UNITED NATIONS ECONOMIC COMMISSION FOR EUROPE

Compendrum of

Good Practices in Promoting
- 7 v' Wledge—based
) elopment

" (}‘q i’,
\, \-/



United Nations Economic Commission for Europe

COMPENDIUM
OF
GOOD PRACTICES
IN
PROMOTING
KNOWLEDGE-BASED
DEVELOPMENT

UNITED NATIONS
New York and Geneva, 2008



NOTE

The designations employed and the presentatioheofrtaterial in this publication do not imply
the expression of any opinion whatsoever on thé giathe Secretariat of the United Nations
concerning the legal status of any country, temwyitacity or area, or of its authorities, or
concerning the delimitation of its frontiers or Inolaries.

ECE/CECI/5

copyright © United Nations, 2008

All right reserved
Printed at United Nations, Geneva (Switzerland)

UNITED NATIONS
PUBLICATIONS

SalesNo. 08.1.E.17

ISBN: 978-92-1-116994-2




FOREWORD

The 2f' century is marked by the dominance of the interédi processes of globalization and
knowledge-based development. The world econonmpve predominantly knowledge-driven in

the sense that the production, distribution, arelafsknowledge are the main drivers of growth,
wealth creation and employment. Thanks to the mcks of information and communication
technologies, the production, distribution, and weknowledge have also become global
phenomena. The emergence of global knowledge-basdad chains as the key drivers of global
economic growth is both a challenge and an oppitytéor businesses and countries, for national
and international policymakers.

The UNECE has an important international role innpoting knowledge-based development.
The mission of its Subprogramme on Economic Codimeraand Integration is to promote a
policy, financial and regulatory environment conigecto economic growth, knowledge-based
development and higher competitiveness of countaied businesses in the UNECE region.
Through its intergovernmental subsidiary bodies exyert networks, the UNECE is facilitating
a policy dialogue leading to policy-oriented norimatwork in support of knowledge-based
development in a number of important policy areas.

This Compendium of Good Practices presents some of the outcomes of the work intfregnatic
areas of the UNECE Subprogramme on Economic Cobperand Integration, namely:
“Innovation and competitiveness policies”, “Entrepeurship and enterprise development”,
“Financing innovative development”, “Commercialipat and protection of intellectual property”
and “Public-private partnerships”. The Synopse&obd Practices presented in this publication
are the results of extensive multi-stakeholdergyotlialogue with the active participation of the
collaborating expert networks that contribute asfivto the implementation of UNECE
programme of work. The Synopses of Good Practiepsrted here have been discussed and
endorsed by the UNECE Committee on Economic Cotiperand Integration.

The UNECE region includes countries at very différeevels of economic development. In
accordance with the mandate of the SubprogrammEconomic Cooperation and Integration,
the Compendium of Good Practices is mostly oriented towards policymakers in thechatg-up
UNECE economies. Nevertheless, the synthetic ptasen of good practices in promoting
knowledge-based development may be of interest bvoader public in the whole UNECE
region. | therefore hope that this publicationl\w# useful for all stakeholders and practitioners
dealing with the challenges of the knowledge-basmhomy in the era of globalization.

i

Marek Belka
Executive Secretary
United Nations Economic Commission for Europe
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EXECUTIVE SUMMARY

The UNECE Subprogramme on Economic Cooperationl@egration was established with the
main objective to promote a policy, financial aedulatory environment conducive to economic
growth, knowledge-based development and higher etitygness of countries and businesses in
the UNECE region. To this extent the Subprograndess with dissemination and application
of relevant experience gained, lessons learnedasidpractices among member States.

Its programme of work covers five main thematicagrenamely:

» Creating a supportive environment for innovativeredlepment and knowledge-based
competitiveness;

* Promoting an enabling environment for entreprerfeprand the development of small
and medium enterprises;

* Promoting an enabling environment for efficientaficial intermediation in support of
innovative development;

» Facilitating the effective regulatory protection aftellectual property rights and
strengthening their role in innovative developmenigl

* Promoting best practice in efficient public-privgi@tnerships.

This Compendium of Good Practices presents some of the main policy-oriented outcoofi¢be
work under this Subprogramme in 2007. These pitsdace in the form of “soft” regulatory
norms, recommendations and guidelines, which peowsgnthesized expert knowledge and
guidance that may be of use to policymakers dealitly various aspects of the knowledge-based
economy. The Synopses of Good Practices presémtids publication are the results of the
joint effort of the UNECE secretariat and the braagert networks that collaborate in the
implementation of the UNECE programme of work. the process of the cooperative work,
these documents have been subject to a broad sisocuand peer review by this expert
community.

The Synopses of Good Practices have been endoystte UNECE Committee on Economic

Cooperation and Integration, the intergovernmebiadly that oversees the work under this
Subprogramme. At its session held on 5-7 Decer@dbéi7, the Committee invited UNECE

member States to disseminate policy recommendatidrsxpert meetings as well as major
findings of synopses of good practices and othdécyeaelevant documents prepared under the
thematic areas in their countries and use therein policy- and decision-making process.
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l. SYNOPSIS OF GOOD PRACTICES IN FACILITATING
THE GENERATION AND DIFFUSION
OF INNOVATION

A. INTRODUCTION

In accordance with the Programme of Work of the EECommittee on Economic Cooperation
and Integration (CECI) for 2007-2008 in the focusaa“Creating a supportive environment for
innovative development and knowledge-based connstiess” and the conclusions of the first
meeting of the Team of Specialists on Innovatiod @ompetitiveness Policies (TOS-ICP) held
in Geneva on 8-9 March 2007, the Team agreed dmplementation plan for its main outputs
in 2007:

e« Comparative Review on “Creating a conducive envitent for higher
competitiveness and effective national innovatigstams. Lessons learned from the
experiences of UNECE countries”.

« Synopsis of good practices in facilitating the gatien and diffusion of innovation.

The Comparative Review was compiled on the basigotity documents and other materials
submitted to the UNECE by members of the TOS-IC® wall as other publicly available
documents and materials. The full text of the Carapve Review is available on the CECI
website (http://www.unece.org/cecand will be published as an official UNECE puhbtion.

This Synopsis largely draws on the findings of fiemparative Review with the aim of
providing policy-relevant conclusions on good pi@eg in creating a supportive environment for
innovative development and knowledge-based conngigss in the UNECE region. In view of
the nature of the document, the Synopsis only pes/ia summary of these practices and the
related country experiences. More detailed infaromacan be found in the Comparative Review.

The UNECE region includes countries at very différevels of their innovative capability. In
accordance with the CECI mandate, this Synopsisostly focused on the catching-up UNECE
economies Nevertheless, it has a broader focus on tramsratlearning, that is to say the
transfer of good experiences and best practicesathe whole UNECE region. It thus aims to
facilitate further this process and contribute moiraproved level of policymaking in policies for
promoting technology and technology-based catchmg

! Throughout this publication, the term “catching-egonomies” is used to define the group of ten Mawmber
States of the European Union (Bulgaria, Czech RiéguBstonia, Hungary, Latvia, Lithuania, PolandyrRania,
Slovakia, Slovenia), the countries of South-Eastopea (Albania, Bosnia and Herzegovina, Croatia, tdoagro,
Serbia and the former Yugoslav Republic of Macedpas well as the countries of Eastern EuropeCugcasus,
and Central Asia (Armenia, Azerbaijan, Belarus, @&g Kazakhstan, Kyrgyzstan, Republic of MoldofRassian
Federation, Tajikistan, Turkmenistan, Ukraine armbé&kistan).
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B. THE RATIONALE FOR POLICY INTERVENTION

The traditional arguments for public support toegesh policy are those of “market failure” or

“public goods”. The rationale for public interveat in innovation policy is wider as innovation

has strong public and private elements. As innomas a systemic activity rather than one just
confined to an individual firm, this raises the gibdity of network or system failures. The

policy rationales thus include possible failuresinstitutions like universities, patent offices,

financial systems and other public and private ésdi

The rationale for policy intervention as well ag ilmportance of the related policies have been
changing and growing with the evolution and growsaghistication of the innovation processes
in the modern, globalized economy. Modern innmragmerges from a continuous interaction
between firms, their suppliers and buyers and eateactors like universities or research and
development (R&D) organizations. Firms are nolatax in their innovation activities but rather
perform them in networks; these activities are lyiglependent on the external environment at
the sectoral, regional and national levels. Thenténational innovation system” (NIS)
characterizes the systemic interdependencies wighigiven country, which influence the
processes of generation and diffusion of innovaitotihat economy.

The interactive nature of the modern innovationcpss requires the widespread use of systemic
instruments that target simultaneously differentnponents of the NIS. These systemic
instruments address newly emerging functions inagarg the innovation process such as the
management of interfaces; construction and orgagizhe innovation systems; providing a
platform for learning and experimenting; providiag infrastructure for strategic intelligence;
stimulating demand articulation, strategy and visilevelopment. The implementation of such
instruments requires a considerable degree of gmirdn among agents and hence calls for
public intervention.

Another key rationale for policy intervention topgort innovation, especially in the catching-up
UNECE economies, is that their national innovatsystems exhibit some common structural
weaknesses. Among the most important weaknesséseaf@alowing:

* Innovation activity is restricted to a few largenaestic enterprises which invest
comparatively high shares of their revenue intmuation.

« Small and medium-sized enterprises (SMEs) are thakest part of the national
innovation system as demonstrated by a very srhatkesof innovative SMEs.

» Foreign firms are investing comparatively more &ORand innovation than domestic
firms.

* There are very weak linkages between domestic largk small firms, and weak
horizontal links between firms dominated by foreigirect investment (FDI)
and domestic firms.
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Successful catching up requires both the adoptibrexssting technologies in established
industries, and innovation proper. Building the gmital for high and sustained long-term
economic growth in the catching-up economies chilsactions to reduce these structural
weaknesses in order to establish the basis fontdoy-based growth.

A lesson learned from national experiences isitiraivation policy per se cannot compensate for
failures of poor business environment and poorstment climate. There should be a balance
between the background conditions that ensure tivkimg of competitive market mechanisms
and specific activities which fall within the scopkinnovation policy. Innovation policy will be
effective only if it can rely on a favourable inw@ent climate and a market-friendly business
environment.

Innovation policy is not a quick fix to be employetthin electoral cycles. To be successful, it
requires a long-term view and broad consensus ridwsstakeholders. As demonstrated by the
experiences of both the developed and the catampngNECE economies, this policy is easier to
establish in periods of growth rather than recessidowever, this also reduces pressure for its
development and effectiveness.

C. GOOD PRACTICES IN INNOVATION AND
COMPETITIVENESS POLICIES

The traditional innovation policy was primarily ented towards R&D, that is to say, the supply
side of innovation. A current mainstream is theos®el generation of innovation policy which is
oriented towards systems and clusters. The enteriiind generation of innovation policy
assumes that there is a potential for innovationchvis embedded in other sectors or policy
domains. This potential can be realized by ensuromgss-sectoral optimization of the
components of various sectors’ innovation poliaptigh coordination and integration.

Good practices in innovation and competitivenescips can be defined as those public

interventions or policy measures that enhance gyeeand weak links in the innovation system.

Among the most important targets is the horizootdlerence of different policies which ensures
that individual, or sectoral, policies build on kaxther and minimize inconsistencies in the case
of possibly conflicting goals.

A major lesson learned from national experiencegsh&s overwhelming importance of the

institutional context and specific conditions fdretcreation of a supportive environment for
innovative development and knowledge-based conngatiéss. It is essential to ensure
autonomy and relevance of R&D and knowledge-bassdices for the economy but also

linkages and synergies to the global economy. mstitutional system that nurtures openness,
but which also fosters technology-based competitgfrould thus be the key aim of national
innovation and competitiveness policies.

From this perspective, the notion of good practiceénovation policy is somewhat ambiguous
as the direct transfer of a “high performance eletfnieom one country or system to another may
not necessarily have an impact similar to thathm $ystem of origin. Also, there is no single
“optimal” pattern of innovation governance as idegit functions could be undertaken by
different institutions.
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Hence, while there is a lot to learn from intelijecomparisons across national systems
(learning-by-comparing), mechanical benchmarkinghafrowly defined areas while neglecting
the systemic context cannot be considered as “goactice” in a national policymaking context,
one should always bear in mind that the relatioesveen framework conditions and public
support for innovation are country-specific.

D. THE NEED FOR A LONG-TERM VISION

Broadly agreed national priorities in the form dfagegic, long-term policies and visions
facilitate coordination by providing a consensusl anutual understanding. In order to be
successful, priority setting should be embeddedairbroader process of innovation and
competitiveness policy formation using an inventofystrategic intelligence tools like foresight,
benchmarking, monitoring, evaluation, and assesesm@oordination in priority setting should
also involve consultations and activities with leégkeholders and the public at large.

In order to be effective, this embodiment of pties has to be present at two levels —
institutional and strategic intelligence. At tmstitutional level, policy councils are important i
the priority-setting process, but may not be sidfit to develop comprehensive, horizontal
policies for innovation and sustainable econommagh. At the strategic intelligence level, it is
essential to establish close links to the priosggting process and use tools like foresight in
policy learning.

The main purpose of long-term vision is to enshieedoherence of the related actions by public
bodies and private actors. Country experiencesesigs a good practice embedding the shaping
of this long-term vision into an institutionalizgablicy process involving key stakeholders and
incorporating a process of generating long-termowis (foresight) of the technological and
economic development.

Well-designed foresight exercises can enhance dbedmation capability of the national and

local innovation systems and their ability to rasppdo external challenges. They can also
facilitate coordination among policy bodies dealmith innovation and innovation stakeholders.
Foresight helps in generating new insights which @aot available to individual stakeholders
unless they embark on the process of such colketercises.

An effective foresight exercise should achieve flioowing main objectives through a
participatory process:

« Achieve a better common understanding of the dasirand feasible visions of the
future.

* Bring together different stakeholders that are etguk to be involved in the
implementation of these visions into a functionmegwork.

The foresight objectives are mutually related: drettommon understanding is needed for
networking but also better networking is a prectadifor generating common understanding.
Addressing them simultaneously is an important lenge for foresight practitioners. The
Technology Roadmap process in Canada, which isbiedndustry and facilitated by the
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Government, and the United Kingdom foresight exserciould serve as good examples of how to
address these challenges.

E. IN SEARCH OF AN ADEQUATE POLICY MIX

National policy portfolios and their effectivenesan only be judged and assessed in the context
of the national innovation system, including itseagths and weaknesses. The institutional
context within which the innovation policy objeai are defined explains why in most countries
these objectives are still defined very ambiguougiynumber of countries still do not set clearly
defined objectives and do not link them to measdeasling to the achievement of these
objectives.

The heterogeneity of countries in terms of the tgwaent of their NIS also suggests the need
for differentiated policy approaches and differpalicy mixes in the search of a balance between
public support for specific innovation interventsonor in the requisite institutions that support

innovation (framework conditions). There is no geth answer to this question that could be
used as a criterion to follow one or another apghoa Any answer should be country-and

context-specific and should be based on systeraasluation.

A specific policy focus in the catching-up econosnies the closure of the so-called

“implementation gap”, i.e. the gap between sousres users of innovation. In view of this, the
experience of more developed countries with pdicie bridge the sources and users of
innovation may be relevant.

The policy mix in the catching-up economies isl stilerly R&D-focused and traditional in the

sense that there is a strong bipolar policy modedeparation of policy responsibilities between
education/science and innovation/industry. Thevémd-looking policy design, especially in the
context of the recent evolution in the understagdifinnovation and competitiveness policies,
should therefore also strike a balance betweesréfiit principles and objectives.

Another key policy challenge for the catching-upregamies is how to strike a balance between
different conflicting principles and objectivesiimovation and competitiveness policies, such as
the balance between institutional and competitiveding or the balance between world quality
and local relevance. In general, there is a neeshift to a greater reliance on competitive
allocation of public R&D funds and project-basedding. Also the NIS should contribute to the
generation of new knowledge but equally to theuditbn of knowledge throughout the economy.

Finding an effective policy mix is not a trivialsta In this process it is useful to bear in mind t
following principles and prerequisites:

* The development of specific innovation-support nmstents should be undertaken
within the context of an overall strategy that aherent and well coordinated within
a well balanced and feasible policy mix.

e Specific innovation policy programmes should bated as learning experiments and
hence external monitoring and evaluation of progna®: are crucial. Ideally,
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programmes should be introduced on a pilot bagilsten closed if failed or scaled
up if proven successful.

e It is essential not to overload strategies with tame a number of under-funded
projects.

If the ultimate objective of the innovation and quetitiveness policy mix is to create

an environment conducive to innovation-based growilen the policy mix needs to ensure
synergies between framework conditions and the &ynents of the national innovation

capacity. The four dimensions of the innovatiopamaty — absorptive capacity, knowledge
generation, diffusion and demand — interact witbheather through the systems of innovation.
National innovation systems, which are able to teresynergies between different dimensions
of innovation capacity, are better in promoting dwation and economic growth based
on innovation capacity.

Framework conditions shape each of the elemerttseafiational innovation capacity but they are
not sufficient to establish a positive relationsbigtween growth and innovation. Favourable
framework conditions therefore need to be coupléth an efficient NIS proper, that is, with
developed elements of the national innovation dépac

F. POLICIES TARGETING THE ABSORPTIVE CAPACITY

The economy’s capacity to absorb innovation atlaero level crucially depends on micro-level
competences and competence building in workpladé® catching-up UNECE economies have
a relatively high level of education but inadequagstems of training and retraining
programmes. Human capital development is thus ya &ority area for policymakers.
Enterprises also have a responsibility for trainmgre of their employees in-house; this is an
investment which will produce returns in the forfrpooductivity gains.

The existing systems for vocational training andragning need to be reformed. In particular,
government schemes should be targeted in prianityatds adults with low or obsolete skills. It
Is important to generate training capacity in gmiges and increase the propensity for workers to
undertake training. Governments could consideabdishing a more effective training culture by
directing existing subsidies on a competitive bamml according to provider performance.
Employers should be closely involved in the govaeosaof re-training programmes. In turn,
enterprises and employer associations should hasenimgful inputs into the design of the
government policies so that the training systemesponsive to their needs and those of other key
stakeholders. Policies should be designed to asereompetition in training provision from all
providers, both public and private including thepboyer.

Universities should become key drivers and pronsotdr human capital development in the
knowledge-based economy. Advanced formal traimimg a strong science base should become
the basis for “learning by doing” and advancedetiime learning” in the knowledge-based
economy. This requires establishing a new baldme®veen the universities’ three main
functions: teaching, research and commercializingwkedge. In countries where universities
have been traditionally weak in R&D, greater eSoare needed to stimulate research activities
within universities.
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A number of countries in the UNECE region have a&edppolicy programmes targeting the
absorptive capacity, mostly through human capitletbpment measures. Examples include,
but are not limited to, recent programmes in Belalenmark, Estonia, Israel, Italy, Kazakhstan,
Lithuania, Russian Federation, Slovakia, Slovesta, Wider sharing of this experience and
learning from other countries’ success and failacalld provide fertile ground for further
improvements in policies and raising their effiagn

G. POLICIES TARGETING THE GENERATION OF KNOWLEDGE

The catching-up UNECE economies need to increasegémeral level of R&D expenditures
which are relatively low in relation to gross domnegroduct and are still dominated by public
budgetary spending and low participation of in-f@@ending by firms. Achieving this target —
which implies raising both public and private R&pesiding — calls for coordinated joint efforts
by the public and private sector in accordance withtually agreed national innovation
priorities.

