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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
 

ec­medium enterprises and the informal sector in the context of 

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 employ­
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
 

as
region has been suspended as a result of policy choices such 

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 TRANSFOFYIATION 

by
 

Tyler Biggs, Merilee S. Grindle and Donald R. Snodgrass-


I. INTRODUCTION
 

A. The Current Enthusiasm for Informal Sector Programs
 

A lot cf people have discovered the informal sector in
 

recent years. In thinkina and writing on econcmic develoonen:
 

there has been what Judith Tendler aptly describes as "a renar-­

able converoence of fashion on the small enterprise and the in­

fcrnal sector" (Tendoer, 1988). Neoclassical econonists have ­

cided that this part of the economy uses combinations of labor
 

and capital that are "right" for the national factor endjc-..ents,
 

unlike the large and formal-sector firms, which are induced tv
 

government policies to use excessively capital-intensive and
 

"modern" techniques. Agricultural economists, seeking to ree7­

phasize the irportance of agricultural gro'th, stress that link­

ages between agriculture and the smaller nonagricultural enter­
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prises can be strong and mutually reinforcing. Meanwhile, speci­

sector
alists on both small-scale enterprise and the informal 


provide livelihoods to
have emerged, arguing that these sectors 


large numbers of people, many of them poor, at levels of pay and
 

productivity not necessarily inferior to those generated by
 

large-scale formal-sector firms.
 

While a wide 	range of opinion therefore agrees that small­

and the informal sector are important for one
scale enterprises 


reason or another, Tendler correctly notes that this convergence
 

of thought has not yet led to a similar consensus on the question
 

how best to realize the potentials represented ty
of policy --

small-scale enterprises and the informal sector. At least five 

overlapping but reascnably well defined schools of thought can be 

identified (Tendler, 1988). 

,I) One schoc defends the programs of direct assistance
 

targeted on small and informal firms that have long been under­

taken by many developing country governments and international
 

firms need preferen­assistance agencies. It argues that these 


tial access to credit, training and other forms of assistance if
 

they are to survive and grow. They merit this assistance, the
 

argument runs, because they support so many people, provide 7ccos
 

consumed by the poor, offer a channel for entrepreneurial devel­

ac­3pment and encourage geographical dispersion of economic 


tivity.
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reason­(2) Neoclassical economists criticize this line of 


ing, contending that direct intervention by third world govern­

ments through policies and programs targeted on small or inforal
 

(Little, Mazumdar and
firms leads 	to inefficiency and distortions 


rerovePage, 1987). What governments shculd do is rolic biases 

against small anj informal-sector firms, in the popular phrase 

cn w hich the'; come'te wit.Iarner,"level the p1avino field" 

programs and policies are nstformally crganieo firms. Targeted 

justified, the neoclassical economists argue, by any clear-cut
 

superiority with respect to productivity or equity. The scale of
 

tc
enterprises cperating in any particular sector should be left 


the workincs of the market, once policy liberalization has per­

mitted the market to work. 

(3) A third group maintains that while direct intervention 

as a form of direct assistance to the poor,
is merited, 	at least 

are neither able to provide effective assistance togovernments 


in many cases, willing to do so. This
the informal sector nor, 


group notes 	 tha: t the informal sector works largely outside exist­

ing la;w's and regulations, using techniques that government offi­

cials may not recognize, condone or even, perhaps; understan4.
 

The required assistance should therefore be provided by nongcv­

irregular, nonbureaucratic
ernment organizations operating in an 


style.
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(4) The argument that the government would not even want to 

assist the informal sector is based on a view of the informal 

sector as cc-i-,tar" to the fcrmal sector and very much in the 

sector and
interest of the local elites, who control the formal 


are influenta' in the government. In this view, the informal
 

sector provides a pool of low-wage urban employment that can be
 

drawn cn as :oce./ to suj7ly labor to fornal-sector firns. The 

want to develop or eliminate thegovernment would therefore not 

infor.-al sect 

(5) A potential fifth group, for which we are recruiting, 

accepts :ne neocla sca economists' criticism of targeted prc­

grams and pclicies but tries to improve on ther policy recommen­

dation. As enler cserVes, tne rapid growth of the eccnmies 

of East Asia is currently being reinterpreted as having invglved 

much more government nterventicn and less reliance on markets to 

allocate resources than had been thought srevimusly u orea 

and Taiwan were able to promote the development of small and med­

ium enterprises in ways that forced them to perform and limited 

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

reexamining tne ex-;eriences of some of these countries and ccn-­

earl ir stage of de­cariFtourt res which are at an 

velopment to see what principles of constructive nterventicn to
 

promote the rapid growth of an efficient, labor-absorbing indus­

trial sector can be formulated.
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Tendler's "remarkable convergence of opinion" is not linite
 

to the scholars. Increased attention to small-scale enterprise
 

and the informal sector is also evident in the worlds cf politics
 

and action. Aid donors, political activists and developing cou7­

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

rarkable politica. coalition, stretching fron end to en on the 

right-left spectru., is backing the propositicn that...... . 

sector activities in the developing countries should h r-=cte J 

more vigorously through snral business loan projects fun e ty 

the United States Agency for Interndtional Development (AKD) 

Conservatives see in this proposal opportunities for ex:anoin.. 

entreoreneurshin, creating jobs aronq the poor to help ens:re 

political stability and strengthening the private sector, which 

motor of economic develcpment. Lib­they believe to be the true 


erals support the sane measures, seeing in then a cgrassroots,
 

participatory way to help the poor, a means of generating self­

sustained development among poor people to help them escape fro-.
 

poverty.
 

Governments in many developing countries have also become
 

increasingly interested in the informal sector because of the 

large number of people whom it supports. At a tine when many 

countries are experiencing severe economic dislocations, govern­

ments are concerned about the political consequences of ecCnoic 
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sector as one
crisis and are looking to promotion of the informal 


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
 

sector is to
views" on small-scale enterprise and the informal 


some extent based on misinterpretation and also that some of the
 

ong. ,,e first lay
policy inferences that have been drawn are 


out our objections, then present an alternative viewpoint.
 

B. The Definitional Problem
 

Reexamination of the prevailing consensus starts with the
 

sector itself. Close examination
definition of the informal 


reveals the term "informal sector" as a heuristic device at best.
 

According to the International Labor Office's 1972 report -


Kenya, which is widely credited with popularizing the term, "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 adaipted technology; 

(f) skills acquired cutside the formal school
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system; and
 

(g) 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 the cbverse of these, namely-­

(a) difficult entry;
 

(b) frequent reliance on cverseas resources;
 

(c: corporate ownership; 

(d) large scale of cperation;
 

(e) capital-intensive and often imported
 

technology;
 

(f) formally acquired skills, often expatriate; an:
 

(g) protected markets (through tariffs, quotas an:
 

trade licences)" (ILO, 1972: 6).
 

Problems arise because the characteristics which are bundled
 

together in these definitions may be found together but may aisc
 

occur separately. For example, 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 may
 

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

enterprise size, usually measured by the number of workers in­



volved. Ray Bromley brings out the ambiguities by listing no
 

fewer than nine "particular deficiencies that are worth mention­

ing" in "the informal/formal classificiation, as commonly depict­

ed in the literature" (Bromley, 1979: 1034-1035). A recent re­

view of the literature comments that, notwithstanding hundreds of
 

academic pages devoted to the task, popularizers of the informal
 

sector concert have been "unable to come up with a definition
 

precise enouch to be useful for analytical or operaticnal pur­

poses" (Richardson, 1934).
 

Presentei with an enormous quantity of research with dif­

fering results depending on the definitional approach adopted,
 

both policy-ma:ers and development practitioners find it hard to
 

respond appropriately to calls to stimulate the growth of the in­

formal sector. It is next to impossible to target that w;hich
 

or it firms that colicvmak­cannot be defined. Is it workers is 


ers should worry about? Is it the broad aspects of poverty which
 

should be directly targeted? Or is it the institutional setting
 

that deserves most attention -- namely government regulatory'
 

agencies and the legal system?
 

Much of the interest in "informal" economic activity in de­

veloping countries stems less from the importance of informality
 

itself than from the fact that activities classified as informal
 

tend, on the whole, to exhibit low productivity (Peattie, 1930).
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The problem, as we see it, arises because during the course of
 

economic growth and transformation in many LDCs certain segments
 

of the work force and enterprise population seem to get stuck in
 

low productivity economic activities in industry and services.
 

This suggests that questions related to the informal sector (how­

ever defined) cannot ce studied in isolation fr(om the rest of the
 

economy but'-t '--e aJc4ressed in the context of the structural 

transforn-ticn problem. A wholistic, evolutionary analytical 

reou ired. We need to ask what dete.-mines the natureframework is 

areand sreed of structural transformation and how these outccmes 

tor as such and directly on the causes and consequences of 


affected by market and policv-induced failures. 

We propose to refocus attention away from the informal sec­

low­

data indicate that the pat­productivity employment. Empirical 

tern of "distorted" and/or "unsuccessful" structural transforma­

tion can be traced out both in the labor market and in the size 

In this
distribution and productivity of industrial enterprises. 


paper we analyze these two aspects of the low productivity
 

on Latin America.
employment problem, with special emphasis 
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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 living
 

standards requires economic growth, the essence of which is
 

rising avera:e inco:e levels. All the important indicators of
 

social welfare are positively correlated with per capita income;
 

in most cases the degree of correlation is high. The disting­

uished resc:rcL of Kuznets (1965; 1966) anJ Chenerv (1979; Chen­

ery and Svr2uin, 1975) de:onstrates conclusively that, except In 

countries which cossess fabulous mineral wealth, economic growth 

requires structural transformation. This involves a rise in te 

importance of the industrial sector, both in absolute terms and 

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

tural transformation occurs, the importance cf the agricultural 

sector declines. The service sector may either rise or fall as a 

share of total production and employment. 

Besides altering the relative importance of the three main 

economic sectors, structial transformation also involves import­

ant changes within each of these sectors. Within the industrial 

sector, one of the changes that takes place is a shift from a 

bimodal distribution of employment in terms of enterprise size -­



small en­one in which there is a mountain of workers employed in 


terprises, a low valley in medium-scale enterprises and a smailer
 

peak in large enterprises -- to a unimodal distribution (a single
 

peak and a larger average firm size). In countries at low levels
 

of per capita income, small or "informal sector" firms account
 

for as much as three-quarters of industrial sector em-pioyment, 

but a much smaller share of value addce. 

