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PREFACE

The International Center for Economic Growth is pleased to publish
Enterprise Scale, Economic Policy, and Development as the fifty-sec-
ond in our series of Occasional Papers, which feature reflections on
broad policy issues by noted scholars 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
modem, complex, and efficient mid-scale businesses, 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 companies enjoy the obvious advantages of scale and
easier access 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 acomplement 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.

Nicolds Ardito-Barletta
General Director
International Center for Economic Growth

Panama City, Panama
March 1994
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Robert C. Young
USAID/USDOL

Enterprise Scale, Economic Policy,
and Development

Evidence on Policy Biases,
Firm Size, Efficiency, and Growth

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 important patterns do appear. In countries with the lowest
incomes and untapped agricultural potential, reform of agricultural
policies often must receive top billing, due to the policies’ potential

1



2 RoBERT C. YOUNG

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 Transformation 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 very 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.”

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.> 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-
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 industrial 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’’ are 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
framework 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.® 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 the
impact 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,® 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 enterprises.

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.” 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 share of national income spent on food and
clothing declines relative to the share going to steel, transportation
equipment, and petrochemicals.'’

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 manufacturing 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 per 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 t0 8.2
percent in the seven countries mentioned above) be-
cause of the small share of manufacturing in GNP.'?

Transformation at the Firm Level: The Birth, Growth, Death,
and Phoenixlike Rebirth of SSEs.”® 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 firms) 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 in other 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
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 ten 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.!® 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.”’ 16 <‘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."”

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 medium and large . . . sometimes. It all depends
on the enterprise and sector. The smallest enterprises (particularly, those
with merely one worker'®), 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.”19 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



