
products. The supply response to prices is nuch |ower when all the outputs of
a sector are equally affected; it is stronger when relative prices affect only
one good or several goods (Streeten, 1987). Even in industrial countries,
there is sone evidence that reallocation of resources from non-tradeabl e
sectors, and within tradeables frominportables to exportables (and in the
latter fromtraditional to new products), mght be nore responsive to targeted
i ncentives such as subsidies than to exchange rate adjustnments. Mreover, in
the particul ar case of SMES, a recent study of five African countries has
recommended the use of incentives targeted towards dynam c enterprises

(Parker et al., 1995).

52. Anot her inportant question is the speed of reform i.e. whether it
shoul d be introduced as shock therapy or gradually. This issue was touched
upon earlier with regard to the inpact of SAPs on LDCs’ enterprises, but it is
also relevant in the case of economes in transition. The main argunent in
favour of shock therapy is that it gives a clear picture of the Governnent’s
intentions. However, its inplenmentation often faces problens, since the

mar ket can acconmodat e gradual and margi nal changes nore successfully than
sudden mej or ones. Moreover, the advantage of a gradual process of change is
that the changes can be sequenced in order to produce a nore efficient outcone
than woul d ot herwi se be the case, as indicated earlier in the case of market
openi ng (see chapter 1. D).
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53. Anot her issue concerns the role of conpetition policy, which is related
to a number of other factors including trade policy and the type, size and

obj ectives of enterprises. The weight given to various types of enterprises,
as well as the optimum degree of conpetition at any point in tine, or over
time, would depend inter alia on the objectives of devel opnent and

i ndustrialization. Wth respect to the types of enterprises, one may

di stingui sh between informal sector enterprises, essentially mcroenterprises,
and enterprises in the formal sector, which include sone mcroenterprises,
SMEs and large firnms. As regards microenterprises in the informal sector, the
| ow barriers to entry lead to intense conpetition, while inpeding the
enterprises' growth. Although they are inportant means of survival and

enpl oynment creation, these enterprises contribute little to exports. |In fact,
there is some evidence to show that the informal sector cannot be a dynam c
one in the process of developnent in the long run (Marsten 1987). On the

ot her hand, it has been argued that, despite all its shortcom ngs, the
i nformal sector is a good channel for business start-ups in a situation where
there is a chain of deficiencies affecting ED. It can act as a catalyst in

the transition to the formal sector for the devel opnent and growt h of
m croenterprises into SMEs.

54. Li nked to the issue of market concentration, |icensing and conpetition
is al so the question of econom es of scale. The issue is to what extent the
mar ket shoul d be conpetitive in the traditional sense of the word, i.e. marked
by the absence of regulatory barriers to entry and the exi stence of snal
production units, etc. One option is not to have any regul ation or

i ntervention. However, when some form of conpetition policy is required, the
guestion also arises as to what needs to be done over the course of

i ndustrialization. One argunent is that, at an early stage of devel opment
when the risk of investnent is high, licensing and infant industry protection
create sone nonopoly rents for the investor(s), compensating for those risks.
The counter argunent is that, while this policy favours producers, it is
harnful to consunmers. Nevertheless, since the devel opment of |ong-term
capacity is an inportant objective, sone short-termloss by consuners is

i nevitable. Mreover, as soon as sone production capacity is devel oped,
domestic conpetition may be stinulated by allowing entry of other donestic
firms into the industry. Subsequently, as the industrial base of the country
in the industry concerned is devel oped and capabilities are acquired, the
donmestic sector may be exposed to inport conpetition through gradual trade
liberalization. However, the exact nature and evolution of conpetition policy
in each country and industry has to be exam ned cl osely.

55. An issue related to the size of operation (plant and firnm is

i nnovation, i.e. whether larger firnms are nore innovative than smaller ones.
Gven that firms at early stages of their devel opnent |lack R & D capacity, the
qgquestion also arises as to the extent to which the Governnent shoul d support

R & D activities through public and private research institutes. Once again
the situation should be exam ned nore closely in each country/industry case.

