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PRIVATE SECTOR DEVELOPMENT AND SME’S
STEPHANIE VELLA

Abstract:

This paper seeks to highlight the role of privagetsr development in the resilience building of Bma
states. It refers to small and medium sized engapr(SMES) stressing the extent to which SMEs can
enhance economic flexibility, an important elemé@mteconomic resilience, defined as the ability to
withstand and rebound from exogenous shocks.

The private sector, compared to the public seésogenerally more exposed and therefore responsive
market realities. As a result, a strong privateaeis vital for resilience building, and this ispecially so

in small states, which tend to be highly exposeatternal shocks. However the private sector can be
inefficient and characterized by inertia, espegidlithere is a proliferation of monopolies andgalpolies
Therefore the paper contends that the developmietitiso sector should be accompanied by appropriate
polices to encourage private sector competitivenadsefficiency.

The paper also discusses the role of SMEs in sstatks and their role in resilience building. bues that

the backbone of the economies of large and smalauies are SMEs. In the case of small states most
firms are likely to be micro-enterprises, employifegver than 10 persons. The paper argues that small
states should attempt to maximize the contributidnmicro-enterprises towards the enhancement of
competitiveness, by creating an atmosphere conigémiantrepreneurship, improving access to funds,
particularly venture capital, and encouraging dtiefy. The paper also uses the ‘Doing Businesséxnd
published by the World Bank to identify the wealsesof some small states and to highlight areaavher
business reform is required.



1. Introduction

The inherent economic vulnerability of small staiesvell documented and has been
duly recognised internationally (Briguglio, 199299b; and Atkins et al., 2000).
‘Economic vulnerability’ associated with small ssistems from the fact that small states
are characterized by inherent and permanent featwrech render them exposed to
economic forces beyond their control.

This vulnerability is essentially due to the smsite of these economies and to the
conditions related to insularity, remoteness andpperality which makes them highly
dependent on international trade and thus susdeptilexogenous economic conditions.
Indeed small states are characterised by a higredexj openness which is marked by a
dependence on a narrow range of exports and adaghndence on strategic imports.
The small size of the market and a quest to re@mauies of scale also limits the
possibilities of diversification. Moreover, smatages are often characterised by high unit
costs partly due to problems related to individiles$ of overhead costs, large transport
costs, limited ability to exploit economies of sand high dependence on industrial
supplies. These inherent characteristics tend d$altrén higher per unit costs thereby
eroding the external competitiveness of small state

The recent wave of globalisation has brought onew set of economic challenges
including a faster than anticipated preference ienogor exports (World Bank and
Commonwealth Secretariat, 2006) as well as greagposure to economic shocks. The
latter is mainly due to the fact that globalisatimmds to magnify the frequency and
magnitude of economic shocks. Unless backed byoppjate policies, these challenges
will translate into enhanced risk. On the otherdjamith adequate policies, small states
can transfer these challenges into opportunities.

The manifestation of the inherent vulnerability sshall states can be observed by the
wide variability in output which often mires theaconomies. According to Easterly and
Kraay (2000), part of the greater GDP volatilitydige to the enhanced volatility in terms
of trade shocks. While such fluctuations are unwmele it is often argued that the

benefits that can accrue from this higher degreepehness outweigh any of the growth
disadvantages related to greater output volatility.

Indeed, in spite of these inherent characteristiasymber of small statebave recorded
high GDP per capita. This observation has led tatvas been coined as the ‘Singapore
Paradox’ (Briguglio, 2003) referring to the factthin spite of economic vulnerability,
Singapore has managed to register a high GDP patacariguglio (2003, 2004)
explains this paradox in terms of the appropriatenemic policies which have been
adopted by Singapore and other small states whlgla GDP per capita, to withstand,
absorb and bounce back from adverse exogenousshock

Briguglio et al (2006) identify four determinantd economic resilience namely,
macroeconomic stability, governance, social devaleqt and microeconomic market

! See Annex 1



efficiency. This paper will focus on the latter idnle whereby microeconomic market
efficiency is understood to incorporate the extentwhich markets can adjust in an
efficient and effective manner in light of exogea@lnocks.

This paper contends that the extent to which satates respond to exogenous shocks, be
they positive or negative, strongly depends on éfffecient operation of the price
mechanism and on the flexibility of the goods ard/iges, capital and labour markets.
This paper argues that the degree of efficiencyfxibility is exuberated in the private
sector as opposed to the public sector as thetprasector tends to be more exposed to
market competition where survival requires a quiokl cost effective response to market
realities.

However, the paper also recognises that markessnall states are often thin and lack
institutional capacity (Downes, 2006) to the extiwat market failure is more likely to be

pronounced in small states. As a result the palser rrotes the role of government n

supporting the market as well as creating an enment that is conducive towards the
efficient operation of the market, focusing on tieed to support and encourage the
development of the private sector as well as tlmenption of small and medium sized

enterprises (SMESs).

