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Preface

Preface

Over the past decade, small and medium enterprises (SMEs) have attracted
considerable attention for their wide-ranging contributions to the economy. At
the same time, the world has witnessed a significant change in the global
business climate. The world wide trend of globalization creates new
challenges to policy makers. What is the appropriate SME policy that
promotes economic development the best? Will the usual practice of SME
policy work in the knowledge base surroundings? What kind of policy
transformation needed in the new environment? And, will SME sector
develop to fulfill our expectations?

In response to the growing awareness of the importance of SMEs and SME
policies, the CTPECC proposed a task force under PECC international project,
"The Policy Environment for the Development of SMEs" to gather
information on SMEs, highlight obstacles to SMEs development in Asia-
Pacific economies and feasible solutions and sound policies to help interested
economies promote SMEs.

The present report is the final product of the PECC project, and the report
committee has invited a number of experts to contribute to the PECC project.
The report consists of several policy papers, and the focus is on SME
development across industries of specific economies.

The report begins with an Australian perspective of SME policy development,
with a focus on global scale (Chapter 1), contributed by Professor Patrice
Braun. In Chapter 2, Professor Andrina Lever discussed the current
challenges and opportunities of Canadian SMEs. Professors Luis Riveros and
Mario Morales listed the disappointment and challenges of Chilean SME
policies in Chapter 3. Institutions and policies backdrop of SMEs in
Colombia were discussed by Professors Angelica Acosta and Catalina Rojas
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in Chapter 4. In Chapter 5, Professors Teruhiko Yoshimura and Rika Kato
highlighted the policy environment for promoting SMEs in Japan. Professor
Joo-Young Kim displayed and analyzed Korean SMEs innovation policies in
Chapter 6. Professors Coral Ingley and Claire Massey discussed the New
Zealand policy environment for the development of SMEs in Chapter 7.
Professor Tan Wee Liang described SME development in Singapore with a
focus on entrepreneurial infrastructure in Chapter 8. In Chapter 9, Professor
Wen-Heng Chao analyzed the changing face of Chinese Taipei's SME sector.
In Chapter 10, Professors Sam Do and Thach Pham outlined the policies on
developing SMEs in Vietnam. Finally, an executive summary that reviews,
analyzes, and draws inferences of the contributing studies, written by
Professor Ming-Wen Hu, constitutes the last portion of this report.

Dr. David HONG
Director General, CTPECC
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SME Policy Development in a Global
Economy

An Australian Perspective

By Dr Patrice Braun

Centre for Regional Innovation & Competitiveness (CRIC)

Introduction

Small and medium enterprises (SMEs) have long been recognised as
important to the economy in terms of their considerable contribution to GDP
and employment creation and, as such, have been a priority agenda item for
APEC since the 1993 Leaders' meeting in Seattle (Hall, 1995). During the last
decade, the rise of information and communication technologies (ICT) and
the related rise of service sector industries have significantly altered the
course of industry and SME policy from a protectionist approach to a culture
favourable to entrepreneurship. In particular, policy makers have been
looking at what actions should be taken to encourage entrepreneurship and
innovation by SMEs in an increasingly connected and global business
environment (Audretch and Thurik, 2001).

This paper commences with a summary of SME initiatives currently in place
in Australia, highlighting programs, issues and barriers pertaining to the
development of SMEs. It then explores public-private partnership options to
assist SME promotion and growth. The paper concludes with policy
implications and suggestions towards the sharing of best practice for SME
development in the Asia-Pacific region.
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Australian SMEs

The SME business sector in Australia accounts for 95 per cent of all business
and employs 3.3 million Australians, or 47 per cent of the non-agricultural
private sector workforce, in industries across all parts of the Australian
economy. At the last census in 2002, there were approximately 1.2 million
small businesses in Australia, accounting for around 15 per cent of gross
domestic product (GDP). The Australian Bureau of Statistics (ABS) defines
small businesses as firms with fewer than 20 employees; medium businesses
employ 20 to 199 people (ABS, 2002).

The small business sector is very diverse, with a high representation in the
property, business services, construction and retail trade sectors. Around 67
per cent of all small businesses are home-based (ABS, 2005). Australian
SMEs are becoming increasingly export focused; approximately 41 per cent of
all goods exporters are small businesses (ABS, 2004). The 2006 Sensis
Business Index shows that SMEs believe the economy to be strong and future
economic expectations remain positive.

The World Bank report Doing Business in 2006 describes Australia as a
country that is easy to do business in and is friendly to small business. The
ease of doing business refers to governments creating a regulatory
environment that is conducive to the operation of business (World Bank,
2006). A new business in Australia can typically be established in less than
two days, with just two steps compared with an OECD average of six steps
and 25 days. Some 110,000 new SMEs were started in the last 10 years (ABS,
2006), which is not to imply they all survived and thrived. In a comparison of
entrepreneurial activity across 30 countries, Australia's small businesses
ranked as the eighth most entrepreneurial. Australia's high self-employment
and entrepreneurship rates are attributed to the large percentage of immigrants
who enter Australia and start a business (Hindle & Rushworth, 2003).

Australian SME Policy

The Australian Government recognises that the economic health of Australia
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depends, in large part, on the growth generated by those entrepreneurial
Australians who operate their own small businesses. Small business is
generally regarded as having the dynamic entrepreneurial culture that leads to
innovation and employment growth. Small businesses are also seen as
organisationally more flexible and therefore more able to provide rapid
response to changing customer demands (OECD, 2001). While there is
evidence of constant turbulence in the SME sector, with firms downsizing,
new firms being formed, and existing firms expanding, these dynamic
entrepreneurial processes, once perceived as a negative influence, are now
seen as critical to innovation and growth (Stevenson & Lundstrom, 2001).

In 2004, the Australian Government released its Committed to Small Business
statement, bringing together a range of initiatives aimed specifically at
enhancing the operating environment for small business (Commonwealth of
Australia, 2004). Underpinning the Government's encouragement of
entrepreneurship and innovation is a program of legislative reform and
funding to drive continuous improvement in the workplace, flexibility in the
labour market, skills development, and reduction in taxation, regulation and
compliance cost for business. The 2006 Federal Budget delivered $435
million in business tax cuts over four years through a range of measures aimed
at reducing the complexities of doing business for SMEs. Cuts to business
taxes are designed to reduce business costs, relieve the burden of red tape, and
assist business to sustain high rates of productivity (Commonwealth of
Australia, 2006). On the other side of the financial coin, new measures have
been put in place to increase the supply of venture capital to start-up
companies and small enterprises seeking capital injections. Recent studies
have shown the important role new high growth firms can play in job creation
and economic development (Yencken et al, 2006), so SMEs with a technology
focus and high growth potential are especially targeted as the key beneficiaries
from increased access to capital.

While SME initiatives are developed across more than one agency,
AuslIndustry (www.ausindustry.gov.au), which is part of the Department of
Industry, Tourism and Resources (DITR), is the main industry support agency.
AuslIndustry's goals as the central point for business assistance and
information are to support R&D, commercialisation and innovation. Under the
theme Grow Your Small Business, Ausindustry provides a range of products
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designed to assist small business to become innovative and internationally
competitive (http://www.ausindustry.gov.au/ index.cfm). Initiatives cover a
variety of SME development and growth stages, examples of which are
discussed below.

The Innovation Investment Fund is a venture capital scheme first introduced
by DITR in 1998. Through this program, the government co-invests in early-
stage equity companies together with private venture capital funds. The aim of
the scheme is to encourage research and development (R & D) and growth of
new Australian technology-based firms through the supply of venture capital.
Approximately 75 firms have received funding through the program. The
program is currently being evaluated, but can generally be considered
successful in terms adequate return on investment for all parties concerned.
While the program was designed to supply venture capital to early-stage firms,
due to investor risk aversion in practice most participating firms have been in
later stages of development. For the continuation of the program, a successor
scheme (the Pre-Seed Fund) has been redesigned to support earlier stage
development to a greater degree (Yencken et al, 2006).

As part of Backing Australia's Ability (http:backingaus.innovation.gov.au), an
initiative that supports research, innovation and skills development, the
Commercialising Emerging Technologies (COMET) program was introduced
in November 1999 to aid the commercialisation of innovation products,
processes and services. COMET targets all industry sectors and provides
support to early-growth stage companies, spin-off companies and individuals
in the areas of commercialisation and business development activities. The
program has been shown to increase the motivation of participating firms and
COMET has been extended until June 2011, with a further $100 million in
funding (Autio et al, 2007).

The Commercial Ready Program, introduced in 2004, provides competitive
merit-based grants to SMEs for commercialisation activities, for R&D with
high commercial potential, and for proof-of-concept activities. The program
supports both R & D in new ventures as well as applied research leading to
new innovations by established SMEs. The aims of the program are to support
Australian businesses in the technology sector to develop innovative products,
processes and to encourage collaboration between industry and research

12



SME Policy Development in a Global Economy: An Australian Perspective

institutions. Grants require matching contributions by receiving firms which
limits the program to firms that already have significant financial resources. In
2005-06, 600 firms were supported through the program, which is considered
particularly useful to SMEs in the expansion stage, e.g. to assist in the funding
of product customisation activities for new markets. The fund contributes to
an increased growth motivation for established SMEs by facilitating the
continued development of new products and product lines (Yencken et al,
2006).

Foreign owned businesses in Australia contribute a disproportionate share of
R &D and innovation and until very recently businesses which held their
intellectual property overseas did not qualify for R & D tax concessions. With
the aim to make Australia a more attractive place for innovation, from July
2007 onwards SMEs and large firms which boost their long-term investment
in Australian innovation will be rewarded with a subsidy on additional R & D
conducted in Australia (Commonwealth, 2007).

With the main role for small business considered to be job creation and
making a contribution to (regional) economic development, continuity of
business experience and enterprise, as well as entrepreneurial capacity
building are actively encouraged through business development programs.
The Small Business Entrepreneurship Program and the Building
Entrepreneurship in Small Business support a new culture of entrepreneurship
by providing grants focusing on the ongoing improvement of Australia's small
business operating skills with grants being made available for incubation,
training and mentoring and succession planning. Funding themes within these
programs include women entrepreneurs, young entrepreneurs and the
development of skills in the use of information and communication
technologies (ICT) to conduct electronic business transactions with clients and
suppliers.

The drive for improved efficiency and a reduction in the cost of doing
business is also being actively pursued through information technology tools
such as the Business Cost Calculator and the VANguard initiatives. Both are
designed to reduce the cost of compliance for business in terms of time and
money. The Calculator can be used to estimate/calculate an approximation of
regulation costs and their impact on small business. The Calculator can also be
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used to compare the compliance cost based on location or industry and
identify strategies to reduce the compliance burden. In keeping with the theme
to simplify compliance for small business, the VANguard initiative takes a
whole-of-government approach to electronic validation, authentication and
reduction of red tape to complete transactions with government agencies
(Commonwealth of Australia, 2006).

In addition to the aforementioned technology developments, a New to
Business initiative for aspiring entrepreneurs has been rolled out. A web-based
checklist delivered through www.business.gov.au, provides entrepreneurs with
a one-stop-shop start-up resource, combining information from all three tiers
of government relevant to starting a business. Small business is further
assisted by being exempted from unfair dismissal laws allowing for more
flexibility in its workforce, business investment and growth. New export
opportunities for small business are also being created through the negotiation
of foreign trade agreements aimed at reducing transaction costs involved in
cross border trading.

To help SMEs start and run a successful business, SMEs also have access to
state-level support in the State or Territory they reside. Programs and
resources vary from state to state and range from finance to support for the
development of a business plan, to training and assistance to attend overseas
trade fairs. The State of Victoria's Building Innovative Businesses Program,
for example, provides participating SMEs with intensive management
assistance, internationally focused market support and access to private sector
equity (Yencken et al, 2006).

SME Development Issues

Australia has a wide-ranging set of SME initiatives in place, with a number of
them enjoying iterative lifecycles as a result of the same political party having
been in office for more than a decade. While Australia may have a
comprehensive set of SME policies related to the resources and support SMEs
need in different phases of development, a number of SME development
issues remain. As Yencken et al (2006) observe, Australia may have a
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reasonable record in public funding of research and development, but policy
makers still tend to view innovation as a pipeline. When funding is provided
for product research and SME development on one end of the pipe, new
technologies, commercial applications, SME growth and job creation are
expected flow out on the other end. Policy measures have a limited lifecycle
and are adjusted continually to address perceived gaps, but anticipated
outcomes of many of the SME policies may well be too high (Autio et al,
2007).

Current Australia's SME policies have an emphasis on new technology and a
focus on businesses with a strong potential for high growth. There are a
number of phases of business that need to be negotiated between opportunity,
start-up and expansion that lead to successful high-growth. These steps are
arguably the most difficult for any firm and are strongly influenced by the
capability, behaviour and motivation of the entrepreneur in terms of
translating technology-driven business ideas into reality in the marketplace.
Yet, these situational conditions tend to fall outside the scope of
entrepreneurship support policies (Autio et al, 2007).

While the contribution to job creation by high-growth SMEs is extremely
important, in reality only a small percentage of entrepreneurial ventures
achieve rapid growth and contribute to high quality innovation and job
growth. As a recent article on the employment opportunities presented by
SMEs in Australia suggests, the country should not solely rely on SMEs to
create job opportunities since the majority of them are not interested in hiring
people (Schaper, 2006).

