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ABSTRACT

The current economic setting in most Latin American countries suggests that if the
gnadl and medium enterprise (SME) sector does not perform well during the next
couple of decades, ovedl economic peformance will dso be unsaidactory,
egpecidly in the areas of employment cregtion and income distribution. No other
magor sector has the potential to generate a large amount of adequate-income jobs.
Experience of other countries has proven that this sector can play a centrd
contributing role under proper conditions and with adequate support. Various types of
evidence from the countries of the region suggest that consderable potentid is present
in ther SME sectors. However, both experience esewhere and economic logic imply
that a strong and coherent support system will be necessary if that potentia is to be
reasonably fully regped. Such a sysem has been notorioudy absent in most Latin
American countries in the past. Countries that fal to rectify this lack may suffer
serious socid and economic consequences. The marked pardlels between the
economy of South Africa and those of many Latin American countries — in economic
dructure, recent growth performance and level of inequality — suggest tha many of
the conclusons gpplicable to Latin America are likdy to be rdevant to South Africa
aswall.
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1. INTRODUCTION

This paper makes the case that the performance of the smdl and medium enterprise
(SME) sector will be pivota to overall economic performance in Latin America over
a least the next decade or two. Much of the argument appears to be transferable to the
gtuation of South Africa. The main reasons for the importance of the SME sector in
Latin Americaare:

) the high levd of income inequality in most countries of the region,
associated in part with the dudistic character of the economy, in which
a high shae of capitd is inveted in the large-scde sector while
relatively few jobs are created there, leaving the rest of the labour force
to work with amuch lower capital labour ratio;

(i) a recent period of dow growth, especidly characteristic of the 1980s
during the debt crids, but aso to lesser degree of the 1990s;

(i)  a shift toward a greater degree of openness and a generally greater role
for the market in the dlocation of resources; and

(iv)  a higher levd of fiscd prudence than before, associated with the need
to keep inflation under control in order to participate more successfully
in the international economy.

It is argued below that this set of conditions makes the performance of the SVMIE sector
more important than it would otherwise have been.

Each of the conditions just mentioned gpplies dso to the current Stuation in South
Africa The levd of income inequdity is compardble to the more extreme cases in
Latin America. Growth has been dow over the last couple of decades, and a re-
orientetion to the market is adso a feature of the current policy trend in South Africa
As in Lain Ameica the shae of employment located in the micro, smdl and
medium sectors taken together is high — estimated recently at 60% while the sector
generated about 40% of output (Government of South Africa, 1999, 4).

Though the factors & work were somewhat different, there is a diginct pardld
between the economic crises in Latin America and in South Africa since about 1980
(Table 1). In both cases growth fdl sharply, then recovered patidly. The decline in
population growth was more marked in Latin America. Inequdity remained very high
in both cases.
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Table 1: A Comparison Between Latin America and South Africa, 1970-2000

Latin America South Africa

1970s | 1980s | 1990s 1970s 1980s 1990s
GDP Growth 5.7 17 3.2 3.6 13 1.6
Population Growth 25 2.0 1.9 2.8 2.4 2.3
Per Capita Income 31 -0.3 13 0.8 -1.1 -1.3
Growth
Gross Capital 23.7% | 1862 |216 29.9 21.8 16.0°
Formation
As Percent of GDP 19.9¢
Gini Coeffident Mostly .583°¢

.50-.63

Notes:
a) Gross Fixed Investment
b) Approximation

¢) Refers to the digribution of expenditures among persons ranked by per capita
family expenditure (World Development Report 1997, p. 223)

The debacle of the 1980s lost decade has left Latin America with mgor challenges on
eech of the growth, employment and income didribution fronts. Though the region's
growth rate has gradudly eased up during the 1990s, it has not yet recovered the
levds of the 1950-80 period under the ealier import subditution paradigm.
Moreover, athough the job creation task has eased somewhat in the wake of fdling
population growth rates, the combination of unemployment and underemployment has
remained serious. In addition, the associated problem of income inequality has been
accentuated in most countries, probably by some combination of the economic
downturn itself, the economic reforms and the process of technologica change.

The trends of the 1990s present a more positive prospect on the growth front than they
do with respect to employment and income didribution. With so many changes in the
development setting over the last couple of decades — the policy framework, the crigs,
the globdisation process, and the pattern and pace of technologicd advance — it is
impossble to predict with any accuracy how these indicators of performance will
behave in the coming years.

However, there are drong empiricd and theoreticd grounds for worry. On the
empiricd dde, the centra fact is that most Latin American countries have suffered a
moderate to sharp increese in the levd of income inequdity (Altimir, 1994; Bery,
1997), dmogt dways coinciding with the introduction of an economic reform package
and usudly dso with an economic downturn (these two phenomena occurred together
in many cases). A typicd component of the increesing income inequdity is a
widening gap between more skilled and less skilled workers. a gep tha in a number of
countries was declining over a previous period but then started to expand again.

