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ABSTRACT

This research is concentrated mainly on Cambodian Small and Medium Enterprises (SMEs).
SMEs are said to play a vital role in economic development and income growth in Cambodia, as
they have been the primary source of job creation, not only in urban areas but also in rural areas.
However, there are still considerable controversies over whether SMEs are more efficient than

large enterprises (LEs) in contributing to economic development in Cambodia.

The purpose of this study is to investigate the importance of SMEs in development taking
Cambodia as a case study. Three hypotheses are investigated to reveal SMEs’ advantages relative
to LEs: (1) SMEs are more labour-intensive than LEs and SMEs provide more jobs for women
than LEs; (2) SMEs are as productive as LEs or even more productive than LEs; and (3) SMEs
are more equitable in distributing the income they generate than LEs. Most of the previous

researchers have provided empirical evidences to support the three hypotheses.

In this study, however, SMEs were found to possess many undesirable characteristics, including
the uneconomic use of capital, the inequitable distribution of the income they generate, the low
productivity of SMEs, especially in provincial areas, and employing less female labour. Thus,
Cambodia experiences the low efficiency of SMEs’ performance. This is due to the government’s
ability to implement an enabling environment for business remaining weak. In particular, the
legal framework for supporting SME activity remains weak, infrastructure and communication in

rural areas are poor, and labour productivity is relatively low.

Therefore, in order to improve SMEs in Cambodia, the government has to improve the efficiency
of SMEs, implementation an action plan of the market-oriented framework for SME
development, reduce the cost of doing business and related to bureaucratic red tape, improve the

access to finance for SMEs, and improve market access for SMEs.
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BACKGROUND AND MOTIVATION

Paul Krugman (1990) emphasizes the three most significant elements for the economic
development, including productivity, income distribution and unemployment. Landmann (2004)
states “to overcome widespread poverty, you need to maintain full employment, foster
productivity growth and eliminate the outer left-hand tail of income distribution.” (p. 11). All
over the world governments and international and national aid agencies relying on empirical
literatures are extolling the virtues of stimulating and supporting a healthy Small and Medium
Enterprise (SME) sector, to achieve the above objectives. As the President of the World Bank
Group, James D. Wolfensohn, states “SMEs are the private sectors for employment generation

and sustainable growth” (World Bank, 2004, p.19).

Small and Medium Enterprises (SMEs) have had a privileged treatment in the development
literature, particularly in the less developed countries (LDCs). Arthur Lewis (1954) hypothesized
the ability of the modern sector to absorb excess labour from the traditional sector. In the Lewis
two-sector model, the shift of labour from the traditional sector to the modern sector can
therefore augment the total output of the economy. The abundance of cheap labour leads to
increased profit in the modern sector and the continuous reinvestment of this surplus in the
modern sector is an important source of investment and capital formation (Islam and Yokota,
2006). The growing importance of cheap labour as a source of development has been paralleled
by the increasing share of not only male but also female employment. Two factors associated
with the increasing share of female employment are “worsening real incomes” (Ozler, 1999) and
“lower wage” of female labour (Elson and Pearson, 1981). The employment of a high proportion
of the surplus labour (unskilled workers) by the modern sector, especially labour intensive
industries, can have positive effects on incomes of the poor (Kniivila, 2006). In the well-known
Kuznets’ inverted U-shape, although inequality in income distribution is greater at the initial
stages of economic development, the expansion of industrialization activities at the later stages
could reduce income inequality (Mbaku, 1997). Furthermore, since the industrial sector is
important for job creation and income distribution, the productivity growth of this sector has been
emphasized in many studies as a fundamental measure of economic health and as a main source

to drive output growth (Liao, Holmes, Jones and Llewellyn, 2002).



SMEs encompass a very broad range of firms, some very dynamic and growth enhancing, down
to the survivalist self-employed from the poorest layers of the population (informal micro-
enterprises). Their number is large and are scattered widely throughout the rural areas and their
roles have achieved a consensus by all parties involved. Therefore, during the last two decades
several studies hypothesize three most significant contributions of SMEs to economic growth.
First, SMEs have better ability to employ cheap labour forces in countries with large surplus of
labour than large enterprises (LEs). For instance, SMEs are found to be relatively more labour-
intensive than LEs many countries, including Indonesia, Japan, Korea, Taiwan, and Thailand.'
Second, SMEs are often more productive compared to LEs; many productivity studies show
higher productivity level in SMEs than LEs, including Korea, Thailand.> Third, SMEs may
promote a more equitable distribution of income than LEs; for example, SMEs are found to help

equalize income in many developing countries, including Thailand and Korea.?

Despite their contribution to employment, productivity, and income distribution, SMEs are said
to be subject to market failures arising from high transaction cost, asymmetric information, and
institutional failures. Transaction costs such as obtaining information, making decisions on
business and enforcing contracts impede SMEs, particularly in their access to private and public
sources of data and advice on training, financial resources, technology, or export market.* For
example, transaction costs drive a wedge between funding costs of capital of financial institutions
and the lending rate they change borrowers (Beck, 2007). Furthermore, moral hazard and adverse
selection originated by information asymmetry are the causes of credit rationing for firms.?
Institutional failures, including poorly defined property rights, weak labour laws and regulation,
poor competition laws and regulations, and weak contract enforceability, also constrain SMEs in

the path of employment generation, improved productivity and income equality.®

! See Hayashi (2002), Abdullash and Beal (2002), Nugent and Yhee (2001), Sinha (2003), Huang (2003), and
Paitoon (2001)

2 See Oh, 1., Heshmati, A., Baek, C., and Lee, J., (2005), and Huang (2003)

3 See Huang (2003), and Nugent and Yhee (2001)

4 See Hughes (2000)

3 See Stiglitz and Weiss (1981)

¢ See Das and Kalita (2009), World Bank (2004), Kayanula and Quartey (2000), and Beck, Demirguc-Kunt, and
Maksimovic (2003)



However, the ramification of market and institutional failures, arising from asymmetric
information, high transaction costs, ineffective contract enforcement and legal framework, and
incomplete property rights or other forms of institutional and market failure provides an
important role for government intervention. The main justification for government intervention
for the development of SMEs is directly related to the positive potential contributions of SMEs in
terms of labour intensity and hence employment creation, income equality and productivity.
Moreover, the ideology behind the promotion of SMEs comes from the perceived failure of large
enterprises in creating adequate productive jobs to absorb a significant share of the rapidly
growing labour force in many developing countries. Furthermore, many researchers argue that
SME:s are not the same across countries. In many countries, SMEs play a large structural role and
contribute highly to the share of economic activity.” This perception inspired emphasis on the
development of SMEs by stressing benefits such as employing more workers per unit of capital
than large enterprises, higher productivity than large enterprises, and their contribute towards

achieving a more equal income distribution in society.

Although increasing attention started to be paid to SMEs elsewhere in the world in the last two
decades, it is only in recent years that SMEs have become a center of attention in Cambodia and
inspired more serious studies and government policies with respect to their true contribution to
the economy.? Looking at the industrial structure of Cambodia by size, SMEs occupy about 99
per cent of the total industrial establishments, and contribute around 66 per cent of the country’s
employment.” However, the majority of Cambodian SMEs are still in a very early stage of
development. The sector is dominated by family businesses with fewer than 10 employees,
processing primary products for the domestic market. Cambodian SMEs typically use very basic
technology and have low total factor and labour productivity. Their total factor and labour

7 For instance, in Vietnam, SMEs are not only creating job, but help to narrow development gaps among localities of
the countries. SMEs are export-oriented industries in China, Korea and Taiwan. In advanced countries (such as US,
Japan, and South Korea), SMEs are innovative, technology based and operate in new or high technologies, while
SMEs in developing countries (such as Thailand) generally operate in traditional sectors, and look for easier access
to technology elsewhere.

% The government of Cambodia has emphasized the important role SMEs play only in the 2000s. For instance,
various government policies and strategies for private sector development were designed only after 2000 including
Socio-Economic Development Plan (SEDP), National Poverty Reduction Strategy, and Government’s Rectangular
Strategy. And, it is only in recent years the strategy that emphasizes specifically the importance role of SMEs were
set up. Also, the government established the department of SMEs in 2002.

