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ABSTRACT

The Informal Sector, Policy Reform and Structural Transformation

Recent years have witnessed what Judith Tendler aptly calls
"a remarkable convergence of fashion on the small enterprise and
the informal sector.'" The paper examines the roles of small and
medium enterprises and the informal sector in the context of ec-
onomic growth and structural transformation, with special refer-
ence to Latin America. It finds that the 'remarkable convergence
of views" is to some extent based on misinterpretation and that
some of the policy inferences that have been drawn are wrong.

The record of employment and productivity growth in Latin
America is reviewed. Compared to other countries at their res-
pective income levels, Latin American countries have less enploy-
ment in agriculture. There is much low-productivity employment
in the industrial and service sectors, despite relatively rapid
employment growth in industry. Structural transformation in the
region has been suspended as a result of policy choices such as
chronically overvalued exchange rates, high levels of effective
protection, high tax rates combined with measures of tax relief
which encourage the use of capital, labor protection laws, inter-
ventionist financial policies and pervasive government regulation
of economic activity. Prospects for reforming these policies to
permit accelerated growth and transformation are reviewed.

The real cure for urban dualism, which has labor market and
enterprise aspects, is development. Dualism gradually disappears
as economies grow and generate sufficient demand for unskilled
labor. Most of the workers employed at low productivity levels
in small or informal enterprises in low income countries eventu-
ally find work in larger enterprises. Although many small enter-
prises survive in rich countries, most of them aim only at pro-
viding a livelihood for their proprietor and his/her family; many
fail even to do this, going out of business after a few years at
most. A few, however, thrive and grow, providing not only pro-
ductive employment but a vital element of flexibility, innovation
and competition to the economy. Policy should encourage both
structural transformation and the participation of progressive
small and medium firms in this vital process.




THE INFORMAL SECTOR, POLICY REFORM

AND STRUCTURAL TRANSFOEREMATION
by

Tyler Biggs, Merilee S. Grindle and Donald R. Snodgrassl

I. INTRODUCTION
A. The Current Enthusiasm for Informal Sector Programs

A lot cf people have discovered the informal sector in
recent years. 1In thinking and writing on ecorncnic develcprent
there has been what Judith Tendler aptly describes as "a remar:-
able convercgence of fashion on the small enterprise and the Iin-
formal secter" (Tendler, 1988). Neoclassical eccncnmlsts have ce-
cided that this part of the economy uses combinations of labor
and capital that are "right" for the national factor endcwrments,
unlike the large and formal-sector firms, which are induced by
government peclicies to use excessively capital-intensive and
"modern" technigues. Agricultural economists, seeking to reen-

phasize the irportance of agricultural growth, stress that link-

ages between agriculture and the smaller nonagricultural enter-



prises can be strong and mutually reinforcing. Meanwhile, speci-
alists on bo“n small-scale enterprise and the informal sector
have emerged, arguing that these sectors provide livelihoods to
large nunbers of people, many cf then poor, at levels of pay and
productivity not necessarily inferior to those generated by

large-scale formal-sector firms.
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While a wide range of opinion therefore agrees that sna
scale enterprises and the informal sector are inportant for cne
reascn or ancther, Tendler correctly notes that this ccnvergence

of thought has not yet led to a similar consensus on the guestion
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of policy -- how best to realize the potentials represen
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small-scale enterprises and the informal sector. At le
overlapping but reascnably well defined schools of thought can ke
identified (Tendler, 1528).

(1) One schocl defends the programs of direct assistance
zargeted cn small and informal firms that have long been under-
traken by many developing country governments and international
assistance agencies. It argues that these firms need preferen-
tial access to credit, training and other forms of assistance !
they are to survive and grow. They merit this assistance, the
argument runs, because they support so many people, provide gcods
consumed by the poor, offer a channel for entrepreneurial devel-

cpment and encourage geographical dispersion of econonic ac-

tivity.



(2) Neoclassical economists criticize this line of reason-

ing, contending that direct intervention by third world govern-

ments through policies and prograns targeted on small or infecro

(3N

firms leads to inefficiency and distortions (Little, Mazumdar anrd

Page, 19€7). What governments shculd do 1s rermnve pclicy klases

against srmall and intormal-sector firms, in the popular phrase
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forrmally crganived firms. Targeted prograr

justified, the necclassical econonists arcue, by
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supericrity with respect toO productivity or egulity.
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the worrincs cf the rarket, once policy liberalization has ger

mitted the rarket to work.

(3) & third group maintains that while direct intervent
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is merited, at least as a form of direct assistance to the pcor,

I

governments a

e neither able to provide effective assistance

the inforral sector nor, in many cases, willling to do sc.
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group notes that the informal sectovr works largely outside ex1st-

ing laws and regulations, using techniques that government cffi-

cials may not recognize, condone or even, perhaps,

understanz.

The required assistance should therefore be provided by nongcv-

ernment organizations operating in an irregular, nonbureaucratic

style.



(4) The argurent that the government would not even want to
assist the informal sector is based on a view of the informal
sector as co-rlerentary to the fcrmal sector and very rmuch in the
interest of the lccal elites, who control the formal sector and
are influentia. in the gcvernment. In this view, the informal
sector provides a pocl of low-wage urban enployment that can ke
drawn cn as necdsd To supply laker to formal-sccter firms.  The
governrent wculd therefore not want to develop or elininate the

infor-zl seczcr.
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(5) A psotential fifth group, for which we are recruiting,
accepts tnhe reoclassical economists’ criticism of targeted pro-

fes £ut tries to improve cn their o
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grams and pclicies kbut tries to improve cn tnelr policly recoenn

dation. As Terd.er ckserves, tne rapid growth of the eccninles

cf
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ast Asia is currently being reinterpreted as having involved
much more government interventicn and less reliance on marxets to
allccate resources <han had been thought previcusly. Scuth Rorea
and Taiwan were able to promote the developrment of small and rned-
iun enterprises in ways that forced then to perforn and limited

the growth of rent-seeking behavior. Wwe are currently engaged in

reexamining the ex of some of these countries and ccnm-
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parinyg them with ccurtries which are at an earlier stage ot de-
velopment to seec what principles cf constructive interventicn o
prcmote the rapid growth of an efficient, labor-absorbing indus-

trial sector can be formulated.



Tendler‘s "remarkable convergence of opinion" is npt limited
to the scholars. Increased attention to small-scale entergrisc
and the informal sector is also evident in the worlds cf{ pclitics
and action. Aid donors, political activists and developing coun-

try governments have all jolned in. In the United States a re-

rarkable pclitical coalition, stretching from end to end cn the
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right-le spectrur, 1s bkacking the propositicn that
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sector acti
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s in the developing ccuntries shculd k< prorcteld

more vigerously threough small business loan projects funded tv
the United States Agency for International Development (AID).

Conservatives see in this proposal cppertunities for expaniinz
entreprencurship, creating jcks ameng the pocr to help ensure
political stability and strengthening the private sector, which
they believe tc be the true motor of econcmic develcprment. Lik-
erals support the carme measures, seeling 1n them a grassrcots,
participatory way to help the poor, a means of generating self-
sustained development among poor people to help them escape frex
poverty.

Governrents in many developing countries have also becore
increasingly interested in the informal sector because of the
large number of people whom it supports. At a time when many
countries are experiencing severe economic dislocations, govern-

ments are concerned about the political conseqguences cof eccncric



crisis and are looking to promotion of the informal sector as one
way to increase employment opportunities for poor people (see,
for example, Sanyal, n.d.: 2-3).

In this paper we argue that the "remarkable convergence of
views" on small-scale enterprise and the informal sector 1s to
some extent based on misinterpretation and alsoc that some of the
policy inferences that have been drawn are wrong. we first lay

out our cbjecticns, then present an alternative viewpoint.

8. The Definiticnal Problem

Reexaninaticn of the prevailing consensus starts with the

definition of the informal sector itself. Close ex»aninaticn
reveals the term "informal sector" as a heuristic device at kest.
According to the International Labor Office’s 1972 report on
Kenya, which is widely credited with popularizing the tern, "in-

formal activities are the way of doing things, characterized by--
(a) ease of entry;
(b) reliance on indigenous resources;
(c) family ownership of enterprises;
(d) small scale of operation;
(e) labor-intensive and adapted technolcgy:

(f) skills acguired cutside the formal school
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system: and

unregulated and competitive markets."

These "activities are largely ignored, rarely supported,

often regulated and sometimes actively discouraged by the Govern-

ment."

Logically enough, "the characteristics formal-sector ac-

tivities are tne cbverse of these, nanely--

difficult entry;

frequent reliance on cverseas resources;
cocrporate ownership:

large scale of cperaticn;

capital-intensive and often imported
technology; |

formally acquired skills, often expatriate; anc
protected markets (through tariffs, guotas and

trade licences)" (ILC, 1¢72: 6).

Problerms arise because the characteristics which are bundled

together in these definitions may be found together but may ailsc

occur separately.

For exanple, those who emphasize the status cf

the enterprise in relation to law and regulation insist that size

is no criterion; by their definition, informal sector firms ray

be guite large

(de Soto, 1987). But others put the emphasis on

enterprise size, usually measured by the nunber of workers in-



volved. Ray Bromley brings out the ambiguities by listing no
fewer than nine "particular deficiencies that are worth mentiocn-
ing" in "the informal/formal classificiation, as commonly depict-
ed in the literature" (Bromley, 1979: 1034-1035). A recent re-
view of the literature cormments that, notwithstanding hundreds cf
acadenic pages devcted to the task, popularizers of the informal
sector ccncert have been "unable to come up with a definiticn
precise enough to ke useful for analytical or operaticnal pur-
poses" (Richardson, 1984).

Presented with an enormous quantity of research with dif-

ependinag on the definitional arprcach adcpted,
) fadia jod

[N

fering resulits
toth policy-marers and develcprent practiticners find It hard o
respond apprcpriately to calls to stimulate the growth of the in-
formal sector. It is next to impossible to target that which
cannot te defined. 1Is it workers or is it firms that policymak-
ers should worry about? Is it the broad aspects cf poverty which
should be directly targeted? Or is it the institutional setting‘
that deserves most attention -- namely government regulatory
agencies anrd the legal systen?

Much of the interest in "informal" economic activity in de-
veloping countries stems less from the importance of informalicy
itself than from the fact that activities classified as infornal

~end, on the whole, to exhibit low productivity (Feattie, 1980).~



The problem, as we see it, arises because during the course of
economic growth and transformation in many LDCs certain segrents
of the work force and enterprise population seem to get stuck in
low productivity economic activities in industry and services.
This suggests that guestions related to the informal sectcr (how-
ever defined) cannot te studied in isolation from the rest cf the
econory but must e addressed 1n the context of the structura.
transforraticn preobler. A wholistic, evolutionary analytical
framework 1s reguired. We need to ask what determines the nature

and speed of structural transforration and how these outceres are
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K pclicy-induced failures.

affected by ra

rh

wWe prcpcee to ocus attention away from the inforral sec-

I

e
tor as such and directly on the causes and consequences of low-
productivity erployment. Empirical data indicate that the pat-
tern of "distorted" and/or "unsuccessful'" structural transforrma-
tion can be traced out both in the labcr market and in the sice
distribution and productivity of industrial enterprises. In this
paper we analyze these two aspects of the low productivity

employment problem, with special emphasis on Latin America.
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C. An Alternative Viewpoint

To assist the reader, we close this introductory section by
summarizing our main points. For countries at low and middle
levels of per capita income, substantial improvement in livinrg
standards regquires economic growth, the essence of which is
rising averaze inceme levels. All the important indicators cf

social welfare a

[t

e positively correlated with per capita 1incocme:
in most cases the degree of correlation 1s high. The disting-
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henery (1979; Chen-
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uished researc! 1966) and «

z2ry and Syr 1975) deronstrates ccnclusively that, except in
countries which possess fakulous mineral wealth, eccnecnmlic growth
reguires structural transfcrmation. This involves a rise In the
importance of <the industrial sector, both in absolute ternms and

as a share of aggregate value added and employment. As stru

)

t

" &
-ur L

oY
[

tr

&%)

n

U
O

{

rmation occurs, the importance cf the agricultural
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clines. The service sector may either rise or fall as a

t
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share of tctal production and employment.

