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Preface

A Primer on Policies for Jobs is based on materials and input provided dur-
ing the labor market courses conducted during the past 10 years. Its
objective is to provide government policy makers, researchers, and labor
market practitioners and other specialists with a practical guide on how
to strengthen labor market institutions, especially in light of the global
financial crisis. This primer emphasizes six pillars of labor market institu-
tions: global trends, job creation, labor market policies, education, entre-
preneurship, and globalization.

Chapter 1 addresses current labor market trends and job creation,
particularly in tough conditions. Chapter 2 examines channels of job
creation and ways to strengthen labor market institutions to ensure sus-
tainable job growth, considering factors such as investment climate, job
policy, industrial policy, social protection, and other labor market issues.
Chapter 3 focuses on labor market policies in developing countries.
Following a brief introduction about the MILES Framework, the chapter
examines the degree of informal employment in labor markets in devel-
oping countries. This analysis provides a context for the subsequent dis-
cussion of labor market policies in developing economies. The discussion
focuses on the issues in job to worker protection. Chapter 4 highlights
the impact of education and skills on labor market outcome, particularly

Xi



xii  Preface

in the developing world. Chapter 5 discusses entrepreneurship along
three key dimensions: development and growth, job creation, and female
entrepreneurship. It first discusses the importance of entrepreneurship in
economic development and consequently job creation and then shifts to
the topic of gender differences in entrepreneurship. Finally, chapter 6
addresses the relationship between jobs and globalization. As trade and
services across borders continue to grow, globalization has had a tremen-
dous influence on the labor market.

The authors would like to thank participants in the labor market
course for their input and to acknowledge the International Labour
Organization for its valuable data.
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CHAPTER 1

The Global Labor Market:
Trends and Outcomes

The chapter examines the labor market, incorporating the available infor-
mation to inform on the global labor market situation, particularly in the
aftermath of the global financial crisis. The labor market is discussed
within the context of the macroeconomic environment, highlighting the
uneven global economic recovery and the delayed revival of the labor
market. Stubbornly high levels of unemployment stand in contrast to the
upturn witnessed in many macroeconomic indicators.

Other key indicators of the labor market are discussed, including
employment, labor force participation, vulnerable employment, working
poverty, and gender disparity. Labor markets are very different in the
developing world from those in the developed countries. The majority of
workers in developing regions are employed in the informal economy and
face disadvantaged working conditions. Inadequate or nonexistent social
protection in developing economies means that workers have little choice
but to offer their services often as unpaid family workers in agriculture.
Labor is the main asset of the poor, and finding a job is the main way out
of poverty.

The regions of the world, developing and advanced, face key chal-
lenges in their labor markets. A wide array of factors affects labor market
outcomes, including labor market conditions, natural resources, and



2 A Primer on Policies for Jobs

cultural factors. Globalization and technological change also affect labor
market outcomes.

The 2011 Global Employment Trends from the International Labour
Organization (ILO) takes stock of the labor market in the developed and
developing economies. This chapter draws heavily on its findings for the
discussion of the global labor market situation in the sections that follow.

The Global Economic Recovery and the Labor Market

The financial crisis that rocked the global economy from late 2007
through early 2009 adversely affected unemployment and employment.
Three years later, as the world economy begins to recover,! the gains in
output (see table 1.1) have not been matched by decreases in unemploy-
ment. The number of unemployed in 2010—some 205 million—was
unchanged from a year earlier and above the level that prevailed before
the crisis, approximately 177.4 million in 2007. A marginal improvement
in the global unemployment rate—6.2 percent in 2010 as opposed to 6.3
percent in 2009—was far from the 5.6 percent prevailing in 2007. The
vigorous pursuit of countercyclical fiscal and monetary policies is cred-
ited with halting the crisis and bringing about a recovery in growth that
occurred faster than was forecast. Global growth began to recover in the
final quarter of 2009 (ILO 2011, 4) and was estimated at 4.8 percent in
2010 with a (projected) deceleration to 4.2 percent in 2011 (see table
1.1). The current global economic environment—characterized by fragile
labor markets, high levels of public and household debt, and continuing
vulnerabilities in the financial sector—constitutes significant downside
risks to growth in the near term (ILO 2011, 4).

The pace of recovery has been unequal, with developing economies
having rebounded faster than the developed countries. The crisis began in
the developed economies, and the fiscal and monetary policy responses
have generated unsustainable government debt that acts as a brake on
economic growth. In contrast, the rapid recovery in global trade has gen-
erated a faster than expected recovery in the developing economies and
the emerging markets in particular. Moreover, returns on capital have
been greatest in emerging economies, and they have experienced large
increases in capital flows. While there are downside risks—asset bubbles
and inflation—in the short term the emerging economies have rebounded
faster.

Furthermore, employment generation has been slow in developed econ-
omies, and developing economies have seen an increase in employment
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Table 1.1 Real Annual Growth of Gross Domestic Product by Region, 2005-11
(percent)

Region 2005 2006 2007 2008 2009 2010 2011
World 4.6 52 53 28 -0.6 4.8 4.2
Developed economies

and European Union 26 29 26 0.3 -34 2.3 2.0

Central and south-
eastern Europe

(non-EU) and CIS 7.0 8.2 79 43 -6.0 49 43
East Asia 95 10.8 12.1 7.8 7.0 98 8.6
Latin America and

the Caribbean 47 56 57 43 =17 57 40
Middle East 54 56 6.1 48 13 36 5.1
North Africa 50 6.1 58 53 35 5.1 5.1
South Asia 8.7 9.0 9.1 59 55 89 7.7
Southeast Asia and

the Pacific 59 6.2 6.7 44 15 7.2 53
Sub-Saharan Africa 6.3 6.4 6.9 55 26 50 5.5

Source:ILO 2011, 61.
Note: Estimates for 2010 and 2011 are preliminary.

in the informal sector and among the working poor. The failure of employ-
ment growth to keep pace with improvements in macroeconomic indica-
tors provides a real challenge to the labor market and to future sustainable
growth of the macroeconomy. Distress in a number of labor market indi-
cators—employment-to-population ratio, vulnerable employment, and
working poor—highlights the challenges the labor market is facing.

The employment-to-population ratio—the share of the working-age
population that is employed—is an indicator of whether a country is
generating employment. The global employment-to-population ratio, as
shown in table 1.2, has fallen since the crisis and was estimated to fall
further in 2010, suggesting that the global economy is not generating suf-
ficient employment. Across the regions, the ratio is estimated to increase
(improve) for all regions except East Asia, Southeast Asia, and the Pacific
and to stay the same for Sub-Saharan Africa (see table 1.2).

Vulnerable employment refers to family workers and own-account
workers and is a measure of informal sector employment. South Asia and
Sub-Saharan Africa show the highest rate of vulnerable workers,
reflecting the significant numbers employed in the agricultural sector.
Before the crisis, the share of vulnerable workers was declining across all
regions (see table 1.3). Between 2008 and 2009, the rate of vulnerable



Table 1.2 Employment-to-Population Ratio by Region, 2000-10

(percent)
2010
Cl lower Preliminary Clupper

Both sexes 2000 2004 2005 2006 2007 2008 2009 bound estimate bound
World 615 614 614 61.6 61.7 61.6 61.2 60.9 61.1 613
Developed economies

and European Union 56.7 559 56.2 56.7 57.1 57.1 555 545 54.7 549
Central and southeastern Europe

(non-EU) and CIS 51.7 519 524 528 537 54.1 534 533 536 538
East Asia 735 725 719 714 710 704 70.0 69.8 69.9 70.1
Latin America and the Caribbean 58.1 59.2 599 60.6 60.9 61.3 60.6 604 60.7 61.0
Middle East 44.8 449 451 453 453 451 45.2 451 454 458
North Africa 439 452 454 46.0 46.1 46.5 464 46.2 46.6 46.9
South Asia 575 584 585 58.7 58.8 59.0 59.0 589 59.1 59.2
Southeast Asia and the Pacific 67.1 65.8 65.6 65.6 66.0 66.0 65.9 65.6 65.8 66.1
Sub-Saharan Africa 63.5 64.2 64.3 64.8 65.1 65.2 65.2 64.9 65.2 65.5

Source:1LO 2011, 63.

Note: Estimates for 2010 are preliminary; Cl = confidence interval.



Table 1.3 Vulnerable Employment by Region, 1998-2009

(percent)
Both sexes 1998 1999 2000 2005 2006 2007 2008 2009
World 537 535 533 519 514 510 50.2 50.1
Developed economies

and European Union 1.3 1.1 10.8 103 10.0 9.9 9.7 9.7
Central and southeastern

Europe (non-EU) and CIS 24.1 26.7 256 22.8 219 20.7 204 20.0
East Asia 614 60.2 59.1 55.8 552 54.5 522 50.8
Latin America and the Caribbean 357 36.1 358 338 32.7 323 31.8 322
Middle East 36.8 36.0 357 339 33.7 333 329 32.7
North Africa 437 421 424 426 411 412 40.2 404
South Asia 81.9 81.1 82.1 80.5 80.2 79.9 789 785
Southeast Asia and the Pacific 63.8 66.2 65.5 626 62.3 62.0 62.5 61.8
Sub-Saharan Africa 80.5 79.9 79.5 77.1 76.6 76.0 753 758

Source:1LO 2011, 69.
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employment has been roughly flat, with increases in Latin America and
the Caribbean, North Africa, and Sub-Saharan Africa.

Roughly 39 percent of workers are considered to be working poor,
based on a poverty line of US$2.00 per day, representing 1.2 billion
workers worldwide. While significant improvements have been made in
reducing poverty—and all developing regions, except Sub-Saharan Affica,
western Asia, and parts of Eastern Europe and Central Asia expected to
achieve the Millennium Development Goal target of halving the share of
people living in extreme poverty (less than US$1.25 per day) by 2015
(ILO 2011, 23)—progress slowed during the crisis, and this is reflected in
the numbers of working poor.

Based on a rate of US$1.25 per day, the estimated poverty rate for
workers in the global economy in 2009 was 20.7 percent, or one in five.
This percentage is higher than the precrisis projected rate of 19.1 per
cent, representing 40 million more working poor (ILO 2011, 26) (see
figure 1.1).

Table 1.4 shows the numbers of working poor and their share in total
employment. The numbers of working poor in North Africa have

Figure 1.1 Global Working Poverty Trends, 1999-2009
(based on US$1.25 per day)

1,000 35

% 800 30 8
a )
o U
= ©
£ >
S 600 25 %
Q a
g 5
3 ~ <
Q 5]
2 400 I ~< | F20 &

[ working poor

working poverty rate ---- precrisis trend (2002-07)

Source:1LO 2011, 24.
Note: Estimates for 2008 and 2009 are preliminary.



Table 1.4 Number and Share of Working Poor by Region, Selected Years, 1999-2009
(based on USS1.25 per day)

Numbers of people (millions) Share in total employment (%)

Both sexes 1999 2003 2008 2009 1999 2003 2008 2009
World 875.1 785.6 640.0 6319 339 284 21.1 20.7
Central and southeastern Europe

(non-EU) and CIS 10.6 93 7.0 7.0 73 6.2 43 43
East Asia 286.2 203.8 83.1 73.0 38.7 26.0 10.3 9.0
Latin America and the Caribbean 263 28.0 16.6 174 13.0 128 6.6 6.9
Middle East 28 38 3.7 3.7 6.2 74 6.0 59
North Africa 10.5 1.1 10.5 10.7 214 20.2 16.2 16.1
South Asia 285.2 291.7 284.5 282.0 56.6 52.2 449 435
Southeast Asia and the Pacific 106.0 816 64.3 63.6 452 325 233 226
Sub-Saharan Africa 147.5 156.2 170.2 174.6 66.9 63.0 58.5 585

Source:ILO 2011, 719.
Note: Estimates for 2008 and 2009 are preliminary; percentages may not add to 100 due to rounding.
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increased over the 10-year period to 2009, a trend that is particularly
visible in the Middle East and Sub-Saharan Africa. The numbers of
working poor both at the US$1.25 and at the US$2.00 per day poverty
line are vulnerable to further shocks. The ILO (2011, 26) notes that
although there is always the possibility that economic recovery will fal-
ter, the more likely threat to the working poor and the poor in general is
that rising inflation will lead to higher food and commodity prices.
Developed-economy governments and central banks must recognize
that loose monetary policy may generate inflationary pressures in devel-
oping economies through increased capital inflows in search of higher
returns. Developing-economy governments and central banks need to be
aware of how their own monetary stance and currency regimes may lead
to inflationary pressures. Current levels and growth rates of unemploy-
ment and employment pose real challenges for the labor market going
forward.