Raising the level of R&D expenditure also requireform and transformation of national R&D
systems. The main direction of this reform shouldolve a movement towards a mostly
enterprise-based R&D system and a shift towardsigddn-oriented activities within the R&D

system. A movement towards an enterprise-based R§fdem should shift the supply of
innovation towards the actual demand for R&D angeotknowledge related services of local
firms. A shift towards diffusion-oriented active8 within the R&D system reflects the
importance of adaptation for the catching-up ecaeem

The reforms of national R&D systems in the catchipgUNECE economies should also involve
support to the nascent sector of new technologgé&isms which should become an important
segment of R&D activities. These firms operateainegime of technology-based competition
where marketing, technical and financial barriers higher than in the case of cost-based
competition. The innovation and competitivenesicpanix should include measures to reduce
such barriers for new technology-based firms icluag-up economies.

The systems of knowledge production in the modedustries entail important roles for users in
the innovation process. Changes in policies anetbee needed, in particular in the catching-up
economies, to increase support to users as soof@esovation. Policy should encourage user-
led innovation, both by publicizing its possib#éiti and by removing barriers to its introduction.
Policy could also encourage users’ role in standatting processes which contribute to the
shaping of newly developed technologies.

Knowledge generation also involves a large setctfities which go beyond R&D, in particular
improvements in products and production technigsefiyare, design and marketing, and active
use of new knowledge and new technologies develefssivhere. The innovation activities that
are not reflected in traditional indicators suchragstments in formal R&D or patents awarded
(the so-called “hidden innovation”) should be asei) due priority in the innovation and
competitiveness policy mix. These types of adbsitrequire more sector-specific insights and
are greatly affected by framework conditions anmhlder public policies.
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H. POLICIES TARGETING THE DIFFUSION OF INNOVATION

The systemic nature of innovation and the relateklabes and networks imply an increasing
importance of the process of diffusion of innovafids channels and transmission mechanisms.
Among the most important linkages in these processéhe catching-up UNECE economies are
those between foreign and local firms, the linkéwieen large and small local firms, those
between Research and Technology Organizations (R&afx$ industry as well as the linkages
established through innovative clusters. Publiicfgs seeking to establish new linkages and
strengthen existing ones should be assigned duesidsyation in the innovation and
competitiveness policy mix.

Facilitating the diffusion of new knowledge throutite economy calls for policies focused on
different forms of partnerships. In R&D, this regs different forms of public-private
partnerships which promote knowledge circulation amatching of business needs and R&D
expertise. There are different practices in thgard in the catching-up UNECE economies such
as joint R&D centres (Poland), long-term cooperatigreements (like the competence centres in
Estonia or the cooperative R&D centres in Hungangtworks and clustering schemes (Czech
Republic, Hungary), national technology platforr®elénd) andmega- and business-stimulated
projects (Russian Federation). Good practicedisfgort could be developed further and other
countries could learn from this experience.

In today’s globalized economy, an important polatallenge related to FDI is to link value-
chain foreign-investment firms and national innawatsystems. Policy should seek to ensure
coupling between FDI and the national innovatioocpss, for example through programmes for
fostering innovation-based FDI and local linkagésnong the positive examples in this respect
are the Hungarian Integrator Programme and theelis&lobal Enterprise R&D Cooperation
Framework whose objective is to encourage indusR&D cooperation between Israeli firms
and multi-national corporations.

The formation of clusters, a critical mass of compsa over a certain territory, interlinked by a

web of supply and demand interrelations, providesokd foundation for the emergence of

competitive advantages. Cluster policies shoultigoon the establishment of close relations
between all relevant stakeholders from both thelipwnd private sectors. The related public

interventions should support the efforts of thevgieé sector to improve performance, in an
integrated strategy to build a competitive advamtagihere is also a great need for cluster
facilitators who could work in regions, raise ckrstawareness and improve the culture of
cooperation among entrepreneurs. In recent ypesgrammes for supporting clusters have been
introduced in a number of catching-up economiesgkample in the Czech Republic, Hungary,

Lithuania, Poland, Romania and Slovenia. Hower&ny cluster policies have a strong focus
on identifying and linking actors but put less emghk on the dynamic aspects of such interlinked
structures.

There is also a pressing need to reform the séd@&B units inherited from the past which are
still much higher in number in some UNECE catchupgeconomies (among others, Poland,
Romania, Russian Federation, Ukraine) comparee@veldped market economies. One possible
direction of reform is towards transforming thentoimetworks of innovation support centres
offering mainly training, counselling and informati services. There is a wide scope for
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transnational learning in this area based on exesngi countries that have developed successful
models of competence centres.

Another related policy issue is the introduction paflicy measures seeking to improve the
effectiveness of supporting organizations (suclmasbators, centres for support to innovation,
etc.) and their connectedness into one efficierd affective system. In some cases these
measures should seek to transform inefficient sdpgp organizations from sites

of subsided rents to drivers of knowledge genenadiod diffusion. In other cases, these measures
should convert them from places of general supfmtiusiness to places of innovation-based
growth. The main thrust of these reforms shouldidenake support organizations demand-
driven and relying as much as possible on privattos expertise and skill. Eventual public co-
funding should be long-term in nature and basettarsparent performance criteria.

There is also significant scope for direct diffusiariented policy programmes in the catching-up
economies, especially in downstream activitiesteeldao production capability. Demonstration

projects in areas like quality management, compaitbed design and computer-aided

manufacturing (CAD/CAM) systems, or business infation systems in specific sectors are

worth supporting due to their strong demonstragtiects and learning potential. Such projects
could be co-funded on the condition that the resaftthese demonstration projects are made
available to other enterprises.

|. POLICIES STIMULATING THE DEMAND FOR INNOVATION

Robust economic growth does not translate autoaitimto demand for R&D and innovation.
For this to materialize, some necessary conditionsst be in place, in particular, stable
macroeconomic framework, conducive business enmisort, well functioning and competitive
markets, efficient and developed financial systeve|l protected intellectual property rights,
transparent regulations and public procurement, ngmothers. The establishment of an
environment stimulating the demand for innovatiatiscfor targeted public policies.

Governments could consider specific policy measwa@sdributing to the development of the
financial sector in the catching-up economies emointermediary of innovation driven growth.

In this regard they could consider introducing mtoees to mobilize funds for innovation, in

particular for SMEs. The public sector could atsoinstrumental in designing and supporting
schemes for sharing the financial risk of innovatactivities among various stakeholders.

Reforms are needed to improve the efficiency offtbeal incentives for R&D and innovation
which should target innovation-related activitissaineutral way, and not seek to support specific
sectors or groups of enterprises. Public poliaiethe UNECE region have undergone, and are
still undergoing, important reforms in the scopel arature of fiscal support measures and the
related policy instruments. Thus recently therg been a trend towards increased importance of
R&D fiscal measures in the European Union, esplgaahong the old Member States but also in
other countries such as Russia and Israel. FR&#& support measures traditionally play an
important role in the United States. There is @pscfor UNECE countries to learn from each
other in this respect, especially in terms of adstiative requirements, forms of incentives,
target groups, definition of R&D activities, treatnt of foreign firms, etc.
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Achieving sustainable development requires incras®mperation between the innovation and
environmental policy. Increasingly firms understaihadt they have to move from regulation
compliance and cost reduction to the exploitation tloe profit potentials that lies in
environmental innovativeness. Equally, innovatipolicy should give greater attention to
environmental innovation both to strengthen ecorognowth and to reduce the impact on the
environment. Given the systemic interdependenaésthe firms’ innovation processes,
harmonizing the environmental demands could imprtéwve introduction and diffusion of
environmental innovations. This implies that pielscshould target value chains and networks
rather than individual firms.

J. MEASURES TO IMPROVE INNOVATION GOVERNANCE

The multidimensional and multisectoral nature afawation activities calls for coordination and

collaboration in a large number of different poliegyeas: economic, financial, industrial,

education and science, employment, regional, saalhealth, and environmental policies. This
implies targeted reforms in innovation governarespecially in the catching-up economies, at
many levels of the public sector and in differengjamizations, including interfaces with the

business sector and society at large. The maacttiins of these reforms should be towards
contributing to the generation and implementatibitegrated innovation and competitiveness
policies.

A specific direction of these reforms is relatedthhe improvement of the policy coordination
mechanisms, especially in the catching-up econamdeseffective coordination process should
encourage active participation of all relevant stakders, including the business sector, and
taking due account of the interests of these staldlers. Stakeholder participation in all key
phases of the coordination process will contriwdeonly to better designed policies and policy
mixes but also to their more efficient implemerdati

There is a wealth of country experience in polioprdination in the UNECE region. Examples
of establishing successful coordination mechanigmside, among others, the institutional role
of the Office of the Chief Scientist at the Ministf Industry, Trade and Labour in Israel, policy
coordination practices in Denmark and Germany amiles experiences in Slovakia and other
countries. Learning from these experiences couldvige valuable further guidance to
policymakers in the whole UNECE region.

Country experiences also suggest that there isansingle “optimal” pattern of innovation
governance. There is a range of practices in stipgogood overall innovation governance that
can possibly be adapted to national specificitieAlso, experience shows that governance
mechanisms differ over time in accordance withdh@&nging national needs.

An important challenge for the catching-up UNECEBEremmies is to eliminate the existing

fragmentation in their national innovation systeansl to strengthen both horizontal and vertical
coordination. There is also a need for integratmyge systematically the different functionally

organized public policies and develop a better tstdading of how different policy areas shape
the innovation performance.
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Foresight exercises could also be instrumental hiitisg national innovation systems in
the catching-up economies from their dominant foams knowledge generation towards
diffusion, absorptive capabilities and improvingeith relevance to local users (demand
component). This does not mean that science fdresgynot necessary in the catching-up
economies but only that foresight should also askinmore downstream type activities like
innovation and supporting activities as well aswlealge-based services.

The quality of implementation of innovation and qmetitiveness policies is often more
important than the design of policies. The catchipdJNECE economies generally still have a
poor implementation record and therefore need ttodinice a range of measures to improve the
implementation of individual policy instrumentsiimovation and competitiveness policies.

An increasing number of countries in the UNECE osaghave assigned the responsibility for
implementation of policies to specialized agenciéswever, country experiences in the role of
innovation agencies differ. Some countries havellsmiaistries and big agencies while others
have bigger ministries and do more policy and paogne design inside those ministries. A
traditional agency form is the mono-principal: ageacy, which works for one ministry

(for example, Enterprise Ireland, the National Testbgy Agency (TEKES) in Finland, among

others). Another agency model is the “multi-priradip which acts as an intermediary for several
sponsoring ministries.

In the developed UNECE economies, the role of tim@vation agencies is changing as they are
becoming more like a partner than a regulator faree. A leading model in this respect is the
Swedish innovation agency VINNOVA whose missiontaspromote sustainable growth by
developing effective innovation systems and fungiraplem-oriented research.

While a number of catching-up economies have astaa agencies and organizations in charge
of innovation, they still face a number of challeagn this respect. Thus innovation agencies
should be delegated sufficient freedom and a gfi@t®le in the national innovation system,
especially in policy coordination. In addition, emgies should achieve decentralization,
accountability and flexibility needed for coordimgt a variety of intersectoral programmes.
They should also enjoy more operational freedonensure that managing and implementing
policies can be relatively independent from dayky- policymaking and annual fiscal
constraints. Other catching-up economies are yetrtibark on the path of establishing innovation
agencies.

An organized national innovation constituency istaer ingredient of an effective innovation

governance system. Such a constituency ensurdsomrg sstakeholder involvement in the

formulation of innovation policy, including the foulation of long-term objectives, and

facilitates consensus-building in policy formulatiand implementation. Examples of successful
practices of organized national innovation conetfities include, among others, the
Globalization Council in Denmark, the institutiozation of German innovation constituency

within the national innovation governance systehe Polish Entrepreneurship Council, the
Council on Competitiveness in Ukraine, etc. Gowegnts in the UNECE region have a vested
interest in such participatory practices and cquitavide further support to the establishment and
strengthening of organized national innovation tituesncies.
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K. MAIN POLICY TRENDS AND CHALLENGES

There are a number of emerging common trends —chatlenges — in policies promoting
innovation and competitiveness in the UNECE region:

* A significant policy effort is being undertaken annumber of countries in human
capital development aiming to increase the avditgband competencies of skilled
innovative people.

* Policies seek to address the challenges relatedhdointensified national and
international linkages and knowledge flows, in afar through national
and international partnership-based initiativesistdrs, competitiveness poles, etc.,
and new platforms for policy design and delivery.

e The role of sub-national regions in the implemeaatatof innovation and
competitiveness policy initiatives has also beeawgng, which implies a greater need
for coordination with national targets and initas.

* An important recent trend has been the thrustdcease the economy-wide intensity
of innovation activity through stimulating privaéaterprises to invest more in R&D,
specifically, and in other forms of innovation, ra@enerally.

* Public policy is also placing an increasing emphasi the role of regulations, public
procurement and other factors associated with tistnbss environment influencing
the performance of the national innovation systems.

* In the catching-up UNECE economies, policies haeenbaffected by additional
factors related to the ongoing transformation psees and driven by pressures to
overcome historical legacies. In particular, tlaktes to the gradual — but sometimes
uneven — transformation towards enterprise-based Rgstem and the gradual shift
towards diffusion-oriented activities within thetioaal innovation systems.

Many catching-up economies have developed a rahgeovation and competitiveness policy
instruments but their effects in terms of innovatjgerformance are not yet fully visible. In a
number of these countries, national policy mixessill largely dominated by the public funding
of research activities. More efforts are therefoeeded to move towards a wider range of
funding schemes, going beyond the traditional efgmef institutional finding of public research
institutes and subsidies for project-based resedoshards instruments such as funding
competitions and tenders, loan and guarantee scheewpiity financing, fiscal incentives,
instruments such as the procurement of R&D seryetes

A newly emerging trend in innovation and compedétiess policies is towards a greater role of
policy evaluation. The policy push towards mom@nsparent and visible evaluation practices
reflects an increasing concern by societies abbetrole of innovative development in the

knowledge-based economy.
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While there exist quite elaborate evaluation metihagies, especially in the developed UNECE
economies, until recently they were rarely usegrictice, and when used, it was mostly in a
retrospective vein. Evaluations should becomengegral part of a learning-based approach to
policymaking and programme formation. To ensurerdimation and integration and achieve
better governance, policy learning needs to bet imtib the whole cycle of policymaking. An
example of good practice in this area is the UnKetgdom, where the initial business case for
proposed measures includes indicators facilitagwveuation through this cycle.

An important specificity of the catching-up econemis a stronger need for evaluation of RTOs.
This applies not only to the regular annual or medierm assessments of RTOs but also to an
institutional assessment with the objective of riegtiring the RTO system by altering the
structure and organization of research institutestheir research activities.

A key policy challenge, especially for the catchimg economies, is that of combining the
effectiveness of individual policy instruments wéhd overall coherence of the policy mix. Two
main issues need to be borne in mind in addreskiaghallenge:

e The effectiveness of individual policy instrumerdgBould be considered in the
context of the national innovation systems, theecsfic objectives in this system
and the wider policy portfolio in which they operaSuch a consideration should
seek to identify synergies and interactions thatdase the efficiency of individual
policy instruments and make for an effective popi@ckage.

*  While appropriate governance systems are nece@sargt least, helpful) for a good
performance of the national innovation system, they not sufficient to guarantee
successful performance. Overall innovation perfaroeais the outcome of a broader
range of factors and conditions that go beyond vation policy proper and
encompass framework conditions and a variety oftechnological factors.

Raising the overall effectiveness of the innovatemmd competitiveness policy mix and its
relevance to the long-term policy goals and obyestientails the need to address some additional
policy challenges:

e It is increasingly necessary to conduct more andenmmprehensive systemic
evaluations of innovation and competitiveness ppedian order to gain a better
understanding of their interactions and impacts.

« The agencies and organizations in charge of inmmvahould be well equipped with
strategic and intelligence functions to better domate governance levels.

 Governments should pay more attention to improuwngtual understanding of
innovation-related issues across ministries agrieaged governance structures often
represent a loss of strategic capacity.

In the globalized economy, which is abundant in ¢chenplexity of linkages between different
social and technical subsystems, policymaking fa@nmting innovation and competitiveness
increasingly needs “strategic intelligence”. Caynéxperiences convincingly suggest that
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whatever is considered as good practice in innomaind competitiveness policies usually rests
on good strategic intelligence. Better innovato competitiveness policymaking thus calls for
a greater role of and significant improvementstiategic intelligence.

In turn, this implies a greater role of and sigrafit improvements in the main strategic
intelligence instruments like foresight, innovatioimdicators, benchmarking, systematic
evaluation cycle, and transnational policy learnir@gtter strategic intelligence instruments can
contribute to a more effective policy process, antigular, in aspects such as:

* Understanding the underlying determinants of R&[@ amovation;
*  Providing possible clues to some immediate poliggstions;
e Qutlining trends and future developments relateidnovation policy;

e« Monitoring progress in policy areas and understagdthe impact of policy
measures; and

* Adapting agencies and other institutions to a chmpgnvironment and changing
forms of policy measures.
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[I. SYNOPSIS OF GOOD PRACTICES AND GOOD POLICIES OF
INTELLECTUAL PROPERTY COMMERCIALIZATION
AND PROTECTION

A. INTRODUCTION

The Programme of Work of the UNECE Committee onrtecoic Cooperation and Integration
(CECI) in the focus area “Facilitating the effeetivegulatory protection of intellectual property
rights and strengthening their role in innovatiwyelopment” mandates the Team of Specialists
on Intellectual Property (TOS-IP) to prepare théfeing documents:

» Comparative report on “The commercialization ofa3ets, on transforming research
and development outputs into intangible assets andhe establishment of well-
functioning markets for such products”.

e Synopsis of good practices and good policies ofellmttual property
commercialization and protection.

In consultations following its first meeting held Geneva on 23-24 November 2006, TOS-IP
agreed on a set of priority topics to be coveretth@se documents. These are:

» the role of intellectual property (IP) in the tréarsof technology from public research
organizations to the business sector;

- the management of intellectual property in smalll anedium-sized enterprises
(SMEs) ;

« the auditing, valuation of and accounting for ilgefual property; and
» the enforcement of intellectual property rightsR).

The Comparative Report is being compiled on théshafspolicy documents and other materials
submitted to the UNECE by members of the Team,elasg other publicly available documents
and materials.

This Synopsis of Good Practices and Policies lgrgedws on the findings of the Comparative
Report and the outcome of an international confagdreld in Geneva on 25-26 July 2007. Its
aim is to provide policy-relevant conclusions orod@ractices in selected issues of intellectual
property commercialization, protection and enforeatrin the UNECE region.

The UNECE region includes countries at very différkevels of economic development. In

accordance with the CECI mandate, this Synopsigsix mostly on the catching-up economies
in the UNECE region. Nevertheless, it also aimsctmtribute to a general process of
transnational learning on good practices and padidor promoting the commercialization and

protection of intellectual property and the enfoneat of intellectual property rights across the
whole UNECE region.
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B. THE RATIONALE FOR POLICY INTERVENTION

Intellectual property is a key concern in the questgrowth, development and competitiveness.
Advancement in knowledge broadly conceived is a @gyer of economic prosperity in the
twenty-first century. The ongoing revolution infanmation and communication technologies
(ICT) has dramatically reduced the costs of crgatprocessing and transmitting knowledge,
both nationally and across borders. The paceraivation has accelerated significantly. These
twin developments, of closer international econommiegration and more rapid innovation,
create new challenges for IP regimes and policyntaki

To be competitive in the globalized economy, theBINE Member States have to maintain,
adapt and create institutional and legal framewarksducive to the creation of knowledge and
its commercialization. Intellectual property rigtigve a key role to play in this regard.