? Ministry of Industry Mines and Energy, in Cambodian department of Statistics Yearbook, 2006



productivity are relatively low compared to neighboring countries. By both measures,
productivity of Cambodian firms lags behind enterprises in almost all other Asian nations (World
Bank, 2004)."° Thus, as globalization deepens, Cambodian SMEs are struggling to compete with
imported goods manufactured by SMEs in neighboring countries. Moreover, there are three key
factors impeding the development of Cambodian SMEs: the country’s weak regulatory and legal
framework, difficulties faced by SMEs in gaining access to financing, and lack of SME support
facilities. These weaknesses and constraints create a doubt as to why SMEs need to be brought to
the attention of the public and why they have been strongly emphasized by the Cambodian
government since the 2000s. As a result, there are still considerable controversies over whether it
is necessary to promote SMEs vis-a-vis LEs. The second concerns the manner in which SMEs
contribute to economic development, or in other words, whether SMEs contribute to the
enhancement of both equity and productivity. All this motivates the discussion on whether or not

to support the promotion of SMEs in Cambodia.

OBJECTIVES OF THE STUDY

The objective of this study is to introduce arguments for and against the contribution of SMEs to
economic growth taking Cambodia as the base for analysis. The contribution of SMEs to
economic growth is usually based on the expectation that they are more labour intensive, more
productive, and more equitable in distributing the income that they generate. Therefore, the

objective of this paper is threefold:

» First, it aims to discuss the arguments for the importance of SMEs in the context of
economic development.

» Second, it aims to assess the role and impact of Cambodian SMEs in development
using establishment-level data from available data and surveys. Specifically, three
hypotheses are tested to see whether SMEs perform more desirably vis-a-vis large
enterprises (LEs). (1)- SMEs are more labour-intensive than LEs; (2)- SMEs are as

10 A 2004 World Bank (WB) study shows Cambodian firms to have total factor productivity 18 percentage points
below those of India and 24 percentage points below those of China. Labour productivity is 65 percentage points
below that of India, and almost two thirds below that of China.



productive as LEs or more productive than LEs; (3)- SMEs are more equitable in
distributing the income they generate than LEs.

» Third, it aims to conclude policy implications for SMEs in Cambodia.

OUTLINE OF THE STUDY

This study consists of 7 chapters as follows:

Chapter 1 focuses on the important roles of SMEs in the process of economic development .It
discusses empirical literature on the positive contributions of SMEs in terms of employment
creation (including female employment), income equality distribution, and productivity
improvement. This chapter also provides a brief revision of the skeptical view of SMEs. However
the main objective of this chapter is to sketch the theoretical underpinnings for the promotion of
SME:s in the light of their potential positive contribution. The issues discussed include market
and institutional failures that impede the growth of SMEs. Furthermore the discussion focuses on
the theory underpinning the development of SMEs in developing countries. The discussion is
centred on the issue of labour intensity and the role of cheap labour as a source of capital
formation. The discussion also focuses on the potential contribution of SMEs to productivity and

improved income equality.

Chapter 2 makes an attempt to analyze key characteristics of and challenges to Cambodia’s
SME:s development. As the main feature of enterprise sector consists of small and medium size
enterprises (SMEs), the first part of this chapter reviews the evolution of the Cambodian private
sector in the macroeconomic environment. Subsequently, the chapter discusses the key role of
SME:s in the Cambodian economy, highlights the country’s SMEs development characteristics,
and discusses key factors of Cambodia’s SMEs promotion policies and strategies. Although
SMEs face many difficulties in their development in different countries, a number of surveys
have indentified a similar set of barriers impeding the development of Cambodian SMEs. Thus,
the last part of this chapter discusses major factors constraining SMEs’ development in
Cambodia.



Chapter 3 provides empirical results, methodologies and methods of previous work on the
contributions of SMEs in economic development relative to LEs in terms of labour intensity,
productivity level, and the equitable distribution of income. Since SME covers a wide range of
definitions and measures, the first part of the chapter discusses different definitions of SME in
various countries and sources, especially in South Asia countries, EU, and East and South-East
Asia. The rest of this chapter discusses empirical evidences on whether SMEs are more labour
intensive, more productive as LEs, and more equitable in distributing the income they generate.
Variables which have been defined and measured by other studies are also discussed in this

chapter.

Chapter 4 identifies and defines models or methodologies that are useful to study on the labour
intensity of SMEs (including the employment of female labour), productivity of SMEs, and equal
income distribution of SMEs. The last part of this chapter describes how each variable is

measured and calculated in the study.

Chapter 5 discusses the overall processes of this research. This research methodology chapter
will give a definition of SME as it is applied in Cambodia in order to collect accurate data for
SMEs and LEs. Afterward, it illustrates how this study emerges. The research design indicates
the methods and procedures for collecting and analysing data. The sampling procedure specifies
the classification of respondents, sample size, and sampling unit. The instrument provides the
questionnaire and the process of gathering primary and secondary information and sampling
techniques. The data processing and analysis provide and explain the statistical techniques that
are used for testing the hypotheses. A description of data collected from the field is also
presented. Data are presented in pie, charts, percentages and words. Research constraints are also

discussed, and are associated with problems encountered during data collection.

Chapter 6 discusses and presents results of the research. In order to investigate whether SMEs do
contribute to Cambodia’s economic development more than LEs or not and to provide policy
implications for the improvement of Cambodian SMEs, three hypotheses will be tested in this
chapter. The three hypotheses are that: SMEs are relatively more labour intensive than LEs and



employ more women compare to LEs, SMEs are as productive as LEs or more productive than

LEs, and SME:s are more equitable in distributing income than LEs.

Chapter 7 is the conclusion and summary chapter. It concludes the findings from testing the three
hypotheses and compares this study with other previous studies. The weaknesses and strengths of
Cambodian SMEs’ performance are identified, so that policy implications to improve SMEs in

Cambodia will be provided in this chapter.



CHAPTERI1

THE ECONOMIC RATIONALE FOR SME
PROMOTION



1.1 INTRODUCTION

There is no single definition of SMEs. The issue of definition has been tackled in chapter 2 where
SME is defined for this study.

Available studies suggest a very diverse performance of SMEs that can be broadly summarized
as a dualistic pattern. While some successful SME growth and exporting is visible in developing
countries (whereby a small, relatively dynamic SME sector plays an important role in the process
of economic development), there is also a large under-performance of the SME sector. The
former have taken advantages of the new opportunities offered by globalization and invested in
their manufacturing capabilities to bring them up to world standards of price, quality and
delivery. Some have even formed industrial clusters with other SMEs or multinationals to
stimulate the emergence of production networks among firms and increase value addition.
Dynamic SMEs have expanded their existing domestic market shares, broken into new export
markets and continuously upgraded their products and processes. Having developed a solid base
of competitive capabilities, dynamic SMEs seem well set to reap new market and technological
opportunities. East Asian developing countries seem to have a higher proportion of dynamic

SME:s in their SME base than other developing regions.

In contrast, the majority of SMEs in developing countries (particularly in Sub-Saharan Africa)
have been slow to reap the benefits of globalisation. They have not made the require investments
in export capabilities nor have they attempted to engage in industrial clustering and their export
performance has suffered as a result. Furthermore, such SMEs are also increasingly under threat
on domestic markets from cheap imports and the entry of foreign firms. Hence, the firm-level
strategies undertaken by SMEs themselves are a fundamental ingredient of the export success of
SMEs (Wignaraja, 2003).

Given the diversity in the performance of SMEs it is not surprising that there are supporters and
opponents for policy intervention for promoting SMEs.

This chapter consists mainly of five sections. The first section provides a brief discussion on the



positive contribution of SMEs as well as the skeptical views of SMEs in developed and
developing countries. In section two the discussion is centered on the issue of labour intensity
and the role of “cheap labour” as a source of capital formation. There is evidence that SMEs in
many countries are more labour intensive than LEs. In section three and four the discussion
focuses on the potential contribution of SMEs to productivity and improved income equality.
Section five focuses on market and institutional failures that may inhibit the growth of SMEs.

1.2 PERFORMANCE OF SMES IN DIFFERENT COUNTRIES: CONTRIBUTION AND
CONTROVERSY

This section provides a brief reference to the empirical literature on the performance of SMEs. It
includes a discussion on the positive contributions of SMEs as well as the skeptical views on
SME.