56. The question of ownership - public, private and foreign - also requires
attention. The balance between themis to be determ ned by the country’s
stage of devel opnent, the | evel of developnment of its donmestic enterprises and
the objectives of governnment policy in respect of particular sectors, such as
strategic industries or essential public services. |In sone cases, because of
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t he high sunk costs, the Government may have no choice but to undertake the
necessary investnment, but even enterprises in industries considered to be
strategi c by sonme countries, such as tel econmunications, can be corporatized,
partially privatized and subjected to private sector disciplines and
conpetition in order to enhance their perfornmance.

57. Anot her inportant issue is policy coherence. This inplies not only the
desi gn of coherent policies but also clarity and consistency in their

i npl enmentation, as well as the need for an adequate response by the private
sector (Henley and O Neill, 1996, Mtelka, 1996, Lall et al, 1994). Thus,
among ot her things, policies which have a bearing on entrepreneurship and the
devel opnent of enterprises, such as nonetary, fiscal, trade and exchange rate
policies, will need to be consistent with sectoral and firmlevel policies.

For exanpl e, since macroecononic policies to achieve stability through high
interest rates or to pronote conpetition through trade liberalization may be
damagi ng for SMEs, careful tuning and tim ng of such policies may be necessary
if policies to support the devel opnent of SMES are not to be underm ned. At
the sane time, support programes for SME devel opnent need to be properly

desi gned and contribute to productive activities, so that they will be
fiscally neutral and not underm ne nacroecononmic stability. Simlarly,

Wi t hout creating business and consuner confidence by restoring fiscal control
the use of incentives to stinmulate entrepreneurship and busi ness start-ups may
not be enough. Further, neasures of |iberalization and structural adjustnent
may be inimcal to enterprise devel opment and survival if domestic enterprises
are not given tinme to adjust, together with neasures to facilitate their

adj ustnment, including access to essential inputs. Mreover, neasures to
facilitate structural change are necessary, including the devel opment of
infrastructure and of skills, if structural adjustment and |iberalization are
to lead to such change and thus to enhance the ability of firms and sectors to
i nnovate and to adapt.

58. There is al so need for ensuring coordination, coherence and
conplenentarity in the design and inplenmentation of instrunments for enterprise
devel opnent. For exanpl e, adopting progranmes to enhance the access of SMEs
to essential inputs, including finance, machinery or inported conponents, wll
not be sufficient if there are no acconpanying nmeasures to help SMEs to obtain
or use those inputs, including assistance in the preparation of viable |oan
requests or in the running of the machinery or the provision of access to
forei gn exchange.

59. The above di scussion has highlighted the need for further research on a
nunber of issues including: the design and inplenmentation of enterprise
devel opnent strategies; pronotion of innovation and conpetitiveness of firns
in both domestic and international markets; policies and institutions for the
growm h of microenterprises, including the role of the |legal, regulatory and
tax environnment; and governnent policies and firmlevel strategies to allow
firms to nove from donestic production to export markets. Such research will
need to exam ne the respective roles of the State and private sector actors,
both donestic and foreign, and draw | essons from case studies in order to
identify “best practices”.
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C. CGovernnent-private sector relations

60. The nature and quality of government-private sector relations and policy
di al ogue help to define the Governnent’s role as a partner to the private
sector in pronoting innovation and devel opi ng enterprise conmpetitiveness and
as a nediating agent in balancing and resolving different "clains" of various
econom c actors and reconciling themw th the objectives of government policy.

61. Vari ous nechani snms have been established by Governnents for the
pronoti on of governnent-private sector policy dialogue. Perhaps the nost
structured anong them are governnent - busi ness deli berative or consultative
councils established by Governnents in various East Asian countries, including
Japan, the Republic of Korea, Ml aysia and Thailand. Such nechani snms have
served as useful forunms for exchanging information and for obtaining inputs
for policy-making, including in the areas of education and technol ogi ca
capacity-building, fromthe private sector on such matters as market trends
and new production possibilities, industrial restructuring and
conpetitiveness, technol ogi cal devel opnents, R & D projects and busi ness
regul ati ons. The consultations may be organi zed on a functional basis (for
exanpl e, on pollution, finance or taxation issues) or relate to

i ndustry-specific or sectoral issues (for exanple, autonobiles, consuner

el ectronics or chem cal s).

