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MALTA'’S INDUSTRIAL POLICY AS A
VEHICLE TOWARDS SECURING ENHANCED
COMPETITIVENESS*

Philip M. Beattie§

Abstract. The nexus that exists between industrial policy aathpetitiveness appears
guestionable. Authors including Professor Michaettér reject industrial policy as a
means to achieve competitiveness, arguing thatpthlisy distorts competition in favour
of a particular location, as opposed to his diamttrabry, the latter seeking to remove
constraints to productivity growth. This paper aguihat despite Malta’s size, resource
limitations and insularity, enhanced competitivenesssulting from a pro-active industrial
policy is possible, provided that the definitiordastope of industrial policy is aligned as
much as possible to the Porterian diamond condéys. is particularly so if one wishes
to see the local economy transformed from its lgrgerrent factor-driven state, to a
mainly investment-driven stage. Malta’s currentusidial policy is assessed through
Porterian lenses, and it is submitted that thelbédg of business clustering has yet to be
comprehensively evaluated. This together with reasitiatives to seriously tackle the
competitiveness issue—several of which are praisize-leave a number of
unanswered questions, particularly regarding thiergxto which the local authorities
accept the “diamond” underlying national compeétadvantage, as well as the manner
in which co-ordination of all aspects of industmallicy should be achieved.

* This paper is an expanded version of a presemtatiade at a Conference organised by the IslardiSarall States
Institute, Foundation for International Studiesjuénsity of Malta in conjunction with the CommonwuiaSecretariat,
London on the theme “Competitiveness StrategieSfoall States,” held in Gozo, Malta, in July 2004.

§ Philip M. Beattie is a lecturer in Industrial Ex@onics at the University of Malta.



Introduction

The nexus that exists between industrial policy aoompetitiveness appears

guestionable. Michael Porter emphatically rejesthistrial policy in his seminal work on

national competitive advantage (based upon his amahapproach), adding:
“While industrial policy seeks to distort compaiiti in favour of a particular
location, diamond theory seeks to remove conssdowards productivity growth.
While industrial theory rests on a zero-sum viewimternational competition,
diamond theory is based on a positive-sum world which productivity
improvement will expand the market and in which gnaations can prosper if they
become more productive and innovative” (Porter,8L3Qvii).

The problem rests with the definition one choosesrdustrial policy, or rather, with the
extent and scope of the interventionist connotatiohsuch a definition. Jacobson and
Andreosso-O’Callaghan (1996) observe that one reémothe diversity of views is that
the notion of industrial policy is a confusion tirée types of policies, namely policies
designed to shape the environment in which the emypperates, sectoral policies such
as structuring and the promotion of high-tech indes, and the so-called strategy of the
shareholding state. They add that:
“....the record of post-war economic development sstg) that best-performing
countries in terms of growth and international &atiares were the countries which
implemented some kind of an industrial policy: Japand other East Asian
Countries, Germany, France and Italy. The USA naaied its leadership only in
areas where it did have an industrial policy, deast a significant amount of state
intervention and support...” (Jacobson and Andre@&rllaghan: 275).

The connection between industrial policy and coimipehess is clearly made by
Johnson (1984) who defined industrial policy as thiéiation and co-ordination of
governmental activities to leverage upwards pradiigtand competitiveness of the
whole economy and of particular industries within i

Others have reached the same conclusion and vieustinal policy as having been a
chief factor in attaining national economic comgpetiness (see Ferguson and Ferguson,
1994). Additionally, the European Commission in 29fualified industrial policy as *
the effective and coherent implementation of atisth policies which impinge on the
structural adjustment of industry with a view toomoting competitiveness”(EC
Commission, 1992).

Given that government policy does affect natiormahpetitive advantage both positively
and negatively, the nexus between industrial pobog the enhancement of national
competitiveness—with the former deemed an esseardidtibutor to the latter, and albeit
tenuous in the Porterian sense—would be considersioengthened if by such an
industry policy, one understands a strong rolertdiyethe authorities where government
acts as catalyst and challenger, transmitting angliying the forces of the Porterian
diamond and hence creating an environment in whiioks gain competitive advantage.
From this standpoint some variant of the term “stdal policy” could be considered as



crucial for any state’s national competitive adeget It can therefore be asserted that a
holistic approach to industrial policy must affecmpetitiveness.