Labor Market Trends

This section examines labor market trends in employment, unemploy-
ment, labor force participation, wages, and productivity. Both developed
and developing countries face difficult challenges.

Employment

Global employment continued to grow during the crisis, albeit at a
reduced pace due to the decline in employment experienced by the
developed economies and the European Union (EU) (-2.2 percent) and
by Central and Eastern Europe (non-EU) and the Commonwealth of
Independent States (CIS) (-0.9 percent) (see table 1.5). For many devel-
oping countries, employment is driven by demographic trends, as most
workers work in the informal economy and the lack of adequate social
insurance means that macroeconomic shocks have limited employment
impact. Preliminary estimates for 2010 suggest that employment growth
will continue to be negative for the developed economies and EU (-0.9
percent) and that the developing regions will experience growth rates
close to their 2007 rates.

Unemployment

As noted, global unemployment has been slow to recover in the after
math of the crisis. The increases in unemployment in 2009 (22 million)
were not redressed sufficiently in 2010, and the global unemployment



Table 1.5 Annual Employment Growth by Region, 2001-09

(percent)
2010
Cl lower Preliminary Clupper

Region 2001-06 2007 2008 2009 bound estimate bound
World 19 1.8 15 0.7 1.0 13 1.7
Developed economies and

European Union 0.9 14 0.6 -2.2 -1.2 -09 -0.5
Central and southeastern Europe

(non-EU) and CIS 1.0 2.1 1.1 -09 0.1 0.6 1.2
East Asia 1.1 0.7 0.2 05 0.7 0.9 1.1
Latin America and the Caribbean 2.8 2.2 23 0.5 1.5 20 2.5
Middle East 3.6 29 23 3.0 2.1 29 3.6
North Africa 35 26 3.1 2.1 1.7 2.5 32
South Asia 2.7 24 2.6 22 2.0 23 2.7
Southeast Asia and the Pacific 1.8 2.5 1.9 1.7 1.3 1.7 20
Sub-Saharan Africa 32 3.1 30 26 24 28 32

Source:1LO 2011, 71.

Note: Estimates for 2010 are preliminary; Cl = confidence interval.
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rate stood at 6.2 percent, marginally better than the 6.3 percent recorded
in 2009 (ILO 2011, 12). Table 1.6 shows the unemployment rates by
region since 2000 and preliminary estimates for 2010.

Countries in the developed regions continue to experience increasing
unemployment. The unemployment rate is estimated to increase by
0.8 percentage point in 2010 for the developed economies and EU (see
table 1.6). This increase is in contrast to all other regions (except Sub-
Saharan Africa), where the rate of unemployment decreased between
2009 and 2010 (table 1.6). The largest decrease—0.8 percentage point—
took place in Central and southeastern Europe (non-EU) and CIS.

Disaggregating the data further shows the unemployment rate by sex
and by age. Globally, there is no discernible difference between the sexes
with regard to unemployment (the rate of unemployment among men is
estimated at 6.0 percent for 2010 and at 6.5 percent for women). Men
experienced a higher increase in unemployment during the crisis—an
increase of 0.8 percentage point (from 5.4 percent in 2007 to 6.2 percent
in 2009) compared to a 0.5-percentage-point increase for women (from
6.0 percent in 2007 to 6.5 percent in 2009) (ILO 2011, 13). This differ-
ence was largely attributable to the extensive layoffs in male-dominated
industries (construction and financial sectors) in the developed econo-
mies and European Union region (ILO 2011, 13).

Table 1.7 shows the rate of youth unemployment by region. Globally,
the rate of youth unemployment is estimated to have recovered slightly
in 2010 (12.6 percent) from 12.8 percent in 2009 (see table 1.7). The
rate is an improvement over the initial estimate of the ILO (ILO 2010),
but the decline in the labor force participation by youth suggests a more
cautious interpretation. The ILO (2011) suggests that these trends may
be due to discouraged workers leaving the labor force, who are not
counted as unemployed. The rate of youth unemployment is estimated
to have increased in 2010 from the 2009 rate for the developed econo-
mies and EU, Southeast Asia and the Pacific, and the Middle East and by
a smaller margin in North Africa and Sub-Saharan Africa (table 1.7).

Labor Force Participation Rates

Offsetting effects, such as migration within and between countries, often
have little impact on the aggregate regional or global labor force (ILO
2010). Despite the global financial crisis, the labor force participation rate
stood at 65.3 percent in 2009, unchanged from the rate in 2007 (see table
1.8). Across the regions, participation rates varied substantially between
Central and southeastern Europe (non-EU) and CIS, where it rose by
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Table 1.6 Annual Unemployment by Region, 2000-10

(percent)
2010
Cl lower Preliminary ~ Cl upper

Both sexes 2008 2009 bound estimate bound
World 5.7 6.3 59 6.2 6.5
Developed economies and

European Union 6.1 84 85 88 9.1
Central and southeastern Europe

(non-EU) and CIS 8.6 104 9.1 96 10.1
East Asia 43 44 39 4.1 43
Latin America and the Caribbean 6.6 7.7 7.2 7.7 8.1
Middle East 10.2 10.3 96 10.3 10.9
North Africa 96 99 9.1 9.8 10.5
South Asia 43 44 39 43 46
Southeast Asia and the Pacific 53 52 4.8 5.1 54
Sub-Saharan Africa 79 79 76 8.0 84

Source:1LO, 2011, 61.

Note: Estimates for 2010 are preliminary; Cl = confidence interval.
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Table 1.7 Youth Unemployment by Region,2000-10

(percent)
2010
Cllower  Preliminary ~ Clupper

Youth 2000 2004 2005 2006 2007 2008 2009 bound estimate bound
World 12.8 13.0 129 124 11.8 11.9 12.8 11.9 126 13.3
Developed economies and

European Union 13.5 14.6 14.2 13.3 124 13.3 174 17.6 182 18.7
Central and southeastern Europe

(non-EV) and CIS 204 19.9 19.2 19.0 18.1 17.6 20.8 18.1 189 20.0
East Asia 9.0 86 83 8.0 7.7 8.7 89 79 83 8.7
Latin America and the Caribbean 15.7 16.5 15.7 15.3 14.2 13.8 15.7 143 152 16.1
Middle East 23.7 24.9 253 244 24.5 24.5 24.9 235 251 26.7
North Africa 29.5 26.0 26.7 244 243 226 234 22.1 236 251
South Asia 10.2 9.8 10.1 10.0 9.9 9.5 9.9 88 9.5 10.2
Southeast Asia and the Pacific 129 16.6 174 16.8 14.5 14.2 13.9 13.3 14.2 15.0
Sub-Saharan Africa 138 13.2 13.1 12.2 12.1 121 12.1 1.7 123 129

Source:ILO 2011, 62.

Note: Estimates for 2010 are preliminary; Cl = confidence interval.
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0.8 percentage point, and East Asia, where it declined by 0.6 percentage
point (table 1.8). These changes are in line with ongoing trends in par-
ticipation. The rate of labor force participation in East Asia, despite the
downward trend since 2000, is the highest of all regions. The rate in the
Middle East is the lowest of all the regions, due to the low participation
of females in the labor force. Just one in five women in the Middle East
works (ILO 2011, 33).

Disaggregating the data by sex and age shows greater disparity
among the regions and a greater impact from the global financial crisis.
Figure 1.2 from the ILO (2011,15) contrasts the actual outcome in
male and female labor force participation rates from 2007 to 2009 with
what would have been expected in the absence of the financial crisis for
the developed economies and the EU, Central and southeastern Europe
(non-EU) and CIS, Southeast Asia and the Pacific, and Latin America
and the Caribbean.

Male participation rates declined by more than would have been
expected in the absence of the crisis in the developed economies and EU
and in Latin America and the Caribbean, while the increase in female
labor force participation in these regions was lower than what would
have been expected. These estimates suggest increasing numbers of dis-
couraged workers who do not even try to look for employment.
Discouraged workers are not counted as part of the unemployed, under-
scoring the need to examine a range of labor market indicators for a full
appreciation of the situation. There was little difference between the
actual labor force participation rates by sex and the estimate based on
no crisis in Southeast Asia and the Pacific. This finding may reflect the
lack of a social safety net, whereby workers seek any type of employ-
ment, even in the informal economy. At the other extreme, participation
rates in Central and Eastern Europe (non-EU) and the CIS region were
higher than would have been expected in the absence of a crisis, suggest-
ing that more workers were pulled into the labor force in the face of the
crisis.

A significant gender gap in rates of labor force participation is evident
in South Asia, the Middle East, and North Africa. The difference in male
and female rates amounts to almost 50 percentage points (see table 1.9).
While female participation has increased somewhat over 2000 to 2009,
the increase is from a very low base. The greatest increase in female par-
ticipation took place in Latin America and the Caribbean, rising from
47.3 percent in 2000 to 52.0 percent in 2009. The largest decline
in female participation took place in East Asia. Gender differences in
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Table 1.8 Labor Force Participation by Region, 2000-09

(percent)
Both sexes 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
World 65.6 65.5 65.7 65.6 65.5 65.5 654 65.3 654 65.3
Developed economies

and European Union 60.8 60.5 60.3 60.2 60.2 60.3 60.5 60.6 60.8 60.5
Central and southeastern Europe

(non-EU) and CIS 56.0 58.1 58.1 57.5 576 579 58.3 588 59.2 59.6
East Asia 77.0 76.7 77.1 76.5 75.8 75.0 743 73.8 735 73.2
Latin America and the Caribbean 63.6 63.5 63.9 64.0 64.6 65.0 65.6 65.5 65.6 65.6
Middle East 50.1 50.1 50.2 504 50.6 50.8 50.7 50.6 50.2 504
North Africa 51.1 510 510 51.2 513 513 514 513 514 515
South Asia 60.1 604 60.7 61.0 613 514 61.6 61.6 61.6 61.7
Southeast Asia and the Pacific 70.6 70.7 704 704 703 70.1 69.8 69.7 69.7 69.5
Sub-Saharan Africa 69.7 69.8 69.9 70.1 70.2 704 70.5 70.6 70.8 70.8

Source:ILO 2011, 719.
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Sub-Saharan Africa are less than in other regions. The difference in par-
ticipation rates between men and women was 19.1 percentage points in
2009 and was lower only in East Asia (3.2 percentage points) (table 1.9).