Several studies emphasize the importance of SMEs, including their ability to employ cheap
labour forces in countries with large surplus of labour (Sugihara, 2007), to reduce income
inequality of workers (Mbaku, 1997 and Li and Luo, 2008), and to promote economic growth as
they are more productive compared to large enterprises (Liao, Holmes, Jones and Lilewellyn,
2002). As their ability to employ more labour forces, SMEs also create new opportunities for
wage employment for women, especially young and low skilled female employment (Yu, 2007;
Lee, 1997; Koo, 1987; and Mahmud, 2003).

1.2.1 Labour intensive production

One of the popular arguments in favor of SMEs is that they are able to create job opportunities as
SME:s are supposedly more labour intensive than large enterprises (LEs) (Nazdrol, Breen and
Josiassen, 2009). Thus, SMEs may employ more labour than otherwise. For instance, a study on
Malaysian SMEs shows that fixed asset per worker rises significantly with employment size''

(Salleh, 1991). This reflects that SMEs tend to use less capital per worker compared to LEs.

' Fixed asset per worker in establishments employing 100 full-time workers and above is more than forty times
higher than those establishments with less than 100 full-time workers (Salleh, 1991).



Based upon this evidence, Abdullah and Baker (2000) explains that since SMEs use less capital,
a given amount of capital will create more jobs if it is spread over a large number of SMEs than if

it is focused on a few large ones.

SMEs were found to be relatively more labour-intensive than LEs by many studies in different
countries.'” Huang (2003) found most of Thai SMEs (except for tobacco and basic metal
industry) use higher proportion of labour relative to capital inputs. This is confirmed that Thai
SME:s tend to utilize more labour for a given amount of capital than do LEs (See also Paitoon,
2001). Labour intensity was also found to be decreasing with firm size for Indonesian SMEs
(Hayashi, 2002). Taiwanese SMEs generally focused on labour intensive activities that employed
more low-skilled workers than did large enterprises during 1970s, 1980s, and 1990s (Aw, 2001;
Sinha, 2003; and Ho, 1980). The role of South Korean SMEs in employment is increasingly
important, while the role of large enterprises in employment weakens. Labour intensity of
production in SMEs is greater than LEs in Korea, especially from the 1970s to 1990s (Nugent
and Yhee, 2001; Ho, 1980; and Suh and Chung, 1998). Throughout the period, Korean SMEs
where were classified as the less capital-intensive industries are: textiles, clothing and footwear,
electrical goods, and transport equipment. The highly capital-intensive are heavy industries, such
as iron and steel and industrial chemicals (Dollar and Sokoloff, 1989). We will discuss more
detail on labour intensive industries in developed and developing countries in Chapter 3, section

3.3.

Apart from SMEs’ role in job creation, SMEs also raise the participation of women in income
generating activities. United Nations Industrial Development Organization (UNIDO) report
showed that women have traditionally played an important role in the SMEs sector as workers in
many developing countries (UNIDO, 2000). In African countries, women dominated three
important subsectors, making up over 80 per cent of the employees in textile, clothing and leather
production, 75 per cent in food, beverage and tobacco production, and over 60 per cent in wood
and wood processing (UNIDO, 2000). In South East Asian countries, for instance in Malaysia,
female participation in the workforce of SMEs in Malaysia in 2003 was 36.8 per cent of total

2 See Table 3.3 (summary of all studies on Labour or capital intensive of SMEs) in Chapter 3: Literature review and
theoritical analysis.
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employment (Aris, 2007). Furthermore, female labour forces were found to share a greater
portion of total employment among SMEs than large enterprises in Korea (Lee, 2007), and
Indonesia (Tambunan, 2008). We will discuss the important role of women in labour forces in

many different countries in Chapter 3, section 3.3.

1.2.2 Productivity

As productivity (growth) appears to be the single most important determinant of a nation’s living
standard, it is important to better understand the sources of productivity growth (Mahamat, 2009).

Another aspect of the contribution of SMEs to economic development is associated with their
productivity. Several studies made serious attempts to analyze the performance of SMEs in
developed and developing countries in terms of their productivity contribution (see Little,
Mazumdar, John and Page, 1987; Snodgrass and Biggs, 1996; Chenery, Robinson and Syrquin,
1986; Karlsson, Johannisson and Storey, 1993; and Sjoholm, 1999") (see section 3.4 in Chapter
3).

Oh, Heshmati, Baek and Lee’s (2005) study, for instance, presented the development of total
factor productivity (TFP) levels for LEs and SMEs in Korea. For most of the 1993-2002 period,
TFP level of the SMEs was higher than the LEs. TFP level was similar for both LEs and SMEs in
1994, however, the gap widened from 1996 to 1998, narrowing again from 2000 to 2002.
Similarly, Snodgrass and Biggs (1996) studied the productivity of several East Asian countries
and showed that SMEs, especially medium size firms, had the highest productivity level. Paitoon
(2001) studied the productivity of 59 manufacturing enterprises in Thailand during 1997 showed
that SMEs had higher productivity level than LEs. Although Huang’s (2003) study shows Thai
SMEs are not more productive than LEs in all industries, majority of SMEs are more productive
than LEs (see section 3.4.4 in Chapter 3). These findings provide an argument for SMEs not just
as a source of improving social welfare, but also as a source of productivity stimulating industrial
development. Such productivity growth in SMEs was confirmed in many studies such as Miwa
(1996), MOEA (1998), Huang (2003), and Oh, Heshmati, Baek and Lee (2005) where the source

" Sjoholm (1999) uses Indoneasian Establishment data to study on productivty.
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of growth came from SMEs in Japan, Taiwan, Thailand, and South Korea, respectively. In those
countries, SMEs were found to actively engage in acquiring and upgrading new technologies and

sustaining their competitiveness in the international market.

1.2.3 Income distribution

Due to their regional dispersion and their labour intensity, small-scale production units can
promote a more equitable distribution of income than large firms (Kayanula and Quartey, 2000).
SME:s offer a better regional distribution of industry and more variety and diversity in term of
products and services, choices and preferences to the local customers (Abor and Quartey, 2010).
This is due mainly to their number is large, especially small enterprises, and they are scattered
widely throughout the regions (Kayanula and Quartey, 2000, Abdullah and Baker, 2001, and
Hallberg, 1999).

Abdullah and Beal (2003) listed several contributions of SMEs. One of their contributions is that
SMEs are able to boost regional growth and promote more equitable income distribution.
According to them, large and giant firms normally tend to produce an elite number of high wage
income eamers whereas SMEs produce a significantly large number of relatively low wage
earners. Furthermore, it is worth noting that many countries focused on developing SME:s so as to
generate jobs that helped equalize incomes. For example, after the mid-1970s, the income gap in
Korea declined significantly as the country paid greater attention to creating jobs and developing
SMEs. In their earlier stage of development, China and Taipei chose to develop SMEs for
equalizing income distribution (Li and Luo, 2008).

SME:s are found to help equalize income distribution in many countries, especially in Thailand
(Huang, 2003) and Korea (Nugent and Yhee, 2001)". Other than these two studies, Mao and
Schive (1998) provide evidence that SMEs, which give rural families an opportunity to
supplement their incomes with non-agricultural employment, help to improve income distribution

more equally in Taiwan (see also Table 3.5 in Chapter 3). We will discuss more on SMEs’

4 See Table 3.3 (summary of all studies on equal income distribution of SMESs) in Chapter 3: Literature review and
theoritical analysis.
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contribution on equal income distribution in different countries in section 3.5, Chapter 3.

Since SMEs are labour intensive, mainly located in smaller urban centers and rural areas,
increasing their productivity growth is the basis for improvements in real incomes and welfare
(OECD paper, 2001 and 2004). Because of their regional dispersion and labour intensity, and
their efficient use of scarce resources, SMEs can promote a more equitable distribution of income
than large enterprises (Kayanula and Quartey, 2000). For many developing countries, the
promotion of SMEs has been a powerful engine of more equal income distribution or wealth
creation (Liu and Yu, 2008). It is argued that income disparity between urban and rural areas has
increased significantly mainly because of insufficient development of nonagricultural industries
in rural areas. A focus on promoting the development of SMEs in rural areas could help reduce
urban-rural and regional income inequality (Liu and Yu, 2008, and Altenburg and Eckhardt,
2006).