62. Such consultative nmechani sns serve a nunber of useful purposes. They
establish the broad paranmeters for governnent-busi ness cooperation and thereby
create transparency and a climate of confidence. |If clear rules are

established for an industry, nmenbers of the industry can concentrate on market
conpetition and not be concerned about others trying to curry special favours
fromthe Governnent. By exposing government officials to the workings of the
mar ket pl ace (sonetinmes acconpani ed by measures to encourage governnent

of ficials and business | eaders to switch places in governnent and busi ness
executive positions), they help to enhance the enterprise culture in
government. They al so serve as proto-denocratic institutions, providing

di rect channels for businesses, |abour, consunmers and academ a to the seat of
power. Thus, they can help to neet the requirenments for successfu

i mpl enent ati on of governnment policy, including policy consistency, popul ar
acceptance and private sector support. Such consultations have produced
important results in ternms of pronpting industrialization and a
governnent - private sector partnership.

63. For such a dialogue to succeed, it is especially inportant that the
private sector partners, including SMEs, be well docunented and organi zed. An
efficient, professional and inpartial bureaucracy is also necessary in order
to ensure that the output produced as a result of the consultations conmands
the confidence of all the parties concerned. It is also necessary in order to
avoid the risk of “bureaucratic capture” by large firns or enterprises with
strong political connections. Adequate follow up to the decisions taken also
needs to be assured.

64. Such a di al ogue may be seen as an inportant part of the process of

devel oping and inplenenting a strategy for enterprise devel opment. Since the
private sector operates in a dynam c context and the Governnment’'s role itself
may evol ve in response to changi ng circunstances and requi rements, the
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di al ogue provides a forumto address the changes in a flexible and concerted
manner and to fornul ate a proper response that enjoys the support of both the
Government and the private sector

65. G ven the many areas where there is a mutual interest in
government - private sector cooperation, including, for exanple, skills,
technol ogi cal and infrastructure devel opnent, environmental protection and the
pronmotion of inter-firm backward and forward |inkages, the ability of the
Governnment and the private sector to build up a confident and effective
wor ki ng relationship with each other assumes a particular inportance. The
quality of such a working relationship mght be a conpetitive advantage for a
country in its own right in a globalizing and l|iberalizing world econony. In
fact, it has been suggested that, in an increasingly interdependent world,
conpetition anong enterprises is often conpetition anmong different systens of
government - private sector relationships (Irfan ul Haque, 1991). Further
research on the conditions underlying how various forns of government-private
sector relations, and their institutional nechani snms, have devel oped and the
| essons that can be learnt fromthemis needed.

D. Size of enterprises, networking and clustering

66. There is no unique or universal recipe for the spatial or organizationa
arrangenents that best fit the needs of different enterprises or apply across
time and space. The wi despread incorporation of information technology in
producti on and communi cations has considerably reduced the physical size of
factories (by increasing the versatility of machines, thereby |owering the
nunber of machi nes required for different sequences of operations), expanded
the variety of jobs that can be performed, and inproved the precision in
production and quality control that can be achieved by a worker, and (through
instant information connectivity) greatly enhanced intra- and inter-firm
spatial networking to nmaxim ze |ocation-specific advantages. Notw thstanding
all such progress, the optinmum size of an enterprise necessarily varies with
the specific production activities or sector in which the enterprise operates.
There is, in addition, a mninmm (econonic) scale dictated by the fixed costs
of nodern establishment and operation; sonme such outlays, those for
state-of-the-art equi pnent and provisions for its maintenance, are generally
not inconsiderabl e.