Besides altering the relative importance of the three main
econonic secteors, structual transformation also involves import-
ant changes within each of these sectors. Withlin the industrial
sector, one of the changes that takes place is a shift frcn 1

pimodal distribution of employment in terms of enterprise sice --
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one in which there is a mountain of workers employed in small en-
terprises, a low wvalley 1n medium~s-ale enterprises and a sraller
peak in large enterprises -- to a unimodal distribution (a single
reak and a larger average firm size). In countries at low levels
of per capita income, small or "informal sector'" firms account
for as rnuch as three-quarters of industrial sectcr em-ployment,
Fut a rmuch srmaller share cof value added.

Structural transforraticn within the industrial sector has
two components: a "laber reallocation" ccrmponent (pecple who are

£
£

v
i

£,

|
2

working on their own or in small enterprises eventually

nigher-paid jcbs in larger firms) and an "enterprise grewth!' ccoo-

ronent (a very small nurmber of small enterprises grow 1nto the
middle and larger size categories). Quantitatively, the "laktcr
reallocation" component is by far the more important. As ermpha-

=

[

sized in the '"dualistic" models of Lewis (1954) and Fel and ERan

rt

)

(1964), developrent occurs largely through the shift cf lakor
more productive forms of erployment. As not stressed by these
theories, these shifts take place not just bhetween agriculture
and industry but also within all three sectors. Although smaller
than the "labor reallocation" component, the "enterprise growth"
component 1is also significant. A dynamic econcmy pernits suc-
cessful small firms to grow into the niddle size categery and

~iddle size firms to become large. While most small firrms fail
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after a few years or remain stagnant, merely earning a living for
their proprietors, a few grow and add an important element of
dynamism to the economy (Storey et al., 1987).

Although Chenery and others have identified "normal" or
average patterns that tend to apply to countries at particular
levels of per capita income, there are also substantial varia-
tions armcorng cScuntries at similar income levels. Scrme c¢f these
intercountry variaticns are caused by differences in "givens"

~hile others result fron
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differences 1n eccncmic policy.

[ 5

Many 1DC0s exhipit the extreme duallism in the distributicn ¢
industrial sectcr e-rloyment in terms of enterprise size that we
call "the nissing middle." We attribute this to pclicies that
favor the largest firms, on the cne hand, and in stnme cases also

the smallest ones, on the other. This type of industrial gpclicy

-

can be harmful recause it creates a "snmall firm growth “rap" and

inhibits the "enterprise growth'" component of structural trans-
formaticn. To shift labor to hicher productivity activitles, it
is necessary to promote growth and labor demand. This in turn
requires pgrorotion cf the most productive growth agents in the
a2conony.

Even if the GNP of Bangladesh, Burkina Faso or Bolivia ccull

re distributed in egual proportions to the citizens of those
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countries, they would still be very poor. The only way to over-
come their poverty is through economic growth, and this reguires
structural transformation which moves labor from less productive
activities to more productive ones and permits the progressive
ninority of small firms to grow.

Several principles of econornic policy flow from this argu-
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o extent that scarce resources have altern

ment. Firs
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ot

tive uses fcr e promotion of econcric growth and structureal
transforraticn, their use in progranms aimed at direct arelicra-
tion of poverty is likely to yleld sraller gains and thus shculd
be held down. Where potential clients are srmall and numercus,
the administrative costs of direct aid progranms may be prchikbi-
tive.

Second, enterpise size is not a useful guilde to policy
determination -- if for no other reason because optimal firm size
differs armcng industries, by rmarket size, between cpen and closed
economies and by levels cf developnment. 1In most countries, poli-
cy discrirminates in many ways in favor of large, "formal'" firrms
controlled by the national elite. One of the unfortunate effects
of this pattern of discrimination, which usually occurs within
the context of an effort to substitute local production fcr im-

ports, is the reduction of growth opportunities for small and me-

dium size firms. In many cases, small or "informal" firms are
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actively suppressed, on the grounds that they are not modern.
This is clearly undesirable; the only acceptable basis for such
suppression 1s the limited number of cases (drugs, prostitu-tion,
etc.) in which "informal" economic activity poses a direct threat
to public order.

Third, however, policy must go beyond mere neutrality --
"the level playing field" -- to active promotion of potentially
dynamic firms. Despite the freqguent advocacy of policy neutrali-
ty by the World Bank and others, no country yet has develcped cn

+his basis. To fill in "the missing middle" countries must ke

i

able (a) to formulate pclicies that are perfcrmance-tased and

s

ernit progressive dynanic small and nedium sized firms, in ef-
fect, to identify themselves and (b) to provide the forms cf as-
sistance that will help these firms grcw. How to acccrplish
these two tasks is not yet altogether clear, but the general

v

5]

rinciple is that what is needed is not policy neutrality kut

SR
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T

clicies which favor firms that turn 1in favorable performances.

‘G
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II. THE INFORMAL SECTOR AND STRUCTURAL TRANSFORMATION

A. Employment Aspects of the Problem

1. "Soft" vs "Hard" Employment

At the heart of the problem of low-productivity empleyment
is the notion of "soft" (or labor-supply-pushed) erployment vers-
us "hard" (or rest-of-economy-pulled) employnent. "Soft'" emplcy-
ment (sometimes called underermp.oynent, results when growth in
the supply of labor exceeds growth in the derand fer lakcr dermand
over the long run. This pushes labor into sectors where it ols
"sponged up" 1n low-productivity employment. For exanp:ie, in the
service sectcr, mere shceshine boys and street vendcors aprear,
driving down returns to these activities. In manufacturing, sur-
plus labor may ke indicated by "traditional" lower-productivity
technologies surviving longer than they should, as small produc-
ers are forced toc eke out a living at the margin. "Hard" empleoy-
ment, on the other hand. is demand- and productivity-driven.

Jobs are created as economic growth proceeds. The demand fcor
labor in this case outs:irips supply in various sectors, pulling
labor into higher productivity activities with higher relative

factor rewards.
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There are proximate causes (on the demand side) for "soft"
supply-pushed employment, each requiring a different target for
policy interventions to correct 1it. First, '"soft" employment can
be caused by insufficient aggregate demand -- the "Keynesian
empleyment prcblen." This is generally only a short-run explara-
tion, although very impcrtant in recent years with the debt
crisis. Seccrni, employment can ke severely atffected by price

Ay P

distortions. In factor markets, wages are cften out of line with

«t

neyll-empleyrment eguilibriun' rates, causin insufficlent demand
I 4 ’

P

for labcer In firancial markets, controlled interest rates nars
capital ccsts artificially low in relatively capital-scarce coun-
tries, leading to overly capital intensive production technolc-
gies. ~rFroduct markKet price distortions may be responsible for
even greater lator dislccations. The terms of trade tetween in-

dustrv and agriculture are particularly important. Third, ren-
price distorticns are a g:gnificant cause of labor derand preb-
lems. Malfuncticning institutions, such as poorly operating
credit intercediaries red tape-plagued government agencies, and
distributicnal distortions, such as unequal land distribution,
can reduce the demand fcr labor.

coupled with increasing growth rates of labor force, each cI
these demand-side factors has played a role in models explaining

«me prcblem of leow productivity employment in urban areas of
p Y Y
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Latin America. Two models have been particularly important in
the region -- the ECLA model and the Harrls-Todaro model. ECLA
represents the "structuralist" view, which emphasizes ncnprice
distorticns. The Harris-Todaro Model represents the necclassical
view, erphasizing price distortions.

ECLA argues that land is artificially scarce in lLatin Anmer-

ica because it is unequally distrikbuted. High growth rates ci

(t
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[

(@]

rural pepulation combine with this artificial land scarcil

push lakor into the cities. 1In the urban areas, labecr suppiy
grows faster than demand because industrial technologlies, largely
irported from advanced countries, have high and fixed capital
coefficients. "Soft" ermployrment increases, particularly in the

service sector. The policy recommendations that follow frem t

view of the low-productivity employment problem involve rercn ]

[
1
]

the rnonprice distortions by initiating land refcrm and reducl

3
2

technological dependence on more advanced countries.

In the Harris-Todaro model, inappropriate urban wage poli-
cies (minirmun wage laws, government wage rates and the wage pcl-
icies of multinational corporations) create a large differential
between urban and rural wage rates. This encourages rural-urkan
labor migrazior, which is limited only by the probability ci ac-
tually getting an urban jok. A sort of lottery of well-paid ur-

tan jobs develops, urban labor supply increases faster than laktor
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demand and "soft" employment results in the service and manufac-
turing sectors when many of the migrants fail to obtain the high-
paid jobs they seek. The policy recommendation in this case is
to reduce the factor price distortion, for exanrmple by modifying
minimum wage laws and government hiring practices.

whatever causes "soft" employment to increase in a particu-
lar case, the situation can be nade worse by an lnapprcpriate
governnent resgonse (Celb, Knight and Sabot, 19%37). In many
countries, governrment has tried to offset rapidly growing urban

labor supply by expanding employment in the governmnent and public

t

corporations. Often deficit financing has been used to meet tne

bae
O
3

~nigher payroll that results, with untcward effects on infla

ct

balance of payments and, in the longer run, the rate of eccnonic
growth. Since public sector activities are freqguently less rrc-
ductive than rrivate sector activities, a '"public sectcr sink"
can emerge, into which increasing amounts of governnent resources
are poured. As these unproductive resource allocaticns grow and
deficit financing taxes the private sector through rising infla-
tion, economic growth suffers, reducing the aggregate demand for
laber and increasing the "need" to create unproductive employment
in the public sector.

An important lesson to be learned from these models 1s that

"soft" employment can stem from distortions in any sector of the
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economy. In the end, the maldistribution of labor caused by
these distortions is traced out in an unbalanczd process cf
structural transformation. The problem of "soft" employment thus
requires a rore complex solution than that personified by a sirm-
ple programmatic "fix'" aimed directly at street vendors. Struc-
tural prcrlers, be they raldistribution of agr cultural land cr

v

actcr and product prices, nust ke rel

)

distorticns in

N later secticon of this paper will discuss
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croklems invelved in trying to bring about such policy refcrns.

ot

2. Employment Growth and Urban Surplus lLabcr in la

America

what do the data tell us about recent trends in urkan
employment in Latin America? Do they indicate a growlng arcunt
of "soft" enployment in all or part of the region? Has
industrial lawrc. absorption generally been too low tc scax
burgeoning urkan work force? And has over-urtanizatiocn cont
uted to the marginalization of large segments of the eccnomically
active population?

Advocates of the inforrmal secter concept argue that rapid
urbanization and low industrial labor absorption have pushed

labor into low-productivity jobs rather than open unemployrent
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(Mazumdar, 1975: Scuza and Tokman, 1976; Sethuraman, 1977). In
Latin American, "formal" segments of the industrial sector are
often accused of not absorbing enough labor. An examination of

structural changes in Latin American enmplcynment 1s instructive 1in

assessing this assertion.

3, Static Comparison of Structural Change in Output and

Almost all the Latin American countries deviate in one
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velcpment that ererges
Chenery and associates: the share of agriculture in total employ-
ment is lower than is typical of countries at thelr respective

B) . .
L They also derive less value added

incone levels (Table 1 B)
from primary production (Table 1 C). These deviations are large
in the Scuthern Cone countries, Colornbia, Peru and Bolivia, espe-
cially where employment 1s concerned. Mexlico, surprisingly, has
more people in agriculture than expected, perhaps as a result of
extensive land reforms over the years.