Another development issue pertains to the fact that SMEs are a heterogenous
group. The contemporary make-up of small business shows that over 30 per
cent are operated by 'baby boomers' who may be exiting their business over
the next decade and less than 10 per cent are run by those under 30 years
(Commonwealth of Australia, 2006). SMEs also operate in different industry
and local contexts. As such, there is little benefit in treating SMEs as a
homogeneous group without regard to gender, education and demographic
make-up, the industry sector they operate in, or the local context within which
they are embedded. Location is considered an important context for
entrepreneurship, but all locations do not equally contribute to
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entrepreneurship. The ability of entrepreneurs to induce entrepreneurial
activities in their region also depends on their education, experiences, skills
and motivations (Kotey, 2006). Deregulatory measures designed to cut red
tape and support SMEs in a generic fashion may result in the creation of a low
quality and low wage employment environment for SMEs with little future
(Parker, 2000). Van Stel and Storey (2004) caution against policies that
promote short-term self-employment by individuals with low levels of human
capital and subsidising of less efficient firms to prevent them from leaving the
market when competition intensifies.

That is not to say that SME capacity building, especially on the micro firm
level, is not required. As a 2003 Senate Report on Small Business Employment
by the Employment, Workplace Relations and Education References
Committee observed, "despite being highly skilled and capable in many areas,
many proprietors lack the business management skills they need to compete
effectively in today's more competitive, deregulated environment. The lack of
these skills is a major cause of under-performance, business failure and
untapped potential in the small business sector” (Commonwealth of Australia,
2003, pp.xix-xx). This is not a new finding, nor one confined to Australia.
Over the past 25 years the need to improve the business management skills of
small business owners has consistently been identified in small business
studies and reports undertaken by Australia, APEC and the OECD. Australian
government officials at all levels have, to varying degrees, acknowledged the
needs of small business and rolled out small business development initiatives.
Worthwhile as many of these programs may have been, "most initiatives fall
short of providing the level, quality and type of business development support
that would allow small business to reach its full potential” (Commonwealth of
Australia, 2003).

Barriers to small business capacity building are in part related to the
Australian culture which attaches a high value to self-reliance, resulting in
atomistic behaviour by Australian SMEs and a pervasive culture of 'going it
alone' (Braun, 2004). As a result, many SMEs lack awareness and
understanding of the benefits of training, resulting in widespread indifference
to training. Since SMEs are often time- and resource-poor, the cost of training,
including time loss from the job, is frequently seen as a disincentive. Training
provision is often not sufficiently flexible, while the diversity of small
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business and the preferences of owner/managers make even the best of
training programs a difficult undertaking (Kearns, 2002).

These barriers extend to the area of information and communication
technology (ICT) adoption by small business, an essential tool for any small
business wishing to participate in today's global business environment. Many
Australian SMEs have yet to comprehend the value of integrating ICT into
their business processes, lacking the strategic e-business planning, skills and
knowledge required to operate in the digital economy (Braun & Van Beveren,
2005; Braun, 2004). Government interventions designed to overcome ICT
adoption barriers have not markedly increased the uptake of e-business by
Australian SMEs (Braun & Harman, 2004), with women-led SMEs trailing
their male counterparts in the integration of e-business practices (Sensis,
2006). SMEs that continue to remain unskilled and unintegrated in the digital
economy may eventually experience a reduction of market opportunities.

Other issues that impact on Australian SMEs operating in a global business
environment relate to compliance with international tax laws, rules and
regulations relating to cross-border trading, e-business, e-payment, intellectual
property rights (IPR) and international financial reporting standards (IFRS).
Results of a survey indicate that most SMEs are not ready for international
financial standards such as IFRS (Heathcote, 2005) and cross border trading.
The latter is based on cooperation by regulatory authorities across jurisdictions
and a clear delineation of authority and responsibility. Such delineation is
typically not yet present and SMEs hence need help with the rapidly changing
international regulatory environment. The Australian Government has
established eight so-called Export Hubs in key locations that offer local
businesses a one-stop shop for trade and industry assistance. However,
governmental export agencies whose mission it is to increase Australia's
export volume, particularly those of SMEs, appear to fall short in serving a
valuable purpose, with only 45 per cent of SME exporters seeking any advice
or assistance when they start exporting (Kerin, 2006).

Aforementioned issues highlight the challenges of designing and
implementing effective public policy to support Australian SMEs, particularly
in areas where the prevalent SME culture tends to favour a laissez-faire
approach. One area where Australia has been making significant progress is in
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the public-private partnership arena. The aforementioned Innovation
Investment Fund is one example of a successful public-private partnership
program.

Public-Private Partnerships

With the rise of the knowledge economy, public-private partnership (PPP)
models have moved well beyond shared investment in key public
infrastructure towards a framework for innovation through knowledge sharing.
The importance of knowledge sharing is reflected in the 2006 adoption of the
Hanoi Declaration on Strengthening SME Competitiveness for Trade and
Investment, in which Ministers agreed to become proactive in sharing
experiences, research and best practice in the areas of SME competitiveness
for trade and investment (APEC, 2006).

The development of joint initiatives between the public and private sectors for
SME development is of considerable interest to Australia as SMEs play a
strategic role in fostering the Australian innovation process and are a
significant source of national wealth creation. Building partnerships, skills and
infrastructure that enable SMEs to experience the full benefits of R & D and
produce commercially viable outcomes that attract global interest are seen as
necessary to compete in the global business environment. The sourcing and
supporting of entrepreneurship and innovation through public-private
partnerships also reflects the policy shift from a protectionist approach to a
culture favourable to entrepreneurship. As such, deregulation measures,
venture capital, encouraging R & D and new firm start-ups are all designed to
enable SME creation and commercialisation of knowledge (Stevenson &
Lundstrom, 2001). As Audretch and Thurik (2001, p.32) point out
"entrepreneurship generates growth because it serves as a vehicle for
innovation and change, and therefore as a conduit for knowledge spillovers".

Australia's Cooperative Research Centres (CRC) Program was established in
1990 to improve the effectiveness of Australia's research and development
efforts. CRCs are funded for seven years and promote long-term strategic
links and collaboration between industry, universities and government
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research institutions. CRCs link researchers with industry to focus R & D
efforts on progress towards utilisation and commercialisation. The close
interaction between researchers and the users of the research is a key feature
of the program. Another feature is the industry contribution to CRC education
programs to produce industry-ready graduates (Yencken et al, 2006). At
present the CRC Program has a network of 56 active CRCs, mostly made up
of small companies formed through a collaboration of businesses and
universities, but can also include government agencies and other research
organisations. Each CRC falls into one of six broadly defined sectors:
environment, agriculture, information and communication technology, mining,
medical science and technology and manufacturing. Some six hundred SMEs
currently are or have been involved with CRCs and the return and impact of
the work by CRCs on the Australian economy is estimated at A$2.7 billion
(Innovation Australia, 2007). The CRC Program has become a global role
model for collaboration between business, academia and government, aiming
to turn scientific innovations into successful new products and services.

In addition to supporting R & D through partnerships, market-based
approaches that have a focus on creating a market environment conducive to
SME development are also actively pursued. For example, to maximise
opportunities for Victorian SMEs, the Victorian Industry Participation Policy
(www.diird.vic.gov.au/VIPP) seeks to increase opportunities for participation
by SMEs in major government procurement contracts, projects and
infrastructure. The program aims to boost SME employment and business
growth and to expose SMEs to new technologies, new processes and best
practice. One of the primary issues to heed in rolling out market-based
programs is the difference in capacity between public and SME partners,
whereby capacity building of SMEs needs to be ongoing and responsive to the
growth and inevitable changes SMEs face by participating in these types of
partnerships.

Public-private dialogue and partnerships promote better diagnosis of the
investment climate and related policy design; make policy easier to
implement; create more transparency; and promote trust. While PPPs assist in
creating an enabling environment for SME development, they should not be
considered a panacea. There will be instances where PPPs may be ineffective,
especially when the interests of SMEs are being under-represented in the
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partnership. Dialogue to develop specific goals, strategies, and priorities for
the partnership will lessen these problems. Considering implementation of
PPP initiatives in phases - a discovery phase, a high impact phase, and a
sustainability/transfer phase - can also be a useful strategy (Herzberg &
Wright, 2006).

Enabling Environment for SME Development

International experience has shown that subsidies alone have limited
effectiveness in promoting SME development and a clear understanding of the
role of government in creating enabling environments for SME development
is essential. Typically, the role of government has been to get the enabling
environment right for business by removing obstacles to private sector activity
- including those resulting from inappropriate legislation, institutional
deficiencies and market failures. Increasingly important components to
consider within the enabling environment are the local context and asset base,
including access to infrastructure and institutional support; industry structures
and networks; research and training.

ICT and the digital economy have created a level playing field and policy
initiatives would do well to move away from creating generic enabling
environments without regard to gender, demographic make-up, firm size
(micro versus SME), the industry sector SMEs operate in, and the local
context within which they are embedded. For example, women are
increasingly important in terms of their contribution to GDP (Braun, 2007;
Daly, 2007). However, women-led SMEs face different obstacles from men,
such as access to finance and juggling family care and business when
venturing into business (Centre for Women's Business Research, 2003). SME
strategies should hence take into account the full range of factors that
influence the creation of new firms and the growth of existing firms and
include not only the regulatory apparatus, but also the legal system and the
taxation system. SMEs will benefit most from policy that is integrated and
coordinated, in the sense that SME development programs are considered
within the overall policy environment and are complementary across agencies.
In addition, promoting transparency and SME awareness of laws, rules and
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regulations, especially in rapidly changing areas such as e-business, cross-
border trading and intellectual property rights, will assist SMEs to act local
but think global.

Perhaps the most important step governments can take in getting the enabling
environment right is to embrace a public-private partnership approach for
policy innovation. The advent of ICT provides policy makers with a useful
platform for sustained dialogue on the local level. An inclusive approach to
policy creation will lead to informed policy initiatives that are tailored to SME
needs. A shared approach also promotes trust, which in turn will assist in the
identification of industry opportunities and increased uptake of development
programs by SMEs.

Knowledge Sharing across APEC Economies

This paper has highlighted policies, programs, issues and barriers surrounding
the development of SMEs in Australia. It discussed Australia's public-private
partnership approaches to assist SME promotion and growth. The paper has
also explored the role of government in creating enabling environments for
SME development.

Australia is not alone in its quest to enhance SME performance and find
solutions that will boost SME growth and innovation. With each economy
now globally engaged and the integration between economies increasing daily,
it is imperative to build knowledge sharing partnerships both within and
across our borders, especially in the areas of SME research, technology and
product innovation. Recognising that both the business climate and enabling
environment impact on SME development and growth, it is also vital to share
the processes and observations of particular policy reforms that have led to an
improved business climate. The sharing of policy design, implementation,
monitoring and evaluation processes will assist in building an evidence-based
regional charter for good practice in SME development.

There is no doubt that the sharing of knowledge across economies will
contribute to increased understanding of how to best support entrepreneurship,
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SMEs and related economic development in the Asia-Pacific region. ICT-
based technologies and the Internet can effectively assist economies to
collaborate and share their research, knowledge, technology and policy
experiences. Much like generic SME policy, generic knowledge sharing would
be ineffective in terms of creating good practice for SME development across
the region. Research and knowledge sharing require a best practice framework
and infrastructure accessible to all those generating and sharing the knowledge
base. This would enable targeted and equitable content contribution and
distribution. It would also be conducive to the formation of communities of
practice in special interest areas such as R & D, innovation, specific industry
sectors or regional areas and other social, cultural, political and economic
dimensions that influence entrepreneurship and SME development.
Encouraging dialogue across interests would promote a culture of cross-
fertilisation and transparency. In time, such a knowledge base could become a
valuable resource for collaboration and an effective tool to generate policy
guidelines towards best practice in SME development across the Asia-Pacific
region.
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Introduction

This paper shall present an overview of sme's and current sme policies in
Canada, provide details on some interesting issues that are of concern to
Canada, highlight specific challenges for Canadian sme's, explore the

potential for public-private cooperation, and offer recommendations for
opportunities for small business development moving forward.

Overview of Canada’'s Small and Medium Sized Business
Sector

o Small business establishments represent 97% of all Canadian businesses
(based on 2.4 million businesses)

0 The majority of those businesses has no payroll employees and is
typically unincorporated (56.2%)

0 24.8% have fewer than five employees

0 16.7% have between five and 49 employees
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0 2.2% have between 50 and 499 employees
0 0.1% have more than 500 employees

e The SME sector is Canada's major employer with 56% working for an
employer with less than 500 workers. (based on 13.3 million employees)

e Among all businesses eligible for the Scientific Research and Experimental
Development tax credit, enterprises with fewer than 500 employees invest
more in R & D as a percentage of their revenue.

e The majority of Canadian businesses that export are small: companies with
up to 100 employees represent 85% of total exporters; businesses with
fewer than 50 employees make up 72% of all exporting Canadian
businesses and are responsible for close to a quarter of the total value of
exports.

e Over 40% of Canadians indicate that starting a company or being self
employed would be their most rewarding career path.

e The number of self employed Canadians increased 30% from 1990 to 2004
and even when there was a dip in growth it remains the prevailing growth
force in the Canadian labour market.

e Close to 55% of entrepreneurs chose being self-employed for reasons such
as having independence and being able to balance work and family.

Clearly these statistics from the Canadian Federation of Independent Business
show an overwhelming tendency towards small business development and
growth in Canada and thus it is vital for the government to create an
environment which encourages, enhances and allows small business to thrive
and become the most competitive in the world.
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Current SME Development Policies in Canada

Perhaps a unique characteristic of sme policy in Canada is that it is not
necessarily completely developed by one Federal department but rather it is
segmented and being developed at several levels: federal (primarily through
Industry Canada but other Federal government departments develop policy
which can have a significant effect on small business development); regional
(such as programs funded through Industry Canada but for implementation in
a specific region of Canada); provincial; by sector and with respect to specific
groups of peoples, i.e., Aboriginal peoples, women, youth and those with
disabilities.