There are a number of conceptua or theoretical grounds for the prevdent pessmism
about employment and didributional trends. Although early smplistic assessments of
the likey digtributionad outcomes of trade (especialy) and other types of liberdisation
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were sometimes quite optimisic — mainly on the grounds of the idea that, as a bBbour
abundant region, Latin Americds workers would be the specid beneficiaries of
expanding trade (Krueger, 1988) — the evidence thus far has mainly contradicted these
predictions. As a result, greater attention has been given to the possibility that most of
the Lain American nations do not in fact have their comparative advantage in
products which are intensve in the use of unskilled labour, but rather in various types
of more skilled labour and in naturd resources, both of which are typicadly digtributed
very unequdly; under ether of those dtuations, trade is likdy to have a negdive
impact on income digtribution.

Other andysts have agued that the rapid pace of unskilled labour-saving
technological change is behind the observed pattern of incressing inequdity. Each of
these interpretations puts the emphass on how the demand for labour has evolved,
rather than on how the labour market functions. The implication is that to the extent
that inadequate growth of labour demand did not manifest itsdf in low wages of those
toward the bottom of the pyramid, it would insead show up in unemployment or
underemployment leading to the same find result — low incomes.

The specid role or task of the SMIE sector relates to its postion in the middle of the
gpectrum of Szes and capitd intengties in an economy. On average, the labour
demand curves of larger, more modern firms gart higher than those of smdler, less
modern firms but are dso deeper (less dadtic).1 This reflects the fact that in firms
usng modern technology, the productivity of labour is quite high for the few workers
required to complement a given amount of capita (hence the curve darts high), but
ance only a few workers are needed it fdls steeply. Such firms can pay a few workers
quite wdl but are not interested in hiring a large number. At the other end of the
gpectrum is the microenterprise sector which has a very flat labour demand curve: the
curve darts low dnce not even for a very smdl labour input is productivity high, and
is rdaively fla, as has been well-verified by the expandability of the informa sector
of many economies.

In Fgure 1, the labour demand curves of large enterprise (LE), smdl and medium
enterprise (SME) and microenterprise (ME) are portrayed as arves LL', SMSM', and
MM' respectivdy. The totd demand curve (TT) for labour is the horizonta
summation of these three curves, shown as the heavy line in Figure 1. Mog of the
potentid employers a very high wages on this tota demand curve are modern firms
the bulk of the middle of the TT' curve corresponds to the demand of SMES, and the
mgority towards the bottom of it to quite smal, low-technology microenterprises.
Were there enough of the complementary factors (capital, natural resources) to
generate a TT' curve far enough to the northeast in the figure to cut the labour supply
curve (SS) a a high wage this would of course be desrable. This is the Stuation in
developed countries where the main component of the TT' demand curve corresponds
to the rdaively capitd-intengve, high-technology firms which make up the modern
sector. In developing countries, the availability of complementary factors is too
limited and hence the sze of the modern sector too small for this outcome to emerge.

1we abstract here from the heterogeneity of the labour force. The argument presented in the text can
be thought of as applying mainly to those lower skill categories of labour that make up the bulk of the
labour force.
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Under these conditions, a country which alocates a high share of capita to the very
modern sector is likdy to have the mgority of the population working with very little
capitad and hence low labour productivity (demand for labour). The equilibrium wage
would be quite low; workers in the modern sector would probably be able to bargain
avay some of the profits in that sector through labour legidation or collective
bargaining. Another economy, endowed with the same amount of cgpitd and other
non-labour resources (and the same number of workers), but which dlocated more of
the capital to the SVIE sector rather than the LE sector, would have a labour demand
curve which was lower for smdl quantities of labour (i.e. a points closer to the
verticad axis), but higher for larger amounts of labour. It would therefore normdly
have a higher equilibrium wage than the firs economy, though perhaps less very high
wages of the type resulting from favoured workers bargaining away some of the very
high profits of favoured sectors. In most cases the lowest part of the demand curve is
in effect a demand for own-labour on the part of low income sdf-employed people.
The pad wage rate for hired workers in LE and in SME will be higher than these
individuals can generate as own income.

Figure 1: Labour Demand Curves

Wage / Labour Productivity

Employment

To better understand the important role that SME plays in today's Latin American
economies, it is ussful to diginguish the labour demand associated with each of five
separate sectors of the economy, rather than just the three Sze-based categories
mentioned above.



The Role of SMEE in Latin America — Introduction 8

Agriculture, while gill important in most countries, has been and will continue to lose
relative importance as a source of employment, even though in a few cases economic
liberdisation might have the effect of temporarily reversng this naturd process. In a
number of cases new agriculturd exports will not be dggnificantly employment-
cregting, a pattern repeated over the last hdf-century in pats of Brazil, Paraguay,
much of Central America and so on (Carter et d, 1996; Berry, 1998). On average it is
unredigic to expect this sector to creste large amounts of very remuneraive
employment.

Two other important components of the economy are aso unlikely to generate much
employment in the short or medium run. The public sector is, in most countries, under
a fiscd condraint that impedes employment expanson. The large-scae private sector
producing tradables might generate dgnificant employment growth in a few countries,
but downsizing has been the more norma accompaniment of liberdisation thus far, as
firms druggle to rase productivity and competitiveness while introducing labour-
saving machinery and equipment. It thus appears prudent to assume that employment
may be close to stagnant for awhile in this sector before norma growth resumes.