Structural transfor-atin within the industrial sector h 

aretwo components: a "labor reallocation" component (pec-le who 

working on their own or in small enterprises eventually find 

larger firms) and an "enterprise grow-th" c:m­higher-paid jobs in 

ponent (a very small number of small enterprises grow into the 

middle and larcer size categories). Quantitatively, the "lacor 

is by far the more important. As empha­reallocation" component 

and Fei and Ranis
sized in the "dualistic" models of Lewis (1954) 


tc
(1964), development occurs largely through the shift of labor 

more productive forms o employment. As not stressed by these 

theories, these shifts take place not just between agriculture 

and industry but also within all three sectors. Although smaller
 

than the "labor reallocation" component, the "enterprise growth" 

component is also significant. A dynamic economy permits suc­

firms to grow into the riddle size category anJcessful small 


middle size firms to become large. While most small firms 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 patlterns that tend to apply to countries at particular 

levels of per capita income, there are also substantial varia­

tions amon c.tries at similar income levels. Some f these 

intercoutry varlations are caused by differences in "givens" 

such as natural resource endowments, while others result from 

differences in economic policy.
 

.any LS.d extreme dualism in the distribution or
 

industrial sector e-oovment in terms of enterprise size that .,.'e
 

call "the missing middle. We attribute this to policies that
 

-. on one hand, and some cases alsofavor the largest rms, the in 

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

can be harmful because it creates a "small growth .- andfirm map" 

inhibits te "etrrise growth" component of structural ,trans­

formation. To shift labor to hicher productivity activities, 

is necessary to promote growth and labor demand. This in turn
 

requires promotion of the most productive gro..th agents in the 

economy.
 

Even if the GNTP of Bangladesh, Burkina Faso or Bolivia cculi
 

be distributed in equal proportions to the citizens of those
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The only way to over­countries, they would still be very poor. 


their poverty is through economic growth, and this requires
come 


labor from less productive
structural transformation which moves 


ones and permits the progressive
activities to more productive 


ment. First, tc the extent 


minority of small firms to grow. 

Several principles of economic policy flow from this argu­

that scarce resources have alterna­

tive uses for the promotion of economic growth and structural
 

transformation, their use in programs aimed at direct ameliora­

-tion of poverty is likely to yield smaller gains and thus sh-u 

be held down. Where potential clients are small and numercus, 

of direct aid programs may be prohibi­the administrative costs 


tive.
 

Second, enterpise size is not a useful guide to policy
 

firm size
-- if for no other reason because optimal
determination 


closeddiffers among industries, by market size, between open and 

economies and by levels of development. In most countries, poli­

in many ways in favor of large, "formal" firmscy discriminates 

One of the unfortunate effects
controlled by the national elite. 


of this pattern of discrimination, which usually occurs within
 

the context of an effort to substitute local production for im­

me­ports, is the reduction of growth opportunities for small and 


small or "informal" firms
dium size firms. In many cases, 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
 

cases (drugs, prostitu-tion,
suppression is the limited number of 


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
 

Despite the frequent advocacy of policy neutrali­dynamic firms. 

ty by the World Bank and others, no country yet has develced cn 

this basis. To fill in "the missing middle" countries must be 

able (a) to formulate pcilcies t at are and 

permit progressive dynamic small and medium sized firms, in ef­

fect, to identify themselves and (b) to provide the forms of as­

sistance that will help these firms roo. How to accomplish 

these two tasks is not Yet altogether clear, but the general 

orinciple is that -hat is needed is not policy ne.tr-lity ut 

in favorable performances.
Policies which favor firms that turn 
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THE INFORMAL SECTOR AND STRUCTURAL TRANSFORMATION
II. 


A. Employment Aspects of the Problem
 

1. "Soft" vs "Hard" Employment
 

At the heart of the problem of low-productivity employment
 

is the notion of "soft" (or labor-supply-pushed) emplyment vers­

us "hard" (or rest-of-economy-pulled) employment. "Soft" enplcy­

ment (sometimes called underenp.oyrent. results when growth in
 

the supply of labor exceecs growth in the denand for labor oe-an.
 

over the lo2ng run. This pushes labor into sectors, where its
 

"sponged up" in low-productivity enployment. For exa-.oie, in the
 

service sector, more shoeshine boys and street venors appear,
 

drivina down returns to these activities. In manufacturino, sur­

plus labor nay be indicated by "traditional" lower-productivity
 

small produc­technologies surviving longer than they should, as 


ers are forced to eke out a living at the margin. "Hard" enplo'­

the other hand, is demand- and productivity-driven.
ment, on 


Jobs are created as economic growth proceeds. The demand for
 

labor in this case outs-:rips 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"
 

for
supply-pushed employment, each requiring a different target 


"soft"
policy interventions to correct it. First, employment can
 

be caused by insufficient aggregate demand -- the "Keynesian
 

employment prctle-." This is generally only a short-run explana­

tion, although very important in recent years with the debt
 

crisis. Sec-n, employment can be severely affected by price
 

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

"full-emplCo'yment equilibrium" rates, causing insufficient demand
 

for labor. In financial markets, controlledI interest rates 7ar:e
 

capital costs ar...iciallv lo w in relative!y caotal- con­

tries, leading to overly capital intensive production technolo­

gies. Product market price distortions may be responsible for
 

even greater labor dislocations. The terms of trade between in­

non­dustry and agriculture are particularly important. Third, 


labor demand prcb­price Jstor.ions are 3 cause of 

lems. Malfunctioning institutions, such as poorly operating 

credit intermediaries red tape-plagued government agencies, and
 

distributional distortions, such as unequal land distribution,
 

can reduce the dem.and for labor.
 

Coupled with increasing growth rates of labor force, each Cf
 

these demand-side factors has played a role in models explaining
 

in urban areas of
the problem of low productivity employment 
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Latin America. Two models have been particularly important in
 

the region -- the ECIA model and the Harris-Todaro model. ECLU
 

represents the "structuralist" view, which emphasizes nonprice
 

distortions. The Harris-Todaro Model represents the neoulassical
 

view, emphasizing price distortions.
 

ECLA argues that land is artificially scarce in Latin Amer­

ica because it is unequally distributed. High growth rates of
 

rural populatiOn combine with this artificial land scarcit " tv
 

push labor into the cities. In the urban areas, labor supply
 

grows faster than demand because industrial technologies, largey
 

imported from advanced countries, have high and fixed capital
 

in tie
coefficients. "Soft" employment increases, particularl> 


service sector. The policy recommendations that follow.' from this
 

view of the low-productivity employment problem involve rem.inC
 

reducin­the nonorice distortions by initiating land reform and 


on more advanced countries.
technological dependence 


In the Harris-Todaro model, inappropriate urban wage poli­

cies (minimum wage laws, government wage rates and the wage pol­

a large differential
icies of multinational corporations) create 


between urban and rural wage rates. This encourages rural-urban
 

limited only by the probability cf ac­labor migration, which is 


A sort of lottery of well-paid ur­tually getting an urban job. 


ban jobs develops, urban labor supply increases faster than labor
 



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 example by modifying
 

minimum wage laws and government hiring practices.
 

Whatever causes "soft" employment to increase in a particu­

lar case, the situation can be made worse by an inappropriate
 

government response (Gelb, Knight and Sabot, 1937). In many
 

countries, government has tried to offset rapidly growing urban
 

labor supply by expanding employment in the government and public
 

corporations. Often deficit financing has been used to meet the
 

hiher payroll that results, with untoward effects on inflation,
 

balance of payments and, in the longer run, the rate of eccnomic
 

growth. Since public sector activities are frequently less prc­

ductive than private sector activities, a "public sector sink"
 

can emerge, into which increasing amounts of government resources
 

are poured. As these unproductive resource allocations grow and
 

deficit financing taxes the orivate sector through rising infla­

tion, economic growth suffers, reducing the aggregate demand for
 

labor and increasing the "need" to create unproductive employment
 

in the public sector.
 

An important lesson to be learned from these models is 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
 

in an unbalanced process of
these distortions is traced out 


The pioblem of "soft" employment thus
structural transformation. 


a rore complex solution than that personified by a sin­requires 

ple programnatic "fix" aimed directly at street vendors. Struc­

tural prcble-, be they naldistribution of ag. cultural land or 

7ust te rC7-'c Cr aordistorticns In factcr and product prices, 

least reiJce4. A later section of this paper will discuss the 

policy reforns.Crotlens involved in trying to bring about such 

2. Erployrent Growth and Urban Surplus Labor in Latin
 

America
 

us about recent trends in urban
What do the data tell 


Do they indicate a growing a.Curnt
employment in Latin America? 


or part of the region? Has 7c4ern
of "soft" employment in all 


low to sca' up a

industrial laic. absorption generally been too 


And has over-urtanization contric­burgeoning urban work force? 


uted to the marginalization of large segments of the economicall%"
 

active population? 

Advocates of the informal sector concept argue that rapi
 

labor absorption have pushed
urbanization and low industrial 


labor into low-productivity jobs rather than open unemployment
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(Mazumdar, 1975; Souza 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
 

changes in Latin American employment is instructive in
structural 


assessing this assertion.
 

