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Preface

This three-volume series results from a joint research programme, “Strengthening
Employment in Response to Conflicts and Natura Disasters,” undertaken by the ILO
Crisis Response and Reconstruction (ILO/CRISIS) unit and the Programme for the Study
of International Organization(s) of the Graduate Institute of International Studies (HEI-
GIlIS) in Geneva, with the generous support of the Geneva International Academic
Network (GIAN-RUIG). This programme conducted research over two years in 14
countries affected by recent crises, aming to better grasp the socio-economic and
employment challenges of responding to crises. It examined best practices, refined
approaches and identified new avenues for crisis response. The programme has produced
14 studies and three synthesis reports which are presented in this series.

Three thematic axes guided the research. Each volume of this series presents the case
studies and synthesis report associated with one of the themes. Volume Il discusses
livelihoods and coping strategies of vulnerable groups in crisis contexts, while Volume 111
deals with strengthening early warning systems.

This volume discusses support for the private sector and socia partnersin response to
conflicts and natural disasters. In Iraq, researchers conducted a study on the role of small
and medium enterprises (SMES) in generating income and stimulating development.
SMEs, specificaly ones with stakeholders of different ethnicities, are also the focus of a
study on Macedonia. The role of multinational oil sector enterprises in rebuilding Angola
isthe topic of the third study. Finaly, the last study examines socia partner organizations
— those representing employers and workers — in the aftermath of the 2003 earthquake in
Algeria A synthesis report cross-analyses the magor andytical outputs and
recommendations of these studies while examining the overarching theme.
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Executive summary

Private enterprises of al sizes and ownership categories have a vital role to play in
generating jobs and regenerating economies following situations of armed conflict and
natural disasters. If allowed to do so, trade unions and employers’ organizations, like other
parts of civil society, dso have an important contribution to make, especidly to
reconciliation and peace-building. Despite the “failed state€” aspects of government in
many conflict situations, it is useful to examine what those who exercise effective
authority there can do to enhance the private sector’s ability to play its positive role in
short-term economic recovery and longer-term devel opment.

Conflict situations, such as those in Irag, Macedonia and Angola, present challenges
and opportunities for al classes of private enterprise. Locally based micro, small and
medium-sized enterprises tend to have the advantages of resiliency and flexibility. Those
in effective authority need to give them positive support without stifling their creative
potential to identify innovative ways to meet real needs. International enterprises bring
different strengths. capital, technology, management expertise, access to international
markets. Their willingness to invest in circumstances of crisis depends on many factors but
can be influenced by public policies. The role of the extractive industries in situations of
conflict tends to be complex. They may help cause or sustain the conflict even while they
offer the material resources needed to bring effective, peaceful development. There are
encouraging initiatives to make their operations more transparent and conducive to
national development, and these need and deserve active support from the socia partners
and other parts of civil society.

Natural disasters are awful in their capricious suddenness, but their economic and
social effects tend to be less widespread and durable than those of conflicts. Maor
contributions are needed from the private sector and the socia partners to develop
measures of prevention and mitigation that can substantially alleviate their harmful effects
on human lives.







1.

1.1.

Introduction

Why “the private sector”?

In a project on “Strengthening Employment in Response to Crisis’, singling out the
private sector for special attention may seem odd. It is widdly accepted in most countries
today that the private sector is the engine of economic growth. Hence its role in generating
post-crisis employment is central and comprehensive; it is not a specia aspect requiring
focused attention. In a way that public ingtitutions by their very nature rarely possess, the
private sector has the flexibility and incentive to respond productively to changes in the
business environment, including situations of political conflict and natural disaster. Where
allowed to operate more or less fredly, private enterprises do not require outside assistance
in identifying economic needs and developing efficient, commercial ways to meet them.
What they do need is a supportive public policy framework.

Four interlinked factors largely account for the view held by the initiators of this
project that the role of the private sector in and after crises was not self-evident and that it
needed to be an explicit object of inquiry.

As amatter of empirical fact, a high proportion of countries subject to internal conflict
have had economies dominated by the public sector. There are some exceptions, such
as Lebanon, whose impressive economic recovery since the end of the civil war in
1990 may lave something to do with the fact that the private sector traditionally
accounted for the lion’s share (some 85 per cent) of GDP.* All four of the countries
that were the subject of case studies for this segment of the project—Algeria, Angola,
Irag, Macedonia—had until recently centralized economies in which state-owned
enterprises played the main role.

In these four and many other countries experiencing crisis, the political conflict or
natural disaster of recent years has coincided with a transition from a sate-runto a
market-oriented economy. They are thus complex crises, in the terminology of crisis
anaysts, i.e. they are characterized by at least two of the four sets of conditions that are
grouped under the term “criss’ (post-conflict, socio-politica transition, natura
disaster, and economic and financia downturns). Most of these cases have been
developing countries struggling to pass from the non-democratic, centralized models
of their first post-independence generation to more liberal societies.

There has been a quest in recent years, even in market economies and still more soin
transitional ones, for improved performance by the bodies that carry out public policy
or provide goods or services in the general interest. Even in the absence of a
comprehensive commitment to privatization or liberalization, efforts have intensified
to replace what are seen as under-performing state agencies by private firms, for
example in building, owning and/or operating infrastructure systems such as power,
water or roads. “Since 1990, over 130 developing countries have transferred the
operating risk of power, water, telecommunications and transport projects to the
private sector through a wide range of public-private partnerships’ representing some
750 billion US$ in commitments.”

Perhaps the most important reason for focusing on the private sector is the perception
that in devising strategies for crisis response some of the main actors—governments,

! Sena Eden and Thomas Helbling, eds., Back to the Future: Postwar Reconstruction and Stabilization in
Lebanon, Occasional Paper 176, Washington, D.C., International Monetary Fund, 1999

2 Jordan Schwartz, Shelly Hahn, and lan Bannon, The private sector’s role in the provision of infrastructure in
post-conflict countries: Patterns and policy options World Bank Social Development Papers, Conflict Prevention
and Reconstruction, Paper No. 16, Washington, D.C., August 2004.




IGOs, NGOs—tend to exclude, or at least ignore, private sector actors. There gppears
to be on the part of these organizations a preference or natura instinct, perhaps based
on organizationa culture, to take account mainly of their own skills, capacities and
funds. To the extent that this perception is well-founded, mind-sets need to be
changed. Perhaps the evidence in this paper of the huge contribution that private sector
actors can and do make in post-crisis situations will help in that regard.

1.2. Role of the social partners

The title of this paper is ambiguous. In a narrow sense the term “socia partners’
refers to general associations of employers affiliated to the International Organisation of
Employers (IOE), on the one hand, and trade unions &ffiliated to the Internationa
Confederation of Free Trade Unions, on the other. In abroader sense “ socia partners’ may
be taken to refer to all privately owned enterprises and their various general or ad hoc
associations, whether or not affiliated to the IOE, and to workers and their organizations
whether or not unionized. For the most part this paper uses the latter, broader concept.
Given the different types of enterprises dedlt with, the diversity of employer-worker
relationships, and the variety of initiatives taken by different groups of enterprises and
stakeholdersin thisfield, the first definition would be too limiting.

But the social partners in a narrow sense do have an important role to play in crisis
response and it needs to be acknowledged. That can be seen in the case studies discussed in
the following chapters, notably in the one on Algeria. It aso emerges from various reports,
meetings and initiatives in the ILO or other international settings. For five consecutive
years from 1999 to 2003, employer and worker delegates as well as government delegates
held consultative meetings in Geneva on the roles of their affiliates in crisis response, in
conjunction with sessions of the International Labour Conference.

On the workers' side an ILO meeting on trade unions in conflict-affected countries
was held in 1997. Much of the discussion concerned the vulnerability of trade unions in
conflict-affected countries and their need for international support; cases in which such
support was forthcoming were identified. There were also numerous examples, such as
Mozambique and Serra Leone, of the contribution that trade unions could make and had
made tao reconciliation and peace-building upon the cessation of internal conflicts or
before.

On the employers side, in 1999 the IOE assisted with the creation of the South-
Eastern European Employers Forum (SEEEF), which groups the national employers
organizations of eight countries of that region: Albania, Bosnia-Herzegovina, Bulgaria,
Croatia, Macedonia, Moldova, Romania, and Serbia and Montenegro. The aim has been to
promote the development of employers organizations in these transitional countries in a
region especialy prone to conflict. Within the framework of the Stability Pact on the
Reconstruction of South-Eastern Europe these organizations, the IOE and ILO have
participated in an Initiative for Social Cohesion created by the Pact to examine issues of
economic reconstruction, development and co-operation, including the subjects of
employment, social dialogue, socia protection, and health and housing. Jointly with the
European Trade Union Confederation, the |OE has a so participated in the establishment of
a network of experts in labour law, which has provided technical assistance and
information exchange for these countries as they were in transition to democratic states

% Trade Unions in conflict-affected countries: experiences and roles in peace negotiation, social healing,
reconstruction and development, Report on a Consultative Meeting for Workers' Delegates, ILO, Geneva, 17 June
1997.




with market economies.” In paralld, the IOE has recognized the increased importance of
reaching out to small and medium-sized enterprises, whose role is especialy important in
post-conflict societies, as will be discussed below. A significant proportion of SMEs are
not members of national employers organizations, which sometimes see them asrivals, so
their needs are not always well reflected in the |OE’ s programmes and activities.”

1.3. Atimely subject

This project is one effort among many on this topic that are currently under way in
IGOs and NGOs.

In the United Nations the Globa Compact has led to heightened interest in what
companies can do to help aleviate the impacts of crisis. While the 10 principles that
form the basis of that initiative do not include the word “conflict”, they provide abasis
of ethical conduct for MNEs that can provide vauable guidance in the ambiguous or
anarchic conditions that often characterize countries in conflict. Two of the principles
in particular are relevant: No. 2, “Businesses should make sure that they are not
complicit in human rights abuses’ and No. 10, “Businesses should work against all
forms of corruption, including extortion and bribery”. The labour-related principles
(Nos. 36) are fundamenta to the concept of decent work and thus to the kind of
employment that is desirable in post-conflict situations and that can contribute to
reconciliation and peace-building. The subject of conflict prevention is dealt with on
the GC web site, where one can find the proceedings of several regiona and general
meetings that have been held to address topics such as the promotion of conflict-
sensitive business practices in conflict-affected states, or assessing and managing risk
in zones of conflict—always with the mix of participants from companies, NGOs and
governmental or intergovernmental bodies that characterizes the work of the GC. The
Security Council has devoted a discussion to the “role of business in conflict
prevention, peacekeeping, post-conflict peace-building”.6 The World Conference on
Disaster Reduction, in its Hyogo Framework for Action 2005-2015, caled for the
promotion of “public-private partnerships to better engage the private sector in disaster
risk reduction” and related activities.7 The World Summit of September 2005 decided
to establish a Peacebuilding Commission “to bring together al relevant actors to
marshal resources and to advise on and propose integrated strategies for post-conflict
peacebuilding and recovery.” 8

Businesses—individually, in ad hoc associations, and through established employers
organizations affiliated to the IOE or the International Chamber of Commerce (1CC)--
have multiplied initiatives directly or indirectly related to this issue in recent years,
some of these will be reviewed below. The interest of businessin being seen to play a
positive role in conflict- and disaster-affected areas has been accentuated by the
increasingly widespread currency given to the concept of “corporate social
responsibility”, which (in one popular definition) refers to “the economic, legal,
ethical, and philanthropic expectations placed on corporations by society”.9

# “Stahility Pact on the Reconstruction of South-Eastern Europe: Employers Approach”, Geneva: International
Organisation of Employers, November 2004.

® “Employers’ organizations and the promotion of small and mediumsized enterprises: Practical experiencesfrom
seven countries’, Working Paper, Geneva: 1LO, September 2004. The countries reviewed are Croatia, Ireland,
Mauritania, Philippines, Senegal, Ghana, and Singapore.

® The Security Council discussion is summarized in UN Press Release SC/8058, 15 April 2004.

" www.unisdr.org

8 U.N. General Assembly document A/60/L.1

® Archie Carroll, 1998.




1.4.

The World Bank has created a knowledge service for private sector development,, and
its web site (http://rru.worldbank.org) contains awealth of information on best practice
public policy advice for private sector-led growth in developing countries; its Public
Policy Journal and its thematic section on conflict-affected countries (both found on
the site) are rich sources of ideas on most of the topics covered in this paper. Post-
conflict countries now receive about one-fifth of the Bank’ s total lending.

Several NGOs devote much or all of their effort and resources to this cluster of issues,
aswill be seen later in the paper.

In addition to al of the above, initiatives are multiplying (for example in connection
with the G8 meeting in Scotland and the Make Poverty History campaign) to stimulate
private investment in the developing world in order to reduce poverty. These include the
Investment Climate Facility for Africa, Business Action for Africa, and the activities
related to the Shell Foundation’s 2005 publication Enterprise Solutions to Poverty. Given
the high incidence of crises in Africa—both natural disasters and internal conflicts--much
of this activity is relevant to the private sector role in crisis response even though it is not
specifically focused on that issue.

For the most part, participants in this debate see it as a positive development, a “win-
win” proposition, that the role of the private sector in crisis response be recognized,
encouraged, and enhanced. Some observers are critical, however, especialy as regards the
role of large corporations, based far away from the scene of the disaster or conflict, which
take advantage of their political connections to land profitable contracts funded by donor
governments or |GOs. The genera charge is that in some cases the international investors
may shore up regimes that are responsible for the crises, as well as the inequitable socio-
political structures associated with them. Criticisms adso focus on issues such as non-
competitive selection of contractors, excessive fees paid to contractors, discrimination
against small and local enterprises, and corruption. Interestingly these charges do not only
apply to the role alegedly played by multinational enterprises in crisis-affected developing
countries, they are also made in regard to the role played by large American firms in the
response to Hurricane Katrina in the southern U.S., where it has been aleged that loca
firms from the affected areas have been a a disadvantage in getting contracts for
rehabilitation and reconstruction compared to large firms with well-organized lobbies in
Washington. *°

Scope and aim of paper

This paper summarizes and is based in large part on four country case studies that
were commissioned for this project, as well as afifth that was published previoudly. It also
makes considerable use of information and analysis available in the literature in order to
place those cases in a context and present them as part of a more comprehensive picture.
Direct comparisons and collective analysis of the four studies are made difficult by the fact
that they concentrate on different questions. The papers and their emphases are as follows:

Sana Al Umari and Abbas Abu Altimen, “The SME sector in Irag: A key resource for
short-term income generation and longer-term development”, 2005. Presents statistical
data on the size and composition of the country’s small and medium-sized enterprises
and discusses the conditions in which they operate.

Lana Srzic, “Promoting multiethnic stakeholder small-to-medium enterprises in the
Republic of Macedonia’, 2005. Examines the role of a sample of SMEs whose

19 Naomi Klein, “The Rise of Disaster Capitalism”, The Nation, 2 May 2005; and John M. Broder, “In Storm’s
Ruins, a Rush to Rebuild and Reopen for Business’, New York Times, 10 September 2005.

10



stakeholders come from different ethnic groups, in relation to the SME sector as a
whole.

Patrick Gantes, “Le Role du Secteur Privé de I'Extraction Péroliére dans la
Reconstruction Socio-Economique en Angola’, 2005. Focuses on the failure to use the
country’s oil wealth effectively to promote development and reduce poverty.

Mustapha Hamoumou, “L’implication des partenaires sociaux dans la réponse aux
crises: Le role des partenaires sociaux dans la réponse d’ urgence et la reconstruction
socio-économique suite au séisme du 21 ma 2003 en Algérie, 2005. Concentrateson
the roles played by the largest trade union and employers federations in emergency
relief and reconstruction following the 2003 earthquake.

In this paper the term “private sector” is not limited by the size or type of enterprise
or by the source of funds for its activities. It encompasses the economic activities of own
account, one-person undertakings; micro-enterprises employing only afew people, perhaps
family members, smal and medium-sized enterprises (SMES); cooperdtives; large
privately-owned enterprises operating only within the country; and multinationa
enterprises (MNES). The source of funds may be persona savings, commercial equity or
loans, government funds, or loans or grants from multilatera, bilateral or NGO donors.
The common element is that the activities are commercial in nature and carried out by
actors not owned by the government.

The aim of the paper is to arrive at practical recommendations for action to enhance
the constructive role that the private sector can play in a post-conflict or post-natura
disaster situation. Constructive in terms of contribution to employment, economic growth
and development and (in the case of post-conflict crises) to reconciliation and peace-
building. There are aready plenty of descriptions of the nature of crises and why they are
difficult to deal with; it is solutions, or at the least guidelines for positive action, that are in
short supply. It is paradoxical that the recommendations will k@ largely, although not
entirely, directed at governments and intergovernmental organizations, given the premise
that it is the dysfunctiona or ineffective role of governments that has led to interest in a
more important role for the private sector.

In view of their different characteristics, the two types of crisis covered in the four
commissioned case studies (plus others available in the literature) will be treated
separately. Chapter 2 will examine case studies and issues pertaining to conflict-affected
countries. Chapter 3 will look in a smilar way at case materia and questions posed in
regard to the response to natural disasters.

11



2.

2.1.

Private enterprises in conflict-affected
environments

Introduction

Most armed conflicts in recent years take place within countries, athough they
commonly spill over borders to affect neighbouring countries as well, or draw in
participants located in distant countries. They come in many sizes and shapes and last for
periods ranging from some months to some decades. Most occur in weak or dysfunctional
(“faled”) states and affect much of the nationa territory. Some are fought in more
circumscribed areas, leaving the national government in a position to exercise its authority
normally in the rest of the country. They may be more or less intense. They may or may
not be associated with decolonization. They may have a clear beginning and end, or they
may take the form of sporadic violence interspersed with more or less peaceful periods.

There are a number of factors common to many interna conflicts that significantly
affect the private economic sector and those who work in it. A joint ILO-World Bank
paper lists 15 factors which are common to the socio-economic context of post-conflict
environments. unstable or changing population base; lack of skilled human resources,
shifting gender roles; socid exclusion; breakdown of trust and erosion of socia capitdl;
shifts in power structures; continued violence; growth of illegal activities; growth of the
grey economy; lack of infrastructure and capitd; lack of credit and investment capital; lack
of information on local circumstances, opportunities and needs, weak governmental
institutions, distortions to agricultural markets, and the special features of the “aid”
economy. ™

Well-intended international interventions may come at various stages and have
different objectives. to prevent a conflict that is looming; to mitigate one in the early
stages; to bring humanitarian relief when conditions permit, whether during or shortly after
the end of the conflict; rehabilitation, recovery and reconstruction in the wake of war;
peace-building to solidify post-conflict situations that remain fragile; and longer-term
development.™

In most countries undergoing conflict, the economy is dominated by medium, small
and micro enterprises, both formal and informal. Even in industrialized countries SMEs are
increasingly seen as the main source of employment growth and economic dynamism. In
the failed-state environment that often accompanies conflict-affected economies the role of
al MSMEs is crucid, as they are more likely than larger enterprises including MNEs to
have the flexibility and resiliency required to operate in such conditions. The ILO's
tripartite membership has acknowledged the importance of SMEs not only through the
ongoing programmes of the ILO but also through the adoption in 1998 of the Job Creation
in Small and Medium-Sized Enterprises Recommendation, 1998.

The following two case studies relate to the SME sectors in conflict-affected Iraq and
Macedonia. The third case study, on Angola, highlights the role of international investment
in the country, whose economy is largely driven by the oil sector.*®* The discussion which

™ piet Goovaerts, Martin Gasser and Aliza Belman Inbal, “Demand-driven approaches to livelihood support in
post-war contexts: A joint ILO-World Bank study”, WB, Social Development Department, forthcoming. See also
Jayasankar Krishnamurty, “The Labour Market and Conflict” in Eugenia Date-Bah, Jobs after War, ILO, 2003.

12 Date-Bah, op. cit.

13 Except where otherwise noted the three case studies, and the one in the following chapter on Algeria, are based
on the commissioned paperslisted in section 1.2.
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follows these three sections will look at ways to promote the roles of both categories of
enterprise, a how local and international firms interact, and at considerations bearing on
public policies that have an impact on the private sector.

2.2. Case study: The SME sector in Iraq: aresource for
short-term income generation and longer-term
development

In a paper written for this project, a team of Iragi scholars has done a profile of the
Iragi work force in 2004-5 in the private sector, based on data from the tax authorities and
from complementary surveys, interviews and analysis. The raw data cover 1,341,800 self-
employed persons and entrepreneurs’employers. The rough figures arrived at are as
follows:

Table 1: Breakdown of Irag’s work force

National Population 28 million

Dependency ratio 31

Of which SMEs (formal sector) 2.310 3.6 million

Informal sector 1 million

Public sector 1 million (of which 40 % women)
Unemployed 2 million

TOTAL ECONOMICALLY ACTIVE 6.3TO 7.6 MILLION

The main sectors of activity of the SMEs were transport, construction, commerce and
services. Within the SME total, the self-employed represented 53 per cent. In the industria
and construction sectors, the typical SME employed between 5 and 10 workers.

The population of 1.3 million SMEs is grouped into three categories. low
employment businesses (the self-employed individuals), numbering 720,000; medium
employment businesses (1-4 employees), numbering 526,000; and high employment
businesses, numbering 96,000. These are represented graphically in a pyramid with high
employment categories at the bottom and low employment categories at the top:
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Figure 1: The Private Sector Employment Pyramid (PSEP)
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The base of the pyramid (Series 1) consists overwhelmingly of taxi and cargo
transport drivers (536,000 out of 720,000), with self-employed semi-skilled workers
(140,000) being the next largest group. The intermediate tier (Series 2, numbering
526,000) represents mainly service and commerce activities. The tip of the pyramid (Series
3) comprises mainly the manufacturing sector. Construction-related employment is
unexpectedly low, with 11,300 jobs in Series 2 and 41,000 in Series 3; this may not take
adequate account of the workers engaged on an informal basis in this sector. The economic
transition since 2001 can be visualized as a broadening of the base of this pyramid, as
many wage earners (upper two tiers) have upon losing their jobs moved down into the base
category of micro-enterprises.

In post-Saddam Iraq SMEs can be viewed in three ways.

They are amanifestation of the transition that is under way. In view of the breakup of
the state enterprises and other ingtitutions that characterized the Baathist state, many
thousands of workers deprived of their former employment (including former Army
personnel) have been obliged to become ownraccount workers, “to revert to any
profitable activity for the purpose of mere subsistence’.

They are victims of the conditions that characterize occupied Irag. Despite being
endowed with “a good reservoir of skills, technical abilities, large national market,
comparatively low cost labour, and finance ability” (one could add to this list oil
wedth and a highly educated diaspora) the country’'s SMEs are “in a crisis
Stuation...operating at standstill or minimum capacity levels’. The problems from
which they are suffering include:

Security issues. In addition to the obvious ones--such as the insurgents' bombings,
looting and petty crimes—the use of bank finance has been made difficult by the risk
of kidnapping that businessmen run when they revea their financial position in order
to qualify for aloan. Open frontiers. The sudden trade liberalization has subjected the
enterprises in the tradeable goods sector to intense foreign competition before they
were well-equipped to withstand it.

Policies of the Codition Provisonal Authority and transitional government on
awarding reconstruction and rehabilitation contracts, which have been mostly awarded
to foreign companies which were familiar to them, with only margina Iragi
participation in employment and profits.

The SMEs have derived only limited benefit from reconstruction and rehabilitation
programmes as these Corruption and bureaucratic red tape. There is a lack of a legal
framework to protect property rights, of a smooth government mechanism to regulate
business activities, of efficient business development services and commercia credit.
“Getting alicense can be prohibitively difficult and discouraging to entrepreneurs’.
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Inadequate infrastructure. “In 2004 a survey conducted by the UN and the Iragi
government on living conditions in Iraq found that 85 per cent of Iragi households
lacked stable eectricity supply, while only 54 per cent of them received potable water
on aregular basis.”

Oil country syndrome. Oil accounts for some three-quarters of GDP. Most other goods
are imported. About one-quarter of the population is dependent on food rationing. The
oil sector has only wesk linkages upstream (to suppliers of inputs) and downstream
(industries that process and add value to the crude ail) to the rest of the economy.
Despite al these problems, SMEs are seen as the main source of future employment,
growth and development—in both the short and long term--both because there is little
aternative and because the transitional authorities have nade a clear choice, which
seems to enjoy wide popular support, for afuture based on aliberal, largely privatized
market economy. “Rebuilding a vibrant private sector is aso important for reducing
the chances of further conflicts’.

The study contains survey data on the role of two specia groups of entrepreneurs:
women and youth. Several factors predispose women favourably to private sector
employment—income potential, low security risk, possibilities for flexible working time
and arrangements that combine work with family responsibilities. However, only about
one per cent of registered enterprises are run by women, despite the demographic
preponderance of women in a country where the number of men has been depleted by a
series of wars. In the public sector, by contrast, women account for 40 per cent of total
employment. Job security and socid status are the factors perceived as attractive by
women as regards public sector employment. This predilection may pose problems in the
future, as the trend toward privatization can be expected to reduce the number of public
sector jobs.

Young people, on the other hand, show considerable interest in entrepreneurial
activities, as is shown in a collection of interviews with entrepreneurs, in a sample
weighted towards young people. “By and large, many of these entrepreneurs felt that
owning your own business is one of the most chalenging, satisfying, demanding and
rewarding things in their lives, despite the red risks and difficulties experienced.” (p. 42)
Since over half of the population of the country is under 20, this indication of an incipient
culture of entrepreneurship is encouraging.**

It is clear from the analysis in the paper that reducing the high rate of unemployment
and achieving higher rates of growth depend critically on giving some vitality to the SME
sector. The overarching recommendation for promoting this is the establishment of a
government agency to serve as a “one-stop shop” for government support of SMEs at
regiona and local levels.

14 A well-known journalist has recently noted that in the Iragi army, personnel in their 20s are much more
prepared to take responsibility than their elders. Thomas L. Friedman, “Keeping Iraq afloat”, International Herald
Tribune, 1-2 October 2005.

15



2.3.

Case study: Promoting multi-ethnic SMEs in the
Republic of Macedonia®™

The case study on Macedonia deals not only with the role of SMEs in generating
employment in conflict-affected countries but on their potential to promote reconciliation
between the partiesin conflict. It is based on a survey of entrepreneurs of SMEs in which
the partners or shareholders™ comprised members of two or more of the ethnic groups that
make up the country: Macedonian Slavs (64 per cent of the population), Albanians (25 per
cent), Bosnians, Turks, Serbs, Vlachs and Roma. The survey was carried out in 2002, the
year after interethnic tensions between Macedonians and Albanians led to a military
confrontation and conflict that destroyed some 6,700 houses and led to the displacement of
about 170,000 people. The conflict was resolved through NATO intervention. Most of the
enterprises surveyed had been established after Macedonia became independent as part of
the break-up of the former Yugodavia in 1991. The vast mgjority of the enterprises were
financed from private savings and produced for the local or national market. In about half
of the cases the collaboration grew out of relationships between partners of different ethnic
groups who had previously worked together, and in the other half out of associations they
had had as neighbors, students or friends. Such inter-ethnic enterprises had existed in the

region for many decades and were a common feature of the region prior to 1912, when it
was under Ottoman rule.

The main finding was that, contrary to what might have been expected, the mixed
ethnicity of the enterprises in the sample did not pose a problem during the period of
conflict. They not only survived through the ethnically-based conflict in which they could
have been the victims of aggressive actions or boycotts. They proved to be more resilient
than businesses whose workers came from only one ethnic group. Out of the 36
entrepreneur respondents, 33 perceived that the inter-ethnic character of their enterprises
had been a positive factor with both business partners and clients. This perception was
especialy marked in service establishments such as those in restaurants and tourism. The
government has generally encouraged SME development., for example through the
adoption in 2003 of severa measures for SME support and through cooperation with
European ingtitutions. It subscribed to the EU’s European Charter for Small and Medium
Enterprises in the Western Balkans and took out several |oans from the European Bank for
Reconstruction and Development (EBRD). The EBRD loans supported the country’s
participation in regiona infrastructure projects (roads and electricity networks) and led to
the establishment of a micro-finance bank that had by 2005 provided support for 3,700
SMEs. The paper calls for government support of SMEs to be strengthened. It sees such a
policy as desirable in itsdf and also as the best means of supporting inter-ethnic
enterprises, whose viability and dynamism are seen as a powerful tool for promoting
reconciliation and sustainable development.

1% Lana Srzic, “ Promoting multiethnic stakeholder small-to-medium enterprises in the Republic of Macedonia,

2005.