At the same time, both the innovation processfitggld the production activities of firms are
globalizing rapidly. This raises challenges inntsrof managing, protecting and enforcing
intellectual property rights across borders.

The catching-up economies face additional challertgeintegrate into the increasingly global
production networks and to find their own nichethie increasingly global value chains. To be
successful, they need to assign high priority teettgping their own innovative capacities, as
well as their ability to absorb and adapt techniglaliginnovations from abroad, and to move up
the value chain over time. Again, IP regimes hakey role to play in this regard.

Well-designed intellectual property rights systegnge temporary exclusive rights to inventors
and thereby increase their chances to recoverftee substantial upfront investments they need
to make to generate innovations and to bring themadrket. Intellectual property rights systems
should also make it possible for innovators to,s@ense or give away the rights to their
innovations to others, who may be better place@éxploit them. In other words, intellectual
property rights are a key prerequisite for intdliet assets to emerge in markets. Well-designed
intellectual property rights systems also encouragevators to disclose their knowledge so that
future innovators can build on it, thereby helpiagccelerate the rate of innovation.

However, a balance has to be struck between the tegive temporary exclusive rights to
innovators so that they can recover their investsjeand the need to make new knowledge
available for use by future innovators and compedit

The catching-up economies are in the process aldpwng and adapting their IP regimes with a
view to meeting these challenges. They are urklagacommitments in the framework of the

treaties administered by the World Intellectual gemy Organization (WIPO), accession

negotiations to the World Trade Organization (WT@)d/or Partnership Agreements with the
European Union. At the same time, these treatidsagreements still leave significant scope for
policymaking at the national level.
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C. GOOD PRACTICES AND POLICIES

A well-designed and well-performing intellectualoperty regime is not an end in itself, but a
tool to improve the innovative capacity and contpethess of the economy. Policymakers
should therefore ensure that practices and poli@egeting improvements in the intellectual
property regime are consistent with and integratéunla larger effort to improve the policy, legal
and regulatory framework promoting innovation anthpetitiveness’.

The effectiveness of the practices and policiep@sed in the present document depends in part
on progress made in the design and governancetiohahinnovation systems, the creation of
suitable framework conditions for the financingimhovation, and the promotion of innovative
entrepreneurs and SMEs. While these issues aranfldlie scope of the present document, they
are being addressed within the other thematic aretiee CECI Programme of Work.

Given that the effectiveness of IP policies depemadhe broader policy, regulatory and legal
environment, the good practices and policies cedlibelow should only be considered as options
that have worked well in certain contexts. Whemsidering these options in formulating
specific IP policies, policymakers need to baserthecisions on a thorough analysis of the
relevant conditions prevailing in their respectnagional economies.

Interdependencies also exist across various IRipsli For instance, policies aimed at improving
IP management capabilities at research organizatorsmall enterprises are unlikely to have a
big impact unless the legal protection of IP isfisigntly strong and enforcement of IPRs is
effective. Policies aimed at strengthening legaltgution of IP and enforcement of IPRs are
unlikely to enhance economy-wide innovative capgaaind competitiveness if potential
innovators lack the awareness, skills or resouc@gcess the legal IP system or to manage their
IP judiciously. Policy should therefore addressidtaneously weaknesses in the IP regime
along the entire spectrum from the management af ilesearch organizations, enterprises and
financial firms to the legal and institutional syst for IP protection, to IPR enforcement.

A broad-based approach to IP policy, aiming siimdtausly at strengthening the protection and
enforcement of existing IPRs and at improving thenditions for the development and
commercialization of new intellectual assets cao &elp in mobilizing political support from a
broad cross-section of stakeholders.

2The World Intellectual Property Organization haseleped a National IP Audit Tool which providesystematic
approach for policy makers to assess the streragttisveaknesses of their IP regimes in the contettieooverall
innovation policy framework.

¥See documents ECE/CECI/2007/3, ECE/CECI/2007/6 E&RE/CECI/2007/7.
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D. CREATING AN ENABLING ENVIRONMENT FOR THE TRANSF ER
OF TECHNOLOGY FROM RESEARCH INSTITUTIONS TO
THE BUSINESS SECTOR

A key IP policy focus is to better utilize the knledge generated by public research. This calls
for improvements in the effectiveness of technoltrgnsfer from universities and other research
organizations to the business sector for the ssbdesommercialization of university-generated
research results. Better management of IP by ledbarch organizations and industries can be
part of the solution.

As only part of the knowledge generated in mostliputesearch organizations (PROS) is
patentable and hence could be exploited througinding, policy should avoid an excessively
narrow focus on IP protection and management. @ader approach to knowleddgensfer
(including tacit knowledge, skills and know-howaddition to patentable technologies) is often
preferable. This point is of particular relevamecenany catching-up economies, where research
organizations have a legacy of focusing predomiganh generating technologies to the
detriment of knowledge absorption, adaptation affdsion capabilities.

The focus of IP policies in the context of techmyldransfer should not be narrowed only to
patents. Some universities have considerable coomahesuccess from knowledge transfer, for
example through distance or e-learning activitrdsich require protection through copyright.

Successful innovation in a modern economy is a ¢exnprocess involving cooperation and
feedback between academic research, industrishngsand development, as well as marketing
and customer relations. Ideally, PROs and firmaikhforge long-term relationships, where both
sides draw benefits that do not depend on the saaifeany individual research and development
project. Such benefits include firms using PROseasuiting grounds for talented staff, and PRO
researchers using collaboration with industry aswarce for new ideas for scientific research.
Governments can empower and support PROs in pargnerith industry by giving PROs
sufficient autonomy and resources to be able tauieexperienced technology transfer staff on a
competitive basis, by encouraging the pooling ofhimlogy transfer resources across
universities, and by promoting academic careeragpal criteria that take into account successful
technology or knowledge transfer activities, susipatenting and collaboration with industry.

A good practice identified in country experiencasgoverning knowledge transfer by two

principles: maximizing the beneficial use of knodge generated by research organizations
(through excellence in scientific research, pretectand use of IP, and cooperation with

industry), and responsible use (sustaining thenieresearch capability of PROs, making sure
the use of the knowledge benefits society). IPagament is a tool to be used in the pursuit of
these principles, not an end in itself.

By contrast, policies pushing towards IP protecttdrPROs research, primarily as a source of
revenue that would enable them to cut public fugdior PROs, cannot be considered good
practice. Experience shows that few researchteegeherated at PROs are immediately ready
for commercial exploitation. Most require substafurther development and investment by the
private sector, and licensing revenues and rogaliieany, only materialize after long time lags.

IP revenues can be highly volatile, depending miy on research breakthroughs but also on the
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state of the business cycle. PROs therefore nestdlde source of public base-line funding.
From the point of view of public welfare, technojogansfer programmes are investments, the
returns to which should accrue to the economy actety at large, and policy should reflect this
aspect.

Country experience indicates that PROs usually $aseral challenges regarding the use of IP in
technology transfer to industry, such as perceogedlicts with academic culture and the mission
of PROs to do basic research; poor IP managémand conflicts over IP ownership and the
distribution of revenues. These challenges arenoftompounded in the case of cross-border
collaboration. Government policy can play a criticde in meeting these challenges.

Professional and industry associations can alsg plavery useful role in addressing these
challenges. For instance, in some countries, &dsmts of technology transfer professionals and
industry associations are working together to ereaodel contracts and codes of conduct
covering the ownership, management and exploitatibitP in PRO-industry cooperations.
These model contracts and codes of conduct refiect practice and can be used as starting
points for negotiations between PROs and compaimea voluntary basis. Governments can
support and encourage the use of these model cttad codes of conduct, for instance, by
giving preference in their public research funding®ROs that document good IP management
as evidenced by their compliance with good practice

There is also significant scope for exchanges @eagnce and lessons learned in this regard
among UNECE Member States. Several national atdresgional professional technology
transfer organizations are offering training andieel in this regard. Policymakers in catching-
up economies might consider facilitating the pgsttion of technology transfer professionals in
such training by providing funding for such acties and by including the qualification of
technology transfer professionals among the catiriassess the quality of PRO IP management
when allocating research funding.

Policymakers can also enhance the quality of IP agament in PROs by promoting the
recognition and accreditation of professional tetbgy transfer courses.

Another avenue to foster knowledge transfer inlding-term is by strengthening the relationship
between PROs and industry. Policy can contribotahis through appropriate regulations
enabling business executives to teach at univessiind enabling academics to serve as non-
executive directors in companies. More generalblicy could envisage schemes that facilitate
the mobility of people between academic and busioaseers and across national borders.

“ At the level of the PRO, effective IP managemeisiamseveral issues, such as: how to secure aédgunaing for
IP management and Technology Transfer Offices (Tgdgen that the returns, if any, will materialibaly in
the long-term (10 — 25 years)? How to provide fgatrincentives for PRO staff to exploit IP and htiamkeep these
incentives consistent with other avenues for tetdgytransfer? How to avoid or resolve potentiahftiots of
interest, for example, between using funds for basirsus applied research, open access to knowleelgels
exclusion to generate revenue, staff benefitingviddally from decisions they take on behalf of fPRO?

> Some examples are the Association of Universitchfielogy Managers (AUTM) in the United States,
the Association of University Research and Indudtigks (AURIL) in the United Kingdom, the European
Association of Research and Technology Organizati®@ARTO) in Brussels, the Réseau C.U.R.LE. innEea
or the Techtrans Network in Denmark.
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As to who should own the IP generated in PROs,ctiresensus seems to be that as a point
of departure, PROs should have the right of fiefisal on claiming IPRs to the results of their
research. In countries where this is not the cggeernments may consider passing legislation
to this effect. However, they should allow PROsf{thgibility to negotiate alternative ownership
arrangements where appropriate (for example, whenndustrial partner has made significant
contributions to the research).

With the granting default IP ownership rights, pglshould at the same time assign to PROs the
responsibility to actively work towards the commalization of the IP, while considering
retaining a public right to request a non-exclusizense.

As to the sharing of revenues from the commeraébn of IP generated in PROs between the
PRO, the researchers involved, and the industringes, there is no universal rule. But good

practices suggest that both sides be realistic tath@uvalue of the IP, recognizing, on the one

hand, the costs of doing the research that gersethéelP and, on the other hand, the costs of
turning that IP into a successful product.

Since innovation is increasingly global, it canbetmanaged effectively within strictly national
boundaries. Overcoming the difficulties of tectogy transfer and PRO-industry cooperation,
which are compounded when they take place acrasgmes (due to variations in IP systems and
related legal regulations), calls for increase@nmitional cooperation in this regard. There are
initiatives and efforts, for example, at the lewdl the European Union, to push for more
harmonization through voluntary codes and othem&of soft regulation, both as far as IPR
systems and as far as how PROs do business witkstigd Governments of catching-up
economies need to pay attention to areas wheredhei local regulations might be a hindrance
to cross-border collaboration among PROs or betweRO®s and business, and may wish to
consider working towards harmonizing those regoresi

E. INTELLECTUAL PROPERTY STRATEGIES FOR ENTREPRENE URS
AND SMALL AND MEDIUM-SIZED ENTERPRISES

SMEs account for the vast majority of all jobs anthrge share of total business activity in the
UNECE region. However, SMEs tend not to exploé thrmal IP system to its full potential, a
trend which is visible across the whole UNECE regio

In part, this reflects the fact that not all SMEe aighly innovative, and even if they are, they
also have alternative means available to protest 1R, such as secrecy, publication, lead time
advantages, product complexity, customer relattnasagement, and open source.

Hence the goal should not necessarily be to pusBMIEES into using the formal IP system more
actively, but rather to make SMEs more aware of ghtential use of the IP system and the
importance of having an in-house IP strategy ic@lhat responds to their specific needs.

However, country experiences in the UNECE regiodicate that SMEs as a group do
underutilize the formal IP system for a varietyr@disons, including:
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lack of awareness of the IP system,;
excessive costs in obtaining IPRs;

excessive complexity — both in obtaining IPRs andvailing themselves of the civil
and administrative remedies;

lack of expertise; and

lack of human and financial resources for enforagmencluding the high costs
related to litigation.

To address the heterogeneity of SMEs, policy-drinmanagement support requires first
identifying those SMEs that need it most. To thml, policymakers could consider assigning
the delivery of IP support to SMESs to subnatiomagiional) agencies that are more familiar with
the characteristics and needs of potential clid&hES

Past experience in the catching-up economies revaddliitional problems that call for the
attention of policymakers, including:

lack of stable demand for domestic innovative postu
difficulties in entering global markets;

declining innovative capacity of many SMEs, par#yated to a lack of finance for
innovation such as venture capital,

lack of clarity as to who owns IP (for example, ¢ases of IP resulting from
government-funded research); and

poor IPR enforcement due to a lack of resourcélsariegal system.

Policymakers have a variety of options in addressive problems that SMEs are facing when
dealing with IP issues, such as:

awareness raising and training programmes;
tax breaks or subsidies or reduced fees for IReption;

offering consulting and advisory services or IPituftee of charge or at subsidized
rates;

match-making services (potential licensors andhbees) ; and

model contacts for licensing.

Support at the national level can be offered byiakdd SME support institutions, such as
enterprise development agencies, productivity cisirmut also through national IP offices. The
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sharing of good practices and guides based on xperiences of such institutions should be
encouraged.

Good practices and guides on IP specifically tamgeentrepreneurs are also developed by
international organizations, such as WIPO and thmfean Patent Office (EPO). In this regard,
it is considered good policy to disseminate goodctices and guides prepared by reputable
international organizations to SMEs, either dingtty the national IP offices and/or the relevant
government entities responsible for SME developmantia national SME support institutions.

A first step in the policy design is the thorougisessment of the situation in the specific country
to identify the most pressing needs and obstaale=sifby SMEs.

Experience also shows that it can be a challenggetdcSMESs to participate in training on IP
management. One attractive solution might be terdfhining that covers IP in addition to other
issues that may be of immediate relevance to SMEs.

More generally, IP support to SMEs will not be effee unless the overall business environment
is favourable for SMEs. Therefore, a coherentqyadipproach implies integrating IP support for

SMEs into the wider SMEs support policies. Syresdbetween IP support programmes and
wider SME support programmes could be achieved, ifistance through cooperation and

coordination between the relevant IP offices andESMupport institutions, and the development
of joint programmes.

F. INTELLECTUAL PROPERTY AUDITS, ACCOUNTING
AND VALUATION

IP auditing, accounting and valuation are of insieg importance for innovative businesses,
public research organizations, venture capitaisis$ other providers of financing for innovative
enterprises. They are the basis for successfoldRagement, ready access by innovative firms
to external finance on affordable terms, and wetlctioning markets for IP.

IP auditing is a systematic appraisal of the stothkPRs possessed by a company or a PRO,
including how strongly IPRs are protected, and howortant they are to the business. IP
auditing is the starting point for the developmeiany IP management strategy.

Putting a value on IP assets becomes indispensefd® considering the sale, purchase or
licensing of IP assets, mergers and acquisitiorfgro with significant IP assets, joint venture
arrangements and strategic alliances, litigatioar d?R infringement, and for the purposes of
financial reporting and disclosure.

It is increasingly important that firms report dreir IP in a transparent and informative way and
that they communicate their IP exploitation straegffectively. The reason is that accounting
standards currently allow for only a limited recdigm of intellectual assets in financial
statements. Given that intellectual assets arerbig increasingly important for value creation,
this means that financial statements alone are iekwmative today than in the past
for assessing the performance and prospects ovative companies.
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However, IP auditing, accounting and valuation aeg, complex and rapidly evolving areas.
Therefore, there is currently little factual bafsis recommending good practices to policymakers
and standard setters.

One problem is that there is no single best metloggdor the valuation of IP. Whether to use
static or dynamic models, whether to rely on incdrmased, cost-based or transaction-based
methods depends crucially on the purpose for wtiiehvaluation is undertaken.

Whichever method is chosen, IP valuation will inalbly involve a large element of subjectivity
due to the need to:

* assess the quality and strength of intellectuapgny rights and the capability of the
company’s management to protect and enforce them,;

» assess market prospects of existing and futureasieeéb products (which among other
things will depend on the quality of the managenteamn of the company owning
the IP);

e estimate future royalty streams;
* estimate future development costs to bring IP-baseducts to market;
e assess the risks surrounding all these estimatds; a

« identify comparable IP assets that were recently aod whose prices a company can
use as benchmarks in valuing its own IP.

Another conceptual problem is the difficulty of tiliguishing between investments in intangible
assets and current research and development (R&mBnelitures, such as the remuneration of
R&D employees. These employees acquire skills lkarmv-how in the course of the research
and development process, and those skills and kmaw-<constitute important intangible assets
for the company. Similarly, the value of variols dssets depends in large measure on the IP
management capabilities and business strategy effitimn, which is difficult to measure
objectively. For these reasons, it has provedadiff to expand the coverage of IP in accounting
standards.

There is some evidence from OECD economies thapettion in financial markets encourages
companies to improve their reporting and disclosuoicies on IP, and that companies with
strong corporate governance structures are bdttaraaaging, valuing and reporting their IP.
Fostering capital market competition and good cafggovernance, while important policies in
their own right, may also be useful therefore targmprovements in IP auditing, valuation and
accounting.

Industry and financial sector associations are dkieeloping voluntary codes of conducts and
standards in this area. Moreover, there are figpscializing in providing IP auditing and
valuation services to other firms.
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Policymakers should monitor these developments aitiew to disseminating and encouraging
the adoption of good practice as it evolves. Fureidensive sharing of experiences will be
needed for the identification of good practices setling the corresponding standards.

At present, any regulations that might be adopkexlilsl preferably be principle-based rather than
prescriptive: i.e. they should set out general gples and goals to be reached without
prescribing in detail what companies would havdddo comply.

G. INTELLECTUAL PROPERTY RIGHTS PROTECTION
AND ENFORCEMENT

Protection and enforcement of IP is key for the@ff/e and systematic commercial exploitation
of innovations. The economic considerations ohtsgholders are an important factor in the
process of IP enforcement. However, there are atlser fundamental public policy issues at
stake where society, as a whole, stands to benefit the effective enforcement of IP. This is
more so considering that breaches of intellectoaperty rights frequently involve products that
might pose health and safety risks to consumemnples of which include, counterfeit drlgs
food, beverages, toys, and aircraft and automqiaites.

Countries in the UNECE region have already a numbégislative and statutory instruments in
place in their legal and regulatory framework tdeetively protect and enforce intellectual
property rights, and most of the policy optionscdssed in this section are generally meant to
supplement rather than replace existing mechanisms.

The main areas of policy intervention concern fedgulatory and legal framework; cooperation
and coordination among various government entéies with the private sector; the importance
of ongoing training to public officials involved i protection and enforcement; and the role of
awareness campaigns targeting the various stakaisold

The legal and regulatory framework provides theapeaters within which IPR enforcement can
be pursued. There is no single ‘right’ model feaklihg with IP enforcement, and such models
vary from one jurisdiction to the other. In someigdictions, for example, the consumer in
possession of an infringing product can be chargéda criminal offence. In some jurisdictions,
the proceeds from IP-related crimes can be recdvened utilized to finance additional
enforcement activities. Some jurisdictions haveated specialised IP police units and IP courts
to enhance the effectiveness of enforcement actawhge a number of others allow customs
authorities to acex officio upon suspicion that infringing goods are destiftedexport, transit
and/or transhipment.