Industry Canada is the primary Federal government department set up to
oversee policy development for Canadian industry in general and sme's but
also includes technology, tourism, statistics Canada, and a variety of regional
programs. "The department's mission is to work with Canadians to build a
growing competitive, knowledge-based economy. Industry Canada hopes to
improve conditions for investment, enhance Canada's innovation performance,
help make Canada the most connected nation in the world, increase Canada's
share of global trade, and build a fair, efficient and competitive marketplace."
Through Strategis, the official portal for Industry Canada, the department
provides business and consumer information to all Canadians without the
constraints of time and geography. The site has allowed Industry Canada to
shift from a paper-based information culture to a more efficient electronic one.
Before Strategis, the department produced over 5,000 information products on
paper. In addition to providing information to all who can access Strategis, the
site makes use of new technologies to offer interactive applications such as
customizable benchmarking tools, cost calculators, and online business
planning. Many of Industry Canada's services (such as filing an application for
patent or incorporating a company) can now be completed online.*

Policy has been developed over the years with different initiatives being
announced by successive governments with an emphasis for 'Government
online' to urge sme's and all businesses to access all government information
and filings online and thus making a commitment to use technology even in
micro businesses through websites such as Strategis.®
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The last overall federal government policy statement that was issued in 1994
stated the government would:

e ensure that the business environment is conducive to SME growth (i.e.
ensure that the tax system does not inhibit growth and job creation, reduce
regulatory burden, deliver services effectively and efficiently;

e target limited government resources to promote competitiveness and
growth (i.e. fewer subsidies, more strategic information and advice).

Since then, much of the sme development and assistance policy has been
developed with specific agendas in mind or by specific departments. For
example, Heritage Canada has specific programs in place to assist arts, culture
and the protection of Canadian content in broadcasting that often assists small
businesses in Canada which are involved in arts, productions, publishing,
exporting and protecting intellectual property and preserving Canadian
identity.

The Department of Foreign Affairs and International Trade has internal
departments which develop policy to assist Canadian small businesses within
organizations such as the OECD and APEC and holds the mandate for the
Canadian Trade Commissioner Service which promotes Canadian businesses
overseas through the trade commissioner services, sector specialists and
electronically through the virtual trade commissioner.

Recently Indian and Northern Affairs Canada has absorbed the Aboriginal
Business Canada program from Industry Canada and is responsible for small
business development policy and programs with specific reference to
Aboriginal and native peoples in Canada. In addition, there are regional
programs funded through Industry Canada but with a specific emphasis on
western Canada (the Western Enterprise Development Initiative) or Atlantic
Canada (Atlantic Canada Opportunities Agency) which were originally
created to equalize opportunities for businesses across Canada and specifically
in regions with high unemployment or cyclical economies.

In addition to Federal level policy, Canada is composed of 10 provinces and
three territories and each has developed their own sme policies, regulations
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and economic development departments within their own jurisdiction.
Opportunities and challenges for business can vary dramatically for a variety
of reasons, but essentially Canada is geographically one of the largest
countries in the world, with a relatively small population (approx. 31 million
people) with most people concentrated within easy travel to the United States.
This leaves vast areas of Canada sparsely populated with economic and small
business challenges of their own. Governments and provinces vie for business
across the Canada.

Focus of small business policy

Recently in Canada, there has been a surge of interest in 'getting regulation'
right with several initiatives being announced. As has been cited by the World
Bank review on business climates®, and recently at the APEC 'Private Sector
Development' symposiums, actually incorporating and starting a business in
Canada is a relatively easy, fast and inexpensive procedure and Canada ranks
as number two in the world for this and overall among the top five (at number
4) countries in the world for ease of doing business in general. Where
Canada's rating does drop dramatically is in the area of regulations and
licensing. With so many jurisdictions in Canada, licensing and mutual
recognition of qualifications becomes a bureaucratic nightmare. In addition,
the Federal government continues to try to drive forward with its Paperwork
Burden Reduction Initiative, simplifying taxation for small business and
financing.

Budget 2007

Many of the federal government policies of Canada are revealed when the
Minister of Finance releases the current federal government budget. This year
this was released on March 30, 2007 and it reveals what the current priorities
are as well as includes overall comments as to the current health and focus of
the Canadian economy.” Many of these will affect the emphasis on business.
The key messages and themes for this year included:
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e Canada today is strong and has a plan for a better tomorrow

32

Budget 2007 will achieve this (the plan for tomorrow) by:

o0 Taking historic action to restore the fiscal imbalance and investing in
things that are important to Canadian such as a modern health care
system, the environment and infrastructure such as roads, bridges and
public transport

o Delivering on Advantage Canada,® the government's long-term economic
plan for Canada

o0 Further reducing the tax burden in Canada to make things easier for
working families with initiatives such as the tax back guarantee and
working families tax plan

0 Cracking down on corporate tax avoiders

o0 Investing in social priorities

o Implementing tax benefits for sme's such as

« Increasing lifetime capital gains exemptions
« Allowing capital investment write-off in machinery and equipment
purchased between March 19, 2007 and 2009 using a special 50 %

straight line rate

o Increasing the capital cost allowance for buildings used in
manufacturing and processing and also for computers

« Eliminating interest deductibility for foreign active business income

¢ Updating the Canada-US Tax treaty to facilitate cross-border
investment and commerce

¢ Reducing the federal paper burden on small business by 20% by
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November 2008

Reducing the tax compliance burden on small business by
decreasing the frequency of their tax remittance and filing
requirements

Providing incentives for provinces to eliminate provincial capital
taxes which will provide benefits to business

Incentives to harmonize provincial and federal GST taxes

Strengthening capital markets and creating a single capital market
regulator

Reviewing Canadian Competition policy®

Investigating elimination of barriers to trade, investment and labour
mobility between provinces

Launching the Global Commerce Strategy®
strengthening the regulatory system

spending on infrastructure

Issues of concern to Canada

Three areas that have been of concern to small business in Canada and the
government in general are in the areas of taxation, the paper burden and the
always contentious area of access to finance.

Taxation continues to present a major concern to small business in Canada,
particularly when put into the context or being competitive with Canada's
largest trading partner, the United States. If Canadian small businesses are to
be truly competitive with their neighbours to the south, then they must have
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competitive support and taxation policies. "Taxation is the most fundamental
way in which small business interacts with the government. Governments
must reform their tax systems to facilitate the creation of wealth by small
business."®* Taxes that are not based on profits represent approximately
70 percent of all direct taxes paid by corporations. (Department of
Finance). Because Canada's tax system includes federal, provincial and
municipal jurisdictions, the Canadian tax system imposes a disproportionate
burden on small businesses. This burden has impaired the competitiveness of
sme's and their ability to create wealth and jobs. On its Strategis website,
Industry Canada lists the first principles of small business taxation as:

e tax systems at all levels must support the creation and growth of viable
small businesses

e tax measures should not result in disincentives to hire

e Canada's tax systems must reduce their dependence on all forms of profit-
insensitive taxes

e Tax systems must be simplified to reduce the compliance costs borne by
small business and free up productive capacity

e Tax systems must encourage the retention of profits to finance the internal
growth of small businesses

e The federal, provincial and municipal governments must coordinate and
simplify their tax systems to ensure that the total tax burden on small
businesses is fair and reasonable

e Potential reductions in tax returns must be balanced by reductions in
government spending*?

The government of Canada's own department responsible for small business
policy recommends that the federal government must reduce the burden of
profit-insensitive taxes (such as payroll taxes, unemployment insurance, etc.)
on small businesses by lowering premiums on unemployment insurance and
the Canada Pension Plan. Small businesses in Canada also have concerns
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about the complexity of tax administration and compliance at both the federal
and provincial levels and recognize that this places an unnecessary burden on
sme's because of their size and lack of internal expertise. Concerns include:
harmonization, coordination and simplification, penalties and dispute
handling, clarity and consistency and services to taxpayers.

The second area of concern is that of the paper burden to small business.
The government of Canada has been working with key stakeholders such as
the CFIB, Chambers of Commerce, and Conference Board of Canada to
reduce the paper burden and hence reduce the costs of regulatory
compliance costs. "Paperwork" or "red tape" consists of the time and
resources spent by business owners, managers, staff or hired experts to
understand and comply with government rules and regulations relating to
operating a business. From the firm's perspective, complying with regulation
includes planning, collecting, processing and reporting of information,
completing forms and retaining data required by governments. The "burden"
represents the administrative costs incurred above and beyond the normal day-
to-day costs associated with running a business.

This initiative has a focus on small business as articulated on their website
because:

"Small businesses make an important contribution to the Canadian
economy. Small businesses - establishments with fewer that 100
employees - accounted for 99 percent of all registered businesses
in Canada, according to Statistics Canada's Business Register, as at
June 2003. Nearly 60 percent of employers - about half of all
Canadian firms - had fewer than five employees.

Doing business in Canada means that a business must deal with the
cumulative requirements imposed by three government
jurisdictions - federal, provincial/territorial and municipal.
Research suggests that complying with regulatory requirements
results in a disproportionate cost on small businesses compared
with larger firms. Results of an Organisation for Economic Co-
operation and Development (OECD) study of 11 countries -
'‘Businesses' Views on Red Tape: Administrative and Regulatory
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Burdens on Small and Medium-sized Enterprises' - indicated that
paperwork burden per employee in the smallest companies was
found to be more than five times higher than for larger firms, with
small firms in the service sector facing the greatest burden. Micro-
businesses - establishments with fewer than five employees - face
particular challenges relating to economies of scale."*?

Small businesses recognize that regulation can provide a stable and
predictable business environment. However, they also believe that the burden
of compliance at times outweighs the benefits of regulation. Excessive
compliance costs can be a determining factor in a small business remaining
viable and productive, or in investment capital leaving Canada for a more
streamlined business and regulatory environment elsewhere.

This has been an ongoing initiative of the government which recognizes the
undue burden that this places on small business.** Statistics Canada
undertakes a triennial survey focusing on small business and the challenges
they face in complying with information obligations stemming from
government regulations. The Paperwork Burden Reduction Initiative (PBRI)
involves measuring the costs and impact of regulatory compliance on small
business and pursuing opportunities to reduce, rationalize and simplify
regulatory requirements across federal departments and agencies. It was
launched in February 2005 in response to the Government of Canada's 2004
Budget commitment to create a working group of government officials and
small business representatives to measure the impact of regulatory compliance
on businesses and to make measurable reductions in paperwork burden.

The PBRI has three key components:

e An Advisory Committee on Paperwork Burden Reduction (ACPBR)
e The Survey of Regulatory Compliance Costs

e Annual progress reports to the Minister of Industry

The Paperwork Burden Reduction Initiative builds on the recommendations of
the External Advisory Committee on Smart Regulation (EACSR) presented in
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Smart Regulation: A Regulatory Strategy for Canada, released in September
2004. Specifically, the EACSR advocated that further work be done on issues
relating to compliance and enforcement, including harnessing the potential of
e-government as a vehicle for single-window access to government regulatory
programs.

The PBRI contributes to the Government of Canada's Smart Regulations
Strategy as it:

e Addresses the regulatory burden imposed by federal departments and
agencies;

e Encourages better coordination across federal government to reduce
regulatory burden and manage unintended duplication of regulatory
requirements;

e Examines the cumulative impact of regulations; and

e Establishes baseline data on the cost of compliance facing small
businesses.*s

The paperwork burden associated with government regulation and reporting
requirements has historically been a top priority concern for owners of small
and medium-sized enterprises (Sme's) in Canada. The Canadian Federation of
Independent Business (CFIB) has undertaken a comprehensive survey to
quantify the cost of regulation and paperwork burden on business, identify the
most burdensome reporting requirements from all levels of government,
address the opportunity costs of complying with excessive paperwork, and
seek SME input into finding meaningful ways of reducing regulatory and
paperwork burden. The CFIB has released a report on its findings, entitled
Rated R: Prosperity Restricted by Red Tape.

The third area of continual interest to Canadian small businesses is access to
finance, both debt and equity. With this in mind, the Business Development
Bank of Canada (BDC) is a crown corporation mandated by the Minister of
Industry Canada to be a ‘complimentary lender' and to provide funding to
small businesses that are unable to secure funding from traditional sources.
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Far from being a lender of 'last resort', BDC has emerged as a 'partner' with
small business and has been the source of many innovative programs
developed to specifically address the financing needs for Canadian small
businesses. The bank works closely through its network of consultants to
identify that the growth needs of the business are met in the most
advantageous ways.

BDC offers a range of products and services including financial services,
consulting services, subordinated finance and venture capital. BDC provides
services across Canada in both official languages through its 94 branches. In
addition, the Bank maintains a user-friendly, interactive website at
www.hdc.ca which supplies continuously updated information and links to
information for and about small business. The Bank has also established a
virtual branch online at www.connex.bdc.ca where clients can apply for
further financing as well as maintain up to the moment information on their
account.

In addition to term loans, BDC has created three special financing programs
focused on sme's: co-vision to support start-ups and small businesses under
$150,000; productivity plus which supports the productivity improvements in
sme's; and innovation which provides working capital solutions to support
growth projects for sme's. The BDC also has a popular consulting service
which provides expert advice at a reasonable rate on the four core topics of:
transition, business planning and management, operational efficiency and
innovation.

