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Abstract

Purpose: This paper aims to discuss the obstacles faced by innovation in
SMEs in Libya. Libyan SMEs have relatively low value added, though
they represent a significant portion of Libyan firms. According to previous
research, SMEs are facing a financing gap that causes under-capitalisation
and hinders economic growth. This paper also analyses the current
situation of SMEs in Libya and addresses the question of whether the
financing problem still exists.

Design methodology/approach: To meet this aim, the study undertook a
snowball approach and distributed a designed questionnaire to the Libyan
SMEs, after which 91 responses were obtained out of 400 questionnaires.
Findings: The findings of the paper show that access to external finance is still
a significant factor for Libyan SMEs. Independent governmental bodies or
business incubators that can facilitate access to funding from the relevant public
and private sectors are recommended in order to close this financing gap.
Originality/value: Knowledge of the critical challenges faced by innovation
in SMEs in Libya remains scant and incomplete. The authors believe
that this paper has concluded with a number of recommendations that
need to be adopted by the policy makers to help alleviate problems of the

non-availability of finance to the SME:s sector.
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INTRODUCTION

During the twentieth century, the SMEs sector played an important
role in the economies of the majority of the developed countries.
Bolton’s report in the UK (Bolton, 1971) is widely attributed to have
been one of the first significant attempts by a government to develop
an informed view of the nature of the SMEs sector and its role in
the economy. Since then, many researchers have demonstrated the
significant role of SMEs in both developed and developing economies
in combating unemployment and increasing the rate of economic
growth and innovation (Eltaweel, 2011).

According to different perspectives of researchers, the market
experiment of innovation is responsible for bringing sweeping changes
which primarily restructure markets and industries. Similarly, the non-
classical view of economics states that innovation is strategically an
aspect of business or a division of investment decision sets for creating the
capacity to develop and improve the capacity of the product. Innovation
within SME companies has become a subject of much interest.
Competitive pressures and globalisation have provided the impetus for
innovation (Birchall et al., 1996). Around the world, Innovation in
SMEs face the same obstacles: either financial, especially the limited
access to external funding, as well as non-financial, related to know-
how, marketing, accounting and other business aspects of management.
The limited access to external funding, which is mainly represented
in debt, especially bank loans, is associated with the unattractiveness
of SMEs from the creditor point of view. Bank loans require credit
history, collaterals and projections of future cash flows that are typically

unavailable for SMEs (El-Kabbani and Kalhoefer, 2011).

In Libya, the exact number of SMEs is still unknown, but the Ministry
of Trade and Economy in 2006 estimated the number of small businesses
in Libya at 180,000. However, some Libyan officials believe that there
are many other unofficial or informal businesses, as SMEs often operate
outside the formal economy to avoid taxation and other fiscal and
regulatory considerations (Eltaweel, 2011; Porter and Yergin, 2006).
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Numerous studies have found that countries can improve their
economies through enhancing their SMEs sector (Eltaweel, 2011; Bhaird
and Lucey, 2009; Marcketti and Kozar, 2007; Asiedu and Freeman,
2006; Meyer, 1998; Berry and Levy, 1994; University of Cambridge,
1992; Dyson, 1990; Burns and Dewhurst, 1986; Gallagher and Stewart,
1984). They discovered that SMEs can play a significant role in terms of
generating income, developing skills, absorbing labour, and alleviating
poverty, increasing innovation and forming linkage between sectors,
which can be economically and geographically diverse.

Therefore, this paper focuses on the situation of obstacles that
hinder innovation in SMEs in Libya. Based on primary data which has
been gathered using questionnaires, this empirical paper has two main
objectives: the first one is to explore the SMEs environment in Libya
and also to shed light on the main constraints for Libyan SMEs. The
second objective is to determine the obstacles to innovation faced by
SME:s in Libya. In addition, the current situation of SMEs in Libya will
be analysed, and the question of whether or not the financing problem
still exists will be addressed.