67. For devel oping countries in general, SMES have certain advantages over
large firnms - as regards, for exanple, nore appropriate factor intensities,
enpl oynment generation, and appreciable flexibility in |abour use and job
demarcation. But they also suffer fromseveral weaknesses - including, as
indicated in chapter 11, limted access to external finance plus limted

i nternal resources, |lowlevel technol ogies, weak marketing capabilities and
lack of flexibility and capacity to cope with unstable or changi ng denmand.

68. Two important issues relating to size energe in this context. Firstly,
t hrough internal econonies of scale, 6/ large enterprises in sonme industries
enj oy a cost advantage over SMEs. Secondly, "unorgani zed" and "unintegrated”
SMEs often fail to fully exploit dynam c external econom es of scale. 7/
These, however, can be reaped through skill formation and upgrading, a

di ffusion of inproved technol ogies, and increnmental process and product

i nnovations via an inter-firmnetworking and integration nexus. For exanple,
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a stable vertical or horizontal subcontracting arrangenent between |arge and
smal | businesses in the donmestic environment can provide conplenmentarities and
wi den the scope for increasing returns of scale and scope. 8/ Severa
countries in East Asia have been relatively successful in inducing such forns
of industrial organization through the provision of technical and ot her
support and extension services. In some other countries, SMES have al so been
successful in export expansion. For exanple, SMEs accounted for around

62 per cent of total manufactured exports of Turkey in the early 1990s.

69. Alternatively, the clustering of SMEs in specific |ocations can al so
generate |arge benefits. Indeed, such spatial agglomerations of small firns
are quite wi despread in many devel oping countries (UNCTAD, 1994). They have
often constituted an essential building block of industrial districts in these
countries, especially through the consequent aggregation of ancillary support
activities - such as trading, storage, transport, repairs, and the provision
of environnmentally friendly techniques as in the tanning and dyeing

i ndustries. Advances in information and comuni cati ons technol ogi es have al so
made possible “small-within-big” organi zational structures. The advantages of
such organi zational structures can also be tapped by small firms able to work
together to achi eve econom es of scale and scope through the devel opnent of
flexible specialization, the sharing of joint equipment and facilities and the
creation of inter-firmlinkages. Thus, well organized and well connected
small firms, such as those in the successful industrial districts, can also
conpete in the international market place. 1In fact, with the continuing
advances in nmultinmedi a technol ogi es and the devel opnent of custom zed products
and services, the specialized small firmmy even have a conparative advantage
in meeting such denmands.

70. However, fromthe limted evidence available, it appears that, for the
nmost part, clusters of small firnms have not generated substantia
technol ogi cal dynam sm of nore than an incremental nature. 9/ Many of these
i ndustrial districts are located in |abour-surplus regions, enploying |ess
wel |l trained |labour. The lack of nmeasures to devel op such dynam sm

spi |l lovers, skills upgrading and technol ogi cal innovations in many of these
clusters is a matter that requires attention in ED policies and strategies.

71. Wth few exceptions, industrial or artisanal clusters have achieved
their existing levels of development with little direct governnent support.

But such clusters may enbody the nucl eus of an energing class of entrepreneurs
or industrialists, one of the preconditions for sustainable ED in a w der
context. The devel opment of an auto parts industry in the Nnewi region in

Ni geria provides an illustration of how | ocal entrepreneurs, starting from
trading activities, succeeded in establishing a conpetitive industrial cluster
by creating appropriate |inkages, both with foreign firns (in Taiwan, Province
of China) and with domestic firms, including supplier firns in the areas of
smel ting, glass naking, etc. (Banji Oyel aran-Oyeyi nka, 1996)

72. Anot her relatively new and i nnovative spatial arrangement is enbodied in
the Iinking up of firnms in existing or potential industrial clusters or
districts within and across nei ghbouring borders; these production units may
be a conbination of both SMEs and | arge enterprises. As a matter of fact,

t here has been a nushroomi ng of donestic and external "growth triangles”,
"grom h corridors”, and "growth quadrangl es" inside and anbng econom es in
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East and Sout h- East Asia especially. The best-known such arrangenent is the
Johor - Si ngapore-Ri au growh triangle - enconpassi ng conti guous regions of
Mal aysi a, Singapore and | ndonesia respectively. 10/

