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Introduction
Sri Lanka is located 880 km north of the equator, adjacent to the southern tip of India. With an area of 65,610 sq. km, the country is inhabited by 19.0 Mn people (1999) who speak several languages and profess four main religions. 

The commercial capital of Sri Lanka, Colombo is situated in the western region of the country. With a per capita GNP of US$817 in 1999, Sri Lanka is gradually approaching the income level of a middle- income country. The country ranks high on the Physical Quality of Life Index (PQLI) and the Human Development Index (HDI). In 1998, the HDI was 0.733 (maximum of 1.0). Sri Lanka has a literacy rate of 91.8% (1998), one of the highest in the South Asian region, a low infant mortality rate of 1.7% (1996) and a high life expectancy of 72.5 years1 (1998). 

Sri Lanka is primarily an agricultural country with a wide range of crops ranging from tropical to semi-temperate grown on about 1/3rd of the country. The chief crop is rice, which is the staple diet of the people. Tea, rubber, coconut and spices are important agricultural crops. The country has a reasonably well-developed economic infrastructure whilst continuing to be an export-import economy. Although the country has a limited industrial base, manufacturing industry has grown significantly over the last few years and in 2000, approximately 16.6% of Sri Lanka’s domestic output was derived from manufacturing. Textiles, wearing apparel and leather products constituting 42% accounted for the largest value of industrial production in 2000.

SMIs in Sri Lanka operate in almost all areas of manufacturing industry other than in the area of Petroleum processing which is predominantly carried out by a large public sector enterprise. The major area of manufacturing of SMIs is light engineering followed by textiles and apparel, food and beverages, rubber and plastics, wood and wood products and leather and leather products. The other major sectors, in which SMIs contribute, are in sectors of metal products, construction material (mineral based), printing and paper products, agri products, animal husbandry and horticulture and chemical products. 

Similar to other developing countries, Sri Lanka has reached the stage where the ability of SMIs to generate socio-economic benefits, add value to indigenous raw materials, generate employment and contribute towards the industrial development of the country has been recognized by successive Governments. However, there has never been any targeted development of this sector. Even though a large number of organizations that can provide services to SMIs are in existence in the country, there is no 'one-stop' shop for providing this assistance. Therefore S&M entrepreneurs have to face difficulties arising from their inherent weaknesses in accessing finances, skills, information, business concepts and markets as well as from the lack of cost effective business development services and well-managed workspaces, thereby leading to problems of their very survival. 

The incubator concept though well established in many neighboring countries such as India, China, Hong Kong and Malaysia came into existence in Sri Lanka only about 05 years ago. Thus, start-up as well as existing SMI's have yet to get a competitive advantage from such a facility even though several catalytic factors are in existence for the setting up and support of such incubators. The targeted development and sustenance therefore, of the incubator concept will no doubt assist in minimising the many constraints that are faced by the S&M entrepreneurs in Sri Lanka

Incubators will provide small start-up firms with premises, infrastructure, and a range of services that can improve their ability to initiate and run their operations during the early development period.

Development of Incubators
The concept of incubators probably originated in Sri Lanka in late 1998 when the Ministry of Industrial Development had discussions with officials of a visiting JICA (Japan International Cooperation Agency) team to obtain their observations and recommendations on their experiences on Incubators in Japan. At this meeting it was suggested that Sri Lanka should study Incubator programmes in other countries and design a programme suitable to local conditions to make this a successful activity.

Subsequent to the initial observations of the JICA study team, the Ministry of Industrial Development (MED) set up a Steering Committee on Incubators and also made arrangements to acquire a state owned building on a 30 year lease basis to set up an Incubator Centre in Moratuwa in the Western region of the country.  

In July 2000, the Chamber received assistance from an International Executive Service Corps (IESC) consultant from the USAID funded TIPS (Technology Initiative for the Private Sector) project to carry out a Feasibility study on Industrial incubators. This study reported on the suitability of the already identified location, provided a renovation estimate for the ear marked building, an economic and financial analysis for a 03-year period and also provided guidelines for the recruitment of an incubator Manager. The report concluded that the incubator can succeed provided of course that the criteria for a Manager. Boards of Directors, Business plan etc. as recommended was adhered to. 

Some of other steps of the incubator development process such as a) conducting a needs assessment, b) evaluating organizational issues such as the legal structure of ownership, d) evaluating potential sources of finance for development and operation, e) determining the business support services necessary and f) selection of a Incubator manager etc. has been completed. In the meantime in mid 2001 UNIDO provided assistance to Nawabima to draw up a Business plan through an international consultant. The building that was ear marked for the Incubator was renovated and electricity and water connections obtained through funds via the Ministry of Industrial Development in 2001. This incubator has been operationalised from July 2003.  
Nawabima Business Incubator

While the globalization of markets; also broaden the opportunities for SMEs in Sri Lanka; it is also signaling that entrepreneurship in the country urgently needs encouragement and strengthening. Management and technological systems must be also promoted so that product and process technologies of existing SMEs can be upgraded and rationalized and new ventures can flourish. To do this, appropriate infrastructure as well as local human resources will have to be developed..