BACKGROUND AND DEFINITION OF SMES

In general terms, there is no standard definition of SMEs: instead the
concept has been used in different contexts using various meanings.
McMahon et al. (1993:9) stated that to define small firms, there is “a
vexing enduring difficulty”. The authors pointed out that small businesses
are simpler to describe than to define in exact terms. Stokes and Wilson
(2010), Wong and Aspinwall (2004) and Holmes and Gibson (2001)
found that one important issue is how to define small businesses clearly
and how they can be differentiated from large firms.

The definitions used by federal and provincial governments, as well
as by private parties, are usually based upon qualitative or quantitative
criteria, or on a mix of both, which, it could be argued, is the ideal
scenario for the purposes of defining and identifying SMEs. The most
common qualitative aspects used to define the term include an SME’s
geographical scale or operations, degree of independence and type of
management (Intarakamnerd et al., 2002).

Small and medium enterprises differ markedly in size, organisation
and type of activity. The complexity and structure of the management of



an undertaking also serve to discern SMEs from larger entities. Usually,
large enterprises tend to be managed by skilled professional people who
are charged with hierarchical authority. Administrative roles are also
divided up according to a company’s operational functions (traditionally:
production, sales, financing, marketing, etc.). Conversely, SMEs are
frequently administered by personal or direct management (Balzat and
Hanusch, 2004). The concept of personal or direct management in
SMEs refers to persons who usually own and operate the undertaking
and do not receive remuneration in the form of a salary for the services

they render to the SMEs.

SME:s stands for small and medium enterprises. This is a commercial,
industrial or other company that has a small number of workers and
moderate income records. Another such term is MSMEs, the acronym
for micro, small and medium enterprises, which also includes smaller
firms, such as sole proprietorships. The definition of SMEs varies by
country. Argentina, for example, ranks companies according to their
annual sales and their area (an industrial SME can have a turnover
which in other economic sectors, would place the company among the
largest). In other countries, the concept of the SME is associated with
the number of employees. Between one and ten employees, the company
is termed micro; between 11 and 50, it is termed an SME. These figures,
however, may vary according to region (Awang, 2004).

SMEs have specific needs that must be met by the state. Such
companies generate huge revenues for each country, and are also one
of the main drivers of employment. However, because of their size, they
need protection and incentives to compete against large corporations.
Credit lines with special conditions, tax benefits and free consulting
are some of the tools that are offered by the state in order to allow

SME:s to develop.

Defining small and medium enterprises can be confusing based on
certain criteria. For instance, on the one hand definitions based on
turnover alone must be adjusted in terms of inflation. On the other
hand, there are some businesses which have a number of workers that
may be considered small, although they have high turnover. Curran and
Blackburn (2001:9) found that the number of employees in enterprises
is extremely popular with researchers and policy makers alike. While
being highly popular and very easy to use, these criteria require
some care when they are adopted. Financial turnover is also used as
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Table 1. Standard
definitions of SMEs
across MENA

an alternative and apparently attractive measure of size. Despite the
number of employees being one of the most widely employed criteria,
care must be taken when, for instance, treating a part-time worker as
the equal of half a full-time worker. Moreover, from country to country
the number of employees used varies according to the objective of the
definition. For example, one industry may define businesses as small,
but this does not mean that all other manufacturers have the same
standard to define their small businesses (Eltaweel, 2011).

Bolton (1971) suggested that to be defined as small, the turnover
of a retailer must not exceed £200,000. The MENA (Middle East
and North Africa), according to the United Nations Development
Programme (2011), summarised the MENA SMEs definitions as shown
in the following table.

RESEARCH METHODOLOGY

As a result of the difficulties in contacting all SMEs in Libya, the sampling
approach used was “snowball sampling”, in which a number of SMEs
that fit the definition were asked to complete the questionnaire, then the
participants forwarded the questionnaire to others they know matching
the same definition (Welch, 1975). Using the snowball sampling method,
91 responses were obtained out of 400 questionnaires distributed, leading
to a response rate of around 22.75%. The questionnaire was developed
in English and later translated into Arabic (the translation was checked

Country Small Medium

Egypt 5 to 14 employees 15 to 49 employees
Lebanon 10 to 49 employees 50 to 99 employees
Oman 6 to 20 employees 21 to 100 employees
Jordan 5 to 19 employees 20 to 99 employees
UAE 10 to 49 employees 50 to 499 employees
Tunisia 11 to 49 employees 50 to 99 employees
*Libya Less than 25 employees Less than 50 employees