73. Such spatial configurations of intra- and inter-firm networking and

i ntegration constitute another way to concentrate, rather than thinly

di ssi pate, scarce donestic resources (whether these be human, financial or
infrastructural in nature) for the pronotion of the necessary critical nasses
and |inkages so crucial for maxinizing synergies and conpl enentarities anong
domestic regions, and hence the attainnment of dynami c scale economes within
countries. They are very different from export processing or special economc
zones. Organizationally, these are by and |l arge well demarcated enclaves for
trade-related FDI in normally | abour-intensive, mature technol ogy manufactures
having limted |inkages, both backward and forward, to the donestic econony,
with the notable exception of their |large volunmes of domestic enpl oynent.

74. By the sane token, the collaborative operation of enterprises within
mul ti-nation spatial growth arrangenments with whatever geonetrical |inkages
can not only serve as a focal point for the realization of cross-country
conplenmentarities in joint production and ancillary infrastructure

devel opnent, enpl oynment generation and skills upgradi ng, trade and
trade-driven FDI, and tourism but also help to reduce, among nei ghbouring
countries or partner firnms, the incidence of counter-productive or wastefu
bi ddi ng for resources, duplication of infrastructure and investnment projects,
and inconpatibility of trade-based facilities, standards and procedures.
Lastly, the pay-offs through greater nutual understandi ng and confi dence
gai ned in subregi onal econom ¢ cooperation and factor nobility may be

i ntangi bl e, but they generate substantial positive, highly visible and
col l ective external benefits for ED, networking and integration anong the
col |l aborating or participating countries in the long run

75. It is clear fromthe above discussion that the scope, opportunities and
options for "positive-sunt collaborative and innovative action at both the
enterprise and country | evels have wi dened appreciably along with the upward
trends in economc liberalization and globalization and in the diffusion of
enbodi ed technol ogi cal advances and innovations. It is also apparent that,
governed by their diverse initial conditions and circunmstances, countries have
responded to the challenges, as well as benefited fromthe opportunities,
associated with the new "devel opnent paradi gnt differently.

76. Many i ssues, however, rermain for consideration in the context of ED
policies and strategies at the donmestic and international levels. One is how
to facilitate and sustain the ongoing inprovenents in enterprise capabilities
and conpetitiveness through various nodalities of networking and clustering
among firms, regardl ess of size and/or location. At another |evel there is
the issue of the pronotion of enterprise networking and integration, and hence
of synergi es and conpl enentarities, anong the many countries whose economic
policy and institutional frameworks still remain widely different at present.
A similar consideration also applies to inter-firm cooperation anong countries
with sharply different technol ogical capabilities and bases; this latter issue
assunmes additional significance as the threat of further, multi-dinmensiona

mar gi nal i zati on (economi ¢, financial and technological) remains real for a

| ar ge number of di sadvantaged economni es, including the LDCs.
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77. In addition to these issues, the questions of the appropriate size and
organi zation of the firmand of the scope and possibilities of inter-firm
cooperation in order to achi eve organizational efficiency and the benefits of
cooperation are matters for further research. In this regard, it will also be
useful to draw | essons from case studies on the role of public and private
sectors in pronoting networking and clustering of firns and the factors which
may facilitate or hinder their devel opnment.