The paper is structured as follows. Section 2gdeath private sector development and
economic resilience, noting the supporting rolet thavernment needs to play to
encourage the development of the private sectatid®e3 discusses the role of SMEs in
the private sector taking into consideration thatgbution of the informal sector in
small states while Section 4 presents a snapshatisting policies that are conducive to
private sector development across a number of stalts with an emphasis on business
reform. Section 5 focuses on the imperative neecthémage reform while, section 5
concludes the study.

2. Private Sector Development and Economic Resiliea

All economies, be they small or large, are expdedtie risks and challenges awarded by
globalisation. In the case of small states theskesrand challenges tend to be magnified
as their inherent economic vulnerability rendeesithmore exposed to exogenous shocks,
over which they can exert little or no control.

Competitiveness, which provides the means by wbalmtries can survive and thrive in
a globalised market environment, is encouraged imagket based approach. In the case
of small states appropriate policies to foster cetiipeness and private sector
development could actually determine the extenttiach the inherent openness to trade
translates into a strength or weakness.

Briguglio et al (2006) define economic resilience a country’s ability (a) to recover
quickly from a shock, (b) to withstand the effe€ttlee shock and (c) to avoid the shock
altogether. One of the pillars upon which resilemiepends is based on microeconomic



market efficiency and thus the efficiency with whicesources are allocated and are
flexible enough to reallocate when exposed to regair positive exogenous shocks.

Economic theory indicates that the extent to which price mechanism can operate
efficiently and effectively depends on the degréecampetitive forces and thus the
number of buyers and sellers in the market as agthe absence of externalities in the
market. If the above conditions hold, the price @led by the market would reflect the
productive and allocative efficiency in productiand consumption. Moreover, response
to economic shocks also depends on the degreexabifity awarded by the factors of
production to adjust to exogenous shocks.

Lewis (2004) explains that the key to increasingdpictivity and efficiency is through
intense, fair competition which tends to prevailam environment where private sector
initiatives are encouraged. Loayza and Soto (2@6) indicate that the prerequisites for
the proper functioning of markets include privatartigipation and the existence of
competition among private agents.

Indeed, the private sector compared to the pulglatos is generally more exposed and
therefore responsive to market realities and tleeefs more equipped to absorb and
recover from shocks. In addition, the private sebtalds up entrepreneurial skills whilst
the public sector is often encumbered by inefficieand over employment and therefore
hinges on competitiveness. It is thus within thisnfework that the role of the private
sector plays an important and crucial role in bogdthe economic resilience of small
states.

Competition in Small States

It must however also be duly recognized that thahe absence of conditions which
render a market efficient and effective, there Wil a tendency for the market to fail.
This situation tends to prevail even more so in lkstates compared to their larger
counterparts as domestic markets in these econareetypically too small and too thin
to operate in an efficient and effective manher.

Moreover, given the small size of the domestic rabdnd the need to achieve a certain
minimum efficient scale of operations for the expmarket, there are typically only a
small number of operators which dominate the markstlting in monopolistic and
oligopolistic market situations. In addition, smallates, given their relatively small
volume of trade and tend to be price takers. Incdse of imports, the low inter-industry
linkages and the limited possibility for import stibution also tends to result in
monopolistic import channels.

2 Cordina (2004a) presents a conceptual applicatidhe extent to which shocks faced by small states
result in asymmetric effects. Typically the effectsiegative shocks outweigh positive ones duééo t
diminishing marginal productivity.

% This argument tends to hold in the choice of arharge rate regime with macroeconomic successynostl
awarded to small states which have opted for haddsaft pegs as opposed to a freely floating exghan
rate (Bugeja, 2004).



Another notable characteristic of small stateh& their markets are typically protected
by natural barriers to entry due to the minimaklikood of success in setting new
business where the market is already saturatedibhytad number of players.

Indeed, when this situation occurs, policy inteti@nis required to minimize the welfare
loss associated with market failure. In the casmohopolistic and oligopolistic market
structures, competition law is required to reduee thances of abuse from dominant
positions (Briguglio and Buttigieg,2004).

Government’s Supporting Role

The existence of market failure however does notuebe the importance of the private
sector nor the key role that it plays in nurturegpnomic resilience. Indeed the Joint
Commonwealth and World Bank report duly recognibedg while small states face huge
competitive challenges, for most small econommaggstment in small and medium sized
enterprises particularly in the export sector affére best chance of rapidly creating jobs,
increasing national income and widening the taxeb&onsequently, governments of
small states need to comprehended the supportiegthrat they may play, particularly

where the likelihood of market failure is greatend shift their attention on providing

support to the private sector and designing angdlementing aggressive outward

looking export based strategies.

The business environment in which firms operateais important driver for the
development of the private sector. The opportusiged incentives that firms have to
invest, create jobs and to grow depends on theapmy business environment. In turn
the environment depends on the costs and easemaf bosiness and the risks associated
with doing that business, factors which governnoam influence.