Source: Jordan Human Development Report, 2011, United Nations Development
Programme (Amman-Jordan).
*National Council for Economic Development — Libya 2011.




by a member of staff from Nottingham Trent University, who speaks and
writes both languages excellently) to be distributed, since it is the official
language of Libya, but the owners of SMEs will not necessarily be literate in
English. In order to ascertain the validity of the research instrument used,
a panel of experienced academics were consulted and modifications to the
questionnaire were made according to their constructive recommendations.
The sequence and wording of some of the questions were changed to make
them more understandable and relevant to the dimensions being studied
and some scales were modified to better match the purposes of the research.
The face validity of the questionnaire was therefore improved (Ghauri and
Gronhaug, 2005; El-Kabbani and Kalhoefer, 2011).

According to the research needs of the targeted firms, the survey
data collection process took place from October 2011 to April 2012.
The questionnaires were sent to the selected firms during this period.
Reminders were also sent to the participants. The first reminder was sent
two weeks after distribution, the second was sent after a month, and
the third and final reminder was sent in April 2012, especially for non-
response participants.

Due to the recent uprising in Libya, responses from SMEs were
extended until the end of April 2012. The final reminder was sent in
early April in order to boost the response rate, and in case of e-mails
being lost or forgotten because of the political circumstances. From a
total of 400 enterprises initially selected for this research, 91 usable
responses were received (22.75% response rate). Two questionnaires
were not completed and were not usable and were therefore excluded
from the final count.

DATA ANALYSIS AND FINDINGS

According to the respondents, the SMEs have been running for the last
30 years and were established between 1980 and 2010. Table 1 shows the

frequency and per cent of firms established by year.

Table 1 shows that only 13 (14%) of the sample firms were established
after 2005 and most of them, i.e. 38 (42%) were established between
1998 and 1999.

It can be seen from Figure 1 that 16.5% of the business in Libya
is manufacturing, 14.3% is agriculture, 13.2% is healthcare, 7.7% is
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Frequency Per cent

Table 2. Per cent of
SMEs reporting date
of establishment

1980
1986
1992
1998
1999
2000
2002
2005
2006
2007
2008
2009
2010

Total

2

1

9

13

25

91

22
1.1
9.9
143
275
77
6.6
16.4
4.4
5.5
2.2
1.1
1.1

100.00

Figure I.Business
sectors

Business Sectors

M Agriculture

B Manufacturing
® Healthcare

M Tourism

M Other




M Private

Government
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Figure 2. Type of
business

4.4% 2 2%

M Less than US $5000

m US $5000-10000

™ US $10000-100000

m US $100000-500000

Figure 3. Range of
estimated assets

tourism and 48% is other sectors not mentioned in the questionnaire. It
is also clear that no business resides in the energy sector.

Figure 2 shows that 98% of the SMEs in Libya are private, 2% are
other and there are no governmental enterprises.

[t is clear from Figure 3 that the majority of SMEs in Libya, according
to this survey, have assets estimated between US$ 10000 and $100000
(76%). Enterprises with between US $ 5000 and 10000 made up 18%
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Figure 4. Financial
support

M Business
without financial
support

W Business with
financial support

Table 3. Financial
conditions when
applying for finance

Frequency Percentage
Very difficult 37 41%
Difficult 29 32%
Uncertain 25 27%
Easy
Very easy
Total 91 100%

of participants, followed by US$ 100000 — $500000 at 4.4% while those
with less than US $5000 made up 2%.

As shown in Figure 4, 92.3% of the SMEs in Libya have no financial
support either from the government or other sources. Although the
number of SMEs with financial support is limited, their support comes

from either banks or friends and other companies.

THE SOURCE OF BUSINESS FINANCE

Most responses show that personal savings are the main source of equity
finance for SMEs in Libya, at 33%. The second most common source
is help from parents and partners, at 30% and 21% respectively. Loans
represent only 8% of the respondents.




At can be seen from Table 3, 66% of the responders think that
the financial conditions set by conventional banks when they apply
for finance to their business are either very difficult or difficult, citing
several factors, including: inflexibility, bureaucracy, interest-based loans
and centralisation.