Related to this low agricultural share are rapid urban laker

force growth and a high level of urbanization. While the total
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TABLE 1

ECONOMIC STRUCTURE IN L*TIN AMERICAN COJNTRIES

COMPARELD TO THE INTERNATIONAL "STANDARD" PATTERN FOR 1950-19€2

(Average residuals for the whole perind)

L. TRADE AND FINAL DEMAND (% OF GDF)

Manufac- Manufac- Govern- Gress
Primary tured tured ment domestic
Expcrts exports exports imports consumption investrent

venezuela z 1la -10 -3 -2 Z
Meyico -G -8 -5 -5 -5 -3
Argentina -14 7 -5 -10 =3 -2
Uruguay -21 -11 -8 -17 -4 -1
Erac.il -9 -6 -3 -6 -2 b
ranzoa e -- - - -2 -3
Ccsta rica -8 -4 -4 -2 -3 -3
Chile -12 -2 -7 -9 -3 -10
Feru -7 -2 -5 -6 -3 -2
raraguay -20 -1z -5 -13 ~8 -€
Deminican Rep.-10 -6 -4 -8 -4 -5
Coleorkia -Z -6 -3 -6 -5 -3
Ecuagcr -5 -1 -6 -5 =3 -4
Guatenma.la -12 -6 -2 -6 -7 -8
Bolivia -11 -2 -4 -5 -5 -6
Nlcaragua -7 0 -5 -3 -5 -7
El Salvador -4 -1 1 =2 -4 -7
Honduras -3 4 -3 1 -4 -4

Mean -9 -3 -5 -6 -4 -5
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C. VALUE ADDED (% OF GDP)

Manufact. disaqregated™

Agriculture Services Manufact. Early Middle Late
Venezuela -6 -3 -6 -3 1 -5
Mexico -5 12 0 2 0 -2
Argentina -5 -1 9 -- -- --
Uruguay -1 & 6 6 3 -2
Brazil -5 9 5 1 2 3
Panama -8 16 -1 1l 0 -1
Costa Rica 3 8 4 4 2 -2
Chile -2 7 5 1 -1 3
Feru -10 o 8 3 1 1
Paraguay 7 2 5 & 2 -1
Dominican Rep. -£ 8 5 7 -1 -2
Coleormbia 2 0 1 2 0 -2
Fcuacor -5 7 4 3 1 -1
Guatemala - -- - 2 0 -1
Bolivia -10 7 3 3 -1 -1
icaragua -1 g 5 2 0 0
Hcocniuras 2 0 4 - - -
Hean -3 € 4 3 1 -1

d8rarly: Food, textiles and clothing, and miscellaneous
Micddle: wWood, rubber, chemicals, and nonmetalic minerals.
Late: Paper and printing, basic metals, metal products, and
machinery

Source: Syrguin, 198&7.
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population of Latin America grew at 2.6 percent per.year betweén
1950 and 1980, urban labor force grew at 4.1 percent (Table 2).
The Southern Cone countries, Peru, the Dominican Republic, Bo-
livia and Nicaragua all have far more urban employment than the
interraticnal average: (Table 1 B). Latin America has becore
one of the most urbanized regions in the world, exceeding the ex-
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o of uranizatiocn fcr its inconme level by 14 per-
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centage roints.
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he rercentage of employment in industry in Latin
America dces not differ much from the standard pattern (except in
enezuela, Argentina and Chile), employment in the service sector
i{s necessarily larger than predicted (Table 1 B). The service

sector has had to soax up nuch of labor moved cut of agriculture.

4. Dynamic Cemparison of Structural Change in Output and

Emplovment

An investiga*tion of the dynamics of structural change adds
to the picture presented by the static comparisons in Table 1.
Table 3 contains coefficients relating changes in economic struc-
sure to rises in income per capita. The coefficlents of the in-
come slopes for employment in agriculture, industry and services

-easure the strength of structural change with respect to inccre
strengthn
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TABLE 2

GROWTH OF POPULATION AND EMPLOYMENT
IN LATIN AMERICA, 1925-19E0
(Average annual growth rates, %)

1625-1950 1950-1970 1670-1980
FOPULATION
Total 2.2 2.8 2.%2
Crkan 3.5 5.4 3.2
ECONOMICALLY ACTIVE POPULATION
Total 2.0 2.3 2.C
Frimary l.4 1.0 1.1
Nen-primary 2.9 3.6 4.2
"Formal" (industry) - 3.7 1
"Informal'* - 1.5 2.1
Distributicn cf Economically
Active Population (percentage) 1925 1980
Primary 62.3 35.9
Manufacturing 13.7 18.3
Other Sectcrs 24.0 45.8

Source: Ramos, 1984, based on ECLA, 1965 and PREALC, 1682.

x"Informal" is defined generally as self-employed plus unpaid family
workers.
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TABLE 3
TIME SERIES ESTIMATES OF INCOME SLOPES
A, VALUE ADDED

Current price shares Constant price shares
Aqricult. Manufact. Services Agricult. Manufact. Services

Venezuela -.02 .11 ~.09 -.03 .04 .18
Mexico -.11 .02 .01 -.08 .08 ~-.07
Argentina -.16 .05 -.01 -.15 .C5 .10
Uruguay -.12 .01 .14 -.04 0 -.05
Brazil -.0C5 .02 .03 -.08 .03 -.01
Panarma -.11 .03 -.04 -.12 .04 -.04
Ccsta Rizca =-.10 .08 -.02 -.11 .15 -.12
Chile -.06 .08 -.10 -.06 .08 .07
foru -, 20 .08 .08 -.18 .12 .02
Paraguay -.11 .01 .05 -.12 0 .01
Decminican Rep.-.11 .03 -.03 -.16 .04 -.04
Cclenbia -.20 .04 .11 -.14 .04 .04
rcuador -.17 .02 -.10 -- - -
Guaternala -- -- -- -- - -
Eoliv:ia -.17 -.05 .02 -.C3 .04 -.905
Nicaragua .01 -.02 ~.02 -.09 .12 .01
El Salvador -.13 .08 .05 -.20 .12 .01
Henduras -.52 .19 .06 -.31 .13 .15
Mean slopes

Latin Anerica =-.14 .05 .01 -.12 .06 .01
Low-Y countries-.24 .06 .09 -.19 .07 .C8
Lower niddle Y -.17 .05 .03 -.14 .04 .05
Upper niddle ¥ -.12 .03 0 -.11 .06 .02

Industrial -.09 -.05 .16 -.05 .03 .02



-27~-

B. EMPLOYMENT

Agriculture Industry Services

Venezuela -.34 .08 .26
Mexico -.26 .09 17
Argentina -.19 -.13 .32
Uruguay -.30 .10 .20
Brazil -.22 .09 .12
Panana -.21 .04 .17
Costa Rica -.34 .07 .27
Chile -.21 .01 .2C
Feru -.21 0 .22
FParaguay -.11 .01 .10
Dominican Republic -.25 .08 .17
Coloriia -.46 .03 41
Ecuadcer -.07 -.02 .0¢
Guaterala -.22 .10 .12
Bolivia -.26 .13 .13
Nicaragu=x -.30 0 .30
Tl Salvadcr -.29 .14 .15
Hcrnduras -.28 .27 .01
Mean slcres

latin America -.24 .06 .13
low lncome countries -.10 .05 .05
Lcwer nmiddle income countries -.20 .07 .13
Upper middle income countries -.22 : .08 <14

Industrial countries -.27 .01 .17
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C. TRADE AND INVESTMENT

Exports Investrent
Current Constant Primary Mfrd. Current Constant
_price  _price  exports exports _price _price

Venezuela ~-.05 -.28 0 -.01 0] .09
Mexico -.02 -.01 -.01 .01 .09 .09
Argentina .01 .01 -.02 .05 .17 .09
Uruguay .03 -- -.08 .11 -.01 --
Brazil .01 01 -.01 .03 .01 .04
ranana -- -= -- - .18 --
Costa Flca 17 24 .02 .11 .15 12
Chile -. 10 -.07 -.13 -.02 .19 24
Tery -.04 -.10 -.31 .05 -.16 -.10
Faraguay -.07 -.06 .01 .01 .21 2
Dominican Rep -,03 -.03 .02 .06 16 .19
Colonmbia .03 ~-.06 0 .05 .05 -.03
Ecuador .10 .14 .13 .01 .14 0
Guatermaiia .15 .14 .07 .06 .14 .0a
Bolivia .13 -.C4 .17 0 .21 .19
Nicarazuz .03 14 0 .05 .15 .16
£l Salwvadcr -.232 .22 23 .13 .21 .18
Honduras .33 .37 .37 .12 3 .33
Mean slcres
Latin America .05 .04 .01 .06 .14 .12
Ccw=Y ccuntries.05 v -.02 0 .16 .12
Lowsr niddle-7Y .11 .09 .09 .04 14 .12
Urper middle-7Y .10 .07 0 11 W12 .13
Industrial .03 .20 .01 .12 .02 0

Scurce: Syrguin, 1987.
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per capita (but not necessarily with respect to time). The date
show that structural transformation in employment has béen more
pronounced than the transformation of production in Latin America
since 1950. As per capita income increased, substantial reallc-
cation of labor from agriculture to industry and services took
place (Takle 2 E). The developed countries toch twice as long tc
accomplish a similar transformation (Tokmar,

ence is not attributable to any greater strenzth of structural

transformation in the case of Latin America; the coefficient fcr

to -.27 in the

joF

agriculture was =-.24 1in lLatin America, compare
industrial countries. Rather, the explanaticn lies in a shargp
difference in overall crowth rates. Industrial countries grew at
an average rate cf 1.3 percent per year from 2270 to 1950 (the
period used for the comparison), while Latin Z:.erican countries
averaged annual growth of 3 percent frem 1950 to 1980 (Maddison,
1980) .

One-quarter of the labor which left agriculture in Latin
America went into the industrial sector (comprising mining,
manufacturing, construction and public utilities), while three-
quarters went to services (Table 3 B). The rate of labor absorp-
tion in industry was lower than the average for upper- and

middle-income countries (Table 3 B), where about one-third of the

labor shifted out of agriculture was absorbed into industry.
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Among Latin American countries, labor absorption in industry was
particularly slow in Argentina, Chile, Peru and Colombia.

The unbalanced absorption of labor to services as structural
transformation proceeds is no great surprise. Thirty years ago
Kuznets found that "...in nost countries the substantial decline
in share of agriculture is compensated by a substantial rise in
share of services, not by a rise in share of industry'" (Fuznets,
1966). What is surprising is the slower decline of agriculture
with respect to per capita income (on average) in latin Anerica

(-.24) relative to the histcrical experience for industrial coun-

tries (-.27), particularly given the concern in Latin America
about its dispreoportionately high rate cf urktanization. faster

income growth would appear to be the culprit, not structural
problems. Also surprising is the slightly lower share of shift-
ing labor force taken up by industry. This, however, nay only be
a stactistical anomaly.

5. The Rate and Structure of Urban Industrial Labor

Absorption

Does the large shift of labor force from agriculture to ur-
ban tertiary employment in Latin America imply a faillure of mnecd-

ern industry to expand employment opportunities? Although we
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have seen that Latin American industry took in a slightly smaller
percentage of the labor force shifted out of agriculture than the
average for middle income countries, evidence indicates that this
was not the case in most countries.

In general, annual growth rates of industrial employment in
Latin America kept pace with the growth of the economically ac-
tive nonagricultural population ketween 1950 and 1980 (sec Tal.e
2).4 These arowth rates, in fact, were analcgcus to these of

nore develcped regicns during their periods of rapid structura.
change ard develcpment (Kuznets, 1966; Tokman, 1682). A nunier
of countries had especially rapid growth of industrial emplcy-
ment: in Brazil modern industrial ermplcoyrent grew at an average
annual rate of 4.3 percent, 1950-80; in Mexico the comparaktle
average was 5.0 percent. Pulling down the regional average were
countries such as Peru (2.8 percent average annual growth), Chile
(2.3 percent), Argentina (1.7 percent) and Uruguay (0.9 percent)
(Table 4). The main reason for this significant increase in in-
dustrial employment was the growth c¢f industrial product over the
period. As Table 1 C shows, Latin American countries generally
did better than the standard pattern in terms of growth of manu-
facturing value added. In most countries grcwth in industrial

output was fast enough to absorb the large inflow of laber supply

from the rural sector.
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TABLE 4

GROWTH EMPLOYMENT AND OUTPUT IN SELECTED LATIN AMERICAN

Country
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Brazil

Chile
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COUNTRIES,

KOREA, TAIWAN,

AND THE

FHILIPPINES

Annual Average Growth Rate

Period

1950-60

1560~70

1570-80

1950-60

1960-70

1370-380

1950-60

1960-70

1970-80

1850-60

1960-70

1970-80

in Manufacturing
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TABLE 4 (continued)

Mexico 1950-60 3.9 ) 6.2
1360-70 5.8 9.1
1¢70-€0 7.0 7.2
Peru 1950-60 0.2 0
1960-70 0 5.8
1970-E0 1.7 3.4
Korea 1960~-70 16.4 32.6
1870-80 8.0 34.4
1980-85 3.3 2.9
Taiwan 1956-60 4.4 20.7
1960-70 6.4 20.3
1970-80 8.4 22.8
1980-85 3.1 10.0
Philippines 1956-60 1.0 13.8
1960-70 2.5 12.3
1870-80 3.4 21.5
1980-85 0.8 18.6

Source: For Latin America: ECLA, 1985.