In addition to providing financial services and consulting, BDC is also a
provider of subordinated financing and venture capital. BDC Venture Capital
has been involved in venture capital since 1975 and has to date invested in
more than 400 companies involved in the areas of life sciences,
telecommunications, information technology and advance technologies. In
addition, the Bank set aside a special $25 million fund to specifically invest in
women controlled companies and that money was fully invested within 18
months, proving that there is a demand for venture capital for women
controlled businesses and that women's businesses do indeed qualify for
venture capital.

38



SME Development and Policy in Canada:
A Review of Challenges and Opportunities for Small Business 2007

Challenges Specific to Canadian SME's

In addition to the three ongoing challenges for sme's listed above, Canadian
sme's may face some other challenges that are unique to Canada and Canadian
culture. These challenges face sme's in the manufacturing sector, young
entrepreneurs, women entrepreneurs and new Canadians. All face challenges
but at the same time offer incredible opportunities to Canada.

Manufacturing Sector

Canada's manufacturing sector has been badly it in recent years by the
combination of competition from lower labour costs in other parts of the
world as well as a shortage of skilled labour in Canada and the higher value of
the Canadian dollar. In a report to the Standing Committee on Industry,
Science and Technology®, the Canadian Federation of Independent Business
provided a good overview of the state of manufacturing in Canada as well as
what the future may hold. A higher percentage of companies in the
manufacturing sector predict that they shall need to increase both their full
time and part time employees in the 12 months following the report. 62% of
the respondents in their survey indicated that the higher Canadian dollar is
hurting their business. The major business factors which are affecting their
businesses include: energy prices, other input prices, rising insurance
premiums and interest rates with labour availability, competition and market
wages also causing concerns.

A significant percentage of the businesses surveyed (with the exception of
those in the service sectors) indicated that if fuel prices stayed at high levels or
increased, either their businesses would not survive or they would have to
make significant changes in investment, employment or prices to cope.
Consistent with the previous section of this paper, small business priorities
overwhelmingly focused on their total tax burden and government regulations
and paper burden. Another area of real concern is a shortage of labour (this is
discussed later in this paper). With respect to the sme productivity priorities,
the following were of the greatest concern: reducing taxes, easing burdensome
regulations, and making government fees and penalties more equitable. As a
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recommendation to government, the report finally recommended what would
help businesses comply better with regulations and they cited the following:

e Simplify existing regulations
e Reduce the total number of regulations
e Make owners aware of new regulations

e Improve government customer service

Young Entrepreneurs

An area for great growth and opportunity lies with young entrepreneurs.
Canada is a young country with an ambitious well-educated population from
diverse backgrounds. Toronto, alone, is considered one of the most multi-
ethnic cities in the world. In the next few years, many of these young people
will enter into business rather than into the traditional job market. No exact
figures exist on the number of potential young entrepreneurs but in a recent
internal study conducted by the Canadian Youth Business Foundation (CYBF)
it was noted that there are approximately 7.5 million youth between the ages
of 18 and 34, 8% of the total adult population are engaged in entrepreneurial
activities and 20% of youth would consider starting their own business. This
represents a huge potential in economic contribution by youth.’* However,
oddly enough, no organization offers a comprehensive picture of the future for
youth entrepreneurship and there are no real national programs that exist to
support young entrepreneurs. There are some programs such as Junior
Achievement, ACE and Shad but all are underfunded. CYBF provides
mentoring and startup loans up to the amount of $15,000 but due to their own
funding challenges can only reach a very small percentage of this potentially
huge and prosperous market. It is obvious that more work needs to be done to
nurture and support young people to pursue their entrepreneurial dreams and
also make an economic contribution to the country while also creating jobs.
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While substantial funding has been provided for these youth entrepreneurship
development programs much more needs to be done to instill in today's youth
a culture of entrepreneurship, a 'can-do' and 'can succeed' attitude that can
allow Canada to successfully move ahead - it is by nurturing today's youth and
allowing them to pursue their dreams that the economic future of country shall
be secure. This culture needs to begin at the primary and secondary school
levels where business skills need to be taught along side other basic skills.
While Canada is a country rich in natural resources it must continue to mentor
and grow other business sectors, particularly in the knowledge and technology
sectors where so many young people are thriving today. Investing in young
entrepreneurs is not just about allowing a young person to pursue his or her
dream, but it is also about the economic future and advantages of the country.
Too many policy advisors are too narrowly focused or do not have the long
term vision required to develop and implement policy that will enhance the
future entrepreneurs and small businesses.

Women Entrepreneurs

'Forget China, India and the internet: economic growth is driven by women.'
"---there is a business case for expanding women's economic opportunities: it
is smart economics.'® "Womenomics: les femmes font rouler I'economie du
Quebec.'? Women entrepreneurs and women-owned businesses have been on
the rise since the 1970's with the demographics today being very different
from the 1950's and 1960's when many women stayed at home or worked part
time. Women entering the workforce and also starting businesses has had a
most dramatic effect on the economy of Canada, but it is still difficult to
attract the attention of policy makers that due to the dual role that women must
play (i.e. mothers, homemakers and now senior caregivers, as well as
competitive business owners) that there need to be good policies (such as day
care, retirement benefits, financing opportunities) in place to ensure that
women are able to take advantage of their best business opportunities.
Women are playing an increasingly important role in the economic growth of
Canada and globally. Women owned businesses are the fastest growing sector
in Canada and 40% of these businesses alone are based in the province of
Ontario.?? Even with those figures, Ontario is third after British Columbia and
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Alberta - an odd discrepancy given that Ontario is the powerhouse behind the
Canadian economy.

In November, 2002, former Prime Minister of Canada, the Right Honourable
Jean Chretien, announced Canada's Innovation Agenda which included
creating the first ever Parliamentary Task Force on Women Entrepreneurs. In
launching the task force, Prime Minister Chretien declared that 'our success
depends on our ability to marshal the skills and ingenuity of all of our people.
As an important source of talent and creativity, women entrepreneurs have
much to contribute. However---women entrepreneurs face unique challenges,
particularly in accessing capital and expertise required to grow new
businesses.'? Under the Chairmanship of the Honourable Sarmite Bulte, P.C.,
the task force traveled across the country and held town hall meetings,
consultations and online discussions with over two thousand women
entrepreneurs, followed by government officials at all levels of government.
The result was a report with specific recommendations and a clear vision and
path for going forward that was presented to the Prime Minister in November
2003.

Recommendations were categorized under the following sections:

1. coordinating support for women entrepreneurs

2. advocacy: a voice for women entrepreneurs

3. access to capital

4. access to employment benefits and social safety net programs

5. access to mentoring programs and networking opportunities

6. access to business skills training

7. access to information - 'one-stop shopping': a hub for women entrepreneurs

8. access to government procurement
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9. focusing on the service sector

10. promoting Canadian women entrepreneurs nationally and internationally
11. encouraging and training women entrepreneurs to be export ready

12. lack of research

Prime Minister Chretien accepted the report and immediately announced 10
initiatives. However, shortly thereafter there was a change in government and
many of the other recommendations were never implemented. The true value
of this report though, lies in the blue print that it set out to support and
develop women's businesses in Canada and that while it focused on
women, the report laid out a blue print, that if followed, could promote
the development of all small businesses across the country.

Other emerging issues that may be unique to Canada

Four other issues are emerging that could present problems to Canada if they
are ignored or could create real opportunities for Canada if savvy government
policies are put in place now. One of the major concerns of business today
and this affects sme's more, due to their vulnerability in economic and
demographic changes is a lack of people in the workforce and lack of
talent. Canada's immigration process has slowed down considerably with the
average wait time to immigrate to Canada taking at least two years if not
longer. If special work issues are involved or people are willing to go where
there is a shortage of labour, this application time may be fast tracked but time
is of the essence for small businesses. This is creating a situation where some
small businesses in Canada are opening warehouses and offices in the U.S.
where labour may or may not be cheaper but at least is accessible - this is
particularly true with new complications in getting goods and people across
what used to be the most open border in the world: that between the U.S. and
Canada. Immigration and border transit has been changed dramatically since
the events of 9/11.
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A shortage of labour is now of major concern across Canada and in areas
such as the oil patch and the four provinces of western Canada, more than
60% of small business cites this as a major concern.?* Long term vacancy
rates have sky rocketed between 2004 and 2005.

The flip side to the labour shortage is the opportunities that immigrants and
'new Canadians' are bringing to Canada. According to Statistics Canada,
immigrants will account for all net growth in the labour market in coming
years.?® The opportunities for young immigrant entrepreneurs track this
growth as well. These immigrants are being concentrated in a handful of
urban centres and most growth will come from the Chinese, Spanish and
Punjabi communities. With good policy development this could create a
wellspring of sme's for Canada.

Another area of concern is the aging baby boomers and the number of
entrepreneurs that are planning to exit their businesses within the next 10
years. The CFIB# puts this figure at more than 70% of the businesses it
surveyed. The ramifications of this are so serious that BDC has now put into
place a new program to assist in transition. Other major banks are also
beginning to look at this market. Not only will these business people be
leaving the workforce, it could have a dramatic effect on loss of jobs or on
balance sheets if employees try to raise financing to purchase an otherwise
debt-free company. In addition, new businesses (hence the vital contribution
of youth, women and new Canadians) need to be encouraged to replace those
exiting. Another reason for forward thinking and good policy that needs to be
in place in anticipation of this happening. The flip side of this conundrum is
that according to the Canadian Imperial Bank of Commerce (CIBC), the
fastest growing portion of the new entrepreneurial landscape in Canada are so-
called 'seniorpreneurs' or those Canadians over the age of 55 who, for a
number of reasons now make up one in four self-employed individuals in
Canada and a large portion of that are women. The majority of these older
entrepreneurs are termed as 'lifestylers' and do not have growth or longevity
plans for their businesses.

Finally, another unique characteristic of Canada is the remote communities.

Canada is a vast land mass with a relatively small population as mentioned
earlier. This means that there are many small communities struggling to
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survive in remote areas where even the weather can be isolating. Regional
economic development programs must be maintained in order for these
communities to survive.

Public — private cooperation

Private-public cooperation is actively encouraged in Canada and indeed some
of the most rewarding outcomes are as a result of private-public cooperation.
Canada has a tradition of holding public consultations on issues regarding new
public policy. In addition, most of the government departments have private
sector consulting or advisory boards which assist the government in
developing policy. The Minister Responsible for International Trade appoints
an SME Advisory Board which meets twice a year with the Minister and
conducts work intersessionally on issues of importance that will assist
Canadian sme's to be more active in exporting. It is also an opportunity for
business to inform the government first hand as to the greatest challenges that
they face. Most recently the Advisory Board was able to advise the Minister
of Canada's new Global Commerce Strategy to enhance the competitiveness
of Canadian business internationally.

Task forces such as those on young entrepreneurs, women entrepreneurs,
paper burden reduction, sectoral advisory groups, the Vancouver Olympics
and all regional development programs have private sector advisors.
Recommendations have also been made to create better and more transparent
government procurement procedures so that small business can have better
access to government contracts for supplies and services - a critical area for
small business since the government is the single largest purchaser of goods
and services in Canada. Most recently, Accenture has released a report with
guidelines on 'Keys to Successful Public Sector Shared Services
Implementations: Focus on Governance' to address these opportunities.
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Recommendations going forward

Canada is a country with great potential which needs to take a 'holistic
approach' to its new, young, aging and diverse population. Traditionally
Canada has been a resource based economy but it needs to have a long term
vision for encouraging the growth of sme's in a variety of sectors including
technology and the myriad or opportunities which exist in the service sector -
the fastest growing sector in the world. Some of the most successful
economies are those which have no resources and therefore have to rely on
developing the talent of their people. Canada should be looking at this as
well.

Canada would be wise to create a small business agency to coordinate all
policy impacting on sme's and to be an advocate within the government for
sme's. Rather than adding another layer of government and reporting, this
agency would be seen as the hub for all sme issues. In conjunction to this, it
would be most advantageous to create a high level advisory council reporting
directly to the Prime Minister on the advancement of sme's.

Programmes need to be supported which encourage more young people to
become entrepreneurs. The government must address the differential impact
of taxation and paper burden on sme's in general but on women in particular.
A national day care policy needs to be implemented which allows women to
either have access to cost effective day care, or allows women to deduct the
cost of child care and elder care as a business expense in order to allow
women to spend time creating jobs for others in their role as entrepreneurs.
Programmes which encourage seniorpreneurs to continue to add to economic
development need to be implemented so that all members of society continue
to make productive contributions and are not deemed to be 'users' of the
system. The different levels of income need to be taken into account so that
women and young entrepreneurs can set aside a larger portion of their income
for retirement. Due to its geographic makeup, with remote communities and
communities that may be isolated due to adverse or severe weather at times of
the year, Canada is an ideal environment to develop and promote technology
to provide more markets for the service sector.
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Governments do recognize the importance of supporting sme's in general.
However, small business is risky and governments are not in the risk business,
and not all sme's are created equally therefore policy cannot be one size fits
all. The challenge is to develop an environment which supports small
business and creativity; one that looks to the future and has a vision of where
the opportunities lie and puts into place a plan that will achieve that vision.
Too often, policy is dictated by politics and is short sighted with lessons
learned too late.

Resources

B Business Development Bank of Canada (BDC) (www.bdc.ca) assists small
businesses both by providing loans and equity financing to small business
and by providing management services such as advice on how to operate a
successful small business. The online branch can be located at
www.connex.bdc.ca.