E. Innovation and technol ogi cal capacity-building
78. Acqui ring technol ogi cal capacities involves time, effort, cost and risk,
as well as conplex interactions anong firms and between firns and
institutions. It further requires a favourable econom c, institutional and

| egal environnent, and the availability of such factors as skills and

i nformati on (UNCTAD, 1995). While for npbst devel oping countries this appears
to call for increasing and qualitatively upgrading their infrastructural and
human resource base, for economes in transition it would seemlargely to

i nvol ve new ways of using existing R & D and technol ogi cal potential - created
for a different economic system- in a way that is nore appropriate to market
econoni es and their changing societies. As know edge, in the form of

technol ogy, innovation and, increasingly, information, becones a powerfu
"engi ne of wealth", technol ogical capacity becones vital for achieving
econoni ¢ devel opnent and a mmj or prerequisite for increasing enterprises
productivity and conpetitiveness. However, experiences fromthe

i ndustrialized countries have shown that investnent al one does not pay off in
terms of productivity gains if not acconpanied by conpl enentary policies
creating an enabling environnent, as well as an adequate |evel of cooperation
bet ween public and private R & D

79. | mportant opportunities for innovation and for upgrading the

t echnol ogi cal capacity of enterprises can be seen in various energing forns of
cooperation anmong firms and between firms and R & D institutions. These range
frominformal |inkages to "arrangenents that are so intricate that one can
hardly tell whether the organizations involved are indeed separate"

(Badaracco, 1991). For the firnms, they involve new relationshi ps anong

t hensel ves, their customers and suppliers, and even their conmpetitors, formng
a dense web of formal and informal relationships. Such arrangenents give rise
to opportunities for the creation of technol ogy cooperation involving a
two-way rel ationship and a deliberate endeavour to share technol ogi ca

know edge and to collaborate on R & D, training, manufacturing and marketing,
as "conpani es need to share costs, skills and access to markets"

(GChnae, 1993).

80. First experiences with such new forms of cooperation further show that a
nunber of questions need to be addressed in order to translate such
cooperative approaches into a cross-national context, involving the
participation of firnms from devel oped, devel oping and transitional econom es
(UNCTAD, 1995b, UNCTAD, 1995c, UNCTAD 1996). The energing trend shows that
the options and scope for action at both enterprise and governnmental |evels
have increased considerably over the past decade. It may be tinely to set up
policy frameworks and programmes to take advantage of these opportunities.
There will be a need for policy research with the aimof inproving
understandi ng of the interrelationship between technol ogy and enterprise
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devel opnent, including the issues involved and opportunities offered by
cooperative endeavours, as well as nodalities for their practical application
This could involve undertaking case studies, as well as studies of specific
sectors. Pilot projects could add a new di nension and quality to technol ogy
cooperation efforts for enterprise devel opment. Such projects could focus on
t he conbi nati on of elenents of international support, innovation and

t echnol ogi cal capacity-building and private sector devel opnent.

F. Policy inplications

81. In a rapidly changi ng gl obal econom c, technol ogical and conpetitive
environnent, the critical elenents for enterprise devel opnent and
conpetitiveness are the ability to adjust to new market conditions, identify
new opportunities, innovate within the enterprise and mnimze marketing and
t echnol ogy devel opnent costs through networking and forging ties with other
firms. This inplies that enterprises should have a strategic planning
capability. 1t also inplies the need for a coherent national enterprise
devel opnent strategy which |inks sound macroeconom c policies and sectora
policies with firmlevel efforts to attain and maintain conpetitiveness, thus
| eading to the devel opment of a “national system of innovation” (Nelson and
Wnter, 1982, Lundvall, 1988).

82. The new context offers novel opportunities for enterprise devel opment,
particularly in devel oping countries, in respect of access to finance, new
technol ogi es and gl obal Iinkages for production and trade. At the same tine,
it also creates form dable challenges to the devel opnent of enterprises in
devel oping countries and to the role that such enterprises can play in
strengt heni ng nati onal econom es. First anong these challenges is that, as
maj or global firnms speed up the process of innovation in processes and
products so as to maintain, and eventually expand, their technol ogical |ead
vVis-a-vis newconers, the latter, particularly those in devel oping countries,
are under pressure to keep up and accelerate the process of technol ogica
absorption and innovation, whether through in-house capabilities or through
the establishment of appropriate inter-firmlinkages.