For Korea, Taiwan, and Philippines: EEPA estimates.
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Data on the rise of sectoral productivity over the 1950-1980
period generally confirm that the growth of urban employment was
driven by demand rather than supply. "Excessive" growth of the
service sector (an increase in "soft" employment) would have led
to falling productivity in the sector. In fact, productivity
rcse at an average cf nearly 2 percent a year over the three dec-
ades (Table 5). There is also evidence that the fastest growing
jobs in the service sector during this period were for gualified
non-manual ermplovees -- professionals, technical and clerical
(Ramos, 1%34: 74). There is no indicaticn that average real
wages in tertiary erployment declined in the cbserved pericd.

Nor did average wages in other urban activities, such as con-
struction and activities designated as "irformal" decline over
the period (Ramos, 1984: 74; Gregory, 1986:; Pfefferman and Webb,
1979). lo large increase in marginal ernployment can be detected.
Tt is true, of course, that annual rates of industrial growth and
enployment in most countries of Latin Aamerica could have been ev-
en higher. Over a comparable period East Asian countries record-
ed average annual rates of industrial erployment growth as high
as 16 percent (Table 4). The main reason that Latin Armerica’s
performance was weaker than it might have teen was 1ts trade

srientation. Trade levels in the region fall well belcw pre-
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TABLE 5

SECTORAL PRODUCTIVITY GROWTH RATES,

PREALC,

LATIN AMERICA, 1950-1980

1650-60 1860-70 1670-80
3.3 2.3 2.4
2.8 2.8 2.3
1.0 2.2 2.1
2.9 3.1 2.9
1982, Quoted in Ramos, 1984, p. 74.
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dicted values for countries at similar levels of development
(Tables 1A and 3C). Latin American countries took only a limited
part in the explosion of world trade in the post-war period.
Most countries in the region followed a classic import substitu-
tion strategy. Some economists argue that the protectionist pol-
icies used to implement this strategy, particularly for heavy 1in-
dustryv, have keen 'only a preanble to a future export stage,
providing the learning required before reaching out for markets
abroad" (Teitel and Thouni, 1986, p. 486). But even 1if this
proves to be correct in the long run evidence shows that the
short-run erployment trade-cff has been substantial in scme
cases. Inward-criented strategies, favoring the production of
import-competing goods at the expense of exportables, use much
less unskilled labor than exports (Kreuger et al., 1983). There
also seens to ke a significant interaction ketween inport substi-
tution strategies and factor market price distortions, leading to
high capital/cutput ratios and reduced demand for labor. Fin-
ally, faster growth under outward-looklng strategles can lead to
greater employment creation (Kreuger et al., 1983; Chenery,
Robinscn and Syrquin, 1986).

In other impcrtant areas, such as gross domestic investrent,
Latin America fits the "normal" pattern. For the reglon as a.

whole, 1nvestment as a share on GNP rose at a pace similar to
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that of other developing countries (Tables 1 and 3). Only Peru
had abnormally low investment. Further, if we compare a devel-
oped country like the United States in an early period of growth
-- say 1870 to 1906 -- with Latin America in 1950-80, average in-
vestment rates are similar: about 20 percent of GDFP.

In sur, lLatin Arerica as a region achieved a rapid shift cf
labor from acriculture to industry and services in the three cec-
ades after 1%50. This structural transfcrration was fostered by
a populaticon explosicn in the 1950s and by rapid growth cf na-
tional product. Growth in industrial and tertiary value addecd
was larce enough to absorb urban populaticn growth averaging
percent a year without declines in productivity or real wages of
urban workers. This shows that economic growth is the decisive
factor in easing employment problems. Experience since 1980 re-
inforces this observation: during the econornic crisis that af-
flicted the region in 1981-83, when per capita GNP fell for three
consecutive years for the first time since the 1930s, unemploy-

ment took a sharp upswing (Ramos, 1984: 79).

6. The Problem of Structural Heterogeneity

That Latin America as a region absorbed much greater amnounts

of labor in industry than is acknowledged by many observers, par-
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ticularly the informal sector enthusiasts, does not mean that it
had no employment problems. Despite the positive trend, there
were problems in somne periods and in some countries. Peru, Ar-
gentina and Chile saw significant increases in "soft" employment
in the service sector during the 1970s and early 1980s. In Chile
and Argentina the problem was caused by neoconservative stabili-
sation and liberalization policies; 1n Poru, by a severe recess
sion in 1975-78. Several countries experienced large regional
imbalances and a kind of metropolization <f the labor force. But
he most disconcerting aspect of employment growth in Latin Amer-
ica has been the persistence of structural heterogeneity -- the
fact that ruch of the urban economically active pcpulation con-

tinues to work in low-productivity activ:tles, cften side-by-side

with high-productivity activities in the sare sector. This has

-eant that conditions of employment have stagnated for a large

2 The central cause of structur-

segment of the urban work force.
al heterogeneity, particularly its persistence over time, 1Is in-
appropriate public policy.

By the early 1980s estimates put urban low-productivity
employment 1in Latin America at 30 to 40 percent of the total,
depending on how low productivity is detined. This figure 1is
similar to estimates of the proportion of "informal" workers in

the United States and other developed ccuntries for comparable



_39_

historical periods {1900-1930) (Tokman, 1%82). But there is a

difference between the employment structures of low productivity

activities in the two cases (Table 6). In the United States 1in
the early 1900s, "informal" employment was concentrated in ser-
vice activities. In Latin America it is equally distributed ke-
tween manufacturing and services. Dualism in Latin American
manufacturing is pronounced and secrs te be stable cver time. In
the United States, self-amployrent in manufacturing was relative-

lv small by 1600 and declined substantially over the next three
decades.

wWhy have the self-erployed in manufacturing not been incor-
porated into more rodern segments of industry as growth acceler-
ated in most latin American countries? As structural transfcrma-
tion of the econony proceeds and industrialization picks up
speed, the first type of urban employment that should shrink is
self-employment in manufacturing. There are two reascns for
this. First, modern technology (usually imported), which 1s the
engine of industrial development, should increasingly displace
the majority of traditional, artisanal and other low-productivity
nethods. Second, the absorption of labor into more modern prc-
duction should affect first those workers with traininc and cc-
cupational skills. Self-employed artisans are generally among

the most skilled workers available. The fact that the share of
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TABLE 6

COMPARISCN OF THE STRUCTURE OF URBAN EMPLOYMENT IN
LATIN AMERICA (1950- 1980) AND THE UNITED STATES (1900-1930)

"Informal" Self-employed in
workers® Self-emp y1oyedP manufacturing

Latin Amer:ica

1850 56.5 27.3 2.1
1960 4.8 28.1 21.5
1970 24.0 28.3 20.7
1980 42.2 -- -—
United States
1900 50.8 34.0 7.2
1910 51.8 29.3 6.0
192¢C 24.5 26.1 4.4
1930 31.2 23.1 3.0
a. Percentaze of the to-al iabor force. Inform al worxkers are
defined as the sun ol the self-enmployed, unrenunerated
family worrers, and dorestic servants.

». Percentage cf t+he total labor force.
B

~. Percentage cf the ~anufacturing labor force.
Source: Portes and Benscnh, 1984, taken from PREALC, 1982; Tokman,
~gg2: Table 4 Lebergctt, 1964: Tables A3 and A7.



—-41-

self-employed persons in manufacturing remained constant over 30'
years means that the absolute number of such people increased by
at least 1.8 million workers (Portes and Benson, 1984). In the
face of reasonably rapid rates of industrial growth, a decline in
this segrment of the work force would have been predicted. What
has occurred, therefore, is a suspension of the process of effi-
cient structural transforrmation in preiucticn.

Suspended structural transformation is the result of policy
choices which have important historical, institutional and pclit-
ical antecedents. A short list of sorme of eccnonmic pclicies that
have shaped structural transformation 1in Latin Armerican countries
would have to include the fcllowlng:

--chronically overvalued exchange rates;

--high levels of effective protection:

--high taxes, corbined with measures of tax relief which
encourage the use of capital;

--labor protection laws;

~-=-unions;

--financial market policies which include controlled
interest rates and selective credit controls; and

--pervasive government regulaticns on all kinds of
econonic activity.

These policies have impeded growth and structural transformation

of the economy along a path that would continually shift workers
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to economic activities with higher levels of productivity angd
have distorted incentives in such a way that low-productivity
ernployment becomes an efficient mode of production -- 1n sone
cases, perhaps the only possible mode of operation.

The policy environment has been respconsible for at least two
important distortions in labor markets that have influenced the
structure of economic activity.

First, wage rigidities have been created by labor laws, gov-
ernment regulations and union activities. In many countries,
laws which provide expensive forms of insurance fcr contractually
hired workers and protect them from dismissals during downturns
in econcric activity have resulted 1n the erergence of two rcdes
of labcr utilization in both manufacturing and services -- CCn-
tractual and casual (Pcrtes and Benscn, 1%%4). These measures
have made erployers reluctant to increasc the nurber of contract-
ually hired workers, since this raises ccsts and decreases mana-
gerial flexibility. Instead, they rely more on the highly elas-
tic labor supply offered by the pool of casual and self-employed
workers in manufacturing. This labor supply 1s accessible
through two channels: direct hiring on a casual basis (eventu-
ales) and sub-contracting of production or marketing services to

small establishments or households. These types of labor utili-

zation make it possible for "modern" manufacturing (and service)
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establishments to pay "traditional" wages. The popularity cf?
these devices leads to a distortion in the erployment statisticco,

since many of those who are de facto erployed by modern industr;
are recorded as engaged in "informal" activities.

This mode of labor utilizaticn is fundarentally different
fror the one reguired for efficient structural transformaticn.
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reach out tc werkers and sub-contractors in rore positive waves.

The erphasis would be cn finding ways tc reduce costs and in-
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crease productivity, ncot on how to get around policy-induce2 ccs

1
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increasce and distcrticns. Workers would be trained tc upzra
their skille and reduce turnover, and high-guality subk-
contractors would be actively recruited anl proviced with eculr-
rent, loans and training in guality contrcl. These practices

ect cortinucus pressure to irprove the conditions cf erplov-

bst

ref
ment as growth proceeds.

Second, policy-irposed distortions have impeded technoloc-
ical adoption and learning by increasing the cost of modernizing
and expanding firrs (Nelson, Schultz and Sleighton, 1971). Com-
petitive labcr markets put pressure on lagging firms to upgrade
their production technigues and eliminate on low-productivity

econoric activities. Slower adoption of new technology increases
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the survival space for lagging, more traditional firms (Winter,
1964). When incentives are severely distorted by policies and
regulations, the process of growth and structural transfcrration
can become stalled.

Soclety

-

lecses when the shift of labor to more productive

s

uses and more efficient units of producton 1is slowed down. One
study cn Ccicrila measured the econonic returns to shifting labor

from lower to hicher productivity units of production within an

the reported increases 1in value

&)
2

industry as 20 to 30 percent

[N

19

i

-166% (Nelson, Schultz ang

w

added per worker for the peric
Sleighton, 1%71). 1If the benefits to be gained from shifting
labor to higher productivity sectors by removing policy-induced
distortions in factcr rarkets were added in, the pctential cains
would ke even rnore impressive.

As we have already noted, significant intersectoral employ-
ment shifts occurred in Latin America between 1950 and 1980C.
Such labor reallocation contributes to the growth of preductivity
when it improves the allocation of resources (Chenery, Rckinscn
and Syrquin, 19€86). A crude measure of labor productivity by
sector is output per worker in the sector, relative to the aver-
age for the whole econony (Table 7). Differences in the average
product of labor reflect the faster growth of total factor prec-

ductivity in "modern" activities, as well as policy-induced
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misallocatiorn of labor, such as the large and relatively stakle
self-employment in manufacturing and surplus labor in agricultur
and services.