In addition governments of small states must c#lgefiesign policies of deregulation,
privatization, and liberalisation of internatiortehinsactions in a timely manner so as to
strengthen competitiveness. A flexible labour maikealso crucial in this regard as it
provides the cornerstone required to achieve higipl@eyment levels and broad
participation of the labour force. Moreover privagector activity requires certainty,
predictability and confidence in the economy allwdfich also depend on the effective
implementation of government policies. Without #dsey requirements the private
sector, be it domestic or foreign owned, is unijidel flourish or succeed.

In fact, a favourable overall investment climatet mmly supports domestic capital
accumulation but also attracts foreign direct inwe=snt, considered as a powerful means
of enhancing competition and the growth potentfasmall states. For one thing, FDI
facilitates the international transfer of know-hawus fostering the competitiveness of

* Nuie, for example, has tried to establish partmipsswith private sector companies from countriéth w
which it has aid partnerships so as to use thgiegise - United Nations Press Release ENV/DEV/811
Building Small Island Capacity to Withstand Econonttnvironmental Shocks: Focus of Panel at UN
Mauritius Conference



the host country directly. At the same time, FDh ¢eelp to improve the productivity of
local companies by stimulating imitation of newrteologies.

Therefore private sector development, which is mred an important component of
resilience, can only flourish when the public sectmmprehends the value of the private
sector not only in terms of its contribution to romic growth and employment but also
its ability to adjust to shocks and adopts adegpalieies which support its development

This entails setting the right incentives and pdawy efficient institutional arrangements
as well as influencing costs through the regulatargden, taxes, infrastructural services
and labour market regulation. Government also arfies risks through policy

predictability as well as through contract enforeetn Policy makers must aim at
strengthening and enforcing intellectual and otlpeoperty rights, contract law,

bankruptcy procedures and antitrust regulationgoster private sector development.
Indeed, appropriate competition policy and antistriegislation play a key role in

ensuring a level playing field and are thus condeidowards promoting a favourable
investment climate.

Public infrastructure also plays a complementaty &as it must be adequately developed
and maintained to provide an environment whichoisducive to the development of the
private sector.

3. SMEs as the backbone of an economy

Typically the private sector in most small statesich tends to be small by global
standards, is supported by micro enterprises erimgopnly a few workers. For
example, in Malta, about 94% of enterprises emjdsg than ten persons, 4% employ
between 10 and 50 persons and only 1% employ rhare 30 persons. If the definition
of what constitutes an SME in terms of employmenthe EU (up to 250 persons) is
applied to Malta, then almost 100% of firms locatedlalta would be considered SMEs.
This type of scenario is likely to prevail in mashall states.

Despite their small size, SMEs currently accoumtdeer 85% of firms and 60-70% of
employment in the OECD economies (OECD, 2000). urope, the average number of
persons employed in European enterprises is sixkew®r with micro enterprises
employing an average of 2 persons. This ratio g senilar to Malta’s ratio.

A number of SMEs in small states also operate withe informal market which seems
to be more exposed to adverse economic shocksydarty since unlike the formal
sector it tends to be driven by demand (Blunchlet2801). The informal sector also
contributes significantly towards employment andrexmic activity. Indeed Charmes
(2000) indicates that as much as 50 per cent ofagpicultural GDP can be attributed to
the informal sector in sub-Sahara Africa, Asia dmdin America. While no detailed
study exists on the contribution of the informadtse to the economy of small states, one
can safely assume that it is also likely to contiesignificantly.

®See http://rru.worldbank.org/Documents/other/MSMtabase/msme_database.htm.



However it must also be noted that a large inforewnomy is detrimental to long run
economic growth.. Indeed large informal activitynist conducive towards the provision
of public goods needed for economic growth, norsdecontribute towards stability
which is needed for businesses to trade and inviistconfidence.

Therefore nurtured policies to address resilienesstnalso take into consideration the
characteristics of the informal sector. This doesantail a one size fit all approach but
rather, supporting policies to drive the informet®r to formal activity need to be tailor-
made to the specific requirements of the sectat agriculture, manufacturing, services
or otherwise.

Encouraging the setting up of SME’s

Early economic theory was based on the notion 8mall enterprises were at a
disadvantage vis-a-vis larger enterprises becatigbeofixed costs of learning about
foreign environments, limited capacity in reapirgpromies of scale and difficulties in
negotiating with national governments.