1.2.4 Skeptical views of SMEs

There are skeptical views questioning the efficacy of SME support policies. First, some authors
argue that large firms benefit from economies of scale and create more stable and higher quality
jobs. SME:s are neither more labour intensive, nor better at job creation than large firms. Little, et
al (1987) and Snodgrass and Biggs (1996) suggest that firm size is not a good predictor of labour
intensity, and that labour intensity varies more across industries than across firm-size groups
within industries. Many small firms are more capital intensive than large firms in the same
industry. This suggests that SMEs are not necessarily more suited to the labour abundance and

capital shortage characteristics of developing countries.

A wide array of evidence rejects the view that small firms are the engines of job formation. Small
firms exhibit high birth rates and high death rates, and many small firms fail to grow. Davis,
Haltiwanger and Schuh (1993) show that while the gross rate of job creation and destruction are
higher in small firms, there is no systematic relationship between net job creation and firm size.
Small manufacturing firms in the United States between 1973 and 1988 did not consistently
create more jobs on a net basis (after allowing for jobs eliminated and firms that went out of

business) than large firms (Nasar, 1994) (cited in Snodgrass and Biggs (1996, p. 10). Biggs,
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Ramachandran and Shah (1998) find that large firms were the dominant source of net job creation

in the manufacturing sector in Sub-Saharan Africa.

Second, SMEs are not better than large firms at innovating and boosting productivity. In
particular, large enterprises can exploit economies of scale and more easily undertake the large
fixed costs associated with research and development (R&D). Pagano and Schivardi (2001) find
that a larger average firm size is associated with faster innovation rates within Europe. Many
other studies show SMEs contribute less than large firms to economy-wide production growth.
Most studies of developing countries show that the smallest firms are the least productive (Little,
Mazumdar, and Schuh, 1993, p. 313) (see Table 3.4 in Chapter 3). The relative contribution of
SMEs than LEs in term of productivity growth is discussed in more detail in section 3.4.4 in

Chapter 3.

Many small firms bring innovations to the marketplace, but the contribution of innovations to
productivity often takes time, and large firms may have more resources to adopt and implement
them (Acs, Morck, and Young, 1999). In developing countries, there is little R&D activity, so
that technology transfers from abroad and imitation drive productivity improvement (Rosenberg,
1976; Baumol, 1994). Large exporting firms in these developing countries are typically the
primary mechanism through which technologies are adapted from abroad to local circumstances
(See Biggs, Shah, and Srivastava, 1996 for Africa; Pack, 1992'° and Pack and Westphal, 1986 for
Asia). Thus, from a developing country perspective, the firm level evidence does not favor SME

subsidization as a mechanism for boosting innovation and productivity growth.

1.3 LABOUR INTENSITY AND DEVELOPMENT LITERATURE

In this section I provide a brief literature review on the role of the labour and labour intensity in
the process of economic growth. It is argued that although technological progress has increased
labour productivity, nevertheless this development combined with rising wages in many
industries, countries and regions has led to a reduction of labour demand in affected industries,

countries and regions. However in contrast to the increasing role of technology and machinery to

'* Pack, H. (1992) studies about new perspective on industrial growth in Taiwan.
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replace labour in rich countries, and those with rapidly rising wages, labour can be used (in the
context of development literature) as a source of investment and capital formation. Reallocation
of labour, in countries endowed with cheap and abundant labour, from low productivity
traditional sectors to the modern sector can substitute for the shortfall in savings and hence speed
up the process of transition to sustained economic growth. It is worth noting that the discussion

of labour intensity is relevant to the supposed higher labour intensity of SMEs.

1.3.1 Labour in the process of economic growth

The use of human labour as a factor of production was gradually put to test as advances were
recorded in technology in the last two centuries. The invention of machines in the 19" century,
the introduction of labour saving devices and the development of high capacity production
equipment had a revolutionary effect in all production industries (Dunkerley, 1996). Labour-
saving production technique leading to technological progress was considered as an important

factor to facilitate improvement in labour productivity (Kaldor, 1960).

Robotic technology and computerization, however, have forced the problem of unemployment
even more prominently into the forefront (Dunkerley, 1996). For example, Burange (1999)
studies found that the proportion of expenditure on investment, especially equipment, increased
substantially during the period from 1980 to 1995 while that of labour decreased in the US."
During the period, the labour-intensive industries such as food products, cotton textiles, wool,
silk and synthetic fiber, wood and wood products, and basic metal and alloy industries recorded a

decline in employment (Burange, 1999).

Dunkerley (1996) explained that the capital-intensive nature of industry means that in order to
generate more employment per expenditure unit, the scope of operations has to be expanded.
However, labour intensive methods offer an opportunity to increase employment (Dunkerley,
1996).

' Burange’s (1999) study found that a high growth in fixed capital in the manufacturing sector of the US resulted in
decrease in employment over the period from 1980 to 1995.
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Thus, in the context of development literature labour can be used as a source of investment and
capital formation to substitute for the scarcity of capital and machinery. The theoretical basis of
the use of labour as an investment in countries with a large surplus labour were put forward by R.
Nurkse in 1953 and Arthur Lewis in 1954. Development literatures have emphasized the
importance of the availability of cheap labour in terms of low wages in countries with “unlimited
supply of labour” as a main source of capital formation. Arthur Lewis’s (1954) dual-sector model
is a know example."” In this model, reallocation of labour from low to high productive activities
is the essence of economic development.'® This occurs when surplus labour from the traditional
agricultural sector, characterized by low wages and low productivity, is transferred to the modern
industrial sector whose growth over time absorbs the surplus labour.” The importance of this
reallocation lies in the availability of cheap and abundant labour in the traditional sector that keep
the wages low in the modern sector. The abundance of cheap labour in the model leads to
increased profit in the modern sector and the continuous reinvestment of this surplus in the
modern sector is an important source of investment and capital formation.”® According to Garnaut
(2010) and Islam and Yokota (2006), the rising modern sector share of the economy contributes

to a rising profit share in the economy as a whole.

The ability of the modern sector to absorb the excess cheap labour from the traditional sector or
the high labour intensity of the modern sector is an important assumption of the model. The
model has been extensively used, with appropriate modifications, in analysing the process of
modern economic growth in Japan and the newly industrializing economies in East Asia. It was
elaborated and applied in an East Asian context by Fei and Ranis (1964) and Jorgenson (1966)
(cited in Fields, 2004). It was embedded in Minami’s influential book on Japanese postwar
economic development (Minami, 1973) (cited in Garnaut, 2010). Islam and Yokota (2006) used
the Lewis growth model to study on China’s industrialization.

' The labour surplus economy of the model is dualistic, with a highly dynamic modern or urban or industrial sector,
and a relative unproductive and stagnant traditional or rural or village sector (see Garnaut, 2010).

'8 The shift of labour from the tranditional sector to the modern sector can therefore augment the total output of the
economy (see also Islam and Yokota, 2006).

' The traditional sector is characterised by the presence of “surplus labour”, in the sense that withdrawal of tis labour
does not lead to a reduction in the total output of the traditional sector (see also Islam and Yokota, 2006).

2 Rapid expansion can proceed in the modern sector without increases in real wages. The improvements in
infrastructure, labour culature and management practices that raise productivity with the passing of time are reflected
in a rising rate of return on investment and an increasing profit share of mondern sector income (see Garnaut, 2010).
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Accordingly labour intensive schemes are not only aimed at short or medium term employment
of those who have no jobs but they are also designed to alleviate the shortage of capital (Costa et
al, 1977). The shortage of saving and hence investment in low income poor countries impede
economic growth. However, the reallocation of cheap and abundant supply of labour to the
modern sector can provide a substitute for the shortfall in saving. According to Berry et al (2002),
it is good economic practice to save the scarce and expensive factor by substituting the abundant
factor for the scarce factor. This solution is to follow a capital-saving and labour-intensive

production technique.

However, this is in turn depends on whether enterprises are more labour-intensive and therefore
likely to employ unskilled labour, and whether they are able to provide a skill upgrading process
(Barry, 2002). Sugihara (2007) explains that in principle it is likely that high wage economies
would develop capital-intensive industries, while low-wage economies labour intensive ones.
According to him, heavy and chemical industries usually require institutional development, such
as banks and the stock and bond market, to finance large fixed investment, while the more labour
intensive industries pay more serious attention to the recruitment and training of labour,

especially unskilled labour.