16 While the study does not define “ stakeholder”, the term appears to refer to “owners’ or “shareholders’. That it
does not encompass the firm’s workers (as in general usage) is suggested by the statement that “enterprises run by
stakeholders from different ethnic groups appear more likely to employ workers from more than one ethnicity...”
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2.4. Case study: The oil sector and socio-economic
reconstruction in Angola

Angolais a poignant case of a country rich in natural resources that has suffered from
a mishandled decolonization, the 30-year civil war that ensued, and a pattern of
exploitation of its petroleum resources that has contributed little to its nationa
development, if it has not actualy been deleterious. The country is well endowed with
fertile land as well as with diamonds, hydro potential, fishing and forests. Before the war it
was a net agricultura exporter. Today it produces only about half its requirement of grains.
Some 70 per cent of the population lives on the equivaent of less than one US$ per day,
and two-thirds do not have access to clean water. The natural trend of ruralurban
migration was accentuated by the years of war, and over that period the population of the
capital Luanda grew from a half million to more than three million. Nevertheless, some 85
per cent of the population still depends principally on subsistence agriculture and on the
informal economy. Altogether, in the war perhaps three-quarters of a million were killed
and five million displaced.’” The war in most of the country ended in 2002, but a rebellion
in the province of Cabinda, whose offshore area contains the lion's share of the ail,
dragged on at least into 2004.

This poverty coexists uneasily with oil wealth on amgjor scale. Oil development took
off with the discovery of offshore deposits off the province of Cabinda in the late 1960s.
By 1973 it had become the main export. The country now produces over one million
barrels a day of oil, a figure which is likely to double in coming years. The income from
oil production, even before the sharp price increases of 2005, accounted for over hdf of the
country’s GDP and between 80 and 90 per cent of government revenue and foreign
earnings. Y et as recently as 2004 the country was obliged to take out new oil-secured loans
to service its existing foreign debt.

Perhaps no country poses more vividly the question whether it is ot possible to find a
better way to use oil resources for development. There are intrinsic obstacles. It is a
classically capitalintensive sector, and in Angola employs only about 5 per cent of the
work force. Most of its inputs and professona work force are of an industria and
technological sophistication that the Angolan economy is not able to supply at present or in
the near future. The location of the principa oil fields offshore serves further to isolate the
oil activities from the rest of the economy. In addition to such inescapable problems there
is the question of the capacity and integrity of Sonangol, the state oil company, and of the
government to manage the finances in a transparent way. According to a study based in
large part on IMF reports and done by Human Rights Watch, “In recent years, literaly
billions of US$ in oil revenues have illegaly bypassed the centrad bank and remain

unaccounted for” 18

Since 1982 the government has progressively obliged the foreign oil companies
(ChevronTexaco and Total have the biggest presence) to increase the percentage of
Angolansin their work force. By 2010, according to the law, 90 per cent of their personnel
must be Angolan, including 100 per cent of unskilled workers, 80 per cent for semi-skilled
and 70 per cent for skilled. To meet this obligation the companies have significant training
programmes, including professional-level training which is done out of the country. But
the problem remains of doubling titular Angolan job-holders with foreign staff who do not
have the titles but who do most of the actual work. More could be done, for example
through tendering procedures, to encourage and establish upstream linkages in areas such
as facility management and catering. Perhaps in time there could be more local linkages

17« Angola: The long road to recovery”, The Economist, 17 September 2005.
8 Human Rights Watch, Some Transparency, No Accountability: The Use of Oil Revenue in Angola and its
Impact on Human Rights’, January 2004.

17



downstream, i.e. refining and distribution/marketing of petroleum products; talks have
recently taken place with international oil companies concerning the construction of a
major refinery. Perhaps ways can be found to use the resources of the oil sector to
stimulate a recovery in agriculture. Initiatives such as Agrisud have in the past been
supported by enterprises present in Angola, such as Elf-Aquitaine, but much more remains
to be done, from financing landmine-clearing operations and agricultural extension
services, to developing the rural road network, to favouring local produce over imports, to
investing in activities for the processing of agricultural goods.

2.5. Discussion

The remainder of this chapter looks at how the policies of governments or other
authorities (1GOs, occupation forces) operating in conflict-affected areas can influence the
level of private sector activity and the contribution it makes to the goals of reconstruction,
peace-building and reconciliation, and longer-term development.

Table 2: Doing business: Country rankings (out of 155)

Country Ease of Starting | Dealing | Hiring | Registering | Getting | Protecting | Paying | Trading | Enforcing | Closing
doing a with and property credit | investors | taxes | across | contracts a

business | business | licenses | firing borders business

(overall)

Macedonia 81 114 64 123 73 53 30 58 96 111 109
Iraq 114 117 70 102 44 133 85 3 155 74 148
Algeria 128 109 100 96 138 138 97 149 84 131 46
Angola 135 155 122 117 145 77 48 79 120 122 140

Source: World Bank, 2005, http://www.doingbusiness.org/EconomyRankings/

For reference the preceding table presents the assessment of the World Bank of the
ease of doing business in the four countries that are the subject of case studies, as presented
in its periodic “doing business’ report. The first column is a composite rating on the ease
of doing business in the country concerned, while the remaining columns give ratings on
more specific components of that rating.

2.5.1. General issues

Before looking at the special factors related to the level and quality of SME and of
MNE activity, it is worth noting some issues of a more general character.

Throughout the intervention cycle of technical cooperation projects in crisis response
there is a natura tension “between [on the one hand] achieving quick results to meet
urgent needs and [on the other] engendering sustainable, equitable and inclusive
community processes’, as well as growth and development.’® The former pole
(urgency) suggests interventions with as much speed and as little red tape as possible,
whereas the latter (the end objective of longer-term sustainability, development,
reconciliation) implies more conditionality and a more complex (and therefore
ponderous) decision process. This distinction applies with just as much force to the
way in which the private sector is brought into the process as it does to other aspects of
crisis response. To consolidate the peace and sustain the growth emerging from

19 Piet Goovaerts, Martin Gasser and Aliza Belman Inbal, op. cit. The study describes the latter, “ demand-driven”
approach and exploresits benefits and itsrisks.
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recongtruction it is highly desirable that the socia partners and other parts of civil

society should be involved in decisionr-making and that there be as much transparency
as practicable in the way in which policy is made and carried out. It is their capacity to
bring about socia healing that may be the most important role that the social partners
can play.

To what extent should the de facto authorities-be they national, regional or
international—relax their attempts to regulate the economy or, in other words, “get out
of the way” so that private operators can conduct their business with a minimum of
regulation, given that running a business is already difficult enough in a conflict-
affected environment without the government being on your back?*° The contribution
below on Somalia illustrates that when necessary the private sector can be very
creative at surviving or better, even in hostile conditions, and is sometimes able to find
aternatives for services that dysfunctional governments are no longer able to perform.
Few would consider the state of near-anarchy that exists in that country as an idedl to
be emulated. As was said in the Iraq study, “To alow free enterprise to flourish, the
regulatory and legal system must do more than smply stay out of the entrepreneur’s
way, it must create a structure that encourages and supports private business activity”.
In a complete laissez faire environment, the risk is great that criminal elements will

dominate much of the economy, or that an inequitable distribution of income or wedlth
among ethnic or religious groups may exacerbate the differences that led to conflict.
Nevertheless, experiences such as that of Somalia, which is described below, can serve
to open policymakers minds to the innovative possibilities of unharnessed free
enterprise.

The relation between international and local firms, between MNEs and SMEs, is
important. The willingness or not of local enterprises to invest, especially their own
capital, in conflict-affected sSituations is a factor that may influence international
investors; they are unlikely to go where the locals are not willing to go. Mutually

beneficial dliances with local enterprises—whether based on contracts or shareholding
arrangements—represent an important modality for MNE intervention, and one with
spillover benefits for the host country. The UNDP programme “Projects in Growing
Sustainable Business’ aims specifically a brokering partnerships between MNES,
government bodies, NGOs and small local enterprises. Other organizations, such asthe
Business Humanitarian Forum, have similar programmes.

In assessing the comparative merits of different MNE bids to invest, local authorities
should give preference to those which make maximum use of local firms, workers and
materials. There are unfortunately many examples in which foreign contributions to
conflict- or disaster-affected areas are tied to foreign suppliers of equipment and

experts, as already noted in the case of Irag. The effect is to increase the cost of the
assistance and to limit the contribution that is made to the local economy. Authorities
and SMEs in conflict-affected countries should also be alert to the possibility of

atracting investments from intermediate-sized concerns from countries in the same
region; they may see alogic for investing that is more powerful than that perceived by
the very large MNEs from outside the immediate region.

%0 Robert Anderson, Just Get Out of the Way: How government can help business in poor countries, Washington,
D.C., Cato Institute, 2004, argues that the ineffectiveness of donor interventions in poor countries stems in part
from the unsuitability of regulatory and interventionist policies derived from rich country experience for the weak
institutions and related conditions obtaining in poor countries.
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Box 1: How does Somalia’s private sector cope without government?

Private business has done surprisingly well in Somalia although government has been extremely weak or absent in major parts
of the country since 1991.

In spite of very rudimentary finance and infrastructure services, private business has thrived in vital sectors (e.g. retail,
construction) where transactions can be kept simple. Results achieved by private entrepreneurs have also been impressive
in more complex or capital-intensive sectors (e.g. telecommunications, electricity) though some of the solutions may have
been far from ideal. Even in some activities traditionally reserved for the public sectors (e.g. legal and education systems,
monetary policy), where the absence of government can severely jeopardize development, the private sector has been able
to find creative solutions.

Although there have been many failings, the large number of success stories is nevertheless striking and attests to the vitality
and resourcefulness of private business in even the most inhospitable environments.

The factors that have helped to foster the natural drive of private entrepreneurs can be summarized as follows:

a) ‘“importing governance” by using foreign institutions and networks where these are missing locally ( e.g.
airline safety);

b)  “relying on clan systems and networks of trust” to help with contract enforcement, and international and
national fund transfers (hawala system and rotating credit associations);

c) “simplifying transactions” and breaking down operations into parts that are manageable by private
entrepreneurs without government or outside help.

Conclusion: “For governments and aid agencies, the capability of some business sectors to cope under the nost difficult
conditions should give hope and guidance in other reconstruction efforts. It may take less encouragement than is commonly
thought for stripped-down systems of finance, electricity, and telecommunications to grow.”

This summary is based on an article co-authored by Tatiana Nenova and Tim Harford of the World Bank-International Finance
Corporation. It can be found at http:/rru.worldbank.org/PublicPolicyJournal. The article generated a rich discussion on the
relative roles of the private sector and government in weak states. This discussion may be accessed through the same site.

2.5.2. SMEs

The ILO, the World Bank and other relevant 1GOs have well-tried policy tools that
are appropriate for promoting local economic development and SMEs in general.?* Suitably
adapted, these are appropriate for use in crisis response, in both conflict- and disaster-
affected countries. They include:

Assistance with public employment services, which are needed as much by enterprises
as by government and job-seekers, and which play acritica role in crisis response.
Employment-intensive infrastructure reconstruction not only makes it possible for
local firms and workersto capture alarger share of the reconstruction expenditure than
other approaches. It can aso be competitive in terms of cost and quality, and those
types of projects where it excels (such as rural roads, and irrigation schemes) benefit
especially rural areas, which are too frequently neglected in reconstruction
programmes. It is important to pay sufficient attention to the identification,
development and training of local contractors who know how to use these techniques.?
In Ghana, associations of labour-based contractors have recently been established, and
they have multiplied the impact of ILO training programmes.

The concept of Loca Economic Development not only is compatible with but depends
critically on the participation of the private sector. Its tools include business
development services, employability enhancement, socia finance schemes, the

2L A. Tolentino, Guidelines for the analysis of policies and programmes for small and medium enterprise
development, 1LO, Enterprise and Management Development Working Paper EMD/13/E.

%2 peter Bentall, Andreas Beusch and Jan de Veen, Employment-Intensive Infrastructure Programmes: Capacity
Building for Contracting in the Construction Sector—Guidelines, Geneva: ILO, 1999; and ILO, Employment
intensive reconstruction worksin countries emerging from armed conflicts—Guidelines, 1999.
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promotion of employment-friendly investments, and social dialogue principles and
techniques® A noteworthy feature of the concept is that entrepreneurs and socia
patners are fully engaged in developing the economic recovery / development
strategy. The expression Local Economic Recovery is sometimes used to refer to
shorter-term, more focused dtrategies, as is usually appropriate to post-crisis
environments.

Microfinance and other small financia ingtitutions that can respond to the needs of
informal and small formal sector enterprises are critical.** The vital role of finance is
clear in one case study of crisis-affected countries after another; the paperson Irag and
Macedonia are examples. Repeatedly, small entrepreneurs complain of the difficulty of
getting credit, especialy from commercia banks, and of the onerous terms on which it
is offered when it is available. Recently there have been encouraging devel opments on
this front; they are discussed in the following section.

2.5.3. MNEs

MNE decisions to invest or not in areas affected by crisis—to stay in countries where
they are aready established, rather than leave, and to go into countries where they do not
yet have a presence—are normally taken for commercia reasons. They may be influenced
at the margin by broader considerations of corporate socia responsibility, but where the
commitment is sizable and long-term, the business case needs to be solid. This section
explores the determinants of MNE investment decisions in order to better understand what
policies and conditions might lead to increased levels of investment.

As regards countries still undergoing conflict, light was shed on this question by a
survey of 25 MNE managers overseeing their companies’ operations in countries that were
the scene of conflicts, including Algeria, Angola, Azerbaijan, Colombia, Congo, Georgia,
Kazakhstan, Indonesia, UK-Northern Ireland, and Sri Lanka. Critica factors affecting the
company’s willingness to continue operations in the country were found to be whether the
conflict was predictably limited to a certain part of the country or could otherwise be
expected to be territorially contained—for example, urban investments would be retained
if the conflict took place only in rural areas; whether the government (or in some casesthe
company, using its own security personnel) was able to defend the investment-intensive
areas; and whether the conflict was limited to occasiona terrorist acts or rebel incursions
into government-controlled territory, which in some sectors could be accepted as a cost of
doing business?®

In countries emerging from conflict, the first point to make is that al of the genera
factors that MNE managers consider when contemplating investment in non-crisis
countries also apply to countries affected by crisis. These include whether the potential
rewards justify the commercia risks, whether non-commercial risks such as those
stemming from government regulation or political change are acceptable; whether the
project fits the firm's business model; and whether the commercial environment in the
country (e.g. respect for contracts, efficient financia and judicia institutions, reasonable
level of “red tape”) is satisfactory. In countries affected by crisis several of these variables
are likely to give more negative readings than under norma conditions; in the case of the
risk factor, the higher risk might be accompanied by higher potentia reward. In addition

23 Martiin Gasser, Carmelo Salzano, Roberto di Meglio, and Alfredo Lazarte-Hoyle, Local Economic
Development in Post-Crisis Situations, Geneva: 1LO, 2002.

24 Geetha Nagarajan, Developing Financial Institutions in Conflict Affected Countries: Emerging Issues, First
Lessons Learnt and Challenges Ahead, Geneva, ILO Action Programme on Skills and Entrepreneurship Training
for Countries Emerging from Armed Conflict, 1997. More recent information on developments in numerous
countries (Angola, Cambodia, Kosovo, Liberia, Mozambique, Nepal, Rwanda, Timor-Leste, and Uganda) can be
accessed through the web site http://topics.devel opmentgateway.org/microfinance.

%5 Jonathan Berman, “Boardrooms and bombs”, Harvard International Review, 22 (3), Fall 2000.
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there will be added risks such as the security of company staff and physical assets. In some
circumstances political risk insurance (PRI), such as that offered by the World Bank’s
Multilateral Investment Guarantee Agency (MIGA), may help, especialy

“when [investors] can identify aturning point in a country’s fortunes. If the risks are too high,
and there are few business opportunities, then companies will simply go elsewhere. If stability
has already been achieved, there is less need for insurance. However, if opportunities are
evenly—or nearly evenly—matched by risks, then PRI can tip the balance.” 26

Sectoral aspects

The balance of risk and reward as perceived by foreign investors varies from one
economic sector to another. A comparative analysis of the role of international companies
in post-conflict reconstruction in selected sectors has brought to light significant
differences’’ For the extractive industries—upstream oil and gas, timber, and mining—
the abundance and accessibility of the natural resource in question is primordial. At the
exploration stage, when the scale of required investment 5 modest, oil companies will
tolerate a great deal of instability and insecurity in countries with good geologica potential
in order to position themselves for the day when significant production may be possible.
“Qil and gas companies have been quick to return to war-torn countries in West Africa, the
Middle East and Central Asia just as mining interests and large smelters have faced
difficult environments in the Andes and Centra and East Africa. Similarly, forestry
concessionaires have shown resilience to political instability concerns in Southeast Asia”*®
However at the development and production stage, when the investments at stake have an
expected life of some decades and a cost of hundreds of millions or billions of US$, then
an expectation of political and regulatory stability will be important.

The construction sector has a similar concern for the security of its physical assets,
athough they may in general be less concentrated and vulnerable than those of the ail
industry. Offsetting this is the prospect of large contracts financed by donor governments
and internationa agencies whose capacity to pay is more or less assured. The role of this
sector is extremely important, of course, since physical reconstruction is likely to have a
high priority in conflict-affected as well as natural disaster situations and since this is a
sector where there are likely to be loca firms with a significant capacity to generate
employment and economic growth. On this issue some tension may be expected between
the international and local actors. Donors and international agencies may find it easier and
be accustomed to dealing with the large multinational firms, and these firms may find it
easer to use equipment-intensive techniques; these are more familiar to them and do not
present complex issues of local labour management, which they may not feel comfortable
with. On the other hand, local authorities, enterprises and workers are likely to have more
to gain from the choice of more labour-intensive techniques.

Telecommunications. Mobile telephone companies are among the first to be willing
to invest in conflict-affected regions. The scale of initid investment is limited and the
payback begins immediately. In countries that are not well endowed with fixed-line
telephony there may be profitable opportunities to gain a strong position in a fast-growing
market. This is a win-win situation, since the host government and economy aso benefit
from the infrastructural aspects of a functioning telephone network.

26 John Bray, MIGA'’s experience in conflict-affected countries: The case of Bosnia and Herzegovina, World Bank
Social Development Papers, Conflict Prevention and Reconstruction, Paper No. 13, Washington, D.C., June 2004.
27 John Bray, International companies and post-conflict reconstruction: Cross-sectoral comparisons, World Bank
Social Development Papers, Conflict Prevention and Reconstruction, Paper No. 22, Washington, D.C., February
2005.

28 Jordan Schwartz, Shelly Hahn, and lan Bannon, The private sector’s role in the provision of infrastructure in
post-conflict countries: Patterns and policy options World Bank Social Development Papers, Conflict Prevention
and Reconstruction, Paper No. 16, Washington, D.C., August 2004.
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Commer cial banking has an important role to play in conflict-affected areas because
of its role in facilitating a resumption or continuation of normal economic life. Given the
risk-averse nature of bankers, and the specia security concerns that affect this sector,
international commercial banks cannot in general be expected to be the first outside
investors to enter a post-conflict environment. However, some regional banks see niche
opportunities in countries where their larger competitors may not wish to go. Examples
include Standard Chartered in Africa and Asia, several Austrian banks in Bosnia-
Herzegovina, ANZ which became the first foreign bank to open a branch in Timor-Leste
following its independence, or Stanbic Bank from South Africa, which operates in 17
countries in sub-Saharan Africa. Bray and colleagues go on to note that:

Banks' commercial expansion in post-conflict economies typically follows a sequence.
Initially, as with ANZ in Timor-Leste and Standard Chartered in Afghanistan, they may earn
most of their income from international money transfers on behalf of diplomats and aid
agencies. Then, as the economy starts to recover, they begin to work on import deals, for
example of reconstruction equipment for large international companies with recognized
credentials. Later on, they may extend their services to high-net-worth individuals, for
example successful members of an international diaspora who want to invest in their home
country. Then come infrastructure finance and loans to small and medium enterprises (SMEs).
Retail banking tends to come last...[although it] is a desirable long-term objective for banks
who wish to establish along-term presence in the host country.?®

There have recently been indications, as referred to in the preceding section, that
commercial banks traditional reluctance to lend to SMEs in poor countries may be
changing. The rates of return are high, the lending is less vulnerable to economic
downturns than corporate finance, and new technologies for cheap point-of-sale machines
have brought down transaction costs. One study gave examples of corporate activities in
SME finance from 18 countries. Citigroup is reported to be examining the potentia for
lending through the intermediary of micro-finance institutions to small entrepreneurs
whom commercia banks would not consider creditworthy as direct clients.*® The Shell
Foundation has a pilot project that aims to provide financing to large numbers of small
enterprises in Africa, to “help bridge the gap between the millions of small-scale African
entrepreneurs who already understand risk and return and the hundreds of millions of US$
in the accounts of risk-averse local banks.”®" A feature of this programme is that the
financing is accompanied by mentoring, as experience has shown that often what SME
managers perceive to be financia problems are, in fact, basically management problems. It
is also the experience of the ILO, for example in Croatian LED programmes, that credit
provision is more successful if accompanied by business devel opment services.

Infrastructure investments are comparable to those in banking in that they are
important for facilitating activity throughout the economy. Yet governments tend in the
first years after conflict to confront a bitter paradox: “they can neither absorb fully
reconstruction aid [i.e. public money from international agencies and government donors
nor can they attract much private investment to infrastructure sectors that could offset the
state’s low absorptive capacity”.** The chalenge for policy is, first, how to provide
essential services--during the interim until stability returns for a sufficiently long period for
major investments to again be forthcoming (some six years on average)--and, second, how
to accelerate the arrival of the major investments. On the former point, small-scale private
providers of eectricity and water supply do commonly emerge in conflict-affected
countries, and play a critical role, even if there are irregularities in service and occasiona

29 |bid., p. 32.

%0 Financial Times, Special Report on Business and Development, 14 September 2005.

31 Kurt Hoffman, “Lack of investment is the real tragedy in Africa”, Financial Times, 10 June 2005.

32 Jordan Schwartz, Shelly Hahn, and lan Bannon, The private sector’s role in the provision of infrastructure in
post-conflict countries: Patterns and policy options World Bank Social Development Papers, Conflict Prevention
and Reconstruction, Paper No. 16, Washington, D.C., August 2004.
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inequities in pricing. “Of the 16 countries in which small private electricity providers were
identified [in a 2004 literature review], 9 were in post-conflict countries and of the 46
countries with known small private water providers, about haf were in post-conflict
countries.”® This may be a case where “get out of the way” is good advice for the
authorities. On the longer term question, lessons can be learned from the countries that
have had more successful experiences, i.e. that “have attracted investment in severd
sectors of infrastructure disproportionate to their risk ratings’. These include the
Philippines, Mozambique, El Salvador and Guatemala. Some of the reasons have to do
with luck, others with policy. In the case of the Philippines, private investors seem to have
taken a more benign view of the country’s prospects because the conflict was mainly
limited to a well-defined part of the country, Mindanao; over 13 billion US$ was invested
in private infrastructure projects between 1990 and 2002, throughout which period the
conflict on Mindanao continued. The experiences of other countries with geographically
isolated conflicts (e.g. Colombia, Sri Lanka, Russia, Indonesia) have been similar.

For Mozambique, an important contributing factor was that the government had
begun to liberalize the economy (trade policy, exchange rates, banking sector) even before
the 1993 peace agreement was signed; this served to establish credibility with some
investors. In the mid-1990s the government aggressively sought regiona investors to
anchor regiona development projects and initiated sectora reforms in al infrastructure
sectors. The element of luck was that this coincided with the political transition in South
Africa, which led to sgnificant inward investment from that country in Mozambique's
trangport infrastructure, especialy in the Maputo corridor.

The experience of El Salvador and Guatemala in telecommunications can be
contrasted with that of Nicaragua. All three countries ended their conflicts in the early
1990s and had introduced sector reform legislation by 1996. “El Savador and Guatemala
opted for rapid deregulation whereas Nicaragua chose the sower approach of staged
liberdization.” The former two enjoyed significantly higher private investment and by
2002 had markedly superior telecommunications networks. While other factors contributed
to this different performance, policy choices played arole. In particular, the policy lessons
that the authors drew are:

Eliminate as many regulatory risk factors and barriers to entry as possible.

Move quickly and avoid complex bidding arrangements meant to maximize the
revenues from licenses or asset acquisitions.

Make use of a planned progresson from modest forms of private participation in
infrastructure—such as service or management contracts—to deeper forms—such as
leases with investment contributions or long-term concessions; this can shorten the
period required to gain a significant private sector role®*

33 |bid.
34 Ibid.
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Box 2: Resources for fighting corruption

“Many post-conflict countries figure among the most corrupt in the world, and corruption ...features among the factors that
triggered political unrest or facilitated conflict escalation....The postconflict context is often dominated by informal and
sometimes criminal activities....The prioritization of private over public ownership by international agencies may
unintentionally play into the hands of local corrupt elites.”

The concerns in these quotations from Transparency International’s (TI) Global Corruption Report 2005 are confirmed in
most of the case studies summarized in this paper, and they are echoed in the rankings of the four countries concerned
on the Corruption Perceptions Index.

Tl Corruption Perceptions Index 2004

http://www.transparency.org

Country Position (out of 145) Index (10 is least corrupt)
Algeria 97 27
Macedonia 97 27
Iraq 129 2.1
Angola 133 20

Corruption is an endemic problem in the transition from war to peace, as it is in the transition from centrally planned to
market economies. In countries where it is widespread it can scare away the kind of investors whose activities create
decent work, increase the costs of operations of the businesses which are present, and undermine the trust and stable
business environment that are essential for a thriving SME sector to contribute its full employment-generating potential.
It is particularly common in the extractive industries, which play a role in causing or sustaining conflicts, and in sectors
(construction, infrastructure) which are vital to reconstruction efforts following both conflicts and natural disasters.

Tl has developed various tools that can be useful to the authorities and to social partners in fighting corruption. In addition
to the annual Corruption Report and Corruption Perceptions Index, which help to understand the problem (the Global
Corruption Report 2005 focuses on post-conflict reconstruction, the mechanisms of corruption in construction, and the
cost of corruption in infrastructure), it has published a useful compendium called The Corruption Fighters' Tool Kit: Civil
society experiences and emerging strategies. This volume includes reports and practical documents relating to a
variety of best practice experience from many countries and sectors. There is also a Tl initiative on preventing
corruption on construction projects, which suggests actions that can be taken by various parties—project owners,
export credit agencies, guarantors and insurers, engineering and consulting firms—to limit corrupt practices.

2.5.4. The special case of the extractive industries

It isapremise of this paper that other things being equd, in conflict-affected as well
as other countries, it is better to have more than less private sector investment, whether the
capital or the investing firm originates outside or inside the country. Such investment tends
to create jobs, promote growth, bring technology and management expertise, and generate
government revenue. However, there can be a negative side and in some countries—such
as oil and gas, mining and forestry—it may be closely related to the causes of the interna
conflict. The point is especialy pertinent here since three of the four case-study countries
(Algeria, Angola, Irag) are major oil producers and exporters.

There are two kinds of concern, one primarily mora and human rights-based, the
other related to the socio-economic effects of the natura resource exploitation. Common to
the two is the evidence that resource wealth aggravates (if only in scale) the problem of
corruption that is widespread in conflict-affected countries. Regarding the former concern,
the argument is that quarrels over the control of the resource wedlth exacerbate if they do
not cause conflicts that may also originate from ethnic, territorial or other differences. The
revenues that these sectors generate can fuel the conflicts, providing funds for military
forces and equipment and thus prolonging the conflicts. Associated human rights abuses
such as degrading labour conditions in the production sites or the impressment of children
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into the armies are thereby also attributed to the resource-based industries.® The revenues
from the exploitation of the resources have been diverted in non-transparent ways for
private benefit and for use by governments and rebel movements to sustain their military
efforts aimed at prevailing in an internal conflict. This pattern has been seen with
diamonds in Angola and Sierra Leone, gold in the Demacratic Republic of Congo, and oil
in anumber of countries including Angola and Sudan. If monies paid by the MNES to host
governments, or to armed movements that control the territories where their operations
take place, are stolen or used in illegitimate ways, then the question arises whether the
company concerned has been complicit in human rights abuses. In such circumstancesiit is
aso difficult to maintain that the companies activities are contributing to economic
recovery and peace-building.

