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PREFACE
 

The International Center for Economic Growth is pleased to publish 
EnterpriseScole, Economic Policy, and Development a.i the fifty-sec­
ond in our series of Occasional Papers, which feature reflections on 
broad policy issues by noted scholas and policy makers. 

In this paper Robert C. Young discusses evidence on the role and 
efficiency of the small-scale business sector. Small-scale enterprises, or 
SSEs, are most efficient in traditional, labor-intensive industries in less 
industrialized countries, where they provide essential, although often 
small, incomes for the poor. As nations industrialize, medium- and 
large-scale enterprises generally become more efficient. In some cases, 
however, small firms retain efficiency, despite agricultural, financial, 
and trade policies that are biased against them. Such biases may even 
offset the positive effects of direct credit or technical support to small 
businesses. 

Young explains how government policies frequently direct re­
sources prematurely into large-scale manufacturing, shortcutting the 
gradual evolution of firms from small to medium sizes (and perhaps 
eventually to large). This creates a "missing middle," or a shortage of 
modern, complex, and efficient mid-scal': husinesses, which would also 
provide a more politically stable industrial structure. 

The author points out the dramatic contrast between the success 
stories of Taiwan and South Korea. Taiwan is distinguished by its small­
and medium-scale enterprises, while conglomerates predominate in 
South Korea. Big compinies enjoy the obvious advantages of scale and 
easier .,1ccess to credit, technology, markets, expertise, and foreign 
exchange. Small-scale enterprises, however, have worked well not only 



for Taiwan but for Japan and Hong Kong and are critical to the survival 
and development of the less-industrialized world. 

The author concludes that small and medium enterprises should be 
encouraged as a complement to large industry by removing undue policy 
constraints and biases. He recommends that policy reform leading to an 
optimum mix of businesses of different sizes be pursued through col­
laboration among donor country, host country, and the public, private, 
and academic sectors, as well as labor groups and nongovernment 
organizations. 

Robert Young has studied micro, small, and informal enterprise 
issues for more than twenty years. Young's synthesis of material on 
small-scale enterprises, drawn largely from the Employment and En­
terprise Policy Analysis Project of the United States Agency for Inter­
national Development, as well as other sources, will prove a valuable 
resource to those exploring the role of scale in economic development. 

Nicolis Ardito-Barletta 

General Director 
International Center for Economic Growth 

Panama City, Panama 
March 1994 
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Overview 

In the process of industrial transformation, medium- and large-scale 
enterprises are often more efficient than the small. This is particularly 
true in more advanced stages of development and in sectors with 
complex and indivisible technologies. Yet, in both less- and more­
industrialized countries, there are important and complementary link­
ages between small and larger firms. 

Because of both their employment and productivity, small enter­
prises are vital to development. While small is not always beautiful, 
small firms are often more efficient in total resource use than the larger 
ones, most notably in sectors where the small predominate. Moreover, 
small enterprises are often efficient despite policies that are biased 
against them, particularly agricultural, financial, and trade policies. 
Such biases often limit the small firms' viability, growth into larger 
enterprises, and contributions to national income. 

There are no policy panaceas. Nevertheless, substantial evidence is 
examined and importalt patterns do appear. Incountries with the lowest 
incomes and untapped agricultural potential, reform of agricultural 
policies often must receive top billing, due to the policies' potential 
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impacts on macroeconomic efficiency, economic growth, and small 
enterprises. Where incomes are above $500 per capita, other trade and 
industrial policies become increasingly important. Additional policy 
guidelines are discussed, including those for a small- and medium-scale 
emphasis. a conglomerate emphasis, the soft state, and Africa. 

Policy reforms conducive to more-efficient small enterprises, to a 
more dynamic industrial structure, and to broad-based economic growth 
are outlined and should be pursued through donor, host country, and 
public, private, labor, NGO/PVO, and academic sector collaboration. 

Industrial Trar.sformation and Small Enterprise 

Rapid growth with considerable equity is possible with a large-enter­
prise emphasis, as dramatically illustrated by South Korea. Large firms 
humble the small in appearance, are impressive political symbols, and 
dramatically demonstrate apparent benefits of large enterprises as the 
means to growth. Bigger enterprises have relatively more access to the 
credit, technology, markets, and expertise needed for development. 
Moreover, large firms have the advantage of economies of scale and an 
impressive potential ability to earn precious foreign exchange. Whether 
they always use their impressive resources more efficiently in devel­
oping economies is another matter. 

Although small-scale enterprises (SSEs) are not universally ac­
claimed, in the less-industrialized world's struggle for survival and 
development, SSEs are critical. As many as a billion or so v,-ry poor 
workers may own or work in such firms.' In the words of an Interna­
tional Labor Organization report from the late 1970s: 

for the greater part of the poverty group the small enterprise is the 
only activity in which they can usefully hope to be engaged, 
particularly in the immediate future.2 

Small enterprises have been widely assumed to offer significant de­
velopment potential. The small-scale sector played an important role in 
classic development success stories-for example, Japan, Taiwan, and 
Hong Kong-and, incidentally, continues to be important in developed 
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economies. 3 As stated in a popular development economics text, it was 

hoped that SSEs would "generate more employment, permit greater 

decentralization, promote income equalization, and mobilize latent en­
4 

trepreneurs." 
This paper reviews important evidence on the role of the small-scale 

sector, its relative efficiency and interactions with the larger-scale en­

terprises, and policy biases inhibiting the development and efficient 

evolution of the small-scale sector in industriad development. 

The Importance of Policy Analysis for Efficient Enterprise 

Scale and Development 

There is widespread agreement that appropriate policies are a vital, 

necessary, but not sufficient part of any effective development strategy. 

The World Bank has proposed two equally important elements in its 

strategy for sustainable development. The first is to "promote the 

productive use of the poor's most abundant asset-labor" (the second: 

basic social services for the poor). "Policies that harness market in­

centives" ar central to that first element. Similar chords may be heard 

in other literature: United Nations Development Program (UNDP) Hu­

man Development Report 1990, for example, refers to "much contro­

versy on the appropriate policy environment," but also refers to the 
'modicum of agreement" concerning the "essentials for equitable 

growth," which relate well to policies with which the World Bank and 

USAID would feel quite comfortable, including "sensible and flexible 

use of prices to reflect opportunity costs," the "opening of market 

systems," and "supportive policies towards investment, technology 

and human resources." Similar basic concerns with a less biased policy 

franmework may be found in the International Fund for Agricultural 

Development's 1992 report on The State of World Rural Poverty: 

"Reduce tax and expenditure biases ... reduce distortion in product and 

factor markets ... eliminate biases of financial institutions against the 

rural poor" . . . 

Though there is a strong empirical argument for assuring that the 

policy environment supports broad-based economic growth, that con­

cern should include the impact of the policies upon the distribution of 
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enterprises by scale. For instance, although the World Bank, UNDP,
IFAD, ILO, the PVO/NGO communities, and many governments rec­
ognize the important role that may be played by small enterprises, heavy
demands upon scarce development resources preclude providing direct
assistance to the vast majority of them. Nevertheless, providing an
improved policy climate and removing undue policy constraints can 
support the majority of SSEs. 

In this vein, analysts have known for some time that the policy
environment for SSEs should be a healthy one, lest the efficiency of the 
sector be lost and the economy as a whole be crippled.6 To alleviate this 
concern, a priority for such policy reform was recently reaffirmed by an 
OECD seminar on the informal sector: 

As for how to intervene, the analysis suggested that donors should 
prioritize their actions first to sort out policy-related problems,
improve effectiveness and efficiency of institutions, and lastly to 
focus on direct, supply-side support. 

As late as the early 1980s, however, little research had focused on theimpact of policies on SSEs or the dynamics of SSEs through the 
long-term development process. 