3. Static Comparison of Structural Change in Output and
 

Employment
 

Almost all the Latin American countries deviate in one 

striking way fr the "standard pattern" of economic structure at 

ifrent levels of develc--ment that emerges from the of 

Chenery and associates: the share of agriculture in total employ­

ment is lower than is typical of countries at their respective 

less value addedi.. me levels (Table 1 B).' They also derive 


from primary production (Table 1 C). These deviations are large
 

in the Southern Cone countries, Colombia, Peru and Bolivia, espe­

cially where employment is concerned. Mexico, 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 labor
 

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

ECONOMIC STRUCTURE IN LATIN AMERICAN COUNTRIES
 

COMPARED TO THE INTERNATIONAL "STANDARD" PATTERN4 FOR 1950-1963
 

(Average residuals for the whole period)
 

A. T.7.E AND FIAL DEM'!ND (! OF GDP) 

Manufac- Manufac- Govern- Gross 

Pri.arv tured tured ment domestic 

Exrts e>xoort s exports irports consumption investmenZ 

Venezuela - 14 -!0 -3 -2 

.exico - -8 -5 -5 -5 -3 

Arer.tina -14 - -5 -10 -3 -2 

ruua - i - -17 -4 

Era2z" -9 -6 -3 -6 -2 
- .......­ 2 -4 

Costa 
Ch !e 
Peru 

:ica -8 

-12 
-4 
-2 
-2 

-4 
-7 
-5 

-2 
-9 
-6 

-3 
-3 
-3 

-
-10 

-2 

Paraguay -20 
Dominican Pe:.-!0 
Colo:bia -

-12 
-6 
-6 

-5 
-4 
-3 

-13 
-8 
-6 

-8 
-4 
-5 

-6 
-5 
-3 

Ecuau:-r -9 -1 -6 -5 -3 -4 

Guatrea: -1.2 -6 -2 -6 -7 -8 

Bolivia 
Nicaragua 
El Salvador 

-1i 
-7 
-4 

-2 
0 

-1 

-4 
-5 
1 

-5 
-3 
-2 

-5 
-5 
-4 

-6 
-7 
-7 

Honduras -3 4 -3 1 -4 -4 

-6 -4 -5Mean -9 -3 -5 
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B. EMPLOYMENT AND URBANIZATION 

Venezuela 
Mexico 
Argentina 
Uruguay 
Brazil 
Panama 
Costa Rica 
Chile 
Peru 
Paraguav 
Dominicar Re 
Colcmbia 
Ecuad4or 
GuatealIa 

olivia 
Nicagaua 

- -Uouas 

. 

% of emp_1\'ent 
Ariculture Industr Services 

-3 -6 9 
5 -3 -2 

-27 7 20 
-19 3 16 
-4 -4 8 

-7 -3 10 
-5 -1 6 

-17 -6 23 
-6 0 6 
-6 3 3 

1 -2 1 
-15 2 13 
-5 3 2 

2 0 -2 
-7 6 
-2 -1 3

4 
0 -1 

Sea- 0 

% of population
 
Urban share
 

18
 
7
 

30
 
29
 

9 
7
 

-2
 
25
 
15 

1 
4 

15
 
1
 
0 

10 
158 

2 

11 
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C. 	VALUE ADDED (% OF GDP)
 

Manufact. disagregate7
 

Venezuela 
XMexico 

Agriculture Services Manufact. 
-6 -3 -6 
-5 12 0 

Earji 
-3 
2 

Middle 
1 
0 

Late 
-5 
-2 

Argentina 
Uruguay 
Brazil 
Panama 

-5 
-1 

-5 
-8 

-1 
6 
9 

19 

9 
6 

5 
-1 

6 

1 
1 

.--. 

3 

2 
0 

-3 

3 
-1 

Costa Rica 
Chile 
Peru 
Paraguay 
Dominican Rep. 

Colombia 
Ecuador 

3 
-9 

-10 
7 

-

2 
-5 

S 
7 
8 
2 
8 
0 
7 

4 
5 
8 
5 
5 
1 
4 

4 
1 
3 
4 
7 

2 
3 

2 
-1 
1 
2 

-1 

0 
1 

-2 
3 
! 

-1 
-2 

-2 
-1 

Guatemala 
Bolivia 
Nlcaragua 
".-4 u ­as 

--

-10 
-1 
2 

--

7 
9 
0 

--

3 
5 
4 

2 
3 
2 
...... 

0 
-1 
0 

-1 
-1 
0 

3 1 -i
 e -at 	 -364 

aEarly: Food, textiles and clothing, and miscellaneous
 

Middle: Wood, rubber, chemicals, and nonmetalic minerals.
 

Paper and printing, basic metals, metal products, and
Late: 

machinery
 

Source: Syrquin, 1987.
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population of Latin America grew at 2.6 percent per year between
 

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
 

international average: (Table 1 B). Latin America has become
 

one of the most urbanized regions in the world, exceeding the ex­

pected deoree of uranization for its income level -y 14 per­

centage reints.
 

Since the percentage of employment in industry in Latin
 

America does not differ much from the standard pattern (except in
 

"enezuela, Argentina and Chile), employment in the service sector
 

is necessarily larger than predicted (Table 1 B). The service
 

sector has had to soak up much of labor moved out of agriculture.
 

4. 	Dynamic Comparison of Structural Change in Output and
 

Employment
 

An 	investigation 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

ture to rises in income per capita. The coefficients of the in­

come slopes for employment in agriculture, industry and services
 

measure the strength of structural change with respect to inccme
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TABLE 2
 

GROWTH OF POPULATION AND EMPLOYMENT 
IN LATIN AMERICA, 1925-1980
 

(Average annual growth rates, %)
 

192.-1950 1950-1970 1970-1980
 

POPULATION 

2.:
2.2 2.8
Total 

3.5 4.4 3.Urban 

EC .,,NI CALLY ACTIVE POPULATION 

.otal 2.0 2.3 3.0 
r .V 1.4 1.0 i.2 

Non-primary 2.9 3.6 4.: 

3.7 4.1"Formal" (industry) ---

, .nfora. ,, --- 1.5 2.1 

Distribution Cf Economically 
Active Populaticn (percentage) 1925 1980
 

62.3 35.9
Primra r% 

13.7 18.3
Manufacturing 


Other Sectors 
 24.0 45.8
 

1965 and PREALC, 1982.
Source: Paros, 1984, based on ECLA, 


*'Inforr,,al" 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
 

Constant orice sharesCurrent Drice shares 

Aqricult. 

Venezuela -.02 
Mexico -.11 
Argentina -.16 
'ruguay -.13 
Brazil -.05 
Pana:,a -.11 
Costa R c a -.10 
Chile -.06 
?eru -. 0 

Manufact. 
.11 
.02 
.05 
.01 
02 
03 
08 

.08 
03 

SErvices 
-.09 
.01 

-.01 
14 
.03 

-.04 
-.02 
-.10 

08 

-.03 
-.08 
-.15 
-.04 
-.08 
-.12 
-. 11 
-.06 
-. 18 

Aaricult. Ma
.04 
.08 
.05 
0 

.03 

.04 

.15 

.08 

.12 

.18 
-. 07 
.10 

-.05 
-.01 
-.04 
-.12 
.07 
.02 

nufact. Services 

Paraguay -
Dcominican Rep.-.11 
Co1bia -.20 

.01 

.03 

.04 

.05 
-.03 
.11 

-. 12 
-.16 
-. 14 

0 
.04 
.04 

.01 
-.04 
.04 

Ecuador -.17 .02 -.10 ...... 

Guatemala ........ 

Bo1ivia -. 17 
Nicaragua .01 
El Salvador -.13 
Honduras -.52 

-.05 
-.02 
.03 
.19 

.02 
-.02 
.05 
.06 

-.03 
-.09 
-.20 
-.31 

.04 

.12 

.12 

.13 

-.05 
.01 
.01 
.15 

Mean slopes 

Latin America -.14 .05 .01 -.12 .06 .01 

Low-Y countries-.24 
Lower middle Y -.17 

.06 

.05 
.09 
.03 

-. 19 
-.14 

.07 

.04 
.08 
.05 

Upper middle Y 
Industrial 

-.12 
-.09 

.03 
-.05 

0 
.16 

-.11 
-.05 

.06 

.03 
.02 
.02 
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B. EMPLOYMENT
 

AIr c11ture 
Venezuela -.34 
Mexico -.26 
Argentina -. i9 
Uruguay -.30 
Brazil -.22 
Panara -.21 
Costa pica -.34 
Chile -.21 
Peru -.21 
Paraauav -.11 
Dominican Republic -.25 
Coloflci a -.46 
EcuacCr 
Guate-ala -.22 

,-26a13 
Nicaragua -.30 
71 Salvadur -.29 
Hc ndura s -.28 

Mean sczes 
Latin America -.24 

Lo. income countries -.10 
Lcwer midJ]le income countries -.20 
Upper middle income countries -.22 
Industrial countries -.27 


Industry 

.08 

.09 


-. 13 

.10 

.09 

.04 

07 


.01 

0 


.01 


.08 

05 


-.02 

.10 

.13 

0 


.14 


.27 


.06 


.05 


.07 

.08 


.01 


Services
 
.26
 
.17
 
.32
 
.20
 
.13
 
.17
 
27
 

.20
 

.21
 
.1C0
 
.17
 
41
 

.09
 

.12
 

.30
 

.15
 

.01 

.IS
 

.05
 

.13
 

.14
 

.17
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C. TRADE AND INVESTMENT
 

Investrent
Exrorts 

Mfrd. Current Constant
Current Constant Primary 


_!?rice _ ce exports exports _pre__ _price
 

-. 01 0 .09
 -. 05 -. 0
Venezuela 

.01 .09 .09


Mexico -.02 -.01 -.O 

-.02 .05 .17 .09


Argentina .01 .01 

-. 08 .11 -.01
.03 --
Uruguay 


.03 .01 .04
.01 .01 -.01
Brazil 

.. .18 -­-.Panama .. 


.12
.24 .02 .11 .15
Costa ic3a17 

02 .24
- 07 .13 - 19 
e " 


-..31 .05 -.16 -. 10
 
Pe -.04 -.10 


.01 .21 .32

Paraguay -.07 -.06 .01 


-. 03 -.03 .02 .06 .16 .19D o1iCan Pc. 
.05 .05 -.03 o0 ,ba .03 -.06 0 

.13 .01 .14 0 a u r .10 .14 
.14 .04

Gua e7,aIa .15 .14 .07 .06 
0 .21 .19 . - C4 .- ,Bolivia 

0 .05 .15 .16
S,C03 .14 

24 .13 .21 13-ar -. 23 .22 
-
a .37'on .3 .37 .12 33 .33 

'lean s-c-es 
.06 .14 .12


Latin A:erica .05 .04 .01 
s 05 0 -.02 0 .16 .12Lc>-Y c rrun 

.14 .12 .09 .09 .04
Lcwar nid7 e-Y 
.131-i e i... .10 .07 0 .11 .12 

0ndustrial .08 .20 .01 .12 .02 

Source: Svrquin, 1987.
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per capita (but not necessarily with respect to time). The data
 

show that structural transformation in employment has been more 

pronounced than the tra:.sformation 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 (Table 3 E) . The developed countries tcck twice as long to 

accomplish a similar transformation (Im e d......ffer­

ence is not attributable to any qjgre£_strencT-:h of structural 

of the coefficient for
transformation in the case Latin America; 


in Latin America, compared to -. 27 in the
agriculture was -. 24 


industrial countries. Rather, the explanation lies in a sharo
 

-

in overall crowth rates. Industri countries grew at
difference 

an average rate of 1.3 percent per year from "170to 1950 (the 

period used for the comparison) , while Latin A: erican countries 

averaged annual growth of 3 percent from 1950 to 1980 (Maddison,
 

1980). 