The second concern is that the resource-based sectors generate little employment,
especialy for local workers, that they are often not effectively linked to the local
economies, that the resulting exports lead to an over-valued rea exchange rate with
harmful effects on farmers and other producers of tradable goods, and that the result is
likely to accentuate income and wedlth disparities and aggravate the problem of poverty. In
some countries with a high absorptive capacity, based on arelatively large population and
somewhat developed industrial base, these negative effects may be less pronounced, so
that they are offset by the undoubted positive ones, such as the contributions to
government revenue and the foreign trade balance. But oil and minera resources are
commonly found in otherwise poor countries which are not populous or industriaized. *

Both of these concerns have developed in recent years in paralel with the elaboration
of the concept of corporate social responsibility, and the corporate world has initiated or
participated widely in initiatives taken to respond to them, as befits their endorsement of
that concept. Participants in these actions have included the companies themselves,
individually or through their associations; and the associations have included both pre-
existing bodies with genera or sectora mandates and ad hoc groupings of companies
formed for a specific initiative. Also participating have been a wide variety of NGOs
including International Alert, the Clinton Foundation and Human Rights Watch; and a
number of intergovernmental organizations, including the UN, the World Bank/IFC and
the IMF. While the companies are concerned to protect their reputations and their business
interests, the international financial ingtitutions are concerned to protect the integrity of
their lending operations.

The initiatives are both general and specific. An example of the former is the concept
of “conflict-sensitive” business practices, which has been developed in response to the
experiences of countries like Angola, Sierra Leone and the Democratic Republic of Congo
where, in effect if not necessarily intent, revenues derived from companies natural
resource exploitation served to finance the armies and weapons that waged the wars and
thus sustained if they did not actually cause the conflicts. This concept reflects a belief that
if companies are sensitive to the ways in which their economic activities relate to the
broader politico-military situation, they will be better able to conduct their affairs so asto
(8 at aminimum “do no harm” and (b) play arole in preventing the conflict, assisting its

% See for example Human Rights Watch, Some Transparency, No Accountability: The Use of Oil Revenue in
Angola and its Impact on Human Rights, January 2004, Vol. 16, No. 1(A); and Human Rights Watch, The Curse
of Gold: Democratic Republic of Congo, 2005. http://www.hrw.org.

% See Alan Gelb et al, Oil Windfalls: Blessing or Curse (New Y ork: World Bank and Oxford University Press,
1988; Jon McLin, Social and Economic Effects of Petroleum Production in non-OPEC Developing Countries,
Geneva: ILO, 1986; Carlos Leite and Jens Weidmann, “Does Mother Nature Corrupt? Natural Resources
Corruption and Economic Growth,” International Monetary Fund Working Paper, July 1999; and Terry Lynn
Karl, The Paradox of Plenty: Oil Booms and Petro States, Berkeley: University of California Press, 1997. Recent
literature and web sites dealing with this issue are referenced and discussed in “The devil’s excrement: Is oil
wealth ablessing or acurse?’, The Economist, 22 May 2003. A succinct recent statement of theissue asit pertains
to Africaisfound in Pierre Jacquet, “ Pétrole maudit”, Le Monde, 19 September 2005.
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early termination, or supporting the peace-building process when that stage arrives. Severd
NGOs are active in this area, among them International Alert, the Prince of Wales
International Business Leaders Forum (IBLF), CDA Collaborative Learning Projects,
Saferworld, and Forum on Early Warning and Early Response (FEWER).*’

Some of the more notable of the specific initiatives are the following:

The Kimberley Process:

Thisis “ajoint government, international diamond industry and civil society initiative to
stem the flow of conflict diamonds — rough diamonds that are used by rebel movements
to finance wars against legitimate governments. The trade in these illicit stones has
contributed to devastating conflicts in countries such as Angola, the Democratic
Republic of Congo and Sierra Leone. The Kimberley Process Certification Scheme is an
innovative, voluntary system that imposes extensive requirements on Participants to
certify that shipments of rough diamonds are free from conflict diamonds. The
Kimberley Process is composed of 43 Participants, including the European Community.
Kimberley Process Participants account for approximately 99.8 per cent of the global
production of rough diamonds.”3®

The Extractive Industries Transparency Initiative (EITI)* and related activities.
The EITI was started by the British government in 2002. It followed on earlier NGO
campaigns called Globa Witness (supported by George Soros and the Open Society
Ingtitute) and the Publish What Y ou Pay (PWYP) campaign. The idea of al of these
schemes is to provide a mechanism for oil and mining companies to make public
information on the payments they make to host governments, as a necessary first step
to make the governments accountable for what they do with the money. It has been
endorsed by a large number of oil companies, governments, intergovernmental
organizations and NGOs. The World Bank and IMF are collaborating in its
application, which gives countries in need of their support a powerful incentive to
collaborate. Azerbaijan, which is at the end of an oil pipeline financed by the World
Bank, and Nigeria, as a condition of writing down its sovereign debt, are reported to
have become much less opague in the auditing of their accounts.*® Given the range and
apparent seriousness of its participants and the scale of resources involved, this
initiative may have a greater potential than most others to bring about a major
improvement in the contribution made by private enterprises in the natural resources
sectors to the national development of the countries where they have production
activities.

Busness  Patners  for Development Natural Resources  Cluster
This initiative, part of the World Bank’s Business Partners for Development
programme, was operative from 1998 to 2002; it aimed at promoting the development
of local business in countries in which oil and ore production take place. Participants
included firms in the oil, gas and mining industries, together with interested
governments, NGOs and the World Bank. Case studies, training materials, good
practice guidance notes and other documents related to the three-way partnerships that
were formed to carry out focus projects are available through the web site**

3" Relevant websites include http://www.csrforum.org, a joint undertaking of the IBLF and Internationa Alert;
http://www.conflictsengitivity.org, a joint programme of Saferworld, FEWER, and International Alert with the
cooperation of several African and Asian NGOs, and hitp://www.cdainc.com where one can find a conflict impact
assessment tool caled “do no harm” analysis. Useful publications include Karen Ballentine and Virginia Haufler,
Enabling Economies of Peace: Public Policy for Conflict-Sengitive Business, New York: UN Global Compact, 2005. It
includesatable giving asummary overview of relevant voluntary initiatives and regulatory instruments.

% Text taken from the web site http://www.kimberl eyprocess.com.

% hitp://www.eitransparency.org.

“ Alan Bettie, “ Oil price rise presents opportunities for corruption”, Financial Times, 26 August 2005.

“1 http://www.bpd-natural resources.org. The experiences are described in M. Warner and R. Sullivan, eds., Putting
Partnerships to Work: Strategic Alliances for Development between Government, the Private Sector and Civil
Society, London, Greenleaf Publishing, 2004.
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3.

Private enterprises and social partners in

relief and reconstruction following natural
disasters

Box 3: Transparency can alleviate poverty by George Soros

Countries that are rich in natural resources are often poor because exploiting those resources takes precedence over good

government. Competing oil and mining companies, backed by their governments, have often been willing to deal with
anyone who could assure them of a concession. This has bred corrupt and repressive governments and armed conflict. In
Africa, civil wars have devastated resource-rich countries such as Congo, Angola and Sudan. In the Middle East, democracy
has failed to materialise. Lifting this resource curse could make a large contribution to alleviating poverty and misery in the
world, and there is an international movement aimed at doing just that. The first step is transparency; the second is
accountability.

The movement started a few years ago with the Publish What You Pay campaign, which urged oil and mining companies to

disclose payments to governments. In response, the British government launched the Extractive Industries Transparency
Initiative (EITI). Much has been accomplished. International extractive companies are starting to acknowledge the value and
necessity of greater transparency. BP has agreed to disclose disaggregated payment information on its operations in
Azerbaijan, and Royal Dutch/Shell is doing he same in Nigeria. ChevronTexaco recently negotiated an agreement with
Nigeria and Sdo Tomé and Principe that requires publication of company payments in the joint production zone. Investors
representing nearly 7,000 billion US$ in capital have endorsed HTI and called on companies to be more transparent in the
reporting of payments. But the most encouraging sign comes from the producing countries themselves. Nigeria is
reorganising its state oil company, introducing transparency legislation, and launching sweeping audits of the oil and gas
sector. It plans to begin publishing details of company payments to the state this summer. The Kyrgyz Republic became the
first country to report under EITI, for a large gold mining project. Azerbaijan will report oil revenues later this month. Ghana
and Trinidad and Tobago have also signed up. Peru, Sdo Tomé and Principe and East Timor are in negotiations to
implement the initiative. Equally important, local activists are starting to use EITI as a way of demanding greater
accountability for government spending. My own foundation, the Open Society Institute, has established "Revenue Watch"
programmes in producing countries.

But there is a lot more to be done. Two-thirds of the world's most impoverished people live in about 60 developing countries or

countries in transition to the free market that depend on oil, mining or gas revenues. The recently published transparency
index from Save the Children UK, the charity, shows that transparency is the exception, not the rule. Many important
producing countries have yet to make even a gesture towards disclosure. Angola, Bolivia, Mongolia, Kazakhstan, Chad,
Mauritania and Gabon are among the countries outside EITI that need to be brought in. There is no reason why big Middle
Eastern producers and Indonesia should not join this transparency push and embrace the EITI. It is also critical that state-
owned companies, which account for the bulk of global oil and gas production, be subject to full disclosure.

Other governments need to follow the UK and help expand the EITI. France appears to have done little to encourage countries

within its sphere of influence, let alone ask its own companies to disclose information. The Bush administration's recent
decision to initiate a parallel anti-corruption process through the Group of Eight leading industrial nations leaves the US
outside the leading international forum for addressing resource revenue transparency and reinvents the wheel. The US and
Britain have not used their power in Iraq to promote transparency in the oil sector. Let us hope the new Iragi government
does better. It is difficult to see how democracy can take root if the country's most important source of income remains as
veiled in secrecy as it was under Saddam.

The EITI is one of the most effective vehicles available for achieving a global standard of disclosure and accountability. Those

committed to seeing the wealth generated by energy and mining finally improve the lives of ordinary people would do well to
invest in the initiative at this critical stage. In concert with efforts such as Publish What You Pay, EITI promises to do a lot of
good in the world.

Financial Times, 7 March 2005.
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3.1.

Introduction

There are significant differences between natural disasters and situations of internal
conflict that affect the roles that the private sector and the socia partners can and do play;
hence they are treated separately in this paper. The two types of crisis differ in their
duration: in the case of natural dsasters the events may last from minutes to days, while
their effects may be measured in months or years. Situations of uncertainty surrounding
conflict tend to last some years. In the case of natura disasters it is in most cases
conceptualy and politically easier than in the case of internal conflict to take preventive
measures that can mitigate the negative human effects of the disastrous event: areas at
greatest risk of earthquakes, volcanic eruptions, floods, avalanches and dides, and violent
storms are relatively well known. Armed conflicts too can be prepared for, early warning
systems devised, prevention attempted through diplomacy; organizations mandated to
intervene in cases of conflict, such as the International Committee of the Red Cross, have
shown themselves capable of anticipating crises so that their personnel are deployed in a
timely manner.*” But where conflicts are concerned it is less straightforward to identify and
agree on appropriate preparatory measures and the payoff is less assured. Another
difference is that in cases of natural disaster it is usually clear where the responsibility lies
for taking actions to prevent, mitigate and deal with the consequences of the event: the
national and, depending on the country, regiona or local authorities concerned. Institutions
of the state and of civil society are likely to be intact in cases of natural disaster, and can
even be strengthened by the feeling of solidarity that ensues. However, in Situations of
conflict, these institutions are typically weakened or destroyed and responsibilities are
more scrambled. The response of the private sector to a natura disaster may be sizable and
important. But the motivation is typically humanitarian rather than commercial and the
action tends to be short-term. Natural disasters tend to be more localized. They aso entall
less disruption or destruction of socia capital (including trust) and institutions than do
situations of conflict.

In the case of natura disastersit is useful to see the disastrous occurrence as an event
in a cycle that includes preventive actions and response.

Figure 2: Disaster Management Cycle
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Source: W. Nick Carter, Disaster Management: A Disaster Manager's Handbook, Manila: Asian Development Bank, 1991.

“2 Caroline Moorehead, Dunant’s Dream: War, Switzerland and the History of the Red Cross, HarperCollins,

1999.
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Two natura disasters which have been analyzed by the ILO offer useful lessons for
the role that the private sector and the social partners can play.

3.2. Case study: Response of the Corporate Sector to
the Gujarat Earthquake of 2001

The earthquake in the Indian state of Gujarat which occurred in January 2001
measured 6.9 on the Richter scale (7.7 according to the U.S. Geological Survey). Almost
38 million people inhabited the region that it affected, and almost half of these suffered
some effects. Over 20,000 peaple died, and about 166,000 were injured. Almost 400,000
homes were totally destroyed and amost a million more were partially destroyed.
Infrastructure, livestock and health and education facilities aso suffered major destruction.

Together with the government and the international community (governments, NGOs
and 1GOs) the corporate sector contributed major resources both to the emergency relief
effort and to the reconstruction. Participating enterprises included those from cooperatives
and the public sector as well as the private sector. Concerning the relief effort,

corporate entities responded quickly with assistance in cash and kind in the form of critical
needs equipment, machinery, vehicles, and experts and volunteers. In rescue work and in the
restoration of critical infrastructure—power, communication and water supply—the role of the
corporate entities was next only to that of the army and fire services and the civil defence
team. They supplied diesel generating sets for power supply; skilled human resources to
manage the restoration of communication supply equipment; and rescue machinery for
persons trapped under the debris. They airlifted seriously injured persons to hospitals in
Mumbai and Ahmedabad....The quantity of relief materials made available including
household items, food grain, drinking water was considered more than adequate by the cross-
section 911; affected people whom we met in villages and towns in Kutch [the most affected
district].

Some 64 corporate entities participated in this effort. Almost all had activities in
Gujarat (directly or with a business partner), athough some were based in other parts of
the country or abroad. Cash contributions were channeled through both the federal and the
dtate-level rdief funds. Some companies gave their assstance directly while others
channeled their contributions through business federations, such as the Federation of
Indian Chambers of Commerce and Industry (FICCI) and the Confederation of Indian
Industry (CIl), or through trusts or NGOs. Participating firms were from almost al sectors
of the economy.

For the reconstruction of homes and sociad and physical infrastructure, the
government of India developed several models for partnerships on a cost-sharing basis
between the government on the one hand and corporations or NGOs on the other. One
package envisaged a 50:50 cost-sharing between the two parties, for the total relocation of
devastated villages to newly constructed sites; it was assumed, crucialy, that the
individuals affected would be willing to move. Another scheme provided for partnerships
driven by private individuals who would be subsidized in the reconstruction of their
homes; similar provisons were made for schools and medica facilities. Under this
arrangement the partnering firm or NGO would recoup part of its investment from the
indemnity paid by the government to the individua homeowner. In the end, 75
organizations actually committed their resources to these government-supported schemes.
Most (64) were NGOs, religious bodies or trusts. Seven were enterprises; they worked in

3 B.B. Patel and R. Alagh, Response of the Corporate Sector to the Gujarat Earthquake 2001, ILO InFocus
Programme on Crisis Response and Reconstruction, Geneva, 2003.
“1bid., pp. 56
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20 villages for the construction of 4,006 houses. Of these seven, one was a cooperative, the
Indian Farmers Fertilizers Cooperative, which undertook to build 1,026 houses in five
villages® One of the mgjor players was an employers organization (FICCI) working
jointly with an NGO; its commitment was for 2,015 houses.*® One was a trade union. The
total commitment was to build 37,715 houses in 350 villages. By September 2001, some
seven months after the earthquake, about 10,000 (37 per cent) had been completed or were
near compl etion.

An equaly large programme was undertaken for rebuilding infrastructure. It
amounted to about 500 million US$ and was implemented by about 65 NGOs, 15
enterprises and state and local government units.

Overall, the assessment of the corporate contribution made by the authors of the study
was that the role played by the private sector contributors in the relief effort was mgjor,
critical and fast. In the reconstruction period, the value of the enterprises turned out to be
more limited than initially expected. Severa of the enterprises that initialy intended to
engage in private house congtruction in devastated villages ended up withdrawing when
they realized that the affected people in the villages were unlikely to hand over their
damage compensation in partial payment of the new houses; that the implementation of the
programmes would be dow and complex because of the need to consult with the
beneficiaries and dea with inter-caste and political differences and land and property
disputes. Their preference was for a smaller number of larger projects, such as the
construction of new settlements, which would have been easier to manage. But it turned
out that the reluctance of the individuals affected to move to new locations undermined the
logic of such projects.

It aso turned out that most of the enterprises used nationally reputed rather than local
contractors, and equipment-intensive construction technologies based on concrete and
steel. Thus the employment-creating effect of the reconstruction effort was limited. Some
NGOs, by contrast, used reinforced mud blocks and ordinary bricks, a method which was
more acceptable by the local people. The lessons learned were that model schemes to work
with corporate partners in such situations need to be prepared and discussed with al
concerned well in advance. The assumption that disaster victims can be persuaded to
accept relocation packages needs to be assessed. Also the difficulty of getting corporate
actors to work with villagers who are themselves divided by social, economic and other
factors, has to be recognized. The “management style” of large enterprises has to be
adapted to the difficult and complex situations at local level. Finaly, new packages which
are developed should ensure that reconstruction is employment-creating to the maximum
feasible extent. Corporate actors may not stress the use of local labour and materials unless
this is stipulated in the package.*’

5 |FFCO’s contribution included the construction of seven dispensaries and 11 veterinary centers in partnership
with the government.

“® In its construction FICCI-CARE used cement concrete blocks which were made on site by local micro-
entrepreneurs who were being supported as part of the project. They were trained in block-making and given the
necessary machinery and equipment.

" 1bid., p. 53.

31



Box 4: Cooperatives in crisis response

Cooperatives and similar types of selthelp organizations form a unique set of private enterprises. The positive contribution they
can make in crisis response should not be overlooked. They can help build the capacity of populations affected by crisis to
cope and recover, so essential to finding lasting solutions. This can be done through means such as reintroducing fair
systems of distribution through consumers’ cooperatives; creating supply, credit and marketing systems through agricultural
cooperatives; and creating employment and resettling ex-combatants through workers’ cooperatives and land settliement
cooperatives.

They have played significant roles in the recovery from both armed conflicts and natural disasters in a number of countries.
Examples of the former include activities in agriculture and credit in South Korea following the end of the Korean conflict; re-
housing and resettlement of refugees in the Greek-controlled sector of Cyprus; the reintegration of ex-combatants in
Mozambique; assistance in the peace process and, through the PRODERE programme, in economic regeneration in Central
America; peace-building in Palestine; in cooperative micro-finance in Papua New Guinea; and in economic development in
Timor-Leste. With respect to natural disasters, in Bangladesh they serve as two-way conduits for the transmission of early
warnings about floods and other catastrophes; in Belize they provide warnings to their members on extreme weather
conditions in coastal areas; in Japan the consumer cooperative played a key role following the Kobe earthquake in providing
emergency supplies and in helping rebuild the communities where it operated. As detailed above, they made a substantial
contribution to the recovery effort following the earthquake in Gujarat, India.

There are many ways cooperatives can help in crisis response. What roles are suitable will depend on the types of cooperative
organizations that exist already when the crisis occurs. Unless they are already well established they are unlikely to be the
most useful organizations in the immediate aftermath of natural disasters or when armed conflict is still in progress. However
when the process of healing rifts between communities begins, they have a great potential for accelerating the building of
trust between people.

Cooperatives can be organized around the common interests of many individual groups: farmers, consumers, fishermen,
communities, taxi drivers, ex-combatants. They may serve a variety of functions such as: rebuilding through construction
brigades; responding to drought through water users’ associations; rebuilding or improving homes through housing
cooperatives; promoting local development through remittance services for migrant workers; supporting SMEs through
sectoral cooperatives of individual artisans or other sel-employed persons; assisting the resettlement of refugees and the
reintegration of ex-combatants.

Source: Edgar Parnell, The Role of Cooperatives and other Self-Help Organizations in Crisis Resolution and Socio-Economic
Recovery, ILO (IFP/Crisis and COOP), 2001.

3.3. Response to the Algerian earthquake of 2003: the
role of the social partners®

Since 1980 Algeria has suffered amagjor earthquake (>5 Richter) approximately every
five years; their total cost is estimated at about 40 billion US$. The most recent one, of 21
May 2003 in the region of Boumerdes, measured 6.7 on the Richter scale. Although a
major disaster by any measure, its human dimensions were smaller than those of Gujarat
by an order of magnitude: almost 2,300 killed, 11,500 injured, 11,000 homes totally and
200,000 partially destroyed. In the years before it struck, the government had embarked
with IMF support on atransition to a market economy with an enlarged private sector. As
part of this process, new civil society organizations emerged alongside established ones
such as the Union générale des travailleurs agériens (UGTA) for the workers and the
Confédération générale des entrepreneurs et opérateurs agériens (CGEOA) for the
employers. With this breeze of competition, the UGTA and CGEOA, dfiliated
respectively to the ICFTU and the 10E, have become somewhat more independent (from
the government) and dynamic organizations. The UGTA is represented on the boards of
several government institutions dealing with socia protection. The CGEOA has about 600

8 Mustapha Hamoumou, L’implication des partenaires sociaux dans la réponse aux crises: “Le role des
partenaires sociaux dans la réponse d’ urgence et la reconstruction socio-économique suite au séisme du 21 mai
2003 en Algérie”, ILO, 2005.
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enterprise members located throughout the country. The earthquake aso occurred at atime
when, because of arising ail price, the government was financialy better able to mount a
vigorous response than it would have been afew years previoudly.

Within the context of the vigorous and well-funded government programmes adopted

in response to the earthquake, the actions of the socia partners can be summarized as
follows:

3.3.1. Emergency period

CGEOA

UGTA

Cdll for its members to make a contribution.

Resulting grant of 14 cargos of food supplies.

Loan of vehicles and other equipment by its members for cleanup operations.
Responsibility assumed for the restoration of 28 sites that were only dightly affected.
Support in cash and kind for 60 private enterprises which had lost production units in
the affected area.

Activation of trade union solidarity committeesin all districts of the country.

Call for contributions from member unions and individua workers.

Establishment of a national site for receiving, sorting and distributing donated
materials.

Assume responsibility for 17 sites providing assistance to victims, covering a tota of
200 families.

Financial contributions estimated at between 11 and 12 million USS.

Psychosocial support for children and other victims of trauma.

Support through the Commission nationale des femmes travailleuses (CNFT) of
women, children and persons with disabilities having lost family members.

Call for international aid that led to the shipment of tons of materiel and goods as well
as financial support.

3.3.2. Reconstruction Period

CGEOA

UGTA

A project was designed for the creation of a zone hosting about 150-200 small and
micro-enterprises established by unemployed young people from the affected area. The
CGEOA’s members were to provide material support and mentoring for the young
entrepreneurs. However, the project was not brought to fruition.

Fourteen member companies participated in the government's reconstruction
programme.

500 of the poorest among the young victims were recruited for a period of four months
to work on the preparation of survival kits.

A pilot construction project was started aimed at building 500 earthquake-resistant
dwellings and stimulating the local economy. A call for workers to contribute one
day’s wages to a solidarity fund generated sufficient resources for the construction of
another 500-750 housing units.

In conclusion, it can be said that the two organizations' contributions were similar in

form: rescue operations, assistance, requests for contributions, activation of their networks.
For both, the contribution to relief operations was more substantial than to reconstruction.
And in both cases the activities were primarily “ supply-driven”. Perhaps the most positive
outcome was that, thanks to a change in the government’s dtitude toward the socia
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3.4.

partners, the tripartite cooperation was better than for previous disasters, leading to actions
that were faster and more effective.

Discussion

Policy issues related to natura disasters start with the importance of preventive
measures. There is a difference between the natural catastrophe and its human impact, and
policies can make a big difference in the impact. Earthquakes in poor and poorly prepared
areas, such as those of Gujarat 2001 or Kashmir 2005, cause many more deaths and much
greater physical and economic damage than those of similar strength that occur in more
developed (if comparably populous) areas, such as San Francisco 1906, Kobe 1995, or
Taiwan 1999. Land- and muddides are facts of nature, but their human impact is limited if
dwellings do not lie in their path. The existence and enforcement of building codes and
zoning restrictions in a country are of course correlated with its level of development; less
developed countries, which are prone to some of the more cataclysmic events, are unlikely
to have the financial, technical or governmenta resources to put in place earthquake
policies, for example, that meet Japan’'s high standards. But that does not mean that
nothing can be done. Some building technologies can significantly reduce risk at only a
modest price premium. Selected structures such as schools and hospitals could be required
to meet higher standards than genera housing.

The capacity to respond to the disaster when it occurs can aso be prepared for. The
resources needed to transport and deploy earthmoving equipment and other rescue
requirements and to provide medical care and temporary shelter can be identified in
advance, and an inventory established of what is already available, and where, that could
be mobilized in an emergency. Much of the resource base is likely to be found in the
private sector. For national emergencies it can be mobilized for public purposes, but to do
that effectively, continually updated plans are needed on what the various parties can do
and provide. Thisis seen clearly in the Gujarat experience.

Indtitutional, as well as physicd, capacity is needed. This is where employers and
workers organizations, and other bodies forming the tissue of civil society, are crucid. Their
communication networks can be vita in an operational sense, for mobilizing manpower and
support within the affected area, the country at large, and internationdly. Their legitimacy and
mandate as representatives of the community can help to assure that employment and
economic recovery are placed at the center of the reconstruction process. The gap that can be
observed in many disaster-affected countries between the extent and quality of the relief effort,
and the less impressive recovery and recongtruction effort, shows that thisis an issue that needs
addressing. It suggests that awareness raising and capacity building for the socid partnersis
needed so that they can play the role they could and should be playing in this regard.

When international actors intervene to provide disaster relief, there is often a tenson
between their desireto provide from their stocks supplies of food and materiel to meet thebasic
needs of the affected population, and the wish and capacity of loca producers and merchants to
satisfy these requirements. If essentia infrastructure is assured, and money is available, the
local economy can often respond at prices and in a time-frame that are competitive with the
international supply channels. Assistance provided in kind may have adverse effects on loca
producers, thus rendering more difficult the generation of employment and the establishment of
abasisfor sustained economic growth. Cash donations are therefore often to be preferred.
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4.

Recommendations

The literature on policy for countries in crisis contains many intelligent and useful

recommendations that have been derived from experience and research and that are
pertinent for the private sector and the socia partners. For example, the joint ILO-World
Bank paper referred to earlier® identifies eight “operationa principles’ which are
developed at some length and which are compatible with lessons that emerge from the
present paper. The eight principles are:

Build on what exists—start by identifying local resources and opportunities;

support both projects to support communities and those that benefit individuas, but in
the latter case get community endorsement;

emphasize economic areas essential to postwar recovery—agriculture, fishing,
construction and related services,

seize the commercia opportunity presented by servicing the donor community;

from the outset, prioritize credit provision;

dtart with small scale projects and expand the scope progressively as resources and
ingtitutional capacities increase;

link the local economy with other district economies and with national economic
recovery strategies; and

promote the widest possible exchange of information on jobs and economic
opportunities in the affected areas.

The recommendations below are intended to complement, not ieplace, these and

others that have been formulated by practitioners and students of the issue. They do not
form an exhaustive list. Instead they comprise a small number of points that are suggested
by the information and analysis in this paper, with a dight emphasis on those which are
less commonly seen in the literature.

Certain kinds of crigis, including many natural disasters, can be planned for. Where it
is possible, priority should be given to taking such preparatory, proactive steps. All
appropriate employers and workers' organizations should be fully involved in these
activities. In responding to the crisis, these and other civil society organizations should
make good use of their capacity to mobilize assistance from their national members
and international affiliates.

Interventions following crises should impose a minimum of conditions in authorizing
the resumption or initiation of commercia activities; market forces should be allowed
to operate freely. This minimum should include, however, provision for a consultative
process involving employers and workers and other civil society organizations. It
should also include measures to limit the incursion of criminal e ements and corrupt
practices into economic decision-making.

In meeting immediate needs in podt-crisis situations, intervening agencies should never
lose sight of the possible long-term effects of their actions, the likely impact on
reconciliation and lasting economic recovery.

Humanitarian interventions and donations should be managed in such a way as to
minimize perverse effects on the local economy, for example by alowing food aid to
undermine loca agricultural production, or compensation for international workers to
distort local labour markets. For meeting infrastructure needs, pending the resumption
of normal investment conditions a tolerant attitude should be taken towards private
(and perhaps irregular) providers of critical supplies such as electricity and water.
When the capacity of state organs is infringed by crisis conditions, extensive use
should be allowed of traditiona ingtitutions and practices that emerge through market

“9 Piet Goovaerts, Martin Gasser, and Aliza Belman Inbal, op. cit.
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forces and that are able to perform quasi-governmental tasks, such as enforcing
contracts, adjudicating disputes, facilitating commercia transactions, and providing
education and training.