Industrial Policy and Porter’'s Competitiveness Dianond

A very brief review of Porter's model (1998) is essary in order to better comprehend
this paper's main thrust. Essentially Porter statest every nation has four broad
attributes, which individually, and as a system,nstiiute a “diamond” of
competitiveness—a playing field each nation esthbk for its industries. The four
points of this diamond are the country’s factorungonditions, demand conditions,
related and supporting industries and firm strategg rivalry. Each of these four
attributes defines a point on the diamond of naicmompetitive advantage, with the
effect of one point often depending on the statehef others. Thus for example, the
presence of sophisticated buyers will not necdgstnanslate into the generation of
advanced products/services unless the quality ofamuresources permits firms to meet
buyer needs. At a broad level, weaknesses in aeyabrthe four determinants will
constrain a national industry’s potential for ads@ament, but since these points are also
self-reinforcing, they hence constitute a system.

For its part, industry policy relates to four maneas:

e competition policy, covering measures designedeeitto promote a more
competitive environment domestically or to prevaméduction in competition;

* regional policy, covering measures and policiegealing the spatial location of
industry to ameliorate regional problems;

* Innovation policy, covering measures which targan technology usage in order
to accelerate the rate at which new products aodgsses are introduced;

» Trade policy, covering measures designed to infltaghe operation of particular
firms and industries domestically by restrictingeign competition or those
measures used as a “second-best” tactic to tryrimefcompetitor countries to
adopt liberal trade policies.

Cohen (2001:76) identified two approaches to indaisipolicy, namely the neutral

approach and the targeted approach. The neutraloagp entails across-the-board
stimulation aimed at growth and change, takingidine of “.... generic instruments such
as standardisation, provision of information, inwgnt in science, technology, human
and physical infrastructure, and the setting upfie@ncial institutions and judiciary

systems”. The targeted approach, on the other hatteinpts to consciously influence
reallocation of production among activities via, arg others, exploitation of positive
economies of scale and/or of scope and the encenef of business clusters of linked
technologies, industries and firms.

Ferguson and Ferguson (1994) for their part, ifiedtfour distinct policy approaches, in
this context, as follows:

 Laissez-faire:based on the presumption that information flows @eeect, with the
market being the better judge of desirable indalsactions than government agencies.
Limited intervention is called for through neutpdllicies.



» The Supportive Approachvhich assumes an underlying superiority of marketds
but acknowledges the presence of imperfect infaonaand transaction costs. Neutral
policies are advocated to improve the allocation pobperty rights, to encourage
education and entrepreneurship in order to fokeptocess of economic change.

 The Active Approachwhich argues for a wider and more direct government
involvement in the industrial sector. Here marketcés are supplanted by those of
government agencies. Selected industries woulgeally given extra financial support
to promote restructuring and be protected from reglecompetition by tariff and non-
tariff barriers.

* The Planning Approacha more extreme version of the active one, and aggtor
central planning with intervention being more walgging and comprehensive than
under the active approach. Both accelerative arxkldetive policies are adopted,
depending on circumstances, as is also the cabdatactive approach.

From a Porterian perspective, those industrialcpedi that succeed are those that create
an environment in which businesses can gain comgetidvantage rather than involving
government directly in the process—with the exaaptf nations at a rather early stage
of competitive development.

The Conditions for an Effective Industrial Policy

Given that experience teaches that governments @itervene in industry for reasons
that have only a hazy connection with market failuhen the case for industrial policy
must be carefully made. This entails the clear ifipaton of objectives, a correct
enunciation of the theoretical justification forchupolicy and careful analysis of the
resource implications therein implied. Unfortungttlis is not always so as in industrial
policy, as Ferguson and Ferguson have put it, “Noehis the contrast between
meticulously derived theory and loosely derivedigoprescriptions greater than in the
area of industry policy” (Ferguson and Ferguso®419.36).