Effective enforcement needs to provide adequaterice by means of appropriate civil
sanctions, such as compensation to the legitimghe holder, and effective criminal sanctions.
Policy intervention within the legal and regulatdramework are generally considered good
practices when they:

® The World Health Organization estimates that tesr pent of all pharmaceuticals available worldwide
are counterfeits.
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e aim at a reduction in litigation costs for the uskethe civil system to enforce
intellectual property rights;

e ensure that civil remedies and procedures, suchffastive provisional measures,
are in place, and that adequate compensation dgat holders through appropriate
methods for the calculation of damages is provided;

» provide for effective criminal sanctions for commiat scale intellectual property
rights infringements in order to underline thatlsuiefringements constitute serious
economic crimes;

e encourage courts and competent administrative atidsoto make use of the criminal
sanctions to the full extent of the legal provisipn

* empower law enforcement agencies with the necessgay power to effectively deal
with intellectual property rights infringement i€

» establish legislative standards aimed at prohipithe movement of infringing
products that are either in transit or in the pssoef being transhipped;

» explore the possibility of enacting/amending legisin to ensure that the manufacture
and distribution of products posing health and tyafisks are punishable as serious
crimes;

» establish and implement regulations for wholesaldistributors and retailers of
consumer products to ensure maximum control ofléigiimate supply chains of
products, such as pharmaceuticals, food, beveragegs, aircraft and automobile
parts, and other products that might pose healthsafety risks;

* maintain a well-equipped and competent nationajdagulatory authority that will
ensure control and regular inspection of all eggiinvolved in the manufacture, trade
and distribution of pharmaceuticals;

» establish and implemesx officio authority for customs officers to act with respict
suspect infringing merchandise, without the needadormal complaint from the
right holder; and

* ensure that civil, criminal and administrative reles include destruction of the
infringing merchandise.

Achieving the right policy mix in the IP legal anelgulatory framework is a major challenge for
policymakers, given the complexity of the globatizzsconomy. Thus the rapid development in
ICT technology poses serious challenges to IP legs, especially in the area of copyright law.
Although a number of instruments at the internatidevel have been devised to address the
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situation, keeping up with these developments hagegl to be somewhat problematic and there
are no universally acknowledged good practicespatidies to follow.

The enforcement of IP is typically entrusted toumber of government ministries, departments
and agencies. Effective coordination and coopanaietween these various institutions is key to
strengthening IP enforcement. In a number of ceesin the UNECE region, coordination and
cooperation among government bodies is carrieceibr through designating lead agencies, or
by setting up special inter-agency working grolgath options constitute good practices, and as
such, a policy option available to governments as encourage such coordination and
cooperation, and to establish measures aimed aiag@verlap and duplication.

In identifying and fostering synergies between &viorcement agencies, attention should also be
paid to the links and overlaps between the enfoecernof intellectual property rights and the
enforcement of safety and health regulations. @memising avenue of strengthening
enforcement is the closer involvement of marketvaillance authorities in the fight against
counterfeit good’s Such a practice is already being implementeal mumber of countries in the
UNECE region.

Close cooperation with private sector rights hadder enforcing IP and in the fight against
infringing products is generally considered goodcfice. Rights holders have the necessary
technical expertise to distinguish infringing goolsm original products, and may possess
additional information on the functioning of therias distribution channels. They therefore
may be very useful especially in identifying théliration of infringing products into legitimate
distribution channels. This type of cooperatiom delp save vital time which is especially
crucial when dealing with infringing products pasimealth and safety risks.

In many countries in the UNECE region, the keyleatck in IPR enforcement appears to be in
the application and interpretation of laws and tegons, rather than in inadequacies in the legal
framework per se. To improve IPR enforcements itherefore important to ensure that public
officers involved in IPR protection and enforcemesteive adequate and continuous training.
Better training reduces the risks of wrong legatenpretations in civil, criminal and
administrative procedures which could undermineditealibility of the legal system. A sound
policy mix should therefore provide sufficient resces and ongoing training to the judiciary, the
prosecution, police, customs and IP office offisia ensure effective implementation of IP
legislation.

It is of utmost importance for consumers, rightddecs and policymakers to be aware and
understand the multifaceted and dynamic role ofifhsystem. Besides the need to create an IP
culture, rights holders and consumers need to bareawf the IP system’s contribution to
generate wealth and economic growth, its job-opeagiotential, its crucial role for the success
and prosperity of the innovation industry, as vasllthe economy-wide effects of counterfeiting
and piracy.

" Most notably the WIPO Copyright Treaty and the WIPerformances and Phonograms Treaty.

8 policy options in this regard are in the procesbaing formulated by the UNECE Working Party ongRlatory
Cooperation and Standardization Policies (WP.6).
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A number of countries in the UNECE region have tigved far-reaching training and education
programmes aimed at students, the private sectdicymakers and consumers. In some
countries in the UNECE region, these programmessapplemented by media campaigns and
public exhibitions to heighten awareness. Thefffeas in the countries in the UNECE region

play a pivotal role in the formulation and implertegion of these campaigns. The following are
considered to be good practices and policy options:

e awareness raising efforts at all stakeholder Igewlsh as policymakers, consumers,
students and rights holders;

» targeted campaigns could focus on the possiblettheald safety risks for the
consumer, and the dangers of public order causemtdanized crime involvement in
the manufacturing and distribution of IP infringipgpducts;

» specific campaigns that address the more vulnegablgps of society;

e evaluating the impact of awareness campaigns,ni&tamnce through public surveys;
and

* sharing the results of such awareness strategids alli stakeholders to further
optimize the effectiveness of such campaigns.

H. MAIN POLICY CONCLUSIONS

Intellectual property is a key concern in the questgrowth, development and competitiveness.
To be competitive in the globalized economy, theBME member countries have to maintain,
adapt and create institutional and legal framewartisducive to efficient investment in the

creation of knowledge and its commercializatiorhe Tountries with catching-up economies are
in the process of developing and adapting theirrdBimes with a view to meeting these

challenges.

It is important to ensure that practices and pe$idiargeting improvements in the intellectual
property regime are consistent with, and integrateala larger effort to improve the policy, legal
and regulatory framework promoting innovation anthpetitiveness.

The specific IP policy options should be based @hoaough analysis of the relevant conditions
prevailing in their respective national economies.

Policy should address simultaneously weaknessdkeinP regime along the entire spectrum
from the management of IP in research organizatiemerprises and financial firms to the legal
and institutional system for IP protection, to IBRforcement.

In public research organizations, a broader apprdacknowledgetransfer (including tacit
knowledge, skills and know-how in addition to pa#drhe technologies) is often preferable to a
narrow focus on IP protection and management.
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Technology transfer programmes should be viewqalibBc investments to the benefit of society
at large in the form of new products and more agtteb-paying jobs.

Poor IP management and a lack of appreciation lier importance of IP for successful
technology transfer is a significant problem at gn&ROs. Governments could therefore
contribute to more efficient technology transfer jpapmoting appropriate training of IP for
technology transfer professionals and researchetdon establishing incentives for improved IP
management at PROs.

PROs should be given the right of first refusalataiming IPRs to the results of their research.
However, they should be allowed the flexibilityriegotiate alternative ownership arrangements
where appropriate. With the granting default Ifhewship rights, governments should impose on
PROs a responsibility to actively work towards tleenmercialization of the IP.

Another avenue for facilitating IP management ichtelogy transfer is the cooperation between
governments and professional and industry assonmtiand policy should encourage this form
of cooperation.

To improve the overall policy effectiveness andiaeh synergies, IP support for SMEs should
be integrated into the wider SMEs support policies.

Targeting IP management support effectively reguidentifying those SMEs that need it most.
Subnational (regional) agencies that are more famwith the characteristics and needs of
potential client SMEs could be instrumental in this

Awareness raising campaigns and training programmnel® for SMEs and entrepreneurs can
contribute to their better understanding of theilalsle means for protecting their IP and the
benefits this might bring, and to improved IP maragnt.

Well-targeted tax breaks or subsidies for usingftiimal IPR system can also encourage SMEs
to better protect their IP.

The policy mix needs to recognize the increasingartance of IP auditing, accounting and
valuation for innovative businesses, public reseanganizations, venture capitalists and other
providers of financing for innovative enterprises.

IP auditing, accounting and valuation are new, demmand rapidly evolving areas, which
present a challenge for policymakers, as thereauigently little factual basis for recommending
good practices.

Fostering capital market competition and good ca®o governance - which are important
policies in their own right - may also be usefulsfour improvements in IP auditing, valuation
and accounting.

Industry and financial sector associations are diseeloping voluntary codes of conducts and
standards in this area. Policymakers should monit@se developments with a view to
disseminating and encouraging the adoption of gwadtice as it evolves.
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To address the main weakness in the applicationraacpretation of IP laws and regulations, it
is important to ensure that public officers invalvim IPR protection and enforcement receive
adequate and continuous training.

Effective coordination and cooperation between Magious institutions entrusted with IP
enforcement is another key to strengthening IPegtan.

In enforcing IP, and in the fight against infringiproducts, it is considered good practice for
governments to cooperate closely with private sedtghts holders who have the necessary
technical expertise and information.

For rights holders, low-cost and fast provisionamedial measures are important, as are
manageable litigation costs.

Fighting IPR infringements will remain a difficutthallenge, as long as consumers do not
perceive buying infringing goods as a serious mobl It is therefore important to mount
awareness-raising campaigns to create an “IP elltdeterring consumers from buying IP-
infringing goods.
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[ll. REVIEW OF POLICY APPROACHES FOR SOLVING PROBL EMS
IN LEGAL AND INSTITUTIONAL FRAMEWORKS WHICH
HINDER ENTREPRENEURSHIP AND
ENTERPRISE DEVELOPMENT

A. INTRODUCTION

As stipulated by the programme of work of the Cotteei on Economic Cooperation and
Integration (CECI) for 2006-2008 and beyond, thespnt document reviews policy approaches
to solving problems in legal and institutional fraworks, which hinder entrepreneurship and
enterprise development. It draws on the findingsthe background note prepared by the
secretariat for the International Conference on uged) Barriers to Entrepreneurship and
Encouraging Enterprise Development: Policy Optigmsernational Conference) organized on
18-19 June 2007, the outcome of this Confereneeeisas on contributions by the members of
the network of experts on entrepreneurship andetige development.

Country experiences in promoting an enabling emwvitent for entrepreneurship and SME
development are examined in more detail in a SyiBopk good practices in promoting an

enabling environment for entrepreneurship and SM#etbpment mandated by the Programme
of Work of the Committee for 2008, which is beingpared by the secretariat.

The review of policy approaches is submitted facdssion. The Committee is expected to
endorse the recommendations agreed by the aboviemeth International Conference.

B. MAJOR OBSTACLES TO ENTERPRISE DEVELOPMENT

Well-grounded policies aimed at reducing obstactes entrepreneurship and enterprise
development require good practical knowledge olil@gry and institutional barriers faced by
would be entrepreneurs, including their scope angortance for the start-ups and already
operational enterprises. Company surveys condugyedational associations of entrepreneurs
and small and medium enterprises (SMEs), as wethase carried out by the international
organizations (Organization for Economic Cooperatiad Development, World Bank, European
Bank for Reconstruction and Development), and NGDansparency International and World
Economic Forum) in the mid-2000s enable a betteletsianding of outstanding issues in this
area’

In particular, the above-mentioned enterprise sigvimdicate that entrepreneurs from both
developed and catching-up economies, perceive nudgstacles to doing business in a similar
way. Factors mentioned by company representatik@®s all regions included inefficient

bureaucracy, inadequate access to finance andigbotdxes. At the same time, entrepreneurs

® The following studies were used in the preparatibrihis paper: OECD’s SME and Entrepreneurshiplddit
(2005), OECD - Asia-Pacific Economic CooperatiorPE&C) Member Policy Makers Survey and the Survey of
SME’s Perceptions of Barriers to Access to Inteomatl Markets (2006), World Economic Forum’s Global
Competitiveness Report 2005-2006, UNECE’s Tradeamdr for Small and Medium-Sized Enterprizes in CIS
Countries, Doing Business project survey (http:Awedoingbusiness.org/), EBRD’s Micro, Small and Medi
Sized Enterprises Strategy (2006), and Transparenesnational’s Global Corruption Report (2006).
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from the catching-up economies of the region afsduded in the top five impeding factors
complicated tax regulations and corruption. Offaetors, such as political instability, inflation
and foreign currency regulations seem to have bmeayerage, less important. According to the
same surveys, factors such as cumbersome tax tiegslaand corruption were perceived by
entrepreneurs from the catching-up economies akthth and the fifth-ranking impediments to
doing business.

While the rankings in individual catching-up econesndiffer, most of the surveyed business
executives referred to three clusters of factoribiting entrepreneurship and enterprise
operation: inefficiency of governance (governmeumtelaucracy and corruption), taxation issues
(taxation regulations and taxation rates), andeqgadte access to finance.

The participants of the above-mentioned InternalioGonference on Reducing Barriers to
Entrepreneurship also emphasized the importanceultéiral and psychological barriers, in
particular, with regard to women entrepreneurs;egméneurs belonging to ethnic minorities and
young entrepreneurs. The Conference recommendedating these barriers to enterprise
growth through a series of measures, which shoeldyénder-sensitive and should inter alia
encourage and stimulate entrepreneurial spiritjqué@arly among young people, and help them
understand the opportunities offered by entrepnesingoL

C. LOWERING ADMINISTRATIVE BARRIERS

The administrative barriers faced by entreprenswalside those encountered when starting a new
enterprise or operating an already existing on¢hénfirst case, they relate to a number of steps,
stipulated by law, which usually include obtainigug operational permit, notarizing the company
deeds, opening a bank account and registering amdi@ining authorization from various
government agencies. Administrative barriers te Hiready existing enterprises relate to
excessive reporting requirements and the associpépdrwork, inadequate information on
changes in norms and regulations, and ruinous pesd&br violations of regulations. While not
specific to catching-up economies, the administeapirocedures related to the establishment and
operation of enterprises are perceived as a majatidfor entrepreneurs in nearly all countries
in that group.

To deal with administrative barriers to entreprasbip, catching-up economies follow largely
similar policies drawing on existing good practicas well as on recommendations of
international organizations. They focus on stréaimd the legislative basis for enterprise
registration and operation, simplifying the procesduto follow and decreasing their number,
reducing the amount of time required for entrepueneo start operations, lowering the financial
burden associated with enterprise establishmentalledating the supervisory burden incurred
by the already operational enterprises.

To these ends, the World Bank and the European Gssion inter alia advise governments to:

e create single access points (one-stop shops) tanaden the establishment of
enterprises;

» standardize paperwork and make enterprise regsiratectronic;
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* eliminate the involvement of courts and notarieghmregistration;
* reduce the start-up fees to reflect only admintisteacosts;

* introduce temporary business licences to ensureptbenpt operations’ start in
‘standard’ circumstances; and

* impose ‘silence is consent’ rule so that once tha&dtine for processing applications
is over, the enterprise should be automaticallysmered as registered.

Broadly following the above-mentioned recommendwjothe catching-up economies put
emphasis on various specific means of alleviatimgadministrative burden.

Several governments have focused on streamlinirdy larmonizing the regulations which
determine the registration and operation of enisepr(Albania, Belarus, Croatia, Moldova, the
Russian Federation, Tajikistan, Ukraine, Uzbekistaimplifying the procedures to follow and
reducing their number (Belarus, the former Serbid lflontenegro, Uzbekistan) and introducing
the single window approach for start-ups (LithuariRomania, the Russian Federation, the
former Yugoslav Republic of Macedonia, Ukraine atmbekistan). In the Republic of Moldova,
for example, the Government, in cooperation with finivate sector, has reviewed as many as
1000 relevant laws and regulations, and has regpdfl@ and revised 200 of them to render them
more conducive to entrepreneurship.

Serbia and the former Yugoslav Republic of Maceddmve eliminated the requirement of a
general business permit for most business actvitieat carry no significant environmental,

health or security risks. Several countries (8gsnia and Herzegovina and Romania) have
eliminated the mandatory use of services of bothtanmes and judges in the process of
registration.

Croatia, Moldova and Serbia have introduced eleatrgystems of company registration that
have significantly reduced delays, and Croatiadias adopted and implemented legislation on
the use of electronic signature. Montenegro anti&eurrently apply the ‘silence is consent’
rule to the company registration process.

The efforts of Governments in this area seem to fyad. Over the last four years, in many of
the catching-up economies the number of procedasssciated with enterprise registration has
tended to decrease. As a result, during the pesfo2003-2006, the average number of days
dedicated by an entrepreneur to starting a comgaoseased by approximately 32 per cent in the
new EU members, by 30 per cent in the South-Easigean countries, and by 26 per cent in the
countries of Eastern Europe, Caucasus, and Céxdral At the same time, in 2006, setting up a
company in a catching-up country took on averaged&gs, which is twice as long as in 6
developed market economies selected for compatidbdays on averagé).

YData from the following OECD countries were useddomparisons: Finland, France, Germany, Japari/tiited
Kingdom and the United States.
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Policymakers in the catching-up economies also @rale to reduce the cost of establishing an
enterprise. Albania, for example, has undertakearmaber of measures to simplify and eliminate
redundant procedures in the registration and operatf economic entities. These measures
include the modification of the commercial regidty to reduce the time needed for enterprises
to be formally registered in court, removal of iseng requirement for companies not engaged in
food production and processing, and creation ohesiop web portal for SMEs featuring the

electronic versions of relevant laws and regulation

During the period of 2003-2006, the average overait of establishing an enterprise in a
catching-up economy as a percentage of Gross Nstiooome (GNI) per capitadecreased by
approximately 12 percentage points in the South-Easopean countries, by 6 percentage points
in the countries of Eastern Europe, Caucasus, amtk& Asia, and by 5 percentage points in the
new EU members. Albania, Georgia, Latvia, Romatfia, Russian Federation, Slovakia and
Ukraine demonstrated the most dramatic reductiaegistration costs. In all of these countries,
the costs were more than halved over the perio@QGif3-2006. Other countries, notably
Armenia, Azerbaijan, Bulgaria, Croatia, Hungary,zKkhstan, Kyrgyzstan, Lithuania, Serbia,
Slovenia, the former Yugoslav Republic of Macedoaiad Uzbekistan, have also shown
significant progress in this area. At the sameetiby the end of the indicated period, the costs of
starting a business in catching-up economiesrstifiained four times higher than in the reference
group of selected developed market economies.

The policy approaches towards the minimal capiguirements have varied among countries.
According to the World Bank, over the last four geean some countries (such as the former
Yugoslav Republic of Macedonia, Ukraine and Uzhikiy the minimum capital requirements
increased, while in others (Bosnia and Herzegoviudgaria, Georgia, Poland and Serbia) they
fell significantly. In 2006, in Azerbaijan, Montegro, Kyrgyzstan and Romania, the capital
requirements were either equal or close to zeravever, in Bulgaria, Poland, Tajikistan, the
former Yugoslav Republic of Macedonia and Ukraineytranged from over 90 to 379 per cent
of GNI per capita.

Policymakers in Belarus, Tajikistan and Uzbekist@ve concentrated efforts on facilitating
enterprise operations. In particular, they haveermded the validity of operational licences,
reduced the number of inspections incurred by djpera enterprises and improved coordination
between tax institutions. The Government inspestivave become fewer and the percentage of
inspected SMEs has also decreased. Business apehnatee had to spend less time on dealing
with inspectors.

