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1 Conceptual Background: The BDS Discussion

The Private Sector Promotion (SMEDSEP) Program is implementing an integrated
approach for the development of the private sector in the Philippines with a regional
focus in the Visayas jointly implemented by the Department of Trade and Industry
(DTI), representing Philippine government and the German Technical Cooperation
(GTZ) of the German government. The objective of the Program is that the
framework conditions for private sector development in the Philippines, especially in
the Visayas, are improved.

PSP SMEDSEP Phase 2 started in September 2006 and will run until the end of
August 2009. Currently PSP SMEDSEP Phase 2 has three components, namely (1)
Harmonization of the SMED Plan, (2) Business and Investment Climate (BIC)
Models and (3) Enhancing National Competitiveness. The third component is the
newest addition, joining the other two components at the end of 2007.

The Business Development Services (BDS) is one of the BIC models that the
Program envisions for replication and upscaling. In the results chain, one of the
outputs of the BDS model is that the Department of Trade and Industry (DTI) is
strengthened in its role as Service Market Facilitator and that DTI shifts its role as
direct provider of BDS to facilitator. Given this, there is a need for DTl and other
government agencies to have a clear understanding of the framework of service
market development.

1.1 Conceptual Background: the BDS discussion

In 1995, the Donor Committee on Small Enterprise Development started an initiative
to investigate the established practice of small business promotion
(http://Iwww.bdsknowledge.org). At that stage, donors often implemented technical
assistance projects that supported government run small enterprise development
organizations in developing countries. Evaluations showed that this approach was
not effective. Even worse, the work of the Donor Committee led to the conclusion
that conventional technical assistance interventions were not only ineffective but
actually created some damage. In many countries, small businesses relied on
commercial business providers for many of the services that they needed.
Government-run small enterprise promotion agencies tended to create unfair
competition to those existing commercial providers, and not infrequently crowded
them out entirely, sometimes substituting their services with their own offerings of
inconsistent quality. Ultimately, small businesses often ended up worse off than
before the creation of a government service, as commercial providers disappeared
and the government organization offered services of unreliable quality and
availability, though at no or at a low cost.

The Donor Committee suggested that rather than trying to build the capacity of
government run small enterprise promotion services, donors should help
governments to address and try to strengthen the market for business services. The
objective was to create or strengthen functioning markets where competent
providers of business development services (BDS) compete. The wisdom of the



Donor Committee was condensed into the Guiding Principles for BDS also known as
the Blue Book (Donor Committee 2001, 1). It states

frhe ultimate vision for BDS, on which these Guiding Principles are based, is of a
well functioning market with a diverse array of high quality services that meet the
needs of a large proportion of small enterprises (SEs) at affordable prices. Thus,
these Guiding Principles are based on a private sector led, market economy
framework which reflects

1 a fundamental belief in the principles of a market economy, where the
State has a role in providing an enabling environment, in correcting or
compensating for market failures, and in the provision of public goods, but
not in the direct provision of private goods that can be more efficiently
provided by the market

1 the assumption that the majority of BDS are private goods and are thus
similar in nature to any other service, so market rules apply and

1 the expectation that with appropriate product design, delivery and payment
mechanisms, BDS can be provided on a commercial basis even for the
lowest income segment of the entrepreneurial SE sector.o

The Donor Committee (2001, 1) distinguished two types of BDS, namely
foperationald0 a strdtegitd s er vi ces.

fOperational services are those needed for day-to-day operations, such as
information and communications, management of accounts and tax records,
and compliance with labor laws and other regulations. Strategic services, on
the other hand, are used by the enterprise to address medium and long term
issues in order to improve the performance of the enterprise, its access to
markets and its ability to compete. For example, strategic services can help
the enterprise to identify and service markets, design products, set up
facilities and seek financing. The market for operational services may already
exist, since there is often articulated demand and willingness to pay for these
services. In contrast, markets for strategic services for SEs have largely failed
to develop, and they are the focus of most donor interventions in BDS. 0

The approach suggested by the Donor Committee (2001, 4) is summarized in the
following Figure 1
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The Donor Committee emphasized the importance of BDS market assessments,
where thorough market research was conducted both regarding the supply side and
the demand side. An investigation of the supply side looked at the existing service
providers, their product portfolio, and their business strategies. Based on generic
lists of relevant business services (Figure 2 as adapted from Springfield Centre
documentation) it would identify strong, weak and inexistent segments of the BDS
sector in a given place. An investigation of the demand side would look at the
experience of small enterprises with service providers and their willingness and
competence in dealing with service providers.
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Figure 2 Generic List of Relevant Business Services