The rest of the private sector can be disaggregated into the SME segment and the very
gndl firm (microenterprise) segment. Microenterprise  plays the very important
insurance role of guaranteeing a minimum, abet quite low, levd of income to many
people, but it does not have the capacity to generate moderate to high incomes for a
large number of people. This leaves SME as the sector that does not require very large
amounts of capita to grow and that aso should be able to produce good leves of
income for many people2

Some fed the naure of the current chdlenge in Latin America can be gleaned from a
comparison of the breskdown of net employment creation among the five sectors just
cited between the 1970s — before the debt criss and the resulting recesson — and the
1990s, when the region had once again achieved a modicum of growth (an average of
35% over the decade). In the 1970s net employment cregstion was spread fairly
widely among these sectors, as shown in Table 2. However, in the 1990s (through
1997 approximately) none of agriculture, the public sector or the large-scale private
sector contributed sgnificantly to total employment creetion. The job was thus left to
the microenterprise sector and to SME, with the former playing its usud safety valve
role when no other sources of employment were avalable® Clearly it is not possble
to expect the microenterprise sector to continue to carry such a large share of the
employment-cregting function without the average incomes asociated with that
sector faling. No doubt this fal was a factor in the widespread increases in inequdlity
in Latin American countries over thistime.

2Duri ng the 1980s there was virtually no net job creation in the large-scal e private sector. In the 1990s
(through 1996) its contribution has once again become postive but it still accounts for at most 15% of
employment growth, while the public sector's contribution has fallen to about zero; the great bulk of the
new jobs have been generated in the informal sector (ILO data presented by Victor Tokman).

3t isinteresti ng to note that, although open unemployment did rise somewhat in the 1980s and fall
from its former peak during the 1990s (for the region as awhole, though not for each separate country,
since growth experience did vary agood deal from country to country), it is clear that the lack of good
employment opportunities showed up much morein the number of people in low income informal
sector activities than in open unemployment.
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Table 2: Source of Net New Jobsin Latin America, by sector: 1970sand 1990s

Sour ce (sector) 1970s 1990s
Agriculture 10 0-5
Public sector 20 0-5
Large private firms, Non-agriculture 25 5
Microenterprise (non-agriculture) 25 60
Smdl and medium enteprise  (non | 20 30
agriculture

Source: Based on data from PREALC, International Labour Office

Note that the more basc didtinction being made in the above discusson relates to the
levd of firms technology and productivity rather than to their dze. A country
endowed with a medium level of resources per person needs to have a large amount of
those resources utilized with medium-level technologies, unless it wants to have a
very unequa digtribution of labour across the avalable capitd, with a few workers
able to achieve very hgh productivity because they work with a lot of capitd and the
res able to attain no more than a very low productivity because they are starved of
capital. Since, with a few exceptions, sze of enterprise is rather closdy corrdated
with level of technology, this boils down to saying that such a country should
normaly have a lot of SMESs, since if it dlocates too much capitd to LE there will be
much labour left over with little capital to complement it and this mass of resources
will be mainly in very low productivity microenterprise.

In some developing countries, large firms seem to be &ble to operate without
excessvely modern technology, but this has not been a hdlmark of Latin American
development. In some countries, especidly more developed ores, a far number of
quite smdl firms do achieve high levels of productivity through high levels of capitd
and modern technology. However, this is very much the exception in midde-leve
developing countries like those of Latin America In short, most middle technology
firms are dso somewhere in the middle of the Sze range.

2. THE KEY QUESTION —HOW IMPORTANT A ROLE CAN
SME PLAY?

It is a draghtforward logic which suggests tha an economy's peformance will be
better both in terms of output and of income didtribution and employment generation
if it focuses a Szedble share of its resources on technologies of middle-levd capita
intengty, rather than dlocating nearly dl of the capitd to a few workers employing
quite modern technologies and admost none to the rest of the labour force. All
countries may be expected to benefit from dlocating some resources to that middle
range of technologies. The important question is how much difference it makes in
quantitative terms. The SME sector's contribution to economic performance could, in
principle, be improved ether by rasng the interna efficiency of the resources
dready employed within it or by changing the shae of the economy's resources
employed by it. If too few resources are directed this way, potentid growth will be
logt, but if too many resources are directed, the payoff to the last ones alocated to it
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will be smdl and again growth will be log snce those marginad resources would have
paid off better in some other use.

Viewing the trade-off between use of resources in SME and in other ways gives a
datic pergpective on efficiency of dlocation. But dynamics are equdly or more
important, including both the implications of the sze of the SME sector for savings,
investment and technologica change — what we may cdl the growth implications —
and dso the dynamics of adjusment when an atempt is made to reshuffle the
dructure of the economy (by dze in this case) with a view to raigng its efficiency. In
the latter case, the question of path dependency may become important; though the
role of SME might, for example, have been a large one had a path conducive to that
outcome been followed, if the opposte path was pursued for too long, that option may
have been squandered.