To improve understanding of the relationship between policies and
small and medium enterprises (SMEs) in development, and building 
upon a program of research on SSEs,8 USAID established the Em­
ployment and Enterprise Policy Analysis (EEPA) Project. This project's 
objectives were to 

analyze 

-policy constraints upon the small-scale sector 
-policy climates conducive to the efficient devel­

opment of small and medium enterprises in a 
macro, long-term, and broad-based industrializa­
tion process 

-tactics for the political economy of policy reform 

* participate in related technical cooperation 

disseminate the project's findings 
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To guide this program, the Harvard Institute for International Devel­
opment (HIID), with a distinguished history of policy analysis in de. 
veloping countries, was selected as the prime contractor. HIID 
subcontracted with Michigan State University (MSU) and Development 
Alternatives, Incorporated (DAI), to mobilize their extensive experience 
in analyzing the economics of small enterprise,,. 

To limit the scope to resources available, the project focused on the 
impact of policies on manufacturing enterprises, analyzing that sector 
by scale, defined by number of employees. The manufacturing emphasis 
was determined by manufacturing's unusually important role in devel­
opment, such as in technology and productivity improvements and the 
earning of critical foreign exchange. This sector's growth invariably 
appears to accompany any successful increase in status from a low- to 
high-income country. Although services too are clearly important in the 
industrial transformation, for they also increase in relative importance, 
research appears to demonstrate their dependence on manufacturing, 
rather than vice versa. 

Small and Medium Enterprises in the Industrial Transformation 

Dynamic and Cross-Sectional Perspectives. Although small en­
terprises typically are pervasive in both developing and developed 
countries, their relative importance changes over the course of economic 
development. The longer-term evolution of the distribution of manu­
facturing (also referred to in this discussion as "industry") enterprises 
by scale was reaffirmed early in EEPA's research. 9 Both cross-sectional 
and time series data confirmed that industrial enterprise scale increases 
with development and that a general pattern appeared in industrial 
transformations: ") 

Cottage-shop manufacturing (in microenterprises, 
with one to four workers) predominates in the low­
income countries (roughly, up to $500 in per capita 
national income). 

Small- and medium-scale workshops (five to ninety­
nine workers) are dominant in the emerging economies 
(roughly, $501 to $1,000 in per capita GDP). 
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Large-scale firms (100 or more workers) prevail in the 
more advanced countries (over $2,000), displacing the 
cottage-shop and most of the workshop and small 
factory enterprises. 

This increase in average firm size along with national economic de­
velopment is due to two primary phenomena. First, on the supply side, 
in more-developed countries, economies of scale (for example, tech­
nology, marketing, and access to influence and information) can more 
readily be achieved and thus provide an impetus to growth. These 
economies are supported by the integration of national markets through 
declining transport and communication costs, which undercut the nat­
ural protection favoring SSEs in less complex economies. 

The second phenomenon raising the average firm size, this one on 
the demand side, is the shift in the pattern of aggregate demand over the 
course of development to one weighted more heavily toward industries 
dominated by capital-intensive and large-scale enterprises. In other 
words, as examples, the sha1re of natiomal income spent on food and 
clothing declines relative to the share going to steel, transportation 
equipment, and petrochcmicals." 

Yet, for a variety of reasons, relatively inclusive information on the 
smallest enterprises is often inaccurate or not available, one reason being 
that small enterprises frequently are not included in standard industrial 
data reporting systems; moreover, their prevalence is often underesti­
mated. Many are located in relatively remote rural areas, but whether 
urban or rural, they are commonly so small that they are not obvious 
to the casual observer, often being located in the home and not visible 
from the street or the village path. 

To overcome the inadequate database and thus understand with 
more precision the role of SSEs as growth proceeds, a number of 
detailed cross-sectional surveys were carried out in developing coun­
tries. Their broad conclusions were as follows: 

Small firms (less than fifty workers) were a significant 
and frequently dominant (in terms of employment) 
component of the industrial sector (in thirteen of four­
teen countries, with the SSEs generating an average of 
71 percent of manufarturing employment). 
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Most of the small-firm employment was located at the 
smallest end of the industrial spectrum; for example, 
detailed data revealed that in five of seven countries 
surveyed (Bangladesh, India, Sierra Leone, Zambia, 
Honduras, Egypt, and Jamaica), more than half of SSE 
employment was in one-person firms and 85 percent 
or more of firms employed fewer than six workers. 

This importance of SSEs for employment creation is 
related to per capita national income, with their con­
tribution being more prominent at the lower end of the 
distribution of national pet capita incomes. 

SSEs contributed handsomely to value-added in man­
ufacturing (37 percent in seven countries for which 
data were available) 

On the other hand, SSEs contributed a relatively small 
but significant share of total national income (2.9 to 8.2 
percent in the seven countries mentioned above) be­
cause of the small share of manufacturing in GNP. 12 

Transformation at the Firm Level: The Birth, Growth, Death, 
and Phoenixlike Rebirth ofSSEs. 13 Although, as discussed above, the 
pattern of what happens to SSEs at the macro level over the long term 
is relatively clear, their microdynamics over the medium term is much 
less clear, with very little pertinent data available. Birth rates per year 
(ratio: new firms/existing finns) in the three countries for which data are 
available ranged from 8 percent (Colombia and the United States) to 12 
percent (Sierra Leone). For new firms, roughly three-quarters were 
microenterprises (India and Philippines data). Births appear to be pos­
itively related to the demand for these firms' commodities, but also 
partially related to the weak demand for labor Inother sectors, so that 
some of the smallest enterprises represent "labor sponges" during 
periods of hardship (see " 'Hard' and 'Soft' Employment"). 

Mortality rates appear to be highest for the smallest firms and lowest 
for the larger firms, as one would expect, and mortality rates are also 
the highest during the first three to four years of a firm's existence, after 
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which the probability of survival is substantially enhanced. A strong 
negative relationship between a firm's age and mortality rate is char­
acteristic of both developed and developing countries. Mortality data, 
however, must be interpreted cautiously: in one instance 20 percent of 
firms reported as moribund had simply moved. Moreover, the death of 
some firms simply is part of a phoenixlike rebirth through the learning 
process as entrepreneurs move on to better opportunities, taking with 
them lessons of earlier ventures. in Taiwan, for example, industries with 
the highest productivity growth rates also had the highest entry/exit

14 
turnover rates. 

Only scant data exist on what happens to individual firms over time 
in developing countries. The available evidence suggests that the modest 
"graduation rate" of microenterprises into small, medium, and large 
firms yields only a minority of medium and large businesses with origins 
among the very small. This rather low average graduation rate varies 
substantially among countries, being relatively high in India, with its 
heavy support for small business. Africa's generally low graduation rate 
appeared partially caused by an "entrepreneurial bottleneck," a defi­
ciency in indigenous enterprise management performance for those 
firms with more than tell workers. The low overall rate also appears 
related to the "missing middle" in the distribution of employment by 
enterprise scale discussed later. Possible prejudicial consequences of 
this gap for economic growth are discussed in the policy section along 
with possible policy-related determinants. In any case, a moderately low 
graduation rate may not be as alarming as it might appear: given the 
large number of microenterprises, the graduation of a majority to 
"large" status would not be necessary to generate a dynamic economy. 

"Hard" and "Soft" Employment. In examining employment in 
small firms at different levels of development, EEPA's distinction be­
tween "hard" and "soft" employment is useful.' 5 Basically, "soft" 
employment refers to "supply driven" job creation, that is, people driven 
to look for or create new jobs, even with low incomes, as a result of 
unemployment or underemployment (very marginal incomes) in their 
former jobs. These jobs may be considered "dead-end traps . . . char­
acterized by low levels of economic efficiency." i6 "Hard" employment 
refers to "demand driven" job creation, jobs created as a result of people 
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being drawn into high-productivity and high-income sectors as a result 
of higher-level technologies, new markets, or other innovations. 