In addition, the ongoing conducive regulatory framework will create a favorable environment for entrepreneurship and the expansion of SMEs. The strengthening of public and private sector Business Development Services would, give access to financing, market information, suitable technology, training support, quality standardization, and certification. They would also bring into being inter-firm linkages and , more concretely, provide office space. This is where a business incubator comes in. Such a system can nurture start-up and newly established firms by providing the above-mentioned services and office space on a shared, affordable basis. However, its core is the financial, marketing and design support and the managerial training given to the emerging entrepreneur. Another by-product of a business incubator is the internal dynamics that result from working together in a shared physical space: the joint and cross disciplinary learning taking place and the opportunity to from the business network and contacts are also critical to the launch of successful ventures.

The term "business incubator" embraces a wide-range of institutions, all of which are fostering the creation and development of SMEs wherever this has not happened spontaneously. Deliberate efforts are made to ensure that the services needed by the entrepreneurs are provided in a comprehensive and integrated fashion.

The primary goal of the "NAWABIMA" business incubator is to facilitate economic development by improving the entrepreneurial base. For this reason, the Ministry of Enterprise Development, Industrial Policy and Investment Promotion facilitate the incubator. Others, whom will be in the Steering group will be from Chambers, Banks, universities, private sector profit or non profit organizations and experts from Small and Medium Enterprise sector. The development of the "NAWABIMA" business incubator calls for a national strategy and for interaction between government authorities, the private sector and local institutions, universities and research centers. 

NAWABIMA Business Incubator is focused on the nurture of about 20 small-scale enterprises, including some providers of professional Business Development Services.

The Incubator would be the hub of a support services network for enterprise development, providing a mix of shared equipment and services on-site. It would be mobilize existing public and private business services providers, sources of financing and other resources in the surrounding community so that they could be readily accessed by the incubator's client companies and applied to assist them in integrated, cost-effective ways. The companies to be served would include not only incubator tenants but also "AFFILIATES"- those in the area who may not want or be ready to lease space but who could make good use of the incubator's facilities and services. Companies would "graduate" from the incubator when they grow out of it or by the time they have spent three years in the incubator, or they would be asked to leave if they were not progressing towards fulfillment of their business plans. Thus the incubator would be an engine for business development in the Moratuwa area. 

Goals in priority order:

1. Facilitate local entrepreneurship and assist new enterprise development by providing business development services to entrepreneurs.

2. Help entrepreneurs build their markets by assisting them with marketing, creating market linkages and generating market contacts.

      3.
      Develop entrepreneurs’ skills and help them overcome resource deficits. 

4.       Develop a business incubation / enterprise culture.

5.       Develop sustainable enterprises and industries.

6.       Be a point of implementation for Sri Lanka’s industrialization plans.

7.       Assist the economic revitalization of Moratuwa and create employment       opportunities.

      8.         Develop international trade and export potentials. 

Guiding principles of the NAWABIMA Business Incubator

· NAWABIMA Incubates will receive business start-up support for few years and are then expected to sustain themselves indefinitely. The start-up support should probably go on for maximum three years for optimal sustainability;

· NAWABIMA business incubator requires careful planning and preparation and has to be based on a thorough and objective analysis; when developing entrepreneurship it is necessary to build on the experience of incubators to encourage new enterprises. 

· The members of the management team should represent the ministry, local government, local private business organizations, community organizations and local educational institutions. The team consists of up to 10 people. One person should be designated as the leader;

· NAWABIMA Business incubator has a multitude of purposes, among which the following are the most important:


     - Job creation;


     - Establishment of start-up companies;


     - Modernization, transfer of technology,


     - Use of new scientific discoveries;

Development of local areas, it is crucial to gain financial, moral and public support from local municipalities and communities;

The estimation of capital and operating costs should be based on a realistic assumption of expenses and revenue to enable the business incubator to break even after the initial start-up period. From a financial point of view, practice shows that it takes from three to five years for a business incubator to become self-sustainable. It appears that best practice in business incubators occurs when start-up enterprises and existing companies are mixed. This encourages mutual learning and provides a stimulating environment for beginning enterprises;
Linking Business Development Services with Incubators

Business Development Services (BDS) are services that improve the performance of the enterprise, its access to market, and its ability to compete. BDS are mainly private goods and should be provided on a commercial basis. It is widely accepted that Government’s role not as a provider but as a facilitator of business service markets. Experience suggests that the most effective providers of business services are organizations or individuals that are close to SMEs; commercially motivated and entrepreneurial, with similar backgrounds, status and structures. This closeness is crucial, enabling service providers to understand SMEs and deliver appropriate, viable products on some form of commercial basis.
This component covers business advisory services, training, information, marketing and other non-financial services aimed at facilitating enterprise development. There have been difficulties with providing Business Development Services (BDS) on a sustainable self-financing basis. Many organizations providing BDS, such as SME support institutions, NGOs and government agencies rely on subsidies to finance their operating costs. Increasingly, research shows that effective management of BDS requires the involvement of small flexible organizations either from the private sector or with a private sector approach. The Division's approach is focused on making BDS organizations more effective and sustainable.