One-quarter of the labor which left agriculture in Latin
 

America went into the :i.ndustrial sector (comprising mining,
 

while three­manufacturing, construction and public utilities), 


The rate of labor absorp­quarters went to services (Table 3 B). 


tion in industry was lower than the average for upper- and
 

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


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 most 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" (Kuznets, 

1966). What is surprising is the slower decline of agriculture 

with respect to per capita income (on average) in Latin Arerica 

(-.24) relative to the historical experience tor industrial coun­

tries (-.27), particularly given the concern in Latin America
 

about its disprcportionately high rate of urbanization. Faster
 

income growth would appear to be the culprit, not structural
 

problems. Also surprising is the slightly lo.er share of shift­

ing labor force taken up by industry. This, however, may only be
 

a statistical 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 failure of mod­

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 nonagriculrural population het,.een 195C and 1980 (see Tab:e 

.2).' These qrowth rates, in fact, were analogous to thcse of 

more developed regions during their periods of rapid strutur. 

change and development (Kuznets, 1966; Tokman, 1982). A number 

of countries had especially rapidgr.th of industrial emplcy­

nent: in Brazil modern industrial employment grew at an average
 

annual rate of 4.3 percent, 1950-80; in Mexico the comparable
 

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 of 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 growth in industrial
 

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

from the fural sector.
 

http:rapidgr.th
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TABLE 4
 

GROWTH EMPLOYMENT AND OUTPUT IN SELECTED LATIN AMERICAN
 

COUNTRIES, KOREA, TAIWAN, AND THE FHILIPPINES 

Annual Average Growth Rate
 

in Manufacturing 

Country 	 Period Employment Value Added
 

Argentina 	 1950-60 2.2. 4.1
 

1960-70 -0.1 5.6
 

1970-80 1.1 1.6
 

Brazil 1950-60 2.3 9.1 

1960-70 3.4 6.9 

1970-80 6.9 9.2 

Chile 1950-60 0.7 4.7 

1960-70 3.1 5.3 

1970-80 2.1 1.4 

Colombia 	 1950-60 2.4 6.5
 

1960-70 5.8 
 6.0
 

1970-80 0.3 
 5.6
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TABLE 4 	(continued)
 

Mexico 	 1950-60 3.9 6.2
 

1960-70 5.8 9.1
 

1970-80 7.0 7.2
 

Peru 	 1950-60 0.3 0
 

1960-70 0 5.8 

1970-80 1.7 3.4 

Korea 	 1960-70 16.4 32.6 

1970-80 9.0 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
 

1970-80 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 qualified
 

non-manual employees -- professionals, technical and clerical
 

(Ramos, 1984: 74). There is no indication that average real
 

wages in tertiary enployment declined in the observed period.
 

Nor did average wages in other urban activities, such as con­

struction and activities designated as "informal" decline over
 

the period (Ramos, 1984: 74; Gregory, 1986; Pfefferman and Webb,
 

1979). No large increase in marginal employment can be detected.
 

it is true, of course, that annual rates of industrial growth and 

employment in most countries of Latin America could have been ev­

en higher. Over a comparable period East Asian countries record­

ed average annual rates of industrial employment growth as high 

as 16 percent (Table 4). The main reason that Latin America's 

performance was weaker than it might have been was its trade 

orientation. Trade levels in the region fall well below pre­
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TABLE 5
 

SECTORAL PRODUCTIVITY GROWTH RATES,
 

LATIN AMERICA, 1950-1980
 

1950-E0
1950-60 1960-70 1970-80 


2.3 2.4
Primary 3.3 2.E
 

2.3 2.7
Industry 2.8 2.8 


Tertiary 1.0 2.2 2.1 1.8
 

2.9 3.0
2.9 3.1
Total 


p. 74.
Source* PREALC, 1982, Quoted in Ranos, 1984, 
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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 in­

dustry, Lave been "only a preamble to a future export stage, 

providing the learning required before reaching out for markets 

abroad" (Teitel and Thoumi, 1936, p. 486). But even if this 

proves to be correct. in the long run evidence shows that the 

short-run emplovment trade-off has been substantial in some 

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 seems to be a significant interaction betw'een import substi­

tution strategies and factor market price distortions, leading to 

high capital/output ratios and reduced demand for labor. Fin­

ally, faster growth under outward-looking strategies can lead to
 

greater employment creation (Kreuger et al., 1983; Chenery,
 

Robinson and Syrquin, 1986)
 

In other ipourtant areas, such as gross domestic investment,
 

Latin America fits the "normal" pattern. For the region as a
 

whole, investment 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 deve2­

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 GDP.
 

in sum, Latin Anerica as a region achieved a rapid shift cf
 

labor from acriculture to industry and services in the three Sec­

ades after 9C. This structural transformation was fosterei by
 

a population explosion in the 1950s and t'' rapid growth of na­

tional product. Growth in industrial and tertiary value added
 

was larce enough to absorb urban population growth averaging 4
 

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 !9S0 re­

inforces this observation: during the economic crisis that af­

flicted the region in 1981-83, when per capita GNP fell for three
 

consecutive years for the first time since the i930s, unemploy­

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

6. The Problem of Structural Heterogeneity
 

That Latin America as a region absorbed much greater amounts
 

of labor in industry than is acknowledged by many observers, par­
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informal sector enthusiasts, does not mean that it

ticularly the 


Despite the positive trend, there
had no employment problems. 


in some periods and in some countries. Peru, Ar­
were problems 


in "soft" employment
gentina and Chile saw significant increases 


In Chile

in the service sector during the 1970s and early 1980s. 


caused by neoconservative stabili­and Argentina the problem was 


Pc-u, L'y a severe reces­zation and liberalization policies; in 


sion in 1975-78. Several countries experienced large regional
 

imbalances and a kind of metropolization cf the labor force. But 

the most disconcerting aspect of employnt g..wth in Latin Amer­

ica has been the persistence of structural heterogeneity -- the 

con­fact that much of the urban economically active population 


often side-by-side
tinues to work in low-productivity activ i ties, 

same sector. This haswith high-productivity activities in the 


large
meant that conditions of employment have stagnated for a 


The central structur­segment of the urban work force. 5 cause of 


is in­al heterogeneity, particularly its persistence over time, 


appropriate public policy.
 

By the early 1980s estimates put urban low-productivity
 

employment in Latin America at 30 to 40 percent of the total,
 

depending on how low productivity is deftnej. This figure is
 

similar to estimates of the proportion of "informal" workers in
 

the United States and other developed countries for comparable
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historical periods (1900-1930) (Tokman, 1982). But there is a
 

difference between the employment structures of low productivity
 

activities in the two cases (Table 6). In the United States in
 

the early 1900s, "informal" employment was concentrated in ser­

vice activities. In Latin America it is equally distributed he­

tween manufacturing and services. Dualism in Latin American
 

-
manufacturing is mp-onounce ani secco to be stable over time. in 

the United States, self-ormploymcnt in manifacturing was relative­

ly small by 1900 and declined substantially over the next three 

decades.
 

Why have the self-employed in manufacturing not been incor­

porated into more modern segments of industry as growth acceler­

ated in most Latin American countries? As structural transforma­

tion of the economy proceeds and industrialization picks up
 

speed, the first type of urban employment that should shrink is
 

self-employment in manufacturing. There are two reasons for
 

this. First, modern technology (usually imported), which is the
 

engine of industrial development, should increasingly displace
 

the majority of traditional, artisanal and other low-productivity
 

methods. Second, the absorption of labor into more modern pro-­

duction should affect first those workers with training and oc­

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 

COMPARISON OF THE STRUCTURE 
OF URBAN EMPLOYMENT IN
 

(1900-1930)AND THE UNITED STATES 
AMERICA (1950-1980)LATIN 

Self-employed in
 
"Informal" c
manufactu.rin 
.
a . . Yem
Self-
work:ers
 

Latin Anerica
 

22.1
27.3
46.5
1950 21.5
28.1
44.8
1960 20.7
28.3
44.0
1970 

42.2
1980 --

United States 

7.2
34.0
50.8
1900 6.029.3
41.8
1910 4.4
26.1
34.5
1920 3.0
23.1
31.2
1930 


force. Informal workers are
 of the total labor 
a. Percenta-e 

as the sun of the self-cmployed, unremunerated
 defined 


domestic servants.
family workers, and 


the total labor force.
b. Percentagje cf 


labor force.f the rafactuirngc.)eroenta 

taken from PREALC, 1982; Toknan,
 
Portes anJ Benscn, 1984,
Source: 
 Tables A3 and A7.
Lebergott, 1964:
1982: Table 4; 
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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
 

n predicted. What
this segment of the work force would have bL> 


has occurred, therefore, is a suspension of the process of effi­

cient structural transformation in prcicct~cn.
 

Suspended structural transformation is the result of policy
 

choices which have important historical, institutional and polit­

ical antecedents. A short list of some of economic policies that
 

have shaped structural transformation in Latin American countries
 

would have to include the fCllowing:
 

--chronically overvalued exchange rates;
 

--high levels of effective protection;
 

--high taxes, combined 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 regulations on all kinds of
 

economic 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 and
 

have distorted incentives in such a way that low-productivity
 

employment becomes an efficient mode of production -- in some
 

cases, perhaps the only possible mode of operation.
 