However the fragmentation of production process#s separate stages and strategic
corporate alliances has made it possible for nétsvaf small firms to overcome the

limitations of their size and to compete effectyv@lgainst large corporations. In fact

entrepreneurship and SME development have recesigrged as the engine of

economic and social development throughout thedv¢@arree and Thurik, 2003)

The crucial role played by SMEs is that they previdrtile ground for entrepreneurial
potential to flourist. In a liberalized and globalised environment SM&sdtto respond
quickly to dynamic market conditions and evolvingnsumer preferences as they are
faced with minimal problems related to industriglations and a low degree of
bureaucratic time wasting. This flexibility is pattlarly important for small states when
faced with adverse exogenous shocks.. Consequeoligies directed towards the
development of SMEs particularly in the formal sectare a crucial undertaking for
small states to build economic resilience.

There are various other positive features assatiaith SMEs typically arising from
motivation and commitment, and the ability to exipioarket niches. SMEs also believed
to have a stronger competitive tendency, all ofcliesults in better economic growth
and dynamism (Cordina, 2004b).

A decisive step in enhancing the development of SMEhrough fostering an adequate
strategy such as to ensure their survival and tatafity in the global economy. Two
areas where SMEs must nowadays focus are:

6 Entrepreneurship and SMEs are related but certainiydentical concepts. Entrepreneurs, for exapaie the main
drivers of the firm creation process where yound amall firms play a role. On the other hand, th&epreneurial
energy of a country, region or industry is oftersa#ed using phenomena such as firm creation aruulence
(Carree and Thurik, 2003).



* Economies of speed exploited through low costs comaation technologies and
» Strategic corporate alliances, small firms netwankd clusters

New communication tools have made it easier forlisfinens to reach foreign partners.

This is particularly relevant for small states lasyt typically have a significant emigrant
population that maintains close relations to tir@imeland. These groups of individuals
tend to have network connections, market connestard entrepreneurial talent which
can be utilized to develop networks between SMEsmall states. The joint World Bank

and Commonwealth Secretariat report states thatvéluable source of investment and
network for small states should not be undervalued.

Clustering too can be of particular benefit to SMiEsmall states since their small size
often results in difficulties in financing in houservices such as training, research and
marketing. Small firms working in clusters can mttdhe advantages of large firms while
retaining the benefits of specialization and flékyo

Networking also allows SMEs in small states to comalihe advantages of smaller scale
and greater flexibility with economies of scale aedpe in larger markets.

To reap the benefits that are associated with theeldpment of SMEs one must also
understand the challenges that these small firm#en subject to. Most SMEs often
have trouble obtaining finance because banks aawitibnal lending institutions are
averse to risky ventures. SMEs also tend to firffiicdities in exploiting technology and
are often characterized by low managerial capaslitin addition regulatory burdens
tend to weigh down significantly on the promotidn ®MEs.

The fact that there are usually only few start wpsch survive underscores the need for
governments to reform polices and to adopt framkwonditions that have a bearing on
firm creation and expansion. This issue is deathwi the following section.

4. Business Reform conducive to Private Sector Ddepment

The microeconomic environment in which an entrepoeroperates is typically far from

supportive or conducive towards nurturing entrepteial skills. The challenges range
from complicated and excessive regulatory controlsjrdensome procedures
irregularities in the market structure and fragredntlogistics services. Such

inefficiencies raise the cost of production, inaeahe risk of market loss and in effect
constraint external competitiveness.

Recent analytical work has led to a broad undedstgnamong policymakers and

development practitioners that microeconomic re®m@imed at strengthening property
rights, unleashing competition, and reducing thstx@f doing business are critical in
creating a sound investment climate which allowes ghvate sector to prosper and thus
contribute towards economic growth (World Bank 2802004b, 2005). Also recognized
is the fact that these changes need to be credindesustained for private firms to

respond by increasing investment and productionlearcCand consistent rules and



regulations are critical to investors. As a resplbjicy makers in small states must
recognize that for the private sector to develog fan SMEs to flourish, there is a strong
need for policies to be geared towards the estabkst of an institutional environment
which reduces the costs of doing business.

The World Bank, on an annual basis, publishes abdae on the costs of doing business
in a number of countriedp of which are considered small stattes.

The methodology used in calculating the ‘Doing Bess Index’ has several advantages
including transparency as well as the fact thasés factual data. On a less positive note,
the index is also myred by limitations such as thet that it is based on standard
assumptions which may be questioned and the fattrtfeasures of time involve an
element of judgment and may therefore be subjecOxerall however, the index does
provide an overall picture in terms of the easal@ihg business and has been used to
highlight a number of case studies.

This section of the paper presents a snapshoteotdhkts of doing business in a number
of small states giving an indication of the extentvhich private sector development is
encouraged and to highlight areas where particafarm is required.

The Doing Business Index (2006a) covers regulatidfesting 10 areas of business:
» Starting a Business
» Dealing with Licenses
* Employing Workers
* Registering Property
* Getting Credit
* Protecting Investors
* Paying Taxes
» Trading Across Borders
* Enforcing Contracts
* Closing a Business

Starting a Business

Easing start-up was recently listed by a panel @ackith Nobel laureates as one of the
most cost effective ways to spur development — élefainvesting in infrastructure,
developing the financial sector and scaling upthesgrvices.