3. STATIC EFFICIENCY OF SME?

Totd factor productivity (TFP) andyses have been carried out with some frequency in
Latin America and esewhere, both to assess the reative efficiency of different
branches of indudry, different Szes etc, and to measure the change in such
efficiency over time. They provide one ussful sort of evidence on performance,
though they must be interpreted in light of the question one is trying to answer.
Usudly TFP cdculaions that diginguish firms or plants by Sze lead to comparisons
of redive "efficdency.” The implicdt quesion is "if a block of resources currently
used by LE were shifted to the SME sector (or vice versa) what would happen to total
output?' Under the dmplest st of assumptions, the concluson would be that if the
edimated TFP in SME is higher than in LE then the economy would gain from such a
shift (and vice versa).* However, this condusion is fully justified only under a rather
redrictive set of conditions, which includes the accurate measurement of dl inputs
(and dlowance for qudity differences) and the vdidity of the implicit assumption thet
the higher TFP sector can be induced to increase its input use — this may well not be
true when large firms would wesken their monopoly postions by reining their output
levels.

The literature on sze and TFP does not point to any consensus conclusons on the
reaionship between sze and productivity. Many sudies do not include sufficiently
accurate messurement of inputs to provide much confidence in any conclusons
towards which they might point. A good number of studies have reported risng TFP
by sze Many others have found TFP pesking somewhere in the middle of the sze
digribution, usudly within the SME range® Almost none of these can boast very
satisfactory measurement within the microenterprise and SME size range.

The most careful st of dudies in tems of measurement, carried out under the
guidance of Liedholm and Mead a Michigan State Univerdgty, come to a different
concluson, finding that TFP is typicaly a declining function of Sze once the unit gets
to the range of a few workers but above the sngle person plant (Liedholm and Meed,

4 Similar comparison with the TFP of microenterprise would lead to comparable sorts of conclusions.

SLittle, Mazumdar and Page (1987), intheir review of literature, consider thisto be arelatively
frequent outcome.
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1998). Though mogt of these studies have been undertaken in African countries (dong
with the Dominican Republic and Jamaica) and have focussed manly on the lower
end of the sze range, the contrast between their findings and those of the many other
dudies that report lower TFPs for smdler firms than for either medium or large ones
(regardiess of which of the latter two comes out better) does raise serious doubts
about the vaidity of those other dudies, which tend to suffer from measurement
problems ranging from fairly to very serious.

4. DYNAMIC EFFICIENCY OF SME

A number of recent studies of SMEs and of the manufacturing or the non-agricultura
sectors more generdly, have highlighted the fact that many smdler firms ae dso
young and that in assessng the economic potentid and contribution of SMES it is
important to be aware of firms life trgectories, not just their point of time daus.
Rates of entry and exit are higher for smaler establishments then for larger ones®, so
in this respect as in many others, SMEs are the middle of the spectrum between
microenterprise and LE. Looked at this way, it is undeniable thet many very smdl and
young firms do not survive, and that there is some loss of societa resources in that
process of faled attempts, though the grest mgority of the lost resources are those of
the entrepreneur himsdf/hersdf. Those firms that do sunvive for a few years and
typicdly grow to a smdl (as opposed to very smdl) Sze are, according to the
Michigan State, Sudies dready quite efficient from a datic point of view. In addition,
however, they are able to grow, to contribute to the process of accumulation of
resources, and often to innovate technologicdly, in terms of management, etc. Most
large firms began their life as rdaivdy smdl ones, so the contribution of SMEs in the
ealy years of ther higory is in that sense inextricably linked to the larger firms of a
few years farther on.

In an overal assessment of the role of SMEs in an economy, the consderable rate of
turnover which characterises even the smdl- to medium-gzed firms in most
economies does not agppear to have any clear-cut implications for the sector's
usefulness to the economy.

5. THE OVERALL CONTRIBUTION OF SMEAND ITS
POTENTIAL UNDER LIBERAL TRADE

Recent literature from virtudly dl pats of the world emphasses the important
contribution that SMES can make to an economy's strong overdl peformance,
whether it be the United Sates (Audretsch, 1998), Japan (Urata and Kawai, 1998),
developing East Asa (Bery and Mazumdar, 1992), Africa (Liedholm and Mead,
1998), or Latin America. For the most part, the increasingly postive reassessment of

6A particularly detailed study isthat of Aw et al (1997) on Taiwan.
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that role owes itsdf to a combination of better recognition of the scope of SMES in
economies and a more careful thinking through of the role of firm dynamics in
economic structure and performance. It has been recognised that some of the world's
best performing economies, notably Tawan and Hong Kong, are very heavily based
on smdl enterprises. A few experiences from Latin America suggest that the SME
sector can be a mgor source of dynamism, as in the case of Colombian manufacturing
from the late 1960s to the early 1980s (Cortes et a, 1987). However, the cases where
the SME sector has played amgor rolein Latin America countries are dtill few.

Most of the especidly successful economies where SME has played a demongtrably
large role have dso been outward-oriented East Asan countries. These countries have
been very successful a hooking the SMEs into the export process, through some
combination of direct exporting by smdler firms (often through reativey smal
intermediary agents, as in the case of Taiwan) or through subcontracting by SMEs
with bigger firms, as in Jgpan over a long period and Korea with increesing intendty
gnce the mid-1970s. This record of achievement under export orientation is
particularly atractive to the countries of Latin America a present, given the chdlenge
to succeed in a more open context and to do so on both the growth and the distribution
fronts.