Table 1.10 shows the rate of labor force participation for youth in
2000-09. Globally, the rate has fallen, reflecting greater participation in
education or less benignly discouraged workers. All regions except Central
and Eastern Europe (non-EU) and CIS experienced a decline in youth
participation rates during the crisis, 2007 to 2009. The largest decline—
1.3 percentage points—took place in the developed economies and the
EU. The smallest decline took place in Sub-Saharan Africa, 0.2 percentage
point. North Africa and South Asia also experienced small declines (0.3-
and 0.4-percentage-point differences, respectively). These small declines

Figure 1.2 Change in Labor Force Participation in Selected Developing Regions,
2002-07 and 2007-09
(percent)
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Source:ILO 2011, 15.
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Table 1.9 Male and Female Participation in the Labor Force by Region, 2000-09

(percent)
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Males
World 79.2 79.0 79.0 78.8 787 785 784 782 78.1 779
Developed economies and European Union 70.2 69.8 694 69.1 68.9 689 69.0 69.0 69.0 684
Central and southeastern Europe (non-EU) 68.1 67.9 67.6 67.1 67.5 67.9 68.2 68.6 69.4 69.9
and CIS
East Asia 834 83.1 83.6 83.0 823 81.6 80.8 80.2 80.0 79.7
Latin America and the Caribbean 80.6 80.3 80.2 80.0 80.2 80.2 80.5 80.2 80.1 79.9
Middle East 75.1 749 74.8 74.8 74.8 750 74.6 74.2 735 73.7
North Africa 76.2 76.1 759 758 758 757 757 755 75.6 756
South Asia 83.3 833 834 834 834 834 833 83.0 828 826
Southeast Asia and the Pacific 83.5 83.6 834 833 833 82.8 82.5 82.1 81.8 81.7
Sub-Saharan Africa 804 80.3 80.3 80.3 80.3 80.3 80.4 80.4 80.6 80.4
Females
World 52.1 52.1 524 524 524 52.5 525 52.6 52.7 52.7
Developed economies and European Union 51.9 51.8 51.7 51.9 52.0 522 525 52.7 53.0 53.1
Central and southeastern Europe (non-EU) 49.1 494 49.7 490 488 490 495 499 50.1 504
and CIS
East Asia 70.3 70.0 70.3 69.7 69.0 66.3 67.6 67.2 66.8 66.5
Latin America and the Caribbean 473 474 483 48.7 49.8 50.5 514 514 51.8 520
Middle East 226 22.8 231 234 238 24.1 243 24.5 24.6 24.8
North Africa 26.2 26.1 26.2 26.7 27.0 27.1 272 27.3 27.5 276
South Asia 355 36.1 36.6 37.2 37.8 36.2 36.6 39.0 393 39.6
Southeast Asia and the Pacific 58.1 58.1 579 578 57.7 57.7 575 57.7 579 576
Sub-Saharan Africa 594 59.7 599 60.2 60.5 60.7 60.9 61.0 613 61.3

Source:1LO 2011, 65.
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Table 1.10 Youth Participation in the Labor Force by Region, 2000-09

(percent)

Youth 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
World 53.6 53.1 529 525 524 52.2 520 51.7 514 51.1
Developed economies and European Union 52.8 51.8 509 50.0 499 50.0 50.3 50.0 499 48.7
Central and southeastern Europe (non-EU) and CIS 43.0 425 419 40.5 40.5 40.7 41.0 415 432 437
East Asia 659 64.7 64.5 63.6 62.7 619 61.1 60.6 59.9 59.5
Latin America and the Caribbean 545 53.8 53.8 533 539 536 53.8 53.2 53.0 52.7
Middle East 36.1 36.1 36.1 36.2 36.3 364 358 353 34.6 345
North Africa 39.0 38.8 386 389 39.0 389 379 36.9 36.8 36.6
South Asia 484 486 488 489 489 489 489 485 483 48.1
Southeast Asia and the Pacific 57.5 572 56.6 56.1 558 552 542 534 528 523
Sub-Saharan Africa 55.6 55.6 556 555 55.6 55.6 556 55.7 55.7 55.5

Source:ILO 2011, 66.
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suggest that individuals cannot afford not to work in regions with little or
no social protection.

Productivity and Wages

Labor productivity and real wages provide valuable information on the
quality of employment in an economy. Increased productivity may lead
to higher wages or reduced working hours for the same pay. Growth in
productivity is necessary for poverty reduction (ILO 2011). Labor is the
main asset of the poor, but low productivity and low wages make it dif-
ficult to move out of poverty, as the large numbers of working poor attest.
Increases in the average real wage, however, suggest that the purchasing
power of the average worker is increasing.

Productivity is measured here as output per worker, and, together with
growth in employment, it sheds light on the quality and quantity of
employment being generated. Examining these two indicators for 2007
and 2009 (see figure 1.3) shows the impact of the crisis on regions and
globally—“whether employment growth was more severely impacted
by the crisis than productivity growth, or vice versa” (ILO 2011, 18).
Globally, employment growth continued in 2009 but was not matched
by growth in labor productivity. The latter indicator turned negative
and declined by 1.4 percent (ILO 2011, 18). Employment growth was
starkly negative for the developed economies and EU in 2009, and labor
productivity growth turned negative as well. In the Central and south-
eastern European (non-EU) and CIS countries, the negative employment
growth in 2009 was accompanied by a sharp drop in labor productivity
growth (see figure 1.3). East Asia, South Asia, and North Africa all expe-
rienced slower employment growth and slower labor productivity
growth in 2009 compared with 2007, but the indicators remained posi-
tive. Elsewhere—Southeast Asia and the Pacific, Latin America and the
Caribbean, and Sub-Saharan Africa—employment growth declined and
became negative in 2009 compared to 2007; but labor productivity
remained positive in 2009, albeit at a slower growth rate than before
(2007) (figure 1.3).

Average wages continued to grow during the crisis but at a decelerating
rate. Globally, average real monthly wages grew by 0.7 percent in 2009,
compared to 0.8 percent in 2008 and 2.2 percent in 2007. Among the
developed economies and the EU, average monthly wages accelerated by
0.6 percent in 2009 compared to a decline of 0.5 percent in 2008 and
growth of 0.8 percent in 2007 (ILO 2011, 14). Further data from the
ILO show that real wages in Central and Eastern Europe (non-EU) and
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Figure 1.3 World and Regional Growth in Labor Productivity and Employment, 2007 and 2009
(percent)
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CIS grew 6.6 percent in 2007 and 4.6 percent in 2008 and then declined
0.1 percent in 2009 (ILO 2011, 14). The ILO notes that there was evi-
dence of large wage inequality even before the crisis.

The joint report of the ILO and the International Monetary Fund
(IMF) on employment noted the widening inequality in the distribution
of wages worldwide. For some countries, such as the United Kingdom
and the United States, the inequality comes from the concentrated dis-
tribution of income in the top deciles, while for many developing and
transition countries, widening wage inequality stems from falling earn-
ings among low-wage earners (ILO-IMF 2010, 62). Some countries, in
the face of a widening distribution of wages and the aftermath of the
financial crisis, are examining again their minimum wage legislation
(ILO-IMF 2010, 76).? Furthermore, in labor market policy, collective
bargaining arrangements are associated with reduced wage inequality
(ILO-IMF 2010, 78).

Employment by sector. Globally, the share of agricultural employment
has been declining (see table 1.11),3 falling by 5.2 percentage points
between 1999 and 2009, while that of services has been increasing, rising
from 39.1 percent in 1999 to 43.2 percent in 2009. The share of indus-
trial employment increased by 1.5 percentage points between 1999 and
2008 and declined by 0.3 percentage point in 2009, reflecting the heavy
impact of the financial crisis on the industrial sector.

Agricultural employment continues to dominate overall employment
in East Asia, Southeast Asia and the Pacific, South Asia, and Sub-Saharan
Africa, which has the highest share of agricultural employment of the
developing regions. Employment in the service sector is particularly visi-
ble in the developed economies and the EU, accounting for 72.8 percent
of all employment in 2009; that share has increased by 5.9 percentage
points since 1999 (see table 1.9). Among the developing regions, the
service sector dominates in Latin America and the Caribbean (61.6 per-
cent of total employment was in services in 2009), the Middle East (54.8
percent), and North Africa (49.7 percent) (see table 1.11). The share of
industrial employment has also been increasing for the sample years for
all the developing regions and accounts for over one-fifth of total employ-
ment in East Asia, Latin America and the Caribbean, the Middle East, and
North Africa (see table 1.11).

Globally, industrial employment was the hardest hit during the crisis.
Before 2007, industrial employment grew by 3.4 percent per year over
the period 2002-07 (ILO 2011, 21) (see figure 1.4). In 2009, global
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Table 1.11 Sectoral Employment Share by Region, Selected Years, 1999-2009

(percent)
Agriculture Industry Services

Both sexes 1999 2007 2008 2009 1999 2007 2008 2009 1999 2007 2008 2009
World 40.2 354 350 35.0 206 22.1 22.1 218 39.1 425 429 432
Developed economies and

European Union 56 39 3.7 3.7 276 250 24.6 234 66.9 71.1 7.7 72.8
Central and southeastern Europe

(non-EV) and CIS 27.0 20.0 20.2 20.2 245 256 252 24.6 48.5 545 54.6 552
East Asia 47.9 389 37.7 369 238 27.1 27.5 278 283 339 348 353
Latin America and the Caribbean 21.5 17.0 164 16.3 214 226 22.8 221 57.1 60.5 60.8 61.6
Middle East 22.1 20.5 19.5 19.1 259 26.5 26.1 26.1 52.1 53.1 544 54.8
North Africa 292 284 28.0 27.8 205 218 222 225 50.3 49.8 49.7 49.7
South Asia 59.5 535 535 535 154 18.9 189 18.9 251 276 276 276
Southeast Asia and the Pacific 493 450 44.7 44.3 15.9 18.0 17.8 17.8 34.8 37.0 37.5 38.0
Sub-Saharan Africa 624 594 589 59.0 88 104 10.6 10.6 288 30.2 305 304

Source:ILO 2011, 67.
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Figure 1.4 Average Annual Percentage Change in Regional Employment
by Sector,2002-07 and 2008-09
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industrial employment declined. Developed economies and the European
Union were the worst-hit regions, with employment in industry declining
by almost 7 percent (see figure 1.4). Industrial employment also declined
substantially in Central and southeastern Europe (non-EU) and CIS and
in Latin America and the Caribbean (figure 1.4).

Gender and the Labor Market

The gender gap is at its most obvious in the labor market, where women
often face greater barriers than men in securing decent and productive
work. Often men and women are segregated into gender roles because of
tradition or specialization. In other regions, cultural reasons dictate the
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occupations that women may take up, if any. Child bearing is the preserve
of women, which may keep them out of the labor market. While the seg-
regation of women’s roles is changing (ILO 2007), women are more likely
to be employed in agriculture (in developing economies) and service sec-
tor work (see table 1.12). The data for service sector employment in table
1.12 indicate that the gender gap between males and females is increasing
over time, while staying more or less the same for agricultural employ-
ment. Across the developing regions, the gap is even more evident, with
76.9 percent of women employed in the service sector in Latin America
and the Caribbean compared to 51.5 percent of men (ILO 2011, 69).

Women's participation in the labor market has increased (table 1.12),
standing at 52.9 percent in 2009. This increase has occurred in most
regions, although not in East Asia or in Southeast Asia and the Pacific,
which show a decrease in female participation.* The gender gap in labor
force participation is substantial for the Middle East and North Africa.
Moreover, as Nallari and Griffith observe, “The quality of work and work-
ing conditions has not always kept pace with increases in participation.
Persistent gender inequalities in wages suggest that the labor market is
not operating freely” (2011, 101).

Women make up at least 60 percent of the world’s working poor (ILO
2004), and women are overrepresented in informal work. The global
vulnerable employment rate for women stood at 51.8 percent in 2009,
compared to a rate of 48.9 percent for males. The global rates hide dispar-
ity among the developing regions. For example, there is a 21.8-percentage
point-difference between the female and the male rate of vulnerable
employment in North Africa (ILO 2011, 69).°

Table 1.12 Global Labor Market Indicators by Sex, 2000, 2007, and 2009
(percent)

2000 2007 2009
Indicator Male  Female Male Female Male Female
Employment to population rate 743 486 74.0 494 73.1 492
Unemployment rate 6.1 6.6 54 6.0 6.2 6.5
Labor force participation rate 79.2 52.1 782 526 779 529
Vulnerable employment rate 51.8 555 495 532 489 51.8
Agricultural employment (share) 3832 43.2° 336 382 333 376
Industrial employment (share) 2432 15.12 263 15.9 26.0 15.6
Service employment (share) 37.58 41.9° 40.1 46.0 40.7 46.8

Source:1LO 2011, 59-71.
a.Data are for 1999.
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Conclusion

The chapter examined key trends in the global labor market, having first
discussed the impact of the recent global financial crisis on employment.
The labor market has yet to recover from the financial crisis, especially in
the developed economies and the European Union, where unemploy-
ment remains stubbornly high. This high unemployment poses severe
costs, including reduced lifetime earnings, diminished employability, and
negative health and social effects.” The following trends were noted:

e The employment-to-population ratio, a measure of the quantity of
employment being generated, continues to fall.