Without necessarily making decisions conditional on these factors, preference should
be given to potentia international investors prepared to (a) form alliances with local
enterprises; (b) maximize use of loca labour, firms and materials in executing
contracts, and (c) use labour-intensive technologies.

Efforts should be made to provide information and raise the awareness of international
investors about the commercia possibilities, as well as the opportunity to contribute to
recovery and development, that are present in post-crisis situations.

Training programmes, based on rapid needs assessments, should be put in place early
on, with emphasis on technica skills needed in the reconstruction effort; on basic
managerial skills to help SMEs; and, for enterprises dealing with construction and
infrastructure, on fostering an indigenous entrepreneurial capacity for using labour-
intensive techniques. Appropriate training and awareness raising should aso be
provided to workers and employers organizations to enable them to defend their
congtituents' interests more effectively during the reconstruction process.

Attempts should be made, and support given to initiatives aready under way, to
mobilize commercial banking institutions to invest on more attractive conditions in
micro, small and medium-sized enterprises in crisis-affected countries, and to help in
channeling diaspora remittances back to these countries on reasonable terms. The
possibility of using pre-existing groups, such as the financial ingtitutions that subscribe
to the EQUATOR principles, for this purpose should be investigated.

Initiatives to promote transparency and fight corruption should be vigorousy
supported by the sociad partners and civil society organizations as well as by
authorities. This applies in particular to initiatives focused on vital economic sectors
such as construction, infrastructure, oil and mining.

As a genera principle, national authorities and international and non-governmental
organizations which deal with crisis response should, in devising and carrying out their
dtrategies, take full advantage of the potential contribution private actors can make to
overcoming crises of various kinds. To assure that this potential is understood, the
private sector and the social partners should be fully involved in the consultations and
decison-making regarding crisis response. The many examples of public-private
partnerships of various kinds given in this paper are only suggestive of the unlimited
variety of forms of cooperation that can be devised when the will and the imagination
are present and when the barriers posed by organizational cultures are broken down.
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Executive summary

Degspite the rich natural and human resources that Irag has been endowed with, the
country finds itself in a multiple crisis context characterized by continuing violence and
insecurity, the legacy of three major armed conflicts, economic sanctions, authoritarian
rule and mismanagement, and the transition to the market economy and the labour market
challenges that such a process involves.

The private sector has particularly suffered from this complex crisis and from the
legacy of the Baathist regime. Today the Iragi legal and regulatory system, inadequate
physical infrastructures and a volatile security Situation are continuing to pose numerous
obstacles to Small to Medium-sized Enterprise (SME) development and hence contribute
to a continuing labour market crisis.

Against such a background, this study aims at assessing the role of small
entrepreneurs in Iraq as both a key resource to short-term income generation in the
prevailing, complex crisis situation and long-term development. As a first step to
aleviating such a crisis, this study focuses on the support to existing SMEs experiencing
business environment, financial, product development or marketing problems. The ability
for certain socia groups such as youths and women to engage in sdf-employment and
entrepreneurship could be crucia in channelling aspirations into productive and positive
undertakings.

This study is based on internationa literature and experiences of SME development,
particularly as far as its employment creation potential in both developed and developing
countries. In the shorter term, supporting SME development is essential to generating new
jobs, lifting households income and reducing vulnerability. The context in Irag is quite
unique, and short-term needs and constraints of its population, its labour force and its
entrepreneurs, are quite specific. Hence, there is a need for a carefully contextualized
analysis of the sector in the country, based on existing information resources (particularly
national statistics), and on further microeconomic surveys of entrepreneurs.

This study draws largely from the authors' own analysis and treatment of the Genera
Taxation Commission (GTC) data, aswell as from small scale complementary surveys and
interviews with relevant autorities and representatives of the civil society.

The macro and micro-level analysis of the SMES sector in this study alowsto draw a
number of general, key conclusions to address its current challenges:

Formal SME sector employment has been estimated to come to about 2.3 to 3.9
million owners and employees. In addition to this an estimate of non-agricultura
informal sector employment is proposed;

since 2003, transport, construction, commerce and services have been the most
attractive segments of activity for small to medium entrepreneurs,

in the SME sector, the self-employed represent 53 per cent of the total 1abour force.

Since 2003, dynamic segments of activity expected to congtitute the major sources of
economic growth and employment opportunities in the near to distant future have been
singled-out, including sectors such as housing and construction, transport and distribution,
smal industries, the non-agricultural rural sector, the oil-rdlated small industries and
services and retail commerce. A wel-conceived strategy to strengthen the role of SMEsin
the process of market economy transition can help build around these promising segments.
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Magjor constraints to SME creation and development besides rampant insecurity have
also been recognized. The unreliable supply of production inputs including basic utilities
such as power, water, and infrastructure facilities, and the lack of a legal framework to
protect property rights and smooth governmenta mechanisms regulating business
activities, are the most salient elements. The lack of suitable and efficient business
development services and commercia credit lines are aso hindering private sector
development.

A presentation of entrepreneurial experiences that proved capable of coping with the
current situation, in the segments of activity considered most attractive and promising, is
also provided.

The study reaches a number of conclusions and recommendations to strengthen the
role of small entrepreneurs in a complex crisis situation as a key resource to short-term
income generation and longer-term development. These recommendations are embraced
within an overall strategy aiming at SME growth and development providing for the
establishment of an "SME Nationa Agency”, as one-stop-shop for programmes and
policies at national, regiona and local levels. The proposed agency should institute support
policies and programmes which would foster enterprise creation and development within a
favourable economic environment.
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1.

Introduction

Since 1979, under the rule of Saddam Hussein, Iraq has faced three mgjor conflicts,
political mismanagement and repression, thus traumatizing the nation; debilitating physical
and social infrastructure; and degrading the nation’s health, education and livelihoods. The
State-led economy has dominated industry, agriculture, finance and trade activities, with
prices playing aminor role in resource alocation. UN sanctions imposed on Irag following
the invasion of Kuwait in 1990 further aggravated the strain on economic and socid
infrastructures. The period from 1990 to 2003 was considered a prolonged economic crisis,
with the per capita Gross Domestic Product (GDP) dropping to 239 US$ in 2003.

Since the occupation of the country on 9 April 2003 by an international military
coalition, the economic and socia situation in the country has not improved, and may be
said to have worsened on several accounts. Though more than two years have elapsed
since the fal of Saddam Husein's regime, only very modest improvements have been
achieved in the efforts of generating new employment opportunities. Although available
labour market data are problematic, we may consider for the purpose of this study that
post-war unemployment figures range between 28 to 30 per cent of atotal labour force of 7
to 8 million persons. The unemployment crisis is saddled with the ow progress in the two
transition processes to a free market economy and to the rebuilding of democratic political
institutions. On the other hand, acts of insurgency till serioudly inhibit the outreach and
effectiveness of public policies on employment and private sector development, thereby
gravely affecting the larger business environment for national and international actors.
Lack of employment opportunities in turn constitutes a major source of dissatisfaction and
socia unrest.

This study has aimed at ng the role of small entrepreneursin Iraq today as both
a key resource to short-term income generation in the prevailing hostile context and to a
sustainable longer term development process. As a first step to aleviating such a crisis,
this study focuses on the support to existing SMEs experiencing business environmental,
financial, product development or marketing problems. The study focuses on youth and
women as strategic groups of population when considering entrepreneurship devel opment.

This study has been conducted in the framework of a research programme aiming at
improving the quality, content, relevance and impact of crisis response by national and
international actors, by pursuing a more comprehensive and in-depth grasp of its
theoretical and methodologica dimensions. Such outcomes would go a long way towards
ensuring that al actors in crisis response - national and international - are able to
incorporate the employment dimension in their responses, and that a wider and more
comprehensive understanding and awareness of the relationship between employment and
various crisis conditions is made available within academic circles and the various actors
in the crisis response fidd.

Knowledge and data base

This endeavour has been faced with a critical challenge on its knowledge and data
base. A desk research of international and national literature and other documentation
revealed that only very general or quite narrow data series (considering, for instance, only
small-to-medium industries), were available in Irag. No comprehensive assessment of the
SME sector in the country existed.

A considerable effort has been devoted, therefore, to achieving and analysing data
from the few sources that may be mobilized. The GTC provided the authors of this study
with data on private sector taxpayers. The GTC data are divided into 800 segments of
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activity, covering 1,341,800 sdlf-employed persons and entrepreneurs. This data have been
aggregated into 32 categories of activity and analysed within the model of a Private Sector
Employment Pyramid (PSEP). This has alowed the authors to make broad macro
estimates of the current size of private sector SMEs, their main characterigtics, sectoral
perspectives and the impact of the recent crisis on the sector. The data do not encapsulate
informal sector SMESs, but a broad estimate is attempted.

The PSEP has been constructed as an instrument to assist in understanding the shape
and characteristics of SMEs in Iraq and monitor their response to crisis conditions and to
assst in planning and adopting suitable policies on employment and private sector
development.

The study supplemented this data with distance surveys on a sample of 30
entrepreneurs in the cities of Baghdad and Al-Ngaf respectively, as well as direct
interviews with small entrepreneurs (in Baghdad). The research team aso conducted
interviews with directors and experts from governmental departments, State-Owned
Enterprises (SOEs), socid partner organizations and business associations (such as the
Iragi 5Lndustrialists Federation, the Businessmen Union and Businesswomen Association,
etc.).

%0 ¢f. Annex 2: List of interviews/visits with government departments, NGOs, experts.
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2.

2.1.

Country profile

The Republic of Iraq is bordered
by Kuwait and Saudi Arabia (South and
West), Jordan and Syria (West), Turkey
(North) and Iran (East). Principal cities
are Baghdad, the capital; Basrah; and :
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Iraqg is a country of paradoxes. Irag possesses immense subterranean proven oil
reserves,”' but the Iragi people have not fully enjoyed the benefits of this wealth (at least
since the 1970s): indeed, a large fraction of its population is fully dependent on food
rationing. Irag is historically known as one of the cradles of mankind, with along tradition
of rich human resources. More recently, Iragis were known for their universal educational
system and their high level of education, in particular in the scientific field; yet high
unemployment rates hinder the development of this valuable human potential. Iraq is also
endowed with two magjor rivers, the Tigris and the Euphrates, and vast fertile lands. The
country, however, remains dangerously dependent on basic foodstuff imports. And the list
of these paradoxes can go on.

2.1.1. The Saddam Hussein Regime (1979-2003)

Saddam Hussein' s rule was essentialy a 25-years long period of destructive political
and socio-economic policies, internal oppression and State violence, sometimes verging on
genocide, and seemingly unending external armed conflicts.

Saddam seized power on 16 July 1979, with the execution of haf of the Baath
party’s leadership. A few months later, he plunged the country into a terribly destructive
conflict with Iran (from 1980 to 1988). This war cost more than a million deaths,
innumerable wounded, immense damage to the country's economic infrastructure. After
the ceasefire on 8 October 1988 that ended hostilities, Saddam engineered the aggression
of yet another neighbouring country; Kuwait was invaded on 2 August 1990, exposing the
country to another large scale loss of human life and devastation. The resulting situation
from these two large-scale conflicts was exacerbated in the nineties by the international
sanctions regime.

! Iraq is estimated to hold 115 hillion barrels of proven oil reserves, and possibly much more unproven oil in
unexplored areas of the country. Iraq also is estimated to contain at least 110 trillion cubic feet of natural gas
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In 2004, a survey on living conditions conducted by the UN and the Iragi government
found that 85 per cent of Iragi households lacked stable electrical supply, while only 54 per
cent received potable drinking water on a regular basis.** Although the absence of data
hampers analysis, it is clear that unemployment is running high, and that there is severe
poverty and vulnerability.>® The unemployment crisis also threatens gains made by the
women of Iraq - gains that had already been jeopardized by sanctions. The disastrous Iran
Irag War caused tremendous strains on Irag's economy and shortages of able-bodied men
drew many women into the labour force. After the end of the war, women accounted for
one fifth of the formal workforce.

Between 1980 and 2003, per capita GDP income fell from alevel comparable to that
of the Republic of Korea and well above the region’s average, 3,600 US$ in 1980, to a
level below the internationally recognized poverty line®* The ILO Multidisciplinary
Mission (MD)* deployed in Irag in April and May 2000 provided a gloomy assessment of
the labour market, indicating that "the employment sector has experienced a shift from
relative affluence to the borderline of minimum acceptable livelihood". Irag's position on
the International Development Index has dropped from ranking 76 in 1990 to 126 in 2000;
no other country has dropped so far, so fast.

2.1.2. The current context in Iraq

Since April 2003, the Iragi people continued to face multiple and interrelated
political, economic and social problems. The Coalition Provisional Authority (CPA)
decision to discharge the Iragi army deprived half a million men of a stable income;
massive dismissals in the ministries of Interior, Information, and Military Industrialisation
added more than a million unemployed to an aready-stressed labour market. Most of these
recent unemployed not only had to support themselves, but aso children, spouses and
other relatives in extended families, with a head of household in Iraq catering to the needs
of 6 relatives on average. The slow process of preparation and building of the new political
and economic system, coupled with the worsening security situation, led to a state of
frustration amongst Iragis. Widespread poverty and rising unemployment levels threatened
th;; deI-Ede ng of families and weakened the socia fabric, hence undermining prospects for
stability.

Armed conflict causes severe socio-economic disruptions, originating with high
poverty levels in rura areas. In areas where the urban economy is the main economic
sector and agriculture uses mechanization and market-oriented production, conflicts bring
about complex quaitative and quantitative changes:

a change in economic activities towards traditional sectors with available provisions
and less capitdl;

activities that take advantage of the legal gap and minor governmental control to
achieve easy profits;

activities providing substitute services previoudy supplied by the government by
adapting to the crisis Situation;

activities periphera to internationa and regiona organizations' interventions,

52 William Taylor, Chief of “USA Rebuilding Irag Programmes’, press conference, 21 May 2005

%3 | nterim Strategy Note, World Bank Group for Irag, 14 January, 2004

% Sabri Zire Al-Saadi "Oil Wealth and Poverty in Irag: Statistical Adjustment of Government GDP Estimates
(1980-2001, MEES 46:19 12 May 2003, aso Oil-Rich Irag Now One of the World's Least Developed Countries',
MEES 45:40, 7 October, 2002.

%5 |LO Multidisciplinary (MD) Mission Report, 2000.

° World Bank Interim Strategy Note of the World Bank Group for Irag, 14 January, 2004 Unemployment
Undermines the Prospects for Stability and Democracy, tears at the fabric of society by depriving families of
economic security.
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2.2.

activities related to reconstruction and rehabilitation programmes.
Overdl, economic activity is gravely affected, the national product crumbles and
unemployment rates soar.

In the post-April 2003 context two prominent phenomena arose. In the field of
employment, new opportunities flourished in the reconstruction and rehabilitations
activities, thus easing the dramatic unemployment situation. On the other hand,
transformations in economic activities appeared under different forms;, some arose from
the deterioration of economic sectors, or the closing down of production establishments
and the creation of others within the same, or other, sectors.

In the aftermath of conflicts, policy makers are confronted with a fundamental
guestion; one can rebuild and rehabilitate the economy as quickly as possible as it was
before the outbreak of war, or decide to undertake changes taking advantage of
reconstruction and rehabilitation, thus reducing the costs of modernizing the economy.
With the latter option, a completely new economic and industrial foundation is laid down
for the future. Adopting this choice requires a clear, socialy acceptable strategy.

Demographic environment

During the period that followed the Second World War, Irag witnessed rapid
population growth up to the end of the 1980s. The 1987 census indicated the population
amounted to 16.3 million people, representing an increase of 35 per cent in comparison to
the population leve of 1977 (12 million people). Average annua population growth during
this period was 3.10 per cent, and remained almost unchanged for the following 10 years.
This average is considered one of the highest rates in the world. >’

The population of Iraq is currently estimated to more than 27 million.*® Iraq is
predominantly young: the Word Bank estimates that over 50 per cent of the lragi
population is under the age of 20. Iragis under the age of 15 represent 44 per cent of the
population, whereas those between the ages of 15 to 64, account for 52 per cent, and only
four per cent are over the age of 64. Seventy-five per cent of the Iragi population residesin
urban areas. The percentage rise in the infant and young age groups will eventually lead to
arise in the dependency average. According to the last 1997 general census's figures, this
dependency rate was 1 to 3.

A large number of Iragis have emigrated abroad: this group is estimated at around 3
million, mostly highly qualified persons. Between 1987 and 1997, 6.11 per cent of Iragis
moved within Iragi borders, mostly because of war and interna disputes (border
governorates, such as Basrah, were especially affected).

>" In comparison to world rate during the 1990s of 1.6% for the group of middle income states, and 1.8% for
group of low income countries
%8 According to MoPDC official statement in April, 2005, Irag's population is 27.962.968 million.
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2.3. Social environment

Internationally, the level of human development is measured by three key indictors:
health, education, and income.

2.3.1. Incomes

Rises in the consumer price index amounted to 6,943 for 2003, with an index 100 in
1993, i.e. arise by cumulative annual rate of 53 per cent.

Current dtatistics claim that about 7 million people of Irag's tota population (27
million) are dependent on food-rationing. The regression in Iragi households standard of
living is also reflected by the large proportional increase of expenditures on foodstuffs.
While this percentage does not exceed 20 per cent in the developed countries, Iragi
families currently spend more than 60 per cent of their earnings on food, compared with 45
per cent in the mid-1980s.

2.3.2. Education
The widepsread deterioration that was inflicted on the educational system was
reflected in student enrolment rates throughout the educational stages. Despite the increase
in the number of students, this does not by all means reflect or match the population

growth.*

Table 1: Net Enrolment Rates (NER)

Year Student NER
6 years (grade 1 primary)% | 6-11years (primary)% | 15-17 years (secondary)%
1987-1988 84.9 89.5 19.1
2001-2002 82.6 88.5 13.9

Primary school enrolment fell to 93 per cent in 2000,%° while secondary school
enrolment dropped from 47 to 38 per cent. Furthermore a large drop in school attendance
was also evidenced. A United Nations Children’s Fund-led (UNICEF) Multiple Indicator
Cluster Survey (MICS) reported in 2000 that as many as 23 per cent of primary school age
children were not attending school (while formally enrolled), with significantly higher
rates among girls and in rural areas. This deterioration created or exacerbated inequities by
gender, urban/rural areas and region.

Other sub-sectors, especialy technica and vocational education, also experienced
stagnation or decline. From 1987 to 2002 the number of vocational institutes declined from
248 to 235. The decrease in the number of enrolled students has been dramatic, down from
144,303 to 65,377. As for children of pre-school age, the number of kindergarten
establishments fell from 594 to 566 between 1987 and 2002, and likewise the number of
registered children from 76,558 to 68,179. Despite the increase in student enrolment rates

%9 Primary Education (Grades 16); Secondary Education (Grades 712), the latter divided into Intermediate
Education (Grades 7-9) and Preparatory Education (Grades 10-12).

60 Except where otherwise indicated, educational data cited in this report are drawn from UNESCO (2003)
Situation Analysis of Education in Irag 2003, UNESCO, Paris, April 2003, and UNICEF/World Bank (2003)
Social Sector Watching Brief Irag (Education), New Y ork/Washington, 2003.
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for university education concerning age groups between 18 and 23 from 7.9 per cent in
1987/1988 to 10.2 per cent in 2001/2002, the percentage remains very modest.

Average enrolment rates concealed substantial regional, rural/urban and gender
disparities. Regiona Primary Education shows NERs ranged from 98 per cent in Baghdad
and Diaato around 63 per cent in Muthanna between 1998 and 1999. These NERs largely
reflected rural/urban disparities, with 98 per cent in urban areas and around 61 per cent in
rural aress. The female share of Primary Education enrolment remained fairly constant at
around 44 per cent throughout the period 1990/2000. The 2000 MICS survey, however,
identified significant gender gaps in Primary Education attendance, especialy in rurd
areas, where up to 51 per cent of girls (compared with 28 per cent of boys) were reported
to be out of school. In Secondary Education, gender gaps became more marked, as
indicated in the table below.

Table 2: Educational gender gaps in secondary education

Gross enrolment, Gross enrolment, NER,
1990/1991 1999/2000 1999/2000
Male 57.1 471 396
Female 36.4 29.1 26
Total 47 38.3

The Ministry of Education (MoE) and UNICEF estimated that at least 80 per cent of
the MoE's 13,200 establishments (including schools) needed some form of rehabilitation
and repair. Overdl (primary and secondary) student-classroom ratio is of 49:1. In addition,
the MoOE reported that more than 700 schools and institute buildings were currently beyond
repair and needed to be demolished and rebuilt. The enrolment ssimulation and projection
model used for this assessment suggested that a minimum of 4,500 new schools, in
addition to the 700 ingtitutes to be rebuilt, were required in order to cope with enrolment
growth and to eliminate double and triple shifts.

2.3.3. Health

The previous regime's disregard for socia issues, the consecutive wars and UN
economic sanctions caused a disastrous deterioration of the health system and standards
reflected in the following health indicators:™

the number of hospitals and other health centres declined between 1987 and 2002 from
234 to 212 hospitals and from 1,604 to 1,078 hedlth centres;

the average population per doctor ratio remains considerably elevated (2,319 in 2002
compared to 1,925 in 1987);

there were 1,013 people per available hospita bed in 2003, compared with 515 in
1987;

the infant mortality rate was at 108 per 1,000 live births and the average desath rate for
children under 5 years age was 130.6 per 1000 live births during the period from 1994
to 1999, compared to 25-30 and 50 child deaths respectively from 1984 to 1989.
Maternal death rates also increased, from 117 cases per 100,000 live births to 294 from
1991 to 1999,

the Iragi life expectancy rate has fallen from 62.5 in 1987 to 58.5 years of age in 1997.

®1 UN-WB Joint Assessment of Reconstructing and Rebuilding in Irag, Oct.,2003
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2.3.4. Social security and safety nets

In the area of social security and safety nets, law no. 39 of 1971 currently in force on
Social Security applied only on private enterprises that employ 3 or more workers. In
practice, the implementation of this law, like most of the other legidation, suffers from
corruption and non-compliance. Revison of the law should am a ensuring income
maintenance through socia schemes for all employees and self-employed Iragis. Another
piece of legidation is the law of socia security no.126 of 1980, and instructions no. 98 of
2000. These are supposed to ensure basic life support for families and citizensin need with
no income sources, such as the handicapped, widows, divorcees, orphans, etc. These
groups receive subsidies of around 20 US$ per month (less than one US$ per day). This
very modest amount of money might explain why so few people are applying for it. The
total number of people eligible for this social benefit in February 2005 is 138,400 families
natiorrwide, according to the Department of Social Welfare (SWD) of the Ministry of
Labour and Social Affairs (MoLSA).*” The SWD plans to increase this number to 300,000
families by the end of 2005 in Baghdad and other governorates.

There is no clear identification of a poverty line in Iraq that can secure a reasonable
living standard for vulnerable groups. Therefore, this matter should be well addressed by
any future legidation.

2.3.5. Vulnerable groups

Reliable data on the most vulnerable population groups proved extremely difficult to
obtain. It may be said, however, that general urban/rural and regional disparities grew
steadily over the 1990s. A growing gap had emerged between governorates in the southern
and central regions, and those in the north. Most adult education activities and non-formal
education programmes stopped in 1991, resulting in arise of illiteracy among the youth
and adults. One estimate suggests that fewer than 30 per cent of females and 60 per cent of
15 to 25 year-old males were literate in 2000. The gender distortion is exacerbated in rural
areas and in more neglected southern governorates.

It proved difficult to obtain reliable figures concerning post-conflict vulnerable
groups in terms of increased number of widows and women-headed households, orphans,
the disabled, former soldiers with no vocational training, etc. However, estimates
concerning the human toll of the wars often refer to one million orphansmore than
200,000 widowed women, and 1,500,000 wounded.®® The number of handicapped
amounted to more than 244,659 persons - not considering Kurdistan - of which 172,765
are males®

Poverty in southern Iraq is particularly serious. The main vulnerable groups have little
capacity to cope with further shocks. The WFP report on chronic poverty concluded that
approximately 21 per cent of central and southern Irag's population was chronically poor or
unable to meet their basic needs over long periods of time. Within southern Irag all
districts of the Basrah governorate and most of southern Maysan have high or very high
chronic poverty rates.

%2 Interview, Director General of SWD, MoL SA, March, 2005

®3 | nterviews with experts of Ministry of Planning and Development Cooperation /CSO, and Ministry of Labour
and Social Affairs/ Directorate of Social Welfare

®4 | nterview, Department of Rehabilitation and Handicap Prevention/ Ministry of Health
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2.4.

Economic environment assessment

After showing important annual increases during the 1970s, GDP annua growth rates
were down from 25.5 to 4.5 per cent in 1990. GDP growth rate in the following decade did
not show any signs of improvement as immediately after the lengthy Irantlragq war, the
second gulf war erupted following the invasion of Kuwait, and the imposition of economic
sanctions continued throughout the 1990s up to 2003. The UN Oil For Food (OFF)
programme in 1996 dightly helped in the mitigation of the serious deterioration of the
Iragi economy.

During the 1990s, the traditionaly strong production sectors noted a significant
setback in percentage contributions to GDP, as reflected in the following table:

Table 3: Percentage contribution of production sectors in GDP

Sector 1990 (%) 2000 (%)
Agriculture 8.4 5.5
Mining & quarrying 62.9 82.1
Manufacturing industries 3.7 0.1
Electricity 0.4 0.1
Building and construction 3.0 0.2

Source: COSIT (COS) Ministry of Planning and Development Cooperation (MoPDC), 2003

The above indicators reflected an important degradation in the manufacturing
industries sector due to sanctions and the deterioration of production sectors. Electricity, an
essential utility for economic activity, deteriorated due to obsolete power generation
stations, low efficiency and non-replacement.

Irag mainly exports oil and imports nearly everything else. Since Irag is in a
reconstruction phase and till has large parts of the country under various degrees of high
security threats, improving domestic production is currently proving very difficult.

Inflationary rates prior to the last conflict were estimated to range on average between
40 to 50 per cent. Inflation amounted to 23 per cent over the 12 months up to July 2003,%
and to 30 per cent in 2004.°%® According to Central Bank of Iragq (CBI) estimates, inflation
is being reduced in 2005 and an annual inflation of around 17 per cent was expected in
May 2005.

The previous regime's policy of over-printing the Iragi Dinar (ID) had increased the
already existing hyperinflation in the economy. Establishing a stable currency was central
to creating confidence in the CBI as an independent and credible institution. The CBI's
central goa was to restore the stability of the ID against other currencies. In theory, the
exchange rate is free-floating, dependent on supply and demand on the foreign currency
market. But ID stability has been achieved through robust intervention by the CBI buying
and sdlling US$ in order to maintain a steady exchange rate with the US$. Curbing
inflation, therefore, remains the central aim of the Iragi monetary policy.

%5 UN-WB " needs assessment", October, 2003
66 _CBI- governor Sinan al-Shabibi press conference, May, 2005
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Unemployment

The unemployment situation Iraq is going through today is a legacy of the previous
regime's failure to develop and diversify the heavily oil-dependent national economy, and
of the diverson of amost al of the country's resources, including human capital, to
military adventures.

Lack of employment opportunities, as the Oxford international opinion poll
indicates”’ is the second foremost source of dissatisfaction in the country after insecurity.
The ability particularly for the youth to engage in self-employment and entrepreneurship is
therefore crucia to channelling aspirations into productive and positive undertakings.

The unemployment crisis is saddled with the slow progress of the two non- mutually
exclusve transition processes. congructing a free market economy and rebuilding
democratic politica institutions. Furthermore, acts of insurgency still serioudly hinder any
sound national action plan to tackle unemployment. In the context of economic reforms
and transition, the private sector has the key role in the economic recovery and the longer
term sustainable development of the country.

Obtaining labour market data proved to be problematic. The latest most reliable
official employment data was provided by the Central Statistical office (CSO) in the
1997°® population censuses.