83. Anot her chal |l enge springs fromthe fact that the new situation in the
wor |l d econony makes it difficult, if not inpossible, to replicate some past
nodel s of enterprise devel opnent, however successful such nodels may have
been. For exanple, the traditional inport-substitution strategies that
permtted a nunber of energing econom es to devel op industrial capacity may
encounter difficulties if inplenmented in the current context. Three new
phenonena tend to reduce the scope and efficacy and even the viability of such
policies: (i) the Uruguay Round agreenents which restrict, froma | ega

angl e, the margin of manoeuvre of WO nmenbers in resorting to trade
protection; (ii) the high degree of integration and fierce conpetition which
prevail in world markets, which oblige enterprises, including those at an

i nfant stage, to secure inputs fromthe best possible source, whether donestic
or foreign, in ternms of price, quality and continuity of supply; and (iii) the
i ncreasi ng weight of services in world trade which, by their very nature,
cannot be protected by tariffs and other barriers as easily as manufactured
goods. This is not to say that success stories should not be studied; on the
contrary, there is a great deal to learn fromthem It is not to say either
that a judicious resort to tenporary infant industry protection should be
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ruled out. What is being argued rather is that past success stories cannot be
fully replicated. Just as the nineteenth century industrialization experience
of European and North American countries was not fully duplicated by Asian

| at ecomers, the success of the latter has contributed irreversibly to changes
in the world econony such that the path which they followed is no | onger fully
applicable to the new conditions. To a large extent, therefore, the past can
serve better as a guide than as a blueprint and nmuch depends on the ingenuity
and originality of devel oping countries in their attenpts to devel op and
strengthen their enterprise base.

84. At the sane tinme, there is a great diversity of devel oping countries and
of their situations and problens. This diversity is related to the econom c
characteristics of individual devel oping countries and to the |evel of

devel opnent of their enterprises. Natural resource endownents, the |evel of
devel opnent of the industrial base and of the physical and comrunications
network, the size of the domestic market and the degree of integration of the
domestic econony, the technol ogical capacity and availability of adequate
human capital in ternms of skills, and the proximty to major production and
consunpti on poles are elenents in which devel oping countries al so exhibit

di fferences anong thenmsel ves. Such differences have a significant bearing on
the manner in which enterprise devel opnment can best be pursued in each of
these countries. For exanple, there are devel opi ng countries which have
little or no industrial capacity and underdevel oped infrastructure,
institutions and markets, with the private sector in general and nodern firns
in particular, except for mning and plantations, at an early stage of

devel opnent. Such countries are mainly LDCs, npost of which are located in
sub- Saharan Africa. For these countries, the main issue is how to speed up
the creation of supply capacity through the nobilization of adequate
resources, both donestic and foreign, for the devel opment of productive
capacity (physical, human and institutional), a necessary first step towards
buil ding up export capabilities. Consequently, their main concerns are quite
different fromthose of other devel oping countries which have al ready

devel oped sone industrial base but which need to inprove their productivity
and efficiency in order to penetrate international markets or of those
devel opi ng countries which have devel oped conpetitive enterprises and
significant export capacity, such as the newly industrializing countries

(NI Cs) and a nunber of second-tier N Cs, but which need to sustain their
export capabilities by a process of continuous upgrading and productivity

i nprovenent. However, in all cases, innovation, in its broad sense, plays an
i mportant role in achieving conpetitiveness. To nove from one stage of their
devel opnent to another, firnms need to upgrade their ability to innovate and to
adapt to changing circunstances and needs.

85. There is also diversity related to the strategies of the world' s mgjor
firms. Transnational corporations are not a uniformgroup, all behaving in an
i dentical manner and pursuing identical objectives. Their strategies, for
exanple, differ with regard to the intended kinds of investnents in devel oping
countries. Sone firnms tend to attach greater inportance than others to such
matters as the use of |ocal resources, decentralization of decision-naking,
and recourse to subcontracting and other inter-firm arrangenents. Moreover,
their strategies may be nore or | ess responsive, and adaptive, to policy

i ncentives introduced by Governnments of developing countries. This diversity
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poses a challenge to devel oping countries to design policies which attract
appropriate foreign firns and i nduce such firnms to conformto nationa
objectives related to enterprise devel oprment.