¢ The decline in vulnerable employment was interrupted by the financial
crisis, but vulnerable employment is now expected to increase further.
Vulnerable employment is particularly stark in South Asia and Sub-
Saharan Africa, reflecting the high incidence of agricultural employ-
ment in these regions.

¢ The numbers of working poor have increased in the wake of the crisis.

¢ Employment continued to grow during the crisis but at a slower rate.
Employment growth will continue to be negative for the developed
economies and the EU. Employment growth for the developing econo-
mies depends primarily on demographics, as social protection is limited
or nonexistent—workers have no choice.

¢ Unemployment remains above precrisis levels. There are no differences
in unemployment between the sexes, but youth unemployment has
been increasing. Also of concern is the declining labor force participa-
tion among youth, suggesting that many are becoming discouraged and
leaving the labor market.

e Globally, labor force participation remains stable. At a disaggregated
level, a substantial gender gap is evident in the Middle East and North
Africa regions.

e Labor productivity and average real wages—two indicators of the qual-
ity of employment being generated—have declined in the wake of the
crisis. Moreover, wage inequality has been increasing, even in the years
before the crisis.

A final section commented on the gender gap in the labor market. This
discrepancy is most evident with regard to vulnerable employment, labor
force participation rates, and sectoral employment across the developing
regions in particular. Developments in agriculture pose challenges for the
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labor market, given the large share of the working poor and women in
particular who are employed in subsistence agriculture.

Notes

1. “Real global GDP, private consumption, gross fixed investment and world
trade had all recovered by 2010, surpassing pre-crisis levels” (ILO 2011, ix).

2. The minimum wage is around 40 percent of the average industrial wage in
most countries. Before the crisis, minimum wages were increasing in devel-
oped countries. Post-2007, some countries have decided to hold the level,
while others, for example, Brazil, decided to increase the rate (with no impact
on employment) (ILO-IMF 2010, 76).

3. “The number of workers in agriculture actually grew over the past decade,
though the share of workers in the sector declined as employment grew at a
faster rate in the other sectors” (ILO 2011, 20).

4. The female labor force participation ratio was 70.3 in 2000 in East Asia, falling
to 66.3 in 2009. The rates for Southeast Asia and the Pacific were 58.1 percent
(2000) and 57.6 percent (2009) (ILO 2011, 66).

5. Female labor force participation rates in the Middle East and North Africa in
2009 were 24.8 and 27.6 percent, respectively, compared to male labor force
participation rates of 73.7 percent (Middle East) and 75.6 percent (North
Africa) (ILO 2011, 65-66).

6. Female vulnerable employment in North Africa in 2009 was 56.7 percent,
while the male rate was 34.9 percent (ILO 2011, 69).

7.1LO 2011, xii.
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CHAPTER 2

Job Creation

The adverse impact on employment of the global financial crisis that began
in late 2007 and continued to early 2009 persists. Among the developed
economies, unemployment remains stubbornly high. Although recovery
has taken place in the export sector of developing and transition economies,
informal employment and the numbers of working poor have increased.
Furthermore, there have been large increases in youth unemployment.
Evidence from the global labor market suggests a slow, jobless recovery.

The challenge facing the different types of economies—developing,
transition, and developed—is to generate sufficient capacity to create jobs
and achieve strong, sustainable growth. This outcome will rely on a stable
macroeconomic environment and also on the strengthening of labor mar-
kets and labor market institutions in the underlying economies.

This chapter will first examine possible channels of job creation. It will
then turn to a discussion of strengthening labor market institutions to
better facilitate sustainable job creation.

Channels of Job Creation

A number of factors affect job creation in national economies and in
individual firms.! Chief among these is the prevailing macroeconomic

27
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environment. This factor has been identified by the World Bank in its
MILES Framework (discussed in chapter 3) as one of the five that affect
employment and, together with investment, as one of the two main fac-
tors affecting job creation. Labor institutions and aspects of labor policies
also affect job creation. The third factor is industrial policy. Labor demand
and supply are also affected by globalization.

Macroeconomic Environment

A stable, growing macroeconomic environment is critical for job creation.
The global financial crisis dealt a severe shock to the macroeconomy in
developing and developed countries with adverse effects for the labor
market. A joint publication of the International Labour Organization
(ILO) and the International Monetary Fund (IMF) (ILO-IMF 2010)
refers to the period as “the great recession of 2007-09,” with over 210
million unemployed in 2010, an increase of 30 million since 2007.
Unemployment has been pervasive, especially in the advanced economies
where the rate of unemployment has increased by three percentage
points since 2007, compared to 0.25 percentage point in emerging mar-
kets (ILO-IMF 2010). The increase in the unemployment rate varied
substantially—climbing by almost 10 percentage points in the case of
New Zealand; Spain; Taiwan, China; and the United States—to barely
moving in the case of Germany and Norway. Cross-country differences
were due to the macroeconomic environment. The increase in the rate of
unemployment reflected several factors:

e The extent of the fall in aggregate demand

e The coincidence of the decline in aggregate demand with acute stresses
in other sectors, for example, the financial and housing sectors

¢ The extent to which countries used active labor market policies such
as short-term work schemes

Of even greater concern has been the unprecedented increase in youth
unemployment. An estimated 81 million youth were unemployed in
2009, a record number. The rate of unemployment for those between the
ages of 15 and 24 has historically been two to three times greater than
the adult rate. In the wake of the crisis, this rate has increased substan-
tially, undoing the improvements made before 2007 (see figure 2.1).

Youth in advanced regions have been worst hit: youth unemployment
in Spain doubled from under 20 percent to almost 40 percent (ILO-IMF
2010). The crisis affected those aged 15 to 24 primarily through rising
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Figure 2.1 Global Youth Employment, 2000-11
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unemployment. Figure 2.2 shows youth unemployment in advanced and
emerging market economies. Youth unemployment in the advanced and
emerging market economies is higher than the global rates. Governments
in advanced economies need to ensure that youth unemployment does
not turn into entrenched long-term unemployment.

Because in low-income and developing economies youth have little
choice but to accept any work they can get, the unemployment numbers
appear less grim. Social security safety nets do not provide unemployment
benefits to those searching for jobs. Thus, employment-to-population
ratios are higher in low-income countries where most of the young men
(and women) have to work to support household income (see figure 2.3).
Much of this work is in the informal economy where workers fail to make
enough money to lift themselves out of poverty. The number of youth
classified as working poor? was around 152 million in 2008, or
28 percent of global working youth. Most of these workers are poorly
educated and work primarily in the agricultural sector (Elder 2010, 27).

The ILO-IMF report suggests a three-part strategy for reducing unem-
ployment worldwide, continuing the approach adopted during the crisis.
The applicability and suitability of the relevant parts will depend on the
pace of recovery and the country context. Increasing and maintaining
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Figure 2.2 Youth Employment in Advanced and Emerging Market
Economies, 2007-11
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aggregate demand are the single-best cure for unemployment (ILO-IMF
2010, 6) and represent the first part of the strategy. Easing the pain is the
second part, with jobs recovery as the third:

* Maintaining support for aggregate demand. Both fiscal and monetary
policies have a role to play in this regard. Fiscal policy should remain
expansionary; consolidating spending (before 2011) could hinder recov-
ery. Each country will determine its own adjustments in structural
spending, depending on the available fiscal space. Monetary policy
should also remain accommodative in supporting aggregate demand.
Inflationary pressures continue to be low. Monetary policy should be
the first line of defense in advanced economies if growth is challenged.

e Easing the pain. Employment subsidies were used to good effect
during the crisis, but dependence on these subsidies generates moral
hazard. Accordingly, the 2010 ILO-IMF report suggests a phasing out
of these policies. Where they still remain critical, the report suggests
pairing them with job training to maintain some attachment to the
labor force.

e Jobs recovery. Despite the moral hazard, job subsidies for hiring can be
justified in the aftermath of such a crisis. Most countries have adopted



Figure 2.3 Male Youth-to-Employment Ratios, 1991-2009
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specific subsidy targets to reduce misallocation. The report favors their
continued, targeted use for groups most hit by the crisis and those
unlikely to be rehired in the absence of these subsidies.

The macroeconomic environment also has a large role to play in build-
ing employment. In the 10 years since 1999, global employment grew by
roughly 0.47 billion, reaching 3.21 billion in 2009. More than 45 million
job seekers are added to the global labor force every year. Pressures from
the advanced economies include an aging population and increased
dependency ratios. Before the crisis, there was concern with the diminish-
ing share of wages in national income, increasing inequality within wage
incomes, and technological change. Income and wage inequality is driven
largely by increased income for those at the very top of the income dis-
tribution. These inequalities are affected by globalization and a move
toward more flexible contracts, workers having less power and less voice.
In turn, aggregate demand is affected, and national and international
imbalances arise. Most of the employment in the developing regions, in
particular, South Asia and Sub-Saharan Africa, is in the informal sector.
Those working in the informal sector and the working poor have increased
in numbers since the crisis. The need for good employment—“more pro-
ductive jobs offering better earnings” (ILO-IMF 2008, 7)—is more critical
now than ever.

Investment

Investment is one of the main microeconomic instruments affecting job
creation. It is part of the MILES Framework identified by the World
Bank for the analysis of factors affecting labor demand and supply. In the
context of job creation, investment refers to the factors affecting firms’
decisions about hiring, firing, and thriving in business. As Smith and
Hallward-Driemeier observe, “Firms create over 90 percent of jobs, sup-
ply most of the goods and services necessary to improve living standards,
and provide the bulk of the tax base needed to fund public services”
(2005, 40). This section looks at the external factors affecting firm
investment. In 2001, the World Bank launched an annual survey of
firms—the Investment Climate Survey>—to chart the constraints facing
firms, including corruption, finance, regulation, taxation, infrastructure,
and labor. Quantitative data collected allow for the construction of an
investment climate indicator that, in turn, can be used to assess firm
performance in relation to productivity, investment, and employment
decisions (Smith and Hallward-Driemeier 2005, 41). In addition, the
World Bank maintains the Doing Business Project,* which reports on the
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costs of doing business for a hypothetical firm based on the views of
selected experts—accountants, lawyers, and others—in particular coun-
tries. The information collected examines the time and cost of doing
business.® These databases have been used in a number of studies of the
investment climate and the results are discussed below.

The World Development Report (WDR) (2004) was the first to bring
together the results of the two surveys in commenting on the investment
climate. Smith and Hallward-Driemeier (2005) present a summary of
the report. Firms assessed the investment climate according to a number
of factors: risks, costs, and barriers to competition (see figure 2.4).

Policy-related risks are the dominant concern of firms in developing
economies. According to Smith and Hallward-Driemeier, “Improving
policy predictability alone can increase the likelihood of new investment
by more than 30 percent” (2005, 41). Firms are uncertain about the
content and implementation of government policies. Firms also identified

Figure 2.4 Factors with an Impact on the Investment Climate
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macroeconomic instability, arbitrary regulation, and weak protection of
property rights as issues. Among the firms surveyed, almost 90 percent in
Guatemala and more than 70 percent in Belarus and Zambia, for exam-
ple, cited the interpretation of regulations as unpredictable. Firms in
Bangladesh (80 percent), Ecuador (70 percent), and Moldova (70 per-
cent) lack confidence that the courts will uphold their property rights
(Smith and Hallward-Driemeier 2005, 41). The Investment Climate
Survey found that complying with regulation places a large cost on busi-
nesses and that the costs associated with infrastructure, crime, and corrup-
tion were particularly onerous. Costs arising from unreliable infrastructure
are particularly constraining for Algeria and Tanzania (see figure 2.5). As
shown in figure 2.5, the combination of weak contract enforcement,
arduous regulation, and the costs identified in figure 2.4 can amount to
over 25 percent of sale, or “more than three times what firms typically
pay in taxes” (Smith and Hallward-Driemeier 2005, 41).5

The third adverse factor affecting the investment climate is “barriers
to competition.” Competition is good for innovation: it promotes produc-
tivity and is ultimately good for society. Smith and Hallward-Driemeier

Figure 2.5 Variations in Level and Composition of Costs Affecting Businesses
in Selected Countries, 2005
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(2005, 41) citing the WDR noted that stronger competitive pressure can
increase the probability of innovation by more than 50 percent. A number
of factors affect competition. One such factor is economies of scale and
market size. Government can alleviate competitive pressures by regulating
market entry and exit and by dealing with anticompetitive behavior.
Openness to trade is an avenue through which competition is fostered.
Competitive pressure varies among countries: roughly 90 percent of firms
in Poland report strong competitive pressure, compared to 45 percent of
firms in Georgia (Smith and Hallward-Driemeier 2005, 42).