The fact that even well designed policies may faibadly implemented is often
overlooked. A number of essential features are iredquif industrial policy is to
effectively promote overall national economic wedfanamely:

» The close co-ordination of the variety of diffetaneasures so that the benefits from
their implementation in one area are not outweighgddverse affects elsewhere; the
problem is more likely to occur where policy is iemented by several agencies
operating separatelfy.

* Avoidance of conflicting measures, such as tlwigron of financial assistance to firms
located in selected areas that may distort com@etiand run counter to official
competition policy.

* The proper alignment of industrial policy with anaeconomic management to avoid
problems of co-ordination.

1

This probably explains why, in 2003, the Maltesthatities merged the Malta External Trade Corpora(METCO), the Institute
for the Promotion of Small Enterprises (IPSE) dmelMalta Development Corporation (MDC) into onetgnhamely Malta
Enterprise.



* The design of industrial package programmes faseeof administration and for
effectiveness in implementation, to minimise adsthaitive costs.

* Use of a rules-based programme rather than osedban discretionary powers by the
agency administering the policy package.

* Avoidance of any unintentional discrimination sgd small firms through the
administration of policy, given that such entitraay require a separate approach as they
are less likely to take advantage of assistan@HKeeguson and Ferguson, 1994: 161).

In addition, as Porter (1998) makes clear, competadvantage in a nation’s industries
is created over a decade or more, not over a tlme&ur-year span. For its part, the
European Union (EC Commission, 1992: 43) has teridealccept the arguments that
accelerative industrial policies nurturing favourfedhs or sectors may well hamper the
development of other sectors, calling for, rather.(the) stimulating (of) research and
development, improving the training of European keos and developing European
infrastructures would be far more effective in iwygng the competitiveness of
Community industry.” These arguments can be ofstmste in assessing Malta’s
industrial policy and competitiveness level, whieé now turn to discuss.

Industrial Policies: A Porterian Critique

Borrowing Porter’s terminology, the current stageMaltese competitive development
appears to lie somewhere between the factor-drareh the investment-driven stages,
albeit closer to the former than to the latter, leslemaining dissimilar in many respects
to either. In the former stage, by and large, tleesssful industries in Malta draw their
advantage almost solely from basic factors of petidn. Technology is sourced largely
from other countries and hardly ever created, amdeas$tic demand for the products of
Malta’s export sectors tends to be modest at Aéw.economy is also characterised in
this stage as being highly sensitive to world ecoicccycles and exchange rates. In the
investment-driven stage, marked by intense domestalry, national competitive
advantage is based not only on the existence @ Esgors but on the existence of low-
cost more advanced factors, as well as the presgneell-functioning mechanisms for
factor creation, such aseducational institutiond eesearch institutes. The ability of a
nation’s industry to invest aggressively and absamd improve foreign technology is
essential to reach this stage. This suggests thlitMas a “dual economy”, and as stated
earlier, the situation in Malta is closer to thenfer than the latter.

The fundamental characteristics of the Maltese esgnhave been succinctly described
by Briguglio and Cordina (2004) and it is worthvéhieproducing the main ones here,
encapsulated by the following points:

* high level of dependence on international traod exposure to international prices;

* poor natural resource endowment and low inteustiy linkages;

* a limited ability to exploit economies of scaledato develop endogenous technology
due to small size;



 limitations on domestic competition leading inahty towards oligopolistic and
monopolistic structures;

* limited diversification and import substitutiorogsibilities given the island’s small
domestic market;

» a relatively inefficient and non-transparent goweent bureaucracy.

Against this background, the Maltese authoritigstial attempt at industrial policy

largely consisted in one piece of legislation, nigmtee Industrial Development Act

(IDA, 1988) which introduced significant export emtives and benefits for foreign
investment administered by the then Malta Develagn@orporation (MDC). A few of

these incentives were of a discretionary naturethmientire array of incentives included
tax holidays, exemption from withholding tax, aerated capital allowances, export
promotion allowances, subsidised factories, custdutyg relief, training grants, reduced
tax rates and soft loans. This development followadimport substitution policy and
stricter import controls, although subsequent te #ct, import controls remained
through the imposition of levies.