This "soft'/'hard" distinction is pertinent to our small/large dis­
cussion because much of the employment in the small-scale firms and 
particularly microenterprises of many very low income developing 
economies is of the soft variety. Moreover, the low incomes and pro­
ductivity of these soft jobs, like the wage gap between small and large 
enterprises, are to an important extent determined in segmented labor 
markets created by misconceived policies.' 7 

More specifically, soft jobs are those jobs such as microscale self­
and solely-employed vegetable vendors, shoerepairpersons, or news­
paper and magazine hawkers, who hold their very low income jobs only 
out of desperation. Expansion of employment in the soft sector is often 
not a sign of economic health but of stagnation. Thus, one must look 
beyond raw employment statistics to the quality of the jobs involved. 
Where the expansion reflects hard employment, is demand driven, and 
involves relatively well-paid and productive jobs, a healthy growth 
process is underway. The converse generally is true where employment 
growth reflects predominantly soft jobs. This brings us to the question 
of whether small firms are, in general, efficient. 

Enterprise Efficiency, by Scale and Sector. Small is beautiful... 
sometimes! But so are niedium and large... sometimes. It all depends 
on the enterprise and sector. The smallest enterprises (particularly, those 
with merely one worker'8 ), however, are rarely the most beautiful in 
terms of their productivity per worker. The evidence is difficult to 
interpret and may appear superficially contradictory. 

EEPA's MSU subcontractor conducted in-depth field surveys using 
comprehensive efficiency measures that include both labor and capital 
costs and a social benefit-cost approach. MSU's findings were that, 
indeed, in those economic sectors where SSEs are most prevalent in 
numbers, small enterprises were the most efficient. More precisely, 
"there appears to be a direct relationship between efficiency and firm 
size for the micro and small enterprise size categories." ' 9 In the four 
countries for which such data are available (Jamaica, Honduras, Egypt, 
and Sierra Leone), on average one-worker firms were yielding very low 
returns per hour of labor (substantially less than US$ 1.00) and zero or 
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negative profits, but slightly larger firms (two to five workers) were 
doing substantially better, being on average profitable and with signif­
icant improv'ements, generally, more than quadrupling returns per hour 
of labor. 

As one moves into the next size groui, (but still small: six to nine 
workers), the firms were also profitable and more than doubled the 
earnings per hour of family labor (between two and eight U.S. dollars 
per hour, at the time of the surveys in the late 1970s and early 1980s). 
Considering the evidence by sector, where small firms often predom­
inate in employment terms (particularly, wearing apparel, furniture, 
shoes, and baking, and, less so, metal products), in ten of the twelve 
cases examined, firms employing fewer than fifty workers were more 
efficient. 2') Thus, in some sectors and countries with substantial small 
enterprise employment, standard efficiency measurement techniques 
show that small is efficient while providing essential (but often low) 
incomes for the poor.21 

This finding-that whether small is synonymous with efficient 3ften 
depends on which sector is being considered-appears consistent with 
the finding that the structure of demand by industry is an important 
determinant of the predominance of small firms in that particular in­
dustry's size distribution. The finding that small is sometimes beautiful 
is also consistent with evidence from some countries in advanced stages 
of the industrial transition. In Japan and Italy, for instance, more than 
50 percent of industrial employment is in firms with fewer than 100 
employees. This does differ considerably, however, from the more 
prevalent pattern (such as in the United States, France, and the United 
Kingdom), where fewer than 25 percent of manufacturing jobs are held 
by small firmS. 2 2 

In summary, combining EEPA's MSU survey data and HIID in­
dustrial transformation analyses, the efficiency by scale highlights are 
these: 

SSEs are beautiful in termsi of efficiency only in some 

sectors, but, in less industrialized countries, those sec­
tors are commonly where small enterprises are most 
prevalent, with traditional, labor-intensive and low­
average labor-productivity technologies. 
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The pattern of evolution through development is for 
the small manufacturing firms to gradually yield to 
more-efficient medium-sized and large firms. 

This evolution appears determined by the correlations 
between different economies of scale (for example, 
financial, technological, and marketing), the scale of 
markets, and changing patterns of demand as devel­

23 
opment progresses. 

Large- and Small-Scale Interdependence. As is true for agri­
culture in the rural areas, large-scale enterprises can play a lead role in 
the development and stimulation of micro and small enterprises. This 
phenomenon is well illustrated in the dramatic examples of Japan and 
Taiwan, with their relative abundance of SMEs, and their contrast with 
South Korea (for comparative statistics, see "Alternative Strategies"). 
All three of these countries, of course, are well known for their rapid 
economic growth. 

Although large-scale industries are more predominant in South 
Korea than in Taiwan, even in the Taiwanese case, where SMEs play 
such a major role. large enterprises were important '"growth inducing 
interventions" for Taiwan's government (see "Hard State Alternative 
I"). Taiwan's large firms yielded substantial dividends ill the devel­
opment of small and medium enterprises by training craftsmen who later 
became entrepreneurs or a source of skilled labor for the SMEs. The 
large businesses subcontracted for the output of the SMEs, and because 
the large typically had better access to credit than the small, the large 
also often were linked to the small by a flow of credit along with their 
subcontracts. The multinationals, particularly, also stimulated the tran;­
mission of new technology to SMEs verbally or through iabor mobility. 

But linkage and interdependency between large and small firms is 
not restricted to Taiwan and Japan: subcontracting has been found to be 
widely used among small enterprises in other Asian countries such as 
Bangladesh. Thailand, and Indonesia, principally in a few product lines 
like wearing apparel, wood products. and fabricated metal products. In 
Africa, small producers also relate in various ways to their medium and 
large brethren: a large company may sell kiln-dried lumber to many 
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small carpenters, or a large firm may market the output of small pro­
duction-focused enterprises. Although documentation of the dimensions 
of linkages is relatively rare, the available data on these ties suggest they 
are much more prevalent in Asia than in Africa.24 

Although worldwide the relationship is poorly documented, the 
robust performance of SMEs in Japan and Taiwan. as well as the 
conceptual understanding of the contribution of this link (between large 
and small firms) to broad-based growth, suggest that thoughtful policy 
design in other countries may yield similar beneficial effects. 

Traders and Small Enterprises. Based on EEPA's observations 
in Africa and an analysis of selected prominent export industries (foot­
wear and computer components) in Taiwan and South Korea, the project 
suggested that in developing an SME-oriented growth strategy, the role
of traders should not be ignored.5 Like the large-scale/small-scale 

enterprise linkages. a vigorous community of traders can contribute to 
the development of both the SME sector per se as well as to its exports. 
Yet there may be conditions under which it might be difficult to tap the 
potential benefits from this trader/manufacturer linkage. 

In Africa. traders have been observed to be an important source of 
entrepreneurs for budding manufacturing sectors. In Taiwan. traders 
were particularly valuable for identifying markets and then aggregating 
goods from dispersed producers for sale in bulk to foreign buyers. In 
South Korea, on the other hand, the economy was less well endowed 
with business-related human resources. Traders were much less nu­
merous and thereby less able to support a dispersed SME development 
process.
 

That traders did not play as significant a role in South Korea as in 
Taiwan appears due to both differences in the initial conditions of fie 
two countries as well as differences in governmental incentives. Taiwan 
was blessed with a per capita GNP 70 percent greater than Korea's 
(1955), a proportion of the population with twelve years of schooling 
three times Korea's (1960), a large inflow of business skills, and a 
minimal divergence of elite tale .ts into politics and government. This 
setting enabled a mutually reinforcing relationship between traders and 
small manufacturers. In addition, policies expanding small-scale man­
ufacturing stimulated the growth of traders, who expanded access to 

http:Africa.24
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markets for small-volume producers, which in turn induced growth in 
the number of such producers. 

When presented with asmall-scale option, where dispersed business 
skills are available, aTaiwanese approach (with extensive involvement 
by traders) may enable broader-based industrialization with less risk of 
economic leakage. Accordingly, the promotion of traders should be 
considered as an option to enhance the breadth of the industrial base as 
well as exports. 

Small Enterprises and the Environment. Because of worldwide 
concerns about environmental degradation, EEPA also undertook a 
literature review of the impact of SSEs on the environment. 26 Although 
documentation addressing the topic directly is limited, two schools of 
thought are apparent. The first school is illustrated by London's Inter­
mediatc Technology Development Group. ITDG's assertion is that 
SSEs are less of an environmental threat than larger firms due to the 
former's dispersion and their incentive to maintain aclean environment 
because those working in them live nearby. The other school, charac­
terized by the World Bank, argues that SSEs are more damaging to the 
environment due to their lower technical efficiency, integration into 
residential areas, dispersion (which makes them difficult to monitor), 
and lower likelihood to adopt abatement technologies. 