Rutkowski and Scarpetta (2005) carried out a large-scale study of
the factors necessary for enhancing job opportunities in Eastern Europe
and the Russian Federation. The chapter on investment climate and job
creation came to conclusions similar to those of the WDR (2005), with
respect to the factors adversely affecting the investment climate (see
figure 2.6).

Rutkowski and Scarpetta (2005) examine the impact of the invest-
ment climate on job creation in the region by focusing on two interre-
lated questions:

Figure 2.6 Major Obstacles to Operations as Reported by Firms in
Eastern Europe and the Russian Federation, 2005
(percent)
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¢ Do countries with better investment climates have better labor market
performance?

e Which institutions are most important for a good employment
record?

Using employment in the market services sector as a proxy for private
sector employment, the authors examine the effect of various compo-
nents of the investment climate, adjusted for gross domestic product
(GDP) per capita (see table 2.1). Results from the multivariate regression
analysis, using service sector employment as a proxy for the private sector,
indicate that cross-country differences in employment are due to the
prevailing investment climate. The first row of numbers in the table
shows actual change in service sector employment, corrected by GDP per
capita. All countries except Lithuania’ show an increase in service sector
employment above the one implied by economic development. The sec-
ond row of numbers shows the predicted change in service sector
employment from the model, given the impact of the time shock, country-
specific effect, and investment climate in the country. The model per-
forms well for the new countries of the European Union (EU) (see
column 2) and less well for the others when comparing actual with pre-
dicted change in service sector employment. The authors suggest that this
outcome is due to favorable institutions. Results for the other countries
reflect the presence of corruption and ineffective legal systems.

Access to finance has been the most important driver of private sector
employment in the countries of Central and Eastern Europe and the EU
(column 1). The other columns show that access to finance also contrib-
uted to the good performance in Hungary, Latvia, and Slovenia, although
a high tax burden and high labor market regulations in Hungary and
Slovenia reduced the positive impact of private sector employment.

Among the accession countries, labor market regulation and low
administrative barriers have been primarily responsible for the rise in
private sector employment. Access to finance has, however, hindered the
gains in employment. Romania is an illustrative case, whereby the change
in private sector employment was smaller than what would be expected
given its GDP per capita, primarily due to poor access to finance.®

Private sector employment has suffered in Russia and Ukraine because
of labor market regulations, start-up costs, and poor access to finance. The
positive influence of the relatively low tax burden in these countries was
unable to generate sufficient gains in private sector employment in the
presence of these constraints on the investment climate. The results
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Table 2.1 Multivariate Regression Analysis Showing Contribution of Investment Climate Components to Change in Service Sector
Employment in Countries of Central and Eastern Europe and the European Union, 1993-2002

Average for Average for
Central and Of which Central and

Eastern Slovak Eastern Of which,

Europe, Republic Poland Latvia Slovenia Europe, Romania  Average for
EUmember  Lithuania Hungary (1994-  (1994- (1996- (1993—- EU accession  (1984- Russia-

countries  (1997-2002) (1992-2002) 2002) 2002) 2002)  2002) countries® 2002) Ukraine

Actual change in service

sector employment 1.08 -1.83 1.11 0.66 1.33 1.89 0.61 1.06 -0.08
Predicted change in service
sector employment 1.09 0.13 1.92 042 1.51 1.26 0.98 0.76 0.30 0.39
Of which:
Time shock 097 0.10 142 1.08 1.08 044 1.33 0.81 1.08 0.81
Start-up costs -0.13 0.03 -0.57 -0.16 -0.26 0.17 0.02 0.23 0.53 -0.16
Access to finance 044 -0.02 0.70 0.02 0.52 0.39 1.03 -0.50 -1.75 -0.25
Market regulation 0.08 -0.01 1.00 -0.36 0.06 0.14 -0.53 0.15 0.06 -0.35
Tax burden -0.26 0.04 -0.63 -0.16 0.11 0.12 -0.87 0.06 037 0.34

Source: Rutkowski and Scarpetta 2005, 169.

Note: Only statistically significant explanatory variables are shown in the table; corruption and the quality of the legal system were not statistically significant, on average, and are therefore
excluded. Low-income CIS countries and Estonia were not included because of lack of data. The averages for country groups are the unweighted average of the estimated contribution of
each explanatory variable to the rise in market service employment within the group.

a. Bulgaria, Croatia, and Romania.
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presented in table 2.1 suggest that access to finance is the most important
determinant of private sector employment in the region,’ a finding illus-
trated in figure 2.7.

Access to finance alone is not sufficient to ensure the full potential of
private sector employment. Other aspects of the investment climate also
remain critical: the tax burden, administrative barriers to firm creation,
and labor market regulation. A set of policies that targets these factors
together is necessary for employment creation.

Industrial Policy

Direct intervention by the government in the economy to promote
industry is experiencing a rebirth. Frowned upon by the Washington
Consensus that championed macroeconomic stability, deregulated mar-
kets, globalization, and market-based growth during the 1980s and 1990s,
there was little, if any, room for industrial policy in the Country
Institutional Policy Assessments of the World Bank and the Poverty
Reduction Strategy Program of the IMF.!9 A more active role for govern-
ment is suggested by “new structural economics” and the global financial

Figure 2.7 Effect of Credit Access and Cost on Market Service Employment in
Selected Countries in Central and Eastern Europe, 2004
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crisis. New structural economics refers to the government’s working with
the market to ensure a country’s comparative advantage. Furthermore, a
number of Asian economies—Japan, the Republic of Korea, and Taiwan,
China—have been successful economically through encouraging govern-
ment intervention in industry and technology. Governments intervene in
the economy in a number of ways:

o To protect infant industries. In such cases, the “first mover” has to take
enormous risks, has high unit costs that lead to early losses, and has to
learn by engaging in new economic activities.

e To manage and harness technology spillovers. As the firm becomes estab-
lished and continues to grow, it is likely to create externalities or spillover
effects for the rest of the industry or sector. Increasing returns to scale
generate positive welfare effects for society. Harrison and Rodriguez-
Clare (2009, 1) advocate tax breaks for foreign direct investment (FDI)
to encourage knowledge spillovers.

e To protect and assist informational spillovers. Government may intervene
to protect the first mover in situations where information on the indus-
try is limited and involves large sunk costs for early learning.

o To help the firm avoid coordination failures. Government may provide
early investments in areas where coordination failures in, for example,
training, education, and infrastructure may dissuade private sector
investment.

o To ameliorate capital market failures. Such failures can occur when even
a feasible and viable new firm may not get the appropriate funding
because venture capital and other financing mechanisms are not avail-
able in the country.

Table 2.2 provides examples of government intervention in a number
of developing economies, spanning Africa, Asia, and Latin America.

Industrial policy has been successful in a number of countries, and East
Asian countries are prime examples of successful government-led struc-
tural transformation. Other examples of industrial policy are found in
Brazil and the West, for example, the support of information technology
and defense industries in the United States (Wade 2011). Notwithstanding
government attempts to boost economic growth in many cases such
intervention has failed and proved costly for the host country. Krueger
(1974) writes of the rent-seeking economy and the extraction of rents
facilitated by governments that pursue their own agenda. Adverse
impacts of government failure in developing countries have led to stalled



ot

Table 2.2 Examples of Government Intervention to Support Globalization and Harness the Benefits of Employment and Growth

Countries or economies that have

Instrument Explanation used this instrument
Tariffs Tax or duties imposed on imports Brazil, India, Korea, Malaysia, Russia, and Thailand
Subsidies Financial assistance paid to an industry or sector Japan, Korea, Malta, and Russia

Tax exemptions or credits

Import licenses

Domestic production quotas
Export-dependent financial support
Public research institutions

Investments in dedicated infrastructure

Investment in human capital

“Fiscal incentives” such as sector-specific levels of tax
allowances on capital investment

A document determining the maximum volume of
imports of a certain good into a country

Setting a minimum proportion of goods or compo-
nents to be produced by the domestic market

Continued favorable conditions dependent on a firm's
export of a certain fraction of its goods

Support investment in R&D to promote technological
development

Facilitating the expansion of certain industries
indirectly, through the promotion of investment
in related infrastructure

Funding and subsidizing education and training at
various levels can facilitate the development of
certain sectors

Japan, Korea, Malta, Malaysia, Singapore, and Taiwan,
China

Indonesia and Thailand

Indonesia and Thailand

Korea

China, Singapore, and Taiwan, China

Botswana, Brazil, and Oman

Singapore; China; Hong Kong, China; and
Soviet Union

Source: OECD 2010.
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economic diversification, private capital flight, and high debt and debt
burdens. Highly selective and targeted intervention may prove effective,
but only when government has good intentions. Furthermore, too much
intervention is counterproductive. For example, figure 2.8 shows that
excessive market regulation hurts job creation.

Globalization

Globalization is associated positively with economic growth. Growth
benefits from the technological advances and the spread of innovation in
an integrated world economy. Economies that have embraced openness
have been successful in sustaining growth and achieving economic devel-
opment. While globalization creates jobs, it can also destroy jobs. The
short- to medium-term effects of globalization depend largely on the
country context as defined by its labor market institutions, capital mar-
kets, and social policies. Harnessing the positive benefits of globalization
relies on a national policy agenda that includes economic, labor market,
education, and social policies (OECD 2010, 5).

Figure 2.8 Effect of Excessive Market Regulation on Job Creation in Selected
Countries in Central and Eastern Europe, 2003
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Trade liberalization may affect the employment rate, the wage rate, or
both. The links between trade liberalization and employment are not
straightforward: jobs are both created and destroyed, especially in the
short to medium term. The long-run picture is more favorable. OECD
(2010)!2 notes the rise in employment after a protracted period of trade
liberalization.!3

Trade liberalization affects labor within an industry as the more pro-
ductive, export-oriented firms typically employ higher-skilled individuals
and pay higher wages. Labor is reallocated within industries. The ease
with which this adjustment happens depends on the country context, as
noted above, and complementary policies in these areas. The difference
between the wages paid by the firms in the export sector and those in the
nonexport sector is known as the export wage premium. A number of
studies cited in OECD (2010, 9)'* document the existence of this pre-
mium in both developed and developing countries. In Western Europe,
exporting firms tend to pay wages that are 10-20 percent higher than
wages paid in nonexporting firms (OECD 2010, 9).

Strengthening Labor Markets

Strengthening labor markets to promote employment creation was the
focus of the recent ILO-IMF report on meeting the challenges of growth,
employment, and social cohesion. The large increase in unemployment
and the uneven pattern of globalization have focused attention on labor
market institutions and policies to generate sustainable employment.
Sustainable employment will be achieved only through macroeconomic
and employment policies working together. This section examines the
three interconnected priorities identified by the report for strengthening
labor market institutions:

¢ Improving the mechanisms for wage determination to raise living stan-
dards for all working families

® Promoting productivity growth by supporting worker mobility and
micro and small business development

¢ Narrowing income inequalities through more inclusive labor markets
and stronger social protection (ILO-IMF 2010, 74)

Globalization and technological advances have changed the world of
work while increasing the scope for inefficiencies and inequities. Achieving
equity and efficiency is a challenge for labor market institutions that are
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slow to adjust. Nevertheless, significant deregulation of labor markets
took place in many countries, with mixed results. According to the ILO-
IMF report, “In too many countries, inequalities have widened, good jobs
were not generated in sufficient quantity to meet society’s needs, and
problems of unemployment, underemployment and poverty persisted”
(2010, 74). The Declaration of Philadelphia!® calls for just wages to pro-
vide an adequate standard of living for all.
The ILO-IMF (2010) report recommends the following:

¢ Establishing a legal minimum wage with several specific aims:

o Avoiding long periods without adjustments.

o Avoiding large and abrupt upward movements.

o Setting a wage level or levels with the close engagement of employers
and unions to reach a well-balanced conclusion.