In this context, the International Conference regmnded to Governments to implement
consistently measures facilitating enterprise distaiment, giving consideration to this end to the
recommendations of the World Bank and the Eurof@ammission. It also recommended to
simplify the procedures governing operational grises, in particular through reducing the
number of required permits and licences and inangasheir validity terms, improving

' The Gross National Income (GNI) measures the mtahestic and foreign income claimed by the reswleiit
the economy. GNI per capita is the Gross Natiomabie divided by the mid-year population. (WorldnBa
website http://www.worldbank.org/data/countrydata/aag.htm
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coordination among various supervisory agenciesraddcing the overall number of inspections
borne by enterprises.

D. IMPROVING TAX ADMINISTRATION

According to the latest surveys, in the catchingeapnomies taxation is considered as one of the
most important components of the business envirohmén particular, governments have to
consider addressing both the issue of tax burdentlaat of associated administrative burden,
related to the number of taxes paid and the amafuihe companies have to spend dealing with
tax obligations.

The limited information available shows that durthg 2000s, governments in the catching-up
economies have endeavoured to improve tax adnatictrfocusing on:

* lowering the tax rates;
* introducing a single tax and/or special taxatidmesoes for SMEs;
* reducing the number of taxes to be paid; and

* simplifying the tax administration for enterprisescluding through administering
taxation on line.

According to the World Bank assessment, policymakeia number of countries have simplified
tax regimes in their efforts to create an attractiorporate tax environment.

A range of measures has been implemented to thisRatently, Croatia, for example, has put in
place an e-Government project enabling on-line sskion of income and other taxes.
Legislation allowing for on-line tax filing has be@pproved in the former Yugoslav Republic of
Macedonia and is currently under consideration osrBa and Herzegovina. In the Russian
Federation, the calculation of the corporate tagebhas been made more transparent and the
VAT rate was lowered.

The country efforts to reduce the overall tax barde® enterprises are reflected in company
survey results. The company tax rates have demtdasmany catching-up economies and, as a
result, the percentage of business operators pérgetax rates as a problem has dropped
recently in all groups of catching-up economies.

The data provided by the World Bank show that i0&€he profit tax rate in the catching-up
economies was half as high as in the six leadingketaeconomies selected for comparison.
However, the payroll taxes as a percentage of guos#t were significantly higher in the first
group of countries as compared with the OECD caemtmith the exception of France).

Belarus, Georgia, Latvia, Tajikistan and Uzbekigtane reduced the number of taxes to be paid
by enterprises, while Albania and Uzbekistan haweduced special tax regimes for SMEs.

Overall, however, the number of tax payments in taching-up economies remains
significantly higher than in the OECD countries.hM¥ the new EU-members seem to have been
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closing this gap, in the mid-2000s the number g&sato be paid by enterprises in South-East
Europe and the countries of Eastern Europe, Cascas Central Asia was 2-3 times higher

than in OECD countries. The same applies to theuatnof time companies have to spend to

comply with the taxation requirements, which in #ane period, as compared with the OECD

economies, was particularly elevated in the coastaf Eastern Europe, Caucasus, and Central
Asia.

The above-mentioned discrepancies may indicatéddurtlirections for policy action aimed at
aligning the taxation systems to the needs of prites. The International Conference also
emphasized the need to consider, where appropiafgementing targeted measures of tax
incentives for SMEs.

E. FINANCING OF START-UPS AND SMEs

Access to finance is regarded by enterprises as afnthe three most important factors
influencing the business operations. At the same tadequate financing for SMEs is known to
be constrained by the perceived high credit rislbagking institutions. The commercial banks
often reject project proposals by SMEs becausemadequate collateral, poor financial state of
the applying enterprises, and insufficient clanfybusiness plans. Barriers to bank finance are
particularly high for those start-ups whose conipeti strength is based on research and
development and innovation, because those compaftes lack physical assets which can be
used as collateral. In the same way, in some cesntif the region, women entrepreneurs face
difficulties in fund-raising because they don’t gwoperty of their own to be used as collateral.

In order to facilitate access to finance to emag@@nterprises, countries use a variety of policy
measures such as:

modifying the legal requirements to facilitate tiee of company assets as collaterals;
* creating the legal basis for sharing the inforrrato borrowers among financiers;
« developing alternative sources of financing;
» facilitating the development of leasing; and
e promoting micro-financing.
Regulators in Ukraine, for example, have introduckdnges in credit legislation. In particular,
it has introduced a new collateral law, allowingegprises to use a broader range of assets as

collateral and allowing creditors to appropriatesé in case of non-payment without a lengthy
court trial.
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The introduction of credit registers accumulatidg iaformation on financial obligations of
enterprises not only improves the enterprise adoesance but also facilitates its exit from the
market in case of bankruptcy. In recent yearsakhgtan has introduced new laws to encourage
sharing of information on borrowers, and Bosnia dmhekzegovina, Bulgaria, the Russian
Federation and Ukraine have established credist&gi (bureaux) and created a legal basis for
banks to share information with those institutions.

While recently, banks in catching-up economies hageeasingly provided finance to start-ups
and SMEs, given the persisting weakness of thenfia& system in those countries, some
governments have developed alternative sourcesinahding for small and medium-sized
enterprises.

In particular, Governments of Armenia, Kazakhsteyrgyzstan and Uzbekistan have developed,
in cooperation with the private sector, specialgpamnmes, which include loan guarantees and
loan facilities for SMEs. Similar services arecaksxtended in cooperation with international

financial institutions and private funds.

Governments have also drawn on the assistance tefnational institutions to foster the
development of leasing facilities for SMEs. In ldkhstan, Kyrgyzstan, Tajikistan and
Uzbekistan they have introduced a number of lawd taxation rules making the leasing
operation more attractive for domestic and foreiyestors.

In a number of catching-up economies governmentg Iv@roduced legislative and regulatory
changes, which facilitate the supply of micro-finanfor SMEs. Tajikistan has created an
enabling legal and regulatory framework for thisteg while Georgia and Uzbekistan have
adopted legislation to strengthen the lending a#paxd micro-finance institutions, including
those not belonging to the banking sector (credibns).

The growing sophistication of financial systemstire catching-up countries as well as the
development of alternative sources of financingSMEs have contributed to the alleviation of
the access to finance problems and this is refldeyecompany surveys conducted by the EBRD
and the World Bank. During 2002—-2005, the percentaigcompanies considering the access to
finance as a problem decreased in all groups ehoaj-up economies, and most importantly in
the countries of Eastern Europe, Caucasus, andalésia. However, according to the World
Economic Forum 2006 survey, in the mid-2000s en¢regurs in these countries still found it
more difficult to obtain a bank loan without co#lesl as compared with their counterparts from
developed market economies.

The International Conference recommended to govemtsnto design, in consultation with

banking institutions, measures facilitating the emscof SMEs to bank finance, in particular
special credit schemes for long-term investmenarfaing with prolonged grace periods, loan
guarantees provided via public-private SME-focusextjrammes, and more favourable collateral
acceptance rules. Governments were also advisadirdy on assistance from international

financial institutions, to develop alternative farnof funding for start-ups and SMEs, in

particular financing from specialized public-prigdtunds, leasing, micro-financing, etc., as well
as to support the “investment readiness” of enisgprthrough training and other awareness-
raising initiatives that enhance their ability toract finance.
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F. FACILITATING THE EXPANSION OF SMEs ABROAD

Foreign expansion of enterprises in general and SMbparticular is considered as one of the
prerequisites of enhanced economic efficiency oays global economy. At the same time,
surveys by international organizations, OECD intipalar, show that SMEs are under
represented in the internationalized sector oettenomy, and international trade in particular.

Exporting and investment abroad by SMEs are hilesea number of barriers, which relate
both to internal weaknesses of enterprises andretteonditions of their operation. The former
include inadequate access to financing and shodfgerking capital, insufficient information
on business opportunities and markets abroad, aokl 6f communication with potential
customers, while the latter include home and hosnhtry regulations unfavourable to exporting,
importing and cross-border investment, and the tdaklevant incentives from governments.

The government actions aimed at reducing thesdebarfocus on facilitating the access of
foreign traders and investors to information on katg and relevant regulations. The findings
from the OECD - Asia-Pacific Economic CooperatigxPEC) Member Policymakers Survey
and the Survey of SME'’s Perceptions of BarriersAtzess to International Markets (2006),
emphasize also the importance of promoting the Sidicipation in global value chains and
clustering as a means of overcoming trade barriers.

Throughout the UNECE region, government regulatitim companies have to apply when
operating outside their home markets are compleixchange frequently. In order to address this
issue, in the United Kingdom, for example, all ap@s in regulations enter into force only twice
a year, which significantly reduces the amountimktrequired to find out which of them apply
at any given moment. The United Kingdom Governniierst also created an online trade “single
window”, which integrates information provided bket relevant departments (revenue and
customs, trade and industry, and environment). ndlthe same lines, in Sweden a one-stop
information centre has been set up to provide acte#formation on Swedish trade rules and
regulations to potential exporters from develogingntries.

Several catching-up countries have promoted enserpcluster development at regional,
interregional and cross-border levels. In 200by&hia created the National Centre of Clusters
and Technology Network, providing a platform foroperation between companies, technology
networks, investors and the Government. Similahg, Czech Republic offers financial grants to
create an infrastructure enabling the establishnoéntlusters, including those with foreign
partners.

It was argued at the International Conference thather assistance to foreign traders and
investors by governments can focus on providingntlveth additional information resources,

including measures facilitating the intellectuaberty rights protection for SMEs, foreign

traders’ innovation and technological capacity,wasdl as costs of applying the international
standards for exporters.

In the context of facilitating the SME expansionraan, the International Conference
recommended to member States, in line with the OE&IDmmendations, to create mechanisms
that facilitate the participation of SMEs in thade policy process, assist exporting enterprises in
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diagnosing and understanding the business envinonthey face in host countries, and design
programmes that help firms to overcome trade hatrie

G. REDUCING CORRUPTION

Enterprise surveys conducted in the early 2000giged evidence of high corruption perceptions
in the catching-up economies and signalled theg@l payments during the business registration
and operation were quite common. The 2002 and 200%pany surveys showed that about a
guarter of the interviewed companies in the coastof Eastern Europe, Caucasus, and Central
Asia and in South-East Europe considered unoffipeyments frequent, and this finding is
confirmed by the data provided by Transparencyriaional.

Recently, the catching-up economies have endeaydorémprove overall public governance
and intensified their fight against corruption in@mber of areas. In particular, this concerns:

» the reform of the judicial system;
» tax reform;

» institutional reform, including the establishment mew anti-corruption advisory
bodies; and

* enhanced accountability of civil servants.

In Belarus, Ukraine and Kazakhstan, for examplenm@hensive state programmes to fight
corruption have been put in place, aiming intea ali enhancing the efficiency of law-enforcing
agencies and establishing effective mechanismstHer prevention of corruption, i.e. law
enforcement.

Georgia, Kyrgyzstan, Ukraine and Kazakhstan haaetext reforms of their judicial systems
intended to increase the independence of courteasdre adequate remuneration for judges in
order to reduce the incentives for bribe taking.

Tax reform has also contributed to reducing thesimizes of tax authorities to accept bribes.
Albania, Bosnia and Herzegovina, Georgia, Poland Siovakia have introduced new tax

systems that intend to contribute to reducing qurom by ensuring greater transparency,
increasing the capacity and incentives for entsggsrito pay taxes and limiting tax officials’

ability to abuse their prerogatives and collecbbési A number of member States, notably
Belarus, Kazakhstan, Kyrgyzstan and Ukraine, aresidering simplifying taxation procedures

and introducing on-line systems of interaction kew Government officials and companies in
order to reduce possibilities for tax evasion andds.

The reform of institutions in the catching-up ecomes has contributed to fighting corruption
through establishing specialized anti-corruptiowismry bodies. Croatia has set up a special
office for fighting corruption and organized crim@eorgia has established an anti-corruption
working group composed of Government officials &@EOs with the goal of developing an anti-
corruption strategy. In other countries (e.g. Armgmosnia and Herzegovina, and Serbia) the
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anti-corruption activities are coordinated amongesal ministries, agencies and prosecutors’
offices. In Kazakhstan, the Government has strieaohithe functions of enforcement agencies to
avoid duplication in investigating corruption case®ntenegro’s Ministry of Finance has signed
a Memorandum of Understanding with business assocgto ensure their participation in
drafting the relevant legislation.

Finally, an effort has been made to increase #nesparency of operation and the accountability
of civil servants. Policies aimed at raising théeetiveness of civil service include recruitment
through competitive exams and continuous professitraining of civil servants. In 2004, the
Parliament in Kyrgyzstan adopted a law, accordmgvhich civil servants could be temporarily
suspended from duties in case of a conflict ofregeresulting in an improper benefit for a third
party. At the same time, the legal requirementdedare incomes by public officials also have
been strengthened in a number of countries. BotRdland and Romania, public employees
disclosing breaches of the law inside the insbniin which they worked were provided legal
protection.

At the international level, all countries of the BNE region have become parties to at least one
of the major conventions related to fighting cotrap. The United Nations Convention against
Transnational Organized Crime has received theetdrgumber of ratifications by the catching-
up countries. All the new EU Member States havdiedtthe Council of Europe Civil Law
Convention on Corruption and the Council of Eur@pyeninal Law Convention on Corruption.
These two conventions have been also ratified loytabalf of the countries of Eastern Europe,
Caucasus, and Central Asia. Finally, the OECD -Anbery Convention has been ratified by
seven of the catching-up economies, including tleec Republic, Hungary, Poland and
Slovakia, which are OECD members, and also by Bidggstonia, and Slovenia.

To summarize, the recent years have borne witresaeténsified government action against
corruption. However, its effects on enterprise digmment are not easy to quantify. While longer
time series are not available, the limited dataZo®2 - 2006 from the EBRD-WB Survey and
from Transparency International attest to a cerntaprovement in the corruption situation in the
new EU members in the first place, while in therdoes of Eastern Europe, Caucasus, Central
Asia and South-East Europe progress seems to le&veléss significant.

In this context, the International Conference regcmnded to central and local governments to
implement systemic measures aimed at improvingipgavernance, and alleviating corruption
and unofficial payments by enterprises. Strengteindependence of judges, enforcement of
taxation rules penalizing illicit payments, the addishment of anti-corruption public-private
advisory bodies and enhanced accountability ofl @ervants should serve the interests of
emerging entrepreneurs and enterprises. At thes game, the Conference recommended to
encourage business operators to embrace and éeatsrt principles spelled out by the United
Nations Global Compact.
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H. CONCLUSIONS

The available information provides evidence thaendly governments of catching-up countries
have endeavoured to reduce the administrativedsarto enterprise establishment through the
simplification of registration procedures, introtloo of standardized forms and a “single

window” approach for business registration, faafldtn of online registration, reduction of

administrative costs and minimal capital requiretsefor start-ups, and introduction of the

“silence is consent” rule in registration. In orde facilitate the operations of the already
existing enterprises, governments have reducechtineber of required permits and licences,
increased their validity terms, improved coordioatamong various supervisory agencies and
reduced the number of inspections imposed on ages

The efforts of governments have borne fruit reeglin a considerable reduction in the number
of days required for an entrepreneur to set upapemy and lower costs associated with business
registration. While progress in reducing admimiste barriers is to be recognized in all groups
of catching-up economies, they still remain an ingoat impediment. The number of days an
entrepreneur has to spend to set up a companyavexage catching-up country is still twice as
high while the cost of starting a business fouresnmigher than in a group of developed market
economies selected for comparison. Further padicijon by governments could focus on
consistent implementation of international goodcpecas in this area summarized in the
recommendations of the World Bank and the Euro@anmission.

A number of catching-up countries have undertakesimhplify the taxation procedures, reducing

the number of taxes to be paid and lowering theréées for enterprises. In 2006, the profit tax
in the catching-up countries was half as high ashim group of leading market economies
selected for comparison. However, the payroll $axe the catching-up countries were

significantly higher, and the same applies to thmber of tax payments and the time required to
companies to comply with taxation requirements. tHis area, governments could continue
simplifying the tax administration and reducing thember of taxes to be paid by enterprises.
They might also consider assessing the impact gfoflataxes borne by companies on the

development of entrepreneurship.

Governments have endeavoured to improve the aamfessart-ups and SMEs to financing
through facilitating the use of a broader rangesdets as collateral, setting up credit registers,
developing non-bank loan and guarantee facilit|@sSIMESs, leasing and micro-financing. As a
result, the percentage of companies considerin@c¢hess to finance a problem has decreased in
all groups of catching-up economies. Further gadiction in this area could focus on designing
special credit schemes for long-term investmenarfaing of SMEs with prolonged grace
periods, and introducing more relaxed collaterateptance rules. At the same time,
governments may wish to support the “investmendiress” of enterprises through training and
other awareness-raising initiatives that enhaneg #bility to attract finance.

In order to reduce barriers to SME expansion alrgadernments have facilitated the access of
foreign traders and investors to information on kats and relevant regulations. To this end,
they have increasingly provided the relevant infation on line and assisted exporters in
improving their understanding of business environime home and host countries. In the future,
in line with the OECD-APEC recommendations, goveznta might consider strengthening their
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information support for SMEs in the area of IPRtpation and international standards, further
facilitating the involvement of small and mediurzesi enterprises in trade policy design and
implementation, as well as enabling their partitgrain global value chains.

In order to reduce the potential for corruptionidgrthe process of enterprise registration and
operation, governments have strengthened the mdleleav enforcement, increased the

independence of courts and judges, rendered thatidax systems more transparent and
strengthened the accountability of civil servantghile the effects of these policy actions are not
easy to quantify, the limited data available attest certain improvement in the corruption

situation in the new EU countries, while in the estlsub-regions the survey results are less
convincing. Future anti-corruption measures shd@ddonsistent and complement each other in
all areas concerned, and should benefit from trengthened cooperation of governments with
other stakeholders.

The research by the secretariat as well as themaof the International Conference also attest
to the need for enhanced public-private cooperatiorthe design and implementation of

enterprise development policies at national andratlmnal levels, and more active participation
of all relevant stakeholders in the drafting anglementation of normative and regulatory acts
in this area.

The information on good practices in reducing leasrito enterprise development could also be
used in demand-driven capacity-building programni@s government officials, company
managers and would-be entrepreneurs within requestember States.
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V. SYNOPSIS OF GOOD PRACTICES IN FINANCIAL INTERM EDIATION
IN SUPPORT OF INNOVATION AND KNOWLEDGE-DRIVEN
DEVELOPMENT

A. INTRODUCTION

The Programme of Work of the Committee on EconaG@uoperation and Integration (CECI) for
2007-2008 in the focus area “Promoting an enablamyironment for efficient financial
intermediation in support of innovative developmiemivisages the preparation of the following
documents:

« Comparative Review of financial intermediation sogiing the knowledge-driven
development and of national practices facilitataugess of innovating entrepreneurs
to domestic and foreign finance.

« Synopsis of good practices in financial intermeadiatin support of innovation and
knowledge-driven development.

The Comparative Review of national policies andcpeas, drafted in consultation with
the CECI network of experts and stakeholders, isilave on the CECI website
(http://www.unece.org/ceci/) and will be releasesl an official UNECE publication under
the title “Financing Innovative Development: Congtave Review of the Experiences of
UNECE Countries in Early-Stage Financing”.

This Synopsis is based on the findings of the Coatpe Review and the outcome of an expert
meeting, which took place in Geneva on 3-4 May 2(CE/CECI/FID/2007/2). It focuses on
the provision of early-stage financing to innovattechnology-based enterprises with a view to
identifying policy options and recommendations &gilitate the access of these enterprises to
early finance.