B The Canada Business Web site at www.canadabusiness.gc.ca provides a
comprehensive directory of information on the private sector and federal,
provincial and municipal government services, business information guides,
programs and regulations. The site contains information to assist small- and
medium-sized enterprises (Sme's) seeking start-up financing.

B Sustainable Development Technology Canada finances and supports the
development and demonstration of clean technologies, including those
related to energy efficiency. Their website at www.sdtc.ca provides details
on eligible projects and how to apply.

B The National Research Council's Industrial Research Assistance Program
(NRC-IRAP) provides financial support in addition to a range of both
technical and business oriented advisory services to growth-oriented small
businesses enterprises. For further information or to contact an Industrial
Technology Advisor, it is possible to call, toll-free, 1-877-994-4727.

B Industry Canada has developed the Sources of Financing Web site, at
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www.strategis.ic.gc.ca/sources, which enables Sme's to interactively access
objective information on appropriate forms of public and private sector
sources of debt and equity financing. This information is provided through a
searchable database that generates a comprehensive customized report on
relevant sources of financing.

B Also available is the Steps to Growth Capital web site at www.growth.

ic.gc.ca. This site provides a step-by-step guide to entrepreneurs seeking
growth capital.

BCanadian Federation of Independent Business (www.cfib.ca) is a

membership based lobby group which acts in the best interests of small
business while producing research and participating in many private public
sector dialogues.
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Disappointment and Challenges

Policies Addressing the Micro, Small and Medium
Size Enterprises in Chile

By Luis A. Riverost and Mario Morales?

Introduction

In recent years, the Chilean economy has been featured by its high growth
and manifest macroeconomic stability. Economic reforms carried out during
the 1970s and 1980s, have transformed the economy from an inward-
oriented development strategy into an open economy based on international
trade and financial flows. Likewise, Chile moved from policies which
implied a relatively high state intervention across markets to a more
deregulated and competitive system in which resources are basically
allocated on the basis of free markets.

In spite of the significant progress observed by the Chilean economy in terms
of its growth and stability, there are still pending problems regarding the
Chilean social dimension. As a result of the application of an ample policy
package aimed at tackling the social situation, a dramatic decrease in the
percentage of poverty from 40% to about 20% of the population happened
in the 1990s. However, the country is still characterized by a deficient
income distribution, a situation which displays an important political effect
affecting the sustainability of the economic development. In fact, Chile has
remained during the 1990s and 2000 among the 12 more unequal countries
in the world regarding the distribution of total incomes, dramatically
contrasting to its place among the 10 more stable and dynamic economies in
the world. This is contradictory with the overall economic progress that has
been praised all over the world
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A key factor in explaining the poor income distribution of Chile in
comparison with its noticeable success in macroeconomic achievements
connects with the insufficient development of the Micro, Small and Medium
Enterprise (MISME). On the one hand, this is a crucial sector in order to
increase the competitiveness of the Chilean economy regarding the need of
further diversifying exports, increasing the labor productivity and stimulating
innovation and entrepreneurship. Reaching greater economies of scale
through a better coordination and association of MISMEs is a potentially
important instrument for Chile to continue in its economic strategy of trade
openness. On the other hand, the development of the MISME can imply a
significant improving in the prevailing income distribution, given that it is
more labor intensive and able to better reflect on labor earnings the actual
productive results.

The Chilean economy has done much in terms of setting macroeconomic
policies which afforded good aggregate results and made the country world
famous to their respect. However, the policies addressing the development
of MISMEs are still wanting and need to be improved in the continuation to
what has been called "the second stage of economic development", which
implies a necessary change from exports intensive in natural resources to
those more intensive in local value added. In this context, policies
addressing the development of the MISME are an indispensable ingredient.

The Chilean Economic Results

Economic results between 1987 and 1995 were brilliant from the view point of
GDP growth, exports, investment rates and low inflation. If in the 1950-1971
period the economic growth averaged 4.2% p.a., in the 1987-1995 period
growth reached more than 7% p.a. in average; by the same token, yearly
inflation decreased from an average of 26% to 7% p.a. whereas investment,
expressed as a percentage of the GDP, increased from 17% to 26% in the
aforementioned periods. The per capita income grew at 2.0% p.a. in 1950-
1971, while in the 1987-1995 period the growth of this variable was 5.3 % p.a.
Altogether with these important achievements, the open unemployment rate
remained around 6% of the labor force in the two periods which we are
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comparing. Hence, the period 1987-1995 is considered a golden period of the
Chilean economy, resulting from the productive potential awakened by
economic reforms carried during the 1970s and 1980s, which were kept in
their essential components by the democratic governments in the 1990s.

The economic reforms of the Chilean economy followed the lines of the
structural adjustment programs encouraged by international financial
institutions under the so called "Washington Consensus". These programs
aimed at reducing the extreme weaknesses of developing economies, trying to
open them to international trade and at reducing the economic size of the state.
Along those lines, a dramatic reduction in tariffs was carried out in Chile in
1974-1978 to produce an important opening of the economy to foreign trade.
This took place along with a significant stabilization program aimed at
attaining lower inflation rates, one of which decisive instruments was a tight
monetary policy altogether with a notorious drop in fiscal expenditures. A
significant reduction in the economic size of the State and the degree of
government intervention across the economy were also key companions of the
macroeconomic program. After the dramatic financial crisis in the early
1980s, largely due to an overvaluation of the Chilean peso due to a nominally
fixed exchange rate, the government continued implementing a deep economic
reform program. This included the privatization of most public firms, the
continuation of a tight fiscal and monetary policy and the adoption of an
export-promoting strategy.

As mentioned above, the notable achievements of the Chilean economy in
macroeconomic terms diverge quite remarkable with the observed situation
reached in the social dimension. Unemployment rate has remained relatively
high in recent years, in spite of a GDP growth above of 4% p.a., this being an
important factor underlying the persistence of an unsatisfactory income
distribution. In fact, the difference in the average income of the 20% poorer
compared to the 20% richer amounts to 17 times, whereas it is only 9 in the
USA and 10 in Korea. Although the country has done a lot in terms of
reducing the extent of absolute poverty, which currently remains a little below
20% of the population after having reached as much as 40% in the 1980s, the
gaps between different income groups are still very significant, and becomes a
decisive political factor that may hinder the continuation of the economic
strategy. As many see the economic model as the final responsible for these
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observed social results, the effect of a deteriorated income distribution may
attain a significant detrimental effect on aggregate economic achievements.

This situation of the income distribution in Chile is largely due to the role
played by several structural factors connected with the distribution of
education and human capital among the population, as well as to the different
productive specialization that characterizes different regions inside the
country. Nonetheless, a key factor regarding the poor record reached with
regard to the income distribution in Chile connects with the labor productivity
and the distribution of the human capital across different segments of the labor
force. In fact, the discussion about failures in education quality and the
absence of an adequate system of public education as well as in connection
with the low expenditure in research and development (R&D) have been
pointed out in discussing the poor progress of the country regarding its
competitiveness (World Development Forum, World Competitiveness Index,
2007).

At the same time, another crucial factor in explaining the deteriorated income
distribution observed in Chile concerns the structure of the productive activity.
In fact, although many policies have allowed large firms an adequate
environment for their development and subsequent success in terms of
production and exports, these policies do not apply to smaller firms. Although
the MISME is the primary labor source in the economy, and it is present in all
productive branches and regions of the country, policies addressing its
development have been inadequate and insufficient. The high degree of
financial exposure, the lack of collaboration to obtain resources for the
investment, high cost to initiate and develop business due to red tape, the
absence of instruments to provide smaller firms with opportunities for labor
training, etc. are all crucial detrimental factors which have been insufficiently
tackled by the economic policy. Politicians and government authorities have
manifested concerns about the macroeconomic dimension and the need for
supporting MISMEs development, but little has been done to attend the
necessary microdimension in establishing a more friendly environment
regarding the development of the smaller firms.
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The Concept of MISME

Traditionally Chile has not adopted a formal, well established definition of the
micro, small and medium enterprise. Lately, however, data from the Internal
Revenue Service (IRS) has allowed a definition based upon the value of total
sales (Table 1). According to these criteria and as a proportion of the total
private employment?, the occupation provided by the MISME reaches a
81.1%; in comparison, this sector represents only a 21.7% of the total sales in
the economy, according to IRS figures in 2003¢. In other words, if
productivity is defined as sales per employee, it is clear that, at a national,
aggregate level, large firms are 36 times more productive than MISMEs. If
this index is calculated only for the medium size firms, the productivity gap
with large firms is equal to 3, whereas it is equal to 6 in the case of small
firms.

Given the high proportion of the employment provided by MISMEs, it is clear
that the sector must constitute a concern for the public policy. The adequacy
of a policy aimed at promoting the MISME can be questioned on the ground
that is a low productivity sector, as reflected by the amount of sales per
employee. However, the ratio formed by sales and employment cannot be
considered as an indicator of labor productivity, given that the efficiency of
the sales dimension in any enterprise is associated with general management
aspects, such as those related to expenditures in marketing, transportation and
installations, rather than to merely production. At the same time, the high
labor intensity of the MISME sector implies that policies aimed at achieving
its development can introduce a significant equitable impact, particularly in
the area of labor force training.

In any case, the MISME has been declining its relative importance in sales
between, for instance, 1999 and 2003%. Similarly, the importance of exports
associated with the MISME in relation to total exports has dropped from 5.3%
to 3.9% between 1999 and 2003. Therefore, and as a result of an inadequate
policy environment, the participation of MISMEs is quite high in employment
but quite low and decreasing in terms of sales and exports®. The current
political debate in Chile concerns with this significant difference, and the need
for different policies aimed at stimulating the MISMEs to reach higher sales
and exports, as well as better productivity standards.
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Problems Regarding the Development of the MISME in the
Chilean Economy

Nine fundamental problems can be identified with regard to the situation of
the MISME in Chile. These problems act as a significant impediment for
achieving its more prominent productive development.

(1) The public policy does not recognizes MISMEs as a different economic
unit as opposed to large enterprises. As a consequence, economic policies
do not discriminate by size of the productive unit and are defined only in
connection with large private firms. Governments need to give recognition
to existing differences and problems for both large and smaller productive
firms, thereby introducing different policies in the context of targeting
economic results;

(2) MISMEs are characterized by a rather disadvantaged access to markets, as
they face a more difficult situation than larger firms regarding the
conditions of financial intermediation and the access to services such as
insurance, transport and commercialization services;

(3) As providers of intermediate production for large enterprises, MISMEs are
subject to a discriminatory treatment particularly in terms of payment
delays, thereby implying that large firms transfer part of their financial
liabilities to smaller firms, which are therefore paying for part of their
commercial risks;

(4) MISMEs constitutes an interesting political market which is widely
exploited in electoral periods. However, there usually are no further
commitments to their problems once a government is elected, thereby
creating the sensation of a customary political exploitation. Moreover,
leaders of MISMEs are not even considered as valid counterparts when
discussing policy decisions at aggregate levels, at least not as compared to
the prevailing situation with leaders of larger firms;

(5) MISMEs are characterized by an ample heterogeneity regarding factors

such as economic size, entrepreneurship capabilities, industrial branch to
which they pertain, regional adscription, links to relevant output markets,

56



Disappointment and Challenges:
Policies Addressing the Micro, Small and Medium Size Enterprises in Chile

etc. Therefore, this causes weaknesses as public policies can hardly be
targeted to all possible existing situations. In fact, the design of specific
policy measures aimed at stimulating smaller firms are defined in such
general terms that they cannot attain any significance in terms of potential
impact. Another dimension of this heterogeneity problem connects with
the enforcement of policies regarding taxation, environmental impact,
intellectual property, labor policies and so on, which usually do not
differentiate by firm size in terms of its application;

(6) A serious constraint for the MISME sector is its faulty access to credit and
to the financial sector in general. Lack of credit, particularly for working
capital, is a serious factor inhibiting the development of the MISME sector
due to the lack of enough collateral and absence of credit lines able to
properly reflect higher risks with acceptable interest rates and periods of
return;

(7) There is an inadequate statistical definition of the MISME sector (ANNEX
A). The use of definitions based on sales implies that there is a significant
volatility in the statistics since the number of firms pertaining to alternative
groups varies significantly from year to year. In turn, this is an
inconvenient factor with regard to policy design and evaluation;

(8) There are too many definitions of instruments for the promotion of the
MISME, which are located at different levels in various public sector
institutions. At the same time, the MISME entrepreneur usually does not
have the time or the professionalism to complete so many forms and
evaluate alternative offers which respond to alternative opportunities. In
addition, there is insufficient emphasis in this sector of the economy, as
demonstrated by the fact that between 1990 and 2004 public resources for
industrial promotion has increased 2.5 times and that only 39.8% of these
resources are allocated to MISMEs, thereby demonstrating the bias of the
public policy towards larger firms.

(9) MISMEs are particularly disadvantaged in accessing instruments of human
capital formation, such as formal training and specialized education, as
well as in counting with applied research that may increase their
productive efficiency and capacity of innovation. All the corresponding
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policy instruments in place in the country are based in the reality of larger
firms, and therefore they openly discriminate against the needs of the
MISME.

The problems so described make virtually impossible to attain a significant
development of the MISME, particularly in the export industry. Chilean
politicians recognize in their public speech that the continuation of the
country's development strategy necessarily implies a shift from a natural
resource-based industry to an export strategy concentrated in industries that
include more value added in the local production. The international
experience, particularly the Asian one, indicates that export diversification
should be associated with a potent growth of the MISME, with policies that
allow their development, their coordination and integration to gain economic
efficiency. As said above, this would also allow Chile to obtain better
distributive results as an expansion of the MISME may also promote an
increase in the labor productivity. To attain a significant development of the
MISME in Chile a political decision is essential. In this context, the
government must aim at better policies to address the fundamental failures
that characterize the situation of the MISME in the financial, training and
general policy design.