Over time, the BDS approach as outlined i
evol ved. For i nstance, a review of GTZ0bs
identified three generations of BDS interventions (Waltring 2006, 4)



1 the first generation that closely followed the Blue Book, focusing at
strengthening the BDS supply and matching supply and demand

1 the second generation that articulated BDS promotion with activities like value
chain promotion or efforts to create an enabling environment, where it was

understood that s embedded® mdanmg asepartoof dthern A

business transactions rather than discrete transactions) and that the
di sti nct i ooperatioratow eaesthtediitdo s er vi c es daohe
reality of business services and

T the third gener atNaking Markets eaMbrkoo np rti mec
introducing market principles into interventions beyond services that aim at
small businesses.

This pattern of evolution reflects learning processes that followed a paradigm shift.
The old paradigm of small enterprise promotion was guided by the principle
AWhat ever tihsserpvriocbel edrel i very by goThemew
paradigm was based on the question: If businesses need certain services to prosper,
and if there is thus a business opportunity for services, why is this business
opportunity not pursued by dynamic entrepreneurs? Or, to use the language of the
Donor Committee: What keeps the market from working properly?

1.2 The Making Markets Work perspective

The latter question is the starting point of the Making Market Systems Work for the
Poor (M4P) approach. M4P has evolved from the BDS discussion. It is part of a
di scus s i on BDSmarkethdewelbpmént terminology is fading in favor of
vocabulary that explains how market development can help the poor benefit from
economic growth. What was understood as BDS markets are increasingly called
business service markets, commercially viable solutions, or support marketso
(Miehlbradt and McVay 2005, 2). M4P shares with BDS the emphasis on market
development, but it has at the same time a wider yet a less clearly defined scope.

The market concept of the M4P literature is summarized in Figure 3 (from the
presentation given by Marshall Bear, November 2005). It distinguishes four factors:

1 the core, for example the market where sellers and buyers interact

2 the supporting functions that are essential for a market to work practically

3 the rules that guide the behavior of market participants

4 the different actors i marketlplayersdo )i.n a

er si mp

I Al e @

me nt i

mar ket



A more complex picture of a market system
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Figure 3 The Market Concept of the M4P Literature

What this figure tries to depict is the fact that the functioning of markets depends on
two sets of factors. Intangible factors (lower semicircle) include formal and informal
rules. Tangible factors (upper semicircle) include infrastructure and other services
such as institutions in the terminology used by institutional economics. Both tangible
and intangible factors are shaped by government, the private sector and its
organizations, the third sector and informal networks (outer circle).

The M4P approach effectively distinguishes three intervention levels (for example
DFID 2005)

1 The micro level, where the focus is creating functioning markets and effective
BDS structures.

2 The meso level, which, though it remains conceptually somewhat nebulous,
consists of paragovernment structures that are funded by external donors and
that substitute defunct or ineffective national government structures in
developing countries.

3 The macro level of generic framework conditions, in particular the legal
framework and the rules and regulations that guide its delivery.

The MA4P literature explicitly addresses different markets 1 not only product markets,
but also, for instance, the labor market or the land market.



The argument of the M4P concept can be summarized in two points

1 Development oriented interventions need to create effective markets, rather
than distorting or substituting them in the way traditional donor and
government interventions often did. This point takes the key insight of the
BDS approach as its point of departure and applies it in a more
comprehensive manner.

1 Priority must be given to those market adjustment activities that have a strong
propoor effect. The M4P approach emphasizes the need for systematic
research in this respect.

The M4P approach is still at an early stage of conceptual development and it is still
searching answers to important conceptual as well as practical issues. One of the
features of the M4P literature is its close connection to the BDS discussion and
literature. Unfortunately, BDS did not really have an understanding of markets that
was firmly rooted in microeconomics concepts. BDS, and especially BDS market
assessments, is informed by market research concepts and techniques, which are
created in places like business schools, rather than market concepts, which are
elaborated in economics faculties. To put it differently, a BDS practitioner would
rather look at the work of a marketing guru like Philip Kotler than at the work of an
economics guru like Joseph Stiglitz.

The MA4P literature also draws on other arenas of discussion, such as rural
development economics which have developed insights into the functioning, and the
frequent dysfunctionalities, of markets (for instance Dorward and Kydd 2005). What
appears to be a really well functioning market in the real world often turns out to be
the opposite once closely scrutinized. For instance, Geertz (1992) has shown that
bazaars are rather dysfunctional markets, where price formation is extremely
intransparent and thus the price mechanism, the best feature the market has to offer,
does not work properly. Dorward and Kydd (2005) point out that atomized
agricultural markets in African locations are creating such high transaction costs that
they are ultimately dysfunctional, too.