THE MAJOR BARRIERS TO SMES INNOVATION IN LIBYA

Based on the survey sample, shortage of own financial resources for
innovation was ranked in first place as a priority regarding barriers to
SME:s innovation in Libya (Table 4). The second barrier is the lack of
innovation culture in the Libyan educational institutions, followed by
shortage of skills in innovation management.

CONCLUSION AND RECOMMENDATIONS

The importance of SMEs and their role in alleviating poverty,
diversifying economic activity, and creating opportunities, must
not be ignored. Several countries have proven the success of using
SMEs growth and development as a means for national economic
development. In many countries around the world, SMEs are becoming
a topic of major strategic importance due to their role in revitalising
the economy and reducing unemployment. This heightened concern
is significant, particularly for the countries that are oil-dependent and
seeking to diversify their economic base, such as Libya. However, it
is widely recognised that the SMEs sector faces more difficulties than
large businesses in terms of accessing finance to be innovative (El-

Kabbani and Kalhoefer, 2011).

Barriers Yes No
Insufficient use of public procurement to foster innovation in SMEs 59 32
Shortage of skills in innovation management 63 28
Shortage of own financial resources for innovation 71 20
Shortage of skills to manage intellectual property and knowledge 55 36
Insufficient knowledge about innovation support services 49 42
Lack of innovation culture in the Libyan educational institutions 66
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The first objective of this study was to find out whether the
financing problem found by previous researchers still exists. The
questionnaire shows that one of the main reasons for the majority
of owners of SMEs to avoid bank loans was the terms of the interest-
based loans. Bureaucracy was also considered one of the major
obstacles preventing project owners from obtaining loans, together
with inflexibility and centralisation.

SMEs often have difficulty in obtaining the necessary financial
resources to effectively expand/grow their businesses. Libya, like other
developing countries, has weak access to traditional growth capital.
Most SMEs in Libya use their own savings or that of their partners, thus
limiting the development of finance for SMEs. Even where it is available
in principle, most SMEs have very low awareness or understanding
of it. Where there is awareness, many Libyan SMEs have a cautious
attitude towards the issue of interest, regardless of the terms. However,
the emergence of Islamic finance should make a significant difference
in eliminating this obstacle. Underlying all this is an even more
fundamental issue that concerns the relevant knowledge and availability
of Islamic funding.

Eltaweel (2011) argued that not only is Libya an extreme case in
the use of trade credit on very extended terms but when coupled with
inconsistent and unfavourable government policy, this is also a very
strong destabilising factor in the Libyan SMEs sector.

The research indicates that most owners of SMEs in Libya are males,
which means that females may face more difficulties and constraints due
to culture, religion and family ties. Therefore Libyan culture itself may
act as a deterrent to the development of innovation in SMEs. This has
also been found by the author in his pilot study. The findings of this
research have illustrated that based on the results of the questionnaire
on innovation, the top six barriers that most hinder SMEs’ innovative
capacity have been identified as follows:

Shortage of own financial resources for innovation

Lack of innovation culture in the Libyan educational institutions
Shortage of skills in innovation management

Insufficient use of public procurement to foster innovation in SMEs
Shortage of skills to manage intellectual property and knowledge

YV VVVYVYYV

Insufficient knowledge about innovation support services



RECOMMENDATIONS

The findings of this paper indicate that stakeholders in the SMEs
process, including SME owners, financiers, banks and the government
should undertake new policies and strategies to overcome the challenges
confronting SMEs and financing providers. Therefore, the following
recommendations should be presented: SMEs in Libya need to have an
independent governmental body that can facilitate decision-making
related to some important objectives, such as facilitating access to
funding from the relevant public and private sectors. Channels of
communication with the funding institutions should be opened in
order to encourage them to support the sector. Libya has to raise
awareness of the importance of innovation and entrepreneurship for
economic development. Special programmes and schemes to improve
the effectiveness of incubators should be implemented. Development
agencies such as Development Banks should be directly involved as key
players in establishing institution sponsoring for the interests of small
and medium enterprise incubators in Libya.
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