° Providing the wage-setting body with adequate information and
research.

o Keeping the system manageable and simple, because multiple tiers of
minimum wage rates do not yield better results.

o Ensuring well-targeted compliance measures to ensure that legally
binding minimum wages are applied in practice.

e Giving greater support to collective bargaining, including through
strengthening coordinating mechanisms at the national level to connect
to decentralized determination of wages and conditions:

o Tripartite institutions involving members of the cabinet and high-
level representatives of the social partners (trade unions and employer
organizations) have proved effective for collective bargaining.

o Tripartite negotiations work best when there is a comprehensive
agenda with scope for trade-offs and compromises.

o Tripartite negotiations should be cognizant of vulnerable workers
and develop policies that protect and improve their situation.

o The parties need to commit to a long-term investment in the dia-
logue process (ILO-IMF, 2010, 78-79).

Voluntary mobility is good for productivity. The labor market is in a
constant state of flux as new jobs are created, old ones disappear, and indi-
viduals move from one job to another. Such movements are good for the
macroeconomy, assuming, of course, that movement is voluntary and that
a good job match between employer and employee has been found that
facilitates a long-term, stable relationship in which workers can develop
their skills. However, successful matchups are not always the case, and
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“much of the movement in the labor market consists of temporary work-
ers finding new short-term jobs when the old ones end” (ILO-IMF 2010,
80). The challenge for policy is to create an environment that supports
mobility to find job matches and that provides incentives for both parties
to invest in a long-term relationship. The ILO-IMF report calls for
employment protection legislation that will support labor mobility as
well as encourage employment stability. It also advocates boosting train-
ing and skills development by engaging employers and workers in deci-
sions about training provisions, keeping training relevant, making
opportunities accessible to men and women, and ensuring a close connec-
tion between training policies and employment policies.

Small businesses are big employers, accounting, for example, for 65.5
percent of employment in Japan and 67.8 percent in Turkey (ILO-IMF
2010, 82). They represent a critical source of dynamism and innovation
in an economy but are also vulnerable to economic downturns and to the
investment climate as noted earlier. Policies that support access to finance,
sector-specific tax incentives, eligibility to bid for public procurement
contracts, support services for start-ups, market development training,
and job creation and retention ensure that small business can have mac-
roeconomic benefits for the whole economy.

Measures that create inclusive labor markets and extend social protec-
tion represent investments in future productivity. Such measures
empower workers. The ILO-IMF report (2010) suggests three ways to
support these measures:

e Strengthening public and private employment services

o Job subsidies can play a role in hiring workers who might not other-
wise be hired. Good program design that targets disadvantaged groups
is key to their success.

o The “make-work-pay” measures such as the working tax credit pro-
gram in the United Kingdom and the earned income tax credit in the
United States are deemed effective.

e Targeting employment programs to disadvantaged communities

o Public employment programs have proved effective when the

intended beneficiaries have been reached.
e Extending social protection coverage

o Establishing a social protection floor is increasingly being seen as a key
growth and development objective, particularly for vulnerable groups.
Such a floor would ensure that individuals everywhere—in both
developing and developed economies—have sufficient means (through
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transfers, services, and facilities) to realize basic fundamental rights
(housing, sanitation, water, food, health care, and education).

o There is a positive correlation between social security expenditures
per capita and productivity and reduction of poverty rates for devel-
oped economies, with recent studies suggesting the effects are even
higher in developing economies (ILO-IMF 2010, 86).

o Unemployment benefits smooth consumption and income inequal-
ity, maintaining aggregate demand and contributing to economy-
wide productivity during an economic downturn.

Conclusion

This chapter examined the issues surrounding job creation by considering
a number of job creation channels. A stable, growing economy is critical
for job creation. The recent global financial crisis dealt a severe blow to
the macroeconomy, in developing and developed countries. It is important
to get the macroeconomy back on track so that job creation goals continue
to occupy policy makers at the national and international levels. Providing
support for aggregate demand through accommodative monetary and fis-
cal policies will continue through 2011, as well as the pursuit of policies
for easing the pain of workers and firms through employment and job
subsidies. The second channel of job creation considered was investment.
The investment climate affecting the firm was examined, including the
risks, costs, and barriers to competition facing the firm. The Investment
Climate Survey and the Doing Business Project provided information and
data on the factors affecting the investment climate. Mention was made
of globalization and its impact on job creation and in particular its effect
on wages and employment. The chapter concludes with a discussion of
how labor markets can be strengthened to meet the challenges of eco-
nomic growth, employment creation, and social cohesion. The challenges
of globalization and technological change were noted in outlining a role
for policy in providing a just wage and more productive jobs for all.

Notes
1. Jobs are created at the level of the firm, and entrepreneurship is examined in
detail in chapter 5.
2. Living on less than $1.25 per day.

3. The Investment Climate Survey covers more than 26,000 formal firms in
53 developing countries (Smith and Hallward-Driemeier 2005, 41).



46

10.

11.
12.

13.

14.

15.

A Primer on Policies for Jobs

. The first report was published in 2003. The Doing Business Project covers

more than 140 countries.

. Information on the time it takes to register a business, the laws surrounding

contract enforcement, and labor regulation are some of the issues covered in
the report.

. Smith and Hallward-Driemeier (2005, 41) note that “the costs associated

with unreliable electricity supply alone amount to over 10 percent of sales in
Eritrea, India, and Kenya, while the costs of crime exceed 10 percent of sales
in Armenia, Azerbaijan, and Peru. Bribes average more than 6 percent of sales
in Algeria, Cambodia, and Nicaragua.”

. The exceptional case of Lithuania may be due to changes in methodology and

data sources before and after the transition (Rutkowski and Scarpetta 2005,
191).

. “Indeed, Romania scores last in the ranking of the access-to-finance index

because of its very high real interest rates, high collateral requirements, and
above all, lack of protection to creditors” (Rutkowski and Scarpetta 2005,
170).

. “By itself, access to finance explains about 40 percent of the whole increase

in private sector employment predicted by the regression model” (Rutkowski
and Scarpetta 2005, 170).

Greater government intervention is generating press and gaining attention.
The opinions of Justin Lin, World Bank chief economist, who favors interven-
tionist industrial policies by developing-country governments to augment
global investment, represents a new advance in thinking on development.

This topic is examined in greater detail in chapter 6.

OECD (2010) cites Felbermayr, Prat, and Schmerer (2009); Dutt, Mitra, and
Rajman (2009); and Hoekman and Winters (2007).

Dutt, Mitra, and Ranjan (2009) suggest that unemployment falls by 3.6 per-
cent three years after liberalization.

See Beaulieu, Dehejia, and Zakhilwal (2004); Klein, Moser, and Urban
(2010); and Riker (2010). For developing countries see Brambilla, Carneiro,
Lederman, and Porto (2010); Green, Dickerson, and Arbache (2001); and
Owen and Yu (2008).

The Declaration of Philadelphia was adopted in 1944 by the International
Labour Organization and redefined the aims and purpose of the Organization:
“The Declaration embodies the following principles: (1) Labour is not a com-
modity. (2) Freedom of expression and of association are essential to sustained
progress. (3) Poverty anywhere constitutes a danger to prosperity everywhere.
(4) All human beings, irrespective of race, creed or sex, have the right to
pursue both their material well-being and their spiritual development in
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conditions of freedom and dignity, of economic security and equal opportu-
nity.” http://www.ilo.org/public/english/bureau/inf/download/brochure/pdf/
page5.pdf.
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CHAPTER 3

Labor Market Policies

The chapter examines labor market policies in developing economies.
A move from job protection to worker protection has informed labor
market policy, particularly in developed countries. Extending this approach
to developing economies is difficult, not least because of the large infor-
mal labor market that exists there. Labor market institutions are also weak
in developing countries, making it difficult to implement policies.

Labor market policies and institutions represent one of the five MILES
Framework factors developed by the World Bank for the analysis of the
main factors affecting employment. The framework, which brings together
the factors affecting labor demand and labor supply, identifies the con-
straints that limit the creation of more and better jobs and helps prioritize
policies. Following a brief introduction to the MILES Framework, the
chapter examines the degree of informal labor markets in developing
countries. This analysis provides a context for the subsequent discussion of
labor market policies in developing economies. The discussion focuses on
the issues involved in moving from job to worker protection.

The MILES Framework

The MILES Framework is an acronym summarizing five factors determin-
ing employment performance that arise from the interaction of labor
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demand and supply. MILES refers to macroeconomic performance,
investment climate, labor market policies and institutions, education and
skills, and social protection for workers (see table 3.1). Macroeconomic
performance and the investment climate, along with labor market institu-
tions, determine labor demand, while labor market policies and institutions,
education and skills, and social protection are the factors determining
labor supply.

Table 3.1 highlights the conditions for employment performance under
the MILES Framework. The macroeconomic conditions refer to factors
conducive to economic growth and stability. Examples include low infla-
tion and low interest rates. The investment climate benefits from an envi-
ronment favorable to private sector investment in which the regulatory
environment is fair and balanced, the government is transparent in its
dealings, taxes support business creation and development, adequate
financing exists for entrepreneurship, infrastructure is developed, and the
judiciary is fair and effective. Labor market policies and institutions aim
to promote an adaptable labor market in which employers have incentives
to hire workers and employees have incentives and the skills to take up
employment. Education and skills are needed to respond to the demand
for labor and training, and lifelong learning is required to meet the chang-
ing demands for labor in a high-growth, competitive economy. Social
protection through social risk management programs and social insurance

Table 3.1 The MILES Framework

Factors affecting employment performance Policy issues

Macroeconomic conditions Conditions for growth
Macroeconomic stability
Investment climate Regulatory environment
Government transparency
Taxes
Financing
Infrastructure
Legal environment
Labor market policies and institutions Labor market regulation
Wage setting
Nonwage costs
Education and skills Basic education
Higher education
Training and lifelong learning
Social protection Social risk management programs
Social insurance

Source: World Bank 2008.



Labor Market Policies 51

ensures that adequate social safety nets exist, especially for those workers
willing to work.

The Informal Labor Market

The existence of the informal labor market hampers the effect of labor
market policies. It is also likely to coexist with a weak institutional capac-
ity to implement labor market reforms or policies. Informal labor markets
are a large part of the discourse on developing economies; yet there is no
one definition that embraces the theoretical, empirical, or policy aspects
of this concept. According to Sanchez-Puerta (2010, 23), “The concept of
the informal labor market relates to the notion of non-participation in tax
systems, in social security systems, and meeting regulatory requirements.”
Participation in the informal labor market is higher among microentre-
preneurs, the self-employed, and workers employed in informal sector
firms or informal workers within registered firms (Betcherman 2002).

There are a number of dimensions to the informal labor market dis-
cussed in the literature.! Among these are the informal labor market’s
contribution to (1) employment, (2) output, (3) type of activity and
enterprise, (4) type of employment skills and human capital, (5) earn-
ings, (6) access to capital and credit, (7) duality within the informal
sector, (8) legality, (9) poverty, and (10) female workers (Sanchez-
Puerta 2010, 24). The number of dimensions ascribed to the informal
labor market, definitional issues, and data limitations render its mea-
surement difficult. Henley, Arabsheibani, and Carneiro (2006) cited in
Sanchez-Puerta (2010) considered three different definitions of infor-
mality using data from Brazil for 1992-2001. Definitions of informality
were based on employment contract registration, social security protec-
tion, and characteristics of employer and employment. The results indi-
cated that around 64 percent of the economically active population was
informal according to one definition, whereas 40 percent was considered
informal according to all three definitions. The authors found a close
correspondence between an employment contract and not contributing
to a social security scheme, although a significant number of the eco-
nomically active were classified as informal according to the nature of
their employment or employer even when they were contributing to
social security (Sanchez-Puerta 2010, 24).