Reallocation of labor from low-productivity sectcrs tc

higher-productivity sectors allows average productivity ir the

econory as a wheole to grow faster than the average of the sector-

al rates. Ectween 1C60 and 1G&C, such lakcr shifits accounted fcr

about 2& percent cf average growth in output per werker in Le<in

America, & figure similar to the average fcr uppcr riddle-inccerne

Y

countries (Takle 7). Wnen resources are rnct allccated efficlernt
ly, the resulting slack in the econory beccres & potential scurcs
of growth. Rapid shifts rmay contrikbute tc the acceleraticn cf
growth, but such shifts are made possibkle by hignh rates of outpu
growth and investment. As measured ky the externt cf{ self-

erployment in 168C (Table 6), considerakle slach existed in the
econories of latin krerica, especially in Feruy, Colorbia and the
Southern Cone countries. The economnic crisis since 1980 has urn-

doubtedly increased this slack.

7. Implications for Policy Goals and Programs to Deal with

the Inforrmal Sector

First, there is no getting around the fact that econoric

growth 1is a decisive factor in eliminating supply-pushed, low-
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TABLE 7
RELATIVE PRODUCTIVITY BY SECTOR

Effect of reallocaticn

(Total GDP per worker = 100) on productivity growth
1960 19E€0 Percent cf
Annual growth of
Agric. Ind. Serv. Agric. Ind. Serv. rate productivity

Venecuela 17 16¢ 32 3€ 164 86 0.¢ 42
Uruguay &3 EC 10¢% 69 108 105 0.1 C
Crhile 3C 1ez 117 42 141 99 0.¢€ &l
Argettina 100 EO 116 6% 105 10% C.1 2
Mexicco R 145 220 23 125 163 1.2 32
Costa Ekica 51 101 12 57 108 125 0.9 27
Feru 34 1€7 17z 21 237 106 0.7 53
ranara 34 11% 150 & 22 a7 1.1 J€
Brazil 3€ 22% 145 45 128 123 1.3 22
Colorbia €2 P 147 £Z2 110 124 .5 24
Nicaragua 38 122 2¢1 &z 17¢ 132 1.0 100
Faraguavw £5 101 1€0 cC 110 158 0.3 1C
Domirican Fep.4l 1822 240 43 17¢C 137 1.4 G2
El Salvadecr =1 PR oL 237 46 27 1872 0.5 2%
Bolivia 42 132 240 38 141 159 1.2 47
Honduras 52 172 231 47 15¢C 207 0.7 48
Means

Latin Arerica 46 129 172 44 137 126 0.7 28

Lower mid-Y 51 227 217 0 206 154 1.2 40
Upper mid-Y 37 165 15¢€ 32 139 121 1.0 26

12 Industrial*ges 112 123 €8 115 98 0.2 5

*1950 and 197€.

Sources: Maddison, 1980; World Bank, 1983; Syrquin, 1987.
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productivity employment. Rapid growth in industrial value adde:
is a lot like riding a bicycle -- the faster it goes the morc
stable it gets. 1In fast- growing economies, many problers are
self-correcting -- resources are reallocated more smoothly, both
within and between sectors, and real wages ére pulled up by the
general rise in the aggregate demand for labor.

roarar interventions shcull foster &

=}

Second, pclicy ang

I

t

rcre efficient structural transforration by stimulating econoric

: the way for effective adjustment of re-

m

growth and sroothin

2

[

sources to accorcdate the crowth process. They should not per-
petuate structural heterogcneity.

Third, the forces thet core together to create urban erplcy-
ment proklers are conditioned in complex ways by econonmy-wide ce-
veloprent policies and by institutional proklems. The way in
which agriculture develops, the initial levels and pace of humarn
capital aeveloprent and the effects of trade pclicies, to nare a
few, all play a role. Considering the complex interactions of
forces affecting low-productivity employment, it is facile tc
think that a "policy fix" aimed at sclving the problemn directly
at the ricroeconoric level is the answer. The problem must be
addressed at both the micro- and the macro-economic levels.

Fourth, the size of the self-employment sector is less trou-

bling than its corposition and the stability of such employ-ment.
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To address these problems, policies and programs must.aim at
removing distortions that have driven the economy away from effi-
cient growth ard transformation.

Fifth, with rapid urbanization and a policy regime that ben-
efits only a limited nurber of workers, an individual’s choice cf
"inforrmal" employment in industry may be rational and efficient
in the short run. In the longer run, however, substantia: econ-
omic and social gains depend on the achievement cf nuch higher
productivity levels through the creation of more efficient units
of production. As thesec units are created, labor will be drawn
into rore highly organized sectors of the economy, where there is
better protection of property and contractual rights and higher

wages and benefits.

B. Enterprise Aspects of the Problen

1. Firr Size Distribution and Economic Development

The size distribution of industrial enterprises is systerat-
ically related to levels of economic development. Broadly speak-
ing, there are three stages. In the first phase, household and

2

cottage-shop manufacturing predorninates, accounting for 50 to

percent of total manufacturing employment. In the second, small
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and mediur workshops and factories emerge at a comparatively rayp-
id rate angd replace cottaage-shop manufacturing in many sectore.
In the third, large-scale production becomes predominant, dis-
placing the remaining cottage-shop activties and much, but not
all, of the workshop and srall-scale producticr. (indersor, 19€2;.
KNone of these phases, however, 1s distinct. Countries move grac-

e is 1ikelw

XN

ually fror one staze tc thc next and the rate of ch

f1

ol

2

to differ aronag industrial sectors and regions cf a develorinc
country.

The fcrces that drive the organization of manufacturing ac-
tivity through these phases and thus ultirately determine, 1in

large part, the firr size structure at any gliven tire are ex-

mn

tremely complex. nong the most important influences are (i)
rises in per capita income and resultant changes in patterns ci
domestic dermand; (2) the development and adopticn cf new tech-
nologies; and (2) the influence of governrent policy on these twe
variables.

Increases in per capita income alter the rix of industrial
sector outputs demanded. Over time, there is likely to be a
shift toward more sophisticated products, which are rost effici-
ently produced by larger firms (i.e., products for which there
are ecHonomies of scale in production). This causes the structure

of manufacturing activity to shift toward larger firms. On the
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supply side, changes in technology may also lead to production by
larger firms. Adoption by poorer countries of technologies de-
veloped in richer countries leads in this direction, since such
technologies were usually developed to cope with conditions of
expensive labor and cheap capital equipment.

Government policy can have profound implications for both
the product rix and the production technologies used within in-
dustries. For exanmple, pclicies which disteort trade patterns ray
result in a "prermature" shift cf resources into industries that
require nore complex, capital-intensive productilon arrange-nments.
The size structure of industry in this case becomrs more skewed
towards large firms as production shifts to products that reguire
capital-intensive technigues and longer production runs. Finan-
cial policies can have a similar impact. Controlled inter-est
rates and credit rationing generally discriminate against small
firms, prrmoting larger firm size 1in every industry.

In a low-income country the distribution of industrial
employment by firm size is likely to be bimodal, with many, pos-
sibly most, workers employed in small enterprises, few enployed
in medium-size enterprises and the remainder employed in large
enterprises.

Comparisons of the distribution of industrial sector employ-

ment in several Latin American countries with distributions fcr a
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number of other countries show definite skewness toward large er-
terprises in Latin America, much like the manufacturing sectcrs
of advanced industrial countries (the United States, United Kino-
dom, West Germany). In the advanced industrial countries cottacge
and small firms have, over time, been incorporated into the mod-
ern munufacturing sector; in Latin America, manufacturing rerains
highly dualistic, with a pronounced distinction between large,
capital-intensive continuous-process manufacturinc establish
ments, onr the cne hand, and small-scale, jeb-shop estaklishrments
using traditional techrology, on the other. Changes in industri-
al structure have occurred, but the household and cottage secter
rermains larce.

Government policy affects the evolution of firm-size distri-
bution in the industrial sector in two main ways: by irpedinc the
entry of new firms to the upper reaches of the size distributiorn
and by creat ng a "growth trap" which helps to keep small firrs
with growth potential near the bottom of the distribution. Sig-
nificant gains in output and productivity can be made by creating
a policy environment which stimulates the participation of small
and medium sized firms. For these gains to be realized, policy
must permit (and preferably facilitate) both the growth of srall
firms irto the middle size range and the creation of new medium-

size firms.
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2. Econonmic Advantages of the Dynamic Middle

While there are important economic advantages for any devel-
oping country in having an industrial structure that contains a
sizeable group of prodressive small and redium enterprises, it
does not frollow that indiscriminate prormotion of small and mediun
firrms should ke a pclicy goal. Rather, by forrmulating a policy

regime which encourases [rogres ive small and redium enterprises

!
w0

i

to participate in efficient industrial growth a country can
create nct cnly a setting conducive to growth and development but
also positive externalities that make the econory nore resilient,
vital and eguitable. Policy should not seek to establish more
small and medium firms. Instead, it should try to build up a
sizeable group of progressive small and mediun enterprises
("firms with a strategy") that are competitive and innovative at
home and abroad. Such firms can help to spark higher rates of

economic growth and foster a more eguitable income distribution.

Competitiveness. For a market economy to function properly,

it must be competitive. Competition depends on the presence of
many sellers and the absence of dominant large ones. These con-
ditions are generally met in international markets because few

countries export or import enough of a single commodity to influ-



ence market price. In domestic markets, however, a combinaticr
of various forms cof trade protection and policies which liriz
entry or promote excessive size and industrial concentration carn
severely reduce corpetition. Several Latin American countries
provide examples of what can happen to industry when it is heav-
ily protected fror international corpetition and government pcli-
cies lirit cormpetition in domestic markets.

Taiwan and South Forea furnish instructive contrasts to the
Latin Arerican situaticrn. 1In Taiwan, the conditions of competi-
tion and proper functicning of markets are better fulfilled thar
in mos% other private enterprise economies. The presence of many
small and rediur firms in the domestic market and only lirmitec
protection fror foreign competition foster innovativeness and
rapidly rising productivity. Firms that fail to reduce costs to
competitive levels do not survive. New technologies and innova-
tions in cne industry or sector spread guickly to others. Korez,
on the other hand, has more large firms and more state interven-
tion, and thus also has less domestic competition than Taiwan.
But Korea fosters competition in its industrial sector by expos-
ing its firms to international competition and through pclicies
that reward only those forms which perform. In this fashion, it
has made its industrial sector one of the fastest growing in the

world. Together, Taiwan and Korea show that the firm size struc-
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ture itself is not decisive for competitiveness and productivity
growth. Korea has a firm size distribution that is similar tc
those of many less dynaric economies, but it follows policies
which produce rapid economic growth.

Adjusting to eccnormic shocks. When industrial firms becorme

too large, the resilience of the economy declines. Small and nme-
dium firms render the alwayvs painful adaption cf the econcnmy tc

changina circurstances a little rcre bearakble. Larce firrs cften

[$0]

resist cuttinag down thelr operations, thereby prolonging the
agony but not ckwviating the necessity cf change. When domestic
and internationazl shocks hit, mwajor changes 1in the pattern and
scale cf ranufacturinc precducticon are called for; srmall average
firrm size facilitates the process of adjustrment.

lewibility tc adapt tc carpriclous interrnational marxels.

Industrial growth and participation in international markets re-
guires progressive srall and medium firms flexible enough tc res-
pond to the changes in prices, tastes and changes in technolocgy
that occur so frequently. This 1s true even in those developed
countries which have had success in export markets in recent
years, such as West Germany.

Erployvrent and incorme distribution. It is olten argued

that, for any given level of investment, small enterprises create

nore employment than large enterprises. For this to offer
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policy-makers opportunities to increase productive employrment,
small enterprises in important industries must not only Ee mor
labor-intencive than large enterprises but must also use
resources as efficiently as the large firme. If they are labor-
intensive but less efficient, special encouragement of small en-
terprise entails a trade-off between expansion of output and ad-
ditional jobs. 1If, on the ctner hand, smell and medlurm firrs CC
not turn out to be clearly rcore labor-intencive, even the ernploy-
ment arcument for preferential peolicies and progrars disaypypeears.

In any case, recent surveys of narrowly defined industries
in India, Colorktia, the Philippines and elsewhere suggest tha
the notion that sra.l manufacturing enterprises are rore effici-
ent users of resources than large enterprises has no general
validity, from either a technical or a social point of view
(Little, Mazurdar and Pace, 1987; Cortes, Berry and Ishag, 19&7).
tfediur~size enterprises, on the other hand, were found to be the
most efficient in many industries. This suggests that a "missing
middle" in the enterprise size structure, holding other things
constant, may imply reduced industrial efficiency.