More recently, the Business Promotion Act (BPA, PO@vas introduced, basically
amending and replacing the IDA, and, taken togethiéh a number of concurrent
initiatives, constituted the first serious attenbptintroduce a holistic industrial policy,
one which was heralded by a White Paper (Ministny Economic Services, 1999) as
well as by a National Industrial Policy documentifidtry for Economic Services, 2003).
There followed the introduction, in 2001, of a esrbf measures designed to provide a
strategic basis for industrial development by geteg higher manufacturing
productivity, establishing the island as a regiamatle centre, increasing foreign direct
investment (FDI) inflows, expanding exportation asttengthening Malta’'s overall
competitiveness. The BPA incorporated a new ingenpiackage to boost existing and
new investment, primarily in manufacturing, and distinction was made between
exporting and production for the local market undeis act. However an added
innovation here comprised the targeting of a spedit of industrial activities and
sectors for special treatment and added incentives.

The recently established Malta Enterprise agendyaeked on a strategy to identify and
attract firms within select target industries, anlrough the Business Promotion a
number of promising economic sectors were idemtiiad targeted for development via
special treatment and privileged assistance ingerifiscal and other resource allocation
measures in order to promote investment in whaegovent considered to be higher
value added activities, while maintaining standactioss-the-board incentives for FDI
inflows generally.

Among the measures introduced for targeted sedtwess are reduced income tax rates,
investment tax credits, value-added incentive s@senob creation incentives and other
non-fiscal incentives. Malta Enterprise was estilgld as a cornerstone of the new

2 Buttigieg (2004) has observed that a number of centators have argued that in small island markeh@mies
such as those of Malta, it is hardly surprisingdoonomic sectors to develop monopolistic and plajjstic structures
in view of the size and vulnerability of the market said sectors.



industrial policy approach, while greater investimanvocational, educational and re-
training education was announced, including thalsishhment of the Malta College of
Science and Technology (MCAST). Innovation and igpaktandards via the
establishment of the Malta Council for Science &adhnology (MCST) also formed one
aspect of this multi-pronged approach.

In terms of a critique of Maltese industrial politpm a largely Porterian perspective,
including more recent related developments, we hiavied ourselves to a number of
fundamental considerations of a practical nature.

Classification and Conformity

The mass of the industrial policy legislation papkaappears to be based on the
Supportive Approach (including neutral policiesdatme Active Approach (including
accelerative policies). In the former case, thekpge accepts the underlying superiority
of market forces, encourages education and entreprghip and a number of neutral
financial incentives appear aimed at reinforcingkatefficiency. On the other hand, the
Active Approach is visible in the fact that greati@ancial and non-financial incentives
are awarded to selected target sectors. Furtherntbee policy package avoids
decelerative policies characteristic of the Plagrand Active approaches.

In itself, there is nothing unusual in this hybagproach since commonly more than one
stance have been simultaneously adopted for diffeaecas of the economy and few
governments have chosen to make use of solely aleptlicies aimed solely at
reinforcing market efficiency. Porter (1998) noteswever, that targeting, namely the
practice of singling out particular industries gupport and development, distorts market
signals by altering the incentives of private firrascompete in an industry. Furthermore,
the appropriateness of non-neutral targeting otifipeindustries for special support
requires the selection of industries where the dyiig determinants of national
competitive advantage are present or can be deseldpmay also be argued that once
started, direct targeting is hard to stop, and,emorportantly it is asserted that direct
targeting will give optimal results only when atstdhas achieved investment-driven
national advantage (Porter, 1998: 675). Howevehduld be pointed out that the BPA
allows for revisions to the list of targeted sestd¥onetheless, the targeting approach
may be highly questionable on the basis of thegmireg Porterian considerations.

Use of Tax Incentives

One may concur with Porter in emphasizing the sapsr of tax incentives over direct
subsidies as vehicles to promote industrial upgadiince they constrain firms to
undertake projects only when they have the prospeetonomic return. In this narrow
context, Malta’s industrial policy is fairly starmdigbut no different from similar policies
employed by most if not all her competitors.