Table 4: Labour force breakdown by employment sector (1997)

Economic activity thousands %
Agriculture, hunting & fishing 950 19.5
Mining & quarrying 31 0.6
Manufacturing industries 219 45
Electricity & water 28 0.6
Building & construction 218 45
Transport, communication & storage 904 18.6
Wholesale & retail trade, hotels & 273 5.6

accomodation

Finance, insurance & real estate 40 0.8
Social & personal services 1373 28.2
Unemployed 812 16.7

Not specified 12 0.2
Total 2862 100

Source: CSO, Censuses of Population 1997

A post-war sample survey in 2003 was carried out by the CSO in association with
MoL SA to measure unemployment and under-employment in Irag. The cohort method was
used with non-survey methods to derive total employment estimates. The survey took
place in October 2003 over ten days. It involved 24,900 households accounting for
153,384 people of age 6 and above. This survey covered 15 Governorates of Irag, while
Kurdistan was not included). A review of the survey results are as follows:

®" The Irag Multiple Indicator Rapid Assessment (IMIRA), Amman review meeting 9/10 2004.
®8 |raq historically conducts general population censuses every 10 years on the seventh year of each decade since

1937.
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Unemployment (15 years of age and above)

In October 2003, the unemployment rate amounted to 28.1 per cent;

unemployment figures among men rose to 30.2 per cent whereas 16.0 per cent of
active women interviewed were unemployed;

urban and rural areas registered 30.0 and 25.4 per cent unemployed respectively;

the Thi Qar governorate registered the highest unemployment rate in Iraqg, reaching
46.2 per cent. This could be attributed to the seasonality of agricultural sector activities
and to the discharge of the Iragi army by the CPA (Thi Qar was traditionaly an
important recruitment point). The regional supply of soldiers is aso characteristic of
some other governorates, such as Anbar, Baghdad, Dida and Mesan, where
unemployment rates reached 33.3, 33.0, 31.2 and 30.5 per cent respectively;
governorates that registered the lowest unemployment rates were Karbala, Basrah and
Wasit, indicating 14.0, 15.5 and 16.0 per cent, respectively. This may be attributed to a
stable economic setting in these areas at the time.

Underemployment (by hours worked: wage-earners and
self-employed working for less than 35 hours a week)

The overall underemployment rate reached 23.5 per cent for Irag for both men and
women;

the highest rates were registered in Babil (56.0 per cent), followed by Thi Qar,
Qadisiah and Muthanaindicating 34.2, 33.9 and 33.2 per cent respectively;

the lowest underemployment rate was registered in Baghdad (13.7 per cent), followed
by Ninava and Basrah with 16.6 and 19.5 per cent;

the overall underemployment rate for women was 40.2 per cent, while among men the
rate was at 19.4 per cent. Average underemployment rates in urban areas reached 15.7
per cent, compared with 36.3 per cent in rural areas.

Underemployment (by income)

- The overall rate of underemployment, under this category, was 21.2 per cent for the
country as a whole, excluding Kurdistan. The result among women reached 29.2 per
cent; in contrast, among men the rate was 17.6 per cent;
underemployment in this category registered 13.3 per cent in urban areas, and more
than double thislevel in rura areas (32.8 per cent);

Babil registered the highest underemployment rate (43.0 per cent), followed by Wasit
and Muthana with 37.1 and 36.5 per cent, respectively;

the lowest rates were registered in Basrah, Baghdad and Anbar, registering 12.1, 12.7
and 12.9 per cent, respectively.




Table 5: Unemployment and underemployment rates in Irag as of mid-October 2003 by
governorate among the population aged 15 and above (excluding the Kurdistan governorate)

No [ Governorate Unemployment (%) Underemployment Underemployment
(working hours - %) (income - %)

1 Nainava 31.2 16.6 20.7

2 Tamim 19.4 28 25

3 Dialah 31.2 22 24.8

4 Anbar 33.3 28.1 12.9

5 Baghdad 33 13.7 12.7

6 Babil 21.6 56 43

7 Karbala 14 21.4 22.2

8 Wasit 16 25.3 37.1

9 Salah Aldeen 25.4 23.1 25.9

10 Najaf 18.1 275 24.1

11 Qadisiah 235 33.9 28.1

12 Muthana 28.2 33.2 36.5

13 Thi Qar 46.2 34.2 24.6

14 Mesan 30.5 20.9 19.1

15 Basrah 15.5 195 12.1
Total Iraq 28.1 235 21.2

Source: CSO, 2004

We may therefore consider, according to official data, that post war unemployment

rates range between 28 and 30 per cent of a total labour force of 7 to 8 million people.®
Statistics also show a sharper increase of unemployment in urban areas due mainly to a
rural-urban migration and the entry of women in the labour market.

The 15 Employment and Vocational Training Centres (EVTC) affiliated with MoLSA

were reactivated during 2003. EVTCs reportedly managed to locate 223,758 job seakers
out of the 650,000 unemployed registered with these centres up to February 2005.™

This rise in unemployment may be linked to a number of causes:

a sharp reduction in investment incentives and risk costs, coupled with the
postponement of most of the State's projects;

the abolition/shutdown of labour-intensive State establishments such as the army,
administrations, and many SOEs,

the till limited benefit gained out of the reconstruction and rehabilitation programmes,
mostly awarded to foreign companies with margina Iragi participation in terms of
employment and returns;

the corruption and misuse of the widely-scattered resources that led to disappointment
and undermining of efforts to address the aforementioned problems;

the insecurity and weak authority of law-enforcement so far, thus discouraging new
investors and reducing business opportunities.

%9 €S0, Employment and Unemployment Survey, July 2004
O Interview, EVTC, MoL SA, 2005
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2.5.

Perspectives

Despite devastation caused by the war and the relatively slow political and rebuilding
processes, Iraq has embarked on a new path for politica and economic transformation. A
wide consensus among Iragis has appeared for an open and competitive market-based
economy, driven by the private sector. The process of recovering Irag's historically vibrant
economic life has yet to be implemented in laws, regulations, and policies.

The new direction the country has set out for the medium to longer run is articulated
in the National Development Strategy (NDS) for 2005/2007, setting out the main goals of
the country's economic reform policies. The NDS aims at economic reform, based on
promoting the free market economy to achieve growth, while managing the social impact
to ensure equity. Four main areas of work are outlined in the NDS, and presented below.”

2.5.1. Enhance the role of the private sector

The private sector is seen as the primary engine of economic diversification in Iraqg.
Redlizing this vision will require ingtitutional and legal changes to create the proper
environment. For the private sector to flourish, security must be established, the rule of law
strengthened, and an efficient payments system and a diversified financial sector
developed. All quantitative and qualitative restrictions and sanctions which hinder
geographical movement among different economic sectors must be removed.

The private sector will perform acritical role in Irag’'s sustainable reconstruction and
development process through the initia reconstruction effort. The Government must
establish a regulatory environment capable of accommodating the private provison of
infrastructure, thus allowing for the provison of essentia infrastructure in a fiscaly
sustainable manner. The Government must also ensure basic public services and utilities.
Well-functioning and efficiently-priced infrastructure will enable private sector growth. A
“one stop” approach to investment facilitation is being considered, which should prove
beneficia in facilitating investment and reducing initial costs of setting up and doing
business in Irag. The Government will seek to streamline the process of licensing new
business.

2.5.2. Develop human resources

The State must use its considerable financial resources to play a vital role in
developing human resources as an investment in the present as well asin the future. Socia
services such as headlth, education and vocationa training must be enhanced. Vulnerable
groups in the Iragi society expanded due to war and sanctions, with their resultant
destruction and poverty. A comprehensive social ad network to protect these vulnerable
groups must be put in place.

2.5.3. Strengthen the capacity of governmental

institutions

The key challenge for public sector reform in Iraqg is to strike a balance between
emergency management and more long-term work. The strategy is aimed at diminishing
the size of the government over the next three years. The Government, however, will
continue playing a dominant role in economic activity over this period, and will play a key

"I MoPDC: "The National Development Strategy 2005/2007", October, 2004.
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role as provider of public goods thereafter. Great attention must be given to promoting
administrative capacity. Governmental structure will be reconsidered, with the intent to
eliminate governmental departments that compete with the private sector in economic and
service activities. The State will come to rely on the private sector for some purposes,
rather than attempting to internalize these functions by enlarging its departments.

An immediate need is for Iragi ingtitutions to strengthen systems of accountability.
This will both improve the efficient use of Iragi resources and facilitate the flow of donor
funds, this is particularly important to allow Iraq to absorb a large degree of donor
assistance using its own existing administrative and implementation structures and without
creating parald systems. The Government is aso caled upon to provide services to its
citizens in a transparent, respectful, efficient and dedicated manner, free of corruption. This
will require improved management to increase the efficiency of most governmenta
departments, and attracting and training competent young people.

A general civil service reform framework must be considered including all aspects of
human resource management, but focused on fiscal sustainability and ensuring a
transitional process without creating social unrest. Additional accountability institutions
and anti-corruption initiatives are required, as is a system for setting priorities in public
spending, a degree of fiscal decentraization, improved public procurement and stronger
financial management.

Recent indications point to substantial progress in removing some of the obstacles to
an open market. This progress, modest but postive, has been reflected in the
standardization of currency value, checking of the inflation rate, the institutionalization of
an open trade and investment regime with an emphasis on strengthening the private sector.
Increase in externa reserves and currency stabilization as a result of improved
management of the money supply have helped in reducing inflation to 20 - 25 per cent
compared to 40 - 50 per cent in 2004.”* Some of these achievements have been reflected in
recent estimates of GDP per capita rising to about 1,200 US$ in 2004.”° While the
exchange rate has remained largely unchanged, the CBI ams to build up its net
international reserves to at least 6.0 billion US$ by end of 2005." Further, by the end of
2004, oil production, which constitutes about three quarters of the economy, had
recovered. Non-oil economic activity has also been recovering, driven by reconstruction
and a partial reviva in the agricultural sector, although many enterprises are not yet fully
operational. Commercia activity at the retail leve is brisk.

However, two perilous areas, namely unemployment and security, continue to be the
most challenging issues that could serioudy undermine the whole economic, socia and
political transformation the country is undergoing. The over two million unemployed are
considered as one of the maor sources of instability; job creation is therefore vital to
building peace and stability in Irag. Reducing unemployment rates could make a major
contribution in this regard, which could in turn help generate a recovery in investment and
growth, or "at least reduce its detrimental effect on the livelihood, security and progress of
Irag.””® A “plan of action”, which was adopted by the International Employment
Conference on Jobs for the Future of Irag, organised by the ILO in December 2004 in
Amman, focused on the optimal means to capitalize on the reconstruction drive in Iraq and
how it can create jobs. "

"2 Mr. Senan Al Shabibi Governor of the CBI)

3 Dr Mehdi AlHafidh, former Minister of Planning and Development Cooperation, Speaking at a Conference on
Rebuilding Irag, Amman, 2005

" IMF Country Report no..04/325, September, 2004

S Former Iragi Labour and Social Affairs Minister Leila Abdul Latif statement to the ILO Amman Conference,
December, 2004

"8 | nternational Employment Conference Jobs for the Future of Irag, Amman, 12 to 13 December, 2004
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3.

The rationale of SME sector development in
iraq

Smal to medium-sized private businesses are widely recognized in contemporary
economic and development literature and policy-making as an essentia source of
employment-intensive growth and as a key to poverty reduction. This applies to both
industrialized and developing countries.

In many countries, at different development stages, SMEs congtitute a high
percentage of industrial businesses”” In Egypt, SMES represent around 90 per cent of all
enterprises; they represent 42 per cent in Tunisia and 50 per cent in Morocco.”® While 90
per cent of Malaysias 53,553 manufacturing enterprises are small-scale operations, in
Japan, the ratio is a heady 99.7 per cent, dmost matched in Taiwan with 98 per cent and
Germany's 99 per cent of the total manufactured output. A 1998 study showed that Micro,
Small, and Medium-sized Enterprises (M SMES) accounted for 45 per cent of employment
in the United Kingdom (UK) and 40 per cent of sales turnover out of al UK firms.”

SMEs aso play an important role in economic development strategies, representing
large proportions of the production sector in many countries. In India, for example, SMEs
numbered more than 3 million and contributed to 35 per cent of India s production volume
and 11.3 per cent of the annua growth of this sector, surpassing rates achieved by the
heavy industries sector for the same year of 2003. They employ 17 million employees
producing 10 per cent of the GDP. Furthermore, SMEs satisfy loca demand for many
products and contribute to export promotion, thus saving hard currency. Numerous
governments of both developed and developing States alike have been recognizing the
vital role played by SMEs in their economies and instituted support policies and
programmes that enable these enterprises to thrive in a conducive economic environment.

The specific strength of SMEs is linked to their flexibility, their ability to adapt
rapidly and to find niche markets. Low start-up capital and simple organizationa
requirements give them a degree of independence from public establishments, may
promote job creation in a relatively short period, and ensure a certain degree of flexibility
to withstand crises' impact.

SMEs are critica actors in economic recovery while ensuring employment and
growth in the long term. Small entrepreneurs are certainly one of the country’s key sources
of potential.

The transition process to a market economy is a comprehensive social transformation.
The process involves redefining the mutua roles of the State and the private sector in the
economy. Adopting market forces, free trade, and private property enforcement are all
requisites to this end.

The first policy initiatives taken to date in the course of the transition have focused
on:

fully-fledged free trade;
facilitating private company, office, and agency establishment;

" Abu Altimen, Abbas, "SMEs as Nation's Competitive Advantage" working paper presented to the first
economic conference of the Iragi National Accord Movement, 15 to 16 April, 2004.

8 Gallina, Andrea "SME contribution to the creation of the Euro-Mediterranean Region”, ERF working paper
no.0106, Cairo, Economic Research Forum for Arab Countries, Iran and Turkey (ERF).

"9 Maxwell Sichula, Executive secretary of Zambia Chamber of Small and Medium Business Associations,
Zambia Institute for Public Policy Analysis, May 2005.
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allowing foreign investment and patents;
restructuring financial, administrative and judicial systems,
redefining the role of public sector enterprises, SOEs and initiation of privatization.

Trade is playing a central role in promoting economic activity during this period. The
private sector witnessed the establishment of tens of thousands of private companies,
offices and agencies. There is an obvious transfer in private sector activities from sectors
that became unresponsive to investment (namely maor labour-intensive production
sectors, such as agriculture and industry) to the construction sector and others that require
less labour such as commerce, transport, and services. The agriculture and industry sectors
are suffering from competitive imported goods. On the other hand, agriculture
infrastructure suffered severely from the lack of basic supplies such as seeds, fertilizers,
water, etc. This Situation was worsened by shortages of power and other services, and by
Security congtraints.
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4.

4.1.

Irag's SME sector: A profile

Data base and methodological considerations

In an attempt to provide a broad profile of the private sector in Irag in terms of
individual, small and medium establishments, the study adopted raw data from the income
tax eligible system™ made available by the GTC. This macro-economic anayss
particularly focuses on private sector employment.

The authors worked on the assumption that al private enterprises apparent in this data
were SMEs, smply because under the previous regime there was no such thing as a large
private enterprise. It may be noted here that though there is no common agreement on an
SME definition in Irag, smal enterprises are often considered in Iraq and in the region as
those employing 49 or less workers, and medium enterprises those numbering up to 100.

In practice the observation of the GTC data has reveaded that virtualy all private
enterprisesin Irag would be considered as small under this definition.

The 2004 raw data covers 1,478,037 individuas classified into 800 categories of
activities (including the sdf-employed, liberal professions and entrepreneurs) on the
governorate level, according to GTC classification.

The authors of this study aggregated this data into 30 maor economic activities
groups. An estimate of the employment intensity of each one of these activities is
attempted, and three categories were established regrouping al segments of activity: low
employment-intensive segments of activity refer to the sef-employed, medium
employment-intensive enterprises hire 1 to 4 employees while high employment-intensive
businesses hire 5 or more (for a detailed description of the segments of activity included in
each of these categories, please refer to Annex 1. Classification and sub-categories adopted
by the study).

While GTC data can offer a representative image of the private sector in Irag, with its
diversified categories and its wide and disaggregated format, the data is subject to severa
discrepancies and exaggerations. Many small and medium projects remain unregistered
with GTC departments. Obviously, the informal sector is not accounted for. Thisimpliesin
particular that with the increase in the informal sector acknowledged since 9 April 2003 as
aresult of the situation in the country, these data fail to measure an important dimension of
enterprise creation in the new Iragi context. Disparities in the registration shares sectorally
also occasion some alterations in the accurateness of this data. Other issues such as
inefficiencies in the registration and cancellation of businesses in the GTC need to be
considered.

8 I accordance with Income Tax Law No. (113) of 1982 amended, Para (2).
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4.2.

4.2.1. The formal SME sector

The size and structure of SME sector employment in Iraq

The following table presents an overview of the SME sector based on GTC data. A
classification on the basis of employment intensity and segments of activity is provided. A
total number of 1,341,800°" SMEs is herafter accounted for as emanating from the GTC

data®

Table 6: Iraq’s private sector SMES

individual businesses | Taxpayers Medium employment- Taxpayers | High employment intensity | Taxpayers
(1000)s intensity (1to 4 (1000)s (5 and more employees) (1000)s
employees)
Taxi and transport 536.0 Transport and car repair 209.5 Food factories 10.7
owners services and equipment
Semiskilled income 1398 Construction related 11.3 Agricultural related 27
earners trade and services factories
Ungrouped professions 44.0 Miscellanous services 81.0 Textiles factories 24
Specialized services 26.2 Carpentry factories 13
Health services 241 Paper factories 1.0
Industrial services 15.0 Automobile related 0.9
factories
Art and literature 8.4 Rubber and plastic 0.6
factories
Agricultural related 48 Leather work factories 0.6
Services
Furniture and carpentry 46 Construction related 41.0
factories
Fuel 0.8 Construction 345
Food supplies 65.3
General trading 326
Clothing and 18.0
accessories
Spare parts and tools 13.9
domestic furnishing 6.6
House appliances 37
Games and sports 05
needs
Total 719.8 526.3 95.7

Based on data provided by the GTC, the authors of the study have congtructed the
Irag’ s private sector employment pyramid below. The PSEP has at its base micro and small
enterprises, and at its top the owners and workers of larger enterprises. Medium-sized
projects, specialized services and professions are in the middle. PSEPs provide are
sengitive to labour market evolutions as a result of economic crises that a country may

face.

81 The various categories of income sources (72,600) and temporary cases of 495,000 taxpayers are not included

inthistable.

82 Seefor further detail Annex 1: Classification and sub categories adopted by the study.
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The Private sector employment pyramid (PSEP)
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The paramid’s base is composed of taxi and cargo transport vehicle drivers making up for
500,000 taxpayers, followed by simple professions and wage earners (139,000) and the
ungrouped professions (44,000). According to our estimates, the total amount of taxpayers
accounted for at the base of the pyramid should be 719,000 people, a number equivalent to
more than 50 per cent of taxpayers registered with the GTC. The medium employment-
intensive range of businesses is substantial, regrouping 526,000 registered businesses,
while at the pyramid’s summit these registered taxpayers amount to less than 100,000.

Regional disparities

It may be noted that private economic activities in Baghdad accounted for 50 per cent
of the tota digible taxpayer population in the country, followed by Basrah, Anbar and
Ninava, respectively registering 5.8, 5.7 and 5.4 per cent. Such large regiona disparities
between the capital and the rest of the country may be explained partly in terms of
Baghdad's demographic and economic dominance in the country, but aso by the limited
coverage of the taxation commision outside the capital.

Trends since 2003

In the face of the crisis, the SME sector has been characterized by a flexibility that
permits its expansion and spontaneously augmenting more businesses as the country's
economy flourishes. As the aggregate demand rises, the private sector will eventually
absorb more employment and when demand is decreasing, business owners will resort to
dismissing some of their assistants (many of which would prefer working as self -employed
rather than sharing the decreasing earnings). They may opt to do without the workplace,
and work from home. Furthermore, they may aso change the type of their work and move
to a different activity of less comparable cost. By making this adjustment, the economic
status of these entrepreneurs’ changes from employer to employee or self-employed, and
more often their new activity earns fewer payoffs.

Since 2003, the Iragi private sector has been witnessing a transfer from sectors that
became irresponsive to investment to more attarctive ones. Labour-intensive sectors such
as agriculture and others experienced a contraction and transfer towards the labour-
intensive sectors of trade and services. Many industrial entrepreneurs could not cope with
competition or overcome obstacles and were forced to shut their factories and transfer to
trade or services, thus dropping from 6to 20 employees to not more than 2 to 3, and hence
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moving down the pyramid. In agriculture, much of the labour force gave up working as
farmers and became taxi or pick-up drivers, or sold vegetables with less employment
generation, aso stepping down the pyramid.

The pyramid's base has increased since 2003, as many persons were drawn
downwards to lower levels of economic activity. This indicates the response of the private
sector to crisis.

More specifically, data indicated that transport and auto services have attracted a
larger number of small projects and self-employed businesses since 2003, amounting
currently to 536,000 taxpayers.

The significant increase in saf-employment incomes reflects both the strategic
importance of micro and small enterprises as a source of income in the new Iragi market
economy, aswell as the severe lack of wage employment opportunities and the tendency to
resort to any profitable activity for the purpose, sometimes, of mere subsistence.

4.2.2. Informal and formal employment estimates in the
SME sector

Three options are proposed below to calculate total formal sector employment in Iraq,
on the basis of conservative, medium and maximum assumptions on the number of
employees likely to be employed in the three categories described above.

Table 7: Estimates of formal private sector employment

Maximum Medium estimate Minimum
estimate estimate
Low employment-intensive Taxpayers 719.8 719.8 719.8
sector
Workers
Medium employment-intensive Taxpayers 526.3 526.3 526.3
sector
Workers 1578.9 1052.6 526.3
High employment-intensive Taxpayers 95.7 95.7 95.7
sector
Workers 669.9 574.2 4785
Total private sector SMEs 3590.0 2068.6 2346.6

A conservative estimate of 2.3 million people can be drawn for formal private sector
employment if one considers that average enterprises in the second hire one employee and
those in the third category five. A more optimistic estimate, considering that enterprisesin
the second category hire three employees and those in the third category seven, would
arrive at a number of 3.6 million persons working in the formal sector.

On the basis of the medium assumption of forma employment holding that are
employees are likely to be hired fpr each enterprise in the intermediate employment-
intensive sector and six in the more intensive sector, the authors derive a total informa
employment estimate, based on a smple assumtion.

This study makes an assumption that in the micro and smaller businesses the informal
sector is likely to represent the same size as the formal sector in the individua businesses:
50 per cent in the medium ranges and not more than 20 per cent in the larger businesses®

83 Based on discussions with GTC and other experts.
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Table 8: Estimates of total formal and informal private sector employment

Taxpayers 719.8
Low employment sector : Informal 719.8
50 % Informal '
Total 1439.6
Taxpayers 526.3
Formal Workers 1052.6
Medium employment Informal 263.1
sector: 25 % Informal entrepreneurs
Informal workers 526.2
Total 2368.2
Taxpayers 95.7
Formal workers 574.2
High employment sector : | Informal 19.1
20 % Informal entrepreneurs
Informal workers 114.6
Total 803.6
Total 4611.4

According to the broad estimates above, the SME sector in Iraq is composed of atotal
of 4.6 million self-employed entrepreneurs and employees in both te informal and the
formal sectors.




5.

5.1.

5.2.

Small entrepreneurs profile with a focus
on youth

Methodology and data base

This section is based on three small surveys of small project entrepreneurs (cf. Annex
3: Questionnaires). An extensive questionnaire was distributed to obtain basic information
on small private activity. A brief questionnaire was also distributed along with a checklist
of “traditiona” work fields for women to explore popular areas of activity among women
and traditional ssgments of women's private sector participation, in order to acquire an
understanding on women’s socid inclinations as far as employment. A last questionnaire
explored men’s and women’ s stance towards women's economic activity.

The SME samples were randomly selected from across many economic sectors
without bias to the most successful ones. According to the objectives of the survey, 75 per
cent of the sample was 20-t0-30 years old. Twenty-eight per cent of the respondents were
university graduates and 20 per cent had intermediate and primary school education; the
remaining percentages can be attributed to those respondents with institute and high school
education.

A total number of 50 extensive survey questionnaires were received from Baghdad
and 30 from Al-Ngaf. 30 questionnaires for women's activity and 20 table forms
exploring additional types of labour activity were collected.

The majority of respondents were aso interviewed for further details and closer
insights on the environment, difficulties and nature of their projects. Further interviews and
discussions with civil society government authorities were also conducted. Over one
hundred interviews were held during the course of this study over the period from
December 2004 to April 2005.

A number d difficulties were encountered during the distribution of questionnaires
and in the interviews. Some respondents were hesitant to disclose information related to
the nature of their work and income out of fear that leaks of this information nature might
lead to criminal acts against themselves or their enterprises, afact that in itsdlf isrevealing
of the environment in which entrepreneurs operate today in Iraqg.

A profiling of entrepreneurs

The surveys attempted to outline small entrepreneurs general conceptions as far as
entrepreneurship, their qualifications, the origins of their projects and their family and
socia backgrounds. The surveys also attempted to highlight major difficulties they face(d)
and their success stories.

The main findings are synthesised below:

Business idea: when asked about the source of their project idea, 50 per cent of
respondents indicated that it was their own, while the others were taken from successful
projects they had learned about.
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Feasibility study: ailmost al respondents had performed very basic feasibility studies
by themselves.

Access to start-up and development capital: the mgjority of respondents mentioned
that the money required to start their own project was from persona or family savings.
Forty per cent of respondents borrowed from friends or merchants, and 10 per cent
declined to explain the source of their finance. Only 10 per cent said they had access to
bank loans and services. Thirty-five per cent of respondents used commercial banks for
savings and commercia transactions. All respondents agreed on the excessive cost of
loans, guarantees and procedures being major finance barriers.

Employees: respondents indicated that their employees were generaly family
members or personal relations. The actual management of the business was generally
exercised by the respondents (with an exception of 5 per cent).

Materials: the origin of materials was local or national, except in 5 per cent of cases
(imported goods).

Business skills: 20 per cent of respondents stated that persona experience stemmed
from previous work, 60 per cent had persona and home experience, and only 20 per cent
acquired their expertise through training and information workshops.

Major operation difficulties: 60 per cent stated violence as the major difficulty and
obstacle, followed by economic sanctions, insecurity conditions, machine obsolescence
and falures. Fifty per cent of interviewees stated that they managed to overcome these
difficulties and launching their businesses with no externa support.

Definition of business success. the mgority of respondents evaluate projects success
by gaining more customers and benefiting from socia standing. Some respondents
measure success by project sustainability, while the remaining 20 per cent equated project
success with profits. Eighty per cent of respondents answered “yes’ to the question on
whether their own project had achieved itsam.

Relationship with regulating authorities: 90 per cent of respondents suffer from
dealing with Tax and Customs offices because of heavy and complex procedural requests,
aswell aswidespread corruption.

Gender aspects: the mgjority of entrepreneurs stated they did not discriminate against
women’s participation in the private sector; however, the same majority did not approve
their accessto al fields of activity.

Other needs expressed: al respondents expressed their interest in taking part in
business management and basic business skills (including computer skills) training
workshops. Business partnership endeavours with enterprises in the Arab region or and
beyond were also mentioned repeatedly.

70



6.

6.1.

Small entrepreneur strategies in lIrag: A
focus on women

Assessing female participation in the private sector

6.1.1. A focus on the industrial sector

Women have seen themselves limited to only a few sectors of economic activity in
Irag, notably in the textile and leatherwear, food and chemical industries. According to a
1983 study, female participation rates accounted for 42, 26 and 8 per cent respectively of
the total work force in these sectors. Most women are semi-skilled workers (51 per cent),
while 28 per cent are skilled. In the late 1970s, the mainstream of private industry in Iraq
shifted in focus to metal industries, chemicals, chinaware, woodworking, and construction,
replacing the precedence of food industries, textile and leatherwear that prevailed until
then. Clearly, therefore, those industries where women predominated in private enterprises
have lost ground.

Trends illustrate that female entrepreneurship is limited to alarge extent to the sectors
where high numbers of women are employed. Women have established and/or owned
industrial enterprises in a limited number of fieldsm mainly in the production of pasta,
cosmetics, perfumes, and shampoo (by trademark franchising), as well as knitting
workshops and a few similar businesses.

Statistics from the Iragi Union of Industries for 2000/2004, as presented in the
following tables, show, however, that enterprises registered by women barely represent
more than 1 per cent of the current enterprises (230 out of 21,798). One-hundred-fifty-five
of these are located in Baghdad.? Textile industries come first in the list of enterprises
registered as industries, followed by metal and food industries; these total about 73 per
cent of women’s enterprises. Construction and chemicals come next.