The contribution of labour intensity and cheap labour in accelerating economic development is
highlighted in several empirical studies. Loayza and Raddatz (2006) find that growth in unskilled
intensive sectors contributed to poverty reduction. The World Bank (2005) finds that access to
non-farm rural development and informal urban employment emerged as an important factor in
some of a sample of 14 countries, which experienced pro-poor growth in the 1990s (cited in Hull,
2009).

Several Asian countries with high population density and cheap labour in their early phase of
economic development turned into producers of labour intensive manufactured goods. According
to Sugihara (2007), this form of labour intensive industrialization took root in Japan first and was
followed by a number of other Asian countries, particular after 1945. Labour absorption in Japan
began in the form of labour intensive agriculture and after the second half of the eighteenth

century it was fully extended to rural industries (Sugihara, 2007). According to Sugihara, the
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majority of world manufacturing employment is located in developing countries of Asia,
especially in China and India. Labour intensive production techniques were pursued by
Malaysian economy during 1980s. It happened after agricultural sector was no longer able to
absorb the growing labour force, leading to rising levels of unemployment. This put enormous

pressure on the government to change its colonial patterns of production (Taylor, 2004).

China began its era of market reform and sustained strong growth in the early 1970s as a labour
surplus® economy (Garnaut, 2010 and Athukorala, Fukao, and Yuan, 2008). The supply of
unskilled labour at a more or less steady real wage, supported by continuing large-scale
movement of people from agriculture to industry and from the countryside to the cities, was the
main factor of the rapid growth of the modern industry economy (see Garnuat, 2010, Athukorala
et al, 2008).% Furthermore, Indian manufacturing SMEs growth in the 1990s was accompanied
by significant growth in employment (Thomas, 2002) and the slowdown in growth of real wages
(Goldar, 2000). As I discussed earlier on a number of empirical studies indicate that SMEs are

more labour intensive than LEs.

1.3.2 Female employment

The growing importance of cheap labour as a source of capital accumulation and development
has been paralleled by the increasing share of not only male but also female employment. The
expansion of the export-oriented manufacturing sector which give rise to wage employment for
women, and the considerable growth of female employment in several Asian countries since
1960s are well documented. The classic article by Elson and Pearson (1981), “Nimble fingers
make cheap workers: An analysis of women's employment in third world export manufacturing.”
is a good example. Elson and Pearson observed that “since the late 1960s a new type of wage
employment has become available to women in many third world countries: work in world
market factories producing manufactures exclusively for export to the rich countries.” In these

factories the vast majority of employees are usually young women between the age of fourteen

2 Athukorala et al (2008) explaine that surplus labour’ exists when roughly the same level of output can be
maintained by a smaller labour force with some organizational reform and very little investment.

2 However, in recent years there have been growing concerns in China as the economic transition fueled by surplus
labour is rapidly coming to an end. This concern is based on steep wage increases in urban sector and labour scarcity
in rural areas (see Garnaut and Huang 2006, Seibert 2007, and Islam and Yokoda 2006).
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and twenty-four or -five. The attractiveness of female workers, as empirical studies show, lies in
their even lower wages than men in these countries (Elson and Pearson, 1981). Also, Standing
(1989) argues that under the pressure of global competition to keep unit costs down, employers
substitute men’s labour by cheap female labour. Other than low wages of female labour, in the
Asian context evidence indicates that “worsening real incomes” lead women from poor

households to seek paid employment to complement inadequate family incomes (Ozler, 1999).

The gender stereotype of Elson and Pearson still hold in contemporary China, as Yu’s (2007)
study shows that most employers like to employ females from the countryside, in particular
unmarried and young girls, whom they believe to be docile and dexterous. Since the late 1970s,
export-led and labour intensive manufacturing sector growth in China have brought about an
unprecedented surge in internal rural to urban migration (Yu, 2007). According to the China
Labour Statistical Yearbook (2005), manufacturing is the largest sector to employ women,
absorbing 13.9 million in 2004 and about 44 per cent who work in the sector are female (NBS,
2005). This pattern of female employment challenges the U-shape form of female labour force

participation.”

The rapid growth of female employment in several export-oriented Asian countries appears to
contradict the well known U-shape hypothesis of female employment. Accordingly, at low levels
of income when agriculture is the dominant form of economic activity, female labour force
participation is high, and women work mainly in family farm or non-farm family business.
However, economic opportunities for women decrease when there is economic development that
comes in the form of new manufacturing sector (see Tansel, 2002; Durand, 1975; and Standing,

1978).%

There is ample evidence from several developing countries and emerging markets that with

industrialization in 1960s and 1970s the agricultural population including female labour shifted

3 In the U-shaped pattern, women’s participation rates first fall and then rise during the latter stages of the
developmental process. The initial drop in participation is due to a decline in agricultural work, while the latter rise
occurs as the modern sector expands (Mammen and Paxson, 2000). As countries continue to develop, women’s
education levels rise, and women move back into the labour force as paid employees holding mainly white-collar
jobs (Tansel, 2002).

2 Stell (1981) shows that Ghana’s experience in the 1960s as its economy modernized does not confirm the U-
shaped model in the female labour force participation.
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rapidly to manufacturing sector. For example, in the South Korean case, young women from rural
areas swarmed into factory jobs (Koo, 1987). The manufacturing sector created large scale job
opportunities for Korean women. In 1970, female labour in the manufacturing sector, with a
mostly low level of education, comprised around 37 per cent of the total nonagricultural female
labour force (Kim and Shim, 1984). They worked long hours with low wages in poor working
conditions (Koo, 1987). According to Kim and Shim, women with higher education tended to

enter professional positions.

Similarly to China and Korea, in Bangladesh, the comparative advantage of cheap female
labour” urged employers to draw upon the reserve female workforce for new forms of jobs in
manufacturing industry (Mahmud, 2003). Women were docile, did not unionize and were cheaper
to hire under flexible news modes of production, such as outsourcing, contract work, and easy
entry and exit. The study shows that although the female share of agricultural employment grew
the fastest, female share of industry employment remained the highest at one third. Within the

industry sector female share of manufacturing employment was even higher at 41 per cent.

With related to the size of manufacturing, SMEs are an important source of employment for
women. Women participation in the workforce of SMEs is high in many countries, especially
Korea (31 per cent) (Lee, 2006), Malaysia (37 per cent) (Aris, 2007), and in Cambodia (about
one third of employees) (ADB, 2004).

1.4 INCOME EQUALITY AND DEVELOPMENT LITERATURE
The theories of income distribution are concerned with the distribution of income between

primary factors of production, land, labour and capital and between different sectors and different

modes of production.”® However in the context of development literature it is the relationship

3 It refers not only to low wages but all other conditions of labour contributing to low cost of labour (Mahmud,
2003)

% Adelman and Robinson (1989, pp. 964-972) distinguish three different concepts of income distribution. These
include: 1) the functional distribution that is concerned with the share of national income accruing to factors of
production, land, labour and capital, 2) The extended functional income distribution, which disaggregates income by
sector and mode of production such as subsistence and commercial farmer, capitalists and workers in rural as well as
urban areas, etc. and 3) The size distribution that depict the share of national income accruing to each quintile of
population. Classical economists such as Ricardo and Marx focused on the functional distribution of income
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between economic growth and income inequality which has been the focus for policy analysis.
This relationship which was popularized by Kuznets (1955, 1966) is concerned with the impact
of economic growth on income equality. This is based on empirical data depicting the per capita
distribution of income or the share of national income accruing to each quantile of population or
households over time (Adelman and Robinson, 1989). Kuznets (1955, 1966) using data on long
term relationship between income distribution and economic growth in developed countries
concluded that in the early stage of economic growth and industrialization income inequality
increased. This was primarily due to the rapid rural-urban migration and an influx of cheap

labour to the cities while urban elite and firms’ owners in the cities were the main beneficiaries.

Hence in his inverted-U hypothesis, Kuznets (1955) argued that at the initial stages of economic
development, as per capita income rises, inequality may increase as a result of the shift of labour
from the agricultural to industrial sectors where wages are much higher (Mbaku, 1997).
However as industrialization expanded on a large scale there was a growing reduction in the
supply of cheap rural labour to the cities. This trend combined with modernization and the rise

of middle classes reduced income inequality.