Though the data and evidence are very limited, EEPA was able to 
draw some tentative conclusions based on the principal sectors of SSE 
activity, their output relative to their larger brethren, and estimates of 
pollution per unit of output by the small compared to the large. These 
guarded estimates are as follows: 

Most SSEs (for example, wholesale and retail trade) 
are not involved in activities with high environmental 
impact. 

SSEs with significant environmental impacts are usu­
ally not the major polluters in their industry, because 
of their limited contribution to total output. 

SSEs pollute more per unit of output than larger firms 
in their sector. 
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Industry is not responsible for the bulk of either urban 
air pollution (motorized vehicles are) or organic water 
pollution (mainly household wastes). 

To deal with related degradation, the analysis includes these conclu­
sions: 

Improved data will be necessary to prioritize inter­
ventions. 

Generalizations about environmental degradation by 
SSEs should be avoided, for they are serious problems 
in some sectors (for example, leather tanning, elec­
troplating and lead smelting) and countries and rela­
tively benign in others. 

The "worst first" principle should be applied when 
addressing environmental impacts, dealing with SSEs 
only when they are determined to be the worst pol­
luters. 

Policy refornis (for example. improved land and forest 
policies and taxes on fuel and chemical inputs) as well 
as technical approaches (for example, "cleaner" tech­
nologies) will be necessary, as will furtitur research. 

To avoid costly loan-by-loan environmental impact 
assessmcnts, SSE credit programs could make a short 
list of types of SSEs constituting serious risks to their 
immediate communities (lead smelters) that should not 
be considered for loans. 

Policy Impacts on Small Enterprises 

In a nutshell, economic policy biases often constrain small-scale and 
informal sector enterprises and may offset positive effects of direct 
credit or techniczl support to them. Biases in trade, agriculture, and 
finance are particularly problematic: as small firms are often excluded 
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from or neglected by the administration of tax and labor laws, such 
policies often are biased de facto in favor of smaller firms, although with 
a less potent effect. 

EEPA's first "Discussion Paper ' 2 7 found a complex set of policies 
affecting SSEs: monetary, fiscal, labor, trade, price, and regulatory 
policies yielded a mixed bag of weak, strong, positive, and negative 
impacts. Biases generally favored larger enterprises and undercut ef­
ficient growth. In contrast to the general pattern, India's policies have 
been strongly supportive of SSEs but with doubtful benefits for devel­
opment. 28 In happy contrast with both the general pattern and India's 
pattern, Taiwan's policies since the early 1960s have been highly ef­
fective, supporting both growth and SMEs. The following table indi­
cates some of the limited data available. 

TABLE I Policy-Induced Factor Price Distortions in Large and Small 
Nonagiicultural Enterprises (the 	percent difference in large 
irims' costs relative to small firms') 

Percent Difference: 

(in Capital Cost Owing to) 	 Wage/ 
Capital

Labor Trade Interest Total Rental 
Period costs Regime Rate Taxes Capital Rate 

Asia: 
Hong Kong 
Pakistan 
South Korea 

1973 
1961-64 

1973 

0 
0 
0 

0 
-38 
-5 

10 
-44 
-35 

0 
+22 
+10 

0 
-60 
-30 

0 
+150 
+43 

Arrica: 
Ghana 1972 +25 -25 -42 +26 -41 +119 
Sierra 1976 +20 -25 -60 +20 -65 +243 
Leone 
Tunisia 1972 +20 -30 -33 NA NA NA 
Latin America: 
Brazil 1968 +27 0 -33 NA NA NA 
NA: data not available 
Source: Haggblade, Liedhohin, and Mead, p. 31 
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Even though these data reflect considerable variability, patterns are 
discernible: for these countries, capital market distortions (except for 
Hong Kong) are widespread and substantial, and labor market distor­
tions were significant in Africa but still much less than those in capital 
markets. More specifically, the predominant pattern in these cases is a 
net effect of lower capital costs and higher labor costs for the large firms. 
This substantially inflates the wage/capital cost ratio and is a powerful 
incentive for large firms to pick labor-saving and capital-intensive 
technologies despite the typical relative abundance and low cost of 
labor. 

Because of widespread concern with taxes, one should note that­
except for the special case of Hong Kong-in three of the four cases 
in which data were available, the general effect of direct taxes was to 
raise the relative capital costs of large firms over small by 20 percent. 
Yet, the net result of "[i]nvestment concessions, special tax provisions, 
and tax evasion 'enjoyed' by many of the larger enterprises operate to 
reduce the magnitude of their apparent legal tax burden, which some­
times amounts to over 50 percent of a larger firm's profits." 

Beyond these microeconomic effects, quantitative analyses of 
macro impacts were scarce and fraught with substantial analytical prob­
lems. Although the estimates were uniformly substantial as a share of 
gross domestic product (GDP), there was considerable variation in the 
assessments of the magnitude. The findings suggested that misguided 
policies, by leading to resource misallocations, reduced GDP between 
6 and 18 percent. 

Sonie Particulars on Biases. Brief comments are due at least for 
the most blatant biases affecting SSEs. Among the strong and relatively 
common biases against SSEs are the following: 

Agricultural Policy. Widespread biases against agriculture have neg­
ative impacts on SSEs due to both input and output linkages between 
the agricultural and SSE sectors.2 9 When agricultural incomes decline, 
farmers buy less from the local SSEs for both their consumption and 
agricultural input needs. Moreover, when there is less agricultural out­
put, SSE incomes from processing that output are also reduced. 

The kinds of agriculturally related policies believed to have these 
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strong negative effects on the incomes of farmers and, thereby, of SSEs 
are as follows: 

the pro-industry/anti-agriculture bias in trade and pric­
ing policies, including centralized marketing and pric­
ing 

the urban infrastructure bias that shortchanges rural 
roads, education, and health 

inadequate resources for R&D in agricultural technol­
311ogies 

Foreign Trade Policy. Foreign trade policy constitutes a second set of 
important biases that typically undermine SSEs, as referred to in Table 
I and discussion of agricultural biases. More specifically, although the 
evidence is somewhat limited, SSEs appear to suffer from trade biases 
such as the following: 

the structure of tariffs, in which large firms are more 
often protected than the small 

* 	 the structure of export incentives, whereby the small 
producers are unable to export the minimum necessary 
to benefit from the incentives 

overvalued exchange rates, which reduce (1) the in­
centive to export, and (2) the supply of inputs for and 
demand for goods and services from rural nonfarm 

3' enterprises. 

Capital Markets Policies. Capital markets policies also are widely 
believed to favor larger enterprises. Among the culprits are subsidized 
credit, interest rate ceilings, and tax incentives. In these cases, such 
policies often are not designed specifically to discriminate against the 
small firms. 

On the demand side, small businesses typically cannot meet the 
traditionally high transaction costs of commercial banks, foreign ex­
change markets, and obtaining tax concessions. On the supply side, 
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formal sector bank,; have often been proscribed from charging interest 
rates that would cover the high per unit cost of lending to SSEs. 