Data on enterprises under construction, which are interesting since they reflects post-
2003 trends, shows that enterprises registered by women total 916 out of 11,258. Industries
accounted for 8 per cent of these. Textile industries still lead in numbers, counting as many
as 386, followed by metal industries (204), and manufacturing (178). They make up 84 per
cent of total projects (tallying 768 out of 916). A large number of industries are regstered
in Baghdad (390 or 43 per cent of the total). It should still be noted that there are a few
women entrepreneurs in amost al industrial branches, with women participating in as
many as 124 types of small enterprises.

84 Most enterprises are registered in the central governorates, then Northern and Southern governorates. This
could be accounted for by the distances, which divide the headquarters of the Union of Industries and its
members. It should be noted that not all current industries are registered in the Union of Industries since
registration is voluntary on a need basis, especially for small industries.
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Table 9: Percentage of female entrepreneurs in existing and under-construction enterprises registered in
the Union of Industries for 2000/2004

Existing enterprises Enterprises under Currentand under-
Type construction construction Enterprises
No.ofssls | C0SS | no.ofssis | ©T9SS | Nooofssis | GOSS
shares shares shares
Foodstuff 35 1.2% 45 4.7% 80 2%
Textile 80 1.9% 386 42.1% 466 %
Carpentry/ 6 0.3% 8 1.7% 14 0.6%
Furniture
Papermaking 8 1.5% 4 4.8% 12 2%
Chemical 13 0.7% 85 5.5% 98 2.8%
Construction 29 0.6% 4 8% 33 6%
Metal 52 1.3% 204 4.4% 256 2.9%
Manufacturing 2 1.6% 178 39.5% 180 3.1%
Services 5 0.6% 2 2% 7 0.7%
Extraction .
Total 230 1% 916 8% 1,146 3.5%

Table 10: Number of female entrepreneurs out of the total of current/under-construction enterprises
registered in the Union of Industries for 2000-2004

N Tt ol e
Séls total Séls total No.ofSSls | Grosstotal
Foodstuff 35 2,848 45 963 80 3,811
Textile 80 4,278 386 2,442 466 6,720
el 6 2,065 8 473 14 2,538
Furniture
Papermaking 8 525 4 84 12 609
Chemical 13 1,947 85 1,557 98 3,504
Construction 29 4,688 4 519 33 5,207
Metal 52 4,057 204 4,659 256 8,716
Manufacturing 2 122 178 451 180 573
Services 5 858 2 94 7 952
Extraction . 410 - 16 - 426
Total 230 21,798 916 11,258 1,146 33,056
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6.1.2. The public sector

According to 2002 statistics, 364,000 women were employed in the public sector, of
whom 48 per cent pursued education higher than post-preparatory schools. In the late
1970s, women occupied 20 per cent of al public jobs. From 1980 to 1987 with the war
against Iran, female participation increased to more than 30 per cent of al public sector
jobs, and to 47 per cent of higher level posts. By the year 2001, women occupied more
yhgn 8%0 per cent of higher public sector employment and 40 per cent of all public sector
jobs.

Needless to say, this success underlines women's own capabilities and the broad
social acceptance they have come to enjoy for their economicaly active role in Irag.
Female economic participation in Iraq (and entrepreneuria role) is characterized, therefore,
primarily by a differential between a high participation in the public sector and quite alow
participation in the private sector and entrepreneuria roles.

This situation is particularly disconcerting in the face of the transition to the market
economy, as the public sector is expected to be downsized significantly in the coming
years. It is, therefore, crucia that women increase their participation in the private sector:
the aternative will be rising unemployment and decreasing participation in the labour
market for women.

6.2. Delimiters of women’s economic activity in Iraq

The following section analyses entrepreneurship and private sector participation as a
function of a choice by women between public and private sector participation. A
categorization of the factors that determine public or private participation in the economy
is attempted in order to outline main determinants of female participation in economic
activity. This section is largely based on the surveys and interviews conducted with women
entrepreneurs and employees for the purpose of this study.

Factors for private sector preference

Incomes: relative prchasing power and future prospects offered by salaries in the
public sector and profits/wages in the private sector.

Family income: household financia needs drive women to try to compensate for
deficits by undertaking untraditional private enterprise initiatives.

Availability of Capital: the availability of sufficient capital to start a private enterprise,
either from family savings or soft loans, is a mgor determinant for women to start a
private enterprise. Family men have a higher priority in this regard. Women use mostly
their own money or soft loansif available.

Non-economic benefits for private enterprise: some women prefer private enterprises
owing to flexible time tables, conditions, the possibility to reconcile work and family
responsibilities and independence in decision-making.

8 Dr Sana Umari, women economic activity in Irag, working paper seminar, Baghdad Economic Research
Center (BERC), July, 2004.
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Factors for public sector preference

The public sector can symbolize prestige and grants women social standing;

working in the public sector offers women more effecient legal protection, as in the
private sector regulations are rarely enforced and largely depend on employers
preferences;

the socia stance towards women is different from one social class to another;

the civil service environment is traditionally the domain of economically active
women, whereas the private sector and entrepreneurship remains a hostile
environment; an underlying reason is not segregation of women, but rather the
avoidance of the possibility of being singled out;

single women or women heads of household typicaly sense a stronger urge for
financia stability than for initiative and risk-taking in the labour market. The outlook
of apension and a minimum fixed income both serve as major motivations for women
to keep their civil service posts despite low earnings,

women seek more security in the workplace than men in volatile security conditions.
The government has the responsability to provide protection to its civil servants at
their place of work; private sector enterprises on the other hand do not always have
this obligation or the means to carry it out. Security constraints are obviously even
more severe in the case of self-employed women. Security risks, therefore, in an
unstable context such astoday’s Irag, remain amgor limitation for women's economic
empowerment.

The table below summarises the factors that drive women to work in private

enterprise or in the public sector:

Factors for private enterprise preference Factors for public sector preference

High ROl/eamings Governmental security
Promising prospects High social posiion
Non-economic private enterprise benefits Job stability & security
Low financial risk Pension security
(Low loss potential)
Low security risk Work amidst other female workmates
Information on private enterprises opportunities Sufficient information (access to opportunities,
conditions of work, incomes)
Knowledge of available investment opportunities Safer work conditions for which the state is
and various alternatives accountable
Relatively low income offered by the public sector Unavailability of suitable job/investment
for the level of education opportunities in private enterprise
Unavailability of job opportunities in the public Unavailability of soft loan opportunities for
sector investment
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7. Addressing obstacles and opportunities for
entrepreneurship in Iraq

SMEs can play an important role in the transitional phase towards a market economy,
marked by security problems and related difficulties for the business environment. They
can aso aleviate the unemployment crisis, considering the flexibility and responsiveness
of the sector to crisis trends. The full potentia of the sector lies, in the medium to longer
term, in the creation of awide and efficient Iragi private sector grounded on arich network
of SMEs.

In order for SMEs to play such a vital role in the economic reconstruction of Iraq,
particularly during the transition to a market economy, policies and public programmes
should focus on addressing the major obstacles that the sector is currently facing, and on
supporting Iragis as they harness new opportunities in the new context.

This section provides an analysis of obstacles and opportunities for small
entrepreneurs in Irag in the short-to-medium turn, building on the surveys and interviews
conducted for this study and further available literature.

7.1. Addressing obstacles to SME creation and
development

7.1.1. General economic recession and deprived internal
demand

Iragi SMESs are currently experiencing a crisis situation; a high percentage of them are
either at a standstill or operating at minimum capacity levels. Important investment shifts
from the industrial sector to those such as trade and services have occurred, leading to a
downturn in the PSEP.

The sensitive nature and flexibility of the private sector must be taken into
consideration, features that make it responsive to changes in the demand and business
levels. As the expansion of small projects is more difficult in a situation of decreasing
demand, this expansion should be accompanied by fisca and monetary policies that
increase expenditure. These developments can lead to a certain increase in employment in
the existing projects and more promising opportunities for new projects, as well as
allowing positive transformation within the current private sector.

There are indications of a business recession in Irag in a context of rising prices since
2003; this situation may be termed stagflation. This situation is mainly linked to increasing
production costs and to direct or indirect effects of the prevailing state of insecurity.
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The recessionary indication of business activities and declining sales can be explained
by the following:

exaggeration and shortcomings that characterize the estimation of market demand,
shut-down, suspension or withdrawal of many companies due to poor security and an
adverse business environment;

dow process of governmental and international expenditure due to security
restrictions, and non-materidization of pledges made by donor countries and
internationa bodies;

prevalence of pessmistic expectations negatively overshadowing investment
incentives.

There is a need today for positive measures aimed at revitalizing interna market
demand and investments (particularly internationa and private pledges).

7.1.2. Access to credit

One of the mgjor barriers to business development is the underdevel oped, inadequate
and underutilized banking system in Irag. Access to credit and availability of capital are of
high concern to SMEs.* Findings from questionnaires and interviews show a very limited
use of banking and financia services by SMEs and the self employed.

Historicaly, the banking system in Irag was unable to cater to the financial needs of
private sector development due to the inherent weak capital base of its congtituents, and
limitations on the banking system’s capacity to meet market needs. Credit activities were
limited to traditional services such as short and medium term loans, credit letters and bill
discounting. Mgor factors behind this failure were the backward and limited legal and
commercid institutional framework and the exaggerated governmental constraints
controlling banking activities.

Finance and lending polices adopted by banks are till exclusvely commercial,
requesting high interest rates and remaining limited to short-term loans against exaggerated
guarantees. Security issues are currently exacerbating these limitations. Severa cases of
kidnapping were reported among industrialists as a result of information leaks on their
enterprises financial capabilities: investors and entrepreneurs are forced to keep a low
profile in their business activities and financial standing.

The banking system and capital markets are witnessing major restructuring and
development. Nineteen private banks have been founded since 2003, alongside new
governmental, commercial and specialized banks (industrial, agricultural, socialist and
housing) and development funds. The latter include the economic-socia fund of the
MoPDC, the industrial development fund of the Ministry of Industry (Mol), and the export
support fund of the Ministry of Trade (MoT). Another criticad development is the
establishment of the Iraq Securities Exchange (1SX), replacing the former Baghdad stock
exchange®

8 Professor Al Shamma, H "SMEs Finance in Iraq" working paper seminar, BERC, 9 June, 2004, www.berc-

1rag.com

87 Kubba, H, "Role of Iraq Securities Exchange —ISX- in Financing Private Sector Capital Accumulation”
working paper seminar, BERC, 3 November, 2004, www.berc-irag.com
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7.1.3. The abrupt lifting of trade regulations

Most SMEs have suddenly been faced with external competition and large-scae
imports of goods. The Iragi market is flooded today with various imported goods. many
small-scale Iragi goods and even services face fierce competition. It is crucia to note,
however, that Iraq is not doomed in the regiona and international markets: Irag commands
a substantial pool of skills, technical abilities, large national markets, comparatively low
labour costs and finance availability.

It is noteworthy to state that the “Dutch disease”®® is not applicable to a country like
Irag. This problem is related to a small population, high standard of living, and high prices
and wages, which make products expensive to produce and uncompetitive, as in such Gulf
countries as Brunel and, to some extent, the Libyan Arab Jamahiriya and Saudi Arabia, but
not Algeria, Iran or Irag. The problem in Dutch disease cases is how to diversify the
economy and generate efficient employment.

This does not apply to the case of Irag, where the work force is efficient, wages
moderate and resources to develop diverse. Oil provides only needed capital for
development. Furthermore, the support for establishing labour-intensive small projects
essentially leads to industries that may not find buyers for their produce, hence increasing
the number of disappointed entrepreneurs, which in turn leads to more unemployment.

7.1.4. Access to production materials and equipment

A widespread opinion among those surveyed or interviewed was that one of the most
serious obstacles facing them was the lack and high cost d production inputs. Currently,
the mgjority of imports are final goods. Many factories are not working or only partly
working, so according to importers’ estimates they tend to shift to importing final goods.
Assembly lines are put under pressure as prices of materials and component parts rise, and
expenditures are high and production centres close. With persistant competition from
imported goods, old machinery, decaying equipment, a lack of security and insufficient
infrastructure, we can safely assume that industry in Iraq is facing grave problems.

The formation of associations and cooperatives of SMES with similar import needs
for production would help overcome this obstacle by grouping imports. Existing
employers organisations and associations of the pivate sector community could initiate
this process.

7.1.5. The legal and regulatory environment

The costs (financia, information requirements, time) of obtaining a license in Iraq
today are discouraging. Once obtained, business licenses must undergo additional
burdensome modification processes in the event of innovations or expansion. A lega
system that discourages individual enterprises in this manner ultimately dampens
economic growth and drives potentia entrepreneurs into the informal sector. Bureaucratic
barriers such as registration and licensing requirements should be kept to a minimum. The
genera aim of these regulations should be to encourage people to take action at their own
initiative, and for their own benefit. In order to permit free enterprises to flourish, the
regulatory and legal system must encourage and support private business activity; thisis of
particular importance in Iraq in order to reverse the historica private sector distrust of the
State's intentions and regulatory policies.

8 Measured by the country area and population size.
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7.2.

Specia investment legidation and regulations cannot succeed in motivating the
creation and development of entrepreneurial if they impose overly burdensome
administrative requirements on investments. Hence the need for enabling legidation to
provide enterprises with the flexibility they require, while safeguarding workers and the
society from abuses.

Harnessing opportunities

The new Iragi social, political and economic context brings with it opportunities for
entrepreneurship and enterprise  development. This section highlights the most
economically dynamic segments of activity for Iragi small enterprises today and in the
medium term.

The reconstruction sector attracts the largest bulk of the expenditures and
investments in Irag, and this will continue to be so over the medium term. According to the
UN-World Bank joint assessment needs assembly which took place in October 2003,
estimates of overall reconstruction needs over the period 2003 to 2007 will be in the order
of 36 billion US$.* However, reconstruction activity has so far concentrated on industries
such as oil production and public utilities, thereby creating few jobs, and actua
investments have not matched expectations to date. If Iragi SMEs were more closely
involved in this process one could expect immediate success for SMES, leading to private
sector prosperity, growth and, most importantly, the generation of hundreds of thousands
of jobs. Recongtruction programs can offer the economy the chance to regain its vitality.

The oil sector isthe main economic vein in Irag. However, it has been isolated from
other sectors of the economy as pertaining exclusively to the State domain. Hence, the
expansion in oil sector’s upstream and downstream dealings with other segments of the
economy, including SMESs, to provide inputs and services that are needed may represent a
rewarding, stable and profitable source of future development, investment and employment
opportunities to the private sector.

Transport and distribution is another promising segment of future expansion
prospectsin Irag. Neighbouring-country companies of this sort are currently relied upon to
fill the supply deficiency in this sector. The transport sector was previoudy in the hands of
an SOE, and small companies were subcontracted. Following the war in Irag many of these
companies liquidated their business*® The private transport sector remains a good business
opportunity to establish private companies for internal and external transport of cargo and
passengers, including taxi services.

Another wide and attractive economic segment is commerce. Simplifying import
procedures and establishing quick profit opportunities are mgjor driving forces behind the
expansion of this segment. Commercial businesses range from floor-shop vendors and
wholesalers to relatively developed import/export companies. Therefore, one would
imagine that there are commercia sections that may be overcrowded, such as sole trading,
while other active traders can still secure semi-monopolistic positions in wholesale and
import trading. The depreciated Iragi currency promotes exports. Also, the nullification of
previous legidation that restricted exports presents new opportunities. Effective export
support must give a fair chance to Iragi products. It is worth mentioning here that
entrepreneurs should be aware that the MoT has actively restructured the “Export support
fund” with the aim of offering support and loans to SMEs in this regard.

8 The UN-World Bank "Joint needs assessment " (October 2003).
% | nterview with Raad Al-Umari, transport expert, former DG of Transport Establishment.
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Major market opportunities for service businesses are:

services related to the communications industry, especialy computers,
industrial services, such as repair and maintenance;

internal, externa (mainly religious), archaeologica and recreationa tourism.

The fact is that most of the Iragi industries, SMEs and, to a lesser extent, large
enterprises are in a disadvantaged postion vis-a-vis externa competition. New
international investors are needed to accompany a wide transformation process of the SME
sector to meet the challenge. Joint ventures and partnerships for industrial enterprises with
foreign companies can be successful and promising.

Industrial producers of final goods, such as clothing and textiles, can successfully be
established through patents and licensing of international trademarks. Traditionally, Irag
holds a highly-skilled carpentry labour force; industrial enterprises such as furniture and
door manufacturing can utilize this comparative asset more efficiently by modernizing
local industries and satisfy a high internal demand in Iraq.
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8.

Small entrepreneurs in Iraqg: Stories of

hopes and constraints

This section builds on interviews performed with entrepreneurs of successful and
promising projects in Baghdad and Al-Najaf. This section presents concrete examples of
successful SMEs in these two areas, which have witnessed the most severe security
difficulties in the country. These entrepreneurship stories are an account of the resilience
of the sector, and represent the lifeline of the strong private sector that Iragis hope will
drive growth and propel their country forward.

The sample of successful and promising businesses is composed of projects that
survived the ongoing crises and operate in economically dynamic segments of activity.
Enterprises active since 2003 were randomly selected within each dynamic segment of
activity. Semi-structured and unstructured discussions lasted an hour or two.

Many interviewees found the potential independence and financial rewards that
emanate from owning a small business very appealing. For some, owning their own
business has been the fulfillment of alife-long dream. A number of interviewees have been
hesitant at some junctures to pursue this dream, because they did not have enough money,
experience, or courage. Their main concerns were the prevailing situation of insecurity and
the lack or shortage of important utilities such as electricity. Another group felt that
creating a business of their own was a necessity as they had lost their job, or smply
because there were not any other readily available ways to earn aliving.

These two attitudes towards entrepreneurship revea its ambivalent redlity: a sign of
vitaity and an enormous potential for the country’s economy, as well as an indicator of a
distressed labour market. The magjority of the interviewees, however, felt that owning their
own business was one of the most challenging, satisfying, and rewarding things in their
lives, despite the serious risks and the difficulties experienced.

8.1. Enterprising in Baghdad

Omar (male): 33 years old, thirdyear student in science college, gave up studiesin
order to work because of family conditions. His father was a merchant but could not work
due to aroad accident. Thanks to his abilities in handling electric devices, he chose to start
his project in the field of electrical maintenance and repair (his skill was developed
through self -experience). He managed to obtain a financial supplement from his family and
opened his private workshop for coil maintenance in Al-Baya ain 1998. The work was at
first of a seasona nature (mostly during summer). The project expanded to generator
maintenance due to electricity deterioration after the war, thus overcoming the seasona
problem. He is currently employing 3 workers (friends), offering him a degree of
independence and reasonable income compared to that offered in a civil servant post. He
favoured his work to working with the government, though he is not able to save money
from his revenue.The important cost factors of his project are rent and equipment. He also
shares the fegling that spare parts are too expensive due to monopoly practices. He calls for
import expansion, and hopes to have a factory of his own manufacturing air-cooler
engines, water pumps, and electrical generator needs. He doesn’'t suffer from competition
in his work fields; neither has he dealt with the bank. He complained he was taxed even
when he was not working.
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Najat(female): 29 year-old university graduate. She did not wish to apply for a civil
servant post because of low wages, and thus thought of starting her own private project.
She has good skills in the cosmetic and coiffeur fields. As she is talented, she opened a
women’s coiffeur salon in her own home, after a ssimple feasibility study about the area and
needs for this service. Her project was successful and has gained a good reputation and
provides her with a reasonable income. She employed two women with the hope for future
expansion to alarger coiffeur salon and more opportunities to develop her skills.

Ziena (female): 33 year-old business diploma holder. She started warking as a
manager in a shop owned by a relative in 1998. After acquiring some experience she
decided to set up her own project in 2001: a shop sdlling gifts, stationary, photocopying
and typing services. She strongly believes she has the necessary skills and abilities to
achieve her gods; she can also rely on the help and support of her family. Though the
project was her idea, she chose to have a partner to shoulder the financial burden with her.
While the project achieved her aims in terms of stability, reasonable income and
independence, it failed to expand. Employing two workers, she hopes to expand the shop
into a larger supermarket, or buy out the partner share. Finance is a mgor problem,
particularly when banks are charging high interest rates, and this discourages Ziena from
dealing with them.

Akram (male): 26 years old with a BA in business administration. With financial
(loan) and mora support from his father, he set up a tourist project in 2000. He il
considers his project as preferable to waorking for the government as he earns a reasonable
income and independence. He faced a shortage of tourists because of the 2003 war;
however, religious tourism provides a continuous flow of pilgrims and visitors. The
business flourished again following the change of regime. He managed to expand his
business by including a transportation service. With security stabilizing, Akram is hoping
to expand the business. Although competition is high, he remains confident he is
competent enough to keep up. His main difficulties lie with high interest rates on financia
needs, discouraging him from dealing with banks.

Ali (male): After completing university education, Ali established his own metal tool
and domestic appliance factory. His skills are drawn from family experience in these
fields. The source of finance was past family savings as well as loans. Factory needs were
mostly covered by local market supply and partial imports. As in many others enterprises,
the war caused the factory to halt production. Ali managed to expand his project by
diversifying some product lines, which helped sustain the project to this time. Currently
employing 12 workers, Ali hopes to develop his business into an export-oriented venture
as the situation improves. Competition in this industry is quite strong, particularly because
of foreign product imports. Ali believes competition can be checked by modernizing
production lines and developing new product ideas as well as markets. As finance is a
major obstacle in this regard, he hopes funding will be activated and facilitated to this end.

Dalal (female): 46 year-old university graduate architect. She started her project after
the war in July 2003. Her project is of human-commercial nature as she describes it: a
sewing factory producing various types of children’s clothing for orphans. The project was
partly financed by own past savings and donations. Her main problem is marketing and
competition from similar imported products. As the project is providing her reasonable
income, independence, as well as persond pride and satisfaction, she hopes to expand into
other market segments. She currently employs 10 workers, mostly women, and hopes to
recruit more once she expands.

Nadia (female): 35 year-old pharmacy college graduate with the right to set up her
own pharmacy. After deciding to work with a partner and arranging safe transportation,
she opened her pharmacy in a familiar area because of the security conditions. The
financing she needed was provided by past savings. She feels the project provides her with
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a reasonable income and independence compared to her previous job with the government.
She tried expanding her project by offering cosmetics and other beauty products. She is
currently employing one worker and hopes to expand to laboratory services with a partner.
Her major obstacle is the location’ s rather high rent.

Firas (male): 32 years old with high school education and good experience and skills
in carpentry. In 1999 he managed to obtain a loan to set up a carpentry workshop
specialized in furniture. He currently employs 10 workers after expanding his project. The
project faced difficulties during the war, especialy with continuous power shortages
(overcome by the purchase of a generator). The workshop generates a good income, but
not enough to finance the expansion he has in mind. Firas has a detailled plan of
development to modernize machines and outputs, but lacks the finance needed to
implement it. He confessed high interest rates were very discouraging.

Basheer (male): a 43 year-old industry school graduate, with more than 10 years
practical experience in a governmental industrial project. He resigned in 1996 to set up his
private project producing sweets and candy, which he then sold in order to move into the
field of mechanica appliances. He obtained a government contract supplying license
plates. The economic sanction periods caused much hardship to production needs. The
current project, which employs 8 people, is expanding in size and product range.

Thamer (male): a40 year-old with primary school education. He has been woring in
carpentry workshops since a young age. In 1985 he worked as a partner with his brother,
before establishing his own project in 1989 after borrowing enough capital. He started with
simple equipment. Out of his creative ideas he was successful in offering high-quality
furniture in anicely located furniture showroom in the Al Mansur area. Although he has a
specia targeted segment of the market, the overall market suffers from cheaper, ready-
made foreign praducts. His major obstacle was the high costs of imported wood during the
period of economic sanctions.

Ibrahim (male): 63 year-old university professor with a PhD in economics. Ibrahim
is running a private office offering economic feasbility study services and finance
consultations, as well as printing and stationary. He opened his business with the help of
past savings. In 2004 he conducted an economic and financial feasibility study to establish
a press and publishing company with a partner importing the required equipment from
Germany. He relied on local staff with experience in this field. Since its establishment, the
project has suffered from the prevailing insecurity conditions and power shortages, despite
market potential. However, he considers the project worthwhile as it generates reasonable
income, and he prefers it to his former governmental job. The project is currently
employing more than 12 workers, using modern printing equipment. The partners are
planning to develop the project with additional machines that are yet to be imported, but
finance remains their mgjor obstacle in this regard.

Ali Shaker (male): a 44 year-old with a BA in economics and business
administration. He has accumulated business experience in trade of more than 18 years. In
August 2004, he established a general trading company. The company was his own idea
after conducting a simple feasibility study. However, business has lost momentum since
last year due to security conditions, but he hopes the situation will improve to let the
business stay in the market. The company is earning less than he would have hoped. While
he is awaiting an improved security Situation he would like to expand his business and
dismisses the idea of converting to another field. He deals with banks and considersit asan
additional source of finance, particularly in emergency cases. He complained of customs
regulations, inefficiency and corruption. He is currently employing 4 men.

Alaa (male): a 40 year-old, with a high school education in agriculture. He Sarted
working in 1990 in the trading field of construction materials with his father, then inherited
a business after his father died in 1995. He decided to expand his business after a
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feasihility study performed by specialists demonstrated the situation was in his favour. The
familiarity he gained with Arab and foreign companies during convention shows gave him
useful insights on this sector and access to construction material markets, particularly
needed for government rebuilding projects. He is currently employing 8 workers and has
faced some difficulties during the war, but believes that this sector is a very prosperous one
and will continue to be for many years to come. The project generates substantia returns,
he does not suffer from competition and he deals with banks only if there is an emergency
need for investment. However, he considers interest rates very high. Alaa expressed his
willingness to devel op the mass-building of houses and businesses.

8.2. Enterprising in Al-Najaf

Wisam (male): a 22 year-old industry high-school graduate. He started work as an
employee in February 2002, and after a few months he established his own private project.
He asked for aloan from arelative, rented a workshop and bought materials needed from a
local market. Al-Najaf is renowned for its painted and printed verses from the Qura an. He
managed to implement innovations in the field of embroidery and reproduced his most
popular motifs in painting. He is employing 4 workers and has adopted some modern
production devices. The project faced some difficulties during political disorders in Al-
Najaf, but prospered by late March 2003. Wisam hopes to expand to a larger embroidery
company with more advanced computerized equipment as he believes this sector has high
market potentidl.

Mohammed (male): a 29 year-old technical institue graduate. Relatives and friends
offered him a loan in order for him to set up his own carpentry workshop (Mohammed
gained experience in this sector after working for a few years in the carpentry business).
He did not face difficult problems and earned himself a good reputation, securing
independance and satisfactory wages. He would like to develop and expand into a modern
carpentry factory. He hopes competent governmental departments and local authorities
have plans to promote entrepreneurs like him. According to Mohammed one of these
projects should be the “allocation of land with nominal prices to them”.

Ahmed (male): a 33 year-old with intermediate school education who worked as a
clothing merchant’'s assistant. As he developed experience he asked for a loan from
relatives and rented a shop selling clothing material in July 1999. He managed to develop
his business by introducing new types of clothing and curtains. The shop is generating a
reasonable income, making him hope to open a clothing factory. Although he was once
robbed, he managed to overcome this difficulty with help from friends in the same
profession.

Mohand (male): a 25 year-old industry high+school graduate who worked for a few
years selling auto spare parts in a shop. After gaining experience and market knowledge he
asked for aloan from arelative in order to set up his own shop. He employs his brother as
an assistant. He doesn’t suffer from business problems and the project sustains him with a
reasonable income. Mohand hopes to establish an import company in this field.

Wardia (female): declined to tell us her age and has high-school education. Opened
her own Arabic aba-sewing workshop (atraditional gown reserved to women in especialy
religious cities such as Al-Najaf). Relatives provided her with the the start-up capital. She
started employing women only after demand rose (she currently employs three). The
workshop offers her reasonable income and independence, which in turn fuels her plans of
expanding the project.
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9.

Recommendations

SME-development strategies should be based on a comprehensive cooperation
operation in which all governmenta agencies, socia partners and civil organizations take
an active role with the support of international agencies and donors. As such, SMEs should
be considered the foca point for boosting economic development and creating
employment opportunities.