6. THE ECONOMIC CONTEXT OF SME

Before consdering how public policy may encourage a srong performance from
SMEs, it is necessary to have a reasonable understanding of their setting and hence of
their problems and needs. Like other firms, SMEs exig in networks of suppliers,
buyers and competitors. More than larger firms, which a least have the option of
handling many of ther needs in-house, SMEs rdy on other firms or inditutions for
ther inputs, for the training of ther workers, often for hdp with ther marketing
needs, and so on. One can distinguish three broad groups of SMEs according to the
nature of their reaionships with other firms those that are subcontractors (usudly
but not dways with larger firms); those that are members of "clusters’ made up
manly of smdl firms, and those that are more or less independent, in that they fdl in
neither of the previous two categories. Its needs vary consderably according to which
of these groups an SME fdls into or closest to. Subcontractors can receive
condderable hdp from the contractors with which they do busness members of
clusters tend to satisfy a number of their needs by collective action — eg. in the areas
of marketing, technical assstance, traning of workers, purchase of some inputs, and
S0 on. Independent firms are, as the term implies, more dependent on themsdlves.

Many needs are common regardless of setting. Firms must achieve a certain leve of
efficiency ether to have success as indegpendents or to qudify as candidates for ether
of the other two arangements. Contractors are not willing to invest ther time or
efforts with subcontractors that are not close to being efficient producers. A cluster
must have a high level of cadllective efficiency if it is to compete in world markets, as
many of the most effective clusters do. At present, interesting efforts are being made
in Latin American countries to fadlitate large-smdl firm links to develop denser
subcontracting systems, and to foder effective collective action among SMEs in aress
like exporting, purchase of inputs, etc. These developments are encouraging and
indicative of credtivity, but it is dso dear that they would have to be multiplied many
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times before the SME sector could provide the needed dement of dynamism to the
economies of Latin America

Regardless of the context in which an SME finds itsdf, it is increasingly likdy that its
success will depend on ability to participate effectively in internationa trade, ether as
a direct or indirect exporter or as successful competitor with imports. It is thus
important to consider what policies help SMEs to achieve success of this sort.

7. POLICY VS. EXOGENOUSFACTORSIN THE
PERFORMANCE OF SME

What hope is there that SMES, even if the entrepreneurs are ready and willing, can
succeed in an increasingly competitive world? The answer is "congderable”
egpecidly if policy is supportive and effective. The increesng prevaence of flexible
pecidisation has persuaded many andyds tha smdler firms will play an increesng
role in the industrid sructures of the future. The mgor role of SMEs in employment
creation n Canada, the US and a number of European countries over the last couple
of decades appears to support this view (Audretsch, 1998). Closer to home in terms of
economic dructure and level ae the experiences of severd of the East Asan
countries, especially Jgpan, Tawan and Korea. Jgpan has been and remans the
prototype of the economy in which SME plays a mgor role principdly via
subcontracting with large firms, which tend to be engaged in internationd trade.
Tawan is the prototype in which the SME sector plays a pivotd role by itsdf, without
the high levdl of dependence on large firms, which characterises the Jgpanese modd.
Many dudents of Tawan's experience believe that its outstanding success in
achieving both dramaticaly fast growth and perhgps the lowest level of inequdity of
any developing market economy are subdtantidly attributable to this dominant SME
role (Fei, Ranis and Kwo, 1979).

Although it is hard to be very precise quantitatively, the evidence dluded to above
suggests that the SME sector can loom large and important in an economy and that
when it does so, both the growth and the income distribution performances can benefit
greatly. There remains however the biggest question of al — to what extent does such
impressve success owe itsef to exogenous factors like a wedth of entrepreneurid
tdent, a culture which favours the busness characteristics that are friendly to the
development of SMES, a topography conducive to a dense network of smal firms, or
a higory which did not produce a lot of large firms? In other words, how much of the
experience of a country like Taiwan is plain luck, and hence could not be repeated
even by the most astute and well-executed policy in some other country that did not
share the same inditutional or other features that helped it down that particular road.

There has been a good ded of scepticism in Latin America as to whether the region —
given its different inditutional and culturd background — could achieve such success.
Such scepticiam needs to be taken serioudy, yet not overdrawn. It is true that any
judgements as to the impact of policy must be qudified, snce there ae few
experiences that provide good tests of what a concerted and well-organised attempt to
support strong SME growth @n do. The experience of Korea since the mid-1970s is
a leest close to being such a test, and the lessons it suggests are interesting and
encouraging.
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As of the ealy 1970s its indudrid dructure was more Smilar to that of Latin
American countries Ike Brazil and Mexico than to that of Taiwan, a least in the sense
of its beng dominated by large verticdly-integrated firms which did reativey little
subcontracting, and in that the SME sector was accordingly much less important than
in Tawan or Jgpan. Since that time however, Korea has moved very rapidly in the
direction of the latter two countries, with SMIE output and employment growth being
very fast indeed, such that its share of those two variables in the manufacturing sector
has risen rgpidly (Cho, 1995). At the same time, the level of inequdity in the country
has diminished. Mogt of the SME growth has been due to a rapid increase in the
densty of subcontracting, i.e, a move toward the Japanese modd of indudtrid
structure.