The experiences of the UNECE countries constituferale ground for transnational policy
learning. The diversity of national economic andtitational conditions and the related
experiences provide valuable lessons to policynsafa@rfurther improvements in public policies
dealing with the related policy issues.

B. FINANCING INNOVATIVE ENTERPRISES

Innovative enterprises lack a track record, tamgilidence of product or service feasibility as
well as market potential. Entrepreneurs are urmyqueositioned to perceive business
opportunities and anticipate their market potentidbwever, the financial resources needed for
these efforts are beyond the means of the foundss require external support while innovative
enterprises usually face severe constraints iningaiginance from mainstream financial
intermediaries.

Potential investors find it difficult to verify theoundness of proposals and distinguish between
high- and low-quality opportunities. In consequenowestors either set prohibitive financing
costs or withdraw entirely from this early-stageeeprise space. Given the intangible nature of
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its assets, the value of an innovative enterpsidmsed on the long-term growth potential derived
from scientific knowledge and intellectual propertyrhis creates unproven and unpredictable
patterns of cash generation, which may be a deteiweexternal investors.

To fill this financing gap, specialized intermedgs need to emerge in order to provide financial
support to innovative enterprises in their mosteutagn development phases. The availability of
informal individual investors and formal venturepital financing and the management and
technical skills they can contribute are criticabr finnovation and knowledge-driven
development.

The emergence and growth of a financing infrastmector early-stage support of innovative
enterprises is a complex process, depending on maalyling conditions and requiring efficient
allocation and recycling of capital. The developtnef national venture capital industries has
often received government support as a componeggréral innovation policies. Well-targeted
public interventions play an important role in simgpa vibrant venture capital industry.

C. THE LEVERS OF EARLY-STAGE EQUITY FINANCING

Any policy targeting the development of an effeetimfrastructure for financing innovative
enterprises needs to be based on a sound undengtaridhe motivations of the major private
players in the early-stage financing process ad althe “levers” that affect the smooth
functioning of this process. Business angels andtwe capital firms play central and
complementary intermediary roles in the early-stiigancing of enterprises, providing capital,
expertise and legitimacy to ventures that the ti@ual financial intermediaries find too risky.
While business angels invest their own money, ventapital firms need to raise funds from
other sources (such as institutional investors)¢clvhlso affects the development of the industry.

The early-stage financing process can be regarded self-reinforcing cycle consisting of four
main stages:

e Fund-raising;

* Investing;

* Managing / value-adding; and
e Exiting.

For business angels and venture capital (VC) fittnbe effective and self-sustaining in their

intermediary roles, they need to operate in anrenwient that allows them access to funds,
investment opportunities, and exiting possibilittegt in turn enable them to generate returns
commensurate with the risk they undertake and-ttepoy their capital in the different stages of

this cycle.

All four stages need to be developed and activeherearly-stage financing process to function
properly, avoiding possible bottlenecks. A prehary policy action would be to map out the
financial landscape to identify areas of interventi There is a certain degree of overlap between
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the various instruments targeting these differéages, which should be borne in mind when
designing policy interventions in order to maximggergies. In addition, because each lever
engages differently with business angels and vertapital firms, it needs to be attuned to the
operating specifics of each of these players.

The fund-raising stage of the cycle pertains to #wailability of funds for allocation to
innovative enterprises by specialized financiakintediaries. For business angels this means
overcoming the opportunity costs of alternative Mteallocations by making such investments
attractive. For venture capital firms this invavaccess to institutional investors with long-term
perspective as a source of funding and structwfrignds.

The investingstage of the cycle includes the flow of investmamportunities to business angels
and venture capital firms as well as the availgbdf requisite investment skills to evaluate these
opportunities and select projects suitable for fngd The flow of investment opportunities
reflects a country’s innovative environment, enteggurial culture as well as the existence of
early-stage support infrastructure (for examplesiigility grants, science parks, incubators) that
help make such opportunities “investment readyhe €valuation and selection skills result from
the development and sharing of knowledge as atresakperience.

The value-addingtage of the cycle concerns the availability ofursifie skills for the oversight,
management, and development of innovative ent@gptisrough providing proper incentives to
management, strategic and operational advice, scesxternal managerial, technical and
marketing expertise as well as providing contadth wotential suppliers and customers. Many
of these skills are honed by the investors’ primpezience, either as investors or in relevant
market or industry fields.

The exiting stage of the cycle pertains to the ofymity for investors to convert the value-added
into funds that can be deployed in another wavaradvative enterprises. Key in this stage is the
presence of capital markets open to financing sm@uadl young enterprises with high-growth

potential. Acquisitions by existing firms represanbther form of exit.

A review of the early-stage equity financing larajse in the UNECE region reveals important
differences across countries. Their understandiogldc serve as a background for policy
discussions in individual countries:

(@) The scale and intensity of business angel iagctigiven sufficient supply of
potential deals, is sensitive to the tax and ecoa@nvironment in a country. Policymakers
therefore need to identify and alleviate the pergibarriers to business angel investing.

(b) The absence of regulatory hurdles does notagiiee sufficient investment by
institutional investors in venture capital funds thss depends also on expected investment
returns. The venture capital industry needs toienga chance to develop and mature to show
evidence of positive performance.

(c) There are wide variations in entrepreneurshipudes and availability of early-
stage financing and support for innovative entegwi These interact with other aspects of
national economic policy, such as labour laws amdtion to influence the supply of high-
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guality innovative firms and, consequently, the danoh for business angel and venture capital
investment. Policy efforts to develop the ventuepital industry (supply side of financing)
should be complemented by initiatives fosteringegreneurship (demand side).

(d) Critical business skills are needed for valddewl management of equity
investments. While many of these skills emerge ufgho hands-on experience, the industry
learning effects are generally slow to materializ€he formation of networks and industry
associations, the mobility of VC managers, inteaactwith experienced VC funds, and
recruitment of experienced managers from a varadtyndustries should be encouraged to
accelerate the industry learning curve.

(e) The VC industry in Europe is currently facedhwva fragmentation of venture
capital markets along national lines. As a restribss-border VC investments are limited and
hampered by divergent national VC frameworks. Ongopolicy efforts to reduce this
fragmentation should be continued to fully reap gwgential of VC funds for investing in
innovative small and medium-sized enterprises (SMEs

(H Historically, the NASDAQ market in the Unitedté®es has provided the most
viable exit route for VC investments and thus gigesignificant boost to the development of the
VC industry in the United States. The Europeankstoarket segments designed for relatively
young firms have also made a positive contributtonincreasing exit possibilities. The
Alternative Investment Market in the United Kingddmas developed into a fairly accessible
platform, including for non-European companies. W@ty regulatory burdens and
fragmentation across national frameworks can akdp bther exchanges emerge as attractive
capital markets for small, innovative, high-grovitims.

D. GOOD PRACTICES IN EARLY-STAGE EQUITY FINANCING

The equity financing cycle interfaces with severaljor aspects of a country’s institutional and
innovation environment and is sensitive to goveminp®licies that affect institutional investing,
capital markets, innovation and entrepreneurshipveBiments have played a key role in the
development of VC industries, either indirectly, affecting the conditions that influence the
equity financing cycle or directly, by providing mtal and incentives to innovative firms,
business angels, and VC funds.

Governments have played major roles in jump-starinfacilitating the development of the VC
industries in Denmark, Germany, Ireland, Israelpidry, the United Kingdom, and the United
States, among others. More recently, strong potdiatives to develop early-stage financing
have been implemented in Kazakhstan and the RuBs@deration.

Countries vary in their economic and innovationtdrig, in the conditions and institutions that
support the cycle of innovation finance and in tla¢ure and sequence of measures to address
the deficiencies of that cycle. The transferapibf national experiences cannot be taken for
granted and needs to be carefully considered. h®@mwther hand, cross-country comparisons can
serve to better appreciate the importance of frabnkewonditions and establish causal relations
between instruments and outcomes.
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Evaluating or imitating the experience of indivilaauntries requires sufficient understanding of
the context in which it has been enacted, in paldrcthe set of initiatives preceding it as well as
the degree of development of each of the comporantise equity financing cycle within the
particular country.

The identification and understanding of good pradiis hindered by the relative lack of
monitoring and formal evaluations of implementedgrammes. The impact of particular
programmes is often assessed only by the amouwapital allocated or the number of supported
enterprises. More elaborate programme monitorirdgeraluation should be a policy priority in

order to provide learning opportunities for prograendesign and implementation.

The policy interventions in the area of early-stgancing can be distinguished according to:
* Goal and focus
Mode of delivery
*  Comprehensiveness
e Sustainability.

Policy schemes vary significantly in their espouseclis. Whereas most programmes aim to
support innovativeenterprises, there may be additional restrictie@garding the size, stage of
development, industry sector, origin (for examgpin-offs from universities and other public
research institutions), and geographical locatiotihe recipient enterprises.

The specificity of the goal and focus of each atitie has important implications for its
implementation and ultimate effectiveness. Itngportant to target exactly the enterprises that
face problems in their access to financing in otdeavoid allocating funds to firms that do not
face such problems. Programmes need also to maixeccount how the future financing needs
of the targeted companies would be covered, beyoadhitial support, including the likelihood
of raising private resources.

Government programmes can allocate resources dliteamtly to the target enterprises, through
publicly managed investment funds or grant agen@esndirectly, through specially selected
intermediaries such as private individuals (busreeggels), venture capital funds (including seed
capital funds), incubators, and technology transifices. The choice of intermediary is
typically related to the specific focus of the pramgme.

One form of engagement with intermediaries is basedunding their establishment and initial
capital through loans, business development grantsquity. In some cases, the funding of
venture capital funds requires a matched partidpaby private investors. There is wide
variation across countries and programmes in t&fntise amount of public funding provided as
well as the matching private funds. Another forfrengagement encompasses the provision of
debt or equity guarantees to private investors eélsag tax incentives to individual, corporate or
institutional investors for investments in spectfipes of enterprises.
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A major issue to consider in regard to the modeéaivery of each programme is whether the
government assumes the funding decision or delggdi® private operators. If funding decisions
are handled by the government, attention shouldpb& to the implications in terms
of possible political interference and bureaucratificiency of using a central single agency
versus multiple local agencies.

While central agencies may be more resistant tdtigadl capture in some contexts, regional
delivery is more suitable to overcome the inform@agproblems involved in investment decisions.
The regional dimension is crucial in the desigmpwlblic programmes of support, particularly for
large countries. At the very early stages of timarfcing cycle, proximity between investors
(private and public) and target companies is higldgirable.

Achieving synergies and complementarities amongynammes needs to be assigned high
priority in the policy formulation. The effectives® of a country’s set of initiatives depends on
whether all stages of the equity financing cycle aroperly addressed. Regulation, tax,
innovation, and early-stage financing policies dobe used to target the existing gaps in the
equity financing cycle.

There are great variations across countries inctimaprehensiveness and coordination of the
various programmes within the country as well a&s dgbvernments’ sensitivity to the changing

needs of the early-stage financing market. In somntries (for example, Finland, Israel, the

United Kingdom, the United States), there is camdirs learning from the experience with

previous programmes, whereby new programmes argnibesto address the deficiencies of their
predecessors. The ability to learn from previagseeience and continuously track and evaluate
the market impact of a programme should be consitian integral part of the design of effective
policy interventions.

The experience of individual countries shows ad &épproaches in which public resources are
provided (typically through grants) without congialgon for the conditions in which the
recipient enterprise will operate before and afegeiving the grant. In contrast, coordinated
approaches introduce series of schemes, eachruyitai the experience of previous, or seeking
to complement concurrent, schemes in addressing cmvstituents or providing increased
support for existing constituents.

In Europe, the United Kingdom is a clear exampla ebordinated approach, in which efforts to
encourage business angel investing and universigyed entrepreneurial activity are followed by
initiatives to promote venture capital funds witldiéerent focus regarding sectors, regions and
stage in financing. Similarly, Denmark, Finland,afce, Ireland, Norway, and Sweden are
examples of countries in which large-scale pubkature capital activity is complemented by

support for seed-stage and incubator activity. eR#g the Portuguese FINICIA Programme

targeted the creation of regional platforms witlversities, incubators, local partners and formal
and informal VC investors.

Where national programmes aim to foster the creabiba national VC market, their success
depends on their ability to leverage private fugdimhe economic viability of small seed funds
has long been in question, as there is a delical@nbe between the size of a fund and the
practicality of making seed- or early-stage investis. Creating larger funds runs the risk of
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their moving towards expansion-stage financingating smaller funds runs the risk of their
being unsustainable.

Many government-sponsored fund-of-funds programaaesess the size and sustainability issue
by leveraging private capital as well as providargappropriate compensation structure, such as
capping the returns on the government funds, wittegs returns accruing to the VC managers.
Such an approach increases both the fund’s abditgrovide follow-on financing and the VC
managers’ potential returns from early-stage irmesits. In addition, it links the fund with
institutional investors, which can serve as thedfas future fund-raising activity.

Sustainability has also a regional dimension asynwdéithe SME financing programmes have an
explicit regional focus. The state’s provisionegfuity finance alone cannot resolve issues such
as, for example, the local level of entreprenewsigierience, the quality of intellectual property
and the role of local universities in the developimgrocess. Integrated interventions may be
required to address these problems.

E. FUND-RAISING

Good practices can be considered in different asp#cthe fund-raising stage of the VC cycle
such as enhancing the availability of risk capitaiproving relations between private fund
providers and VC firms and providing incentives M€ managers to invest in early-stage,
innovative firms and identify and select commelygiéasible, high-potential firms.

The provision of public funds for venture capitaitiaties is among the most widespread
practices seeking to increase the availabilityisk capital. Two main approaches exist:

e Publicly managed funds
* Privately managed funds.

In several countries (Canada, Denmark, Finlandwdgr Portugal, Spain, and Sweden), funds
are placed in special agencies, typically affililateith institutions promoting business or
industrial development, with a mandate for direavesting in new, small or innovative
enterprises. Publicly managed funds may serve asngnortant initial source of capital that
allows for the accumulation of investment knowledgel expertise that can gradually flow into
the private sector. Funds that have an expligt$oon early-stage, high-risk projects may be
particularly relevant.

However, special care should be taken to estaldishadequate system of incentives and
eliminate political interference into the activity publicly-managed funds. Evaluations of such
public programmes have shown that the investmeatenthrough these programmes tend to be
less risky and oriented towards more establishegpemies.

As market mechanisms begin to emerge, public famdsest used to complement and support
such mechanisms. In this regard, the programnwedving publicly managed funds have moved
towards a greater involvement of private investnmaanagers, either by shifting their focus to
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fund-of-funds allocations, privately managed fuf@anada, Denmark, Finland, and Norway) or
through outright privatization (Sweden).

As privately managed funds take precedence andrigment venture capital activity is reduced,
the Scandinavian countries have shifted their tineeolvement towards nascent, seed-stage
enterprises by establishing incubator programme®ed funds. Such programmes can be seen as
complementing the existing market mechanisms byeasing the deal flow of “investment
ready” firms.

Another approach to the provision of public funds ¥enture capital investment activities has
been through engaging private investment manager$egeraging additional private funds. In a
typical scenario, the government (or its agenctg as a cornerstone investor, providing a certain
percentage of the fund’s capital. This approaatois widely followed in a number of countries:
Canada, Denmark, Finland, France, Germany, Irelanagl, the United Kingdom, United States,
and, more recently, Kazakhstan, Latvia, and thesRRasFederation, as well as by the European
Investment Fund. Governments’ investment includsh btraight equity and subordinated loans.

The main logic behind privately managed funds @t grofessional VC managers have clear
interests in identifying and backing commerciallgsessful enterprises. Where there is a careful
selection of the funds to be supported (through petiive bidding or detailed evaluation of
applications), the government’s involvement plagsiraportant legitimacy role for establishing
relationships between VC firms and institutionalastors.

In addition, such government programmes pay inangaattention to ensuring that the risk-
return profile that VC managers face is appropriateundertaking early-stage investments and
encouraging managers to pursue the investmentddeips$hat is to say, its appreciation).
Providing downside protection — through outrighagantees or through refinancing investments
with subordinate loans — has been counterprodyciise¢he experience of Germany, Israel, and
the Netherlands has shown.

The experience with the Small Business Investmamg@any (SBIC) programme in the United

States exemplifies the importance of incentivecstmes for promoting early-stage investments.
In the early period of the programme, the needexvise the loans provided by the Small

Business Administration (SBA) to the participatingestment companies made it impractical for
these companies to invest in enterprises withomediate cash-generation ability. The change
from loans to participation through preferred séms, deferring early interest payments in

exchange for subsequent profit participation, @@aa significant shift towards seed-stage
investments.

The Yozma programme in Israel is another examplgpsfde incentives to VC funds: each fund
had the option to purchase the Government’s stareg to five years from the inception of the
fund. To a similar effect, recent programmes l&acin the United Kingdom (Enterprise
Capital Funds), Latvia (through the Latvian GuaganfAgency) and the Russian Federation
(Russian Venture Company) cap the returns accrairtbe Government’s share with all excess
returns going to the investment managers and ldngartners. Such arrangements create an
asymmetric allocation of the returns from succdsshvestments, making them more
commensurate with the higher risk of early-stagestments.
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Tax incentives of various types and with differdatgets have been used to increase the
availability of risk capital. Several countries lealieen offering tax incentives for individuals
who invest in private businesses. Schemes cantailget pre-angel sources of finance, notably
founders themselves or their friends or relativés.few programmes have explicitly targeted
existing companies investing in innovative SMEsom® tax incentives have been designed to
encourage individuals to invest in venture cagitabs.

The review of policy initiatives in the area of ftlxnaising suggests as an overarching principle
that government involvement should be designeatoptement and support rather than displace
market mechanisms for allocating capital to innmeatenterprises, while fostering the
development of the local formal and informal vertaapital industry.

As a basic condition, national regulations on itwesnts by pension funds, insurance companies,
and other institutional investors in venture cdpitends and the tax treatment of investment
vehicles need to be in line with those in countnath leading VC markets. Some of the
regulations that may need to be reviewed includeekistence of quantitative restrictions on
allocations to “alternative” asset classes as waell'safe haven” and “prudent man” rules that
guide investment decisions.

Where the local pool of institutional capital isurfficient or inappropriate, policy efforts should
target the creation of conditions attractive toitsdrom foreign institutional investors. Such
conditions include aligning the local tax and regoty framework with those available in
countries competing for foreign institutional cait

Some countries have developed dedicated fund stasctor raising venture capital. In doing so,
attention should be paid to ensure that thesetstes retain the most effective features, such as
those of the Limited Liability Partnership — fixéte, flow-through distributions, deferral of tax
liabilities until securities are sold and lack ofdrference by limited partners. In countries veher
such dedicated structures do not exist, policynsakeay consider their introduction.

Government initiatives to encourage venture capitagstments need to pay close attention to
providing proper incentives for private investmemnagers to select and develop high-growth,
commercially viable enterprises:

« Downside protection does not create such incentives

* Providing asymmetric allocation of the gains oncassful investments — through
options to buy the government's stake or capping taturns accruing to the
government — provide such incentives by improvimg trisk-return profile of
innovative enterprises; and

* A clear programme focus can be more easily tragdlgtto proper incentives.
Tax incentives, including tax relief, loss reliefdacapital gains relief, are generally effective in

encouraging individual and corporate investmentprimate enterprises. However, fiscal rules
need to be unambiguous in ensuring that the retigieterprises are those for which the scheme
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is intended and that the investments would have takén place in the absence of fiscal
advantages.