The Public Policy Environment

The policy design has not been aimed at stimulating the development of the
MISME, since in its general inception economic policies have fundamentally
targeted the large firms as their basic objective. This is in fact responding to
the actual importance of large firms in terms of production and exports, since
they concentrate around 90% of the economic activity measured according to
these parameters. However, these policies do not account for the importance
of the MISME with regard to employment, as well as to the possibilities of
increasing the labor productivity in the economy and attaining a development
strategy based upon the productive increase of the MISME.

It is not, however, the case that Chilean governments have done nothing in
terms of policies and institutions regarding the MISME. The problem is the
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dispersion of policies and institutions in charge of the MISME inside the
government, at the same time that overall resources have not been enough to
deal with the magnitude of observed problems.” In the past five years, for
example, the government has created more than one hundred programs in
support of the MISME which have operated through no less than fifteen
distinct government offices in different Ministries. In addition, the amount of
resources has not been enough considering the important target constituted by
so numerous enterprises characterized by a large diversity from different
viewpoints. As mentioned before, the MISME is characterized by substantial
heterogeneity regarding the industrial branches to which they pertain, regional
adscription and specific situation regarding their financial situation, as well as
the particular condition regarding human capital needs and the peculiar impact
of regulatory policies. On the contrary, the large enterprise is more
homogenous and characterized by a high degree of concentration, making it
easy to target alternative policies and evaluate their result.

The general economic policy cannot provide a propitious environment for the
MISME, as policies regarding taxation, general business regulations, labor,
environment, etc., cannot discriminate according the size of economic units.
This has resulted in a quite unequal situation for the existing competition
between the MISME and the larger firms, and has not provided adequate
protection to the former when there prevails a vertical integration which is
prone to abusing smaller firms. Policies that have stimulated the international
insertion of the country, for example, have openly favored larger firms, since,
differently than the MISME; they accomplish the several financial
requirements and have the organizational capabilities to attain an active and
permanent participation in foreign trade.

The example of the retail sector can be used to illustrate with regard to some
of the issues mentioned above. This sector represents in Chile about 42% of
the total entrepreneurial initiatives. However, measured through the Gini
coefficient® the degree of concentration in large firms, as opposed to MISMEs,
is extremely high: going from 0.835 in 1998 to 0.842 in 2004. This degree of
concentration of retailing in larger firms is not in principle beneficial to
consumers, and it is the result of general economic policies that have either
propitiated concentration or disregarded the importance of it. To a large extent
this situation is due to the access of large enterprises to lower input prices,
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which allow them to drive MISMEs out-of-the-market, and subsequently
increase the final price to consumers. This situation has not been prone to
promoting a more transparent competition, raising the need for more
sophisticated rules on regulatory policies than those actually prevailing.

The economic policy has not been able to successfully introduce a positive
discrimination to attain a further development of the MISME sector. The past
government administration and the present one have attempted to create
alternative policy packages aimed at encouraging the development of this
sector, but they have not been successfully implemented. Three examples can
be quoted to illustrate the lack of an adequate policy design in the aim of
encouraging the MISMEs development.

The first example was the project that in 2006 attempted to solve the existing
problem of tax liabilities of the MISME sector, including the negotiation of
periods of payment and the reduction in interests and charges against the debt
amount. Since there were more than 360.000 tax payers in arrears pertaining
to the MISME sector, a situation that exerted negative consequences regarding
their prospects to obtain access to the financial sector, it was expected that a
large number of them could have used this alternative. However, only 10% of
the total numbers of those entrepreneurs in tax arrears were actually able to
take the package. The reason was simple: the government proposal implied
the immediate payment of 30% of the total debt in arrears, whereas the
remaining 70% had to be paid in 11 payments. Given the financial reality of
MISMEs the offer was simply unaffordable for this productive sector, making
the announcement of the package a failure with regard to its actual
achievement?®.

A second example was the announcement made by the government in August
2006 in order to modify the timing for enterprises to pay their sale taxes.
Firms in Chile have to make two tax payments that may significantly affect
their cash flow: the 10th day of the month they have to pay the payroll tax,
and the 12 day they have to do the same with the value added tax (19% of
their sales) plus a provisional payment of about 1% to 3% of their total sales
as a credit on their annual tax payment. The government proposal consisted in
postponing those payments to the 20" day of the month, in order to alleviate
the cash flow situation of the MISME, and granting more time for them to get
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enough resources. However, such a good idea did not work out since an
eligibility requisite was that all payments should be made using internet,
thereby also implying that enterprises had to have a checking account in the
banking system and being able to emit electronic documentation on their sales.
Given that this is not the reality of the vast majority of micro and small
enterprises, from an universe of about 690,000 MISMEs, less than 2,000 were
able to access to the proposed benefit. In fact, more than 50% of MISMEs do
not have any checking account given their prevailing liabilities with the
financial sector, and 99% of them did not yet have any access to electronic
technology to process and produce electronic sale receipts?®.

A third example of inadequate policy design was the proposal made by the
government in 2001 in order to have a law for the promotion of the MISME.
Six years later it can be said that this has not been at all carried out in spite of
the commitment publicly made by the government. However, a new
announcement made by the Minister of Finances in April 2007, has once again
proposed the idea of developing an ample legal framework for the MISMEs.

The problem with the policy design regarding the importance of the MISME
sector in the economy has suffered from two inconveniences. First, the lack
of a real political commitment of the authority with the evolution and
contribution of the sector to the economic activity and employment. Second,
the improvisation of policy measures which are more oriented to gain a
superficial support by the public, but not to achieve any effectiveness in terms
of the real impact in the economic activity, employment and the income
distribution. In general, the idea of firm which largely prevails in the
inception of the economic policy corresponds to that of large firms, which is at
the same time the sector able to put more economic and political pressures on
governments.

Public - Private Collaboration and the MISME Development
Although disadvantaged by the general inception of the economic policy, the

MISME in Chile has proved its capacity to compete in an environment of
transparency and fair rules. Their open competition with large enterprises,
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however, is affected by financial disadvantages, specially because they are
exposed to a situation in which the larger firms can delay payments and create
cash-flow complications to the smaller ones. This is the case when the
MISME is a provider of intermediate products for larger firms. Other times
the open competition in product markets is affected by the size of the MISME,
because they cannot compete with the marketing expenses of large firms. The
bargaining power of the MISME vis-a-vis the large firm is undoubtedly weak,
and it is the reason for their visibly lower capacity to compete. However, it is
possible to assert that, under more transparent conditions, particularly
regarding information, the MISME can compete very much better with its
larger counterparts.

The Chilean government has implemented an on-line system where firms are
invited to furnish with their offers of goods and services, in the frame of
specific demands raised by the public sectors. This Portal Chile Compra is a
system adopted by the government to facilitate the management of public
resources allocated to buying goods and services from private suppliers, at the
same time than offering a transparent system for an open competition on the
part of private firms. In this system, which is not featured by asymmetric
information or other common market distortions, the MISME reaches a 38.8%
of the total sales made by the government®, a proportion that is strikingly
higher than the 21% of participation they reach in "open" markets. This is a
clear indication that the higher the transparency of the market, and the lesser
the asymmetry of information, the higher the possibilities of success of the
MISME.

The situation of the MISME is strongly related to the existence of market
mechanisms that negatively discriminate against smaller firms, given their
economic size and lack of capital. This is the reason the public policy concern
gravitates around the idea of adopting policy measures that may give more
opportunities to MISMEs. In this aim, the authority has called upon public-
private task forces or committees to address proposals in this context and
acquiring a better knowledge of the industrial organization issues surrounding
the participation of the MISME in the market. The usual problem in adopting
a policy view on regulations that may improve the competitiveness of the
MISME in the context of better market rules, is the prevailing view that raises
concerns only to the relationship between the state and the firms, this being
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conceived in the frame of large-formal firms. This view disregards the
existence of the MISME, a disadvantaged sector with regard to general
economic policies.

That prevailing view has affected the quality of policy decisions with regard to
their potential effect in term of the MISME. Whenever a discussion takes
place in decision-making instances, with regard to providing assistance to the
productive sector, the issue of declining fiscal revenues or possible harm to the
large firms comes about. By the same token, policy measures aimed at
helping the MISME with regard to taxation or labor issues are generally
rejected with the support of labor unions which also only see the large
enterprise as the beneficiary, since they do not use to differentiate firms by
sizes.

The crucial issue concerns the need of targeting policy measures to the
MISME in order to improve their financial stance and their actual possibilities
of competing in the market by means of more transparent rules. However, the
targeting of MISMEs is very difficult to achieve given the prevailing view on
private firms as one homogeneous situation, in which there would not prevail
disadvantages that can be seen as negative economic externalities.

This simplistic view of the relationship between the state and the private firms
has dominated the policy scenario relevant to the MISME. If a differentiation
is made between the MISME and the large firms, a great benefit can be
attained for the former in terms of taxation, financial and other measures
aimed at alleviating the disadvantages for them to operate in distorted and not
fully transparent markets. As mentioned above, the nine issues that
characterize the weaknesses of the MISME shall be tackled though
appropriate policy measures that need to clearly identify the sector and its
problems?2,

Policies to Achieve MISME's Adequate Development

A key endogenous variable to consider in the aim of attaining an improvement
of the MISME connects with its own management. This in turn connects with
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the possibilities of gaining access to adequately trained human capital
characterized by both technical competences and due knowledge of relevant
markets. In many respects the current situation in Chile reflects a notable
deficit in this matter derived from the prevalence of relatively low salaries of
the managerial staff in the medium size enterprises, and the inexistence of any
professional management in micro and small firms. In general, the low
attractiveness of professional jobs in the MISME is entailed to the high
volatility that characterizes this sector regarding its development in terms of
expansion and survival conditions. Altogether with these structural problems,
the MISME has a very low access to formal training systems, particularly
those eligible for public subsidies.

Regarding the exogenous factors that affect the development of the MISME in
Chile, the lack of adequate access to formal training is of paramount
importance. For the MISME the opportunity cost of its employed labor is
higher than that corresponding to the case of the large firms, particularly
because there is insufficient possibilities of substituting job positions from the
inside of the firm. In addition, the prevailing rules to access public subsidies
for the formal training*® establish a clear discrimination against the MISME
given that the subsidy is provided through a credit that operates in a year time
frame, which is a negative factor affecting the MISME's cash flows.

Another key exogenous factor affecting the development of the MISME
connects with the relationship between this sector and that of large firms. As
mentioned above, the latter usually employs some unfair practices in
competing against smaller firms. In the case when both the MISME and the
large firms operate in the same market as suppliers, the large firms carries
price policies aimed at installing entry barriers which normally hinder the
possibilities of fair competition and usually attain to expel the MISME from
the market. In the case when the MISME operates as a suppliers of inputs or
parts to the large firms, it is usually the case that payment delays and arbitrary
rules regarding delivery conditions may simply drive out the MISME from the
market. Undoubtedly, there is large room for improving or creating a more
appropriate legal body regulating this unfair competition practices.
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The situation of the MISME is raising an active political debate in Chile as it
is being more and more clear that the low development opportunities that
public policies offer to the MISME seriously threaten the possibilities to
sustain aggregate economic growth in a long term context, as well as to
achieving an improvement in the income distribution. This is the reason why
the current government administration has been raising the need for discussing
a new legal framework to assist the MISME, emphasizing the basic conditions
to attain its sustainable development. In this context, there is a need for
discussing some urgent policy measures which are not necessarily aimed at
modifying structural prevailing conditions affecting the MISME, but only
aimed at correcting some specific problems. Basically these measures connect
with the large financial debt of the MISME, which is virtually obliterating its
development potential and drastically restricting available cash flows. New
terms regarding financial charges, especially those connected with risk
assessment and periods of payments should be included in a legal definition
that must also include the eligibility conditions to access government
subsidies. This new legal arrangement should also establish similar measures
regarding the high indebtness of the MISME sector with the tax system and
the social security.

At the same time, the public policy must deal with some of the structural
problems affecting the MISME. To this respect, it is envisaged that the new
MISME's legal body (Estatuto) should be the key to establishing the
difference in economic size as a fundamental variable guiding the public
policy. If economic size is recognized in the law as a relevant policy variable,
it will provide ground to prepare new regulations to avoid unfair competition
based on firm sizes, and it will allow better conditions for the development of
the MISME. The new legal framework for the MISME (Estatuto) shall be
based upon the idea of securing market transparency, a key structural
ingredient to achieve the development of smaller firms. Asymmetric
information and the practice of unfair competition by large firms are two basic
elements that the Estatuto should address upfront. A fair-play system should
stem from the Estatuto to avoid those practices that, by reducing the access of
the MISME to markets, are key in deterring its development. The government
must use its regulatory capabilities to enact a new legal framework in this
regard. Similarly, the government can use its own economic size to install
competitive practices by which only the good management and the
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competitive advantages of firms should be accounted as the only factor able to
explain market success.

There are three aspects in which the Estatuto shall be carefully designed to
attain an adequate competitive environment to favor the MISME's
development.

(a) Access to the financial markets in better conditions regarding interest rates
and time frame. The high risk normally associated with the MISME and
the lack of sufficient collateral are structural weaknesses that can be
effectively mitigated through state subsidies and the operation of Chile's
State Banks and other government institutions which can be mandated to
deal with MISMEs. This subsidy is consistent with the idea of positive
externalities that in terms of economic activity, employment and the
income distribution, can be entailed to the development of the MISME.