On the subject of relative factor intensity, the studies
cited above arrive at a somewhat surprising conclusion. In some
industries differences in labor intensity between large and small

enterprises are small. Very small modern factories or workshops
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may be highly capital-intensive. Moreover, the differences in
labor intensity arong firm size classes within industries that dc
exist are dwarfed by differences among industries. This implies
that, for rmanufacturing as a whole, small and very small firms
are labor-intensive because labor-intensive industries have a
relatively high proportion of small enterprises. That 1s, small
enterprises are labor-intensive because thay are usually found in
laber-intensive industries, not because they are always and
evervwhere labor-intensive. This conclusion polnts to the impor-
tance of a country’s pattern of industrial output for both the
existence and factor intensity of small enterprises.

wrnat does all of this ultimately say about small and mediun

0]

enterprises and employrment? In essence, the studies show that

indiscrarinate pronoticn of srmall and mediun and enterprise 1is

not the soluticn to the employment problem in developing coun-
tries. There are at least two reascns. Flrst, prograns and
policies that target small-scale enterprises indiscrirninately may
achieve shecrt-term employmnent gains at the expense of longer-run
efficiency and even greater potential employment benefits. Sec-
ond, expanding ermployment is not the »nly relevent policy goal.
The conditions of employment are equally important. Creating
rore jobs at low and stagnant or declining real wages may help

relieve immediate distress, but it is not development. Employ-
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ment growth in low-paid cottage industries or service activties

indicates a lack cf development, not 1its presence.

Policies and prograrc aimed at promoting efficient industri-

al growth and arn industrial structure with a progressive '"middlie"

of small and mediur firms would, in our view, substantially allay

ct

1]

the output-erployren

trade-off. First, such firms are likely t

be both efficient and relatively laber-intensive. Secong, thelir

(X
[

growth fosters an €
will yield many high-productivity joks over the
Trade liberalization, investment incentives anad

that enccurace the participation of progressiv

1cient industrial aevelopmer

the pattern cf industrial output 1in the direction of comparative

advantage and induce technology choices more in

resource endowrcont

n

line with locel

% pclicy environment which supports the entry and expansion

of progressive sraller firmr would sirilarly work to enhance the

conditions of erployment in several ways.

First, the locomotive driving manufacturing growth and

structural transformation in developing countries is the process

of technolocical learning. Unlike the earliest industrializing

countries of the 18th and 15th centuries, in which invention

sparked industrialization, 20th century industrializers acquire

technological competence by importing foreign technologies,

—~
-
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adapting them to local conditions and learning by doing as they
move through the international product cycle. Within a given
country industries, firms and entrepreneurs differ greatly 1in
their ability to acguire necessary rechnological capability and
new technologies. Thus at any particular time there is consider-
able variaticn among firrs with respect to the vintage of tech-
nology used. The ability to acqguire technological capability is
not just a function cf the level of human resource developrent
(education and experience) but is alsoc influenced by the invest-
ment climate and the policy regime. Further, imperfections 1n
dormestic factcr rmarkets, either peclicy-induced or other, tend to
slow down the acguisiticn of technological capability by railsing
the cost of firm expansion.

A lag in the acguisition and diffusion of technology means
slower industrial growth and either stagnating or deteriorating
conditions of ermployment (constant or falling value added per
worker), depending on the rate of labor force growth. It also
means that there is less survival pressure oOn inefficient pro-
ducers to modernize and thus a slower shift in the composition
of the work force toward higher-productivity activities and en-
terprises and away from household and cottage production.

second, medium-size and larger progressive firms (and small-

er ones 1in some industries) have the necessary economies of scale
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in production technigues and export marketing to develop a compe-
titive advantagc in various products in world markets. 1In cour-
tries like Taiwan and South Korea, the rapid growth of rela-
tively labor-intensive exports emanating from these firms pulledl
labor fror less productive uses into higher-productivity jobs.
Finally, &l these factors should have beneficial irplice-

- -

[}

o

tions fcr the distributicn of 1nconc. It car. bec argued th

arriers to participaticn of progressive

)
N
(1]
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o
+
-r
m
e
oL

strategy tco
small and mediun firms can result in growth with equity.

deroncstraticrn ef-

Entreprencurshiyp, learning-by-doinz and
fects. Increased participation of small and mediur firms will

mean tha+t rcore individuals can develop and utilize thelir entre-
preneurial talents. In countries which export supply trained and
skilled workers through erigration, more of the availakie talent
pool will be retainecd at hone.

The existence cf a large group of progressive small and med-
ium firms can have a powerful demonstration effect for the rest
of the econory. Innovations introduced by the most progressive
firms spread in time to the less progressive. In addition, en-
trepreneurs learn fror the success of others. The participation
of progressive small and medium firms in economic growth can in
this way produce benefits beyond their direct contribution to in-

dustrial production.
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3. Policy Biases

The failure to realize these advantages in many countries is
partly attributable to policies which protect large firms from
competiticn frorm the up-and-corming progressive small and mediun
firms and, in some cases, also protect the small, thereby helping
to keep them srall and urnprogressive.

The policies which protect large firms are well known and
need only be referred tc triefly here. Trade policy (tariffs and
quantitative restrictions) 1s the worst offender. Other pervas-
ive policy biases in faver of large firrs include the structure
of investment incentives, rninimurm wage laws (which induce firms
to substitute capitel for labor) and cvervalued exchange rates
(which reduce the cost of capital below its social opportunity
cost fcr firrs akle to obtain rationed fecreign exchange or borrow
in the international capital market). All these policies induce
firms to become prematurely large and capital-intensive.

while large firms receive preferential access to credit,
small ones may be frozen out of borrowing altogether or forced tc
borrow at much higher rates on "curb" markets. This makes it
much harder for them to grow.

Some countries, notably India, have matched this kind of

protection of large industry with protection of small firms, thus
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explicitly promoting a dualistic structure with a "missing ric-
dle". Mcre comnmonly, however, policy prorotes this outcore
without intending to do so. A "small firr growth trap" is cre-
ated by policies which impose, in effect, very high marginal tax
rates on small firrm growth. An example of this phenomenon was
provided by EEPA work in the Philippines (Biggs et &

That country has a minimur wage law, which most srall firms

2}

evade, and sales and profits taxes, which they commonly dc nct
pay. 1f, hypothetically, a small firrm pays profits tax but ite
wages are 20 pércent below the minimur. wage and it evades salecs
tay, it can grow into the size range in which 1t rust start
payinc sales tax and cormply with minimurm wage reculations only kv
paying a marginal tax rate of 85 per cent! If it cannot raise
its profits by more than 85 percent, it will lose money by eu-
panding. This exarple assumes that the firm already pays profits
tay on its net income. If it was initielly evading profits tax
but had to pay a larger share of the tax as it grew larger, the
effective marginal ta» rate would be higher still. Besides the
tax and minirur wage regulations, there are other regulations
which small firms can often ignore or "negotiate," but which be-
corme more effectively binding as the firm grows larger. Takinc

all these factors into account, the marginal tax on firr expans-

ion can easily exceed 100 percent, providing an overwhelming dis-
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incentive to enterprise growth.

The basic principles of economic policy involved here are
simple. First, tax rates rates must be set -- and enforced --at
a level which does nor unduly discourage firms from paying their
taxes and thus permits them to operate, from the start, in the
"formal sector" of the economy. Excessive taxatlon, unevenly en-
forced, encourages firms to operate "underground'" and creates a
high barrier to entering the "legitimate" business world. Sec-
ond, tax policy must pay explicit attention to the relationship
between high marginal tax rates and disincentives to firr expan-
sion. Third, minimun wage laws, if enforced, are highly distecr-
tionary. They not only encourage firms to cut down on labor use
but also discourage firm growth.

Many small firms are established simply to provide theilr
owners with a livelihood comparable to what might have been
earned in wage employment. What we have termed "progressive'
small and medium firms are different, since the owner/entrepren-
eur of such a firm typically hopes to expand over the long haul
and has forrmulated a more or less coherent strategy for achieving
this cbjective. The progressive entrepreneur places a high pri-
ority on technically efficient production and looks for ways to

reduce unit costs and improve product guality. Most fundamen-

tally, the progressive firm tries to anticipate changes in its
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environment and adapt to ther, predicting and planning for change
rather than waitinc for changes to occur, then reacting defer-
sively and possitly being left behind by the ongoing process of
changing rmarkets anc technclogies.

Progressive small and medium firms have already achieved a
degree of raracerial competence and are less likely to benefit
fror government assistance in this area than from policy and pro-

.icr. enable ther to overcore okbstacles in the

grar. interventicns w!
external environrent. Such okstacles, and oppcrtunities fcr
overconing therm, must be identified on a country-ky-country

basis.6

4. The Role of Program Intervention

The above argument shows why we believe that policy measures
must have a preerinent place in the effort to move towards an in-
dustrial structure in which dynamically efficient progressive
small and mediur enterprises play a significant role. 1In the ar-
sence of an appropriate policy environment, government prograns
are likely to wacte scarce resources and accormplish little. When
the policies are right, hcwever, several types of programs can be
helpful.

First, becoming outward-oriented and thereby shifting to a

more rapid path of economic growth requires a great deal of
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structural adjustment. Changes in prevailing price incentives
cause industrial enterprises to alter their mix of products, up-
grade their production process, explore new markets and invest in
new capital equipment. The transitioil neriod in which these ad-
justments are rmade may be lengthy. Although price incentives angd
the workings of the market are the driving force behind an effi-
clent adjustnment process, appropriate institutions are needed,
and these may nct exist or function effectively. 1In such cases,

selective goverrnrers irterventions may ease the adjustment pro-
3 P

0O

d include assistance in export marketing, fi-

[

cess. Exarples ccu
nance (for modernization to meet the demands of the export mar-
ket and for working capital) and access to specialized production
services.

Second, the government has an important role to play in
providing services which the market fails to provide cor under-
supplies. When not all the soclal returns to specific econonic
activities can be captured by firms or entrepreneurs, socially
sub-optiral amounts will be produced. Examples include R&D ac-
tivities whose benefits can quickly and easily be used by compe-
titors and employee training programs involving skills used by a
number of firms. In such cases, the government can either sub-

sidize firms to provide the needed services in larger guan-tities

or provide the services directly through government programs.
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Access to informaticn on export markets is a related exarple.

The high cost cf learning about such markets may deter firms frcr
initiating exports, but once the fixed cost is incur-red the
added cost of diffusing the information to large numbers of firrs
is negligible. This is a case for prograr intervention.

Another way that markets may fail to carry out society’s
will is in achieving an eguitatle distribution of econonic kene-
fits. Particular groups may feel passed over irn the process cf
economic grcwth. The government may want to address this probler
by helping these groups to participate more fully in the growtkh
process or, if that is not possible for one reason or another, tc
redistrikute a share of the gains from economic progress tc thc
less fortunate. The risk here is that governments may sacrifice
too ruch economic growth for greater equity. If the €Cononic ple
does nct grow, in the end there is not much tec redistribute tc
those in need. & way to avoid this trap is to focus on progrars
that promote equitable growth. This is what our proposals seek

to achieve.

II1. THE POLITICAL ECONOMY OF POLICY CHANGE

Altering existing patterns of industrial development ofter

requires the introduction of new policies to provide incentives
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and institutions intended to shape the behavior of investors,
firms and wage earners. What 1is often required is "a new policy

package, a revamnp of basic incentive schemes, and often a trade-

off between favored and less favored sectors..." (Cheng, 19%8¢:
3). Achieving significant change in national development strat-
egies 1s no easy task. Such reforms impinge on important econ-

ormic and bureaucratic interests, change the distribution of

resources in society and alter access to the benefits of public

—

policy. Policyrnakers who decide the direction and scope of pub-

lic activities iIn developling countries welgh the ocften urgent and
well-articulated eccncrmic advice they receive from international

agencies and thelir own technical corps agalnst pressing concerns

about political stakility and bureaucratic compliance. Often the
political impediments to reform weigh more heavily with decisicn

makers than the potential economic benefits.