This experience is rlevant to the Latin American context: in an East Adan country
with condderable dructurd dmilarities to the traditiond Lain pettern, a rapid
increase in the role of SME can be achieved when conditions are right. In the Korean
case the sharp shift of Structure was due in part to an increase in competitive pressures
asociated with the gppreciation of the yen in the mid-1970s and of the Korean won
with it, and to a concerted effort through public policy to expand the role of SMEs.
Both these conditions could be agpproximated in Latin America The opening to
internationa trade will have an effect somewhat pardle to the gppreciation of the
Koreen currency; in fact many people beieve that the reaivey low leve of
subcontracting in most Latin countries has been in part a product of the high levels of
protection. The second condition, a well-designed and vigorous set of policy supports
is a the disposa of these countries if they take up the chdlenge serioudy enough. A
well-designed policy package is not expensve, but it does require a level of serious
dedication, which has been for the most part absent in the past.

It is important to recognise the potentiadly greet difference between success and
falure in integrating SMEs directly and indirectly into the world economy. Potentid
falure is implict in the fact that integraion with the world economy can be a
daunting prospect for smdl firms, and a quick reduction of import bariers can
decimate some SME sectors, especidly when the red exchange rate is dlowed to
fluctuate, creating periodic waves of imports. Although SMEs often live by ther
flexibility and agility, many of them are a the same time vulnerable to mgor externd
shocks. One of the chdlenges to effective support policy is an undersanding of this
fact and its implications in a given country. However, success has been achieved both
by whole countries like those mentioned from East Ada and, within Latin America,
by intenationdly competitive clusers of firms from vaious Latin American
countries, as wel as by compstitive industries which draw some of their strength from
a congderable amount of subcontracting.

8. WHICH POLICIESHELP THE MOST TO INDUCE A STRONG
PERFORMANCE FROM SME

The SME sector is a very heterogeneous one, so it should not be expected that the
same policy package would be optima across branches, across countries at different
levels of development, between SMEs which are subcontractors and those which are
part of clusters, for producers of tradeables vs. producers of non-tradeables, etc. It
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must dso be recognised that in some areas our understanding of what good policy
may be remains incomplete for lack of policy experiments and careful anadyss. These
cavests asde, a number of important conclusons are now possible.

Fird, it is necessary to recognise that, for the most part, Latin American countries are
not among the leaders in the overdl qudity of ther support sysems for SMEs, though
in some cases individua eements of support are solid or promisng and in others
interesting experiments are taking place. The fact that an effective system involves
paticipation from diverse branches of government and from private collective
inditutions that are not uniformly strong in Latin America imposes a red chalenge to
the quick devdopment of strong systems. In the well-functioning sysems around the
world (of which Tawan and now Korea ae examples) there is generdly good
coordination among the purveyors of different services and the ingtitutions that help to
determine the context for SME performance.

One of the probable reasons for the presence of successful clusters of SMEs in
countries where overadl SME deveopment is not particularly successful lies in the
fact that the needed degree of coordination among the dements of a good policy
package is often easer to achieve a the locd than the nationd level. At the nationd
level, policymeking is currently most often dominated by macro concerns and
macroeconomic specidids (in the Centra Bank, the Ministry of Finance, etc.). With
the increasing specidisation over the years among the branches of economics, this has
meant that those in charge of the main levers of policy are unfamiliar with the varying
Stuations and needs of specific groups of firms defined by sector or, as in the case of
SMEs, by sze. For informed, effective policy a the naiond levd this hurdle must
somehow be overcome. More complete knowledge among the decision-makers would
help; so would the more frequent presence of representatives of the SME sector at the
policy-making table. In most countries their political voice is muted, but in the greet
SME success dories like Tawan it is drong. At the loca leve nether the
macroeconomic bias of decison-makers nor the absence of the SME voice is such a
problem, and there are the added advantages that the various firms and loca policy-
makers tend to share a desire to see the region succeed, and that their persona
acquaintance makes collaboration easier.

One policy that increasingly matters to more SMEs as economic integration proceeds
is exchange rate management. Colombian SME exporters reported that it was one of
the policy areas of greastest concern to them (Levy et d, 1998). Although SMEs show
vaious types of flexibility ad aglity — in fact this is often what keeps the survivors
afloa — they can be quite vulnerable to certain types of externd shocks. In generd,
they are more s0 than ther larger counterparts, which typicaly have the reserves
(economic and political) to weather storms, and are often more diversfied to dart
with, rendering them less vulnerable to what happens in specid smdl sectors of the
market. In the present era, with its inflows and outflows of hot money putting pressure
(in one direction or the other) on the exchange rate, the risk of damage or death to
esentidly hedthy SMEs (hedthy in the sense of ther having the potentid to be
economically productive over alengthy period) is high.

Mogt of the other key policies in support of SMES are more microeconomic in
character. Mogt have as ther objective helping these firms to be more efficient and
competitive, while a the same time creding rdatively good-income jobs. Many
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dmultaneoudy increese a firm's peformance capability and dso increase the
likdihood that it will be able to enter a useful subcontracting relationship with a large
firm or be a productive member of a cluger. Large firms ae only interested in
subcontracting work out to smaler firms a or above a minimum performance level.