What is missing in most of the M4P literature are references to the widely accepted
insight that markets are one out of three forms of coordination, the other two being
hierarchies / organizations and networks / communities. While economics research
has formulated the market / hierarchy / network triads of modes of coordination
(Powell 1990, OECD 1992), social scientists tend to distinguish market, organization
and community (for example Wiesenthal 2000). What is important in both strands of
theorizing is the observation that in the real world it is highly unlikely that any pure
mode of coordination will work. When a market does not work, the adequate answer
is not, in all likelihood, more market but rather more hierarchy / organization, for
instance in the shape of an anti-trust body that dismantles monopolies that have
naturally and spontaneously emerged from market processes.

The market analysis framework that is suggested in the M4P literature (Figure 3)
does not capture this conceptualization in an adequate way. In order to understand
why markets work or, more frequently in poor countries and localities, do not work, it
is essential to look not only at the markets themselves but also at hierarchies /



organizations and at networks / communities. There is no hierarchy between the
three modes of coordination. Since they are ideal types that in a pure form are
unlikely to work, and since in the real world we will usually find mixed forms where
one of the three modes is stronger than the others, we need to understand the
factors that underlie each of them and the interaction between them. Ultimately, this
would require the application of a more comprehensive concept, such as Systemic
Competitiveness (Esser et al 1996). An attempt to adapt ittothe ima ki ng mar ke
systems worko perspective i s -8tamere2005,i1#f). t he f o

~ framework conditions, defining incentives
through laws, institutions and genenc policies

and persistent market fallure
Micro level
The sphere of alio-

caton through markets
heerarchies & notworks

Figure 4 Markets in the Perspective of the Four Levels of Systemic
Competitiveness

This framework addresses the ability of societies to generate structures that are
actually capable of creating functioning markets, something that continues to be an
issue of high importance since the diagnosis that developing countries tend to suffer
from weak states and weak markets (Messner and Meyer-Stamer 1992) is still valid
today.

Since a large part of the M4P literature is rooted in the BDS school of thought that
was guided by market research concepts, it does not provide a systematic treatment
of market failure, such as ubiquitous phenomena that keep real world markets from
operating in the way assumed by simple microeconomics models. The importance of
market failure as an obstacle to development, especially the emergence and growth
of dynamic business sectors, has been pointed out repeatedly by the prestigious
Harvard economist Dani Rodrik (2004) who takes this observation as a starting point
for conceptual considerations on a new type of industrial policy that is guided by
insights on market failure and an effort to make markets work.

What exactly is meant by market failure? The following table gives an overview of
the main types of market failure that stand in the way of the emergence of a
functioning market. There are other types of market failure, sometimes addressed as
failing markets that occur when a market has been operating effectively for some
time and then entered a consolidation stage, where concentration occurs on the
supply and / or demand side and oligopolies or monopolies emerge.
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Table 1 Types of market failure

Types of Example Consequence
Market
Failure
Natural Telecommunications in Customers in rural areas pay much higher
monopoly rural, thinly populated areas  price for telecom services than urban
customers, perhaps have no service at all,
and suffer from delays in accessing
innovative telecom services
External Investment in skills Companies invest less in the skills
effects development development of their staff that would be
desirable from a macro perspective
Indivisibility Size of a container Small producers cannot connect to
(minimum 39 cubic meters) customers because they do not produce
that needs to be filled by enough to fill a container
Supplier
Asymmetric Information about residual Customers do not buy fruit or vegetables if
information toxics and other they suspect that producers have used
contaminants in fruit and more agrochemicals than they admit
vegetables in the absence of
sophisticated and costly
testing equipment
Public goods Availability of sophisticated Producers cannot convince their customers

and costly testing equipment
in a region with
predominantly small
producers

that the level of residual toxics is low and
thus cannot sell their products

Market failure has three main consequences

T

It generates a low level equilibrium. The examples given in the table explain
how market failure issues can reinforce each other and thus keep rural
producers disconnected from markets. Income stays low, investment capacity
is low, there is little if any innovation and upgrading and producers remain
mired in poverty.

It generates suboptimal delivery of critical investment, for instance into skills
development or research and development, thus reinforcing the
competitiveness gap that keeps producers and companies from upgrading so
that they might connect with dynamic markets.

It creates barriers to entry, thus reinforcing monopolies and the high prices
and service delivery shortcomings that come with monopolies.