In Australia and Canada, the best performers ia tlaitegory of the index, it takes 2
procedures to set up a business in less than 3ath@ybetween 1% and 2% of income per
capita to start a business.

" Small states in this report refers to any countitha population of 1.5 million people or less, pBiotswana,
Guinea-Bissau, Jamaica, Lesotho and Namibia.
8 See Annex 1 for the ranking achieved by smalkstat the Doing Business Index.



In Jamaica, which ranks 10 globally, it takes 8d&y set up a business following 6
procedures and it costs 9.4% of income per capita.

On the other hand, the procedure of setting upsinbas in Guinea Bissau, which ranks
amongst the worst performers, it takes 1233 daglscasts more than double the income
per capita. In Suriname the costs are also alaifgnimgh registered at seven times the
income per capita.

According to this data, small states need to reftrenprocedure time and initial costs
associated with setting up a business particukarlge this is usually the first hurdle that
is required to encourage private sector developnexperience shows that removing
obstacles to business start-ups is associated neith formal business, added jobs and
more investmerit.

Dealing with licenses

This topic tracks the procedures, time, and costdbuild a warehouse, including
obtaining necessary licenses and permits, compgletiequired notifications and
inspections, and obtaining utility connections.

In terms of dealing with licenses St.Vincent anel @renadines score as the country with
the least amount of government regulations in dgakvith licenses. It takes 11
procedures to acquire a license over a period ofiads. Moreover the cost of dealing
with licenses is among the lowest at 10.6% of ineqrar capita.

Small states which fare badly in this sub-indexude Papua New Guinea and Sao Tome
and Principe where it costs 110% and an impresk®®d % of income per capita to deal
with licenses respectively. In both small stateg, time it takes to deal with licenses is
about 200 days. Needless to say, this kid of exeedsurden encourages informal
activity.

Employment regulations

Employment regulations are designed to protect wamrkfrom arbitrary, unfair or
discriminatory actions by their employers. Theggtations — from mandatory minimum
wage, to premiums for overtime work, grounds fanassal and severance pay — have
been introduced to remedy apparent market failures.

However each point of regulation tends to createsgiction on the company’s ability to
use its workforce effectively. Indeed governmentoiten faced with a struggle in
reaching the right balance between labour markeatiility and job stability.

Employment regulations, covered in the Doing Bussnedex include measures to assess
the extent of flexibility in the labour market. Tiseb-index examines the difficulty of
hiring a new worker, rigidity of rules in expandingcontracting working hours, the non-

® World Bank. 2005. Doing Business in 2006: Creaflogs. Washington D.C.
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salary costs of hiring a worker, and the difficedtiand costs involved in dismissing a
redundant worker.

The Marshall Islands ranks as the country withléast amount of rigidity in the labour
market both in terms of hiring and firing worket$is however may occur at the expense
of a loss in job security. In Singapore, which mrds the 5th country with the least
amount of employment regulations, there is limiteggdity in the labour market and no
rigidities in hiring and firing.

Small states which fare badly in terms of employtegulation include Cape Verde,
Comoros, Guinea-Bissau and Sao Tome and Principehvell score a ranking of over
100.

It is important to note that small states usuaktpezience fluctuations in demand and
therefore there is wide scope for reform directedards flexible working hours. There is
also the possibility of allowing swaps of workinguns between peak and non peak hours
which has been adopted successfully by Hungaryl@€zech Republic. These type of
labour market reforms can bring labour costs doamsilerably and increase the external
competitiveness of small states. Other reform dmrations include a move from
severance pay which hits troubled business at tirstwime possible, to unemployment
insurance.

Registering property

Defining property rights is one of the most impattprerequisites required in developing
the private sector. If there are difficulties inadgishing these property rights and the
transfer title on property then private sectoriative is likely to dwindle. In general
when it is too burdensome to go through officiahhels, owners transfer ownership
informally. This inevitably results in a loss inkteevenue for the government and it also
results in a situation where owners lose cleag titl their land thus making financing
even more difficult.

Among the 175 economies measured in the registgpnogerty sub-index, 4 small
states— the Maldives, Marshall Islands, Micronesid Timor-Leste - have registered the
worst global ranking. In the Maldives, companies r@ot allowed to transfer property at
all. According to the Business Report on OECS auesitin the Marshall Islands, only
one property has been registered in the last yrdrthat process took 2 years and
multiple disputes.

In Iceland it takes only 14 days to register a prop the cost of which is typically 0.4%
of property value. In Singapore, also considerenall state, it takes 9 days to register
the property and it costs 2.8% of the value offitaperty.

New Zealand, which is the country which scores Highest global ranking, the

procedure is done online and immediately effectivgle the costs which come largely
from stamp duties and legal fees represent a mé&#é Of property value.