The informal labor market accounts for approximately 60-80 percent
of total nonagricultural employment in Sub-Saharan Africa, with simi-
larly large proportions in South and Southeast Asia. The informal labor
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market in Latin America and North Africa is smaller, accounting for
between 30 and 60 percent of total nonagricultural employment, while
the informal sector in Central Europe and East Asia accounts for between
5 and 20 percent? (Sanchez-Puerta 2010, 24). And in his study of the
contribution of output to the informal sector, Charmes (2000) deter-
mined that it contributed between 20 and 50 percent of nonagricultural
gross domestic product in Sub-Saharan Africa (excluding South Africa),
with similar proportions for South and Southeast Asia and a number of
countries in Latin America.

In 2010, the International Labour Organization sought to measure
informal activity by concentrating on “vulnerable employment.” Vulnerable
employment is one of the official employment indicators of the Millennium
Development Goals. It refers to the sum of own-account workers and
unpaid family workers. Vulnerable workers “typically lack social protection
and social dialogue mechanisms and are often characterized by low pay
and difficult working conditions in which workers’ fundamental rights
may be undermined” (ILO 2011, 22).3 Figure 3.1 shows the global trends
in vulnerable employment for 1999-2009.

Figure 3.1 Global Trends in Vulnerable Employment, 1999-2009
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Roughly 1.53 billion workers were estimated to be in vulnerable
employment in 2009, an increase of more than 146 million since 1999.
These figures correspond to a global vulnerable employment rate of
50.1 percent. That rate declined annually from close to 54 percent in
1999 to just over 50 percent in 2008 and maintained that rate in 2009.
The financial crisis of 2008 witnessed a large number of workers moving
into the informal labor markets as recessions hit, undoing the significant
gains made in the years preceding the crisis.

Table 3.2 examines the regional vulnerable employment rates for
various years between 1998 and 2009. As noted above, the vulnerable
employment rate for the world declined from a rate of about 54 percent
in 1998 to about 50 percent in 2009. Most regions experienced a
decline after 1998, although the decline for Southeast Asia and the
Pacific and for South Asia began in 2000. Among the regions, the rate of
vulnerable employment in 2009 was highest in South Asia (78.5 per-
cent), Sub-Saharan Africa (75.8 percent), and Southeast Asia and the
Pacific (61.8 percent). It was lowest among the developed economies and
European Union (EU) (9.7 percent), with the rate in Latin America and
the Caribbean and the Middle East roughly the same at around 32 per-
cent. The vulnerable employment rate increased in Latin America and the
Caribbean in 2009, and the Middle East region and Sub-Saharan Africa
also showed an increase from the rate in 2008.

Table 3.2 World and Regional Rates of Vulnerable Employment, Various Years,
1998-2009

1998 1999 2000 2005 2006 2007 2008 2009

World 537 535 533 519 514 51.0 50.2 50.1
Developed economies

and European Union 1.3 1.1 10.8 103 10.0 9.9 9.7 9.7
Central and

southeastern Europe

(non-EU) and CIS 24.1 26.7 256 228 219 20.7 204 200
East Asia 614 60.2 59.1 55.8 552 54.5 52.2 50.8
Southeast Asia and

the Pacific 638 662 65.5 626 623 62.0 62.5 61.8
South Asia 819  81.1 82.1 80.5 80.2 79.9 789 785
Latin America and

the Caribbean 357  36.1 358 338 32.7 323 31.8 322
Middle East 36.8 36.0 35.7 339 33.7 333 329 32.7
North Africa 437 421 424 426 411 41.2 40.2 404
Sub-Saharan Africa 80.5 79.9 79.5 77.1 76.6 76.0 753 758

Source: 1LO 2011, 69.
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Table 3.3 examines the number of workers in vulnerable employ-
ment for various years between 1998 and 2009. Between 2008 and
2009, the number of workers in vulnerable employment is estimated
to have increased by 8.5 million workers (1.7 percent) in South Asia,
by 7.4 million workers in Sub-Saharan Africa, and by 1.5 million in
Latin America and the Caribbean. Minor increases also occurred in
Southeast Asia and the Pacific, North Africa, and the Middle East
(ILO 2011, 21).

Gender differences in the number of workers in vulnerable employ-
ment are stark in many regions, especially in North Africa and the Middle
East where the percentage difference between males and females was over
21 percentage points and over 14 percentage points, respectively, in 2009.
The gender difference in Sub-Saharan Africa was also over 14 percentage
points in 2009. Indeed, all regions, except the developed economies and
the European Union, Central and Southeastern Europe (non-EU), and the
Russian Federation show a higher vulnerable employment rate among
women than among men (see table 3.4).

The North Africa region stands out as one in which the vulnerable
employment rate among women has actually increased over the study
period, from 55.4 percent in 1998 to 56.7 percent in 2009, with the high-
est rate occurring in 2007 (59.3 percent). Thus, since the financial crisis,
female vulnerable employment in North Africa has actually improved.
The largest percentage-point declines in female vulnerable employment
over the study period took place in Central and Southeastern Europe
(non-EU), Russia, and the Middle East. In those locations, women may
have found work in the formal labor market, returned to or entered fur-
ther education, or register as unemployed.

Since the financial crisis in 2008, male vulnerable employment
fared worse in the Middle East, North Africa, and Sub-Saharan Africa.
The percentage-point differences between 2008 and 2009 for female
vulnerable employment in these regions were 0.5, —1.5, and station-
ary, respectively, whereas the percentage-point differences for men
were +0.2, +0.8, and +1.0, respectively. Both males and females fared
worse in vulnerable employment in Latin America and the Caribbean,
where the percentage-point differences were 0.3 and 0.6, respectively.
In fact, women fared worst in Latin America and the Caribbean of all
other regions in a comparison of vulnerable employment shares in
2008 with those in 2009 (see table 3.4).

Vulnerable employment is a large proportion of the economy’s
employment in South Asia, Sub-Saharan Africa, and Southeast Asia and



SS

Table 3.3 Number of Workers in Vulnerable Employment, Various Years, 1998-2009

(millions)
1998 1999 2000 2005 2006 2007 2008 2009

World 1,364.4 1,382.3 1,3994 1,489.7 1,505.3 15216 1,5193 1,528.2
Developed economies and

European Union 49.5 49.1 48.5 476 47.1 47.2 46.5 456
Central and southeastern

Europe (non-EU) and CIS 34.7 385 375 352 344 33.1 33.1 321
East Asia 450.3 445.2 4431 444 4 4418 439.6 421.7 4132
Southeast Asia and the Pacific 145.2 1553 156.8 162.7 165.0 168.3 1729 173.7
South Asia 404.7 408.2 4211 473.0 484.0 4936 500.2 508.7
Latin America and the Caribbean 706 729 73.8 79.0 78.8 79.5 80.1 81.6
Middle East 16.0 16.4 16.9 19.0 19.5 19.9 20.0 20.5
North Africa 209 20.7 212 252 252 259 26.1 26.8
Sub-Saharan Africa 1725 176.0 1804 203.6 209.5 214.5 2188 226.2

Source: ILO 2011, 70.
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Table 3.4 Vulnerable Employment Rate by Sex, Various Years, 1998-2009

(percent)
1998 1999 2000 2005 2006 2007 2008 2009
Males  Females Males Females Males Females Males Females Males Females Males Females Males Females Males Females

World 520 56.3 51.8 56.1 518 55.5 50.5 54.0 50.0 535 49.5 532 489 52.1 489 518
Developed economies

and European Union 118 10.7 1.7 10.3 114 10.1 113 9.1 11.0 88 109 86 10.7 84 10.8 84
Central and

southeastern Europe

(non-EU) and CIS 247 234 267 26.7 258 254 233 22.1 224 213 209 204 206 202 202 19.8
East Asia 56.7 67.1 557 65.7 547 644 519 60.6 513 599 506 59.2 489 56.2 478 54.6
Southeast Asia and

the Pacific 604 68.6 62.5 713 61.8 706 596 67.0 593 66.5 587 66.6 59.7 66.4 589 65.7
South Asia 79.0 89.2 78.1 88.5 799 876 780 86.5 77.5 86.3 772 86.1 76.2 85.0 75.8 84.5
Latin America and

the Caribbean 350 370 354 373 353 36.5 335 343 326 330 318 330 313 326 316 332
Middle East 336 49.9 324 50.8 318 516 302 480 30.1 46.8 29.8 46.5 29.8 44.2 296 437
North Africa 40.1 554 387 529 382 56.0 370 59.7 354 583 35.1 593 34.1 582 349 56.7
Sub-Saharan Africa 755 873 745 87.1 74.0 86.9 70.1 86.2 69.6 856 69.2 849 68.5 84.0 69.5 84.0

Source: ILO 2011, 69.



Labor Market Policies 57

the Pacific regions. The downward trend in vulnerable employment,
however, has been knocked off course in the wake of the financial crisis,
with Latin America and the Caribbean faring worst, especially among
women. Gender differences in vulnerable employment are evident across
all developing regions, with stark differences in North Africa, the Middle
East, and South Asia.

Sanchez-Puerta (2010) examines the reasons why the informal labor
market has not declined over time as policy makers and economists had
expected. Citing Betcherman (2002), Sanchez-Puerta (2010, 30) lists the
following reasons for the incorrect prediction:

o The “no-growth” hypothesis. The modern industrial and formal sector has
not grown fast enough to absorb the growing labor force and hence the
informal sector has continued to expand.

o The “jobless growth” hypothesis. The technology used in the formal sec-
tor has not been conducive to the further absorption of labor into that
sector.

o The “growth from below” hypothesis. Small and microenterprises them-
selves represent a vibrant sector, and some entrepreneurs may choose
to operate in that sector.

o The “regulatory disincentive” hypothesis. Employers, and sometimes
workers, choose the informal sector because it is too costly to operate
in the formal sector.

Moreover, the World Bank (2006) noted that jobs shifted from formal
to informal in Europe and Central Asia, including an increase in self-
employment. While any one or a combination of these factors may
account for continuance and expansion of the informal labor market, the
situation in each country will be different, depending on its labor market
institutions. Any policy promoting employment creation in the formal
sector needs to be mindful of the country context.

Moving from Job to Worker Protection

Moving from job to worker protection involves a move from policies
that support employment protection toward policies that provide
income and nonincome support through passive and active labor market
policies (ALMPs) to workers who are laid off or unemployed. The eco-
nomic effects of employment protection legislation (EPL)—the rules
relating to hiring and firing—can be substantial. Sanchez-Puerta (2010)
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identifies four ways in which the effects of EPL affect labor market out-
comes:

o Labor market dynamics. EPL affects job tenure in situations in which
strong job security leads to a classic insider-outsider problem. Insiders
hold onto their jobs in upturns and downturns, and hiring opportuni-
ties for outsiders are limited. Thus, labor market turnover is stultified.
As Sanchez-Puerta (2010) notes, “Duration of unemployment (and
employment) is expected to be positively correlated to the degree of
employment protection” (3).

o Employment levels. The average level of employment through the busi-
ness cycle is more ambiguous with EPL. Whether employment rates
increase or decrease depends on hiring and firing decisions that, in turn,
depend upon labor elasticity of demand, decisions made by the employer
on future hiring costs, and assumptions about the longevity of labor
demand shocks.

o Composition of employment. EPL may encourage firms to move activi-
ties to the informal sector.

® Productivity growth. The theoretical literature suggests a decline in aver-
age productivity with stringent EPL. Costly EPL may slow down the
adoption of new technologies.

There are a number of issues to examine in considering the empirical
effects of EPL on labor market outcomes. First, EPL is relevant only in the
formal labor market and thus has limited relevance in many developing
countries, given the significant presence of informal labor as outlined
earlier. Second, measuring the effect of EPL on labor market outcomes is
problematic. It is difficult to create standardized measures of EPL. It is
also difficult to measure enforcement of EPL. These measurement prob-
lems make it difficult to compare cross-country results.* Third, labor
market regulations change infrequently and are applied at the national
level to all workers, making it difficult to ascertain the effects across areas
and sectors. Sanchez-Puerta (2010) reviews a number of studies, and the
results from a selected few are shown in table 3.5.