Even when the regulatory environment is favourdbleraising VC funds, local institutional
investors may stay at bay due to insufficient kremgle of the VC industry. Programmes to
educate managers of institutional funds and beildtionships with the local VC community can
help address such issues. Promoting the establithohespecialized investment advisors could
give additional boost to the consideration of veattapital as an institutional investment class.

When institutional investors are open to invesimy/C funds but have insufficient information
about particular funds, governments may act asecstone investors, providing the necessary
certification to fund managers. Information serviegencies on financial intermediaries,
promoted with the participation of public authagj could serve to disseminate key data
facilitating investors’ decisions.

To smoothen interruptions to VC cycles, governmamid-of-funds programmes may be
introduced in periods when VC fund-raising slowsvdo This would ensure that existing VC
firms are able to raise additional funds for follow financing to their portfolio companies and
would also help them in building a track recordtthél be instrumental for the next wave of
private fund-raising.

F. INVESTING
Good practices at the investing stage concerndlt@rfing areas of intervention:
* Improvement of the entrepreneurial climate;
* Increasing the supply of investment ready entegpris
* Improving the information flow between entreprerseaind investors; and
* Providing investors’ guarantees.

Programmes can be deployed to facilitate the imvggtrocess by promoting the creation of new
enterprises, particularly those based on the cowiaization of scientific knowledge generated

in public research institutions, thus increasing filow of “investment ready” enterprises

to private investors and professional venture ehfifms.

Among the most prominent initiatives in this areavd been the Small Business Innovation
Research (SBIR) and Small Business Technology TeafSTTR) programmes in the United

States, providing early-stage research and deveaoprfR&D) grants to small technology

companies. The programmes provide crucial fundimg feasibility studies (stage 1) and

prototype development (stage Il), thereby “gracwgitenterprises with strong commercialization
potential that are able to attract private capital.

In addition to the staged nature of the funding, éffectiveness of these programmes stems from
its decentralized decision structure, spread anidnfgderal agencies and actively supported by
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technology-transfer offices in individual researghiversities. Technology-transfer offices not
only make researchers aware of the existence oR&e grants but also work with potential
entrepreneurs to develop and appraise their ideasth as prepare their grant applications.

In Europe, several programmes are engaged inwelatcentralized provision of coaching and
seed funding in the form of grants or loans to metbgy entrepreneurs in order to make the
recipient enterprises better prepared and moracéite to potential private investors. Examples
of such programmes can be found in Austria (Seedlifg and “LISA” programmes), Belgium
(Flemish Innovation Fund), Finland (TULI, TEKES, darStart Fund Vera programmes),
Germany (High-Tech Start-Up Fund), the Netherlafigschno Starter programme), the Russian
Federation (START programme) and Spain (New TeagyFirms programme).

Business angel networks play an important roleringing entrepreneurs and private investors
closer and could therefore also benefit from pubéisistance. In order to overcome information
problems and enhance investment readiness, poli@mm&ould also consider programmes that
facilitate presentation forums and investment nagjohs for businesses in search for initial
funding and private investors, such as the markegp(INTRO) operated as part of the PreSeed
Finance programme in Finland. Another examplehes €entre for Innovation and Business
Development in Spain (Catalonia), which functiossaa“‘one stop shop” for feasibility studies,
funding, and project development.

Many countries have programmes that provide some tf guarantee in order to facilitate the
access of SMEs to bank lending. These programmed to have a clear focus on innovative
enterprises in order to increase their impact. Gthe longest running programmes, the Small
Firms Loan Guarantee Scheme in the United Kingdemotable for shifting its focus at the end
of 2005 towards newer businesses. Such an apprisaalso present in the new FINICIA
programme in Portugal.

Several guarantee schemes offering equity guarardabject to certain limitations have an
explicit focus on innovative enterprises. Such paogmes exist in Austria, France (OSEO-
France Active Garantie), Italy (Guarantee FundDagital Technologies SMEs), and Portugal
(New Technology Based Companies programme). Toettient that they cover early-stage
innovative companies, these programmes resembsgiiety grants with the added supervision
by the private investors receiving the guarantees.

There are a number of policy implications that bardrawn from the review of the experience of
UNECE countries in this area:

* The supply of innovative enterprises depends onetkistence of a well-established
entrepreneurial culture and awareness, particulamgucation and research institutions;

* Grants represent an important and potentially &ffecsource of financing for feasibility
studies and product development. Staged distributib grants could be used as an
effective tool for dealing with the uncertainty arent to the commercialization of
scientific knowledge and for ensuring that morediirare allocated to projects with
increasing commercialization promise. Decentréiimaand the active engagement of
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research institutions in the grant giving processtdr higher programme awareness and
more effective decision-making; and

e There has been limited focus on the availabilityneestment skills among local private
investors. There is much room to facilitate skdisvelopment and knowledge transfer
from regions with more established infrastructunedarly-stage innovation finance.

Education plays a major role in the promotion dfepreneurship. Governments could consider
introducing the teaching of entrepreneurship ndy anhigher education institutions but also in
secondary education as well as in institutiongfmst-educational qualifications.

Educational programmes can also address the geaifi the venture financing process.
Increasing the awareness of potential entreprengfutise various financing options as well as
their understanding of what private investors Idokand how they make decisions is likely to
increase the demand for private capital. Indubbtglies, such as business angel networks and
venture capital associations, should be involveitiése efforts.

Where the focus is on technology entrepreneurgftipernments can facilitate the establishment
or strengthening of technology transfer officeotirer agencies that bring together the scientific
and business worlds. Such agencies can be loaetedd major research institutions and should
seek to educate faculty and researchers on idergifyossible entrepreneurial opportunities and
developing their commercial potential.

Governments also have a role to play in faciligtihe information exchange between all
relevant stakeholders in order to improve the flwwnformation to reveal potential innovative
opportunities.

Incubator and seed capital programmes represermir reajirces of early-stage capital and viable
avenues for making high-potential firms ready totddbeen on by professional investors such as
business angels and VC firms. Where such progranamgekacking, governments could consider
their introduction.

For the governments’ involvement to have credwilit the eyes of private investors, public seed
capital programmes should be infused with the efgmthat make the venture capital investment
process effective: careful selection, incentivegnitoring, staged financing, strategic and
managerial support.

The funding provided by early-stage support progna® should be staged in order to allocate
capital more efficiently, and continue to fund epteses that show increasing promise. The
initial stage should provide small grants for fedgy study and market analysis. A second stage,
for which enterprises apply upon successful congoietf stage one, provides larger funds for
product development and initial marketing. Upomptetion of that stage, enterprises would be
well geared for large-scale commercialization ahdugd be able to attract private expansion
capital.

The oversight and support of the recipients ofrigiag is an important component of programme
effectiveness. To this end, agencies should nbt bave proper business expertise but also
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develop an attitude of strategic flexibility, reayaccommodate strategy or market changes that
become necessary as the enterprise deals withaestain environment.

Private informal investors are critical at the vegrly stage of innovative enterprises, when
information costs and size considerations make theattractive to formal venture capitalists.
Facilitating investment by business angels and euing the establishment of business angel
networks are therefore crucial in the equity finagccycle. Countries with the most developed
business angel markets do offer tax benefits tinbas angels and other private investors. Such
tax incentives can be developed not only to in@earmal investment but also to encourage
investors to take a long-term perspective and becsgnal investors.

Formal training of informal investors on the priedinancing process as well as current market
and technology trends could be provided to increthse investors’ market awareness and
financing potential. This could include sectorakhiting for some specific industries.
Governments can cooperate with educational ingtitatand industry associations to provide
such training to new or potential business angats\éC managers.

Another avenue for increasing industry learningoimes formal and informal cooperation with
more experienced foreign VC firms. Such cooperatcam be made a pre-condition for
government financing, as implemented in the Yoznogm@mme in Israel.

To further facilitate deal sourcing, relationshigisould be built between the technology and
innovation community (including incubators and seagital funds), business angels, and the VC
sector. Such relationships should focus on the axgh of relevant technology or market
information, sharing of experience as well as ra@igrpromising investment deals.

G. VALUE-ADDING

Policymakers need to pay explicit attention tovhkie-adding stage of the innovation financing
process to ensure effective governance of earbyesianovative enterprises. The frequent
neglect of this issue reflects the assumption thate exist proper market mechanisms for
allocating and accessing the necessary skills. Mewy¢his is often not the case.

An early assessment of the SBIC programme in thigedrstates concluded that the sponsored
funds were unable to attract high-calibre investnmeanagers. In some countries, value-adding
skills may be in limited supply. In such casess mecessary to facilitate learning and knowledge
transfer for the benefit of local investors.

The design of privately managed venture capitatisuimfluences the attraction and selection of
skilled investment managers. A bidding processwall for proper evaluation of the investor’s
expertise, provided there is a sufficient amountpofvate competition. The preferential

allocation of the returns accruing to the governtisestake provides compensation incentives
that may attract skilled managers. Programmes fiaels(Yozma), the Russian Federation
(Russian Venture Company) and the United Kingdomtdgprise Capital Funds) exemplify this

approach.
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While there have been no programmes aimed att&taoig the learning by local VC investors,
the approaches by two countries, Israel and thaiRu$-ederation, in the design of their fund-of-
funds programmes is notable for their explicit goalharnessing international venture capital
expertise. In Israel, each Yozma fund had to emgage reputable international financial
institution and one domestic institution. In theisRian Federation, the recently established
Russian Venture Company has retained the servitexpert policymakers from Israel and
Finland.

There are two main policy implications that cardb&wn in this area:

» Early-stage investors in innovative enterprises @xpected to provide not only
financing but also management and technical exgeertiAvailability and access to
proper skills for the governance and developmerduzh enterprises is an essential
component of the financing infrastructure. Leagnand knowledge sharing are the
primary mechanisms for countries and regions lagkinsuch expertise to acquire it;
and

* Incentive stock option compensation is an importaot through which early-stage
innovation enterprises attract and retain skillexhagers and align their interests with
those of the early-stage investors.

Public authorities could promote contractual areamgnts and company structures that foster the
ability of formal and informal venture capital irster to monitor and transfer their expertise to
innovative companies, creating the right sort ekmtives. This also concerns those situations in
which public authorities appear as co-investors.

The VC funds’ ability to provide follow-on finand® companies that successfully meet their
development milestones and need capital for furtlesrelopment and expansion represents an
important added value. Public programmes finanamgll early-stage funds should take into
account the need for further financing for the canmips they are backing. Bridges between the
various investors (public, business angels, ventagtalists) need to be built to avoid the
emergence of bottlenecks in the financing procd@see synergies of instruments such as “sidecar
funding”, where business angels invest alongsidevémture capital fund, should be encouraged.

A strong support network of professional servicsred to the needs of young, innovative or
technology-intensive businesses is essential fovétue-adding abilities of VC firms, which can
draw on this external expertise for their managdeleisions. Many of these emerge as the VC
industry grows. Access to such services in thy etages of the VC industry development may
prove crucial for the success of the first VC fuatsl should be also borne in mind in the design
of policy initiatives.
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H. EXITING

Few programmes exist with explicit focus on imprayithe exit stage of the innovation finance
process beyond initiatives focusing on regulatdrgrnges concerning stock exchanges.

One of the examples of schemes facilitating exihésCapital Pool Company (CPC) Programme
in Canada. The programme allows the formation 8€apital Pool Company” with no assets
other than a small amount of seed capital to liedi®n the Toronto Stock Exchange Venture
Exchange to raise additional capital. The CPC #emks an investment opportunity in a growing
business and uses the raised funds to acquire ukadss in a “qualifying transaction”.
Following this, the shares of the CPC continueddé as a regular listing on the Exchange.

Special stock market listing rules and regulatidagored to the specific needs of small, growing
companies, are important instruments for enhantmegaccess of such companies to growth
capital and for improving the exit opportunities the private investors backing them. Stock
markets should be inviting of new listings of smailgh-growth companies and provide trading
liquidity in their secondary markets.

Existing stock markets, or specially created aliéwe investment markets, should be more
accommodating of small, high-growth companies, deample by lowering their listing and
disclosure requirements, reducing the hold peret$ escrow requirements for new listings as
well as providing listing preparation services.

More flexible regulations should be weighted agaihe signalling effects that lower listing
requirements may have in the confidence of investdn alternative or complementary approach
is nurturing the development of a community of gst for technological companies, as done by
InvestBX in the United Kingdom, providing indepentieesearch on which investors can base
their decisions.

Where Initial Public Offerings do not representblé&exit options, due to underdeveloped local
capital markets or lack of access to foreign marken improvement to the acquisition
infrastructure — especially in regard to foreignyéms — is another avenue for boosting exit
opportunities for local equity investors. Such mwyements may include tax incentives,
streamlined regulations of domestic acquisitions hagh-level networking and promotion

activities for the leading domestic sectors.

As in the value-adding stage, policy efforts sholokddevoted to the development of a support
network of professional experts that understand @nogherly convey the risk-return profile of
such companies to mainstream investors, so thatimgior specially created stock markets can
effectively serve to provide capital to small, grogvcompanies.
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. GENERAL POLICY CONCLUSIONS

Any policy recommendations geared towards improvihg environment for early-stage
financing of innovative enterprises and, more dp=dly, the development of a local formal and
informal (business angels) VC industry, should abersthe fundamental challenges associated
with creating markets for private financing and there general limitations or potential
challenges of public intervention.

The development of markets for entrepreneurialriogafor innovative activities requires capital,
specialized financial intermediaries and entrepuenieHowever, none of these elements is likely
to emerge in the absence of the other two. Spe®@tommendations should therefore not be
implemented without due consideration to the completary elements of the private financing
cycle. Policy initiatives should be preceded byassessment of the country’s potential venture
capital landscape, highlighting both the condititensourable to the emergence of a VC industry
and the areas that need to be nurtured simultalyeous

Government programmes that involve financing ofge businesses are susceptible to political
and bureaucratic influences that may interfere veittund business decisions. Bureaucratic
interference occurs when programme managers amegwd with claiming credit for positive
programme results that may have occurred withaaifpthiblic sector’s involvement. An example
of such a situation is supporting firms that do need financing but are more likely to be
successful, thereby ensuring that the programmleshaw positive results.

In addition to the specific recommendations regaydhe different stages of the equity financing
cycle, there are a number of general policy comghssthat can be drawn from the review of the
country experiences in the UNECE region:

* The policy goals related to innovation finance needte realistic, taking into account
the prevailing background conditions in respectha&f four stages of the innovation
finance cycle and the links between the variougpsupnd demand factors. Efforts
should be made to gather reliable data that suppfictive evidence-based policies;

* The policy goals need to be specific in terms ef types of enterprises they wish to
support: innovative, new, growing, successful, é&ach type of enterprise has
different prospects for engaging private investors;

* Learning from the experience of other countries #8mads the implementation of
programmes that have proven successful in thosetieesl calls for understanding the
implications of past actions and historical legacan innovation capabilities and
market development. Better monitoring and formadleation of programmes would
facilitate the exchange of experiences;

* Public programmes work best as complements andosigpp of market mechanisms
related to innovation finance. Governments are p&sted to shape the parameters
within which private investors make decisions —otlgh the provision of proper
incentives — rather than to make the decisions $keéras; and
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» Direct investment decisions made by governmentsildhze made in a decentralized
way, engaging agencies close to the recipient cammpaand preferably covering
projects at their earliest phases of the developm&he release of resources should
be made in stages and tied to the achievementrto€ydar outcomes.

The development of a vibrant venture capital indusequires a wide range of supporting
conditions, in particular those concerning the gaiheconomic, tax and regulatory environment,
the innovating capability of the economy, the gmte@eurial culture and the intellectual property
regime. Policies targeting the area of entrepreakdinance need to be grounded on the
awareness of these additional influencing factoffiese complementary issues are covered in
other focus areas of the CECI Programme of Work.
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V. SUMMARY OF THE GUIDELINES TO PROMOTING GOOD
GOVERNANCE IN PUBLIC-PRIVATE PARTNERSHIPS

A. ATTRACTIVENESS OF PUBLIC-PRIVATE
PARTNERSHIPS

Public-Private Partnerships (PPPs) are very aiveatd governments who are seeking resources
to improve their infrastructure and public services

1. What are Public-Private Partnerships?

Public-Private Partnerships are partnerships betwmedlic and private sectors that involve
private investment in public infrastructure, a lelegm service provision and the transfer of risk
to the private partner. There are various typeBRIPs, established for different reasons, across a
wide range of market segments, reflecting the difie needs of governments for infrastructure
services. Although the types vary, two broad categ of PPPs can be identified: the
institutionalized kind that refers to all forms @fint ventures between public and private
stakeholders and contractual PPPs.

Recently, the contractual type has come to the. f@d@e model of this type is the concession
where the ‘user pays’. Most PPPs outside the dri{iegdom are concessions. Another model
of the contractual type in the United Kingdom ig tArivate Finance Initiative (PFI) where the

public sector pays and where a contract agreersesigned between the private partner and the
public sector. This model has now been adoptegarns of Canada, France, the Netherlands,
Portugal, Ireland, Norway, Finland, Australia, Japslalaysia, the United States and Singapore
(amongst others) as part of a wider reform prograrfonthe delivery of public services.

2. Why Public-Private Partnerships?
PPPs offer a number of benefits:

» Better value. The decision by a government to pursue PPP dgligenften based on
analysis to determine that the PPP approach wiNetevalue to the public through
one or more of the following:

() Lower cost
(i) Higher levels of service
(i) Reduced risk

» Access to capital. PPPs allow governments to access alternative tprisaurces of
capital, allowing important and urgent projectgptoceed when otherwise they may
not be possible.

» Certainty of outcomes. Certainty of outcomes are increased both in terfrien time’
delivery of projects (the private partner is strigngiotivated to complete the project
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as early as possible to control its costs and @btkte payment stream can commence)
and in terms of ‘on-budget’ delivery of projecthdtpayment scheduled is fixed
before construction commences, protecting the pulilom exposure to cost
overruns).

» Off balance sheet borrowing. Debt financing that is not shown on the facehd t
balance sheet is called ‘off balance sheet finaci®ff balance sheet financing
allows a country to borrow without affecting calatibns of measures of
indebtedness

e Innovation. By combining the unique motivations and skillsbaith the public and
private sectors and through a competitive processdntract award, there is a high
potential for innovative approaches to public isfracture delivery with PPPs.

3. Growth of Public-Private Partnerships worldwide

Many governments have been attracted to this matela number of growth patterns and trends
are already apparent:

e 15-year pattern of growth and development — spnggslieadily to emerging markets;

* High level of maturity and sophistication in son@intries — Western Europe (United
Kingdom, France, Portugal, Spain), Australia anevNMealand;

e Some 450 billion pounds financed in the United Kiogn — 750 deals;
* Impressive track record in Canada, South Africa &adth East Asia;
e Strong interest in the Middle East;
» Significant initiatives in countries in transitioand
* Clear policy direction in Central and Latin Amer@ad South Asia.
B. IMPORTANCE OF GOVERNANCE
As seen in the Table belévcountries tend to go through a number of distpidses before a

PPP programme becomes fully operational. Onlyhat third phase, where relatively few
countries are currently situated, does the prograietome really significant.

12 As of 11 February 2004, Eurostat defined the teat of Design, Build, Operate and Finance (DBO®)gzts as
being eligible for off balance sheet borrowing, efivas clarified in the February 2005 report ‘StagdCommittee
on the impact of Investment on the GGB'.