A business Development Service (BDS) is any non-financial service meant to assist entrepreneurs to start, better manage and grow their businesses, including management training, vocational training, business consultancy and advisory services, e-counseling and e-training, marketing assistance, technology transfer and business information services.

A BDS organization is any entity registered under the law of the country that physically delivers a business development service. BDS organizations can be for instance government agencies and quasi-government agencies, NGO's, business associations, and companies operating with or without profit interest.

The flow of logic in BDS market development
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Catalytic Factors Available for Setting Up and Supporting Incubators
As incubators will necessarily support SMIs in the country, this section of the paper will concentrate on SMIs as well as policies and facilities available to this sector in anticipation that these same policies and facilities will be afforded to the SMI tenants of the proposed incubators.
The SME sector in Sri Lanka is one that has its own problems and potentials. There is a need for the formalization and announcement of the government's policies with regard to this sector.

The Vision


The vision of Sri Lanka’s SME sector becoming globally competitive can be deconstructed into several important elements.  We assume that ‘globally competitive’ requires the sector to be dynamic, robust and the existence of an entrepreneurial culture.  The vision also assumes entrepreneurs are innovative and the sector serves an important social role.  

International competitive assumes that SMEs are able to compete domestically against imports and access international markets fro their products and services.  The ability to compete may occur in a variety of ways including being competitive in price or quality.  Competitiveness may also come from being able to network with other SMEs or through linking with larger enterprises.  

A competitive domestic market is an essential prerequisite for SMEs to be internationally competitive.  Domestic industry segments that receive generous assistance are unable to compete in the international market.  Protecting domestic industries also leads to higher cost industries.  Furthermore, protection, by tariffs or other means, create high cost domestic industries that are paid for by domestic consumers and taxpayers through higher prices and taxes.  Therefore, the vision assumes SMEs will be competitive in the domestic market.  

In addition to the above fundamental requirement we can identify other important factors, including the need for a business friendly economic environment that allows both competition and cooperation to take place.  SMEs, in an ideal market situation, can often overcome their fundamental weakness of lacking economies of scale. In a competitive environment cooperation and use of flexible networks and clustering create advantages for SMEs and overcome limits to economies of scale.  This can be in terms of sharing production processes, supply or distribution networks.  A key requirement for this to happen is a business environment and regulatory framework that promotes competition and cooperation.  

The government must take a lead role in facilitating the development of an internationally competitive economy – including the SME sector.  An international competitive SME sector assumes a significant role for the government.  The government must take the lead in developing and maintaining a business environment and regulatory framework that is conducive to businesses.  Because of their size and in comparison to large corporations, SMEs have less bargaining power when it comes to negotiating their regulatory environment.  Moreover, the regulatory burden often impact more heavily on SMEs because of the indivisibility of government fees, levies and time taken to comply.  Unnecessary regulations can significantly raise the transaction cost of doing business.  Therefore, for a competitive sector there is a need for an economic environment that is conducive to business and enables business rather than impedes it.  Some of the immediate requirements for such an environment require the removal of ‘unnecessary’ legislation and regulations.  In general, the regulatory environment needs to be transparent, predictable, stable and consistent and timely in implementation.  Overall, the economic environment, consisting of policies, regulations and institutions needs to engender an environment of trust in which businesses can compete and cooperate.    

Our vision also assumes a dynamic, robust and innovative SME sector.  By this we mean businesses are able to quickly respond to domestic and international market signals.  Robust, in particularly, implies the ability to withstand sudden adverse shocks.  In a rapidly changing global political economy it is essential for businesses to be able to adapt quickly to changes.  Dynamic implies not only the ability to respond to change but also to anticipate and take advantage of opportunities that occur during times of change.  

A dynamic SME sector also allows for easy entry and exit and more important allows easy scaling up and down of economic activity.  This requires the factors of production to be liberalised and unfettered by needless restrictions.  Furthermore a dynamic and competitive SME sector requires timely access to information.  Access to appropriate information allows entrepreneurs to make informed decisions — an essential requirement for a competitive sector.  Information may mean many things, including the need for an affordable telecommunication system and ready access to government rules and regulations.