11



Getting Credit

Access to credit is critical to ensure strong bessngrowth. Yet one of the numerous
difficulties often faced by SMEs is obtaining ciethh finance their operations. This
problem tends to be magnified for micro enterprigesrating in small states as there are
usually limited credit information systems avaibthus magnifying the risks of lending.
Moreover there tends to be weaknesses in the tegudavhich affect the legal rights of
borrowers and lenders.

Singapore ranks 7 globally as collateral and baptksulaws tend to facilitate lending.
However, other small states such as Timor-LesteGmmoros do not have the required
legal rights and therefore score the worst rankirnttis sub-index.

The World Bank suggests that a policy reform iis #viea should include refraining from
credit subsidies. Problems often lie in weak cradfbrmation systems and weak
collateral laws. Reformers should address thesasdiest. Some have been tempted by
the idea that subsidies can increase access tih. 8atlexperience shows otherwise

Protecting Investors

This topic measures the strength of minority shalddr protection against misuse of
corporate assets by directors for their personal ga

Singapore ranks a global ranking of 2 in this catggvith very high scores in terms of
transparency of transactions, liability on the clioes for self-dealing, shareholders
ability to sue officers and directors for misconduc

Most other small states such as Antigua and BarbDdaeinica, Fiji, Grenada, Samoa,
St.Kitts and Nevis, St.Lucia and St.Vincent andradines all score a sufficient global
ranking of 19. Most of these small states scoraligig terms of liability of self-dealing
and possibility of suing but low in terms of traaspncy of transaction¥’

Paying Taxes

High progressive income tax rates tend to discaumtvate initiative. However it is not
just the level of taxes that are important to emaga private sector development but it is
also the type of tax system applied on businessitgctf the system is complex it is less
likely to encourage the development of SMEs andtmposbably also act as an incentive
for entrepreneurs to evade taxes. Maldives scadbeacountry with the shortest time
spent in filling returns. According to the dateg tiotal tax rate as a percentage of profit in
the Maldives is 9.3% of profit. Indeed this envinoent has been conducive towards
attracting FDI and developing the private sectothim Maldives where FDI accounts for
22.6% of GDP (UNCTAD, 2006).

19 Each category within this sub index is standaditsetween a score of 1 to 10 thus increasing the
likelihood that countries obtain an equal ranking.
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In Jamaica, the tax system is complex with over BOGrs required to comply with all
business taxes. The tax rate in the Marshall Islaat over 60% of profit is also not
conducive to private sector initiative. Nor is thgstem in Antigua and Barbuda where
528 hours per year are spent on complying withriass taxes. There are also 3 different
payroll taxes which must be paid each month, isqerand at 3 different locations.

In terms of reform, small states need to adopt maidetax rates that increase private
initiative as well as consolidate the tax systemasto avoid excessive compliance costs.

Trading across borders

This category includes the extent to which inteoratl trading is encouraged. Singapore
ranks globally as the"™country with the lowest amount of regulations @mts of
trading. In Singapore it takes 6 days to export andort and the average cost per
container is about $375 container.

Countries not faring too well in this category mdé Guyana, Bhutan, Djibouti, Namibia,
Swaziland and Guinea Bissau. In Guyana it takesoappately 60 days to import and
export and the cost per container averages at $6@0discouraging trade.

Given the inherent characteristics of small statbgch render them so dependent on
international trade, reform must be undertakennimarage the private sector to engage
in international trade. Typical reform strategieslude developing the port infrastructure
and efficiency in customs. It also includes ancaffit transport market.

Enforcing contracts

An additional burden faced by the private sectdhéslong delays in enforcing contracts
which tend to be costly in monetary terms and tymtelms. Commercial courts should
be fast, fair and affordable and efficient in thegperations (World Bank, 2007).

Typically in small states it is both costly and éijto enforce a contract. For example, in
Jamaica, it takes 415 days to enforce the continactosts of which over a quarter of the
debt. In Trinidad and Tobago it takes over threg arhalf years to enforce the contract
while in Papua New Guinea the cost of enforcingdttract is 110% of the value of the
debt. In OECS countries, despite an identical add=vil procedure dictating the process
for commercial court cases, there is still a ddfere on the efficiency of contract
enforcement.

Closure of a business

The final category which is measured in the DoingsiBess index is the closure of a
business. This topic identifies the weaknesseistieg bankruptcy law and the main
procedural and administrative bottlenecks in thekbaptcy process. The more complex
the regulations or the complete lack of regulatitersds to discourage creditors from
lending to small businesses thus restricting acimeBsance.
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Singapore ranks as the country with the second tEamplex and costly procedure for
declaring bankruptcy as it takes approximately oding to close a business and the
bankruptcy costs amount to 1% of the estate.

Most other small states such as Fiji, Seychelle&it®& and Nevis, Trinidad and Tobago
have recorded no procedures in closing businesses.

Doing Business

The average sum of the above indicators resultsvitiat the World Bank has coined as
the ‘Ease of Doing Business Indéx’.