Marketing success conditutes one of the key challenges for many SMEs. A vduable
experience for SMEs in many indudtries is paticipation in trade fars, a home and/or
abroad, the latter of which can be a good means of penetrating export markets.” Trade
fars dso turn out to be an important source of technologica learning. More generdly,
however, governments inditutiond capability to deiver marketing support is week in
most developing countries. The developing world is littered with failed export support
programmes and 'white ephant’ export ingtitutions.

A better gpproach is intervention with a “light touch” that provides firms with the
wherewithd to find buyers for themsdves, rather than atempting to subgtitute for
efforts by putative exporters. Export marketing support should also be decentrdized
and talored to the specific redities of individua marketplaces so as to be adle to
respond to the enormous diversty of players and maket mechanisms across
subsectors. The experience in Colombia exemplifies. The performance of the nationa
export agency, PROEXPO (created in 1967), in providing direct marketing support to
SMEs has been less than impressive, judging by the fact that reaively few of the
Colombian SME exporters that used collective support reported that it came from
PROEXPO.2 The industry associations, by contrast, show considerable promise in this
area, especidly those in the lesther and (more recently) garments industries. Working
closdly with ther member firms, they have been developing the sort of sector-specific
knowledge and skills which cannot redigticaly be expected from generd purpose
agencies like PROEXPO. A successful hybrid arrangement that is beginning to take
hold is for PROEXPO and other public sector agencies to work collaboratively with
industry associations — with the public agencies providing some funding to hdp
organisefairs and assst visits abroad by potentia exporters.

Technology upgrading is key to the continuing success of SMEs, especidly those that
produce tradegbles. In generd, private rather than collective mechanisms are the main
externa (to the firm) sources of technologica capability. In Japan, strong vertica and
horizonta inter-firm relations drive the technology acquisition process, and such links
are important in many other countries even if less dense than in Japan. Where such
helpful private-sector links are limited, the chdlenge of technologica acquistion is a
formidable one, and the consequence can be technologica isolation and a resort to ad
hoc learning. Yet a number of experiences from outsde the region (such as tha of
Koreds engineering-based SMES) and within it (various indudtries in Brazil and
Argenting, Colombids creft-based leather and garment SMEs, Chiles wood-
processng) suggest that it is possble to successfully surmount this chdlenge via
activig drategies at both the firm and collective levels.

7 Exporting SMEs surveyed in Colombia, Koreaand Indonesia reported fairs as the leading or second
most val ued collective source of export marketing support in seven of the nine subsectors studied by
Levy et d (1998, 6-9).

8 Although one should note that its primary focus has been on the provision of credit for exporters, an
activity that it apparently has undertaken impressively.
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Collective technicad support can be “broad-based,” contributing to the emergence of
an information-rich" environment, or it can promote "high-intengty” technologicd
learning by supplying technicd inputs directly to firms. The former works to enhance
the ovedl avalability of usdble information, leaving firms to judge wha information
sources might be most useful, and how they might be adgpted to a firm's specific
needs. It involves things like sponsoring courses on specidlised topics, faciliteting the
use of gpecidised consultants to a range of firms and promoting information sharing
among firms. Such support appearsto be useful in most countries of Latin America

Broad-based collective support has been most effectively ddivered by decentralised
inditutions — ether by industry associations, independent non-governmenta
organisations, or by locd governments in specidised indudtrid didricts. The record of
centrdised inditutions in ddivering services is more uneven. The dedrability of
decentrdised delivery reflects the wide diversty across activities in the kind of
information that is useful, and consequently the need for ddivery of broad-based
collective technica support that is close to — and appropriate for — reasonably
homogenous dlient groups.’

The god of hightintendty collective support is to meet those specific technologica
needs of firms which are not adequately addressed through other channels. Demand
for support dong these lines is likdy to emerge only a rdativdy high levds of
technological complexity. For countries that lack an overdl record of sSrong
peformance by parastatds an effort to edablish a high-intengty network of
collective technica support, say dong the lines of Koreds successful system, would
appear to be risky. Where assistance is provided collectively, it often makes sense to
do s0 to groups of clients. Chile has taken the approach of subsdisng privady
supplied technical assstance. Sharing of the cost with the client is clearly appropriate;
the risk associated with subsdised private supply is tha ineffective service suppliers
will be induced into existence. It remains to be seen how broad a supply of qudity
services will emerge in response to such a system.

The role of access to credit in the hedthy evolution of the SME sector has been
controversa, both with respect to whether the lack thereof is typicdly one of the
mgor impediments and with respect to whether financid liberdisation is more likdy
to improve access or wesken it. The evidence is thus far ambiguous on both counts.
There is little doubt that many SMEs could grow more efficiently with better access to
credit, but it is less cdear what the limits are to the likdy performance of a financid
sysem in terms of alocating such credit to the “right” borrowers. Perhgps the only
vaid generdisttion is that a financd sysem will work better when it has better
designed rules to guide lending to SMEs and more SME-specific persona expertise;
that is, more people who have enough fed for the context of SMEs to be discerning
lenders. Not too many inditutions in Latin America or esewhere in the deveoping
world have performed impressively in this regard.

