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Introduction


In coming up with the measures to strengthen the capabilities of Philippine small and medium enterprises (SMEs) for doing business with EU companies, one needs to look at the overall situation of SMEs in the Philippines to provide the context for these measures.  The landscape covers the policies, support structure and the employement, number, location and type of business.  Identifying the Philippine SMEs and indicating their needs in order to be in a position to do business with EU companies follows.  The characteristics of the entrepreneurs are also important since almost all of the SMEs are run and managed by the owner.  It is obvious that not all Philippine SMEs can qualify to immediately do business with EU companies.  In fact, they will be in different stages of preparedness.  The challenge will be to identify those Philippine SMEs who are most prepared to deal with EU companies and may need the least support.  As resources are made available, one can move to cover the next levels of Philippine SMEs.

 
As these kinds of Philippine SMEs are identified, their needs at the national level and firm level are indicated and analysed.  Solutions at both levels are suggested. Then, more specific concerns relevant to dealing with EU companies are cited.  In the end, the envisioned role for support organizations like the Chamber of Commerce of the Philippines Foundation is identified.




The State of Philippine SMES


The statutory foundation for SME development in the Philippines is set by the Magna Carta for Small Enterprises (Republic Act No. 6977 amended by RA 8289, RA 9178. This law provides the basic policies for SME promotion, indicates the definition of SMEs and directs the institutional framework for the SME promotion system.  Among its provisions are the creation of the SMED Council and the Small Business Guarantee and Finance Corporation; the stipulation of a mandatory lending quota for financial institutions at 6% of their funds for lending to small enterprises and 2% to medium enterprises and the setting up of four guiding principles for SME development – minimum set of rules and simplification of procedures and requirements, encouragement of private sector participation, coordination of government efforts for coherence of objectives and decentralization.  RA 9178 known as the Barangay Micro Business Enterprises Law which amended RA 6977 supports eligible micro-enterprises and the informal sector through incentives for local government registered barangay micro-enterprises, exemptions from income tax, reduction in local taxes, exemptions from payment of minimum wages, financial support from government financial institutions and technology assistance from government agencies.

Special incentives for enterprises, including SMEs, have been made available by legislation to promote business activities.  These include: a.) exemption from corporate income taxes (4-8 years), national and local taxes, duties and taxes on machineries, spare parts, materials and supplies, tax credits for imports and import substitution of capital equipment and for breeding stock and genetic materials under the following laws-RA 7916, RA 7227, Special Economic Zones Act and Clark and Subic Special Economic and Freeport Zone, b.) exemption from value-added tax for certain export industries, excise taxes on locally produced products and lowered taxes on spirits made from indigenous materials (RA 8224, Tax Reform Act), c.) incentives for preferred areas of investments included in the Investment Priorities Plan (E.O. 226, Omnibus Investment Code), d.) incentives for specified locations such as the Registered Economic Zones (RA 7916), Less Developed Areas (RA 7844),  and those granted by local government units under the Local Government Code, e.) incentives for investors for tax and duty exemptions, loan assistance and technical support for starting-up and improved SME technologies (RA 7459, Investors and Invention Incentives Act).

The institutional framework is in place at the national and local levels.  At the national level, the SMED Council formulates SME promotion policies and provides guidance on implementing SME programs.  It is a multi-agency group of 8 representatives concerned government agencies and 4 representatives from the private sector.  The government agencies represented are: the National Economic Development Authority, Departments of Trade and Industry, Labor and Employment, Science and Technology, Agriculture, Environment and Natural Resources, the Small Business Guarantee and Finance Corporation (SBGFC) and the Monetary Board of the Bangko Sentral ng Pilipinas (Central Bank).  The private sector members represent the country’s three major geographic areas of Luzon, Visayas and Mindanao and the private banking sector.  The Secretary of the Department of Trade and Industry (DTI) is the chairperson of the SMED Council and DTI’s Bureau of Small and Medium Enterprises Development (BSMED) serves as secretariat.

The Department of Trade and Industry is responsible for developing and regulating business enterprises (other government agencies are involved in specific cases i.e. Securities and Exchange Commission, local governments, etc.).  There is an SME core group at DTI which coordinates all SME services.  This group is composed of the BSMED (initiates and coordinates specific SME policies, programs and projects), the SBGFC (financing services), the Philippine Trade Training Center (development and implementation of SME training and learning activities), the Product Development and Design Center of the Philippines (product development initiatives and design programs) and the Cottage Industry Technology Center (technologies).

At the local level, the regional and provincial offices of DTI provide services to SMEs.  Other government line agencies also implement programs catering to SMEs.  These are the Department of Science and Technology, Department of Labor and Employment, Department of Agriculture, Department of Environment and Natural Resources, the Department of Interior and Local Government and the local government units.  SME private sector entities consist of the chambers of commerce, professional organizations, business sector organizations, and various associations of micro, small and medium enterprises, cooperatives and other non-governmental organizations.