Any effort to make market systems work must be based on a sound understanding of
market failure (and the economic, political, social and cultural factors underlying it). It
is important to understand that such understanding is generated through research on
markets, not through market research. If and when thorough analyses must be

11



conducted, it needs to investigate the root causes of market failure, since only in this
way is it possible to design scientifically precise interventions that go beyond
fumbling with the symptoms of market failure. It is important to note, though, that
research on real markets can be done along the lines of action research and
participatory methods, which do not have to be a time and money consuming
academic effort. Rapid appraisal techniques to identify market failure are available
and can easily be integrated into concepts like Rapid Economic Assessment (REA).
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2 Small Business and BDS in the Philippines

The Philippines is a middle income country that is located in Southeast Asia, one of
the most dynamic economic regions in the world. However, the competitiveness of
the country has deteriorated in recent years, so that the country has benefited less
from the overall growth dynamism in the region that would have been possible. The
following table compares the performance of the Philippines with other countries in
the region, based on the competitiveness index of the World Economic Forum

(WEF).

Table 2 Performance in the WEF Competitiveness Index

Score Score Rank Rank
2001 2008 2001 2008

Philippines 4.16 4.09 48 71
Malaysia 4.83 5.04 30 21
Thailand 453 4.6 33 34
Vietnam 3.77 4.1 60 70
Total no. of countries in the ranking 71 134

| n t he Wo Ddind BuBirzesskadking, the Philippines fare as follows.

Table 3 Doing Business 2009 Overall Ranking

I Doing Business 2009 Overall Ranking

Bl

Topic Phils. Rank | World's Best (#1) ASEAN's Best

Ease of doing business Singapore (#1) Singapore (#1)
Starting a business 155 New Zealand Singapore (#10)
Dealing with 105 St. Vincent & the Singapore (#5)
construction permits Grenadines
Employing workers 126 United States Singapore (#2)
Brunei (#5)
Registering property 97 Saudi Arabia Thailand (#6)
Getting credit 123 Malaysia Malaysia (#1)
Singapore (#9)
Protecting investors 126 New Zealand Singapore (#2)
Malaysia (#4)
Paying taxes 129 Maldives Singapore (#4)
Trading across borders 58 Singapore Singapore (#1)
Thailand (#10)
Enforcing contracts 114 Hong Kong (China) | Singapore (#14) 2
Closing a business 151 Japan Singapore (#2)

What is the situation in the Philippines regarding small business? The country was
included in the 2006 / 2007 edition of the Global Entrepreneurship Monitor (GEM),

13



the leading international comparative study on business start-ups and small
business. The report found the following (Madarang 2007)

1 At 39.2 percent, the Philippines have the highest ratio of entrepreneurs, who
are self employed individuals and business owners among the economically
active population, among all the countries investigated in the GEM.

1 53 percent of businesses are consumer oriented services, 24 percent are
operating in agriculture, forestry, fishing or mining. 19 percent are active in
manufacturing, construction, transportation or wholesale distribution. 3
percent of businesses provide other business services. The latter is the
second lowest ratio of all countries covered by the GEM.

1 71 percent of business provides products or services that business owners
descri bdne@a8 T4 percent of busi ness
highly competitive markets. 5 percent of businesses display a distinct
competitive advantage based on uniqueness or innovation. 8 percent of
businesses use new technologies.

1 60 percent of businesses have no employees. The average number of
employees among businesses that have been operating for more than 3.5
years is five. 3 percent of those businesses have 20 or more employees.
Among business startups and young enterprises, 0.5 percent expect to
employ 20 or more staff within the next five years.

owner

T 54 percent of al |l b u s imatieased leysnecessitgdothat| as s i f

reflectst he | ack of other i ncome mopvatedrby uni t i

opportunity, 06 whi ch i ncludes factors such
preferred lifestyle and others.

Putting the different data together, one could reach a simple conclusion: The
environment for businesses in general is much less favorable in the Philippines than
in other countries in the region. The unfavorable environments affects small
businesses more than large ones, and as a consequence the small business sector
performs less dynamically than would be necessary to sustain healthy growth of the
economy. The conclusion, then, would be that the main emphasis of efforts to
promote growth of small businesses has to be on the enabling environment.

However, this conclusion would be too simple. Creating an enabling environment is a
necessary yet not sufficient condition for business growth. Successful efforts to
create an enabling environment do not intrinsically address the problem of market
failure that was outlined above. Apart from enabling environment initiatives, small
business development has to take an effort to address market failure and make
markets work. This is a big task, though. Different markets in different localities suffer
from different types of market failure and thus require different types of interventions
to make markets work. The principles of market and market failure are ubiquitous,
their specific incarnations are not. Analyzing market failure and coming up with
practical ways of making markets work involves a serious effort and cannot be done
for all markets and in all places at the same time. Where should one start, then?