This inverted U-shape can be also understood in the context of the Lewis model to which I
referred on the earlier section. According to Li and Luo, whether we introduce the assumption of
unlimited labour supply of the Lewis model into Kuznets’ inverted-U hypothesis, or introduce the
assumption of the industrial wage rate being higher than the agricultural wage rate into the Lewis
model, the result is the same: inequality in income distribution is greatest at the early stages of
economic development, and falls eventually as the country achieves higher levels of development
(see also Mbaku, 1997). During the first stage, the development of labour-intensive industries,
especially manufacturing, absorbs surplus labour from agriculture in large numbers, thereby

reducing unemployment (Li and Luo, 2008).

During the second stage, income inequality begin to fall as the rapid development of the

analysing the share of income by labour and capital in the context of the theory of value. A detailed discussion of
classical, neo-classical and the neo-Keynesian approach is presented in Adelman and Robinson (1989, pp. 949-1003)
“Income distribution and development” in Handbook of development economics, Vol 2 (eds) Hollis Chenery and T.N
Srinivasan.
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manufacturing sector and the sharp rise in employment (no surplus labour left) in the industrial
urban sector increases the rate of rural-to-urban migration and thus shrinks the rural labour force
(Mbaku, 1997, and Li and Luo, 2008). With the shrinkage of surplus, labour wages rise.
Similarly, a labour intensive growth pattern will create more job opportunities, leading to lower

unemployment, which is faster reduction in surplus labour.”

The well-known Kuznets’ inverted U-shape curve, however, has been challenged by several
empirical studies, particularly in the context of data for developing countries. For instance, an
early study by Adelman and Morris (1973) based on data for 44 less developed countries found
that while at the early stage of development the share of income accruing to the poorest section of
population declined, this share for the poorest 60 percent of population continued to decline at a
higher level of development. Hence they concluded that in the absence of policy intervention the
relationship between economic growth and income distribution might be J-shaped. In other words
economic development under market forces does not necessarily leads to increased income

equality.

However, Stiglitz (1996) with reference to nine Asian countries including Japan, South Korea,
Taiwan, Taipei, Hong Kong, Singapore, Malaysia, Indonesia and Thailand maintained that the
process of rapid economic growth in these countries spread widely among the population.
Referring to Kuznets (1955), Stiglitz pointed out that “Previous theories suggested that rapid
growth was associated with rapid capital accumulation, which in turn was associated with high
degrees of inequality; and that growth would in fact be accompanied by an increase in the degree
of inequality (Kuznets, 1955). Not only did this assumption prove to be false, but there are
reasons to believe that government policies that promoted greater equality contributed in no small

measure to the remarkable growth of these countries.” (Stiglitz, 1996, p.3).

While Stiglitz’s article is focused on the role of the state including export promotional policies to

foster growth and equality in these countries, several authors have focused on the labour intensity

¥ No unemployment, there will be no income differentials; and no surplus labour, income differentials is low and
eventually vanish. Furthermore, greater demand for labour will push up the wage rate which will help narrow the
income differentials between urban formal sector workers and migrant farmer labourers, and between the skilled and
unskilled. This will increase the share of wage incomes in GDP, further reducing income inequality (Li and Luo,
2008).
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of several manufacturing processes and manufactured exports as an important ingredient to

enhance income equality in these countries.

It is well known that these countries have experienced high economic growth while keeping
inequality low (see Cleveland, 2003 and Li and Luo, 2008).® These countries’ industrial
development has had an important role in their economic growth (Kniivila, 2006). According to
Kaniivila, industries which employ a high proportion of unskilled workers with labour intensive
technologies can have positive effects on incomes of the poor. Before the 1980s, Taipei, China
shifted the focus on agricultural sector to industrial sector (dominated by SMEs) that helped
generate more jobs and equalize income (Li and Luo, 2008). According to Li and Luo, the rapid
growth in employment in the secondary industry (dominated by manufacturing) narrowed the
income gap as evidenced by the decline in the Gini coefficient from 0.33 in the early 1960s to

0.27 in 1980.%

Similarly, before the late 1970s the income gap in Korea declined significantly as the country
paid greater attention to creating jobs and developing the manufacturing sector. The fast growth
in the manufacturing industry, where SMEs played an important role, created more employment
opportunities and reduced income inequality gap (Li and Luo, 2008). Li and Luo’s study shows
that throughout the 1970s, manufacturing wages grew by 15 per cent or more each year, and in
some years, they rose by as much as 30 per cent. From the mid-1960s to 1980s, income
inequality in Taiwan had declined noticeably due to low inequality of wage income as a result of
rapid growth of employment in labour intensive manufacturing industries (Kniivila, 2006).
According to Kniivila, demand for all types of labour was expanding at the faster rate, especially
demand for low skill workers.” As I mentioned earlier on the higher presumed labour intensity of

SME:s can play a positive role in reducing income inequality.

2 See also the World Bank’s (1993) development literature on “The East Asain Miracle”, and Kuznets’ (1988) new
model of Asian economic development.

® However, after the 1980s the income gap in Taipei widened while the share of manufacturing in the economy
decreased and the rate of employment growth slowed down (Li and Luo, 2008).

% Unlike Korea and Taipei, however, income disparity had increased noticeably in China since 1980s. The widening
urban-rural income gap was due to the insufficient development of nonagricultural industries and township and
village enterprises in rural areas (Liu and Yu, 2008).
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1.5 PRODUCTIVITY AND DEVELOPMENT LITERATURE

Solow (1956) emphasized the role of primary factor endowments (labour and capital) and
productivity.” The latter is measured as the difference between the growth of real output and the
weighted growth of factor inputs. In this growth accounting approach, technical progress (TP) is
considered to be the unique source of TFP growth (Lee and Pyo, 2007). The notion of total factor
productivity (TFP) developed by Solow is still in extensive use in many studies on the sources of
economic growth in economies, including Asian countries as well as other developed countries
(Jeon, 2007).

There is a close relationship between productivity and economic growth. However there are
different sources of productivity growth. In the literature distinction has been made between
growth induced by the accumulation of the factors of production, namely capital and Labour and
growth arising from investment in R&D, innovation and technical progress. In this section I refer

to the former as factor accumulation growth and to the latter as total factor productivity.

Regardless of the sources of productivity growth productivity is a fundamental measure of
economic health and higher productivity growth appears to be associated with higher output
growth (Liao, Holmes, Jones and Llewellyn, 2002). According to Liao et al (2002), many papers
focus on measurement within the manufacturing sector level since manufacturing is the
prominent factor in a country’s process of industrialization and modernization. Empirical studies
on TFP growth for manufacturing industries in Asian countries have been investigated by many
authors. Such studies include Kim and Han (2001) for Korea; Oguchi, Amdzah, Zainon, Abidin,
and Shafii (2002) for Malaysia; Koh, Rahman and Tan (2002) for Singapore; and Timmer (1999)
and Margono and Sharma (2004) for Indonesia. However, according to Austria (1998), for
developing countries, the contribution of factor inputs to growth has been much more important
than that of TFP. Many other studies for East Asia economies believe that the increased use and

accumulation of inputs rather than the increases in productivity explain all growth, especially

3 Solow (1956) used growth accounting framework to estimate the rate of productivity growth in the manufacturing
sector in the American economy for the period 1909-1949. He found that productivity growth accounted for over 80
per cent of overall growth in the U.S. manufacturing sector during the period (Felipe, 1997).
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Young (1992, 1995), and Krugman (1994).”> Many one-sector aggregate growth accounting
exercises have concluded that the high rates of output growth are mostly accounted for by capital

accumulation (Liao et al, 2002).

Although input factor accumulation is an important source for East Asian economies’ growth, the
assessment of the contribution of productivity (TFP) gains to economic growth has aroused great
interests among researchers and has been widely discussed in Asian countries (Margono and
Sharma, 2004). Dollar and Sokoloff’s (1990) study found that there is a positive relationship
between TFP growth and labour intensive manufacturing industries in Korea during the period
1963-1979. These results suggest that development in the labour-intensive industries were
primarily responsible for the extraordinary record of total factor productivity growth in South
Korean manufacturing. Liao et al (2002) using both single country and cross-country regression
to study TFP growth for East Asian countries during 1963-1998 found that productivity growth is
a main source to drive the output growth in China, Taiwan, Korea, and Singapore. Margono and
Sharma’s (2004) study on TFP growth in food, textile, chemical and metal products industries
during 1993 to 2000 in Indonesia shows the positive relationship between industrial growth and
TFP. Most studies on China (Chow, 1993; Borensztein and Ostry, 1996; Hu and Khan, 1998;
Chow and Li, 2002; OECD, 200S), infer a significant contribution of TFP to economic growth
during the reform period. Using growth accounting, Jha and Sahni (1994) showed that TFP
growth has contributed substantially to Hong Kong's economic growth, but almost zero for

Singapore.