Philippine SMEs are categorized based on assets (excluding land) and number of employees.  In January 2003, the SMED Council defined the SME sector as follows- micro (3 million pesos or less in assets and up to 9 employees), small (not exceeding 15 million pesos in assets and up to 99 employees) and medium (not exceeding 100 million pesos in assets and up to 199 employees. Note: U$ 1=P 44.35 as of June 17.  The definition does not consider industry classification.

Based on the 2006 List of Establishments from the Industry and Trade Statistics Department of the National Statistics Office (Attachment A), Philippine SMEs comprises 7.6% of total establishments in the country but account for 33.2% of employment.  They are located mostly in the National Capital Region (25, 347), Calabarzon (7,319), Central Luzon (5,338), Central Visayas (4,156) and Western Visayas (3,213).  The SMEs are mainly engaged in Whole and Retail Trade (373,721), Manufacturing (105,083) and Hotels and Restaurants (97,936).
Understanding the Filipino Entrepreneur

Since most if not all Philippine SMEs revolve around the owner/entrepreneur, it is important to get a sense his/her capabilities for and perceptions of business.  The participation of the Philippines in the 2006 study of the Global Entrepreneurship Monitor (GEM) Research Consortium through the Philippine Center for Entrepreneurship provides current information.  Unlike past studies on Philippine entrepreneurship, it is based on a population-based survey of 2,000 adult Filipinos nationwide supplemented by interviews with 49 experts and professionals.  The respondents aged 18 to 64 determined through multi-stage random sampling from both urban (47.3%) and rural (52.7%) areas across the country’s five major regions, namely, Metro Manila, North Luzon, South Luzon, Visayas and Mindanao were subjected to structured face-to-face interviews.


Significant findings are as follows.  Four out of 10 adult Filipinos are engaged in business, which approximates around 19 million (30.2%) of the whole country population.  About half of them (20.44%) comprise the country’s total early-stage entrepreneurial activity (TEA) meaning the percentage of individuals who are either a nascent (those who have taken some action toward creating a new business in the past year) or new business owner (those who own, at least in part, and manage a new business that have paid wages or salaries for more than three months but less than 42 months).  The remaining 19.7% or about 9.5 million comprise the country’s established businesses. Regionally, North Luzon has the highest level (53%) of business participation rates, while Metro Manila has the lowest (30%).  Mindanao has the highest TEA level at 73% while North Luzon has the lowest at 40%.  Most of the businesses (53.3%) are skewed towards consumer-oriented industries with a significant portion (35%) of established business remains extractive.

Many businesses remain small in scale and are motivated by necessity (54%) compared to 37% of opportunity motivations.  Many businesses face high competition (75%), lack novelty (71%), new technology (67%), and have high growth potential for employment (63% not employing) and for export (77% not exporting). Low employment rates of existing businesses and low expected employment in the next five years reflect the country’s lack of high-growth and high-expectation business.  Despite these problems, only 8 out of 100 Filipinos (8.22%) have discontinued a business in the past 12 months.  The major reasons for closure were financial (42%) and personal reasons (29%).

Start-up capital is also quite low with about half (48%) putting up only P10, 000 or less.  Only 34% of the business owners have had dealings with a bank either through deposits and/or loans, and the use of overseas remittances in business financing is little.  Only 17% of those who receive remittances use them to help finance the business.  There is a dearth of “business angels” as only 1% of the whole population can be classified as non-owner investors.  Their average investment is also small in amount (only P12, 000) and majority of them (5.3%) are relatives of their beneficiaries.

Professionals and entrepreneurs interviewed regard financing as the most lingering factor in the entrepreneurial environment and cited the lack of financial resources and access to institutional credit as main reasons.  They also expressed the foremost need to improve formal and informal education and training towards entrepreneurship and the improvement of technological infrastructure, research and development.   Most of non-business owners (70%) believe they are well-equipped with the knowledge and skills needed to start a business but risk aversion gets in the way.  Many of them (41%) cited fear of failure as a significant limiting factor to starting a business. 

These findings are significant in coming up with the types and manner of business relationships that could be developed between Philippine SMEs and EU companies.

Philippine SMEs: Ripe for Doing Business with EU Companies



In order to ensure the greater chances of success for the business relationship of EU companies and Philippine SMEs, it is important to identify the group of SMEs that are most prepared for doing business with EU companies.  The first group would be those export oriented Philippine SMEs who would want to enter or expand their export markets in EU. They would be interested in forging relationships with European companies who could distribute their products or in some cases, establish a joint venture with European companies in order to take advantage of incentives provided for EU based companies.  The second group would be domestic oriented Philippine SMEs looking for technology, systems, etc. to improve their competitiveness, searching for new product lines or needing financial and marketing assistance.  There could also be Philippine SMEs ready to venture into the European market with the assistance of a European partner.