14
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2.1 Putting the Philippine reality into perspective

In order to answer this question, let us have another look at the world of small
business. The picture that emerges from the data quoted above is in line with
research on the relationship between the prevalence of SMEs, growth and
competitiveness

1 Research at the World Bank has questioned the impact of SMEs on growth
and poverty alleviation. Beck et al (2003) summarize their results as follows:
fiJsing a sample of 76 countries, we find a strong association between the
importance of SMEs and GDP per capita growth. This relationship, however,
is not robust to controlling for simultaneity bias. Thus, while a large SME
sector is a characteristic of successful economies, the data fail to support the
hypothesis that SMEs exert a causal impact on growth. Furthermore, we find
no evidence that SMEs reduce poverty.o

1 Research on the link between entrepreneurship and growth came to a
similarly disturbing conclusion. Stel et al (2004, 10) analyzed "whether the
acclaimed impact of the Total Entrepreneurial Activity (TEA) rate on economic
growth stands the test of adding competing variables. There is an impact but
not a simple linear one of the TEA rate on GDP growth. We find a significant
non linear effect: the TEA rate has a negative effect for the relatively poor
countries (Argentina, China, Hungary, India, Mexico, Poland and Thailand),
while it has a positive effect for the relatively rich countries. The results show
that entrepreneurship matters. However, the effect of entrepreneurial activity
on growth is not straightforward."

Underlying these findings is a fundamental difference in the role that SMEs play in
industrialized and in developing countries. The following Figure 5 (Altenburg and
Eckhart 2006, 29) compares the profile with respect to producing SMEs as opposed
to SMEs that sell services to final consumers.

TYPICAL INDUSTRIAL ORGANIZATION IN DEVELOPING COUNTRIES
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Figure 5 Profile of Producing SMEs in Developed Countries
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TYPICAL INDUSTRIAL ORGANIZATION IN DEVELOPED COUNTRIES
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Figure 6 Profile of SMEs that Sell Services to Final Consumers in Developed
Countries

Source: Altenburg and Eckhart 2006, 28

Underlying this feature is a number of factors such as

1 the enabling environment (which is the focus of the Doing Business)
perspective

1 the structure of the economy, in particular regarding the structure of markets
(which may be more or less competitive) and the position of powerful
economic groups (Khanna and Yafeh 2007)

T the socioeconomic structure of a society.”

For instance, research on dynamic entrepreneurs in Latin America (OECD 2005, 95)
f ound the tymcal enfrepreneur is a young, highly educated, middle class man.
(...) Half of the entrepreneurs come from homes where the father worked
independently as a businessman, a professional or self employed. (...) Before
beginning their entrepreneurial career, the entrepreneurs most often worked in
another company in a similar sector (supplier or customer) or involved in a line of
business related to that of the company started. The entrepreneurs had experience
in small, medium or | arge firms in rel

One of the perspectives at SMEs in developing countries was informed by the work
of Peruvian economist Hernando de Soto (1989) who argued that the informal sector
could be the seedbed of dynamic, growing enterprises if only government stopped
hobbling it with a myriad of unnecessary and / or clumsy rules and regulations.
Twenty years later, the evidence paints a different picture. It makes little sense to
t a | Khe SME séctor in developing countries.o

Developing countries have a dual structure, consisting of

16
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1 an MSE sector that consists of micro and small enterprises that are
characterized by low productivity, little specialization and little if any growth
potential

1 a usually rather small SME sector of specialized, sophisticated businesses
that operate in a similar way as SMEs in industrialized countries (Figure 5).

The notion that a significant number of MSEs can graduate from the first to the
second group is not based on robust evidence. In fact, recent studies come up with

rat her bl unt st at eme nt Bomithe petspectige ofr eeogpaamic d ,

growth, we should not expect much from the unofficial economy, and its millions of
entrepreneurs, except to hope that it disappears overtimedé ( Por t a and
35).

Looking at the reality of the Philippine economy from this perspective, the conclusion
is that development interventions should prioritize efforts to stimulate structural
change that generates growth in existing high potential sectors, and that facilitates
the emergence of new high growth sectors. An effort that aims at stimulating the
growth of the vast majority of businesses that are micro enterprises with limited
capabilities and no growth perspective, and often no growth intention, is not only
logically inconsistent but also practically doomed.