The impacts of financid liberdisation are a source of optimism to those who believe
that the public sector banks which focussed on SMEs were ineffective and that the

°1n Japan, technical centres under the umbrellaof local governments are the primary providers of
broad-based collective technical support. A further function of Japan's collective technical support
system -- difficult to measure but, by all accounts, very useful -- isas anode in an information-rich
network.
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private sector could do a better job, especially when interest rates were brought closer
to equilibrium leves s0 tha credit dlocation would more likey be guided by which
sectors had a drong effective demand for credit. Research by Jaramillo et al on
Ecuador led them to conclude that the process improved the access of smdler firms to
private sources of credit. Survey evidence reported by Levy et al (1998) for Colombia
(ad Indones@) indicated that smdler and generdly less wdl-placed SMEs relied
more heavily on public sector banks while their better-placed counterparts draw more
on the private banks!® It seems likely that the access of smdl and otherwise
dissdvantaged SMEs to external sources of finance, and especialy to bank loans,
depends heavily on the degree of devdopment of the financiad markets, in countries
like Jgpan it is rdaivdy good while in mogt Lain American countries it is
condderably less so.

Another ggnificant difference between better financid systems and wesker ones
involves the performance of credit guarantee systems. Such systems work relaively
smoothly in Japan, in part because they are primarily operated by loca associaions —
that naurdly have better informaion than outsders on the rdiability and credit-
worthiness of various possble borrowers in their geographic area — and in Korea
where, because the guarantees are only partiad, banks have consderable incentive to
be careful both in ther credit evauations and in credit collection. In both these
countries default rates have been kept to managesble levels. By contrast, and
epecidly in their early dages, severd of the Latin American schemes (eg. that of
Colombia) have suffered mgor incentive and other problems, producing high rates of
loan default, often accompanied by long dedays by the guarantee sysem in
compensating the banks making the defaulted loans. As a result, lending inditutions
have often become leery of extending credit to SMEs except where drict collateral
requirements could be satisfied, more often the case with the larger and better-
endowed SMEs. The indstence on collaterd, even when the loans are guaranteed,
tends to defeat the purpose of the guarantee system.

Support for agppropriate education and training is another important dement of an
effective support sysem for SMEs. It is often notable that training inditutions play a
dggnificant role in the development of such SME clusters as Novo Hamburgo in
Southern Brazil (Schmitz, 1995) and Rafada in Argentina (Quintar et al, 1993).
SMESs do not and cannot be expected to supply most of the needed learning in-house,
both for lack of resources and out of fear of "poaching” by other firms. Mogt of Latin
Americds vocetiond training inditutions and sysems were origindly desgned to
take care of the needs of larger firms. Increasingly it is recognised that ther efforts
should now be mainly focussed on SMEs (Berry and Mendez, 1998). Encouragement
of SME suppliers through public sector purchasing may adso play a role, as in the
Cearyprogramme (as described by Tendler, 1997, Chapter 5).

Severd types of support are directed to improving inter-firm cooperation involving
SMEs (ether among themsdves or with larger firms) or to teke advantage of
economies of scale avalable by providing services jointly to many SMES.

10 A similar tendency for collective technical support to be more highly valued by "margina” firms
seemsto betypical.
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(i) Support for reevant budness associations — sometimes umbrdla SME
associations, sometimes industry-specific ones, and often local ones;

(i) Practicaly-oriented support for large-smdl linkages, eg. dong the lines of the
SEBRAE programme in Brazil (Marx, 1993, cited by Humphrey and Schmitz, 1995,
19);

(i) SME network support programmes, of which the Danish Network Cooperation
Programme and Chile's PROFOs are good examples (Berry 1997); and

(iv) Subcontracting exchanges, though it is not clear whether they will often have a
large payoff, their modest costs makes them alogica component.

With respect to how to carry out SME support policies, three points deserve comment.
Firgt, support should be provided on a group bass where feasble, in order to increase
the chances of inter-firm cooperation. Second, the modus operandi of support systems
and their components should usudly be one-shot or time-limited when possble in
order to avoid the creation of permanent bureaucracies, a least until the benefits have
been shown to be clearly satisfactory. Thus, for example, subsdies for participation in
ay given nework should normdly be time-limited. Findly, it must be recognised
that no smple formula has been found to energise the SME sector. Athough a good
credit sysem is no doubt pat of an effective policy package, it is by no means
enough. The record with industrid edtates, incubators and like ventures is by now
long and for the most pat unhgppy; in some sStuaions these mechanisms can help
some firms, but there is no empiricd bads for bdieving that they will be a sgnificant
part of a good support syslem and there is al too much evidence that scarce resources
can be wasted on them.

To backstop effective SME policy, it is essentia that information on the SVIE sector
be collected, organised, and analysed so that policy decisons are no longer taken on
the bass of patid and manly anecdota underganding of the characterisics and
needs of SMEs Related to this is an urgent need for serious monitoring of the
progranmes tha ae put into place; many programmes will of necessty have an
experimental  character for the time being snce 0 little is known about which
ingruments work well in different Stuations.
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