The overall approach of many governmental departments towards the strengthening
of the private sector remains contradictory in Irag. Besides isolated initiatives, the wider
policy and legal and regulatory environment is not geared towards unleashing the potential
of this sector. It is crucial for any sound policy to build upon a clear picture of the current
environment within which SMEs currently operate. Policies at the central and loca levels
should be coherent in the legdl, policy, regulatory and programme/project aress.

The study's recommendations can be summarized in a single key proposal: the
establishment of an SME national agency as a one-stop-shop for programmes and policies
a the national, regional and local levels.

An SME policy in Iraq: Main axes of work

Facilitation of fund supplies to SMEs and encouraging
competitive development

Almost all entrepreneurs interviewed placed finance among their major problems.

Facilitation of fund supply

The present situation revedls that ensuring access to credit (and perhaps grants) is
critical to SMEs in the short term, in consideration of the limitations of the market and the
unattractiveness of SMEs for financial institutions. SME development can not be
successful without:

pooling the aready existing funds of the various governmental departments in this
field into one stop-shop for SMEs,

strengthening  functions of governmental financiad funds, developing credit
enhancement projects, promoting adequate SME-lending schemes for private sector
financid ingtitutions, and adopting necessary measures/mechanisms including low-
interest loans and supplementary credit capability for SMES,

extending specia loans with advantageous conditions such as reduced interest rates
and flexible demand for collateral and guarantees where the market is deficient.

Special SME taxation regulations

The taxation system has been one of the main impediements for SME development in
Irag. Concrete improvements would involve:

reducing company income tax and other taxes and tariffs imposed on imports of
production provisions,

an increase in entrepreneurial income tax alowances and exemptions;

encouraging new development investments aimed a equipment and replacement
and/or new product lines through specia incentive programmes,
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introducing a system of specified tax exemptions aimed at facilitating and encouraging
new projects (based on a sound feasability study);

helping formalize micro enterprises and SMEs to comply with State regulations.
Formalization will ultimately favour both the enterprise and its workers, as employers
will benefit from better access to credit and to the market, while workers will typically
earn more and enjoy more decent standards of protection. Hence, public authorities
should facilitate the compliance of SMEs with registration and other key regulations.
Simplifying procedures, eliminating unnecessary steps and providing specific relevant
information and counselling for business registration and other formalities are
essential.

Innovation

Promoting research and development to enhance the quality and productivity of
products and services, and to develop new business aress, is critica to meet interna and
international market requirements. This can be achieved through specia grants for
equipment enhancement and related training. The expansion of the scope covered by the
credit guarantee system can help to sustain the commercialization of new businesses.

Funding is not enough, however. Innovation will require technica support,
particularly in finance and marketing and capacity building programmes for business
management skills and for the introduction of new methods of production and marketing.

Regional development and promotion of local
specialization

The Government can drive SME development by orienting and promoting regiona
specidization in collaboration with local authorities and stakeholders. Promotion of local
industries requires necessary subsidies for SME projects and associations to build human
resources and develop new products and services.

Regional development schemes to promote SMEs within economically-deprived
areas, such as the south, would also be needed. This may be achieved by providing
incentives over a certain period with tax exemptions or financia rewards as a kick-starting
strategy for local development schemes.

Social security and labour legislation

The reform of social security and safety net systems will play an important role in
smoothing the transition of large segments of the labour market to the private sector. Socia
security measures may be designed to foster participation in the labour market and
subsidize to some extent the most vulnerable segments of the workforce.

A new labour code should include new provisions related to pensions in the private
sector as compared to the public; this would further extend socia insurance schemes for al
employees and self-employed Iragi with respect to the contingencies of retirement,
disability, unemployment and the death of a breadwinner, as well as ensure access to
adequate healthcare.

85



Longer-term SME development

Besides the above priority areas for the short to medium term, clearly private sector

development strategies need to be considered in a long-term perspective. The following
axes of work need to be considered in this respect:

build up an entrepreneurship culture in the educationa curriculums,

improve the functioning of employment service centers in terms of registration
procedures, job-matching and vocational counsdling;

develop labour market information systems and needs assessment surveys,

upgrade educational, training and vocationa programmes based on a demand-driven
dtrategies at national and local levels;

promote collaboration among industry, academia, and public departments for SME
development;

implement manageria reform projects (consultation and advice on general matters of
management such as finance and accounting, labour administration, and technology),
and infrastructure facilities projects (establishment and operation of facilities that
contribute to joint business management in commerce and industry).
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Annexes

1. Classification and sub-categories of business
activites adopted by the study

Low employment-intensive services

Taxi drivers and drivers of al types of transportation vehicles. The largest categories
are taxi drivers with 414,500 taxpayers and pick-up drivers accounting for 121,500.
These two categories are somehow exaggerated. This may be due to non-cancellation
of tax files when the ownership of vehiclesis transferred. The GTC keeps files of tax-
eligible persons, not items (in this case, vehicles);

smple professions and freelance income (16 categories): income earners, workers,
carpenters, application request authors, shoe repairmen, fishermen, coppersmiths,
porters, bakers, knitters, craftsmen, undertakers, professiona workers, etc. The largest
category is freelance income earners (88,693 taxpayers), followed by private workers
(43,686). The total number of taxpayersin this segment is 139,800 people;

ungrouped professions, containing other simple uncategorized professions.

Medium employment-intensive services

Transport vehicle and car repair services (55 categories): tire and battery trading
shops;, passenger and cargo transportation contractors, and a large variety of
automobile repair and maintenance activities such as machinists, eectricians,
plumbers, smiths, air conditioner and refridgeration technicians, automobile show
workers, and employees of auto-rental agencies, garages and automobile body
workshops,

construction-related trades and services (19 categories): electrical tool workshops;
smiths; congtruction tool makers; cement, iron, glass and paint suppliers; construction
workers; engineers and carpenters, etc.;

miscellaneous services (33 categories, containing 71,000 taxpayers):

0 catering-related services. restaurants, general contractors, hotels, cafeterias,
clubs, cafés, ec. The largest category is general food supply contractors, which
includes 13,544 taxpayers, followed by restaurants with 13,322,

o clothing and accessory-related services. coiffeurs, sewing shops, laundry shops,
wedding car services, etc. The largest of these categories is men’s barber shops
with 11,400 taxpayers, followed by women's hairdressing saons (3,500) and
sewing shops (1,500);

0 real-estate and financia services (14 categories): real-estate agencies, property
brokerage services, mortgage lenders, auction houses, commisson and
insurance agents, etc. The largest category is real-estate brokerage offices;

specialized services (43 categories): lawyers, legal profession offices, customs agents,
accountants, ingtitutions of tuition typing and computer skills, institutions of sewing
skills, typing and copying establishments, insurance companies, nursery schools,
bookshop staff managers, directors, technicians, etc. The largest categories are lawyers
(8,300 people), staff employees (7,900) and typing establishments (4,100). The sum of
taxpayersis 26,248;

hedlth-related services (43 categories): physicians, pharmacists, laboratories, dentists,
x-ray dotaff, medica devices suppliers, drug stores, opticians, private hospitals,
midwives, nurses, bandage specialists, etc.; the largest categories are physicians
(9,400), pharmacists (5,700), midwives (2,500), bandage specidists (2,000). The sum
of taxpayersis 24,167 persons,

industrial and crafts industry services (43 categories): goldsmiths, silversmiths, jewelry
shops, engravers, tool repairmen, devices and miscellaneous machine suppliers, scrap
shops, and contracting offices for industrial services. The total of registered is 10,500;
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literature and artistic services (69 categories): photographers, recording studios, video
cassette shops, artidts, actors, cinemas, advertising agencies, music schools, musical

instrument rental shops, etc. amount to 8,400 taxpayers,

agriculturalrelated activities (18 categories): poultry and chicken-feed shops, wool

suppliers, butchers, grocers, agricultura material suppliers, dairy companies,
harvesters, date-processing machines, daughter-houses, live bird-selling shops, etc.

The largest category is agricultural material suppliers with 1,300 taxpayers. The total

number of taxpayers in this segment is 2,800;

furniture manufacturing and carpentry services (11 categories): furniture expositions,
shops sdlling carpentry needs, carpentry workshops, shops of coverings. The largest
categories are carpentry workshops and expositions, accounting for 1,900 and 1,100
taxpayers respectively. The total number of taxpayers in this segment is 4,600;

fuel services (includes 6 categories): gas and oil agents, petrol station rental, gas and
coal shops, etc. The total number of taxpayers in this segment is 886;

food supply services (includes 7 categories): groceries, vegetable shops, butchers, etc.;

trade services (includes 16 categories): importers, exporters, import & export agencies,
trade agencies, merchants, shops and peddlers/salesmen. Importers represent the
largest proportion of taxpayers, accounting for 21,600 individuas, followed by
peddiers/sdlesmen (2,600 people) and merchants (2,700). The total number of
taxpayers in this segment is 32,600 people;

clothing and accessories services (includes 27 categories): shops selling clothing
material, shoes, accessories, sewing requirements, bags, clocks, perfumes, sunglasses,

etc. The total number of taxpayers comes to 18,000;

spare parts, machine, industrial tools and requirements services. automobile spare parts
vendors, machinery, bicycle and machine vendors, etc. The largest category is spare
parts shops, accounting for 10,000 shops. The tota number of taxpayers in this
segment is 13,900;

clothing material and linens (includes 13 categories): clothing material shops, curtain
and carpet suppliers and mercers, these total 6,600 taxpayers;

domedtic appliance and accessory services (includes 14 categories): domestic
appliance vendors, gift shops, plastic items shops, flower shops, basic drugstores, €c.
The total number of taxpayers comesto 3,700;

leisure services (includes 7 categories): toy shops, sport shops and fitness centers;

these categories amount to 475 taxpayers.

High employment-intensive services—Industry and

construction

Covers 12 categories of industries that are not registered with the Directorate of

Industrial Development or the Iragi Industries Union. This section covers only 475
taxpayers.

foodstuffs industry services (includes 36 categories): ice factories, mineral water
suppliers, bakeries, dairy product suppliers, vinegar, flour, salt, sweets and candy, ice
cream, spirits and canned food suppliers, etc. Bakeries represent the largest category
with 8,000 taxpayers. The total number of taxpayersis 10,700;

construction industry services (includes 42 categories): tile and concrete block
suppliers, smiths, stone and sand mining/quarrying, brick factories, auminum
factories, grout, glass and tank suppliers, etc. Taxpayers in these services total 41,000;

agricultura industry services (includes 11 categories): livestock farmers, poultry-feed
suppliers, hatcheries, agricultural companies, agricultural engineering, etc. The total

amount of taxpayersis 2,700;

textile industry services (includes 33 categories): sewing factories, textile suppliers,
knitting, dye houses, threads, zipper factories, weaving, carpet manufacturing, textile
printing, cloth and clothing painting workshops, etc. Taxpayers total 2,400 individuals;
carpentry factories and their needs (includes 11 categories): 950 carpentry factories
accounting for 1,300 taxpayers,
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Paper-related industrial services (includes 25 categories): printing presses, carton,
bindings, cigarette paper and handkerchief manufacturers, copybook and newspaper
factories, etc. The largest category is printing presses and taxpayers total 1,000 in all;
metal and automobile/vehicle-related industries (includes 14 categories): turning
factories, plumbing, smithing, automobile body workshops and artificia jewels. The
largest category is molding factories, representing 856 taxpayers,

plastic and rubber industrial services (includes 14 categories): plastic materia, pipe,
nylon thread, hose and sponge manufacturers, etc. This category amounts to 594
taxpayers,

Leather-related services (includes 10 categories): shoe, basting, tanning and belt
manufacturers, etc. The largest category is shoe factories and the total number of
taxpayersis 598;

chemical-industry services (includes 34 categories): paint, detergent, hydrogen
peroxide, soap, glass paste, cosmetic, pesticide, medica preparation and antidote
factories. The largest categories are paint and detergent factories; taxpayers total 331,
domestic commodities industry (includes 16 categories): air vents, boilers, cooking
stoves, heaters, televisions, radios and lamp factories, accounting for 140 taxpayers,
ceramic and reed-related industries (14 categories): small factories for ceramic,
baskets, rope, etc. Thisindustry totals 53 taxpayers,

construction services, this category contains contractors of al types and contracting
companies.

The following two segments are not listed in the classified sectors:

Other income resources include taxes imposed on the following: shops, factories,
offices, workshops, companies, stands, suppliers, etc. The largest category is shops,
which contains 33,000 taxpayers. (Other income resources) has 15 articles that regroup
72,600 taxpayers,

temporary segment (covers those tax-eligible persons no longer engaged in the
profession of their economic activities). Their tax files are not canceled only after
years provided that they can prove so: the unemployed, unknown job, housewives and
the deceased. The largest, is the unknown job category amounting to 44,300 taxpayers,
the total number of taxpayers in this segment comes up to 49,500 individuals.
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2. List of interviews with government officials,
social partners and civil socity organisations,
and accademics

MoLSA

Directorate of Social Welfare (MoLSA)

Directorate of Rehabilitation and Vocational Training Centers (MoLSA)

Ministry of Industry and Minerals (MolM)

Directorate of Industrial Development (MolM)

Department of Industrial Development, Quality, and Competitiveness (MolM)

MoPDC

Central Statistics Office- Industrial Statistics (MoPDC)

Economic and Social Fund (MoPDC)

Ministry of Trade / department of Private Sector Development

CBI

ISX

Iraqi Industrialists Union

Iragi Businessmen Union

Iragi Businesswomen Association

Baghdad University/ Faculty of Economics and Business Administration
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3. Questionnaires

Annex 3.1 : Small and medium projects of active economic
women and men in Baghdad

1. Name:

2. Age

3. Academic qualification:
4. Area

5. Name of project:

6. Type of project:

Commercial

Selrvice

Industrial

Occupational

Professional

Household

Agriculture

7. Activity segment:

Food

Female clothing

Children clothing

Newly -born needs

Children games

Gifts

Health sector

Legal

Accounting

Communication and computers

Libraries and stationary

Educational activities

Cosmetics

Sewing needs

Others

8. Summary introduction of your projects:
9. Date of starting work in private sector:
10. Date of project’s start:




11. Why did you decide establishing a private project? Is it because of — please tick one or more of the
following:

You have efficiency and specific advantages

You have financial ability

Help availability of encouragement

Substitute better than previous job

Others, please specify

12. How did you formulate your project idea?

Your own idea

Inspiration from another success

Advised from experts

13. Did you have afeasihility study about your project? How?
14. Have you executed an invented ideain your work field?
15. How did you collect /obtain your project’s factors?

Work

Finance

Administration

Equipment

Location

Information and experience

16. Has your project faced difficulties? When? How?
17. How did you overcome these difficulties?

Adaptation adjusting the project

Changing project

Getting a technical or financial support

Tolerance for period of time

Have you thought of quitting your project and how did you
come back?

18. Has your project declined? Why?
19. Have you developed your project in terms of ?

Size

Type

Diversification

Others, please specify

20. Has the project achieved what you expected?

Yes

More

Less
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21. How do you evaluate your project success?

Profit

Business expansion

Stability and more customers

Good reputation

sustainability

Other matters

22. What is your future project you wish to achieve?
23. Do you prefer to move to anew level of more devel oped private work?

What is it?

What are its requirements?

How are you planning to obtain it?

24. Are you employing workers in your project? How many?
25. Are you using modern equipment in your private project? What are they?
26. What is the project providing you with?

Reasonable income

Independence and simple income

Reasonable income and some savings

Good profit, moral benefits

Promising future expectation, loss

27. If this offered reasonable income, would the amount be equivalent to income from a civil servant

pOst?

Yes No

28. Do you prefer your project to a job with the government? why?

29. If your project is generating some savings, Do you use these savings to expand your project, or to
other purposes?

30. If your project were achieving good profits would you invest in other projects or fields?

31. If your project were not not achieving anything, what would be your stance toward the project? And
why would you hold on to it

32. What is your stance towards competition?

- Your project faces dangerous competition because there are men who are more able to dea with the
work of field?

More efficient than you

Because of import easiness

New entry to work field

Other reasons
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33. What are the cost components of your project?

Equipment

Rent

Labour cost

Working capital

Rates of interest

Partner shares

Others

34. Which of the cost components do you consider exaggerated?
35. Do you have suggestions on how to lessen cost components?
36. On which of the following do you depend more to increase project profitability?

Price increase

Sales increase

Cost reduction

Others

37. What is your stance towards banks?

You do not deal with them

You work with them to achieve some dealings, money depositing

You consider them as a source of capital finance, or part of it

Additional finance resource, or, when there is an unexpected investment opportunity

You don’t depend on banks as a finance resource, why?

38. What are the important constraints in dealing with banks?
39. Do you (as woman) notice any discrimination against you when dealing with banks?
40. Which of the State departments you think that represents a problem dealing with?

Customs

Taxation

Employment

Municipality

If yes, what is your problem with it?

41. Do you encourage more women to work in private projects?

42. What are your important suggestions to encourage this?

43. What is your opinion about important suitable work fields for women as a private enterprise?

44. What are the fields you think women are able to achieve success, but they do not work in yet, or just
small number of them?

45. Do you get support in your work field as awoman from certain entities, and how?

46. Were you able to benefit from support in your work field?

What type of support do you think you can benefit from?

47. Which type of support do you think will help you work in new or non-traditional work fields?
Please list some of these
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48. Which types of training fields do you think you might benefit from?

Computers

Business administration

Accounting

Others

Did you take part in any?

Yes No

49. Do you think that cooperation with businesswomen is possible?

Possible

Useful

Not possible

50. Do you prefer to work with other businesswomen?

Within the district

Within the city

At country level

Arab cooperation

Regional

International

51. What are the important fields of cooperation you think can achieve positive results for you and other
women?

52. Do you consider the project your own, or as afamily project?

53. What is your family stance towards your project?

Do they prefer to control it and make decisions

Cooperate with you

Neutral

Hostile situation

54. What is your degree of independence in decision-making?

Full independence

Partial

Family makes the important decisions

55. What is the following party’ s stance toward your work?

Relatives

Friends

Social environment

Works environment

56. What major problems of work are you facing now?

57. Are you able to be creative in your work field, and do you have credtive ideas in this field?

58. Do you think you have creative ideas and abilities in other work fields? What prevents you to move
toit?
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59. Are you working on a project, or on a combination of more than one now, and are you planning to
do so in the future?

60. Have you moved from one work field to another? Which was it? Why?

61. Have you abandoned your private project? Why?

Left your work definitely

Moved to another job? Why?

Wishing or planning to go back to private work? When?

Annex 3.2: Questionnaire on women economic activity

1. Name (optional):

2. Age

3. Academic qualification:

4. What is your opinion about women’s work, and their economic independence?

5. What is your opinion about the economic activity of women in private projects?

6. Are you thinking of establishing a private project?

7. Do you prefer your own project than a job with the government?

8. What is the project you are thinking about?

9. What is your specific advantage(s) that makes you fed able to succeed in your project?
10. What do you need in order to get the project started?

11. What is the opinion of your family about this project?

12. Do you prefer to get knowledge that helps you establishing your private project?

13. Do you prefer taking part in sessions, readings, visits or associate with real projects for some time?
14. Do you prefer thisinside, or outside Irag?

15. Do you consider yourself as having personal entrepreneuria qualities which enable you to
administer your project?

16. Do you have an invented idea of private project? Do you think you are able to execute it?
What is your problem(s) that may not enable you in doing so?

1

2.

3.

17. List 5 projects you consider promising and profitable.

gbrwNE
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Annex 3.3 : Questionnaire for women entrepreneurs

Please suggest activity areas in addition to the list below for
businesswomen to engage in:

1. General trading.

2. Trade agencies.

3. Wholesale trade

4. Contractor.

5. Retail trading.

a. Female clothing.

b. Children cothing.

c. Newly-born needs.

d. Children games

e. Librariesand stationary

f. Gifts

g. Artistic goods (ceramic, painting)
6. Educational activities (training, private teaching, computers, etc.)
7. Hairdresser salons.

8. Celebrations commitment.

9. Wedding requirements.

10. Flower and plant shops.

11. Tourist agencies.

12. Clinics, health centres, hospitals.
13. Sonar and x-ray clinics.

14. Laboratories.

15. Pharmacies, drug stores

16. Clinical appliances

17. Dental workshops.

18. Sewing shops.

19. Tricot, embroidering.

20. Legal services.

21. Accounting offices.

22. Kindergartens and nursery schools.
23. Schools for the disabled.

24. Sports (diming, massage)

25. Take away, swests.

26. Restaurants.

27. Ceramic workshops.

28. Sewing factory, Tricot, socks
29. Shampoo factories, perfumes, and cosmetic material.
30. Agricultura projects.

31. Farming.

32. Gardening.

33. Pet shops.

34. Honey.

35. Veterinary clinics.

36. Architecture offices.
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Note on key lexical issues

The new Republic emerging from the implosion of the Socialist Federal Republic of
Yugodavia, declared independence in 1991 under the denomination “Republic of
Macedonia’, but officia protestation by Greece deterred international recognition of the
new country under this denomination. In 1993 a compromise was struck as the UN
recognized the state under the name of ‘the Former Yugodav Republic of Macedonia
(FYROM). By 2005, more than 20 countries recognized the country by its congtitutional
name - the Republic of Macedonia. This study will use the denominations of FY ROM and
Republic of Macedonia (or Macedonia) undifferentiatedly.

The definition of Small to Medium-sized Enterprises (SMEs) is primarily based on
the size of their workforce, and may also be related to their turnover. The workforce and
turnover ceilings characterizing SMEs vary considerably according to the country. For the
purpose of this study, reference will be made to the classification applied in the Republic
of Macedonia. A ‘Small enterprise’, therefore, is an establishment that falls under the
following two characteristics. it employs less than 50 employees for either maximum
monthly turnover of 8,000 Macedonian Dinar (MD) or balance sheet total of 6,000 MD per
month. While there is no official definition of medium:-sized enterprises in the country, the
United Nations Economic Commission for Europe (UNECE) defines small enterprises and
medium enterprises in Central and Eastern European countries as those employing between
1 to 49 workers and 50 to 250 workers respectively. **

1 UNECE: http://www.unece.org/indust/sme/def-cit.htm
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Executive summary

The god of the project was to show how the creation of successful SMEs in which
the partners originate from different ethnic groups (chiefly Slavs and Albanians, but aso
othersincluding Turks and Vlachs) could make a signal contribution to economic progress
and social harmony by demonstrating that stakeholders in successful enterprises become
ipso facto stakeholders in a society at peace with itself. Economic growth, employment
promation and community reconciliation should rightly be considered twin goals for SME
development policies and programmes. The primary aim of the proposed research project
was to ascertain what policies and policy instruments, both national and international,
could be most effective in promoting the sustainable development of inter-ethnic enterprise
partnerships in Macedonia.

This study is grounded on the assertion that SMEs are to be seen as both economic
and social actors of the community-level civil society. The analysis conducted on the basis
of a survey of economicaly successful small to medium-sized multi-ethnic enterprisesin
Macedonia highlights the positive side-effects of these specific types of establishments on
inter-community dialogue and cohesion. Furthermore, the inter-ethnic nature of the
enterprises has been shown to be positive for business operation, chiefly by attracting
customers of different ethnicities. By prospering, inter-ethnic small businesses strengthen
inter-ethnic dialogue and reconciliation, which in turn, benefits to a more investment-prone
and business-friendly context.

Promoting inter-ethnic SMEs is, essentially, promoting the SME sector at large. An
analysis on the basis of the features and limitations of the sample SMEs, and at the light of
further desk research is proposed, to further the efforts of the FYROM in support to this
crucial sector for the economy in terms of growth and employment. Private sector
development and SME sector promotion are thematics that gained considerable
proeminence in contemporary economic agendas (and across the North-South divide).
Such an analysis is compounded, in the case of Macedonia, by the intertwined challenges
of inter-community (and security) crisis, the breakdown of the regiona political and
economic order and the (consequent) transition to the market economy. The anaysis
provided addresses the twin objectives (socia and economic) of SME development at the
light of this complex crisis context.
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1.

Introduction

The research objective of this project was to study inter-ethnic stakeholder enterprises
in Macedonia in the context of the inter-ethnic tensions, the 2001 security crisis in
particular and the trangition to the market economy. Primary challenges facing Macedonia
are the restoration of peaceful inter-ethnic relations, which had deteriorated in the context
of the 2001 crisis and the aftermath of the Balkan crises of the 1990s. The aim isto launch
a programme of economic development enabling and encouraging ethnic minorities to play
afull and equal part, and will be both sustainable and participatory.

Against this backdrop, this study focuses on the case of successful SMEs in which the
partners originate from different ethnic groups (chiefly Slavs and Albanians, but aso
othersincluding Turks and Vlachs). The study looks at the signal contribution to economic
progress and social harmony that these economic, yet also socia actors, can play by
demongtrating that stakeholders in successful enterprises become ipso facto stakeholdersin
a society at peace with itself. The team is aware that inter-ethnic joint enterprises have
existed in the region for many decades, and were even a quite common feature of
Macedonian society while the Ottoman Empire held sway until 1912, when the last
Turkish garrison withdrew from the capital, Skopje. It is aso aware, however, that this
promising tradition, which could serve as a point of departure for a broadly based
programme of policy encouragement for a critically important sector of the economy, is
now at risk of being swept away in a flood of inter-ethnic mistrust. Indeed, in the crisis
aftermath there have been indications that inter-ethnic intolerance and tension obliged
some such joint enterprises to scale down their operation or even to close down. The
investigation will examine whether such initial observations were correct.

While socio-political stability and economic developments are considered as
interrelated goals, the study will start with analyzing the social impact of the enterprises
with regard to the security crisis. First, the effects of inter-ethnic nature of enterprisesin
relation to the crisis will be examined, second, the positive impact of civil society
institutions and broader social and cultural structures on creation and operation of inter-
ethnic enterprises will be attempted.

The second part of the study will deal with economic factors that affect SMEs at
large, and are not necessarily related solely to inter-ethnic enterprises. This includes
broader economic trends in the country and their effects on policies regarding SMEs.
International standards of best practices and relevant experience of SMEs in other
countries will be used. The structural constraints and broader economic environment will
be examined in the context of current practices of the government. Drawing on the data
from this particular research, in combination with more general studies of best practices,
key areas of improvement for governmental and international promotional measures will
be identified, which include primarily greater access to appropriate financing, support of
grassroots initiatives and development of entrepreneuria culture.
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Research methodology

The research team has undertaken a detailed survey of a sample of inter-ethnic joint
enterprises which have been judged successful according to a set of conventional economic
and financia performance criteria. An interview approach based on standard
questionnaires was used with the aim of better seizing the characteristics of joint
enterprises. The regiona Enterprise Support Agency® (ESA) in regions where such
enterprises exist conducted interviews with local firms which agreed to participate in the
project, asking relevant questions regarding the nature of their firm, its business operation
faced with the security crisis and suggestions for the improvement of SME-conducive
policies. This primary data was analyzed in combination with the study of the broader
economic Situation and current governmental policies in order to identify the policy
lessons to be obtained from the experience of governmental and non-governmental
programmes in favour of SMEs.

The primary data used in the following study was collected in 2002, that is in the
immediate aftermath of the inter-ethnic crisis that Macedonia faced in 2001. The analysis
of the data, as well as a desk research on the SME sector and its environment in the
country, were implemented in 2004/2005. This gap between the collection and the analysis
of the data, may pose the methodological difficulty of discussing 2002 findings in the
recent Macedonian context. However, the analysis of the interaction between inter-ethnic
SMES operation and inter-ethnic conflict is still arguably pertinent, to an understanding of
this interaction in the Macedonia context and beyond.

92 ESAs are sdf-financing organizations who sell their services to SMEs, local and national authorities, as well as
international donors.
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2. Context analysis: A profile of the FYROM

2.1. Historical perspective

In 1945, Macedonia became one of the six founding republics of the Yugosav
Socialist Federation, with Jozip Broz Tito as president. Mgor nationaist surges appeared
among the federations congtituent republics following the Y ugodav leaders death in 1980.
Macedonia did not escape the genera trend, as a majority of voters supported
independence in the 1991 referendum, and a new congtitution was enacted in the face of
opposition by ethnic Albanian deputies. The FY ROM was the only fomer republic to have
peacefully gained its independence in 1991 from the Socidist Federd Republic of
Y ugoslavia. Nonetheless latert tensions between the ethnic Albanian community (roughly
one-quarter to one-third of the total population)®® and ethnic Macedonians contained the
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93 Estimates vary- with the official governmental reports often accused by the minorities of ethnic Albanians and
Romato have their numbers downplayed.
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possibility of conflict. In 1992, an unofficiad referendum among ethnic Albanians was
conducted and reflected an overwhelming wish for their own territoria autonomy.
Subsequently, the UN dispatched troops to monitor inter-ethnic tensions. The country
gained UN membership in 1993 under the denomination of the Former Yugoslav Republic
of Macedonia, yet was not initially recognized by Greece, who imposed trade restrictions
until 1995.