Impedirents to the introduction of new industrial policy
packages were not always so difficult to overcome. In many coun-
tries in the 1930s and 1940s, and in a large number of others 1in
the 1950s and 1960s, planners and policy makers assumed majcr
roles in defining development goals, setting the agenda for in-
dustrialization, providing 1incentives for donestic and foreign

investors and creating the physical and financial infrastructure

needed for rapid development. Often, these efforts to chart the
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course for industrializatvion met with considerable responsc, anc
growth rates 1irn the ranufacturing sector were strong for 'a decacc
or more (see Hirschman, 1968; 1986). Over the longer terr, how-
ever, these policies often encouraged inefficient industriecg,
discouraged savings and investment and led to stifling bureau-

cratic controls. 1In recent years, a cConsensus nas emerged arong

o
ct
[
m

rmany developrent srecia.lsts that exchange rates, 1nterest r
trade structures, wage pclicies and private sector/puklic sectcr
relationships introducel in the past tc encourace industrialicea-
tion now need tc ke adjusted if rapid econcmic growth is tc

resure.

Advocates cf refocrr now call on governments TO take the sare
leadership role in introducing policy reforms that thz2y took 20,
30, 40 or 50 years agc. Yet governnents appear to be less akle
to assume this role now than in the past, despite often greatly
irproved inforration, analysis and advice. Today, constraints on

altering existing patterns of industrial developrment are usually

defined by the opposition of Kkey economic groups in a society,

the need of government to accomodate interests whose support
essential to the maintenance of political stakility and the re-
cistance of bureaucrac.es that have become accustomed to wi:lding
extensive regulatory powers. Moreover, many influential pec e

in developing countries (not least in Latin America) firmly favo:
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state-led developnent and find calls for liber-alization and
deregulation ruch less attractive than the earlier emphasis on
state-building (Lancaster, 1986: 10; Nelson, 1984: 788).

In rmany cases, past development policies have created inter-
est groups which now fight fovr perpetuation of their favored

positions (see Bates, 1981; Grindle, 1986; Bardhan, 1985).

ct

Egually significant 1s the creation of extensive burecaucratic
agencles to promote development. In time, mest develop clien-
teles, regulatory power and patronage-dispensing clairns that they

are loathe to see diminished through reformn. Such interest

roups are often able to block reforrms aimed at undoing the harm-

e}

rh

ul conseguences of the very pclicies which created the interest

groups.
A. Conditions for Reform

Hard as it is to alter industrial policy when economic and
bureaucratic beneficiaries of existing strategies have acquired
power to resist change, there have been many cases of surcessful
policy reform in developing countries. Although each case of
policy reform is unique and country-specific explanations are im-
portant for illuminating the conditious surrounding each par-

ticular reform effort, there aie some general conditions that ap-
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pear to facilitate tre introduction of significant policy change:z
and are characterized by distinct ways of managing political anc
bureaucratic constraints. Three of these merit brief mention

here: regime change, authoritarian control and political "engin-

eering."

Regire chanage -- through a military coup, revolution or ne-
gotiated regire transitior -- is a powerful facilitatcr cf pclicy
change. & regirc change introduces new 'rulee ci the gare'" fcr

political decisicrn rmakinc and the representaticn of 1nterests.
Lew coalitions of interests acquire power and rmay be abkle tc dir-

inish the influerce cf entrenched economic groups. Kew leaders

[N

are oftern accorded lecitimacy or forkearance to change forrmer be-

[}

cause leaders of the old regime have lost support and credibil-
ity. Space for reforr is created because regime clanges occur 1ir
a context of political and economic crisis; pre-existing policies
and the governrents that pursued then are often held responsible
for creating such crises (see Nelson, 1984). During the early
months of new regimes, technical advisors and international lend-
ing or donor agencies often have considerable scope for influenc-
ing decision makers who are searching for solutions to severe
economic problems. Moreover, when the new regime is dominated Ly
the military, considerable potential for repressing opposition

can be called upon. Bureaucratic o osition to change is often
P



-70-

overcome through Key personnel changes and through the greater
centralization of authority that freqguently accompanies regire
changes.

Some of the most notable instances of policy change in de-
veloping countries have resulted from regime changes. Examples
include the military coup in Korea in 1961, which initiated rapid
export-criented industrialization (Cole and Lyrman, 1971; Cheng,
198€); a rmilitary ccup 1n Bracil in 1964, which increased the
econory’s internaticnal corpetitiveness; the irposition cf highly
repressive rilitary regimes in Argentina, Chile and Uruguay 1in
the 1970s, which perritted major experiments in trade liberaliza-
ticn; and the cour in Nigeria in 1983, which rade it possitle to
introduce controls on government spending and resume sensitive
negotiations with the IMF. An ongoing example is the Philip-
pines, where a revolution culminating in 1985 brought a number cf
policy reform proposals to the fore. Nicaragua’s revolution of
1979 also ushered in significant policy changes, as did the
return to democratic rule in Argentina in 1983.

Although regime change creates opportunities for reform, it
is not a predictable event on which to pin hopes for policy
change. In the first place, many countries for which policy
reforms are widely advocated are not highly susceptible to regime

changes. Mexico, Venezuela, Kenya and Egypt may be cases in
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point. Second, considerable experience in pclitically unstakle
countries indicates that regime change does not always result ir
the imposition of effective government or better policies (see
DeCalc, 1¢7¢). Third, these significant pclitical events can be
accempanied by repressicn of political opposition and abuse of
hurman ard civil rights. For these and other reasons, waiting fcr
regires tc change . order te introduce pelicy reforms is usuall

not an efficient strategy fcr bringing abcout changes in importar<

policies fcr industrial developrent.

Authcritariar Ccntrcl. Authoritarian governrents are citer
credited with creat capacity to introduce -- indeed, inpose --
significant pclicy chenges in developing countries. Such govern-

ments are thought to be hierarchical, centralized and character-
ized by consider-akle consensus about the "correct' strategy ct
development. 1In such regimes, technocratic elites often have ex-
tensive accescs tc decicion makers and share an intellectual af-
finity for strong, centralized governments that appear to be both
effective and efficient in exerting control over the economy anc
society {see especially O’Donnell, 1973). 1In such cases, the
power of the authoritarian state can be enlisted to repress or
dominate entrenched political and bureaucratic interests opposed
to policy reforr. Bureaucracies often become less susceptible to

clientistic claims because popular support is less critical to
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authoritarian regimes than it is to more democratic systems in
which leaders can be voted out of office.

Empirical support for the frequently cited link between au-
thoritarianism and radical departures in public policy is mixed,
however. Examples fror Latin America, India, Korea, Indonesia

and Guinea show that authoritarianism can lead to significant

t

clicy change, I ~arw reairnes have been described as weak
J el J ot

{

authcritarian systers, 1ncapable of exerting effectlve power cver
society or econcrny (scc Callaghy, 19867 Migdel, 1987; Jackson and
Rosberg, 19&€¢; Lancaster, 198¢; Haggard, 198%5). Stronger author-

itarian governments, such as those in Latin Armerica, are prone to
crises of legitiracy and susceptible to revolution and other
pressures for regine transition (see O’Donnell, 1979). These
regimes rely on closed decision raking and repression of opposi-
tion, both of which inhibit the capacity to acquire information
and feedback on the irpact of their policies on the econony or
society. Thus, even when such governments appear efficient in
introducing change, their success may be short-lived because ci
longer-tern problens of legitimacy and sustainability. Recent
experiences in Argentina, the Philippines, Korea, Iran and India
indicate the political fragility of many apparently strong
authoritarian regimes.

"political engineering" is a broad term referring to situa-

tions in which a regime does not change and unjust coercion is
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not used, yet significant policy change is introduced. Sucl
situations are characterized by the active leadership of policy
makers, politicians and reforn advocates in creating a coaliticn
of support for policy change and managing opposition to refecrr.
Through such efforts, policy-makers and refori advocates try tc
lessen societal and bureaucratic resistance. In many casec,

political leadecrship has becn effective in sclecting strateglecs

{9}

anad tac conflict (see, for exarple, Ascher,
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1964). Groups of reforr advocates can also attempt tc influence
policy makers and political leaders through mokilizatilen cf ccr-

cerned citizens, such as the effcrts of the Institute of Freeccro

and Derccracy in Feru. &Accerding tc an advocate of this ap-
proach, "the route tc reforr lies in opening up the syster of de-
cision making tc all" (de Soto, 1987: 1%;. The okbjective cf this

kind of political encineering is to convince decision makers cf
the political rationality of respondinc to public demand rak-inz
and participation. 1In Taiwan, for exarmple, political engin-
eering through bargaining and persuasion lay behind a shift to
export-oriented industrialization between 1958 and 1961 (see
Cheng, 1986: 22).

Pclitical engineering may not be a feasible way of intro-
ducing policy reform in all countries, but it is a more manipul-

able and attractive strategy than waiting for, or actively seek-



-74-
ing, regime changes or imposing authoritarian rule. 1In their ef-
forts to bring about change, reform advocates use bargaining,
negotiation and sweeteners to soften the impact of new policies
on beneficiaries of the status quo (see Nelson, 1984). They can
also mobilize mass constituencies for change. 1In dealing with
bureaucratic resistance, the use of strategies to alter existing
incentive structures is important. Fcr political engineering tc
e effective, however, knowledge about how decislons are made and
implemented in developing countries is essential. The policy
process reveals much akbcut how entrenched pclitical and bureau-
cratic interests wield power over policy choices and how they ex-

press thelr opposition to reform.

B. The Politics of Policy Making and Implementation

In developing countries decision making tends to be centered
in the political executive. Often it occurs in the halls of bur-.
eaucratic entities, planning ministries, the executive mansion or
political party headquarters. This relatively closed decision-
making process and elite-centered politics leave wide scope for
pressures to be exerted through informal and non-public channels.
"Understandings" with the military about which changes in devel-

opment policies or budgetary allocations will be tolerated, un
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spoken recognitior of the disruptive capacities of organized
groups or eccnoric interests, the implicit power of foreign ir-
terests and private "“deale" struck in inforrel encounters with
political leaders often loor large in explaining the political
rationale for pclicy choices. 1In contrast to the active and in-

fluertial nature of informal pressures, large-scale organized in-

m

terest group activity 1s often elusive 1r developing countries.
large porticns cf the yopulaticn -- peasente and lew-skilled
workers, for instance -—- are generally not organizecd fcr sus-
tained political activity and many authcoritarian regimes discour-
age forral interest grour cr party activity. 1n scre cases,
elite interest groups ray be well organized and vociferous but
wield their real political influence behind the scenes in in-
formal interactions w.th government leaders.

Policyrmakers in developing countries often must be extremely
sensitive to the popularity and acceptability of the decisions
they make because basic consensus about the legitimacy of the
regime in power or the appropriate naturé of governmental authcr-
ity is lacking (see Migdal, 19B7). As a conseguence, many policy
decisions are reached because of their syrbolic importance for
maintaining the regime in power -— nationalist gestures and na-

tional security measures are good examples —-- while other poli-

cies are adopted because they enhance the capacity of the govern-
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ment to provide tangible benefits to important groups and inter-
ests. Similarly, many policies are not adopted because they
threaten major confrontations or the overthrow of a fraglle re-
girme, or tecause they imply tire horizons that are unacceptable
to politicians primarily concerned about the shorter-term goal cf
maintaining power. Thus, policy making often 'becores a balanc-
ing act rather than a search for optirma; a process of conflict
resolution in which social tranguility and the raintenance cf
power is a basic concern rather than the raximization of the rate
of growth or some such" (Killick, 1976: 176).

Because policy making tends to ke a closed, executive-
centered activity, large portions of the population are excluded
from influencing the making of laws, decrees and policies that
have direct impact on their lives. However, the phase cf pclicy
implementation may offer opportunities to reach the bureaucrats
charged with pursuing the policies and bring pressure to bear on
them. Bending the rules, seeking exceptions to generalized pre-
scriptions, proferring bribes for special consideration, working
out a deal, having a friend in city hall -- these are important
aspects of political participation in developing countries, which
become more significant the more closed the policy making process
is. Governments often acquiesce to this informal and unprogran-

med allocation of public resources for good reasons. Such par-
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ticipation, although it results in considerakie "slippage" be-
tween the stated policy and what actually happens, may help hclic
a tenuous regime together. According to Migdal, "[t]lhe state hac
become...the grand arena of accomodation" in many countries,
whese "local and reg-ional strongmen, peliticians and irmplement-

ers accorodate onc another in a web of political, econoric ancd

oY)

[
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social exchanges" and where "'t he local stakillty that strongren
can guarantec...is critical to the overall stakility of the
regime" (Migdel, 1987: 427).