An innovative SME sector implies the rapid absorption of new ideas and technologies that provide the SME sector with a competitive advantage.  Furthermore, it suggests entrepreneurs are able to aggressively adapt and adjust ideas and technology of all kinds, to suit their unique market situation.  It implies, entrepreneurs are not only recipients of technology but are able to apply and adapt them to suit their own needs that are they are innovative.   

Our vision of an internationally competitive SME sector also assumes the existence of an entrepreneurial culture.   This implies a culture in which small businesses people are respected and entrepreneurship is highly sought after characteristic.  Education plays a vital role in developing and instilling entrepreneurial skills and values.  In addition to specialist business courses, entrepreneurial skills and values need to be woven throughout the education system from the early years of education through to university and vocational training.  Leadership also plays an important role in increasing awareness and respect for the importance of entrepreneurship.  Leadership in recognizing and promoting the importance of entrepreneurship should come from all aspects of society, particularly from politics, business, academia and the social area.  Moreover, leadership needs to come from the highest levels, so as to set an example and lead in the development of new social norms.  

Implicit in the vision, is our believe that the SME sector will continue to play an important social role.  This believe is based on the sector’s significant contribution to employment, income generation, their widespread distribution throughout the country and their production of goods and services meeting the needs of a considerable part of the population.  It is recognised that policy, programmes and regulatory initiatives may be implement to advance the important social role of the SME sector.  Such programmes and policies have an important role in Sri Lanka’s society.  The criteria for social policies, however, are very much different from those designed and implemented to achieve globally competitive SME sector.  Therefore, social orientated policies need to be clearly identified as such and the cost and benefits explicitly weighed up, as is necessary for all policies. 

The process

For the vision to be achieved over the next decade or less will require a coordinated effort by the government.  The current position of the SME sector falls well short of were we envisage it to be in the future.  
The Ministry of Enterprise Development, Industrial Policy and Investment Promotion has initiated a new approach and create district level SME facilitation forums, to place more focused attention on the problems of the SME sector. Taking into consideration the higher potential for growth in the SME sector in terms of output, employment creation and exports, the role of the Ministry of Enterprise Development is to strengthen the SME sector to enable it to be competitive in market led economy and generates additional employment. For achieving these objectives, the endeavor of the Ministry is to provide the SME sector proper and timely facilitation.
The SME Sector has been identified as an important sector for promoting growth and social development in Sri Lanka. While identifying the absence of a clear and comprehensive policy for the development of this sector a Task Force was appointed comprising of representatives of Chambers, Banks, Government Institutions & other prominent individuals including the academia, in order to formulate a strategy for the SME sector to be competitive in the challenging market. Action has been taken to prepare a SME White Paper setting out the vision and strategy for the SME sector based on Sri Lanka's experience and international best practices. The final document is to be completed shortly. A SME Policy Unit will be established 

The Central Bank of Sri Lanka shows that 9.8 percent of the Sri Lanka's labour force is underemployed or unemployed. Enterprises, especially small, medium and micro enterprises are the source of new jobs for women and men in the country's labour market. Enterprise development is therefore an important concern for the country.

The Entrepreneurship Development Division of the Ministry seeks to facilitate public and private sector initiatives to promote and create of new jobs through Enterprise Development Programmes. The Entrepreneurship Development Division is also aimed at improving the quality of jobs for women and men working in small and micro-enterprises.

The Division’s overall aim is to strengthen the entrepreneurial capacities of the SME sector and assist to develop a sustainable private sector, and, in particular, the promotion and support of micro, small and medium sized enterprises.

Recommendations for Future Action
· The feasibility of setting up new incubators must be determined mainly based on demand, the possibility of seeking strong partners and also after identification of the incubator purpose and type. 

· The incubators that will be set up must be managed as a business operation as far as possible even though 'not for profit' incubators may be considered. 

· The business plan must be well developed and a dynamic and competent Manager with business experience and a progressive and active Board of Directors must be appointed. 

· Sufficient sources of revolving funds must be available. 

· A well-defined policy for entry and exit of tenants must be worked out and the incubator Managers must necessarily resist political pressure from stakeholders to recruit companies that do not meet the necessary criteria. 

· The operation of the new incubators that will soon be set up must provide potential for the services of the incubators to be modified to meet the changing needs of the client companies. 

· The performance of the incubators that are being developed presently must be continuously evaluated and corrections promptly identified and made so that new incubators can benefit from the lessons learned by the pioneers. 

· Linkages to industry, R&D institutes and Universities must be established for effective networking as well as for obtaining services.  

Conclusions
It is encouraging to note that the development of incubators in Sri Lanka is proceeding at a steady pace considering the fact that the concept was introduced to the country only a little more than four years ago. It is hopeful that in the near future, Sri Lanka can boast of some well established and successful incubators that will be an example to countries in the region that have yet to benefit from the incubator concept.
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