2.1.1. The 2001 crisis

In March 1999, Serbian mass expulsions and killings of Kosovo Albanians led them
to exodus into neighbouring countries, primarily into the FYROM. In June, as the Former
Y ugoslavia accepted the proposed peace plan, refugees headed back to their homelands.
However, these events marked a surge in inter-ethnic tensions within Macedonia. Instead,
in the beginning of 2001, tensions and sporadic violence rapidly increased. The National
Liberation Army emerged in the national political scene, demanding equal rights for ethnic
Albanians.

In March 2001 ethnic Albanian guerrillas took up positions in the hills above the
small western Macedonian town of Tetovo. Macedonian police units responded with a
shelling of the houses where they believed the rebels were hiding. The following month,
inter-ethnic violence spread accross a string of villages around the northern Macedonian
town of Kumanovo and later in the village of Aracinovo, near Skopje. In villages
controlled by ethnic abanian guerrillas, houses were confiscated and declared property of
ethnic Albanians. The escaation of fighting and violence in Macedonia reached a climax
on 26 June when the Macedonian government was driven to allow NATO troops to escort
ethnic Albanian guerrillas out of their base in Aracinovo. This caused great unrest among
the civilian population as anti-government and anti-Western rioting broke out in the

capital. **

Asfar as the palitical process, the principal Macedonian parties formed a government
of nationa unity in May of the same year under Prime Minister Ljubco Georgievski. The
Government pledged to address minority grievances and tensions began to ease with the
Western-backed Ohrid peace agreement (13 August 2001) involving greater recognition of
ethnic Albanian rights in exchange for rebd groups promise to hand-over their weaponsto
NATO. The reforms were incorporated as part of the new constitution in November 2001,
recognizing Albanian as an officia language and increasing access for ethnic Albanians to
public sector jobs, such as the police.

As a result of the conflict, by late July 2001 about 170,000 persons, according to
United Nations High Commission for Refugees (UNHCR) estimates, fled their homes and
became displaced within the FY ROM or in neighbouring countries. The UNHCR estimates
6,700 homes were damaged during the crisis.

2.1.2. Recent developments

In the first months of 2004, following the death of President Boris Trajkovski in a
plane crash, Branko Crvenkovski was elected president with Hari Kostov as Prime
Minister. The continuation of ethnic tensions to the present day manifested itself once
again in the June 2004 mass protest against proposals to redraw municipa borders and
give minority Albanians more power in certain areas, such changes being required to
further implementation of the 2001 Ohrid peace agreement. However, in November 2004,

%4 British Helsinki Human Rights Group. Macedoniain Crisis
http://www.bhhrg.ora/CountryReport.asp?Countryl D=15& Reportl D=147& Chapterl D=410& next=next& keyword
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the Referendum on the possible repead of August legidation on loca autonomy for
Albanians failed due to low turnout of voters, leading to Hari Kostov’s resignation.®

In March 2004 Macedonia submitted an application towards joining the EU.

2.2. Demographic and social environment

According to a July 2004 survey, the total population of the Republic of Macedonia
amounts to 2,071,210 individuals.*® 21.5 per cent of the population is under 14 years old,
the 15 to 60 age group lies at 67.8 per cent and 10.7 per cent of the population is 65 and
older. The population growth rate is 0.39 per cent with a net migration rate of -1.45
migrants per 1,000 people.

2.2.1. Ethnicity

The main ethnic affiliations in the FYROM are Macedonian (64.2 per cent), Albanian
(25.2 per cent), Turkish (3.8 per cent), Roma (2.7 per cent), Serb (1.8 per cent) and others
(2.3 per cent). 68 per cent of the population speaks Macedonian and 25 speak Albanian.
Predominant religions are Macedonian Orthodox Catholics (70 per cent), and Muslims (29
per cent).

It should be noted that most non-Macedonian ethnic communities question this data.
A census organized by two Albanian political parties in 1993, found that ethnic Albanians
in Macedonia accounted for 35 per cent of the total population, while the political
representatives of the Turkish and Roma communities claim that their communities
constitute 8 and 10 per cent of the general population respectively.

In the survey conducted for this project, attention has been paid to the representation
of al ethnic groups composing the Macedonian population, including ethnic Macedonians
and Albanians, ethnic Bosnians, Serbs, Montenegrins, Germans, Vlachs, Turks and Roma.

Most ethnic Albanians live in western Macedonia (including Debar, Gostivar, Kicevo,
Resen, Struga and Tetovo) where they represent the numerical mgjority and more than 20
per cent of the population of the capital Skopje is Albanian. In eastern Macedonia, there
are few Albanians, but significant numbers of Roma and Turks.®” The ethnic Albanian
community represents roughly one-quarter to one-third of the population depending on
different data. The core problem of the social division between ethnic groups, particularly
although not exclusively between Macedonians and Albanians, remains the polarization of
opinions between groups on nearly every issue, for example ninority rights. A public
survey carried out by the Institute of Sociological, Political and Legal Research in October
2001 found polarization of opinion between ethnic Macedonians and Albanians on nearly
every issue except EU adherence. By observing the geographical dissemination of ethnic
groups living in the FYROM we can assume there exists a significant risk of geographic
polarization. Thus the key challenge to governments at al levels is to bridge the ethnic
division and encourage people to work constructively together.

% | nformation from http://news.bbc.co.uk/qgo/pr/fr/-/1/hi/world/europe/country profiles/1410364.stm

% The World Factbook, http://www.ciagov/cia/publications/factbook/geos/mk.html

97 'Macedonia: Micro-credit, Poverty and Returning Ethnic Minorities, www.minorityrights.org/Dev/mrg-
dev_title 3
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2.2.2. Poverty

After the break-up of the Yugosav federation, the FY ROM has emerged as a country
with high poverty and unemployment rates. According to the officid poverty line,
approximately 20 per cent of the population is poor and the poor live mainly in rural aress.
This socia group may be related to three categories. the traditional poor (mainly the rural
poor), the new poor (those affected by the transition, mainly non-agricultural households)
and the chronic poor comprising the elderly, the disabled, the aged non-pensioners and
other disadvantaged groups. Poverty characteristics include low level of ownership, large
household size and low access to education, health and socia services. Another
characteristic of poverty is its regiona distribution. The south-western and south-eastern
Poloski and Skopski regions recorded high levels of poverty, while rates in other regions
were below the national average. Living conditions of the poor are badly affected by the
run-down state of the country’s economic services, primarily school, health facilities,
water supplies, sanitation and neighbourhood access roads.

2.2.3. The gender dimension

2.3.

Generdly, women are well represented in public sector activities in urban aress,
reflecting the provisions for gender equality in Article 9 of the Constitution of the FY ROM
which includes a specia provision for protecting mothers® Gender equality is aso
embedded in a number of other laws such as those linked to labour relations, trade unions
and defence. In the public administration, for example, one of every two posts is covered
by a woman.

However, gender disparities are still strong in the private sector and other areas of the
economy. A recent labour survey showed women hired in the private sector accounted for
less than 30 per cent of the total workforce. In rura areas, more women engage in
household activities than their urban counterparts, and are far less represented in
employment in the broader activities of their communities as well asin local governmert.
Another significant feature is that ethnic Albanian and Roma women lag behind their
ethnic Macedonian counterparts in education attainment levels, participation in the labour
market and social activities.

Economic environment

The economy has partly recovered from the steep depression of the 1990s linked to
the break-up of the Former Y ugodlavia, the subsequent conflict and the embargo (including
the Greek blockade in the early 1990s).

Gross Domestic Product (GDP) estimates for 2003 stood at 13.81 hillion US$ and the
GDP growth rate for the same year stood at 2.8 per cent. The composition of GDP per
sector is agriculture- 11.3 per cent, industry- 32.1 per cent and services- 56.6 per cent,
whereas Investment (gross fixed) represented 16.13 per cent of the GDP.° The extremely
high unemployment rate (approx. 32 per cent) is one of the most pressing socio-economic
problems facing Macedonia. Unemployment figures have stagnated over the past decade
due to arecession following the implosion of The Sociaist Federa Rebublic of Yugodavia
in 1991, and atransition process that is yet to reap the full benefits of the market economy.
There is a heavy concentration of unemployment among the Roma, Albanian and Turkish

98

‘Enterprise Development Strategy. Small and MediumSized Enterprises.’, Inter-Development Group,

http://www.iadb.org/sds/doc/759eng. pdf
% For more detailed and comparative data see Annex 4.
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communities, reflecting in part their lower levels of education. Unemployment is aso high
in some predominantly ethnically Macedonian areas following the closure of large textile
factories.

In the break-up of the Yugoslav Federation the FY ROM lost its protected market for
its industrial products, key transport routes, large transfers from the federa government
and foreign currency savings of more than 1.2 hbillion US$. The industrial sector in
Macedonia was to a large extent suited to the needs of the large Former Yugodavia
market, a country with apopulation of 22 million people. Following the dissolution of
Former Yugoslavia and especialy as aresult of the war, the international sanctions against
Former Yugoslavia and the unilateral blockades of Greece towards Macedonia, many of
these enterprises saw themselves forced to stop production. Reviving these enterprises has
been laborious because of the difficulties encountered in reaching external markets,
particularly those of Former Yugodavia

2.3.1. The transition

From 1991 to 1995 the disruption of markets, sources of supply, trade routes and
trangit traffic triggered a brutal contraction of the economy by 36 per cent in real terms.
The downwards trend came to an end in 1996 when GDP registered a 1 per cent increase,
gathering pace therafter, up to an annual 2.8 per cent in 1998. 1999 brought a new externa
shock with the outbreak of the Kosovo crisis and aflow of refugees to the country.

Declining industrial output and stagnating agricultural production were compensated
by a surge in the services and tansportation sectors, associated with NATO military
operations in Kosovo. In 2000 the country’s economy returned to growth; government
revenue registered a substantial surplus for the first time, inflation was held in check and
exports rose by 6 per cent. However, the Government had inherited a weak banking sector,
numerous heavily indebted and lossmaking socialy-owned enterprises, dubious
privatization methods, an extensive 'grey’ economy yielding poor tax revenues and
widespread public distrust of governmental management. Unfortunately, 2001 brought
again an acute security crisis with strongly negative economic effects (uncertainty, armed
clashes in some areas, closure of transit routes and a refugee crisis), thus frightening off
many foreign investors and serioudy undermining exports. Increased governmental
expenditures put a new stain on the fiscal deficit additionally to those caused by reduced
tax revenue due to depressed economic activity. The combining effects of the 1999 and
2001 setbacks have deeply destabilized governmental economic reform programmes.

2.3.2. Recent developments

The key areas requiring reform include fiscal discipline and a baanced budget,
reduced unemployment, alleviation of poverty, industrial restructuring and export
diversification, active attraction of Foreign Direct Investment (FDI), SME development
and further reform and strengthening of the public administration. The Government is
faced with the dilemma of accepting or rejecting the cost of additional job losses as the
inevitable consequences of restructuring or closing down unsustainable State-Owned
Enterprises (SOEs) which no longer have sheltered markets. The problem of slimming
down public administration and trying to hold the line on public sector incomes is aso
present.

Progress has been made in implementing banking sector reforms, with conditions in
the financia sector improving and the central bank taking a more active role in
supervision. The privatization of major banks as part of the banking system reform
(notably of the country’s largest bank, Stopanska banka), brought in exceptional revenue
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of amost 10 per cent of GDP, yet instead of drawing down foreign debt, funding the
pension reform and financing new investment projects, much of the sum was spent on
other objects of expenditures, such as security operations. A treasury system was
established, key legidation was passed to reform labour regulations and aso towards a
new banking law. The regime for private enterprise, foreign investment and creditors
rights has been improved. Such a process in economic reform aong with maintenance of
macroeconomic stability allowed the government to secure a 3year agreement with the
International Monetary Fund (IMF) and the World Bank Second Financial and Enterprise
Sector Adjustment Loan. Yet, a significant agenda of structura reforms remains to be
implemented, with the difficult process of resolution of losssmaking SOEs. Moreover,
while the overal progress in transition has been steady but slow, the pace of structura

reforms has been influenced by political uncertainty and change.

The Government of Macedonia is now committed to a decentralization of its public
administration, part of the Framework Agreement, and has made clear provisions to this
effect in the country's Constitution. The Law on Local Government adopted in January
2002 has a number of important provisions that will impact local government finance and
service ddivery. Significant ingtitutional building will be needed in order for
municipalities to carry out their new functions, such as revenue generation and financial
management as well as in public services management. New independent enterprises find
it very difficult to access adequate support from commercial banks, and alegations of
corruption in the banking system abound. Many of the privatized banks shareholders are
reported to have close links to government officials, while the paucity of Albanians among
the senior management does little to increase the confidence of some Albanians in banks.
Good progress was registered in privatization as the private sector represented 60 per cent
of GDP in 2003. Price and trade liberalization and banking sector supervision standards are
well al(gganced, but the regulatory framework for non-bank financial institutions remains
weak.

190 Py R Macedonia Strategy Overview’, http:/www.ebrd.com/about/strategy/country/mace
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3. Multi-ethnic stakeholder SMEs in the
FYROM: A profile

In this section a profile of economically successful multi-ethnic stakeholder SMEsis
drawn on the basis of the survey of establishments conducted by the project team in
various regions of Macedonia.

3.1. Survey methodology

The SME sample has been established in collaboration with the RIDS, on the basis of
the ethnic origin of their stakeholders and the economic and financia performance of their
establishment. A short questionnare™* was prepared and used within individual interviews
implemented from July to October 2002, one year after the security crisis of 2001. The
survey produced 36 valid interviews of multi-ethnic SME stakeholders.

Respondents were selected to represent al maor ethnic groups residing in the
FYROM. The survey took place in the regions of Skopje, Ohrid, Ohrid-Resen, Gostivar
and Tetovo, selected for the presence of several ethnic communitiesin the territory.

In broad terms, 75 per cent of the respondents were running small enterprises (less
than 50 employees and 50,000 Euro in cepita) and 32 out of the 36 respondents
established their enterprise following Macedonia's independence and the break-up of
Former Yougodaviain 1991. For a detailed presentation of the selected sample, see Annex
3.

The fieldwork, under the overal coordination and direction of the GIIS, was
implemented by the ECPD and the RIDS® under the responsibility of Dr. Dimitar Vlahov
and in cooperation with the ESAs and their field officesin Skopje, Tetovo, Ohrid, Gostivar
and Resen. The ESAs and their local offices followed a standardized approach for data
collection. The identification of multi-ethnic companies in the respective regions was
provided thanks to the kind collaboration of local authorities.

3.2. Profiling of multi-ethnic stakeholder SMEs

Type of product or service (branch of economy)
The enterprises under review fal into the following sectors of industry:

finished textile goods, import-export, oil and batteries, wholesae food products (two
enterprises), wood industry, IT technology and production of application software (two
enterprises), retaill business (four enterprises), production of metal and plastic objects,
textile industry, intellectual services (two enterprises), tourism (three enterprises),
transport, sale of construction material, publishing and consulting, production of building
material (two enterprises), butter industry, leather industry, taxi services (two enterprises).

101 pease confer to Annex 2
192 The Regional Institute for Development Studies (RIDS) of Skopje, and the European Centre for Peace and
Development (ECPD) in Belgrade.
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Source of initial financing: private savings or loans, or bank credits. If the last-
named, was the bank willing to extend micro-finance on acceptable conditions (e.g. Level

of interest rates and period of repayment):

Tablel
Skopje Ohrid Ohrid-Resen Gostivar Tetovo Total
Private savings 4 11 2 9 4 30
Private savings and 1 1 1 1 4
loans
Private savings, loans 2 2

and credits

In the two cases of bank loans, overly high interest rates were mentioned.

In what circumstances did the partners from different ethnic groups meet (e.g.
Youth, sports or cultural clubs, activities, etc.?) and decide to go into business

together:
Table2
Skopje Ohrid Ohrid- Gostivar Tetovo Total
Resen

Family business 1 1 1 2 2
Working together 3 2 1 4 4 14
previously on a project
or some other business
cooperation
Working together abroad 1 1 2 2
Neighbours, friendship, 7 2 5 2 16
studies
Mediated by a foreigner 1 1
Did not know each other 1 1
previously

Has the inter-ethnic character of the enterprise negatively affected its
operations in any way? If yes, please explain:

Table3

Skopje

Ohrid

Ohrid-Resen

Gostivar

Tetovo

Total

Yes - the firms do not
work as well as they
used to before the
crises

1

1

No —in fact, it has very
positive influence
among partners and
clients

12

33

Some think it is
positive, some think it
iS negative
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Have the social tensions experienced over the past eighteen months
adversely affected the operations or performance of the enterprise? If yes, please

explain:
Table4
Skopje Ohrid Ohrid-Resen Gostivar Tetovo Total
Yes - only financial 2 9 3 10 3 27
influence
Yes - financial 1 1
influence and less
confidence among
some clients
No 2 2 1 5
Others 3 3
If applicable, how much of the production or the trade goes to export?
Table5
Skopje Ohrid Ohrid-Resen Gostivar Tetovo Total
Yes 100% 50% 70% 95% 7
60 % 70% 100%
No 4 9 2 7 5 27

What is the annual growth on the productivity from the moment of start-up?

Most of the respondents mentioned growth, one enterprise said the rate of
productivity was constant, while one reported decline. On the rate of growth, the answers
varied from 3 to 225 per cent, with most of the answers remaining between 10 to 70 per
cent.

A space was offered finally for respondents to assert specific comments on the
purpose of the questionnaire.

Some individual answers representative of the total are proposed and synthesised
here. The respondents focused primarily at the accessibility of credit at “reasonable” cost
for the development of their establishment. Basic skill development needs to assist SMEs
in their familiarization with the market economy came as a strong second, in terms of
acquiring greater exposure to international practices and accessing technical support for
marketing, management skills or computer skills.

‘The credits offered at the moment have an unfavourable (too high) interest rate.’

‘Interested in the possibility of credits for this kind of enterprises, as this enterprise is
considering a project for anew industrial object, however lacking the means necessary.’

‘“Would be useful for this kind of firm to get together in some kind of a seminar to share
their experience.’

‘Communication through working together can help inter-ethnic communication in
genera.’

‘Our needs [are mainly related to] favourable credits for technological modernization and
training of experts.
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‘It is important to point out that mixed ethnic composition contributes significantly to
increases in sale, agreater investment capital, etc.’

‘[Our god isto] invest capital in enterprise for the purpose of modernization of objects and
information and other technical support.’

‘Our enterprise could benefit from participation in a seminar on international managing
standards, supply of business literature, computer equipment and additiona help that
would be useful for operations.’
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4.

4.1.

Inter-community crises and the SME sector:
The case of inter-ethnic stakeholder SMEs

An andysis of the survey outputs is provided below on the relationship between SME
operation and inter-community tensions, as illustrated by the 2001 crisisin the FYROM, a
question that continues to threaten the economy and the society of the country within the
still unstable context of the Southern Balkans.

SMEs as social actors

This investigation has been generated from a firm belief, shared between the members
of the project team, that successful SMEs in which business partners are from different
ethnic groups, can make a signal contribution to economic progress and social harmony in
the FYROM (as well as, for that matter, in other comparable contexts of ethnic
problematics), by demonstrating that stakeholders in successful enterprises become ipso
facto stakeholders in a society at peace with itself. Such an assertion belongs, in the first
place, to the domain of symbols and representations. The literature on ethnic conflict has
stressed, to a large extent, the importance of collective symbols and representations in the
escaation of inter-community violence. Multi-ethnic stakeholder enterprises represent a
vivid symbol, integrated within the socia fabric of communities and territories, of the
possibility and benefits of inter-ethnic collaboration and solidarity.

The outputs of the survey shed new light and provide concrete grounding to the issue
of the socia impact of SMEs, and more precisely on the impact on inter-community
relations of successful inter-ethnic stakeholder establishments. At the stakeholder level,
they represent a concrete platform for inter-community dialogue and solidarity by
promoting common activity and shared opportunities between business partners. As
mentioned throughout the questionnaires, and to quote but one respondent, ‘working
together can help inter-ethnic communication in general’. Furthermore, enterprises run by
stakeholders from different ethnic groups appear more likely to employ workers from more
than one ethnicity, further enhancing cooperation through working together. And finally, it
has been reported that multi-stakeholder enterprises succeed in bringing together
customers from different ethnic groups. This is particularly true for the case of retall
services, bars and restaurants. These services consitute, furthermore, a key space for
dialogue within communities to take place.

On the other hand, and as indicated by Table 2, most of the partnersin the enterprises
have met through common civil society institutions, from previous work together, or from
living in the same neighbourhood or town. This suggests that while doing business
together can have an impact on strengthening inter-community cohesion and cooperation,
common schools and other socia platforms (clubs and associations, or smply bars and
other commercial services) play a crucid role for the formation and operation of inter-
ethnic enterprises.
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4.2.

4.3.

The economic resilience of inter-ethnic
stakeholder enterprises

Another key output of the investigation, which runs counter to preconceived idess,
appears to be the resilience of inter-ethnic enterprises in the face of inter-community risng
tensions. The geographic scope of the sample covers regions with overlapping ethnic maps.
The sample is aso representative of regions with a visible presence of the ethnic Albanian
community, which in the light of the crisis in 2001 and the tensions that pit ethnic Albanians
againg the larger society, is particularly pertinent to ng the linkage between community
tension and SME operation. Ethnic stakeholders within these enterprises correspond, to avery
large extent, to the ethnic map of their regions.

Enterprise operations are adversely affected by socia unrest, and particularly in the case
of ethnic tensions that have demonstrated their potential destructive impact in the Balkans.
Investment environment uncertainty and dropping consumer confidence in these contexts
affect enterprise operation negatively. It would be expected that inter-ethnic stakeholder
enterprises would suffer from such a context even more acutely, as they may be the object of
formd or implicit boycotts, or even aggression. The conclusions the survey lead to are quitein
contrast with these expectations. inter-ethnic stakehol dership has proven more of an asset than
a vulnerability in the face of the 2001 inter-community crisis. Indeed, asked in a
draightforward manner whether ‘the inter-ethnic character of the enterprise affected its
operationsin any way’, 33 respondents out of 36 (see Table 3) answered that the inter-ethnic
nature of their establishment has had a positive influence among business partners and clients,
therefore compensating the adverse effects of the security crisis on business operation and
performance (as confirmed by Table 4). This beneficia effect was particularly evident with
the enterprises operating in the services sector, such as in the restaurant and tourism industry.
In the context of the 2001 crisisin Macedonia therefore, inter-ethnic stakeholder SMEs have
proven more resilient to inter-community tensions, than other “mono-ethnic” establishments
of comparable size and sector.

Policy implications

Socia and politica stability and a sustainable economic development are mutually
reinforcing preconditions for each other. By analysing inter-community tensons, and their
potentiad impact on the economic climate, this study finds that SME development, and
particularly, multi-ethnic stekeholder SMEs, are an instrument in promoting socia
sustainability and community reconciliation. This type of SMEs has proven economicaly
more resilient to inter-community tensions; they promote inter-community dialogue by their
own operation and represent by their own existence and success a vivid demonstration of the
merits of dialogue and solidarity over exclusionary tendencies.

SME development as an economic policy objective for the FYROM should therefore be
considered as striking two goals with one stone, alowing to promote key economic objectives
againgt a backdrop of incomplete transition, massve poverty and unemployment, while
promoting didlogue and reconciliation between the numerous ethnic communities (chiefly
between ethnic Albanians and ethnic Macedonians) composing its population, which in turn is
akey element in the sustainability of economic policies in the volatile security context of the
Southern Balkans.

Promoting inter-ethnic stakeholder SMEs in the FYROM can best be done by promoting
the SME sector at large. The following section builds on the SME profiling of Section 2 at the
light of desk research, to outline the key eements of a policy support to the SME sector in the
FYROM, aiming at promoting the socid and economic potentials of SMEs in the contexts of
inter-community tensions and of trangtion to the market economy.
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5.

5.1.

Supporting the SMEs sector in the FYROM:
Generic problematics and contextualized
priority areas

Economic literature and international development agendas have unanimously
recognized the development of the SME sector as a condition for sustainable economic
development, and a ‘backbone and driving force for a sustainable economy’,'*® in the
developed as well as in the developing world. Private sector development, and particularly
the strengthening of the SME sector, now appears prominently in international and national
devel opment strategies as a means to: promote full employment; improve access to income
earning opportunities; increase economic participation of disadvantaged and marginalized
groups, balance regional and loca development; provide suitable goods and services to
local markets; improve job quality, working conditions and access to socia protection. ***

The analysis below builds on an action-oriented interpretation of the field research to
draw broad conclusions as far as the key constraints to be addressed for the development of
the sector.!®® Main directions of an SME policy are proposed, building on the considerable
experience acquired internationally for an upstream effort at consolidating and developing
the sector. Such a discussion is relevant to the promotion of employment-intensive and
sustainable growth for any country in the developped, transition or developing worlds. In
the FYROM, the relevance of such discussion is compounded by the double context of
trangition to the market economy (with the development of the private sector and tackling
of the socia impacts of the transition) and the continuing inter-community instability.

Following an overview of the SME sector in the FYROM, policy recommendations
are proposed on the general policy and regulatory framework, the access to credit, loca-
level initiatives and the issue of the dissemination of entrepreneurial skills and culture.

The development of the SME sector in the FYROM
in the context of the transition to the market
economy

5.1.1. A flourishing private sector

The privatization process in the Republic of Macedonia started in the early 1990s
with the Law on Socid Capita (June 1993), under which 450 (mostly large)
establishments underwent owner-restructuring. In paralel to this voluntarist approach, the
transition has been marked by the development of private enterprise initiatives, with a
dramatic development of the SME sector.

As a result, in 2001 the number of active companies in Macedonia was 34,716,
employing 292,526 people. 98.3 per cent of these companies were small companies (10 to
49 employees), employing 40.8 per cent of the total workforce, and 1.4 per cent were

193 “Promoting Small and MediumSized Enterprises. Final Declaration. OSCE Parliamentary Assembly, May
2003. www.unece.org/indust/sme/bern.pdf
104 Guide to ILO Recommendation No. 189, Job Creation in Small and MediumSized Enterprises, ILO, Geneva,

pp.4to5.

195 This analysis, conducted in 2004/2005 builds here on a profile of the SME sector as emerging from the survey
conducted in 2001. This limitation, linked to the history of this particular study, was mitigated by a recent desk
research that allowed to focus on the pertinent and up-to-date challenges of the sector in 2005.
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medium-sized companies employing 24.8 per cent of the workforce. Only 0.3 per cent of
the active companies were large (over 250 employees), but still employed 34.3 per cent of
the total workforce. The largely nascent feature of the SME sector in the country also
trangpires in the sample considered in our survey, whereby 33 out of 36 enterprises were
founded in the 1990s.

The SME sector accounts for 43 per cent of the nationa revenue.'”® SMEs are
concentrated principally in the trade sector (52 per cent), followed by the mechanized
industry sector (13 per cent), 6 per cent are involved in craft production and 4 per cent in
the tourism industry. The SME sector in the country is characterized by low risk and low
capital-intensive operations. To the eyes of severad commentators, this rapid devel opment
of the sector has yet to be consolidated, as a large number of businesses are barely
surviving and bankruptcy rates remain high as compared to European standards.

5.1.2. Structural challenges

The macro-economic context in the FYROM is marked, to date, by limitations and
congraints typica of trangtion economies. Two features are discussed below as pertinent to
SME sector development.

Firstly, the establishment of a market-oriented system of governanceis still a challenge.
While the body of laws is now largely in place, the negative effects of an inadequately and
poorly implemented legal and regulatory framework still impair the development of formal
private sector activity, and has engendered arise in the informal sector!®” Such arapid and
large growth of the private sector calsfor asolid legd, regulatory and policy framework, that
isimplemented and enforced transparently. Furthermore, policies are often designed without a
clear dtrategy of implementation, with a lack of transparency and with insufficient
coordination between various governmental agencies, a state of affairs that communicates
unclear or contradicting signas to the SME sector.

The financid infrastructure in Macedonia, as in other transition economies, is another
element hindering the development and consolidation of the SME sector. The mgority of
banks Hill experience difficulties in guiding savings toward investment in the private sector,
and especialy towards smal businesses, resulting in high costs for productive loans. The