Table 1 presents a snapshot on the overall eadeirmf business in small states covered
in the index. Globally small states have performakghtly better than larger economies.

Two-thirds of the 40 small states included in thebgl sample rank in the top half of the

index. Small states tend to perform well on theeezfsdealing with licenses, employing

workers and paying taxes. But few small states maleasy to register property, get

credit or enforce contracts.

Singapore ranks as the country, among the 175 gesntwith the least amount of
bureaucratic procedures and burden on busineszesing regulation has strengthened
property rights and encouraged trade. There is wateqregulation which protects
investors thereby encouraging investment and dpusnt and Singapore also provides
easy start up and closure requirements to encotinagdevelopment of SMEs. Moreover
Singapore also has low rigidities in the labour kearallowing for flexibility to
counteract and respond to shocks. It is thus nariserthat Singapore has also ranked as
the most resilient economy in the resilience indabculated by Briguglio et al (2008).

" The ranking on each topic is the simple averaga®percentile rankings on component indicators.
2 Doing Business (2006b): Organisation of EastemtbBaan States
3 The two indices do not cover the same set of @t
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Ease of Doing Business

Country Rank
Singapore 1
Iceland 12
Estonia 17
St. Lucia 27
Fiji 31
Mauritius 32
Antigua and Barbuda 33
Samoa 41
Namibia 42
St. Vincent and the Grenadines 44
Botswana 48
Jamaica 50
Tonga 51
Maldives 53
Belize 56
Vanuatu 58
Trinidad and Tobago 59
Kiribati 60
Palau 62
Solomon Islands 69
Dominica 72
Grenada 73
Swaziland 76
Seychelles 84
St. Kitts and Nevis 85
Marshall Islands 87
Micronesia 106
Gambia 113
Lesotho 114
Suriname 122
Cape Verde 125
Gabon 132
Guyana 136
Bhutan 138
Comoros 144
Equatorial Guinea 150
Djibouti 161
S&o Tomé and Principe 169
Guinea-Bissau 173
Timor-Leste 174

Source: World Bank: Doing Business 2006

A notable point is that a study carried out by UBAduggests that there is a highly
statistically significant correlation between a soy’'s overall performance on the Doing
Business indicators and the size of its informanemny such that a worse environment
for doing business correlates with a larger infdre@nomy. Other statistical evidence
suggests that when correlated individually mosthef measures of regulatory burden in
the Doing Business report are correlated with stemated size of the informal economy,
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such that a country with lower level of burden nyandividual area can be expected to
have a smaller informal economy than a country gitess well in that area.

5. Managing reform

Indeed in theMystery of CapitalHernando de Soto (2000) exposed theemaging effects
of heavy business regulation and weak property tsighWith burdensome entry
regulations, few business bother to register. &tstbey choose to operate in the informal
economy and own informal assets which cannot bel use financing purposes.
Moreover, even those that operate in the formaltosewould tend to feel less
incentivised to enlarge their operations or dedhegr activity.

Governments therefore need to establish the optawel of regulation, one that provides
enough incentives to develop the private sectorniotittoo costly to exert a burden on
SMEs.

Managing reform however is not an easy task as mibe@ than not the list is long with

prioritization and sequencing proving to be a demgntask. However there is no doubt
that reform must be undertaken if small states wanbuild the tools required to

withstand, rebound and absorb shocks.

This need is further intensified as many governsméhtoughout the world are already
taking action. Indeed two hundred and thirteenrmefo— in 112 economies — were
introduced between January 2005 and April 2006.0Reérs simplified business
regulations, strengthened property rights, easedtadens, increased access to credit
and reduced the cost of exporting and importingaAssult, small states simply cannot
afford to fall behind.

6. Conclusion

The inherent vulnerability of small states stemenirthe fact that small states,
particularly island states, are highly dependenttade and therefore exposed to
exogenous shocks over which they can exert littleva control. The recent wave of
globalisation has given rise to a new set of chgks. The extent to which these
challenges translate into enhanced economic riskopportunities depends on the
economic resilience of small states.

One of the essential foundations of economic e¥sik rests on the efficient and
effective operation of the market and the degredexdibility awarded by the market
Typically, the greater the extent of competitionveln by the private sector, the greater
the operational efficiency of the price mechanismd #exibility in reallocating resources
when exposed to exogenous shocks. Indeed it cangoed that the private sector builds
entrepreneurial skills which allow it to be morepeged and responsive to market
realities than the public sector.
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In small states the private sector is essentiallglenup of micro enterprises which are
burdened with costly bureaucratic regulatory proces and with difficulties in finding
funding opportunities.