13 One of the misconceptions about PPPs is that tbgyire less public sector involvement. In reathey entail
more. They require for example, a strong publict@eownhich is able to adopt a new role with newlitbs.
In particular, strong PPP systems require managbhosare not only skilled in making partnerships amainaging
networks of different partners, but also skillechi#gotiation, contract management and risk analysideed, asking
private partners to deliver government servicesgdanore, not less, responsibility on public offisi
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Table 1. Three Stages in PPP Development

Stage 1 Stage 2 Stage 3
* Fully defined,
comprehensive “system”
* Introduce legislative established
reform * Legal impediments removed

PPP models refined and
reproduced

 Define policy framework » Publish policy and

practice guidelines

Test legal viability

Sophisticated risk allocation
» Establish dedicated PPP units
e« Committed deal flow

Identify project pipeline
* Refine PPP delivery

Develop foundation, « Long-term political

concepts models consensus
« Apply lessons from earliest Continue to foster * gjfrgééun'range of funding

deals to other sectors marketplace

. : * Thriving infrastructure
Start to build marketplace | Expand project pipeline and

extend to new sectors * Investment market involving
pension funds and private
* Leverage new sources of equity funds
funds

» Well-trained civil service
utilizes PPP experiences

Source: Deloitte and Touche, USA LLP
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Figurel. PPP Market Maturity Curve
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Moreover, countries climb up the ‘maturity curves ghe methods of PPPs become more
sophisticated and activity is high (see Figurehug, although there are attractions to using PPPs,
their implementation is not easy and moving upnttaturity curve is far from automatic.

The key challenge is the difficulty in developirdgetinstitutions - both formal and informal - and
‘rules of the game’ related to PPPs, which is ptéld in the following:

Protracted negotiations between public and pripaténers;

Slowness of reaching closure;

* The lack of flexibility in risk sharing;

* The cancellation of many projects with all the et waste;
» Lack of transparency of the selection of partner;

» The failure to use competitive tenders; and

* The emergence of ‘conflict of interests’.
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Poorly constructed, non-transparent deals alsotleaisappointment. This can also lead in turn
to a backlash against the concept and generatécpbtipposition towards PPPs as a whole.

The goal, therefore, in moving up the maturity euis developing the required institutional
strength or good governance, specifically:

e A coherent PPP policy: providing clear directionl d@adership;

» Institutional capability: with skills in identifyig, instigating and delivering and
monitoring projects;

* Legal and regulatory framework that offers clarisynplicity and predictability in
legal processes;

* Transparency, openness and fairness in selectenbest partners. This will enhance
confidence between the partners;

* Accountability to citizens and other stakeholdeos performance and delivery.
Stronger participation of stakeholders in PPP datimaking along with the
accountability of their performance to members lo¢ tpublic will improve the
reputation of PPPs and in turn, generate moreigalgupport; and

» Sustainable development: ensuring the outcomes teevenaximum developmental
impact and respect for the environment.

Clearly, countries are at vastly different levelsunderstanding and sophistication and each
needs to find its own path. They need to devehgir own systems in the context of their own

economic development, relying on their own expexgsn legal framework, political climate and

strength of the business community and commeraiarenment. However, fully designed PPP

‘governance systems’, as shown above, work Hest.

C. SEVEN PRINCIPLES OF GOOD GOVERNANCE IN
PUBLIC-PRIVATE PARTNERSHIPS

The purpose of the UNECE Guidelines is to assigegonents to realize the benefits from PPPs
through strengthening their governance.

The guidelines set out seven ‘principles’, desatibelow.

4 Looking back to when countries were being assistedstablish PPP programmes at the start of tiansit
the 1990s, it was assumed that once a single vizBR project had been implanted in a country furdleals would
flow automatically. However, even while many indival projects were started, these single projeetger
translated into a deal flow. The reason for th&appointing performance is that other actions prutesses need
to be developed. Specifically, a holistic approashrequired, which involves the integration of ipms and
institutions surrounding the project.
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Principle 1: Policy

Typically, most governments fail to elaborate arerall PPP policy. This lack can lead to
confusion over the goals of PPPs, which increaleslikelihood of failure. A coherent PPP
policy on the other hand sets down a ‘roadmapirfgrlementation, identifying clear objectives
and principles, the pilot projects, realistic tasgand the means of achieving them. Improved
policy coherence can increase the support of tipallption for the PPP approach.

While governments should have clear goals and tgscin their PPP policies these goals will
vary according to their own economic developmeRbr high-income countries the preferred
goals of PPPs are to enhance economic efficiendypaovide the taxpayer with the best value
for money. In contrast, in low-income countrie®H3 need not only to increase efficiency but
also improve accessibility of basic services tazeits, especially those who are economically
and socially disadvantagéd

In fixing the policy objectives, governments shoaldo consult closely with the beneficiaries

and with the stakeholders. Some states have onbaied on a PPP policy once the key players
had agreed on the PPP approach. Ireland, for deasgt out its PPP policy only after a signed
agreement with the lIrish associations of employard trade unions respectively. Achieving

inter ministerial consensus in PPPs is also acatitthallenge and developing an inter-ministerial
working group to evaluate PPPs is often a goodistapoint.

Principle 2. Capacity-building

PPPs involve complicated structures that require skalls, which are found more in the private
than the public sector. Governments need to finel miecessary skills to develop PPPs.
Governments can build the necessary skills in aboe@d approach which internally establishes
new institutions and brings together the skillsuiegfd and also at the same time uses external
consultants to advise on financial and legal issakded to projects.

A critical aspect of building the necessary capaisitto create a PPP unit. The goals of the PPP
unit are to:

» Establish a project pipeline.
» Support the regional and local authorities in imupdating their PPP programmes.
» Defend the process both within government and deisi

e Build the capacity within the market place in order create a wide choice
of competent private sector partners.

There is a strong correlation between having a \#Pand PPP success. Those countries, which
have established PPP units, tend to have a moeasxé PPP programme and a larger number
of projects. Thus, a PPP unit is a part of the Rf@Rernance system’ and is a key factor in a

> Even in high-income countries, however, there istrang view that economic efficiency goals are thase
to commercial criteria and that social goals shdnddnore prominent in shaping policy.
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successful programme. But the PPP unit should, hemvenot be itself a cause of governance
concern. It is therefore important that in designsuch units to ensure that they are located at
‘arms length’ to the private sector and that tipeirformance is evaluated by independent bodies.

Principle 3: Legal framework

Legal processes in many jurisdictions are inswdgfitiand complex and fail to provide sufficient
security and incentives to investors in PPP arnanegés. Investors in PPPs need predictability
and security in legal frameworks, which means fewanpler and better rules. In addition, the
legal framework needs to take account of the belagies and empower them to participate in
legal processes protecting their rights and guagang them access in decision taking.

One of the key challenges in many countries atinit@l stages of developing PPPs was the
failure of the law to adequately define the framdwir PPPs. This led to many projects being
started without competitive tenders and with cleamflicts of interest. It also failed to prevent,
in some cases, the private sector from raisingpdp#ne prices of services to the consumer who
was often not in a position to pay. This led te ihtroduction of new regulation and controls.

These new rules, however, in some cases went toanfhraised the cost of entry so that only
large firms had sufficient resources to competadaders. SMEs, for example, could not afford
the cost of preparing lengthy documents, prospestaad feasibility studies. On the government
side the stiffer requirements for due diligencesibility studies, etc. proved difficult as they di
not have the necessary expertise to conduct tHgsasahemselves. Nor had they the resources
to pay the legal and financial consulting firmsory out this work. As a result of the new rules
in some countries, the PPP process has becomeeenylex and few, if any, PPP projects have
since been started in these jurisdictions. Ongtisol to overcome such an impasse is to simplify
the law and remove the over burdensome restrictiofhile legal regulation is necessary and
desirable, it needs to be carefully implementethadaw can make PPPs more complex and less
transparent.

Principle 4: Risk sharing

Theory in project finance suggests that risks shdad borne by the party best able to manage
them, but many PPP projects often fail to comeudidn because the parties have failed to agree
on the allocation of risk, with each side tryingstuft the risk to the other. It is also difficuti
calculate risks, especially in transition economiben the rate of economic growth is sometimes
less predictable, which makes forecasting demaspleaally in transport projects, a difficult
exercise. PPPs allow risks - which are most ablbetananaged by the private sector - to be
transferred to them. However, governments alsal nee@ccept their share and help to mitigate
those allocated to the private sector in mutuapsup

At the beginning of the transition process in Caindind Eastern Europe and the Commonwealth
of Independent States, PPPs were often promoteauffasng assets to governments, such as
roads and bridges, etc., at virtually no cost andisk. Some projects were undertaken as fully
private ventures. For example, in 1994, the M1armwdy, that covered a stretch of road from
Vienna in Austria to Budapest in Hungary, was tingt fully private motorway in Europe built
without any taxpayers’ money. However, problemsuned and the state was obliged to re-
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nationalize the project. The lesson from this eigpee, and others in this period, is that the cost
and risk for infrastructure projects that requir@jon capital expenditures is too high for the
private sector to assume alone and the public seutst therefore assume its share and provide
certain types of subsidies. Accordingly, thereaisvide range of different subsidies, which
governments might provide to make the project etitra to the private sector. The use of
subsidies, however, has to be tempered as one afmibortant benefits of PPPs is the transfer of
risk to the private sector and the placement ofatenue ‘at risk’ in case it does not meet its
obligations to the project. It is important thenef that the government designs the partnership in
order to continue to use the risk to its investraex® an incentive to the private sector to perform
well.

Principle 5: Public-Private Partnership procurement

The governance challenges regarding procuremehidaeche lack of capacity in organizing
competitive tenders especially at local levels, ghblic suspicion at non-transparent PPP deals,
and the poor administrative procedures for competitendering that exclude SMEs. The
selection of the bidder should be undertaken fahgwa transparent, neutral, and non-
discriminatory selection process that promotes a@iimipn and strikes a balance between the
need to reduce the length of time and cost of tHepbocess and, acquiring the best proposal.
Along these lines, there should be zero toleraacalf forms of corruption.

Governments realize that as PPPs become more coptecenthey need to go further to ensure
total transparency in the selection of partners.Canada, for example, the use of ‘fairness and
process auditors’ — third party independent expegpisovides a level of assurance to government
sponsors, bidders and the public that the procumenpeocess was fair, equitable, and
appropriate. The most challenging areas of prauarg for emerging markets are to ensure that
there is a sufficient number of companies willimgkid. Competition amongst a number of
companies is the most effective way to achieve essfal results. In emerging markets however
there may be too few private companies ready terento partnerships. In such cases it is best to
halt the project and to undertake it, if possibimore traditional means.

Many countries see in PPPs means of attractinggiordirect investment (FDI). Ensuring a
highly efficient and effective competitive procuremt process will attract foreign lenders,
investors and contractors that will strengthen tharket. Some countries, with a view to
attracting FDI, undertake “outreach” surveys to aibtfeedback on the PPP procurement
procedures. The primary goals of these surveystareeduce time taken for the procurement
process; to reduce procurement costs for both @uintid private sectors; and to maintain
consistency in standardizing procurement documents.

Principle 6: Putting people first

Often, members of the public are not sufficienthnsulted in PPPs in order to determine their
interest in the projects and whether they meetrtheeds. This lack of transparency and
accountability has led to a governance challengé iust be confronted in order for PPPs to
move forward. The PPP process should put peopdt fiy increasing accountability and

transparency in projects and through these impgopeople’s livelihoods, especially the socially
and economically disadvantaged.
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Although it might appear at first hand self—evidérdt the designers of PPPs would wish to put
people at the heart of the project, in the 1990saome PPPs this was not often the case. The
project was considered too ‘technical’ for ordinggople to understand while the challenge to
bring the various partners to agreement so diffithdt the interests of the general public tended
to be overlooked. This state of affairs, howeeannot be described as good governance. There
needs to be established a mechanism to test whatherojects are socially acceptable.

To ensure that the interests of people are takenaocount the government needs to set the
required criteria in the contract. If the privgdartner fails to meet the standards set, then the
government should proceed to penalize the compdnys important moreover to make these
penalties sufficiently high so that the privatetpar cannot ignore them.

One of the issues that arise is which body showldhis evaluation: the public sector or an
independent body? Generally speaking, it shoulthbepublic sector, which evaluates whether
the contract has been respected. However, anendept body is best charged to evaluate the
performance of the project in meeting the publieriest as a whole.

While public accountability in PPPs needs to beaeckd to ensure that people are put first, it
should not go too far and lead to over-bureaucratistrol and poor as opposed to ‘good’
regulation. Generally, an even handed approachsnedok adopted and the same rules applied to
the partner, domestic or foreign, public or private

Principle 7: The environment and social concern

PPP projects must contribute to sustainable dewatop and protection of the environment by
balancing the public’s current needs with the resgmlity of not diminishing the ability of
future generations to meet their needs as welspBasibility of PPP projects rests often with the
economy, finance and transport rather than ther@emwient ministries. These ministries tend not
to be well versed in environmental issues, whilg¢ environment ministries often lack the
understanding of the economic and business basi®Pé&f projects. The PPP process should
integrate the principles of sustainable developnm@ntPPP projects, by reflecting environmental
considerations in the objectives of projects, sgt8pecifications and awarding projects to those
bidders who fully match the ‘green criteria’.

The key challenge is to determine whether the PE&dPs reconcile the dual objectives of
economic efficiency with respect for the environmefhere is no doubt that already there is
strong evidence that PPPs can have major benefitket environment. The private sector’s
ability to manage resources efficiently can savaraterial inputs to projects and avoid waste
from leakage. Everything, however, depends onpigic sector side. They are the agent,
which will include in contracts the obligations edal on the private partner to meet ‘green
criteria’.
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D. DEMONSTRATING SUCCESS

By applying good governance principles the charmafesuccess are increased. The following
cases show that well governed projects can achealdenefits. These cases were selected both
for their sectoral variety and geographical spread:

* Vancouver Land fill project, which transformed aesproducing gases (including
methane, a green house gas that contributes t@lgtdimate change) to generate
electricity subsequently sold to a local utility;

+ Centre Hospitalier Sud Francilien which is conging a fully equipped hospital
serving a large area south of lle-de-France;

* The Cross-Israel highway (Highway 6) is a 300 kghlkaay along the eastern part of
Israel from Beer Sheva to the Galilee in the north;

« The Pamir Private Power Projects (in eastern T&paki) is designed to contribute to
the country’s poverty reduction strategy by prowglireliable electricity supply to
poor isolated habitants of the region; and

* The Chesapeake Forest project (covering the larggsiary in the United States)
aims to restore the Bay's environmental habitatgeyerating revenue from the
commercialization of its natural resources.

These cases are applying the principles of goocmawnce presented above in the following
way:

Principle 1. Policy

Linking policy to clearly defined goals and enhahaficiency was apparent in the French
hospital project. The policy was fixed by centgavernment and the framework implemented
by the local authorities and national partnerslicRaoherence was enhanced by the use of a
previous model — in this case a prison projectat ttad been successful. It took just 6 weeks
from start to closure.

Principle 2. Capacity-building

With the exception of France none of the countnentioned in the case studies at the time of
the project had established fully operational PRisu Thus it might be suggested that there is
no necessity to establish PPP units in order &y @art projects. The advantage of establishing a
PPP unit is nevertheless demonstrated. The PRHAsuiiti can be argued, helpful not only in
undertaking a project, but also in transferring khewledge and experience that can be used in
delivering similar projects, e.g. the case of theneh Hospital was based on a successful prison
project. PPP units thus are conduits of informatidtn an institutional memory and as such are
important mechanisms to turn individual deals atttow of successful projects.
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Principle 3: Legal framework

The flexibility of the PPP legal process is necess that the law does not constrain but
enables the success of the partnership. The Freospital project showed such flexibility.
Realizing that new legislation was needed to mahehemerging opportunities presented by
PPPs, the Government of France instituted meaghetsmade it easier for the public and
private partners to reach a deal. The case of Paoneover shows the need and desirability to
include all the actors in the negotiation procesading to the agreement. By including the
relevant players, there is far less chance of ¢gineeament being overturned afterwards.

Principle 4: Risk sharing

Almost all the projects demonstrate the value dfi@gng successful risk allocation. In the
Vancouver case the city guaranteed the provisidaraf fill gases to the project, i.e. the ‘supply
risk’ but it minimized the risk by retaining thesponsibility for the management and operation
of the gas collection system. In the French hobkpit@ject most of the risks were transferred to
the private sector at the early stage of the déat was clearly appreciated by the lenders to the
project and allowed for one of the lowest financeuanditions offered for this type of deal to
date. The Government of Israel who took on soméefdemand risks to encourage private
sector participation in the highway project chostightly different track.

Principle 5: PPP procurement

The case studies show that the selection procesisrie be transparent. This is not just for the
sake of ensuring good practices but because openi@ment is the best way to select the right
partner and thus the best guarantee of succesise IRrench hospital project, for example, the
selection process identified the “right” project the deal. The selected partner had a great deal
of expertise that allowed the transaction to oamare expeditiously than would have been
otherwise possible. The same is true for the VameolLand fill project where there were five
different projects from five different partners.et¢ again the choice proved to be the right one
and contributed directly to the project’'s success.

Principle 6: Putting people first

A critical component of “putting people first” i© tensure the project is affordable to the
population, which is a particular challenge in poountries. In the case of the Pamir project in
Tajikistan, income levels were so low that achigvieven a modest return on investment
required tariffs that most of the population contit afford. Therefore a social protection clause
was placed in the contract and the World Bank, vdtlpport from the Government of
Switzerland, contributed a 10 million US dollaubsidy, which will support the project by
keeping tariffs within the narrow limit of what p&le in the region can pay. Another aspect of
“putting people first” is providing them with fulihformation of the project. While there remains
a view that the detailed information on PPP comgraver payment, etc. should remain private
between the government and the private sector graittme case studies demonstrate the value of
full involvement of the public. This is particukarthe case of the Chesapeake Forest Project
which involved the public to the full and had asarf the partners a ‘not for profit’ public
interest group which helped in the design of thriqmt’s Sustainable Forest Management Plan.
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Principle 7. Environment and social concern

The main challenge is to determine whether PPPsbo#m contribute to economic efficiency
and respect the environment. The case studiesesugtat both objectives can be met. In the
Vancouver Land fill project, the environmental goalere achieved using a carefully designed
project whose goal was to reduce green house gasdes project in fact reduces gas emissions
by approximately 200,000 tons per year of carbaxide, the equivalent of the emissions of
about 40,000 automobiles. The private sector wareaver critical of this success. It possessed
the technology to turn waste into energy; the mubkctor did not. The critical feature in
ensuring PPPs meet environmental standards isotiteact: it is here where the private sector is
given the incentive to comply with environmentaratards. In the cases of the Chesapeake
forest and the Vancouver Land fill projects, thentcacts were arranged to ensure that
environmental targets were met. A further key éaljent of the success in the latter was the
important role played by the Vancouver City Goveemiwhich was fully informed and
committed to improving the environment with the jpoo.

E. CONCLUSIONS

There is an infrastructure deficit in many tramsiteconomies and PPPs are a possible instrument
to fill this gap. The key goal for governmentgasimprove their governance. To assist in this
regard the Guidelines highlight seven interrelgpeidiciples of good governance in PPPs. A
number of case studies demonstrate that improvavgrgance increases the chance of success.
However, building this capacity cannot be achiewgdrnight. In some respects governments
will have to devote efforts to training their pubiidministrations in PPPs and to develop national
PPP training programmes.