The policy environment has been responsible 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, qov­

ernment regulations and union activities. In many countries, 

laws which provide expensive forms of insurance for contractually 

hired workers and protect them from dismissals during downturns 

in economic activity have resulted in the emeraence of two modes 

of labor utilization in both nanufacturinm aPd services -- con­

tractual and casual (Portes and Benson, 19>4). These measures 

have made employers reluctant to increase the number of contract­

ually hired workers, since this raises costs 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 is 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 employment stat.-'-, 

since many of those who are de facto erployed by modern industry 

are recorded as engaged in "informal" activities. 

This rode of labo:- utilization is fund3aentally different 

from the one recuired for efficient structural transformatcon. 

In a less distorted FIC'icy environ~cn:, clocv'rs, rCsp nin: tC 

an ot:n_,ortunities, wouldthe prevailinoz competitive pressures 

reach out tc workers and sub-contractors in more positive ways. 

The emphasis would be on findins ways tc reduce costs ann in­

crease prodct y, not on how to aet arounn policy-induced cost 

- be tra~nen to uroran 
increases an d 4stcrt ocCnS.W o:rers would 

their skills and reduce turnover, and high-quality sub­

contractors would be actively recruited ar.. proc.eiau with enuic­

rent, loans and training in quality control. These practices
 

reflect continuous pressure to improve the conditions cf e-lov­

ment as growth F-roceens.
 

Second, policy-imposed distortions have impeded technolon­

ical adoption and learning by increasing the cost of modernizing
 

and expanning firms (Nelson, Schultz and Sleighton, 1971). Com­

petitive labor markets put pressure on lagging firms to upgrade
 

their production techniques 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
 

transformation
regulations, the process of growth and structural 


can become stalled.
 

Society loses when the shift of labor to inore productive
 

is slowed down. One
uses and 	more efficient units of producton 


Ccicma:." measured the econo-mic returns to shift-ino labor
study cn 


an
from lower to higher productivity units of Droduction within 


reported increases in value
industry 	as 20 to 30 percent of the 


added per-wrker for the pyic 1951'-1965 (Nelson, Schultz ano 

Sleighton, 1971). If the benefits to be gained from shifting 

labor to higher productivity sectors by removing policy-induced 

factor markets were added in, the potential cains
distortions in 


would be even ,ore impressive.
 

As we have already noted, significant intersectoral employ-


Latin America between 1950 and 1980.
ment shifts occurred in 


to the growth of productivity
Such labor reallocation contributes 


when it improves the allocation of resources (Chenery, Robinson
 

of labor productivity by
and Syrquin, 1986). A crude measure 


sector is output per worker in the sector, relative to the aver­

age for the whole economy- (Table 7). Differences in the average
 

factor pro­product of labor reflect the faster growth of total 


ductivity in "modern" activities, as well as policy-induced
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misallocation of labor, such as the large and relatively stahle
 

self-employment in manufacturing and surplus labor in agriculture
 

and services.
 

Reallocation of labor from low-productivity sectors tc
 

higher-productivity sectors allows average productivity ir. the 

economy as a whole to grow faster than the average of the sector­

al ratels. Fetwecn !9i and 193C, such la':cr shi S accounted f" 

about 2. percent of average growth in output per wcrker in La.. 

America, a ficure similar to the average fcr uprcr riddle-income 

countries (Tablet 7). Wnen resources are ncta efficien-


ly, the resulting slack in the econory becomes a potential scurce
 

of growth. Rapid shifts ray contribute tc the acccleration cf
 

growth, but such shifts are made possible by hich rates of out put
 

growth and investment. As measured I:,, the extent cf self­

employment in 1930 (Table 6), considerable slack existed in the 

economics of Latin America, especially in Peru, Colorbia and the 

un-
Southern Cone countries. The economic crisis since 1930 has 


doubtedly increased this slack.
 

7. Implications for Policy Goals and Programs to Deal with
 

the Informal Sector
 

First, there is no getting around the fact that economic
 

growth is a decisive factor in eliminating supply-pushed, low­
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TABLE 7
 

RELATIVE PRODUCTIVITY BY SECTOR
 

Effect of reallocation
 
(Total GDP per worker = 100) on productivity growth
 

1960 19O Percent c
 
Annual growth of
 

Aaric. Ind. Serv. Agric. Ind. Serv. rate productivity 
Venezuela 17 168 132 36 164 86 0.9 42 
Urumuay 93 F9 109 69 108 105 0.1 
Chile 30 !43 117 42 141 99 0.6 8 
Argentiv:a 100 80 116 62 105 105 0.1 2 
Mexicc 29 145 220 23 125 163 1.2 32 
Costa Rica 51 i01 183 57 108 125 0.9 
Peru 34 167 178 2. 237 106 0.7 53 
panan1a 34 111 19C 28 9- 147 1.1 36 

Brazil 36 225 145 45 128 123 1.3 22 
Coobia 63 12- 147 62 110 124 0.5 24 
Nicaragua 38 123 261 48 179 132 1.0 100 
Faracuav 65 101 180 60 110 158 0. 3 ! 
Doinican Fe.40 i82 24C 45 170 137 1.4 42 
El Salvadcr 51 106 227 49 127 182 0.5 29
 

Bolivia 42 133 240 38 141 159 1.2 47
 
Honduras 53 172 231 47 150 207 0.7 48
 

Means
 
0.7 2
Latin America 46 129 172 44 137 126 


Lower rid-Y 511 227 217 40 206 154 1.2 40
 
Upper ri-Y 37 165 158 33 139 121 1.0 26
 
12 In.usra*64 1 .2 123 68 115 98 0.2 5
 

*1950 and 1976.
 

Sources: Maddison, 1980; World Bank, 1983; Syrquin, 1.987.
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productivity employment. Rapid growth in industrial value aided
 

is a lot like riding a bicycle -- the faster it goes the mor
 

stable it gets. In fast- growing economies, many problems arc
 

self-correcting -- resources are reallocated more smoothly, both
 

within and between sectors, and real wages are pulled up by the
 

general rise in the aggregate demand for labor.
 

Second, pclicy and progra7 interventions should foster a
 

more efficient structura2 transforration by stimulating econoric
 

growth and smoothing the way for effective adjustment of re­

sources to accomcoiate the crowth process. They should not per­

petuate structural heterogeneity.
 

Third, the forces that come together to create urban empicy­

ment problems are conditioned in complex ways by economy-wide de­

velopment policies and by institutional problems. The way in
 

which agriculture develops, the initial levels and pace of human
 

a
capital developrent and the effects of trade pclicies, to nane 


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 solving the problem directly
 

at the ricroeconomic 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 cgosition and the stability of such employ-rent.
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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 and transformation.
 

Fifth, with rapid urbanization and a policy regime that ben­

efits only a limited number of workers, an individual's choice cf
 

"informal" employment in industry may be rational and efficient
 

in the short run. 7n the longer run, however, substantial econ­

omic and social gains depend on the achievement cf much higher
 

more
productivity levels through the creation of efficient units
 

of production. As these units are created, labor will be dra.:n
 

into more 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 Problem
 

1. Firm Size Distribution and Economic Development
 

The size distribution of industrial enterprises is systemat­

ically related to levels of economic development. Broadly speak­

ing, there are three stages. In the first phase, household and
 

cottage-shop manufacturing predoninates, accounting for 50 to 75
 

percent of total manufacturing employment. In the second, small
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and medium workshops and factories emerge at a comparatively ran­

id rate and replacc cottage-shop manufacturing in many sectors.
 

In the third, large-scale production becomes predominant, dis­

placing the remaining cottage-shop activties and much, but not
 

all, of the workshop ann small-scale production (Anderson, 1962,
 

None of these phases, however, is distinct. Countries move grad­

ually fro7 one stare tc thc next and the rate of change is Y
 

to differ amona industria: sectors and recions cf a developinc
 

country.
 

The fcrces that drive the organization of ,anufacturi a
an ­

tivity throuch these phases and thus ultimately determine, in
 

large part, the fir. sie structure at any given tire are ex­

tremely complex. Among the most important influences are (1)
 

rises in per capita income and resultant changes in patterns of
 

domestic demand; (2) the development and adoption cf new tec­

nologies; and (3) the influence of government policy on these t.:
 

variables.
 

Increases in per capita income alter the mix of industrial
 

sector outputs demanded. Over time, there is likely to be a
 

shift toward more sophisticated products, which are most effici­

ently produced by larger firms (i.e., products for which there
 

are economies of scale in production). This causes the structure
 

of manufacturing activity to shift toward larger firms. On the
 



-50­

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 mix and the production technologies used within in­

dustries. For example, policies which distort trade patterns may
 

result in a "premature" shift of resources into industries that
 

require more complex, capital-intensive production arrange-ments.
 

The size structure of industry in this case becom-s more skewed
 

towards large firms as production shifts to products that requ:re
 

capital-intensive techniques and longer production runs. Finan­

cial policies can have a similar impact. Controlled inter-est
 

rates and credit rationing generally discriminate against small
 

firms, prmoting larger firm size in 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 employed 

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 for a
 



-51­

number of other countries show definite skewness toward larac en­

terprises in Latin America, much like the manufacturing sectcr
 

of advanced industrial countries (the United States, United Kino­

dom, West Germany). In the advanced industrial countries cottac
 

and small firms have, over time, been incorporated into the mod­

ern ir:,nufacturino sector; in Latin America, rranufacturirn rerains
 

highly dualist, with a pronounced distinction between 1aroc ,
 

capital-intensive contInuous-process manufacturinc establish­

ments, on the one hand, and small-scale, job-shot establishrents
 

using traditional technology, on the other. Changes in industri­

al structure have occurred, but the household and cottage sector
 

remains large.
 

Government policy affects the evolution of firm-size distri­

bution in the industrial sector in two main ways: by impeding the
 

entry of new firms to the upper reaches of the size distribution
 

and by creatng a "growth trap" which helps to keep small firms
 

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 into the middle size range and the creation of new medium­

size firms.
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2. Economic 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 pro-ressive small and medium enterprises, it
 

does not follow that indiscriminate promotion of small and medium
 

firms should be a pclicy goal. Rather, by formulating a policy
 

regime which encourages Frogressive small and medium enterprises
 

to participate in efficient industrial growth a country can
 

a setting conducive to growth and development but
create not only 


also positive externalities that make the economy more resilient,
 

vital and equitable. Policy should not seek to establish more
 

small and medium firms. Instead, it should try to build up a
 

sizeable group of pogressive small and medium enterprises
 

("firms with a strategy") that are competitive and innovative at
 

home and abroad. Such firms can help to spark higher rates of
 

a more equitable income distribution.
economic growth and foster 


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
 

a single commodity to influ­countries export or import enough of 
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In domestic markets, however, a combinaticn
ence market price. 


of various forms of trade protection and policies which lirit
 

entry or promote excessive size and industrial concentration can 

severely reduc,: conpetition. Several Latin American countries 

provide examples of what can happen to industry when it. is heav­

ily protected fron international competition and government poli­

cies limit competition in domestic markets.
 