Consequently government must play a complementdeyproviding an optimal level of
regulation as well as adequate competition law amkets which are dominated by a few
players. Government driven policy must also be nkbed towards developing effective
governance, an adequate infrastructure and an tedudabour force all conducive
towards developing the private sector of an economy

This necessity has become even more so pronousctt: drequency and magnitude of
external shocks has increased significantly suahttie economic survival of small states
strongly depends on this reform.
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Annex 1

case or veaiing
Doing Starting a with Employing Registering Getting

Year Business Business Licenses Workers Property Credit
Economy Rank Rank Rank Rank Rank Rank

Antigua and Barbuda

Belize 2006 56 103 4 14 117 83
Bhutan 2006 138 79 145 116 41 159
Botswana 2006 48 93 136 62 34 13
Cape Verde 2006 125 144 93 137 122 65
Comoros 2006 144 136 68 149 83 159
Djibouti 2006 161 157 106 125 137 117
Dominica 2006 72 24 51 50 78 101
Equatorial Guinea 2006 150 162 96 172 57 143
Estonia 2006 17 51 13 151 23 48
Fiji 2006 31 55 27 28 71 21
Gabon 2006 132 142 54 159 149 101
Gambia 2006 113 124 73 25 130 143
Grenada 2006 73 50 12 34 145 83
Guinea-Bissau 2006 173 175 78 173 171 143
Guyana 2006 136 78 74 60 52 159
Iceland 2006 12 16 30 42 8 13
Jamaica 2006 50 10 93 26 107 101
Kiribati 2006 60 72 76 18 62 101
Lesotho 2006 114 113 75 91 129 117
Maldives 2006 53 31 9 5 172 143
Marshall Islands 2006 87 13 5 1 172 117
Mauritius 2006 32 30 49 64 156 83
Micronesia 2006 106 39 11 12 172 101
Namibia 2006 42 86 19 44 127 33
Palau 2006 62 45 42 7 13 117
Samoa 2006 41 91 51 11 60 83
Sdo Tomé and Principe 2006 169 122 142 175 144 117
Seychelles 2006 84 42 69 84 50 159
Singapore 2006 1 11 8 3 12 7

Solomon Islands 2006 69 76 40 53 159 143
St. Kitts and Nevis 2006 85 105 7 35 136 117
St. Lucia 2006 27 43 10 29 51 101
St. Vincent and the Grenadines | 2006 44 29 1 48 101 83
Suriname 2006 122 158 100 39 120 117
Swaziland 2006 76 112 16 47 140 21
Timor-Leste 2006 174 160 173 115 172 159
Tonga 2006 51 23 37 4 108 117
Trinidad and Tobago 2006 59 35 81 27 154 48
Vanuatu 2006 58 65 33 96 91 117
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Iraaing

Getting Protecting Paying Across Enforcing Closing a
Credit Investors Taxes Borders Contracts Business
Economy Rank Rank Rank Rank

Antigua and Barbuda 2006 101 19 145 47 47 54
Belize 2006 83 118 33 111 150 24
Bhutan 2006 159 118 68 150 56 151
Botswana 2006 13 118 67 89 77 22
Cape Verde 2006 65 135 100 20 80 151
Comoros 2006 159 83 34 118 167 151
Djibouti 2006 117 168 51 148 169 122
Dominica 2006 101 19 20 97 159 151
Equatorial Guinea 2006 143 83 137 96 91 151
Estonia 2006 48 33 29 6 20 47
Fiji 2006 21 19 49 70 86 106
Gabon 2006 101 99 94 112 77 130
Gambia 2006 143 162 165 24 53 76
Grenada 2006 83 19 45 84 143 151
Guinea-Bissau 2006 143 142 109 125 154 151
Guyana 2006 159 151 121 155 122 131
Iceland 2006 13 83 13 18 8 13
Jamaica 2006 101 60 163 74 46 23
Kiribati 2006 101 33 14 31 136 151
Lesotho 2006 117 142 44 121 130 57
Maldives 2006 143 60 1 91 83 114
Marshall Islands 2006 117 151 69 90 103 117
Mauritius 2006 83 11 11 21 109 67
Micronesia 2006 101 162 45 40 139 148
Namibia 2006 33 60 28 144 64 42
Palau 2006 117 162 70 66 151 52
Samoa 2006 83 19 42 62 54 125
Sdo Tomé and Principe 2006 117 118 149 69 152 151
Seychelles 2006 159 46 24 81 73 151
Singapore 2006 7 2 8 4 23 2

Solomon Islands 2006 143 46 23 34 102 101
St. Kitts and Nevis 2006 117 19 116 37 135 151
St. Lucia 2006 101 19 9 45 160 39
St. Vincent and the Grenadines | 2006 83 19 32 48 125 151
Suriname 2006 117 156 21 43 111 143
Swaziland 2006 21 168 38 133 132 56
Timor-Leste 2006 159 142 124 73 175 151
Tonga 2006 117 99 81 17 126 92
Trinidad and Tobago 2006 48 15 27 22 156 151
Vanuatu 2006 117 60 19 120 88 45
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