Although proven lower transaction-cost techniques for small loans 
do exist, virtually no formal sector banks have implemented such pro­
grams . 2 Similarly, when some credit programs for small borrowers 
show high repayment rates, the formal sector still appears reluctant to
extend credit to them.33 The net result is that small enterprises rely 

almost exclusively ol traditional credit sources, namely, family and 
friends. While traders, suppliers of goods, and money lenders do extend 
credit to such firms, their role ;s much less significant.3 *1 

Liberalization of financial markets is typically included in policy
reform packages, but an EEPA analysis of Taiwan's financial mar­
kets suggests that financial liberalization should not automatically be 
considered a windfall gain for SSEs; indeed, stagilation may result. 
Liberalization may generate higher interest rates, pull credit into the 
banking system and away from the curb market, and (with reserve 
requirement.; in the formal sector) contract the money supply and 
growth. In addition, in the developing world's imperfect capital mar­
kets, the curb market intermediaries may have "lower transaction costs 
and higher investment efficiency wifan formal financial intermedi­
aries." Consequently, under such financial conditions, liberalization 
may unduly bias financial policies toward the modern and large-scale 
sector.35
 

Labor Markets. Governmental labor market policies have the potential 
to affect the relative costs of small and large enterprises. Such policy 
interventions include minimum wages, fringe benefit regulations, lim­
itations on the recruitment and dismissal of workers, and government 
support for or opposition to trade unions. Assessments of the impact of 
such labor market policies conclude that they either have no impact on 
relative costs or they actually bias costs in favor of the small firms. 
Generally, the biases reducing SSEs' relative labor costs result from 
small firms either being deliberately exempted from the effect of the law 
or from such firms being ignored in the regulation's implementation.36 

Regional assessments, reflected in Table 1,suggest that price distortions 
are minimal in Asia's relatively free labor markets, and rather more 
substantial in Africa and Latin America. 

http:implementation.36
http:sector.35
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Taxes. The impact of taxes upon small and large firms is a double-edged 
sword. On the one hand, there are two realities that tend to shift the 
relative burden more to the large firms: first, small businesses are often 
formally exempted from taxes, and, second, even when they are not 
directly subject to taxes, smaller firms often are able to avoid payment 
due to their size and geographic dispersion. On the other hand, the large 
firms are believed to be able to avoid taxes under some conditions. The 
bias in favor of the large firms comes from the fact that investment 
inducements often make the larger firms de facto beneficiaries cf tax 
holidays, accelerated depreciation allowances, and property tax reduc­
tions. As presented in Table 1,the sparse data available suggest that the 
overall tax policy bias creates lower relative costs for the smaller firm, 
although the pattern is not ubiquitous.37 

The "Small Firm Growth Trap," "Missing Middle," and Ag­
gregated Effects of Policy Discontinuities. The net effect of the above 
policies is that there are two sets of policy influences, which may yield 
a bipolar distribution of employment by plant size. On the one hand, 
government policies are often so skewed in favor of large enterprises 
that there may be a "premature" shift of resources into large-scale 
capital-intensive enterprises; this shortcuts the historic dynamic and 
gradual evolution of firms from small to medium and eventually to large. 
On the other hand, different biases create disincentives o the growth of 
micro and small enterprises into more modern, complex, and efficient 
mid-scale enterprises. This mix of policy impacts, perhaps along with 
other factors, 38 may create what is known as the "growth trap," the net 
effect of which yields a "missing middle" in the distribution of em­
ployment by enterprise scale. Such a policy trap was found to exist in 
three of EEPA's case studies (Honduras, Ecuador, and the Philippines) 
as well as in earlier USAID-sponsored analyses in India and Vietnam.39 

Echoing a 1974 ILO report,"" EEPA's study of policy in the Phil­
ippines noted a pattern of dualism in the manufacturing sector: "ex­
cessive bigness in firm size and business concentration," and at the 
small end of the scale, an economic environment supporting "the 
survival ofan extremely large number of small and cottage producers." 
EEPA's report referred to several ways that the policy structure frus­

http:Vietnam.39
http:ubiquitous.37
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trates the growth of small firms into those of more efficient medium and 
large scale. As small firms grew in the Philippines, they 

* 	 lost the advantage of government programs that sup­
port small enterprises 

encountered minimum wages (a sharp "wage cliff',) 4 

and sales taxes that they could previously ignore 

typically were still too small to take advantage of 
incentives provided by the Board of Investments. in­
centives that were basically for larger enterprises 

Thus, without offsetting incentives, this sharp rise in costs encountered 
by 	small firms attempting to grow creates the "small firm growth 
trap.' 42 

This trap may be particularly prejudicial to the trinsformatinn of 
low-income agriculturally based economies into those wi.h a morc 
modern industrial base. Such a pattern of policies may both impede the 
establishment of new medium-scale firms as well as frustrate the natural 
evolution of successful and potentially dynamic small firms into more 
efficient medium-sized enterprises. The primary advantages of progres­
sive mid-sized firms are that they tap proven entrepreneurs, reap tech­
nological, marketing, managerial and other economies of scale, and 
(although not researched by EEPA) may provide an industrial structure 
with less political volatility.43 Other anticipated results include en­
hanced competitiveness, employment, income distribution, resilience to 
economic shocks and capricious international markets, and broad-based 
economic growth. 44 

Accordingly, HIID and MSU urge fostering this mid-sca!e sector by 
eliminating the sources of the "missing middle," namely, these causal 
bipolar policy discontinuities."- Policies to du so are discussed below. 

The Costs of a Conglomerate Emphasis. Although the growth 
trap's injurious consequences are believed to be significant, Korea 
demonstrates dramatically that rapid growth is possible with a distinct 
"missing middle.'"'n Nevertheless, although Korea's growth and dis­
tributional successes are clear, one must also ask, first, whether alter­

http:volatility.43
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native policies might not have led to equal or more extensive economic 
success, and second, whether less industrial concentration might not 
have resulted in less political turmoil. 

Policy Reform Priorities 

The multitude of intercountry differences in levels of development, 
political economy contexts, and resource, technological, and managerial 
endowments means there is no policy panacea because standardized 
policy packages cannot meet all needs, and policies must be designed 
specifically for host-country economic and political environments. 

Some illustrative differences stand out. In those countries with the 
lowest incomes and untapped agricultural potential (for example, the 
African case, discussed later), agricultural policies often must receive 
top, but not exclusive, billing. For those fortunate countries that have 
progressed beyond approximately $500 per capita, other trade and 
industrial policies become increasingly important. 

Fortunately, comparative policy analysis does suggest guidelines 
for countries hoping to shape a more effective set of policies for 
broad-based growth. Even though considerably more research would be 
immensely helpful to guide policy reform,47 comparative analysis does 
suggest effective starting points for policy reform. 

Level the Playing Field or Not? Among the issues is whether 
reform should "level the playing field" and eliminate all policy biases, 
or, whetier some sectors or enterprises should be targeted for support. 48 

An EEPA analysis affirmed the advantage for SSEs of relatively neutral 
policies: 

ITIhe general policy environment can be made more supportive of 
small producers in deve'ping countries ... through instituting a 
policy environment that is at least "neutral" with respect to en­
terprise size.4 

In other words, as a starting posture, biases agair st SSEs should be 
eliminated, so that input and output markets for SSEs are as competitive 
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as possible, with no particular enterprises or sectors having significant 
policy advantages. 

Yet EEPA's (and other) research on Taiwan and South Korea 
suggests that there may be reasons to have some biases in the policy 
structure. 5() Both countries demonstrated dramatic and relatively broad­
based growth, and both countries had a number of other important 
common characteristics that contributed to that growth: 

coherent macroeconomic policies 

an absence of democracy during the peak of early 
industrial expansion 

suppressed labor movements, with competitive labor 
markets 

* 	 heavy investments in infrastructure and education 

* 	 a mix of neutral and targeted policies, among which 
were early large-scale investments, dualistic trade re­
gimes, and selective protection 

From these two dramatic cases, it is clear that rapid and broad-based 
growth may be supported by targeted interventions. What is less clear 
are 

at what point policy biases or market interventions 
(subsidies, infant industry protection, and so on) are 
appropriate for particular country conditions 

if targeting is appropriate, the precise structure and 
magnitude of biases appropriate for a given country 
context. 

While policies fitting for particular country conditions require country­
specific analysis, there is considerable expert opinion behind one im­
portant targeting issue: both the HIID and MSU subcontractors, as well 
as a recent World Bank review of small enterprises in development, 
argue that when supply-side interventions are planned, they should 
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target "enterprises and industries that show high levels of efficiency and 
good prospects for growth of productive employment."'" 