Taiwan and South Korea furnish instructive contrasts to the 

Latin American situaticn. In Taiwan, the conditions of competi­

tion and proper functioning of markets are better fulfilled than
 

in most other private enterprise economies. The presence of many
 

small and rediur firms in the domestic market and only limiteo
 

protection from foreign competition foster innovativeness and
 

fail
rapidly rising productivity. Firms that to reduce costs to
 

New technologies and innova­competitive levels do not survive. 


sector spread quickly to others. K"orea,
tions in one industry or 


large firms and more state interven­more
on the other hand, has 


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 policies
 

that reward only those forms which perform. In this fashion, it
 

the fastest growing in the
has made its industrial sector one of 


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 dynamic economies, but it follows policies
 

which produce rapid economic orowth. 

Adjusting to economic shocks. When industrial firms become 

too large, the resilience of the economy declines. Small and me­

dium fir.s rendcer the always painful adaption of the econmy tc 

changino circumstances a little rcre bearable. Larce firms often 

resist cuttino down their operations, thereby prolonging the 

agony but not cbviatingo the necessity of change. When domestic 

and international shocks hit, major changes in the pattern and 

scale cf manufacturi ro'cticn are called for; s-all average 

firm size facilitates the process of adjustment. 

Fle-xibilitv to acart tc capricious international markets. 

Industrial growth and participation in international markets re­

quires prozresslve small and medium firms flexible enouch to res­

pond to the changes in prices, tastes and changes in technology
 

that occur so frequently. This is true even in those developed
 

countries which have had success in export markets in recent
 

years, such as West Germany.
 

E2p-1oment and income distribution. It is often argued
 

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

more employment than large enterprises. For this to offer
 



-55­

policy-makers opportunities to increase productive employnent, 

small enterprises in important industries rust not only be mor 

use
labor-intensive than larac, enterprises but must also 

resources as efficiently as the large firms-. 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. If, on thrc cther hand, small and medium fIrr s c: 

not turn out to be clearl rc I a bc r-i n Ien , even. the e7r1cy­

rent araument for preferential poI icies and procrams disapc.. 

In any case, recent surveys of na-rrowly defined industries 

in India, Colombia, the Philippines and elsewhere suggest that 

the notion that small manufacturing enterprises are rore effici­

ent users of resources than large enterprises has no general 

validity, from, either a technical or a social print of vie-: 

(Little, Mazundar and Pace, 1987; Cortes, Berry and Ishaq, 19C7) 

on the other hand, were found to be theNediun-size enterprises, 

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 aong fir size classes within industries that dc 

exist are dwarfed Lv differences among industries. This implies 

that, for manufacturing as a whole, small and very small firms 

are labor-intensive because labor-intensive industries have a 

relatively high proportion of small enterprises. That is, small 

enterprises are labor-intensive because th%' are usually found in 

labcr-intensive industries, not because they are always and 

everywhere labor-intensive. This conclusion points to the impor­

tance of a country's pattern of industrial output for both the 

existence and factor intensity of small enterprises. 

What does all of this ultimately say about. small and medium 

enterprises and employment? In essence, the studies show that 

indisorivinate promotion of small and medium and enterprise is 

not the solution to the employment problem in developing coun­

tries. There are at least two reasons. First, programs and 

policies that target small-scale enterprises indiscriminately may 

achieve short-term employment gains at the expense of longer-run 

efficiency and even greater potential employment benefits. Sec­

ond, expanding employment is not the only relevent policy goal.
 

The conditions of employment are equally important. Creating
 

more 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 of development, not its presence.
 

Policies and prograns aimed at promoting efficient industri­

al growth and an industrial structure with a progressive "middle"
 

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


the output-epioyrent trade-off. First, such firms are likely tc
 

be both efficient and relatively labor-intensive. Second, their 

growth fostc-ro an efficaen-, t industriar evelop7<r.t poe-- t. 

will yield many hach-productivity jobs over the longer run. 

investment incentives an regional p'cicieE
Trade liberalization, 


that enccurace the participation of progressive snall firms twist
 

the pattern of industrial output in the direction of corparative
 

advantage and induce technology choices more in line with local 

resource endowre nts. 

A policy environment which supports the entry and expansion 

of progressive smaller firm: .'ould sirilarly worl: to enhance the 

conditions of employment 'inseveral ways. 

First, the locomotive driving manufacturing growth and 

structural transformation in developing countries is the process 

learning. Unlike the earliest industrializingof technolocical 


countries of the 18th and 19th centuries, in which invention
 

sparked industrialization, 20th century industrializers acquire
 

technological competence by importing foreign technologies,
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as they
 
adapting them to local conditions 

and learning by doing 


Within a given
 
move through the international 

product cycle. 


firms and entrepreneurs differ 
greatly in
 

country industries, 


their ability to acquire necessary 
technological capability and
 

consider-

Thus at any particular time there 

is 

new technologies. 


the vintage of tech­
able variation amon; firms with 

respect to 


The ability to acquire technological 
capability is
 

nology used. 


resource development
the level of human 

not just a function cf 


is also influenced by the invest­
(education and experience) but 


Further, imperfections in
 
ment climate and the policy regime. 


domestic factor markets, either 
policy-induced or other, tend 

to
 

slow down the acquisition of 
technological capability by raising
 

firm expansion.
the cost of 


A lag in the acquisition and diffusion 
of technology means
 

growth and either stagnating 
or deteriorating
 

slower industrial 


(constant or falling value added 
per
 

conditions of employment 


It also
of labor force growth.
the rate
worker), depending on 


on inefficient pro­
means that there is less survival pressure 


shift in the composition
 
ducers to modernize and thus a 

slower 


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

scale
 
er ones in some industries) have the necessary 

economies of 
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in production techniques and export marketing to develop a compe­

titive advantace in various products in world markets. In ccun­

tries like Taiwan and South Korea, the rapid growth of rela­

tively labor-intensive exports emanating fror these firms pulled
 

labor fror less productive uses into higher-productivity jobs.
 

Finall', a! thesc factors should have beneficial imrlica­

tions for t distrb t on-,of incon . It cLr. bc argued trat a 

strateoy to, rero'e the barriers to participation of progressive 

small and medium, firms can result in growth with equity. 
Entrerreneurshil learninc-bv-dons and deronstraticn ef­

fects. Increased participation of small and medi.u firms wil 

mean that more individuals can develop and utilize their entre­

preneurial talents. In countries which export supply trained and
 

skilled workers through eriaration, morp of the available talent
 

pool will be retained at home.
 

The existence of a large group of progressive small and med­

ium firms can have a powerful demonstration effect for the rest
 

of "the economy. Innovations introduced by the most progressive
 

firms spread in time to the less progressive. In addition, en­

trepreneurs learn from the success of others. The participation
 

can
of progressive small and medium firms in economic growth 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 fro: the up-and-coming progressive small and medium
 

firms and, in some cases, also protect the small, thereby helping
 

to keep the- small and unprogressive.
 

The policies which protect large firms are well known and
 

need only be referred to briefly here. Trade policy (tariffs and
 

quantitative restrictions) is the worst offender. Other pervas­

ive policy biases in favor of large fir..s include the structure
 

of investment incentives, minimum waqe laws (which induce firms
 

to substitute capital for labor) and overvalued exchange rates
 

(which reduce the cost of capital below its social opportunity
 

cost for firrs able to obtain rationed foreign 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 to
 

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 rid­

dle" more commonly, however, polic\, promotes this outcom.e 

without intending to do so. A "small firrm growth trap" is cre­

ated by policies which impose, in effect, very high marginal tax 

rates on small firm growth. An example of this phenomenon was
 

pay. If, hypothetically, a small 

provided by EEPA work in the Philippines (Biggs ell a , 19F7). 

That country has a minimum waqe law, which most small fr.s 

evade, and sales anJ profits taxes, which they commonly dc nct 

firm pays profits tax but its 

wages are 20 percent below the minimum wage and it evades sales
 

tax, it (an grow into the size range in which it must start
 

paying sales tax and comply with minimum wage regulations only hv 

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 ex­

panding.. This example assumes that the firm already pays profits 

tax on its net income. If it was initially evading profits tax 

but had to pay a larger share of the tax as it grew larger, the 

tax rate would be higher still. Besides the
effective marginal 


tax and minimum wage regulations, there are other regulations
 

which small firms can often ignore or "negotiate," but which be­

come more effectively binding as the firm grows larger. Taking
 

all these factors into account, the marginal tax on fir- 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 taxation, unevenly en­

forced, encourages firms to operate "underqroudj" 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 firm expan­

sion. Third, minimum wage laws, if enforced, are highly distcr­

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 their
 

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 formulated a more or less coherent strategy for achieving
 

this objective. The progressive entrepreneur places a high pri­

ority on technically efficient production and looks for ways to
 

reduce unit costs and improve product quality. Most fundamen­

tally, the progressive firm tries to anticipate changes in its
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environment and adapt to them, predicting and planning for changc
 

rather than waitinc for changes to occur, then reacting defen­

sively and possibly being left behind by the ongoing process of
 

changing markets an- tecnnclogies.
 