(b) Access to training through similar instruments than those that allocate
resources to large firms, but without affecting the cash flow as it now
happens in the case of the MISME.

(c) Access to technology and innovation by measures to allow engagement of
consortiums of MISMEs in different production fields with research
centers. This would allow the MISME access to fresh knowledge and
technologies, thus also allowing research institutions to tackle problems
that specifically affect this sector of the economy. This would also allow
research institutions to be better in touch with national priorities in terms
of applied research.

An appropriate definition of the MISME

The appropriate definition of the MISME is a key element regarding regulatory
aspects as well as in adopting alternative economic policies. The segmentation
at the inside of the MISME is also a fundamental aspect to consider given the
need of targeting alternative policy instruments to different categories of firms.
Until now there has not been any official definition of micro, small and
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medium size firms, a subject on which there have prevailed many alternative
criteria based upon different grouping of firms. These definitions have
originated in academic purposes, as well as on entrepreneurial views,
considering either sales, employment or taxation as clear-cut definitions.

The need of an official formal definition is paramount to any policy effort
aimed at attending the needs of the sector. An incorrect definition may leave
some larger firms classified as small or medium - if only sales is, for instance,
the variable used to measure economic size. This would allow some large
firms to access benefits designed for the smaller ones. By the same token, by
only considering employment as clear-cut definition of size, a significant
volatility could be introduced in the statistics, thus causing serious problems
to properly target policy measures. The most usual definition of micro, small
and medium size firms, as opposed to large firms, is based upon the amount of
sales, which is a variable that may introduce significant distortions.

Currently there is not any official definition or policy action that effectively
takes into account the needs of the MISME sector, because legally it does not
exist. At the same time, policies addressing MISME issues are ineffective in
absence of an appropriate statistical definition. The new legal body sought by
the government (Estatuto) constitutes an effort to carry out policy initiatives to
support the development of the MISME, but they would do little in absence of
adequate definitions of the sector.

To avoid the volatility and the misleading use of the statistics that segment
firms by size we propose a methodology to define an index number. This will
allow distinguishing between micro, small, medium and large firms based
upon the agreement on specific value brackets. This classification takes into
account three variables which are usually available from sources such as tax
information:

(a) Sales (Sy): Annual sales (period t) of the firm measured in Chilean pesos ($);
(b) Employment (L,): employment in different job positions used by the firm
in period t, a variable which should not be included in simple linear terms

given its high variability across firms according to efficiency levels and the
organization of the firm;
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(c) Assets (A,) corresponding to the declaration of the firm on accumulated
investment net of depreciation.

It seems that a proper way to include the employment variable in determining
the index number is by considering it relative to the amount of sales. What it
is important for policy purposes is the labor intensity that characterizes the
productive behavior of smaller firms, and this can be adequately proxied by
the value of sales by employee. Thus, the polinomy we propose to build up
the index number (1) is the following:

lh=a, Si+a, (L./S) +a; A
With a;+a,+a;=;

Instability can still be a problem with this definition. Think, for instance, in
the case of a small firm that has been classified as such for several periods,
and that in a particular year, given the selling of a large amount of output, it is
classified as "large". This could also happen the other way around,
introducing problems which may affect the effectiveness of alternative
policies. Therefore, we propose the calculation of the index described above
by a moving average over three years.

Concluding Remarks

Chile has been a very successful in its aggregate economic results. In general,
the macroeconomic policy has been quite satisfactory regarding the attainment
of higher growth and investment, a fair degree of economic openness and low
inflation rates. However, there are still problems regarding the income
distribution and a need for microeconomic policies aimed at attending issues
arising from the different size of economic units. Only by making this
distinction it would be possible to provide better conditions for the MISME
development, an objective which is important in attaining higher employment
creation and better distributive results. At the same time, the development of
the MISME is paramount to attain a higher productive efficiency and to
consolidate the progress of the economy towards a diversification of its export
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base, including a higher value added.

The economic policy has not been able to introduce a better environment for
the development of the smaller firms, although the government has attempted
to provide adequate incentives towards that direction. In general, the economic
policy has been considered in terms of the large firms and their problems, but
not necessarily with the smaller productive units. The Chilean government is
attempting to enact a new law to provide the MISME with a more appropriate
policy environment, and thereby simulate its development. In this new
initiative, which has been waited for a long time in the country, it will be
necessary to account for the main disadvantages that the current situation
presents to the MISME, and introduce the definitional criteria regarding the
size of the firm allowing to improve the targeting of alternative policies.

Table 1: Classification of Firms by Amount of
Sales and Employment

Size Anual Sales Number firms Number of Number firms
(US$ Dollars) (Accordingto Employees (According to
sales) Employment)
Micro 35 to 83,000 570.544 1t09 647.529
Small 83,000 to 865,500 105.524 10 to 49 39,329
Medium 865,000 to 3,462,000 14.577 50 to 199 6,964
Large 3,462,000 and more 6.868 200 and more 3,691
Total 697.513 697.513

Table 2: Number of Firms, Employment and Sales

Size Number of Sales

Number of Firms Firms Employment* Employment IRS Criterion Sales

(IRS Criterion) (%) % (million US$ %
Dollars)

Micro 570,544 81.8 2,276,032 49.1 8.6 3.4
Smal 105,524 15.1 822,745 17.8 24.14 9.5
Medium 14,577 2.1 600,787 13.0 22.2 8.8
Large 6,868 1.0 933,858 20.2 198.72 78.3
Total 697,513 100.0 4,633,422 100.0 253.66 100.0

* Data obtained from the Socioeconomic Survey (CASEN) 2003.
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Table 3: Expenditure in Productive Promotion'

Year Total MISME % SM %
1990 158i 10 6.3 2 1,3
1991 218 17 7,8 5 2,3
1992 299 30 10.0 7 2,3
1993 426 31 7,3 10 2,3
1994 528 43 8,1 13 2,5
1995 537 18 3,4 13 2,4
1996 598 63 10,5 25 4,2
1997 639 80 12,5 23 3,6
1998 660 84 12,7 32 4,8
1999 673 115 17,1 44 6,5
2000 687 125 18,2 47 6,8
2000/1999 4.3 12.5 21.5

' The data corresponds to the total expenditure in productive promotion by the MISME and the
Small and Medium Enterprises (SM). It also reproduces the expenditures in export promotion
and training.

i Million of US$ Dollar 1998.

Source: Ministry of Economic Affairs 2001.

Year Total Export % Training %
1990 158 49 31,0 31 19,6
1991 218 89 40,8 44 20,2
1992 299 137 45,8 52 17,4
1993 426 224 52,5 66 15,5
1994 528 269 50,9 76 14,4
1995 537 274 51,0 77 14,3
1996 598 300 50,2 78 13,0
1997 639 297 46,5 74 11,6
1998 660 298 45,1 93 141
1999 673 254 37,7 108 16,0
2000 687 282 41,0 101 14,7
2000/1999 4.3 5.7 3.3
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Notes

1.

Full Professor of Economics, PhD University of California-Berkeley; former
President of the University of Chile and Professor (Invited) Autonomous
University of Barcelona.

. Industrial Engineer, Professor of Management, M.A. in Business Accounting;

Chairman of the Department of Accounting and Management - School of
Economics and Business - University of Chile.

. The Total Private Employment is equal to the total employment in the economy

discounting that provided by public (government) services and the Army Forces.

4. To this respect, see Table 2 in the Appendix.

10.

11.

12.

13.

. The MISMEs sales relative to the total flow of sales in the economy, according to

IRS data, declined from 26.9% to 21.7% between 1999 and 2003.

. In addition, if 27.5% of the large firms that existed in 1996 had disappeared by

2002, this proportion was 84.8% in the case of mciro enterprises, and 58.6%
and 41.6% in the cases of small and medium enterprises respectively.

. After increasing political pressures derived from the rejection in the Parliament

of a Project aimed at providing more resource to large firms. The government
has proposed a new financial package for the MISME amounting to US$750
millions, which however is less than 0.5% of the GDP.

. The Gini Coefficient adopt values between cero and one, been closer to one as

higher may be the degree of concentration.

. A new project (2007) has reinstalled this idea, with some modifications regarding

a larger amount of taxes in arrears and a lower downpayment.

As it could be expected, the large enterprise has made plenty use of this
benefit originally thought for the MISME sector.

Data obtained from the Portal Chile Compra (www.chiulecompra.cl) for the
year 2006.

The Director of the Chile's IRS has declared that 90% of corporate taxes are
paid by the 1.8% of the private firms, clearly large firms. That is, only 10% of
taxes which reflect corporate profits, are associated to the MISME. With little
fiscal effort, the MISME could reinvest profits, this having a significant impact
on employment and the economic activity.

In Chile this subsidy is managed by the National Training and Employment
Service (SENCE).

72



The SMEs in Colombia: Institutions and Policies

The SMEs in Colombia

Institutions and Policies

By Angelica Marcela Acosta and Catalina Jimenez Rojas

Colombia Association for Micro,
Small and Medium Enterprises - ACOPI

ACOPI - Colombian Association for Micro, Small and
Medium Enterprises

It is the gremial organization of Colombia that groups together the formal
micro companies and the small and medium companies of the various
productive sectors. It is an organization without profit motive, founded in
August 27, 1951. Its Mission is to foment the development of the small and
medium companies as well as the micro companies for the progress of the
country, within the rules of the social and ecological economics of market.
ACOPI has functions of representing the interests of the sector before the
various national and international instances and has assumed the role to lead
the process of sustainable and competitive development of the micro, small and
medium enterprises (MIPYME) through associative programs of initiatives for
the productive linking, formation and training, technical assistance,
commercial, institutional relationships at national and international level.

ACORPI has led in Colombia and it has advanced with the support of the Inter-
American Development Bank, the government authorities in the Departments,
the Konrad Adenauer Foundation and national institutions, initiatives tending
to fortify enterprise collective processes with methodologies that respond to
the local and sector necessities as well as at the level of associative experience
and conformation of networks on which already it counts on an important
number of affiliated and not affiliated companies. ACOPI groups ten
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thousands affiliated at a national level, in enterprise, associative, registered
and institutional categories. It counts on 15 regional offices at national level
(Structured Services Portfolio).

The strengthening of MIPYME segment in Colombia, fundamental mission of
ACOPI, demands the design of policies, strategies and actions that reflect and
approach the relation of the minor size enterprises with their closer
surroundings, the locality. This involves connecting the segment enterprises
to productive initiatives that influence the areas that affect it more, the poverty
in all their social and economic expressions, the unconventional work, the
minimum access to the knowledge, the absence of real productive linkings, the
lack of professional training and technical assistance, the absence of scale
economies, by means of actions that strengthen the attributes of the small and
medium enterprises as they are: a modern production without ecological
deterioration, effective answers in employment terms, capital distribution,
good social balance, adaptability to the technological change, methodical
answer to the necessities and demands of the international markets, profits
distribution, efficiency, versatility, harmony production scales with sizes and
characteristics of the markets, diversification of the exportable offer,
enterprise associability, and factor for the regional linking.

ACOPI supports the National Government and the national gremial Board in
the policies formulation for the strengthening of the MIPYME in Colombia as
well as to stimulate the segment companies to fulfill the millennium goals.
ACOPI works with the multilateral cooperation institutions, with national
institutions in the improvement and implementation of strategies and projects
that favor the development, the diversification of the supply, the access to new
markets and the improvement of the environmental and social conditions in
the productive activity of the minor size enterprises.

Principal ACOPI's Activities
The ACOPI's gremial activities have two big functions: The first one is to take

the representation of the partners in front of the public opinion, the private
organizations, the governmental authorities and the international
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organizations. The second one is to develop services for benefit of its
members. ACOPI, as a social and economical entity of national character has
assumed the role of leading the process of sustainable and competitive
development of the Small and Medium Enterprises, not only by means of the
formulation of offers of public politics, but as direct Executor of many
programs directed to achieve such a development and to the projection of the
sector in the orders nationally and internationally.

ACOPI is an institution that offers services of training, technical assistance,
information, organization, commercial, institutional relations and project
administration.

ACORPI in an international context

In the international field, ACOPI supports its leadership and realize efforts for
extending its relations and influence. The Association exercises the
presidency of the Latin-American Federation of Median and Small Enterprise
CLAMPI. Likewise, ACOPI had the opportunity to preside at the Afro - Asian
Conference of SMES and the Council of Government of the World Assembly
of Organizations of the Small and Medium Enterprises (WASMES) re-elected
to the union in the World Vice-presidency of the associations and institutions
of the sector.

ACOPI supports activity in the SLAMP - Latin-American Symposium of
Mike, Small and Medium Company-, as well as in the Andean Federation of
the Small and Medium Industry CONANPYMI, the Latin-American
Organization of Small enterprise - OLAMP - and in the Economic Council of
the Pacific Basin, so that this gremial association has given to the Colombian
SMEs a high level of representation in the international area.

In order to qualify the Colombian SMEs from international successful cases,
ACOPI organizes annually different sectoral and cross-sectoral to different
countries. In the last years, the missions had been organized to Spain, Italy,
Germany, in Europe; Singapore, Malaysia, Taiwan, Hong Kong in Asia; Chile,
Venezuela, Peru in South America; Cuba and Dominican Republic in the
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Caribbean, etc. Nowadays, it leads, in alliance with other institutions, the
program EUROSMES - PROLIDER.

ACOPI was gathering and leading Andean integration of SMEs in the
Negotiation of the Andean Free Trade Agreement (AFTA) between these
countries and the United States of America.