Differential Policies for "Hard" and "Soft" States. Decisions 
on whether, how, and how much to target may require a determination 
of whether the policy context is a "hard" or "soft" state.52 A "hard 
state" exists where government is capable of substantial economic 
management without extensive bureaucratic inefficiency or leakages. 
The "soft state" is characterized by substantial economic mismanage­
ment or manipulation of the public sector for private advantage. Under 
hard-state conditions, relatively strong governmental and market insti­
tutions limit policy benefits to those firms meeting predetermined cri­
teria. Under soft-state conditions, however, attempts to direct resources 
to high performers will be undermined by political influence that in­
efficiently squanders resources. Returning to the issue of intervention 
as opposed to establishing a level playing field, and the pertinence of 
the context being a soft or hard state, HIID's Donald Snodgrass has 
posed the problem in these terms: 

It may be that few developing countries qualify as hard states for 
this purpose, and one is more sympathetic with the World Bank's 
anti-interventionist stance when one thinks about the numerous 
countries in which government intervention has been counterpro­
ductive than when one thinks about the few countries in which it 
has made a positive contribution to development. But whether 
countries can industrialize while keeping the playing field level is 
also unclear.53 

Alternative Strategies 

EEPA's analysis of development strategies writes off as relatively 
fruitless the strategic policy alternatives that it refers to as the "balanced 
growth" and "market completing interventions" strategies. 

With a balanced-growth strategy, tlhe public sector attempts to guide 
the economy so that all sectors grow simultaneously in a fashion such 
that intersectoral economic demands complement intersectoral supply. 

http:unclear.53
http:state.52
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This balanced-growth strategy, however, is believed particularly inap­
propriate for countries in an early stage of development, and, indeed, 
this alternative is rejected because it requires precisely those skills 
typically in critical short supply in low-income countries, namely, a 
powerful analytical and administrative capacity to identify and guide a 
broad set of complementary investments. 

The relatively pure market completing interventions strategy cor­
responds most closely with a laissez-faire approach, with interventions 
"to improve transactional efficiency" in financial, product, and input 
markets. This strategy has only played a marginal role, at best, in 
developing countries with which EEPA is familiar, apart from the 
relatively unusual Hong Kong case. Because the market completing 
strategy does suggest a role for government that is not likely to be 
distortionary, however, this model is blended with other interventions 
for use in the soft-stat. strategy discused later. 

Two alternative hard-state strategies that EEPA has proposed for 
serious consideration .re discussed next, illustrated by the dramatic 
contrast between Taiwan and South Korea. Both countries' growth is 
well known to have been comparatively rapid, equitably distributed, and 
highly successful in exports.54 Yet Taiwan is also distinguished for the 
strong performance of its small and medium enterprises whereas, in 
South Korea, manufacturing firms tend to be larger, product markets 
more concentrated, and conglomerate control greater. 

TABLE 2 The Dramatic Contrast: Taiwan and South Korea Compared by 
Scale of Enterprise 

Taiwan South Korea 
Share of five largest conglomerates in the nation's 

shipments of manufactures (1982) 
Growth in number of manufacturing firms 

(1966-1976) 
50 largest firms' share: manufacturing sales 

(early 1980s) 

5% 

150 

16 

23% 

10 

38 

Source: Biggs aid Levy, EEPA #23. 

Because of the dramatic success achieved by both countries, as well as 
because of the important differences in their industrial concentration, 

http:exports.54
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policies and, some sense, consequential potential difficulties, a brief 
analysis of their policy structures is appropriate. 

Hard State Alternative I-A Small- and Medium-Scale Em­
phasis, Zhe Taiwanese Model. The first hard-state policy strategy is an 
"unbalanced growth, ' 5 5 sequential externalities, and government-in­
duced development strategy. This model is best characterized by Tai­
wan, with its successful emphasis on small- and medium-sized 
enterprises and its significant human resource/institutional base, in­
cluding a strong community of experienced traders. 

Policy Targeting. Taiwan's economic policy was not a perfectly "level 
playing field." As was true for South Korea, Taiwan had a dualistic 
trade regime: low overall trade barriers, substantial variation across 
economic sectors, high subsidies for consumer durables, and higher 
levels for fabrication. A fundamental difference from South Korea was 
that in financial markets, Taiwan did not have thu artificial state-created 
financial economies and, in fact, had financial diseconomies for large­
scale enterprises. 

This government-induced development strategy initiates vigorous 
growth with strategic industrial interventions, sometimes manifest in the 
establishment of large-scale enterprises. These interventions create ex­
ternalities-profitable opportunities-that induce the entry of firms 
responding to those entry-inducing externalities. This subsequent entry 
includes the proliferation of small and medium enterprises, with con­
sequent expanded competition and transactional efficiency. 

Large Firms' Inducing Role through Large- and Small-Scale Link­
ages. In Taiwan, large firms-and in the early stages, public enter­
prises-played a very important role in the growth-"inducing 
interventions" of Taiwan's government. During the 1950s in Taiwan, 

more than half of industrial production came from public 
enterprises.... As the projects got bigger and more technologically 
advanced, government entered into joint ventures with foreign 
multinationals. In this way, the basis was laid for production of 
petrochemicals, plastics, artificial fiber, glass, cement, fertilizers, 
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plywood, textiles and many other products.... Even today, Tai­
wan's upstream industries tend to be highly concentrated and 
dominated by public enterprises. 6 

This government-induced growth of large firms in Taiwan had a variety 
of linkages with the small- and medium-scale sector. One important 
manifestation of these large- and small-scale linkages was the stimulus 
of the newly attracted multinationals that had strategic technological 
lines. 57 The presence of these new technologies enabled their imitation 
by smaller local producers; this local replication took place by word of 
mouth, labor migration, and supplier operations. Another large-to-small 
linkage in Taiwan was the substantial proliferation of subcontracting, 
closely linking the large firms to the small in a way also true in Japan.-
In contrast, South Korea's vertically integrated processes limited sub­
contracting's development there. Further, large Taiwanese firms also 
supported the major role of SMEs by being a source of trained craft­
workers who later became entrepreneurs (a practice facilitated by Tai­
wan's vigorous informal credit market).59 Credit was still another 
important large-to-small-firm linkage in Taiwan: whereas larger firms 
typically had access to formal credit markets, the small did not. Ac­
cordingly, product subcontracting was often accompanied by a parallel 
flow of credit from the large to the small.(" 

Other SME-Supportive Intenentions. Complementing the Taiwanese 
government's initial large-scale industrial interventions were a variety 
of other economic and social policies and investments that also served 
to induce the emergence of Taiwan's dynamic small- and medium-scale 
sector. Inthe more traditional economic vein, the Taiwanese policy mix 
included 

investment incentives, tax laws, labor laws [and their weak 
enforcementi, and a host of other policies (business licensing 
procedures, antitrust laws, banknpicy laws, export quota man­
agement) presented strong inccntives (though often unintended by 
the authorities) to limit company size. 6 1 

Notably, what the Taiwanese did not use were South Korea's massive 
financial interventions and incentives. Among the social interventions 

http:market).59
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were those to relieve bottlenecks in "education, health, public utilities 
and pollution." 

Finally, to assure gains in productivity and international competi­
tiveness, the Taiwanese implemented numerous technological devel­
opment policies including R&D centees, technical libraries for business, 
subsidized foreign travel to equipment shows and factories, quality 
education (with strong science and engineering programs), efficient skill 
training (closely linked to industrial demand), fnr-ig,, te,-hnic-! !irens­
ing agreements (with possible government involvement in their nego­
tiation), and collaboration with multinationals. Overall, these policies 
complemented the large-scale enterprise interventions and avoided cre­
ating a growth trap or "missing middle" in the array of firms by scale. 