Infrastructure, Education and Human Resources Dyrakent

As Briguglioet al (2003) observe, steps to liberalise and imprdfiei@ncy in transport
and communications, as well as liberalisation at gervices are clearly warranted. The
same applies to the call to improve the overallabéjties of the island’s educational
system, employee training and the economy’s capdoit research and innovation,
which all fall squarely within the standard Poraeripolicy prescriptions. The MCAST
has clearly filled a void; prior to this developmetine vocational training system lacked
integration. In other respects, enhancing the sgyndretween industry and local
educational institutions has not proved easy, despe first tentative steps being taken.

Thus the Ministry of Competitiveness announcemenugust 2004, that port reform
proposals replacing obsolete work practices weeetdue introduced, was long overdue.
Yet in the educational and research spheres, tlenichunder-funding of Malta’s only
university in recent years are not in line with BieA’s stated objectives.

On the positive side, we have witnessed the goventisivoting the Malta Council for
Science and Technology (MCST) Lm300,000 by way raints in the 2003 budget for
research and technology development funding outs$iee academic realm, which
resulted in July 2004 in 100 project applicatiofmer which 12 projects will be chosen).
Leaving aside the meagre quantum of the sum-notk niwan about Lm25,000 per
project—the response by the private sector haslglbaen encouraging.

Additionally the provision of direct research gt subsidies to firms

AU is questionable, and experience with it hasrblargely unsatisfactory. It is
difficult enough under the best circumstances talwate the true commercial
prospects of a research project. Without havingear the financial risk, firms
often propose bad projects or do not manage therh bey also use
government funds to pay for projects they would en@onducted anyway, or
overstate the amount of research actually perfornBadh Germany and the
United Kingdom have quite rightly moved away frohist approach” (Porter
1998: 634).

However there is merit to the counter-argument kalta’s size and domestic industrial

market realities militate against the alternati¥egoartial funding of specialised research
institutes connected to industry clusters and glagubsidisation of research contacts
between firms and research institutions especiatlsMEs.

Furthermore, awarding token prizes of a paltry gahy Malta Enterprise to firms in
recognition of individual business achievements toatribute to national prosperity will
not send sufficiently strong signals that efforskstaking and a commitment towards
aggressively competing are being tangibly rewardé#tipugh the underlying rationale is
commendable.

On the positive side, the government’s increasioghroitment to intellectual property
rights and the current patent legislative framewboals proved beneficial to the island,
particularly in terms of the pharmaceutical firmsrently operational and those in the



process of situating locally (Camilleri, 2004). Thsaderlying concern here is that
excessively long patent lives could serve to ptopest ideas and impede the process of
creating new ones, and hence a careful balanczeeal.

Business Cluster Formation

The need for business clusters for the exploitattdnsectoral synergies and the
stimulation of forward and backward linkages hasrbeecognized locally (Brigugliat
al., 2003: 55). In the Maltese context, one mustistedlly accept that government
policy has more chances of success if the reinigr@f existing clusters or nascent
industry clusters (as the local pharmaceutical rfeanturing industry appears to be) is
implemented, prior to attempting to promote enyirgdw ones.

Camilleri (2004) notes that cluster establishmesults in the generation of higher value
added. This is particularly the case within the detit plastic industry, which is

primarily dominated by two foreign owned firms thiadve developed a network of
locally owned companies to whom they outsourcelsstsintial part of their production

process.

Given Malta’'s small size and limited ability to dap scale economies, cluster
development will not be easy—though the recommeéowato encourage cluster
development between local firms and enterprisesinmlar networks in neighbouring
states is worth considering (Brigugliet al, 2003)—but it is an area where local
industrial policy should devote greater focus.

In depth-studies on cluster development locallyemppacking. Cohen (2001) asserts that
six success factors at the firm level have beetindisished in terms of cluster formation,

namely inter-functional coordination with producti@and research and development,
inter-functional co-ordination with marketing, Me#l interaction across hierarchical

borders, external interaction with suppliers, ersg¢rs and other relevant enterprises,
knowledge infrastructure, and patience money fek-bearing long term investments.