On the other hand, in August of 2006, in the Third Round of Negotiations
Colombia - Countries of the Triangle North of Central America (Honduras, El
Salvador and Guatemala), the presidents of the national federations of SMEs,
belonging to the Latin-American Federation-CLAMPI, led by ACOPI,
presented a set of offers to the Negotiating Chiefs of every country, whose
content includes five offers for the effective incorporation of the small and
medium enterprises, and the utilization of the opportunities of the Agreement
of Free Trade in mention. Some of the offers are: an agenda of horizontal
cooperation, political public and instruments, institutional managerial
strengthening, integration of the SME of the region, and an effective
incorporation of the small and medium enterprises in the Agreement.

The Small and Medium Enterprises in Colombia: Engine of
the Economy

A. CLASSIFICATION AND STATUS OF SME.

The definition of the SMES companies is a great help to know the magnitude
of every segment of companies, and, therefore, its impact in the productive
activity, and to take measurements best focused of promotion of the
production. Nevertheless, "there is not a definition of SME universally
recognized and, probably it is not chance. According to the International
Labour Organization -1LO-, there is no definition that can assemble all the
aspects of what is a small or medium enterprise, the differences between
companies, sectors or countries with different degree of development ".

The countries apply diverse criteria to define the size of the companies of to
sanely to its number of workers, of its economic activity, volume of sales, the
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share capital, the brute value of the production of assets, also the degree of
utilization of the capital, the character of the structure of property (familiar or
not relative), the degree of formalization, the technological used level, the
organizational structure and the typology of the management of the company
among others. For the previous thing, the classification of companies under
the name of SME, will depend on every country and its own legislation, on
conformity with its economic national environment and its needs.

Nevertheless, the definitions are based with more frequency on the
employment, the Sales / income and the assets. Besides, some countries have
many differences in the definition, depending on if the economic unit is
manufacturing, commercial or on services. Even, there are countries in which
the definitions change according to the institution that establishes them and,
therefore, every institution applies its own one to formulate its political ones
of promotion™:.

DEFINITIONS OF SME
Category Country  Category of industry  Criteria

Developed Australia  Manufacturing <100 employees
economies services <20 employees
Germany SME <500 employees
France SME 10-499 employees
Japan Manufacturing <200 employees
Canada Manufacturing <200 employees
USA Very small <20 employees
Small 20-99 employees
Medium 100-499 employees
Developing China SME Depends on product group.
economies Usually 100 employees;
Investment ceiling US$8 million
Indonesia SME <100 employees
Malaysia  SMEs <175 full time workers.
Investment US$1 million
Thailand  Labor intensive <200 employees
Capital intensive <100 employees
India SME Up to Rs10.00 million in plant

and machinery

Source: Advanced manufacturing technology implementation. Evidence from Indian small and
medium enterprises (SMEs), in: http://www.emeraldinsight.com
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In Colombia, according to the Law 590 of 2000, which promotes the
development of the SMES, "its understanding for micro, small and medium
enterprises are any unit of economic exploitation, realized by natural or
juridical person, in managerial, farming, industrial, commercial activities or of
services, rural or urban". Equally, the law defines three big categories
according to workers' number and the size of the assets that it possesses, since
it appears later:

THE SMEs IN COLOMBIA

Size Amount Workers Total Assets

Micro 1to 10 Up to US92.750

Small 11 to 50 Between US92.750 and US927.500
Medium 51 to 200 Between US927.500 and US5.563.640

1 US =2200 COP

Like it can be observed in the previous picture, the criteria of classification
used for the SMEs in Colombia, are the number of workers and the total
assets. In case of appears a combination of parameters of Total Assets and of
number of workers, different from the definite ones, the determinant element
is that of the total assets. This managerial stratification, it allows "to support
statistical references that serve to define trends and the behavior of the
economic sectors and to evaluate the productive impact of each one on the
GDP, which allows directing the efforts of promotion and development
towards the strengthening of the most vulnerable sectors and the backing of
the most productive"2.

In Colombia the segment MIPYME "it develops in all the economic sectors,
assuming different roles in the economic concert: supplier of goods and
services for other companies, and producer of goods and final services"s. The
micro, small and medium enterprises, conceived as a set of important links in
the regional economies of the country, constitute a nucleus of growth and
potential development of great importance, which needs support and
strengthening with participation of all the possible actors (public, private,
ONG, unions, international entities, etc.). In this environment, "the political
ones on SMES must cause a development adapted to the like revitalizing
market of the competitiveness and the managerial, like that growth it is a
question of local markets, the national market or the international market."
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The Colombian SMEs become the economic sector, with the biggest strategic
potential to grow and develop in the Colombian economy, because already
represents around 96% of the total of the enterprises and more of the 35% of
the GNP, generating almost the 65% of the labor.

Micro, small and medium enterprises, according to information of the
Presidency of the Republic, "They represent 96% of the business of the
country and 33% of the working population. Its participation in the industrial
employment ascends to 60% and in the value added of the industry to 48 %.
In the trade, they represent 95% of the employment and 74 % of the
production. "Nevertheless, according to the numbers of CONFECAMARAS
(Colombian Association of Chambers of Trade), SMES in sales only
contribute 33%, whereas the big companies that in quantity are 2%, they
contribute 67% of the sales. Of the previous thing, it is possible to deduce that
though SMEs only generate the third part of the sales, which can be equivalent
to the same proportion of the GDP, they are the big generating ones of
employment, in reason to which the big companies you have best levels of
technology, which gives them major productivity.

But, only 13% of the SMEs are exporting firms, other 6% has intended it and
the 81% remaining never have exported. From the other side, increasing
global competition means that all enterprises, regardless of size, must adopt
multinational perspectives. The circumstances - as a result of the
globalization - that face up the Colombian SMEs are not propitious and has
seriously affected their grow. Their future is very uncertain, because of the
arrival of imports products and a consistent increase of the competition for a
weak internal demand each time more demanding and selective.

As a fact, those productive units - that grew in a context characterized by a
minimum inter-connection with the rest of the world, and mainly basing their
growth in the dynamism of the local market, "closed" by the imports
substitution model, that was adopted by the government at the end of the '60s
and where the exports alternative was and still is, only an exception or an
accidental business, depending only of the "ups and downs" of the local
market and -some times- depending on the revaluations of the Colombian
money. Now days they confront an unexpected scenario where they must face
a strongest competition from all over the world.
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This difficult situation has led to the disappearance of thousands of SMEs and a
minimum growth for the survivors, because the unfavorable condition of the
local demand in the last years (unemployment of 15%, and less than US$ 2.400
income per capita). This situation has been acting as a motivation "motor" to
some SMEs to explore the foreign markets (mainly our partners in the Andean
Pact), with a relative but a significant success. In spite of the numerous groups
of manufacturing companies, the value of their individual exports is not big
enough and their permanence in the future is very questionable.

According to information of CONFECAMARAS, in 2001 there were 43.242
small enterprises and 8.041 median enterprises. According to the DANE,
Administrative National Department of Statistics, in its first National Survey
of Micro establishments of trade, services and industry, realized in the last
trimester of 2001, in the year 2000 in Colombia there were 967.315 micro
establishments, of which 58% was in the trade, 30% in services and 12.5% in
the industry.

During that period, the micro-establishments generated 1.094.755
employments, what would be equivalent to 1.1 employments for
establishment. The employment relationship for establishment is of 1.8
percent in the sector trade, 2.8 percent by the industry and 2.5 percent in the
services. The survey also points out that in the 2000 they existed around
7.600 industrial establishments with more than 10 workers and 120.785
micro-enterprises.

In the trade, the establishments with more than 20 workers they totaled 3.832,
they occupied 215.818 people and they carried out sales for 40.2 trillion pesos.
The micro-business with not more than 10 workers they were 558.000, they
generated 556.775 employments and they registered sales of 8 trillion pesos.

MICRO ENTERPRISES AND EMPLOYMENT

Sector Number of Establishments Total Workers
Commerce 557.759 630.267
Services 288.771 381.328
Industry 120.785 156.653
TOTAL 967.315 1,168.248

SOURCE: DANE
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On the other hand, the SME is oriented mainly to the domestic markets.
However, in accordance with The Colombian Association for Micro, Small
and Medium Enterprises, ACOPI, 6% of the production is exported and 94%
goes to the domestic market; in the year 2004, the exports were of 900 million
dollars. The main destinations of the exports are the countries of the Andean
community and the United States.

On the other hand, the Colombian magazine DINERO affirms in this respect
that "...the exports of the companies inscribed in Expopyme, which is a
program flag of the government for the exporter companies, they increased
256% from 1999, until 171 million dollars. The number of companies grew
156% when adding more than 800..." Regarding the main problems that it
faces the sector to export their products, the same one articulates affirms that
"studies of Proexport (an organization of the Colombian government) identify
these aspects among the main obstacles of the SME to export. 71% of the
companies consider the knowledge of the market as obstacle, 77% the
adaptation of the product and 85% the access to channels".

The industrial sectors with more significant presence of the SMEs are
allowances, makings, graphic arts, Metalmechanic, wooden furniture, leather
and footwear, all them highly concerned. As a result of the processes of
economic opening, the market of the products of the SMES confronts a strong
competition of legally cared products, others of smuggling and some that,
although legally cared, enter to the market under conditions of disloyal
competition or of "artificial competitiveness" on the part of other countries.

In front of narrow and highly concerned internal markets, the SMEs are in
front of more difficult conditions to attack processes of technological
development that are economically viable in function of the size of their
markets.

This way, there are several reasons that justify the formulation of a public
politics to promote the development of the SMEs in Colombia. On one hand,
they represent, like it was said previously, the biggest percentage in the total
number of establishments and they contribute a high portion of the
employment and of the added value of the economy. Not alone that, the
government's intervention is also necessary due to the structural inadequacies

81



The Policy Environment for the Development of SMEs

in the markets of factors and to the structure industrial Colombian
characterized by big companies in an end and micro-enterprises and informal
sector in the other one. It is clear also that to promote the development of the
SMEs contributes to increase the competitiveness of the economy in general,
and even more, if we speak of the segment that is the motor of the economy of
the country.

B. SME INSTITUTIONS IN COLOMBIA

The law 590 of 2000 established rules for the regulation, promotion and
development of the small and medium enterprises, as well as for the micro-
enterprises. It is the call SMEs Law. For parliamentary initiative this law was
modified by the law 905 of 2004 that "establishes a group of instruments to
facilitate the access to the productive resources of the small producers.

However, it is the law 590 the one that marks the starting point for the support
of the SMEs, since it looked for to endow to this managerial segment of the
strategic and institutional inputs to overcome their structural difficulties, being
the Politics' of State law mark for the promotion of the development of the
SMEs. Their main achievements are:

e |t strengthens the paper of the State as revitalizing of processes for the
development of the private initiatives.

e An effort in the integration of the politics' different instruments, looking for
to promote the integral development of the micro-enterprise.

e Efforts to channel the resources efficiently and to give them transparency.
In this address it was created the Colombian Fund of Modernization and
Technological Development of the SMEs - Fomipyme (in Spanish) - and
the bottom to Undertake.

e It looked for a rationality of the resources and the institutional efforts when
incorporating to other government and not government entities dedicated to
the same objectives.

e It strengthens the development of the administration of the State from the
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local things; this is, from the municipalities.

e |t makes the National System of SMEs, defining their composition and
functions.

The introduction of changes in the institutional mark made by the Law 590
sandal mainly three areas: their composition, the instances of decision and
politics' instruments. Regarding their composition, it gives origin to
agreement spaces among public and private entities: It created the National
System of SMEs, conformed in turn by the superior advice of small and
medium company, the superior advice of micro - enterprise and the regional
advice, for the Ministry of Trade, Industry and Tourism, Ministry of Social
Protection, Ministry of Agriculture, National Department of Planning,
Colciencias, Bancoldex, National Fund of Guarantees and FINAGRO.

The law also believes the Superior Council of the Small and Medium
Company, and it defined its functions: to contribute to the definition,
formulation and execution of political public general, traverse, sectorial and
regional of managerial promotion of the small and medium companies, -
SMEs -, to analyze the economic, political and social environment; their
impact on the sector and envelope the capacity of these to energize the
competition in the markets of goods and services, to contribute to the
definition, formulation and execution of programs of promotion of the SMEs,
with emphasis in those referred to the access to the markets of goods and
services, formation of human capital, modernization and development
technological and bigger access to the institutional financial markets.

They are also part of their functions to contribute to the coordination of the
different programs of promotion of the SMEs that are carried out inside the
mark of the development plans and government's politicians, to propose
political and mechanisms of invigoration of the competition in the markets, to
incline for the periodic evaluation of the politicians and public programs of
promotion of the SMEs, by means of impact indicators and to propose the
necessary correctives, to foment the conformation and operation of Regional
Councils of Small and Medium Company, as well as the formulation of
political regional of development for this companies, to foment the
conformation and operation of Departmental Councils for the Productive
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Development, for the competitiveness and stimulating chains of value at
subregional and sectorial levels inside the mark of the National Plan of
Development.

The superior advice of the SMEs should also propitiate the conformation of
Regional Council for the development of the Micro, small and medium
companies and for the promotion of projects and managerial investments, to
stimulate the development of the managerial organizations, the associativeness
and the strategic alliances among the public and private entities of support to
this sector and to promote the agreement, with Mayors and Governors, of
integral plans of support to the Small and Medium Company, mainly.

It is important to highlight like besides officeholders, this law grants in its
composition recognition to the union participation, pointing out expressly
which unions and it designates its presidents like members. This way, they are
members of the Superior Council of Small and Medium Company: The
minister, or