This does not necessarily mean that MSEs merit no support at all. They play a
crucial role in securing the livelihoods of a large number of people, and making their
life easier should be a priority of government. In order to do that, removing obstacles
and harassment may be more important than active promotion efforts. Regarding
service markets and the Making Markets Work approach, it is important to note that
such enterprises tend to operate in a highly competitive environment where markets
work just fine, and that their demand for business services tends to be intrinsically
limited. They mostly need generic services, and often services that come close to
being public goods (such as generic information, basic skills). It is unlikely that
business service providers will spot major opportunities in this segment.

How about SMEs? Given the very low incidence of business service firms in the
Philippine economy, strengthening the business service sector should be one of the
top priorities. A practical way of implementing this priority exists in the context of
efforts to strengthen high potential subsectors and value chains, as well as in the
context of local and regional economic development (LRED) activities. We will come
to the HOW question below. Before that, let us have a look at what the current status
of BDS promotion looks like.

2.2 The PSP SMEDSEP BDS Approach

HowdoesPSPSMEDSEPG6s BDS approach fit with
The approach involves six steps

1 selection of subsectors
2 analysis of subsectors, identification of sector needs
3 selection of BDS providers

17
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4 signing of Memorandum of Agreement
5 facilitation of market
6 installation of monitoring and evaluation procedure.

This approach is guided by the first generation of the BDS approach, combining it
with elements of the second generation. The focus is at understanding supply and
demand patterns of business services in a given subsector, strengthening selected
BDS providers that can provide prioritized services as well as generating demand
through marketing, awareness raising and related activities. This follows the first
generation model as outlined in the Blue Book. The main difference is the decision to
avoid the very resource intensive market assessments that were suggested in the
Blue Book and that subsequently turned out to have an unfavorable cost i benefit
ratio. With its focus at subsectors, PSP SMEDSEP adopts one of the principles of
second generation BDS interventions. The particular choice of subsectors i tourism,
information technology 7 was guided by a concern to focus at subsectors with a
proven growth potential, rather than the survivalist segment of the economy.

What can the PSP SMEDSEP approach learn from the recent evolution, in particular
the third generation of BDS interventions? There appears to be one issue that can
add value to the PSP SMEDSEP approach, namely an effort to understand the
market system around a given subsector, and in particular understanding market
failure and identifying practical ways to address it.

Let us remind ourselves where the concern with market failure and Making Markets
Work comes from. It has long been acknowledged that widespread market failure is
one of the main obstacles to growth that low and middle income countries are facing.
In the past, developmental activities often tended to favor interventions that
addressed market failure by substituting the market rather than making it work. For
instance, with respect to business services, the efforts of private entrepreneurs were
substituted through the creation of government interventions. Over time, this has led
to an overburdening of government, and rather than alleviating market failure it was
compounded with government failure. This has led to the suggestion that
government should adopt a facilitating role, where it identifies market failure and then
makes a given market work. Once a given market works good enough, government
can phase out its intervention and direct its attention and resources to other
subsectors and other obstacles that stand in the way of economic growth.

What could this mean practically for PSP SMEDSEP? A first step could be a version
2.0 of the BDS Reference Document, adding sections that introduce the concepts of
market system and market failure. This would probably have to be complemented
with an effort to operationalize the concepts for the specific context of the
Philippines. The next step would be the design and rollout of training activities that
target the staff, consultants and facilitators that implement PSP SMEDSEP 0 s
needs to be emphasized that this should include practitioners related to other
PSPSMEDSEP business investment climate (BIC) models, in particular LRED and
value chains. Both approaches can benefit strongly from a robust understanding of
market systems and market failure as well as practical ways of making markets
work. In fact, the introduction of the Making Markets Work approach can be
leveraged as an opportunity to strengthen the synergies between the different
approaches. How can this look practically?
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3 Conclusions for PSP SMEDSEP©OGSs
Summary of the argument

The Terms of Reference emphasized three issues. How can they be addressed in
the light of arguments outlined in this paper?

1 Distinction of the various types of business services (strategic,
operational etc) and the respective differentiation of the role of DTI
within the service market

The distinction between operational and strategic services has been questioned by
BDS practitioners who found that the reality is much more complex. From the
perspective of BDS customers, especially companies that operate in sophisticated
and competitive markets, the question regarding BDS is about their specialization,
differentiation and sophistication. A given service, say logistics, can be an
operational service (in its incarnation as a simple transport operation) or a strategic
service (in its incarnation as a combination of transport, tracking, repackaging, etc).
Alternative categorizations, such as operational vs knowledge intensive services, do
not solve this problem.