86. The result of this double diversity is a very w de spectrum of policy
options, requiring careful research and policy analysis in order to ascertain
their suitability to particular national contexts. The choice of the
appropriate policy option is all the nore inportant for LDCs. The fierce

i nternational conpetition and the ever growing ability of well established
firmse to penetrate renote and underdevel oped markets makes it increasingly
difficult for enterprises in |lowincome countries, in particular the LDCs, to
survive, let alone conpete, unless strong supportive action is taken so as to
redress the structural handicaps confronted by these firns. Faced with the
rel ated phenonena of a large informal sector and a “m ssing mddle” in their
enterprise structure, LDCs need to take specific neasures, in the context of
their enterprise devel opnment strategies, targeted at helping their mcro and
smal|l enterprises to grow and drawing theminto the formal sector, through the
devel opnent of an infrastructural and human resource base, the strengthening
of their technol ogical capabilities, and the provision of finance, training
and ot her business support services. Strong international support is needed
if LDCs are to succeed in their efforts.

G Concl udi ng observati ons

87. The above di scussion has highlighted the need for further work on the

i ssues identified in this chapter related to the fornulation and

i mpl ement ati on of successful enterprise devel opnent strategies. This may take
the formof further research in specific areas, as suggested above, in
conjunction wi th exchanges of country experiences, in order to draw | essons

frompractical experiences and to identify “best practices”. Such work may
al so require international support for related activities at the nationa
Il evel , including technical cooperation activities to strengthen nationa

policy and institutional instrunents, and the donmestic capabilities needed for
this purpose, in the specific areas concerned.

Not es
1/ The pooling of technol ogical conpetencies to develop the digita
vi deodi sc recorder is a case in point.
2/ The evidence for the direct |ink between conpetition and
i nnovation is discussed in detail in Mytelka (ed.) (1996a).
3/ Service firms will also be considered to the extent that they are

related to the operation of industrial firns.

4/ For an anal ysis of the experiences of the LDCs in technol ogy
transfer and devel opnent, see UNCTAD (1990).

5/ The informal sector refers to unregistered microenterprises (often
with a workforce of no nore than 10 enpl oyees, al though nowadays it is comron
to find informal sector enterprises with nore than 10 enpl oyees). The mgj or
features of informal sector enterprises identified in the literature include:
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non-conpliance with legal (e.g. legislation concerning m ninmmlegal wage) and

adm nistrative rules; a reliance on fanmly labour; limted access to officia
credit facilities; easy entry into the sector, especially in ternms of initia
capital and skill requirenents; and the utilization of sinple technol ogy which

in nost cases originates locally. See, Schmtz, (1982).

6/ Such econom es occur when production costs per unit of output
depend inversely on the size of the firm and not on that of the industry or
sector as a whol e.

7/ These econom es take place when production costs per unit of
out put depend on the size of the sector or industry concerned, and not on that
of any one enterprise.

8/ It should be noted that subcontractual arrangements between | arge
and snmal | conpani es may be governed by various notives. These may arise from
personal i zed associ ation characterized by nutual sharing of know edge and
skills and cooperative technol ogi cal innovation and diffusion. O her
considerations on the part of large firms include the desire to maintain
qual ity standards and tinely deliveries, through process or product/conmponent
speci alization (by their smaller counterparts); to access the pool of
speci al i zed know edge and technol ogi cal capabilities of the subcontracting
units; and to reduce output costs (benefiting froml|ower wages, poorer working
conditions and | ess stringent |abour standards in small enterprises).

9/ There are exceptions, as the early history of Silicon Valley
shows.

10/ The concept, operations and progress of such spatial economc
i nkages are exam ned at sone length in M Thant et al. (1994).
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