These characteristics of the policy process 1n many deve.cr-
ing countries -- closel decision-making processes, the irportarce
of inforral influences, sensitivity tc regirme vulnerakility anc
slippage in policy implementation -- affect the capacity to in-
troduce and sustain policy changes. For most reforr initiatives,
conflict over policy content is inevitable. The identity of
those engaged in these conflicts will vary, cf course, because
policy changes affect distinct interests differently (a devalua-
tion generally favors exporters and harms importers, for ex-
ample), the capacity of different interests to express their dis-
content or support varies (industrialists tend to have much
greater access to the policy making process than do peasants, for

example) and seguences in applying reform differ in how groups

are able to adjust to change. Similarly, the arenas in which
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conflict is expressed will vary, depending in part on the way
policies are formulated and implemented and the opportunities
that opponernts of reform have to influence the decision-making
process and exert pressure to alter policies they oppose. For
policies that affect the structure of industrial development --

exchange rate, trade, financial systems and investment incentive

[}

policies, tcr ewxanple -- critical arenas fcor conflict can be
anticipated on the basis of such criteria.
In the case of exchange rate policy reforrm, conflict 1is

likely to be centered on a small group of officlals who deterr-

ine, usually in secret, what the policy is to be, as well as in

()

the reaction of sectors of the population most affected by the
impact of devaluation. Thus, altering the exchange rate may be
an extremely difficult decision to agrez to and will 1involve con-
siderarle discussion, debate and study among high-level offi-
cials and their technical advisers. However, once policy makers
have reached a consensus broad enough to allow them to make the
decision, and the central bank has adopted the change, the major
task of reform is accomplished, assuming societal reaction does
not topple the regime that introduced the change. Bureaucratic
opposition will not be a significant issue in this type of reform

because, once agreed to, it reguires little administrative activ-

ity. Because such a decision is made by a small group of high-
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level officials, the reaction of those harmed by it will occur
after the decision is made and may threaten the sustainability cf
the regime in power. Thus, those conterplating exchange rate
reforms are likely to be concerned principally about issues re-
lated to maintaining political stakility and these concerns will
be criteria for assessing the guestions of whether, when and how

-

such a pclicy ch
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Introducing significant reforms in trade policy, particu-
larly by aiterinz tariff structures, will generate both pcliticel

tior,. Critical arenacs for conflict are

O
[

and bureaucratic cppos
likely tc be centered in the rinistries and agencies respcnsilfle
for deterrining the «content of trade policy and regulations.
Tariff structures in many developing countries favor highly
specific types and scales of economic activity; public protest
may be minimal because effective opposition is difficult tc
orgarize when reforr has differential effects on specific inter-
ests. In contrast, individual enterprises or groups of firms may
have much to gain by exerting influence informally within the de-
cision making and implementation processes, attempting to shape
the specific regulations or rates which affect them. Bureaucrat-
ic agencies and officials that implement existing trade regula-

tions often have developed extensive discretionary power to issue

licenses, grant exerptions, apply rules, set rates and expedite
g p pply
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or delay the movement of exports and imports and may be amassing
considerable bureaucratic rents from their control of trade poli-
cy implementation. In such cases, both individual officials and
entire agencies may well resist conforming to new trade struc-
tures, particularly those that liberalize ana deregulate trade.
Policy refcrm advocates should therefore anticipate an ongoing
set of taskKs to ronitor bureaucratic performance and ensure that
extensive slippage does nct occur between a decision to make a
change and the accomplishment of the intent of the reform. At
this point, administrative structures, bureaucratic compliance
and informal arrangements with societal interests have consider-
able capacity to stymie the reform initiative.

Financial and fiscal reforms -- interest rates, credit con-
trols, the level and structure of taxation -- have important 1im-
pacts on industrial growth and critically affect broad sectors of
the population. To the extent that those who benefit fron exist~
ing policies are able to mobilize to oppose change, they will
probably do so publicly and also through more informal efforts to
influence decision makers. Conflict over change is likely to be
significant at the time such decisicns are made and to focus on
the high-level decision makers. Bureaucratic oppo-sition to
changes that affect discretionary power to allocate credit or to

apply tax regulations may also be strong. 2As in the case of
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trade policy reforrn, officials and agencies may well resist ef-
forts to diminish their capacity to accumulate bureau-cratic
rents. Reform advocates must therefore be prepared to work tc
build consensus among decision-making elites that the reforrns are
essential for economic development and feasible within a particu-
lar political and adrinistrative context and to continue tc over-
see a process c¢f irplementation in which consid-erable resistance
and slippage is likely.

A much easler situation 1s encountered in efforts tc intrc-
duce investment incentives. Generally, such incentives do nc:
threaten the position of current beneficiaries of industria. de-
veloprent pclicies but merely add new groups tc those receiving
special attention from the government. Such policy changes ray
be embraced by peclitical leaders concerned about ensuring that
their regime has broader political support and to reward new
coalition allies. Moreover, bureaucratic corpliance is less an
issue than with other types of policy changes because investment
incentive schemes often provide new clienteles for public agen-
cies empowered to implement industrial development policies. &
much more difficult situation is faced when reforms in investment
incentives alter existing incentives as well as introducing meas-
ures to encourage new departures in investment and production.

In these cases, beneficiaries of existing schemes will resist ef-
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forts to diminish their favored position. Their efforts to in-
fluence policy are likely to be both public and informal, as 1in
the case of financial policy reform.

Political and hureaucratic opposition to reform initiatives
will of course differ from country to country, depending on the
degree and type of opposition to government policies thnat are
permitted, the extent to which interests are effectively organ-
ized, the bargains struck ameng conflicting interests, the dis-

tributional impact cof changes and the capacity to engineer out-
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at levels that do not threaten the viability of the reform cor the
stability of the regime. It should be clear, however, that the
conflictful nature of industrial policy reform means that "per-
suasion of government officials will not be sufficient to ensure
the adoption and sustainability cf reforms. Relationships of
political power and influence armong affected groups must also be
considered if reforms are to be effective and maintained" (Lan-

caster, 1986: 21).

IV. CONCLUSION

This essay has dealt only obliquely with the informal secter

as such. We have treated the phenomena which some devalopment
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analysts and practitioners lump together and characterize as the
informal sector as characteristics of underdevelopment which are
exacerbated in many countries »y ill-advised government policiles.
We have focused directly on what we see as the main issues.

Urban dualisr has labor market and enterprise aspects. In’
less develcped countries, most people work for low wages (1in
small cr largc enterprises; or arc self-ermplcyed at low rates ct
returr, wrile a few are palicd ruch better wagec ky larger enter-
prises or the ccvernment. This dualism has lcng been observec
and analyzei by econcnic theorists (Lewis, 1¢24; Fel and Rarisg,
1¢6%4; Jorgenscr, 1%€€). The cure for dualism 1s developrent. As
the erpirical economiste have shown, dualism disappears as
economies arow and generate sufficient demand for unskilled laber
(Kuznets, 1%€5; Kuznets, 1¢6€; Chenery and Syrguln, 1$75; Chen-
ery, 197¢). Ir high-incone countries, most people work for larage
enterprises, where their lakor is sufficiently productive for
them to be paid a substantial wage or salary.7 Although many
small enterprises survive in rich countries, most of them air
only at providing a livelihood for their proprietor and his/her
family; many fail even to do this, going out of existence after &
few years at best. A few, however, thrive and grow, providing

not only productive employment but a vital element of flexibil-

ity, innovation, and competition to the economv.
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Given all this, our proposal is merely the obvious one that
governments in less developed countries concentrate on échieving
econonic development. Development means structural change, but
this cannot be forced:; it must be achieved in ways that are con-
sistent with efficiency. Small and medium firms have an impor-

tant role tc play, and it is worth ensuring that the policy en-

"

vironment perrits them to play it. Moreover, the policy envi-

ronment which supports the growth of progressive small and mediun

v

enterprises is desirarble on other grounds, since 1t happens to ke

+

one which is also conducive to efficient industrial growth and
structural transfcrrmaticn.

Unfortunately, many develoring countries have already com-
mitted themselves to cother paths, which led them to significant
industrial growth for a time but have now come out at a dead end.
They now face the problems of policy reform exarmined in the pre-
ceding section.

In the meantime, while industrial policies which will have a
big pay-off in the long term are being formulated and pushed
through resistant political structures, what should be done about
the existing informal sector? One clear point is that "informal"
economic activities need not be regulated unless they pose a
clear threat to public safety or morality. Often they provide

the poor with better income-earning opportunities than wage
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employment in unskilled jobs. There is no justification for sup-

pressing ther on vacue grounde that they are not "modern." There

is indeed economic potential in this sector, and more of 1t will

be released if regulation is relaxed. We also support policies

and programs to assist the informal sector, but here we have

several caveats

(1) As agents of econormic development, very small enter-

prises ase, to put it bluntly, of little interest. TFev
will grow; most represent the survival strategies of
very poor people. Despite the currently popular rhetecr-
ic, efforts to assist them are meore in the nature cIf
livelihood ascistance than cf development policy. More
significant developrent efforts are those which focus on
achieving structural change and promoting the participa-
tion of progressive small and medium firms in that

process.

Policies impinge in major ways on the welfare of those
who depend for their living on the "informal sector".
The most important step that can be taken to assist
these people is to reduce policy discrimination against

small and "informal" enterprises. Carried to its limit,
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this type of policy reform will eliminate dualism it-
self. The rationale for policy discrimination against
the informal sector is weak and based on special class

and bureaucratic interests.

Programs to go further and actively assist informal
economic activities facs many obstacles, most fundament-
ally the high transacticn cost involved in any activity
forced to deal with numerous small-scale clients. The
best programs are those which 1lmprove the workings of
the market -- for exaryle, credit programs providing
emall surs of working czrital on commercial principles
modified to fit the circumstances of small producers

(see, for example, Fatten and Snodgrass, 1987).
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2 Some "informal'" activities in developing countries exhikbixt
high productivity (e.g., self-erployed professionals), but these
generally represent a small propcrtion of the total. Many others
provide returns higher than the wages that are paid to unskillez
laborers. Some may even show average productivity levels that
compare favorably to those of many "formal" economic activities..
But all have low productivity relative to the potential levels
attainable through economic development. It is above all in this

last sense that we use the term "low productivity" in this paper.

3 Based on Chenery and Syrguin (1975), Chenery, Robinson and
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Syrquin (1986) and Syrquin (1987). For each sectoral component
in Table 1, the actual value for a given country is compared to
the one predicted from the cross-country regressions of the vari-
able as a function of income per capita and country size. The
regressions are estimaicy from samples of up to 103 countries for
the period 1950-83. Average deviations from predicted values for
selected indicators (trade and final demand, erployrment and ur-
tanization, value added) appear in Table 1.

4 A prckler arises because the economically active non-
agricultural population at the beginning of the period (1950) was
twice as large as the labor feorce in industry. Growth at the
sane percantage rate (4.1 percent) from these different bases
meant that absolute increases in modern industrial employment
fell considerably below absolute annual increments in the econon-
ically active nonagricultural population. For the modern indus-
trial sector to keep pace in absolute terms with the rising eco-
nomically active population, it would have had to grow at a rate
about one-third faster (approximately 6.3 percent).

5 The statistics in the last section indicated that produc-
tivity and wages in urban industry and tertiary employment did
not decline generally in the 1950-80 period. But this indication
that "soft" employment is not increasing does not mean that a
transformation is taking place which makes workers better off.
6Specific suggestions for the Philippines are made in Biggs, et
al, 1987.

7 In view of recent publicity given to the role of small and
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medium enterprises in employment creation and other develope:
countries, it is worth citing data on this point published by the
OECD (OECD, 1985: 65). 1In seven OECD member countries for which
data on erployment by enterprise size in the entire private sec-
tor were aveailable, the employment shares of large enterprises
(500 erplovees or more) ranged from 27 percent in Japan to &%
percernt irn Sweden. Medlum (100-499 erployees) and large enter-
prises together accounted for mcre than half those employed 1r

the private sectcr irn all countries except Japan, where the fi

()

ure was 44 percent. In the manufacturing sector the predominance
of mediur large enterprises was cven greater. Large enterprises
accounted for 33 percent (Japan; to 71 percent (the United
States) of total employment in the 15 countries for which datea
were available. Mediur and larce enterprises togther made up €C
percent or more of manufacturing sector employrment 1n all these
developed countries except Japan, where the figure was 52 per-
cent. 1In the service sector, large enterprises generally

represented 25-30 percent of tctal employment.
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