 Philippine export oriented SMEs that have good potential for doing business for European Companies could be drawn from the list of Filipino exporters who have received the Golden Shell Award for “excellence in exports”.  More than 108 Filipino exporters have passed rigid criteria that include design excellence, production efficiency, total quality management, and strategic marketing practices.  A second potential group would be the more than 100 participants in the MPEX program of the Technology Application and Promotion Institute of the Department of Science and Technology and the University of the Philippines which focused on improving the productivity of exported oriented small and medium enterprises.  The third set would be exported oriented SMEs that have undergone training in the Philippine Trade Training Center (PTTC) on export management (how’s of exporting including costing and pricing, product design and development, negotiating with foreign buyers, packaging and labelling as well as product testing and inspection, quality management and exhibition management); that have availed of the product specialist assistance program of the Product Development and Design Center of the Philippines which deploys Filipino and foreign product experts to provide technical guidance in the design and quality upgrading of SME products for the world market; and the more than 500 Philippine SMEs which regularly join the Manila F.A.M.E. shows of the Center for International Trade Expositions and Mission.  A fourth group would be the Filipino members of the various foreign chambers and regional chambers in the country, whose membership indicate their openness to reaching out to foreign markets and partners.  The last and special group are those already doing business with European companies as culled from the list available in the EU commission offices and EU member embassies.
Domestic Market Philippine SMEs being greater in number than the exported oriented ones need to be narrowed down into the type of enterprises that EU companies would be interested in.  Given this input, a list can be drawn from the members of the sector chambers, i.e. Information technology, food processing, automotive and electronics, chemicals, services, etc.  Another list could come from the Bureau of Domestic Trade, Planters Development Bank (the leading private bank for SME lending) and the Bureau of Small and Medium Business Development who will be asked to identify those Philippines SMEs in need of EU technology for Business Improvement, Philippine SMEs looking for new product lines and Philippines SMEs in need of EU business partners (finance and marketing). 

The final list would depend on interviews with the companies to indicate the specific needs of each and the kind of business relationship most appropriate with an EU company as well as to gauge the level of preparedness to do business with EU companies.
  
Potential Types of Business Relationships


Among the types of business relationships possible are Philippine SMEs to be sub-contractors of EU companies in the Philippines or abroad.  Another would be for EU companies to set up common service facilities or technology for SME industry groups and associations and then purchase their products for exports.  Since financing is a major concern, EU companies can utilise their financial strength to guarantee loans to their Philippine SME partners or set up an equity fund for Philippine SMEs.  The funding will be used to acquire technologies, the know-how in terms of patents, franchises or training or equipment to increase productivity.  Some technologies that are suitable for the Philippine SMEs are in relevant farm equipment, alternative sources of fuel or energy and technologies for feeds, vegetable growing and tree farming.

EU companies can take advantage of the almost 90 million Philippine consumers by tying up with Philippine SMEs with established retail distribution especially in the food services and information technology sectors.  EU companies can act as consolidator for Philippine SMEs exporters whose production volumes are too small individually to make a difference.  EU companies can link up with high value, high price Philippine SMEs with boutiques for high end products to be sold in the urban centers of the country.

Facilitative Environment for Philippine SMEs for Doing Business Globally

For Philippine SMEs to do business globally, the support of government as well as the transformation of the mindset of the Philippine SME entrepreneurs is necessary.    On the national level, the following observations are worthwhile considering: a) the establishment of an environment of stable, macro-economic growth where enterprises regardless of size will thrive; b) a liberalized trade environment characterized by decreasing tariff and non-tariff barriers that has proven to generally work in favour of SMEs; c) increased access to financing; d) more investments in human and physical capital; and e) a number of collective support systems designed to reduce transaction costs associated with various activities, including business and production networks.  One specific measure would be for government to facilitate and develop the infrastructure for the acceleration of standardization and internalization of quality improvement among SMEs.

Other support programs are a) dissemination of information on foreign markets; b) aggressive export promotion campaign abroad; c) incentives for product design development, especially those utilizing local materials; and d) reduction of the bureaucratic red tape in providing vital government services to SMEs.  


Within the SMEs, the owners and staff must undertake activities for themselves to be prepared for doing business globally.  These activities relate to a number of critical aspects internal and external to business operations i.e. the environmental imperatives, standardization, quality, technology, productivity, e-commerce and human resources.