From the perspective of DTI, the critical question is probably not about operational vs
strategic services. The GEM data quoted above suggest that the business service
sector in the Philippines is in general underdeveloped, which creates barriers to
growth for other subsectors. For DTI, a critical question is i Wh a t kind
failure limits the emergence of sophisticated business services, and how can we
make this mar keAn effarbto facilithte thet eener@ence of functioning
business service markets should be guided by the needs and bottlenecks
experienced by high potential sectors, not by a decision made without examination
on what kind of services are important.

1 Regionally differentiated needs of the market for business services (in
the light of SMEs as clients, various types of providers: academe,
private consultants, DTI etc)

| would suggest to rephrase this point as follows: At a local and regional level, what
can DTI do to better understand relevant market systems, analyze market failure and
design interventions that make markets work? Again, the issue would not to define
beforehand who has what role to play but rather to be guided by the needs of
businesses, a sober analysis of the market system in which they operate, and the
design of targeted interventions to make markets work. This, then, takes us directly
to the next item
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1 Understanding of how the different BIC models of PSP SMEDSEP rely
on business service providers and what specifically are the sets of
competences required from them in supporting the implementation of
the said models

With the LRED and the Value Chain approach, PSP SMEDSEP is using two
frameworks that can easily be further developed in such a way that they include tools
to analyze market systems and identify market failure. As mentioned above, this
could involve the following steps

1 work on PSP SMEDSEP documents, adding sections that introduce the
concepts of market system and market failure. This would probably have to be
complemented with an effort to operationalize the concepts for the specific
context of the Philippines.

2 conduct pilot activities to test the concept and tools and adjust the method
and documents.

3 design and rollout training activities that target the staff, consultants and
facilitators that implement PSPSMEDSEPO6s wor k.
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ANNEX

Annex 1 Terms of Reference

Private Sector Promotion Program g t Z

German Technical Cooperation

Terms of Reference

Consultancy/Facilitation for the Strategy Workshop on Service Market Development in
the Philippines

Project Number 2006.2036-001
Time: February 2009 (for 2 weeks)
Content

Background / Rationale
Objectives of the Assignment
Scope of Work

Expected Outputs

Budget

arwdE

1. Background / Rationale

The Private Sector Promotion (SMEDSEP) Program is implementing an integrated approach for
the development of the private sector in the Philippines with a regional focus in the Visayas
jointly implemented by the Department of Trade and Industry (DTI)seepng Philippine
government and the German Technical Cooperation (GTZ) of the German government. The
objective of the Program is that frenework conditions for private sector development in the
Philippines, especially in the Visayas, are improved.

PSP SMEDSEP Phase 2 started in September 2006 and will run until the end of August 2009.
Currently PSP SMEDSEP Phase 2 has three components, namely (1) Harmonization of the
SMED Plan, (2) Business and Investment Climate (BIC) Models and (3) Enhancialy Nation
Competitiveness. The third component is the newest addition, joining the other two components
at the end of 2007.

The Business Development Services (BDS) is one of the BIC models that the Program envisions
for replication and upscaling. In the resiitgn, one of the outputs of the BDS model is that

the Department of Trade and Industry (DTI) is strengthened in its role as Service Market
Facilitator and that DTI shifts its role as direct provider of BDS to facilitator. Given this, there is

a need for DI and other government agencies to have a clear understanding of the framework
of service market development.
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2. Objectives of the Assignment

The main objective of the assignment is to conceptualize, design and facilitate the conduct of the
60Strategygp WonkBusiness Service Market Devel
sensitize a broader group of decision makers within DTl and other relevant public and private
entities.

3. Scope of Work
1 Develop a conceptual framework of service market devetdpateclarifies the
following, among others, the:

0 necessary distinction of the various types of business services (strategic,
operational etc) and the respective differentiation of the role of DTI within
the service market

o regionally differentiated miseof the market for business services (in the
light of SMEs as clients, various types of providers: academe, private
consultants, DTI etc)

o understanding of how the different BIC models of PSP/SMEDSEP rely on
business service providers and what spégificakthe sets of competences
required from them in supporting the implementation of the said models

1 Design / Propose a programme (with process flow details) for the planned Strategy
Workshop
Facilitate the conduct of the said Strategy Workshop
Coordinate with the focal GTZ staff Ms Rita Pilarca in preparing for the event
Hold a debriefing session with the GTZ PSP team
Submit a final report on the engagement in general and the conduct of the Strategy
Workshop in particular