Progressive small and medium firms have already achieved a
 

degree of nanageria1 competence and are less likely to benefit
 

from govern7.ent assistance in tns area than fro7. policy and pro­

grar. interventions whicn enable the- to overcomc obstacles in the 

exi.ernal environnent. Such obstacles, and opportunities for 

overcoming the-, must be identified on a country-by-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 medium enterprises play a significant role. In the ab­

sence of an appropriate policy environment, government programs
 

likely to waste scarce resources and accomplish little. When
are 


the policies are right, however, 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 transitio. neriod in which these ad­

justments are made may be lengthy. Although price incentives and
 

the workinos of the market are the driving force behind an effi­

cient adjustnent press, appropriate institutions are needed,
 

and these may nct exist or function effectively. In such cases, 

selective gore interventions may ease the adjustment pro­

cess. Exaples ccus d include assistance in export marketing, fi­

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 or under­

supplies. When not all the social returns to specific economic
 

activities can be captured by firms or entrepreneurs, socially
 

sub-optimal 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 quan-tities
 

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

The high cost cf learning about such markets may deter firms frc7
 

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 program intervention.
 

Another way that markets may fail to carry out society's
 

will is in achieving an equitable distribution.of economic bene­

fits. Particular groups may feel passed over in the process cf
 

economic arcwth. The government may want to address this proble7
 

by helping these groups to participate more fully in the growth
 

process or, if that is not possible for one reason or another, to
 

a share of the gains from economic progress tc tho
redistribute 


less fortunate. The risk here is that governments may sacrifice
 

too much economic growth for greater equity. If the economic pie
 

does not grow, in the end there is not much to redistribute tc
 

focus on programs
those in need. A way to avoid this trap is to 


that promote equitable growth. This is what our proposals see):
 

to achieve.
 

III. THE POLITICAL ECONOMY OF POLICY CHANGE
 

Altering existing patterns of industrial development often
 

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 is often required is "a new policy
 

package, a revamp of basic incentive schemes, and often a trade­

off between favored and lesF favored sectors..." (Cheng, 1986:
 

3). Achieving significant change in national development strat­

egies is no easy task. Such reforms impinge on important econ­

omic and bureaucratic interests, change the distribution of
 

resources in society and alter access to the benefits of public
 

policy. Policvm:Kers who decide the direction and scope of pun­

lic activities in developing countries weigh the often urgent and
 

well-articulateJ eccnm:7c advice they receive from international
 

agencies anJ their own technical corps against pressing concerns
 

about political stability and bureaucratic compliance. Often the
 

political impediments to reform weigh more heavily with decisicn
 

makers than the potential economic benefits.
 

Impediments 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 in
 

the 1950s and 1960s, planners and policy makers assumed majcr
 

roles in defining development goals, setting the agenda for in­

dustrialization, providing incentives for domestic 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 industrializaion met with considerable response, an:
 

strong for a decac_
growth rates in the nanufa:turing sector were 


Over the longer terr, how­or more (see Hirschman, 1968; 1986). 


ever, these policies often encouraged inefficient industries,
 

discouraged savings and investment and led to stifling bureau­

a consensus has eneraed amonc
cratic controls. In recent years, 

manvd c c:: " that e>:chanoc rates, interes- rates, 

sector/public sectortrade structures, 'ace pclicies and private 

industrializa­relationships introduced in the past to encouraae 

now need to be aJusted if ranid econonic orowth is tction 


resure.
 

sa-eAdvocates of refor: now call on governments to take the 

leadership role in introducing policy reforms that they tool: 20,
 

30, 40 or 50 years ago. Yet governments appear to be less able
 

to assume this role now than in the past, despite often greatly
 

analysis and advice. Today, constraints oniproved information, 

industrial development are usually
altering existing patterns of 


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


the need of government to accomodate interests whose support
 

essential to the maintenance of political stability and the te­

sistance of bureaucracies that have become accustomed to wi 
idinQ
 

Moreover, many influential pec. ,
extensive regulatory powers. 


(not least in Latin America) firmly favoi

in developing countries 
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state-led development and find calls for liber-alization and
 

deregulation much less attractive than the earlier emphasis on
 

state-building (Lancaster, 1986: 10; Nelson, 1984: 788).
 

In many cases, past development policies have created inter­

est groups which now fight for perpetuation of their favored
 

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

Equal ly significant is the creat ion of extensave bureaucratic 

acencies to promote development. In timre, mct5 develop clien­

teles, regulatory power and patronac- i apcnsing claims that they 

are loathe to see diminished throucgh reform. Such interest 

groups are often able to block reforrs aimed at undoing the harm­

ful consemuences of the very policies 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 reist change, there have been many cases of successful
 

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 tl-r introduction of significant policy change:
 

ann
and are characterized by distinct ways of managing political 


bureaucratic constraints. Three of these merit brief mention
 

here: regime change, authoritarian control and political "engin­

eering.1" 
Recife chance -- through a military coup, revolution or ne­

a -- through--• 

gotiated regire transiticn -- is a powerful facilitator cf p:i
 

chance. A recirc chanc introduces ne "rulcE- cf the gar-," fcr 

political dec- sion rakinc and the representaticn of interests. 

New coalitions of interests acquire power ann may be able tc dr-

New leadersinish the influence of entrenched economic groups. 


are often accorded lecitiracy or forbearance to change forrer be­

the old regime have lost support and credibil­cause leaders of 


occur
ity. Space for reforn is created because regime cl anges in
 

a context of political and economic crisis; pre-existing policies
 

are often held responsible
and the governnents that pursued them 


for creating such crises (see Nelson, 1984). During the early
 

new regimes, technical advisors and international lend­months of 


ing or donor agencies often have considerable scope for influenc­

ing decision makers who are searching for solutions to severe
 

new regime is dominated by
economic problems. Moreover, when the 


the military, considerable potential for repressing opposition
 

can be called upon. Bureaucratic opposition to change is often
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overcome through key personnel changes and through the greater
 

centralization of authority that frequently accompanies regime
 

changes.
 

Some of the most notable instances of policy change in de­

veloping countries nave resulted from regime changes. Examples 

include the military coup in Korea in 1961, which initiated rapid 

export-oriented industrialization (Cole and Lyman, 1971; Cheng, 

1986) ; a military ccu in Bra-I in 1964, which increased the 

economxy's nternlt2Cch co-petitiveness; the inposition of hic hy
 

repressive ilitary regimes in Argentina, Chile and Uruguay in
 

the 1970s, which permitted major experiments in trade liberaliza­

tion; and the coup in Nigeria in 1983, which made it possible 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 politically unstable
 

countries indicates that reqime change does not always result in
 

the imposition of effective government or better policies (see
 

DeCalo, 197C). Third, these significant political events can be
 

accompanied b1y repressic.n of political opposition and abuse of
 

human anc civil righ-s. For these and other reasons, waiting fcr
 

regires to chansc o: order t.c irtroducc pclicy reforms is usually 

not an efficient stratecy fcr bringing about changes in irportant 

policies fcr industrial development. 

Authcr rianCcntrcl. Authcritarian qovernnents are cften 

credited with creat capacity to introduce -- indeed, impose -­

significant fclicy changes in developing countries. Such Qcvern­

ments are thought to be hierarchical, centralized and character­

ized tv consider-able consensus about the "correct" strategy of
 

development. In such regimes, technocratic elites often have e:­

tensive access to decision 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 and
 

society (see especially O'Donnell, 1973). In such cases, the
 

power of the authoritarian state can be enlisted to repress or
 

dominate entrenched political and bureaucratic interests opposed
 

to policy reform. Bureaucracies often become less susceptible to
 

clientistic claims because popular support is less critical to
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it is to more democratic systems in
authoritarian regimes than 


which leaders can be voted out of office.
 

au-
Empirical support for the frequently cited link between 


thoritarianism and radical departures in public policy is mixed,
 

however. Examples fro. Latin America, India, Korea, Indonesia
 

and Guinea show that authoritarianism can lead to significant
 

policy change, Lut arv regimes have been described as weak 

authcri ia-an systens, ncapcatie of exerting effective power cver 

society or economy (sec Cahlaghy, 1986; Migda!, 1987; Jackson and 

Rosberg, 192C; Lancaster, 1986; Haggard, 1985). Stronger author­

itarian governments, such as those in Latin America, are prone to 

crises of legitimacy and susceptible to revolution and other
 

pressures for regime transition (see O'Donnell, 1979). These
 

on closed decision making and repression of opposi­regimes rely 


inhibit the capacity to acquire information
tion, both of which 


or
and feedback on the impact of their policies on the economy 


society. Thus, even when such governments appear efficient in
 

success may be short-lived because cf
introducing change, their 


longer-term problems 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 enineerinq" 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. Such
 

situations are characterized by the active leadership of policy
 

makers, politicians and reforn advocates in creating a coaliticn
 

of support for policy change anJ managing opposition to refor7.
 

Through such efforts, policy-makers and refor7. advocates try to
 

lessen societal and bureaucratic resistance. In many cases,
 

pClitical leadershi' has becn effectivc in solectin7c stratec ies 

andaaics that ratigate conflict (see, for exarple, Ascher, 

1984). Groups of reform advocates can also attempt to influence 

policy makers and political leaders throuch rohilizat ion ci cc­

cerned citizens, such as the efforts of the Institute of Freed= 

and Derocracy in Peru. A -rding to an advocate of this ar­

proach, "the route to reform lies in opening up the syster, of de­

cision malkina to all" (de Soto, 1987: 19). The objective of this
 

kind of political engineering is to convince decision makers cf
 

the political rationality of responding to public demand raM-inc
 

and participation. In Taiwan, for example, political engin­

eering through bargaining and persuasion lay behind a shift to
 

export-oriented industrialization between 1958 and 1961 (see
 

Cheng, 1986: 22).
 

Political 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
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ing, regime changes or imposing authoritarian rule. In 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. In dealing with 

bureaucratic resistance, the use of strategies to alter existing 

incentive structures is importarnt. Fcr political engineering tc 

are made and
be effective, however, knowledge about how decisions 


implerented in developing countries is essential. The policy
 

process reveals much abcut how entrenched pclitical and bureau­

cratic interests wield rower over policy choices and how they ex­

press their 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 recognition of the disruptive capacities of organized 

groups or eocmoic jr.=crests, the implicit power of foreign in­

terests and private "deals" struck in informal encounters with 

political leaders often loo. large in explaining the political 

rationale for policy choices. in contrast to the active and in­

fluentia. nature of infor,a] pressures, large-scale organized in­

terest grop aL-ivii';, is often clusivc aT deveIoninc countraes. 