Consumers are now concerned about the environment and input this into their buying decisions.  SMEs, long reputed to be slow in complying with environmental prescriptions, are now expected to do business with an environmental mindset.  This implies adoption of new and cleaner technologies and keeping abreast with information on environmental concerns.  Philippine SMEs can take advantage of Private Sector Participation in Managing the Environment (PRIME) project sponsored by the United Nations Development Program and implemented by the Department of Trade and Industry and the Department of Environment and Natural Resources. Its four modules strengthen the private sector as mobilizers of resources for the environment.  Module 1 encourages industry associations to adopt individual industry environmental charters and action plans.  Module 2 promotes a new, environmentally aware business strategy within industrial estates using the principle of “closing the production loop”.  Module 3 introduces SMES to the possibility of implementing Environmental Management Systems (EMS) in their respective companies. Module 4 encourages investments in environmental services and products.  Philippine SMEs can also avail of loans specifically for environmental projects from the Development Bank of the Philippines.
           
To do business with foreign companies, firstly, Philippine SMEs need to have the comparable and superior product and quality processes aligned and harmonized with the standard nomenclature and tools of international trade. The ability to provide products and services which are consistent, reliable, and surpassing required product and service standards will determine the success of Philippine SMEs in doing business in the global arena. The Philippine SMes should assure that customer needs and requirements are fully understood and translated into the correct product specifications and standards.  The most important product attributes must be translated into measurable characteristics that include the physical attributes as wall as those of functionality, performance, usability, aesthetics, durability, reliability, serviceability, and perceived quality.  Secondly, Philippine SMEs should align with international quality standards like the ISO 9000 series, which is considered the most popular quality system standard around the world. It has won international acceptance and credibility and is accepted in more than 150 countries.  Thirdly, Philippine SMEs need to undertake continuous benchmarking of organizational excellence models.  These models are TQM-based business models developed and successfully implemented by other industries around the world.  These models are non-prescriptive and allow freedom on modes of implementation.  The most popular is the Criteria for Performance Excellence Award (a.k.a. The Malcolm Baldridge Award Criteria) of the USA started in 1987.  In the Philippines, the Philippine Quality Awards is patterned after this.

Consistent with the need to improve quality, Philippine SMEs should pay attention to raw material sourcing; plant size, location and layout; plant equipment; quality testing facilities; storage facilities; packaging materials; and constant updating on information about quality.  
    
In technology, Philippine SMEs need to build up their capability to choose, utilize, and develop technology.  Smes need to link up with the appropriate government and large industries for information and assistance.


In actualizing productivity for Philippine SMEs, seven basic imperatives are needed: 1) competitive and continuous improvement mindset of entrepreneurs,  2) quality and productivity work culture, 3) world-class technologies for efficiency, 4) benchmarking of the best-in-class performances and practices in the industry and the world, 5) innovation and agility, 6) partnership and 7) use of information technologies.


Philippine SMEs need to fully utilize the gains, opportunities and potentials of e-commerce.  The changing environment provides SMEs exposure to unlimited markets as the traditional geographical and time constraints are effectively removed by e-commerce.  It also lowers transaction costs associated with negotiation, advertising, delivery, and payments to enterprises. A better understanding of the costs and benefits of e-competency and engaging in dynamic learning by drawing form experience of other parts of the world would lead Philippine SMEs to embrace e-commerce.


In human resources, Philippine SMEs must deal with two recurring human resources problems: family-related difficulties and excessive labor turnover.  Being mostly family run, the line between personal and business transactions in SMEs becomes blurred leading to problems, like funds diversion.  There is need to delineate more clearly the role and tasks of each officer and employee in the firm.  Pirating of good workers by other firms and the workers’ perceived “lack of loyalty” can be handled by such HRD intervention measures as developing a career path for the employees, inculcating the vision and shared values of the company through training and better supervision, giving deserving employees tenure and evolving a just compensation and reward system, particularly for those with highly-developed skills.
Preparing Philippine SMEs for Doing Business with EU Companies

In order for Philippine SMEs to be able to do good business with EU companies, these companies must be familiar with the business practices in EU.  More modern Philippine SMEs should have track records which would put them in a more or less equal negotiating position as their counterpart EU companies.  Their processes and products should meet the EU standards.  A working knowledge of the EU market and the skills in market and financial negotiations is necessary.  The revision of the business plan to incorporate the EU business dealings as an integral part of the total holistic vision for the enterprise is important.
The role of the Chamber of Commerce of the Philippines foundation is be the advocate for a Philippine Business Environment Conducive for Philippine SMEs in doing business with EU companies.  The Chamber will provide information on the EU market through seminars and resource persons. In addition, the Chamber will conduct training on negotiation skills and business planning.  It will facilitate business matching and provide business mentors from its trustees and members who have deep experience in business and international trade.
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