Hence for specific local industries, an indicatean be made of the relevant significance
of each of these success factors, and given Maltasness culture it is possible to

indicate the presence or absence of these sucthisators. Then a picture can be drawn
for Malta of the business clusters in which itikely to be most successful.

Relevance and Scope in View of Malta’s Europeami/Membership

Given the fact that Malta’s trade policy will benzhbtioned to a significant extent by its
European Union (EU) and World Trade OrganisationTQY obligations, and since
European Monetary Union (EMU) and the Maltese adopbf the Euro are inevitable
corollaries of membership, the question may be cglseto how EMU affects a positive
Industrial Policy in Malta. Malta’s Euro adoptiorould clearly eliminate the possibility
of compensating losses in industrial competitivenkbg exchange rate devaluation, a
policy Malta flirted with briefly in the early niries.



Since a competitive devaluation will not prove aiti@n in the future—both for Malta
and for other EU member states—economic adjustmaeititsncreasingly have to take
place at the structural or industrial levels. Mamgtintegration clearly necessitates a
positive industrial policy in EU members, and Matano exception.

The scope of such a future policy may be amendextape in order to promote greater
competitiveness. Thus rather than reviewing theirigss Promotion Act in 2008 as the
government has promised in line with Malta’s conmats following the transitional
period subsequent to full accession, it would beentmrrect to review the entire gamut
of policies falling under the industrial policy page, from time to time, rather than
individual pieces of legislatioh.

Additionally by virtue of the EU’s own Lisbon Steagy (see Briguglio and Cordina,
2004), the rationale exists for industrial poliayterventions, which in the Maltese
context, must recognise at which stage the locah@uy is situated and which must be
aligned closer to Porter’s broad competitivenegs@iptions than they are presently.

Conclusion

The foregoing discussion has attempted to maker ¢hea rationale for an industrial
policy that is necessary for greater levels of cetipeness in the Maltese economy.
Several positive competitive-enhancing measure® hwen adopted thus far, and the
August 2004 announcement of the creation of a Mens Competitiveness Forum is
intrinsically sound (see Naudi, 2004). However, wamber of questions need to be
urgently addressed namely:

* To what extent do the state authorities recogriiaé competitive advantage and
successful industries are created and sustainedirins and not by the
government?

* Could the achievement of a more co-ordinated, cetapland integrated
framework require the unification of the four matrands of industrial policy
referred earlie—namely competition policy, regibpalicy, innovation policy
and trade policy—under one ministerial “roof’? De wecognise that Malta still
suffers from what Porter has described as oventapputhority and inconsistent
policies towards industry?

* How committed are we towards serious investmeptlimcation and training? Has
the time come for the establishment of a specidlindustrial Research Technical
Institute?

* How can Malta realistically begin to contemplatetihg the Lisbon Agenda-
inspired knowledge-based economy, when it is dlegrthe domestic economy
has still to fully secure the investment-basedesiagerms of its national
competitive advantage?

3 It is worth noting that certain provisions of thedtness Promotion Act may need to be amended w eféMalta’s

commitment to th@cquis communautaireAlthough most of the BPA regulations are nowiire lwith the EU’s rules,
those provisions of the Act allowing for reducetksaof income tax and operating aid will be allovtedtontinue for
the duration of the transitional period as theyndbfully comply with EU state aid rules. Additidy@SME's eligible

for tax exemptions under the said BPA will onlydi®wed to continue to benefit from this aid unkie end of 2011.
See_http://europa.eu.int/comeBmpetition/state aid/scoreboard/2004/profile dft.p

10



It is important to avoid the pitfall of missing tlyeeater picture provided by the various
strands of industrial policy, by excessively focigsharrowly on selective areas relating
to national competitive advantage.

While under Malta’s present economic realitiesreéhere clear onuses on the government
to address its grave budgetary problems, it isinflaencing of the Porterian diamond
components, described earlier, that will clearlytedaine how sustainable Malta’s
competitive advantage will be.
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