= =4 4 A

4. Expected Output
The epected outputs of the consultants are:
1 Strategy Workshop concept, design and programme (process flow)
1 Conceptual framework of service market development that clarifies the issues
mentioned in the AScope of Wor ko
1 Final report to include
o an indication athe relevant capacity development interventions for DTI to
strengthen its role in facilitating the business service market
0 a perspective for DTl on how to strategically define services that it should
provide directly and which services it has to spia tfé market (or other
public providers)
1 recommendations of what has to be done to further capacitate DTI to facilitate
the business service market
1 advise to DTI on what criteria to define which services to provide directly and
which businesses serviespin off to the market (or other public providers)

5. Budget
The consultant shall, in the proposal, submit a detailed budget. Agreements reached on
budget issues shall form part of the contract. Payments shall be administered in accordance
with GTZ poliges and guidelines.

Manila, Philippines

Anja Gomm
Program Manager
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Annex 2 Conference Program

gtz dt

BEPARTHIAT W)

mesopartner

local economic delivery

Strategy Conference on Service Market Development

10:30

12:30

PROGRAM

Opening Ceremony
Inspiration
Philippine National Anthem

Welcome

Opening Remarks

Introduction of the Conference Consultant

Conference Overview

Presentations

Introduction to Service Market Development - Why Service? Why Market?
Discussion

SMEs and Service Market Development: The Status in the Philippines
Discussion

Coffee break

Markets, Market Failure and Making Markets Work
Discussion

Lunch break

The Market and Other Forms of Coordination: Hierarchy, Network
Development interventions: How are they related to

market failure, government failure, and network failure?
Discussion

Introducing the "making markets work” principle into development
interventions: Options for Action

Discussion

Closing ceremony
End of workshop

.”’ Private Sector Promotion Program | www.smedsep.ph

Dr Volker Stelgerwald
Program Monager, GTZ

Hon Merly C Cruz
Undersecretary, RODG, DTI

Mr Joerg Meyer-Stamer
Mesopartner
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Annex 3 Conference Presentations

Annex 3a  Strategy Workshop on Service Market Development: Introduction
and Overview

Strategy Workshop on
Service Market Development:
Introduction and Overview

Jorg Meyer-Stamer

local economic delivery

Partner for the Fulure
Worldwide

www.mesopartner.com 2/2009
What is the purpose of this gtz
conference?

¢ |ntroduce the concept of “Service Market Development”
— discuss the importance of services for development
— present concepts of markets and market systems
— explain market failure and other issues with markets

— discuss the relationship between markets and other
forms of coordination

e Present practical ways of analyzing markets, market
failures, and making markets work

www.mesopartner.com 2/ 15
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What is the background of the gtz
discussion on “service markets”?

e The crucial importance of services for business
development and competitiveness

e The opportunities created through an effort to
strengthen business services (“BDS approach”) rather
than having government provide a variety of services to

businesses.
www.mesopartner.com 3/15

Services, evolution of businesses and g1z
competitiveness: The basic logic

Competitiveness

Capability & Competence

Specialization

www.mesopartner.com 4/ 15

26



Generic business services: gtz
needs, services and providers

Government: Networks (formal For-profit Non-profit sector:
2 National and informal): private sector: Clubs
> Local Family Banks Associations
%  Parastatals Friends Designers NGOs
o Customers Accountants Univ. + colleges
e Business networks Consultants Mutual guaranty
Other suppliers
Firm :
Inspection Pmduc"?" Legal
and testing Technology Raw ma!gnals sorices
Repair and Perspnnel Security Finance
maintenance Business Linkages Markets Accountancy
Technical space Laws + regulations Administration + audit
info Transport Brokering /
Training linking

Consultancy Seeen

Computer services and Website
Courier services

3/7:15

www.mesop artner.com

A simple typology of business gtz
services

advanced
Strategy Integrated Gene
consulting IT solution sequencing
Business PC sale Blood
basic plan advice & service testing
generic specialized
www.mesopartner.com 6/ 15
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Increasing reach & richness of gtz
services

A
S Approach
g » Implement activities that
S f increase the reach and
g ‘o diversity of business services
= o' » Diversification of services
S .5 include specialization, payment
g Increase the reach and diversity of mechanisms, modular
€ Commercial Business Services products, simplification etc.
Z | Through service market development « Publicly provided services
y i concentrate on market
P Public information, linkages, contract
@ | provided negotiation and not provision
services of expert services
—

Richness / Diversity of service products

www.mesopartner.com 7/ 15

gtz

A practical example...

e specialized

e advanced

e differentiated

service in the biotech cluster in the Bay Area (USA)

-> soundclip

www.mesopartner.com 8/ 15
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