Most growth accounting studies on the East Asian newly industrialized countries (NICs) (Kim
and Lau, 1994; and Young, 1992 and 1995) inferred that the great success of the East Asian
“Tigers” has been largely driven by massive factor accumulation, rather than innovative activities
and technological progress. In a seminal study, Nelson (1981) found output growth for Singapore
manufacturing industry for the period 1970-79 to be mainly due to growth of factor inputs.
Furthermore, a recent study by Han, Kalirajan, and Singh (2001) on 20 manufacturing sectors in
Hong Kong, Singapore, Japan and South Korea during the period 1987-1993 shows that input
growth has been the primary source of East Asian growth. Many studies, including Kim and Lau

%2 See Liao, Holmes, Jones and Llewellyn (2002)

25



(1994), Young (1992, 1995), and Krugman (1994) have emphasized the crucial role played by
capital accumulation in the high performing East Asian economies. Productivity growth, which is
measured as an increase in output per worker, results from increases in the amount of capital per
worker, or capital accumulation (Han et al, 2001). Young’s (1992) study on Singapore and Hong
Kong concluded that capital accumulation explained essentially all of the increase in output per
worker during the period 1970 to 1990. Ozyurt’s (2005) study concludes that capital
accumulation has been the driving force of the economic performances in Chinese industry,
between 1952 and 2005.

Furthermore, after the neoclassical theory (Solow, 1956), which points to human capital as the
major source of the economic growth, numerous studies have investigated the issue of labour
productivity in manufacturing sector (Su and Heshmati, 2011). The Center for the Study of
Living Standard (CSLS) (2003) documented China’s productivity performance since 1978 and
determined its impact on poverty. The report finds that strong economic growth has been fuelled
by rapid productivity growth. Labour productivity is found to have had a strong negative effect
on poverty in China, with productivity increases in the industrial sector more important for
poverty reduction than those in the agricultural sector. Similarly, Su and Heshmati’s (2011) find
the positive relationship between the share of industry output and the labour productivity in
China during the period of 2000-2009.

Another group of researchers reveal productivity drivers, such as human capital, and investment
in research and development (R&D). Empirical studies point out that R&D generates substantial
returns, both in terms of innovation and through adoption of existing technologies (Hall, Lotti,
and Mairesse, 2009), while human capital can play a productive role in term of the absorption
capacity to assimilate new technologies (Canton, Minne, Nieuwenguis, Smid, and Van der Steeg,
2005). The connection between R&D and productivity is well established in the literature.®
Study for Italian SMEs found that R&D intensity, along with investment in equipment, enhance
the likelihood of having both process and product innovation. Both these kinds of innovation
have a positive impact on SMEs’ productivity (Hall, Lotti, and Mairesse, 2009). However,

* For example, Blinder (2000) simply assets that technology is the primary driver of productivity gains. Other
studies that show the link between R&D and productivity are: Coe and Helpman (1995), Kao, Chiang and Chen
(1999), and Crisculo and Haskel (2002).
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analysis on cross-sectional data of 186 exporting SMEs in China demonstrates that R&D
intensity and firm size are positively. In Korea, it is recognized that the best way to enhance
SMEs’ productivity is to bolster their R&D capabilities. In this context, the government of Korea
decided to raise the share of SMEs in its R&D spending from the current 26 per cent to 40 per
cent by 2015 (Internet source: www. Koilaf.org).

The efficiency and productivity growth in a broad sense, whether arising from input
accumulation such as capital and labour or in response to investment in R&D, innovations and
improved human capital is an important source of economic growth. However, the relavent
question here is that whether there is a relationship between the size of economic activity and

productivity?

The debate on relation between productivity and size of the economic activity dates back to the
writing of Adam Smith. As Cleveland has pointed out Adam Smith remarked that concentrated
land ownership by “great proprietor” hampered productivity and growth (Cleveland, 2003).
Accordingly concentration of land ownership or “the engrossment of land” allows for a life of
indolence and luxury by the owner of the estate. Cleveland noted that “Attributes the prosperity
of the British Colonies in North America to the practice of distributing land in small holdings,
and blames the backwardness of the Spanish colonies on the engrossment of land.” (Cleveland,

2003, p. 671).

In a similar vein Acemoglu and Robinson (2012) in comparing historical economic development
of Mexico, under the Aztec, and the USA as a European offshoot, maintains that the latter
country was characterized by inclusive economic and political institutions that enforced property
rights for a broad cross section of society and encouraged investment in new technologies and
skills. In contrast economic growth in the former was hampered by the “extractive economic
institutions” that were “structured to extract resources from the many by the few” and failed “to
protect property rights or provide incentives for economic activity” (Acemoglu and Robinson

2012, p. 430).
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Though the negative relationship between concentrated ownership and productivity has been
acknowledged in the literature the economic theory does not have an answer regarding the
relative productivity of SMEs and large firms. On the one hand, large firms may take advantage
of economies of scale and scope and more easily undertake some fixed costs. On the other hand,
small firms may have higher flexibility to face changes in their environment, they may use
cooperation to achieve economies of scale and scope similar to those of larger firms; or they may
simply focus on small and highly specialized markets. As was mentioned earlier on certain
empirical studies address the higher efficiency of SMEs, though this might differ across countries

and sectors.

1.6 MARKET FAILURES AND INSTITUTIONAL FAILURES

In this section it is argued that the ramification of market failures, arising from asymmetric
information, transaction costs, institutional failure, incomplete property rights or other forms of
market failure provides an important role for government intervention. For the development of
SMEs, the justification for government intervention is concern about the positive potential
contributions of SMES in terms of labour intensity and hence employment creation, income

equality and productivity.

The evolution of economics paradigm into the world of imperfect competition - challenging the
Neoclassical assumptions of perfect competition, frictionless transactions, perfect information,
and well-defined property rights - highlighted the importance of market failure (Sweezy, 1970).
Small and Medium Enterprises (SMEs), though their impact, role, technological sophistication
and contribution to employment, productivity, and income distribution vary across regions and
over time, are said to be subject to market failures arising from transaction costs and institutional

failures (Beck, 2007).
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1.6.1 Market failure

Ronald Coase’s seminal contribution to the theory of the firm highlighted the significance of
transaction costs.* Another seminal contribution in this field is that of Williamson. In Coase’s
(1937, 1961) original formulation, transaction costs refer to the cost of using the price mechanism
or the cost of carrying out a transaction by means of an exchange on the open market. Coase
(1961) explains that in order to carry out a market transaction it is necessary to discover who it is
that one wishes to deal with, to conduct negotiations leading up to a bargain, to draw up the
contract, to undertake the inspection needed to make sure that the terms of the contract are being
observed. Williamson (1985) and Ronald Coase identified three kinds of transaction costs: search

and information costs, bargaining and decision costs, and policing and enforcement costs.

First, search or information costs associated with finding information about products, prices,
inputs, new partners, buyers and sellers. Shokane (2003) argues that information is a crucial
resource in gaining a sustainable, competitive advantage for modern enterprises. The priority
ranking of the SMEs’ needs clearly puts information provision at the top of the list of services to
be provided.** However, in most developing countries, according to UNIDO (2005), the SME
sector suffers from inadequacies in the receiving of business information.® Many studies,
especially Hallberg (1999) and Hytti (2000), find that costs of obtaining information impede
small firms in their access to private and public sources of data and advice on training, financial

resources, technology, or export market (Hughes, 2000).

Regarding to financial resources, it is argued that the fixed costs of obtaining information about
small firms lead to credit rationing in the loan market (Hallberg, 1999; and Hytti, 2000). Hallberg
finds that in credit markets, it is difficult or costly for banks to obtain information on the
creditworthiness of potential SMEs clients. Thus, if lenders perceive the risk of lending to that

clients to be greater than it actually is, they will charge higher interest rates or refrain from

* Coase (1937, 1988)
3 As Ladzani (2001) explains, the SMEs’ development is hampered when market signals on business opportunities,
customer trends, methods of organization are not communicated effectively to the SMEs.