-- peasants and acw-skiliedLarc pzsrtic:n cf the pqu atacn 

workers, fcr instance -- are generally not organizes for sus­

tained poi- Ical activit and many" authoritarian regimes discour­

age forral interest grout cr party activity. In sore cases, 

elite interest groups ray be well organized and vociferous hu: 

wield their real political influence behind the scenes in in­

formal interactions with goovernrent leaders. 

Policynakers 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 nature of governmental author­

ity is lacking (see Yligdal, 1987). As a consequence, many policy
 

reached because of their symbolic importance for
decisions are 


maintaining the regime in power -- nationalist gestures and na­

tional security neasures 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. Similar>y, ary policies are not adopted because they
 

threaten major confrontations or the overthrow of a fragile re­

gime, or because they irply tine horizons that are unacceptable 

to politicians primarily concerned about the shorter-tern goal cf 

maintaining powEr. Thus, policy making often "becones a balanc­

ing act rather than a search for optima; a process of conflict
 

resolution in which social tranouility and the raintenance of
 

power is a basic concern rather than the maximization of the rate
 

of growth or some such" (Killick, 1976: 176).
 

Because policy making tends to be 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 of policy
 

implementation ray 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 considerable "slippage" be­

tween the stated policy and what actually happens, may help hcl
 

a tenuous regime together. Accoiding to Migdal, "[t]he state has
 

become...the grand arena of accomodation" in many countries,
 

whose "local and reg-ional strongnen, politicians and implement­

ers accomodate one another in a web of political, economic an
 

social exchanges" and where "it he local stat:ility that strongmen
 

can guarantee...is critica: to the overall stahility of the
 

regime" (Migdal, 19E7: 427).
 

These characteristics of the policy process in many develwT­

ing countries -- closed decision-making processes, the importanzc
 

of inforral influences, sensitivity tc regime vulnerability ana
 

slippage in policy implementation -- affect the capacity to in­

troduce ant sustain policy changes. For most reform initiatives,
 

conflict over policy content is inevitable. The identity of
 

those engaged in these conflicts will vary, of 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 sequences 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 opponents of reform have to influence the decision-making
 

exert pressure to alter policies they oppose. For
process and 


policies that affect the structure of industrial development -­

exchange rate, trade, financial systems and investment incentive
 

policies, tor example -- critical arenas for conflict can be
 

anticipated on the basis of such criteria.
 

In the case of exchange rate policy reform, conflict is
 

likely to be centered on a small group of officials who deter:­

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 agre2 to and will involve con­

siderable 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 reforn
 

because, once agreed to, it requires 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 contemplating exchange rate
 

reforms are likely to be concerned principally about issues re­

lated to maintaining political stability and these concerns will
 

be criteria for assessing the questions of whether, when and how
 

such a pclicy chanac is nad:.
 

Introducing significant reforms in trade policy, particu­

larly by aiterinu tariff structures, will generate both political
 

and bureaucratic opposition. Critical arenas for conflict are
 

likely to be centered in the ministries and aaencies respcnsibe
 

for deter-Minina 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
 

organize when reform 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 exemptions, apply rules, set rates and expedite
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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 and deregulate trade. 

Policy reform advocates should therefore anticipate an ongoing 

set of tasks to monitor bureaucratic performance and ensure that 

a aextensive slippage does not occur between decision to make 

change and the accomplishment of the inzent 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 im­

pacts on industrial growth and critically affect broad sectors of
 

the population. To the e>:tent that those who benefit from 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 decisiuns are made and to focus on
 

the high-level decision makers. Bureaucratic oppo-sition to
 

to
changes that affect discretionary power to allocate credit or 


apply tax regulations may also be strong. As in the case of
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trade policy reform, 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-ma'King elites that the reforms are
 

essential for economic development and feasible within a partic,­

lar political and administrative context and to continue to over­

see a process of implementation in which consid-erable resistance
 

and slippage is likely.
 

A much easier situation is encountered in efforts to intrc­

duce investment incentives. Generally, such incentives do not 

threaten the position of current beneficiaries of industrial dc­

velopment pclicies but merely add new groups to those receivinc 

special attention from the government. Such policy changes nay 

be embraced by political leaders concerned about ensuring that 

their regime has broader political support and to reward new 

coalition allies. Moreover, bureaucratic compliance 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. A 

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 in
 

the case of financial policy reform.
 

Political and bureaucratic opposition to reform initiatives
 

will of course differ from country to country, depending on the
 

are
degree and type of opposition to government policies tnat 


permitted, the extent to which interests are effectively organ­

ized, the bargains struck among conflicting interests, the dis­

tributional impact of changes an] the capacity to engineer out­

comes that both permit significant reforms and contain conflict
 

at levels that do not threaten the viability of the reform or the
 

It should be clear, however, that the
stability of the regime. 


conflictful nature of industrial policy reform means that "per­

suasion of government officials will not be sufficient to ensure
 

the adoption and sustainability of reforms. Relationships of
 

political power and influence among affected groups must also be
 

reforms are to be effective and maintained" (Lan­considered if 


caster, 1986: 21).
 

IV. CONCLUSION
 

This essay has dealt only obliquely with the informal sector
 

as such. We have treated the phenomena which some devolopment
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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 Dy ill-advised government policies.
 

We have focused directly on what we see as the main issues.
 

Urbon dualisr has labor market and enterprise aspects. In
 

less develoe' countries, most people work for low wages (in
 

smal cr larc¢e enterprises) or arc- self-emipcved at low rates cf
 

return, while a fe-, are paid ruch better wageE b, larger enter­

prises or the covernrent. This dualism has lonc been observed
 

and analyze- by econcoic theorists (Lewis, 1954; Fei and Ranis,
 

19EC). cure dualism development.1964; Joraenscn, e,,- for is As 

the enpir'cal economists have sh.. n, dualism disappears as 

economies arc-< and generate sufficient demand for unskilled labor 

Chen­(Kuznets, 1965; Kuznets, 19 ,6; Chenery and Syrquin, 1975; 


ery, 1979). In high-income countries, most people work for large
 

enterprises, where their labor is sufficiently productive for
 

them to be paid a substantial wage or salary./ Although many 

small enterprises survive in rich countries, most of them air
 

only at providing a livelihood for their proprietor and his/her
 

to do this, going out of existence after a
family; many fail even 


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 economy.
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Given all this, our proposal is merely the obvious one that
 

governments in less developed countries concentrate on achieving
 

economic 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 to play, and it is worth ensuring that the policy en­

vironment permits them to play it. Moreover, the policy envi­

ronment which supports the gr of progressive small and medium
 

enterprises is desirablc on other grounds, since it happens to be
 

one which is also conducive to efficient industrial growth and
 

structural transformat icn.
 

Unfortunately, many developing countries have already com­

mitted themselves to other 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 examined 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 then on vaque grounds that they are not "modern." There
 

is indeed economic potential in this sector, and more of it 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 econonic developrent, very snall enter­

prises aze, to put it bluntly, of little interest. Fe"
 

will grow; most represen: the survival strategies of
 

very poor people. Despite the currently popular rhetor­

ic, efforts to assist them are more in the nature of
 

livelihood assistance than of development policy. More
 

significant development efforts are those which focus on
 

achieving structural change and promoting the participa­

tion of progressive snail and medium firms in that,
 

process.
 

(2) 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
 

special class
the informal sector is weak and based on 


and bureaucratic interests.
 

(3) Programs to go further and actively assist informal
 

fundament­economic activities fa:KY many obstacles, most 

ally the high transactio. cost involved in any activity 

forced to deal with numerous small-scale clients. The 

best programs are those w.hich improve the workings of 

market -- for exa yle, credit programs providingthe 

small sums of working c-:ital on commercial principles 

modified to fit the circumstances of small producers 

(see, for example, Patten and Snodgrass, 1987). 
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I Respectively, Research Associate, Research Associate and Ir.­

stitute Fellow, Harvard Institute for International Developrent. 

This paper was written under the - Lces of the Employmen: ano 

-Enterprise iclcv Analysis Projc ,which is sp sored vt 

Erplo nt. a nrpri...se Deve] o::ent Division, Office of Pur a­

and Irs tutional Develcprent, Ereau of Science and Technoloc';, 

United States Acency for Intern,-zional Developr.,ent (Grant 1o. 

DAN-542(C-CC-419E-O) The views and interpretations in this 

paper are those of the authors a:-_ should not be attributed tc 

the Agency fcr International Deelopment or any indivdual acting 

on its behalf. We tinank Jerry Jenkins, Jack Powelson and Boh 

Young for corrnents on an earlier draft while exonerating the7. of 

any responsibility for the present version.
 

2 Some "informal" activities in developing countries exhibit
 

high productivity (e.g., self-erployed professionals), but these
 

generally represent a small proportion of the total. Many others
 

provide returns higher than the wages that are paid to unskilled
 

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.
 

Chenery, Robinson and
3 Based on Chenery and Syrquin (1975), 
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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 estimaLte rrom samples of up to 103 countries for
 

the period 1950-83. Average deviations from predicted values for
 

selected indicators (trade and final demand, employment and ur­

banization, value added) appear in Table 1.
 

4 A proble7 arises because the economically active non­

agricultural population at the beginning of the period (1950) was
 

twice as large as the labor force in industry. Growth at the
 

same percentage rate (4.1 percent) from these different bases
 

meant that absolute increases in modern industrial employment
 

fell considerably below absolute annual increments in the econom­

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 developea
 

on this point published by thc
countries, it is worth citing data 


OECD (OECD, 1985: 65). In seven OECD member countries for which
 

data on erployment by enterprise size in the entire private sec­

tor were available, the employment shares of large enterprises
 

(500 employees or more) ranged from 27 percent in Japan to %
 

percent in Sweden. Medium (100-499 employees) and large enter­

prises together accounted for more than half those employed in
 

the private sector in all countries except Japan, where the fi:­

ure was 44 percent. In the manufacturing sector the predominance
 

of mediu. large enterprises was even greater. Large enterprises
 

accounted for 33 percent (Japan) to 71 percent (the United
 

percent or more of manufacturing sector employment 


States) of total employment in the 15 countries for which data 

were available. Medium and larce enterprises togther made up CC 

in all these 

developed countries except Japan, where the figure was 53 per­

cent. In the service sector, large enterprises generally
 

represented 25-30 percent of total employment.
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