Hard State Alternative IH-A Conglomerate Emphasis: The 
South Korean Model. EEPA's other hard-state strategy, the South 
Korean model, emphasizes large-scale enterprises and is referred to as 
a "government-directed learning" strategy. This model has two prin­
cipal tasks: "picking winners" and developing policy instruments that 
induce entry, growth, and productivity increases among firms with 
substantial potenti:l for dynamic internal economies. An emphasis on 
conglomerates enables 

the capture of simultanecus externalities, in parl by enabling large
individual enterprises by virtue of their size and associated diver­
silication to internalize externalities, in part by facilitating co­
ordination among a small number of large enterprises, co­
ordination that would be exceedingly difficult to achieve in a more 
diffuse industrial structure.62 

Yet, because the capture of economies is due to administrative deter­
mination of major investment decisions and a less competitive domestic 
environment, there are fewer pressures to enhance the long-term ad­
vantages that come from the improved transactional efficiency of mar­
kets. Moreover, in South Korea, the capture of these externalities 
through vertical integration eliminated the subcontracting from large to 
small that stimulated Taiwan's SME sector. 

Policy Targeting. As in Taiwan, some of South Korea's policies were 
of the neoclassic level-playing-field variety, including the move from 
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a multiple to a uniform exchange rate and rebates of indirect sales taxes 
and import duties to all exporters meeting performance criteria. In 1968, 
these nondiscriminatory policies had such a substantial impact they 
amounted to nearly 30 percent of the value of merchandise exports. 

Other policies, however, were heavily biased toward selected sec­
tors (notably successful exporters) and large enterprises. These biases 
included infant-industry protection, tax exemptions, long-term credit 
(100 percent controlled) at submarket interest rates, and assistance in 
marketing through the organization of huge conglomerates. 

The potential for misuse of such policy instruments was consider­
able. For instance, in the allocation of long-term credit and tax breaks, 
the criteria for their distribution left substantial discretion with the 
bureaucracy and a high degree of uncertainty on the part of the applicant. 
Apparent additional rewards to successful exporters included continued 
government support and facility in their dealings with the bureaucracy; 
even the rigor of tax collection was determined by export performance. 

That South Korea's conglomerates overwhelmed its SME sector 
appears due both to South Korea's more limited early entrepreneurial 
and human resource base 63 and the broad array of large scale policy 
biases that helped compensate for that early human resource and in­
stitutional weakness. In other words, given South Korea's initial con­
ditions, its policies promoting industrial concentration appear to have 
been a relatively "efficient response to backwardness" in its human 
resources base. 

The costs of a South Korean-type strategy, however, are the risks 
of both miscalculation in identifying profitable sectors as well as "rent­
seeking . . ,' socially unproductive policies." Nevertheless, these 
may be necessary risks when a human capital, entrepreneurial, and 
institutional base approximating Taiwan's does not exist, for without the 
core of a healthy trading community, an SME-based strategy may be 
more problematic. Accordingly, one should not assume away entre­
preneurial talents where there is already an active trading community, 
as is true, for example, in some important African cases. 

The "Soft State." Where government's administrative capability 
is more limited, to avoid the leakage of administered resources into 
Swiss banks or other unproductive activities, correspondingly modest 
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levels of intervention may be appropriate. Because a relatively pure 
laissez-faire strategy is not known to have been effective except for 
Hong Kong (a most unusual political and economic environment), a 
mixture of laissez-faire and hard-state strategies is proposed for soft 
states. Policy formulation for these soft states, then, should "minimize 
discretion by government officials" and include serious consideration 
of the following tactics: 

efficient markets and competition, including minimiz­
ing administrative and legal barriers to establishing 
new businesses 

"performance-based"4 support for progressive small 
and medium enterprises (rather than micro or large 
enterprises),&4 including through means of vigorous 
informal financial markets65 

export promotion, including through means of 

-guaranteeing working capital for exports 

-incentives to stimulate the proliferation of export 
traders 

-selective involvement of multinationals as ex­
porters 

-selective and firm-specilic incentives for national 
exporters of manufactures 

In countries where there are also substantial price distortions, EEPA has 
recommended a variety of further options: 

Export processing zones, tariff drawback schemes for direct and 
indirect exporters, bonded warehousing programs and the like are 
additional mechanisms for promoting exporters by affording tariff­
free access to otherwise protected inputs, mechanisms that have no 
attraction in already undistorted price environments. But they are 
exceedingly attractive options in soft states riddled with distortions, 
where the objective is the roundabout one of working to strengthen 
the hand of interests favoring reform. It was evident to us in our 
work in the Philippines that, for all of the shortfalls in implemen­
tation, export processing zones, tauiff drawback schemes, and 
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bonded warehouses were crucial in enabling manufactures to take 
root; and these exporters were in late 1986 among the most vo­
ciferous advocates of continuing policy reform. Indeed, it was 
Korea and Taiwan that pioneered the use of zones, drawbacks and 
the like in the early 1960s.61, 

The extent to which exports should be promoted depends on consid­
erations such as a country's resource and institutional base and poten­
tials for efficient import substitution as well as for economies of scale 
in domestic markets. 

The African Case. Because of Sub-Saharan Africa's profound 
developmental difficulties, EEPA developed policy guidelines for the 
region. 67 It must be emphasized, however, that the guidelines were 
developed with and should be used with caution, for while African 
countries do generally share some commonalities, the continent also 
reflects substantial diversity: 

Botswana and the Congo have per capita incomes five 
times those of Burkina Faso and Zaire. 

Adult literacy in Zimbabwe, Kenya, and Zambia (67, 
69, and 73 percent) is more than three times that in 
Burkina Faso and Sierra Leone (18 and 21 percent). 68 

Rural population densities in Rwanda and Malawi are 
more than ten times those of C6te d'lvoire and Zim­
babwe. 

Accordingly, the subsequent policy suggestions must be used only with 
due consideration for the specifics of the local socioeconomic envi­
ronment. 

Yet, some useful generalizations about policies for Africa are pos­
sible because of sonic of the continent's distinguishing characteristics. 
Among the relkaively common features of African economies are the 
following: 

Low incomes prevail, reflected in the fact that nineteen 
of the world's twenty-five poorest countries are Af­
rican. 
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Low population density is typical, particularly in rural 
areas. With the exceptions of Rwanda and Malawi as 
well as Burundi, rural populations are widely diffused. 

Poor infrastructure is reflected in weak transportation, 
communication, water, and power systems. 

Agricultural output per capita is declining, and did so 
in twenty-nine of thirty-two countries between 1980 
and 1986. 

* 	 Human capital is underdeveloped and in jeopardy, 
with widespread adult illiteracy (more than 50 percent 
in more than half the Sub-Saharan countries) and, for 
twelve of twenty-nine countries for which data are 
available, a maternal mortality rate more than eleven 
times China's and five times Sri Lanka's.6 9 

Within these broad characteristics of the African economies, small en­
terprises also have their own distinguishing features: they are extensive 
and widespread, primarily rural, and overwhelmingly small (generally, 
a 	 one-person household-based enterprise). Within the manufacturing 
sector, the sectoral composition is primarily light manufacturing, with 
arecent shift from traditional to more modern commodities, such as from 
weaving and traditional mats to tailoring and modern furniture. More­
over, contrary to some casual impressions, the majority ofmodern small­
and medium-scale enterprises do not appear to have had microenterprise

origins but started out with more than ten employees."' Finally, eco­
nomic efficiency tends to be higher for those small firms that are
 

somewhat larger, on average being positive only for 
firms of more than one worker (as discussed earlier) 

operated away from the home 

* producing more modern commodities, such as baking, 
tailoring, carpentry, metal-working 

* located in the larger, more urbanized, localities. 

With this setting for and pattern of African SSEs, the objective of the pro­
posed reforms is a policy, institutional, and infrastructure environment 
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conducive to overall growth, and thereby to expanding employment 
opportunities in efficient and dynamic enterprises. 

Accordingly, EEPA suggests the following highlights of a strategy 
for Africa: 

Agricultural policies consistent with efficient and 
broad-based growth are a crucial priority. Particularly 
important are enhanced agricultural research and de­
velopment and the elimination of urban bias in national 
developmental policies. As the sector is the major 
source of income for the rural majority, Africa's wide­
spread rural small enterprises are heavily dependent on 
the health of this primary sector for their own survival 
and expansion (as discussed in "Some Particulars on 
Biases"). 