For example, in Uganda, SMEs operate in information-poor environment where there is no meaningful
information system in place to facilitate efficient and effective access to business (UNIDO, 2005).
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lending to that clients altogether (Hallberg, 1990).

Second, bargaining and decision costs are the costs required to come to an acceptable agreement
with the other party to the transaction, drawing up an appropriate contract. Nooteboom (1992)
identifies costs at the stage of contract as “incurred in the preparation of an agreement to transact
in which one tries to anticipate possible problems during execution. These costs include costs of
search of information on reliability of the transaction, possible contingencies in the future and
degree to which investments will be sunk. They further include costs of negotiation, legal advice,
set-up of arbitration, design of safeguards and guarantees against misuse.” (p.285). These costs
include the costs of negotiation, legal advice, set up of any third-party procedures, and designing

safe-guards (Carmel and Nicholson, 2005).

Third, policing and enforcement costs are the costs of making sure the other party sticks to the
terms of the contract, and taking appropriate action (often through the legal system) if this turns

out not to be the case. This kind of transaction cost is called monitoring cost.

Transaction costs can therefore be broadly defined as costs involved in the exchange of credit for
a promise to pay later. These costs involve the cost of information-gathering on debtors/projects,
loan administration, and contract monitoring and enforcement (Nooteboom, 1992). Transaction
costs drive a wedge between funding costs of capital of financial institutions and the lending rate
they charge borrowers (Beck, 2007). Beck’s study on SMEs’ financing argues that the higher the
transactions cost the greater is the extent to which they inhibit access to credit by the SMEs and

the poor.”’

The lack of adequate financial resources places many significant constraints on SME
development (Abor and Quartey, 2010). Many studies emphasize two important difficulties
resulting from the capital constraint: (1) lack of ability to expand and adopt new technology; and

(2) difficulty in obtaining raw material.

37 Mukwashi’s (2000) study on access to capital and improving business in Sub-Saharan Africa agreed in general that
one of the major difficulties SMEs come across is the issue of access to finance. Information asymmetry, poorly
prepared project proposals, inadequate collateral, and lack of historical records of the company’s transaction are
among the constraints faced, especially, by SMEs in developing countries (Mukwashi, 2000).
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The credit constraint pertaining to working capital is one of the major factors influencing firms
from expanding and adopting new technology (Sheng, 2010).* The inability to tap into capital
markets or the high price of capital that SMEs face leads them to operate with much less capital
per worker than larger firms (van Biesebroeck, 2005).” Kayanula and Quartey (2000) argued that
SMEs’ difficulties in gaining access to appropriate technologies and information on available
techniques limit innovation and SME competitiveness in terms of both the price and the quality
of products. Berry, Rodriguez and Sandee (2011) study shows that Total Factor Productivity
(TFP) rises primarily as a result of technological change in Philippine’s industry. For instance, 18
per cent of the small firms in Malawi and Ghana in Aryeetey, Baah-Nuakoh, Duggleby, Hetting,
and Steel (1994) mentioned old equipment as the most significant constraint which restricted
productivity growth of SMEs. Mephokee’s (2006) study on Thai SMEs finds that the high cost of
credit forces labour intensive industries to use old fashioned technology. This causes the decline

of their competitiveness that eventually leads to a reduction in employment.

Second, finance is a major constraint not only on working capital, but also on raw materials
(Kayanula and Quartey, 2000 and Parker, Riopelle and Steel, 1995). Evidence shows that the
difficulty of obtaining raw materials is ranked as one of the top problems constraining
productivity growth in van Biesebroeck’s study in 2005. In addition, a 1998 World Bank survey
of firms showed that most firms said the slowdown in their production was caused by the
increase in input costs (see Berry and Rodriguez, 2001). A study on small enterprises in five
African countries (Ghana, Malawi, Mali, Senegal, and Tanzania) showed that poor cash flow was
the main reason of the high cost of obtaining local raw materials (Parker et al, 1995). Small

enterprises in Ghana and Malawi emphasized the higher costs of obtaining local materials.

Many studies attempted to check whether the financial constraint is different for SMEs versus
large firms. Many studies, however, found that access to financial resources by smaller
enterprises is limited compared to larger firms. World Bank research suggests the existence of

financial constraint because formal banks do not lend to the smallest firms in most countries

3 van Biesebroeck’s study ranks credit constraint as the top rank affecting productivity growth of SMEs in
developing countries, especially African countries.

¥ Parker et al (1995) study reported that credit constraints had an impact on working capital (24 per cent) of small
enterprises in Malawi and Ghana.
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(Levy, 1993). For instance, almost a fifth of SMEs in Malaysia found it a major constraint
compared to only 8 per cent of large Malaysian firms (Sheng, 2010). The constraint is slightly
worse for other countries (eg. Thailand, India, Bangladesh, and Vietnam) where SMEs are
significantly at a disadvantage when it comes to accessing bank financing (Sheng, 2010). In
Ghana and Malawi, it is reported that access to finance remained a dominant constraint to SMEs,
especially small enterprises (Kayanula and Quartey, 2000). Similar constraints were found by
Parker et al (1995) and Aryeetey et al (1994) in the case of Ghana and Malawi.

The issues that arise in financing differ considerably between firms. However, there are key

differences in financing smaller and larger enterprises.

Firstly, larger firms usually comply with higher disclosure requirements to a greater extent than
SMEs (Beck, 2007 and Hallberg, 1999). Compared to SMEs, they continually access a broad
range of external funds including bonds, equity and loans. As a result, in order to compensate for
the higher costs of information collection, financial institutions charge higher interest rates to

SME:s than to large enterprises (Hallgerg, 1999, p.12).

Secondly, SMEs usually have better information about the expected profits of activities than
external financial institutions (Beck, 2007). The lack of information leads lenders to charge
higher market rates to compensate for risk which may crowd out low-risk, low-return borrowers,
leaving a relatively higher number of high risk/return borrowers in the market (see also Beck,
2007, Stiglitz and Weiss, 1981). We will discuss further more in section 1.2.2 in this Chapter.

Thirdly, small firms, especially in the case of new enterprises, cannot point to credit histories
which provide important signal and help facilitate access to debt financing (Beck, 2007). Their
diverse characteristics could increase assessment and monitoring costs. Specifically, as noted by
Bechri, Najah, and Nugent (1999) SMEs do not possess appropriate accounting procedures for
use in their loan applications, so the costs incurred by banks to verify information provided them

by firms are high. These problems cause the transaction costs of the loan to become high relative

to the small size of the loan.
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Lastly, lending to SMEs is more likely to be based on collateral than is the case for loans to larger
enterprises (Kayanula and Quartey, 2000 and Sanni, 2009). This may lead to situations in which
lending is not based on expected return but rather upon access to collateral. Many SMEs lacking
access to good collateral suffer from higher interest rates, as well as credit rationing (Sanni,
2009).

Many governments and financial institutions (commercial banks) have tried to address the
problems of high transaction costs and risks by creating subsidized credit programmes and/or
providing loan guarantees. The OECD reports that lending programs currently take the largest
part of all government programs for SME financing in most countries (Park, Lim, and Koo,
2008). However, such projects have often fostered a culture of non-repayment or failed to reach
the target group. Examples of such failed interventions are targeted credit schemes set up in Sub-
Saharan Africa in the early 1980s by the Development Finance Institutions (DFIs) (UNCTAD,
2001). As a result, UNCTAD argues that it would be better for financial institutions to partner
with Business Development Services (BDS) providers. BDS providers can play an important role
in this process because they are close to their clients and they have direct knowledge of the

enterprises’ financial status and past performance.

1.6.2 Imperfect and asymmetric information

In economics and contract theory, information asymmetry, Arrow (1969) and Akerlof (1970),
deals with the study of decisions in transactions where one party has more or better information
than the other. Greenwald and Stiglitz (1986) demonstrated that when relevant information is
dispersed asymmetrically across players in the economy, markets could fail to produce efficient

outcomes (Young, 2004). Information asymmetries are studied in the context of market failure.

The well-known Stiglitz-Weiss model shows tha