Liberalized foreign trade policies-foreign exchange 
markets, tariffs, licenses, and export promotion poli­
cies-are particularly important, for the following rea­
sons: 

-Africa's growth is particularly dependent on for­
eign trade. 

-Trade policy reform, in most of Africa, consti­
tutes the single most potent means to overcome 
governmental decision making that is particularly 
biased against SSEs. 

-Trade can make a substantial contribution to over­
coming small domestic markets, thereby enabling 
some economies of scale, induced competition 
and efficiency, and more labor-intensive growth. 
Yet-as considered in the earlier discussions of 
the level playing field and the hard/soft states­
while it is vital to liberalize markets, there may 
be circumstances where infant-industry protec­
tion or export incentives are appropriate. 

Small entrepreneurs nearly always identify credit as 
their primary need. To ease the extent to which credit 
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is a constraint, a number of alternative financial tactics 
for small and medium firms are worthy of consider­
ation, such as character-based lending, easing admin­
istrative processing of loan requests, improved savings 
mobilization, and expanding the flow of credit to 
SMEs through commercial banks.72 

Although SSEs typically pay lower taxes than their 
larger counterparts, as mentioned earlier, in some 
countries firms encounter "growth trap"-like diffi­
culties as they attempt to grow and innovate. A 
promising approach to fiscal reform appears to be one 
tried in a number of African countries, namely special 
studies of the tax system, combined with collaboration 
among government, business officials, and organiza­
tions working directly with producers. 

With regard to human resources priorities, EEPA's 
research is inconclusive. But, to enable small firms' 
entrepreneurs to respond better to their market signals, 
and to undercut the problems inherent in widespread 
labor force illiteracy, EEPA has supported increased 
spending on secondary education, a redirection of the 
educational system toward entrepreneurial skills, and 
a reorientation of vocational training to focus on basic 
skills in demand. 

Collaboration in the reform of legal and administrative 
systems also is essential. These systems have close 
links with, but also constitute a significant burden on, 
enterprise growth and development, both in the letter 
of the law and in its implementation. Although inef­
ficient legal and regulatory systems constrain partic­
ularly the larger enterprises, the large-scale/small­
scale market interactions discussed earlier imply a 
derivative burden on the small as well. In addition, 
even though a number of reforms have already been 
undertaken, implementation appears to be lagging 
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seriously behind the mandate. Collaboration in the 
reform process-including academic researchers, 
field-experienced PVOs and NGOs, and formal and 
informal sector business associations-is recom­
mended, both to provide improved information to pol­
icy-making and policy-implementation officials, as 
well as to spread the base of stakeholders who feel they 
have a sense of ownership of the reforms. 

Policy Reform Tactics: Brief Comments 

Policy reform supporting a more efficient industrial structure is most 
effectively pursued through collaborative donor, host, and successful 
developing country policy dialogue and analysis.74 With such involve­
ment, host-country institutions and decision makers build their own 
analytical capability, understanding of alternative policy impacts, and 
sense of ownership of the proposed reforms. Appropriate tactics for such 
an approach include strengthening both host-country and donor policy­
analysis programs, including personnel, data, and analytical resources. 
The host-country involvement should include representation from a 
wide variety of pertinent sectors, such as the business, government, 
academic, labor, and PVO/NGO communities. 

EEPA's staff, USAID, and others have experienced the effective­
ness of the collaborative approach. In one instance, after a collaborative 
donor/host-country team's careful analysis of rural sm.lI enterprises, the 
host country indicated that subsequently such firms would be one of 
their developmental priorities. Following another collaborative advisory 
experience, the host country relaxed some price controls, revised its 
investment code to give SMEs more favorable treatment, commented 
that this project was unique among donors in not giving the country fish 
but instead in teaching it how to fish, and later promoted the host-country 
collaborator to be minister of plan. 

Finally, the approach of collaborative international comparative 
analysis, as illustrated by the work of the International Center for 
Economic Growth, also has been shown to yield substantial policy 
reforms. ICEG has successfully used collaborative dialogues between 
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the representatives of the public, private, labor, and academic commu­

nities from both successful and less successful economies. This dialogue 

has been effectively supported by modest policy-analysis grants to 

host-country institutions and similarly modest levels of international 

expertise. 
Given the vital, necessary, but not sufficient potential contribution 

of policy reform to broad-based development, the priority for strength­

ening collaborative policy analysis and reform programs should not be 

underestimated. 

Concluding Comments 

Small and medium enterprises are vital complements to large-scale 

enterprises in successful industrial transformation. SMEs are not only 

an important source of employment for job-scarce low-income coun­

tries, but they are also an important source of efficiency, growth, and 

economic decentralization. Often their efficiency is in spite of hostile 

policy climates and inadequate growth-inducing public-sector invest­

ments. 
Research and experience are beginning to reveal strategies fcr direct 

and policy interventions, including those summarized, that may yield 

more rapid and broad-based economic growth. Yet, while important 

lessons can be learned from experience to date, the complexity of 

development dictates that particular country strategies must be shaped 

using those lessons in the context of each country's socioeconomic 
environment. 

The most politically and economically effective means of devel­

oping those strategies, for an optimum mix of relatively efficient small, 

medium, and large enterprises, is through carefully designed collabo­

rative donor and host-country policy-analysis programs. Their thought­

ful implementation may substantially enhance industrial transformation, 

employment, and social cohesion. 
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plications,Michigan State University International Development Paper No. 9, 1987, p.181 Accordingly, if one assumes that employment in urban small enterprises is onlyone-third to one-half of total small enterprise employment, then (I) adding rural SSEemployment to ILO's rural estimate, and (2) expanding the defini!an to include smallfirms as well ILO's above estimate for the "very small" category, total developingcountry small enterprise employment may be roughed out as somewhere in the neigh­borhood of one billion. It should be noted here that definitions oi'small micro, informal,cottage, etc. enterpris s are highly diverse in the literature. For the purpose of this report,"microenterprise" will generally refer to a firm with up to ten workers, anu
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Outlook, September 1985.4. Malcolm Gillis. Dwight H.Perkins. Michael Roemer, and Donald R. Snod­grass. Economics of Dev'elolpmen, second edition (New York: Norton; 1987) p. 561.5. World Bank, Worl l)evelol::nt Report 1990, p. 3; UNDP, Human Devel­opment Report 1990, p. 62: and IFAD (ldriss Jazairy, Mohiuddin Alamgir, and TheresaPanuccio), The State of World Rural l'overt.v: An hiquiry into Its Cause and Conse­quences (1992), pp. 16-17.

6. Forexample, a 1974 ILO report (the [Gustav] Ranis report): "[A) bias towardlarge-scale manufacturing was enhanced by the policies of incentives adopted by theGovernment [of the Philippinesj in the 1950s and 19 66s." ILO, Sharing in Develop­inent: A Programme of Enllovynent ' Equity and Gro-wth for the Philippines (Geneva,ILO, 1974). See also the discussion of the importance of policy for project success inW. Donald Bowles, "A.I.D.'s Experience with Selected Employment GenerationProjects," A.I.D. Evaluation Special Study No. 53, March 
 1988. While Po;,wles men­tions the importance of policy, he also strikes a chord somewhat similar to that of VernonW. Ruttan: "The removal of distortions in monetary, fiscal, trade, commodity, and
consumer policy does not produce development. Policy reeorm 
is, in some countries,a necessary condition for development.... But the real sources of economic growth
are investments in human and physical capital and in productivity-enhancing technical
and institutional change." From Ruttan's "Solving the Foreign Aid Vision Thing,"
Challenge (May-June 1991).

7. State Department cable: Paris 37936, December 20, 1990.8. For background on A.I.D.'s small enterprise research, see. A.I.D., Erperinentsin Small- and Microenter rise Development, A.I.D. Science and Technology in De­velopment Series (n.d.[19911).
9. EEPA's Donald C. Mead ("Pc licy Reform and the Informal Sector in Africa,"EEPA #26, April 1989, p. 7) reminds us that Dennis Andersun and others, before EEPA, 
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