Further stylized facts about the effect of EPL on economic activity and
labor market outcomes are noted by Sanchez-Puerta (2010) as follows:

* Employment promotion legislation reduces turnover.’

e The effect of employment protection regulations on employment and
unemployment is not conclusive for some studies,® while others sug-
gest a negative relationship.”
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Table 3.5 Measuring the Impact of Employment Protection Legislation

Study Objective Sample Method Results
Micco and Estimate economic  Developed and Difference-in-difference . EPL reduces job flows, particularly in
Pagés (2006) effects of EPL developing countries (a) volatile sectors and (b) countries with
better law enforcement.
. By reducing industry size, EPL is likely to
reduces (aggregate): (a) firm entry,
(b) employment, and (c) value-added.
Haltiwanger, Effect of EPL on Firm-level data for Difference-in-difference . Stringent EPL reduces job turnover,
Scarpetta,and  job turnover 16 industrial and especially in industries that require more
Schweiger (2006) emerging economies frequent labor adjustment.
. EPL regulations distort the patterns of
industry size and flows.
Petrin and Effect of EPL on Census data on Chilean ~ Compares outcomes between . EPL drives a wedge between marginal
Sivadasan manufacturing manufacturing firms workers. Authors develop a revenue and marginal cost that is
(2006) firms between 1979 new statistic that estimates the statistically significant for (a) white collar
and 1996 within-firm gap between marginal and (b) blue collar workers
product of labor and its marginal . There is little positive effect on the mean
cost (wage). and variance gap for nonlabor inputs.
Besley and Effect of EPL on Indian manufacturing Develop a theoretical model linking 1. EPL is associated with lowered employ-

Burgess (2004)  employment,
productivity, and

poverty

between 1958 and
1992

bargaining power with economic
performance

ment, investment, productivity, and output
in registered manufacturing.

. EPLis positively associated with increases in

urban poverty.

Source: Compiled from Sanchez-Puerta 2010, 6-7.



60 A Primer on Policies for Jobs

e There is a positive relationship between employment protection and
self-employment.®

e Employment protection changes the composition of employment.”

e Evidence on productivity is slim, particularly in developing countries.!

® Most developing-country studies of EPL focus on efficiency outcomes
and not on equity.!!

0

Sanchez-Puerta (2010) concludes her review of the theoretical and
empirical literature on EPL by noting some further areas of study. In
addition to improving the measurement of EPL, she suggests improv-
ing the data to facilitate deeper analysis of microdata sets and matching
employer-employee comparisons under different labor practices while
highlighting the subsequent effects on selectivity of workers and pro-
ductivity. An enormous gap in the literature is the lack of knowledge
on the political economy of labor market reforms and also on “adapting
labor legislation to the feminization of the labor force” (Sanchez-
Puerta 2010, 10).

On the labor supply side, organized or unionized labor is active mainly
in the protected sectors of the economy, namely, the public sector, bank-
ing, and the civil service. Permanent workers in the formal sector are
often covered by collective bargaining. Of course, in the informal labor
market, unionized labor is nonexistent. Sanchez-Puerta (2010) recom-
mends analyzing the effects of the interaction of EPL with labor market
institutions, such as collective bargaining, on labor market outcomes.

Passive Labor Market Policies

Passive labor market policies are also known as income-support policies.
Examples include unemployment insurance (UI), unemployment assist-
ance (UA), severance pay, unemployment insurance savings accounts
(UISA), and public works (PW). The aim of these policies is to smooth
consumption for the individual affected by involuntary job loss and
reduce income inequalities. Further benefits to society are helping the
poor and long-term unemployed, promoting restructuring of enterprises,
and increasing output and efficiency. Table 3.6 categorizes the types of
instruments by benefit level, duration, and eligibility.

Unemployment insurance has many advantages and is widely lauded
in the income protection literature (Sanchez-Puerta 2010, 12). It offers
a high degree of protection to formal sector workers, contributing
to consumption smoothing and macroeconomic stability. It also has
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Instrument Benefit level

Duration

Eligibility

Unemployment
insurance

Percentage of past
wage, sometimes
declining

Unemployment
assistance

Topping the income
to reach a specific
threshold in terms
of average family
income

Lump-sum payment,
generally based on

Severance pay

Limited

Unlimited (if self-
standing) or
limited (after unem-
ployment insurance
has expired)
One-time payment

1. Conditional on past
contributions

2. No-fault dismissal

3. Availability and
willingness to work
and job search

Means tested

Laid off workers (not for
just cause)

years of service

Unemployment  Replacement Limited Conditional on availability
insurance rate as under of funds in individual's
savings unemployment savings account
accounts insurance (with optional limited

borrowing)

Public works Typically set below Usually limited Anyone (self-selection

market wage based on low wage)

Source: Compiled from Vodopivec and Raju 2004.

negative effects, chiefly prolonging unemployment. Because moral haz-
ard and the significant information required on individuals make this a
difficult program to operate in developing countries, it is primarily avail-
able only in developed economies (see table 3.7). Sanchez-Puerta (2010)
reviews a number of studies of Ul and concludes that “ultimately the
performance of Ul depends on the design of the program—and also on
country-specific conditions” (14). UI systems are common in developed
economies, most transition economies in Eastern Europe, and some Latin
American economies.

Unemployment assistance (UA) outperforms Ul in redistributing
income to the poor and reaching a wider audience. It has, however, a num-
ber of weaknesses as outlined in table 3.7. Weaknesses arise from its
screening of individuals based on an income or means test. UA benefits are
contingent on family income and assets and so may reduce labor supply of
other family members. Vodopivec and Raju (2004, 4), citing Atkinson
(1995), notes that “in Western countries a third or more of potential claim-
ants never receive means-tested benefits (the reasons being information
problems, administrative complexities, and stigmatization of recipients).”
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Table 3.7

Income-Support Policies, Advantages, Disadvantages, and Income Group Relevance

Instrument

Positives

Negatives

Income group suitability

Unemployment

. Enables a high degree of consumption

. Creates reemployment disincentives

Developed countries

insurance smoothing and wage pressures
2. Performs well under various types of shocks
3. Acts as an automatic macroeconomic stabilizer
Unemployment 1. Enables more effective targeting 1. May not bring savings Countries with developed
assistance 2. Offers a lower level of protection for administrative capacity and
high-income workers small informal sector
3. Imposes larger administrative costs
4. Similar employment disincentives to Ul
Unemployment 1. Ameliorates moral hazard inherent in Ul, 1. System largely untested Developed countries and
insurance savings improving reemployment incentives 2. Allowing individuals to borrow from their developing countries
accounts 2. May improve work incentives accounts may lead to some leaving the
3. Potential to attract informal sector workers formal sector to avoid paying debt.

Severance pay?

Little advantage

Available in many developing
and transition economies

Public works 1. Effective in reaching the poor 1. High nonwage costs Developing countries,
2. Good targeting properties 2. Likely countercyclical pattern of funding particularly as a
3. Substantial capacity to redistribute income 3. May lead to stigmatization of participants ~ complementary program.
from rich to poor in some countries
4. Able to attract informal sector workers
5. Provides flexible and fast response to shocks

6. Administratively less demanding than other
income-support policies

Source: Compiled from Vodopivec and Raju 2004.
a. Severance pay is an important program in developing and transition countries; yet there are issues with its protection and efficiency effects. Prefunding may improve the nonperformance
of this program and associated labor market rigidities (Vodopivec and Raju 2004, 21).
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Unemployment insurance savings accounts require individuals to save
a fraction of their wages in special savings accounts. They can then draw
from these accounts if they become unemployed. Any positive balances
will be added to retirement benefits and negative balances forgiven upon
retirement. UISAs are viewed as an improvement on UI, negating the
moral hazard problem that can arise as individuals withdraw their own
savings to smooth consumption. However, there are negatives as outlined
in table 3.7, not least is that individuals may withdraw funds in advance,
knowing that the “government will compensate for negative balances”
(Sanchez-Puerta 2010, 15). UISAs are common in some Latin American
economies, such as Brazil and Colombia, where they have morphed from
funded severance pay systems.

Severance pay as noted in table 3.6 refers to lump-sum payments paid
to individuals who have been laid off either by employers as part of firm
policy or as required by governments. Severance pay is limited to formal
sector workers with contracts in the private sector, and as such the pro-
portion of workers covered by severance pay is low, particularly in devel-
oping countries.'? Despite this factor, severance pay is the most common
income-support system in developing countries, apart from low-income
countries (Vodopivec and Raju 2004). Furthermore, such payments do
not take into account the duration of unemployment; thus, discharged
workers may not receive enough compensation for the period they are
unemployed (see table 3.7). The manner in which severance pay oper-
ates, despite providing income support, has more in common with job
protection than worker protection. Vodopivec and Raju (2004, 6) citing
Lazear (1990) notes that “severance pay reduces both employment and
labor force participation.” Other evidence suggests that it reduces inflows
to and outflows from unemployment.

Aimed at labor-intensive sectors, public works provide publicly funded,
low-wage work to poor workers. Wages are often set below the market
rate. It is the most prevalent form of income support in low-income coun-
tries, with some 80 percent of countries having public works programs.
Such programs also often exist in middle- and high-income countries
(Vodopivec and Raju 2004, 7). It is a flexible system, effective in reaching
the poor and in attracting informal workers to the formal sector. On the
negative side, Ravallion (1991, 1999) notes that high nonwage costs in
low-income countries can reduce the effectiveness of the program.
Workers may be stigmatized, and the countercyclical nature of such pro-
grams may make it difficult for firms to raise funding at the precise time
it is needed most (see table 3.7).
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Vodopivec and Raju (2002) categorizes income-support policies on
labor market outcomes by efficiency effects, distributive effects, suit-
ability to confront economic shocks, and resistance to political interfer-
ence. In addition, the effects will depend on how the income-support
policies interact with the labor market and labor market institutions, the
administrative capacity of the country, and the size of the informal sec-
tor. Table 3.8 lists the distributive and efficiency effects of the five
income-support policies under review.

For their distributive effects, public works programs are the most pro-
gressive of all income-support policies.!3> Implementation of the public
works program is key to the successful targeting of the poor (Coady
2002). Unemployment assistance programs are also strongly progressive.
Vodopivec and Raju (2004) note the case of Australia in particular. UA
programs are fundamentally a developed-economy occurrence, given the
stronger administrative capacity and smaller informal sector in developed
countries. Vodopivec and Raju (2004) refer to UA’s strongly progressive
distributive effect in transition countries and suggest that this effect may
be due to the nearly universal benefit coverage in these countries, a situ-
ation not found in developing countries. The efficiency effects of income-
support policies may be summarized as follows:

o The job search effort. Public works show little effect; unemployment
assistance shows the most.

 Postunemployment wages. Evidence of improved job matching based on
postunemployment wages is inconclusive.

o Equilibrium labor market outcomes. These outcomes range from increas-
ing unemployment where Ul and UA affect job-search intensity and
wage bargaining to reducing unemployment when individuals become
involved in public works programs.

® Enhancing restructuring of enterprises. Ul is an increasingly attractive
income-support policy.

o Labor supply of other family members. Unemployment assistance creates
a disincentive.

o Encouragement to take regular jobs. Negative effect on labor reallocation
with severance pay.

*  QOuiput and growth. The effects of public works are negligible.

Developing economies tend to have weak social security systems
(Sanchez-Puerta 2010, 11) and rely heavily on severance pay. The limita-
tions of this policy were discussed above. In some Latin American
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Table 3.8 Distributive and Efficiency Effects of Income-Support Policies

Instrument

Efficiency

Labor market

Restructuring

Job search

Unemployment
insurance

Unemployment
assistance
Severance pay

Unemployment

insurance savings

account
Public works

Distributive
Income
Poverty redistribution

Mild reduction Neutral
Mild reduction Strongly

progressive?
Some reduction  Biased®
Inconclusive Biased
Strong reduction  Strongly

progressive

1. Increases unemployment
2. Slows adjustment shocks

Disincentive for other family
members to take a job

1. Reduces employment

2. Increases participation in
informal sectors

3. Effects on unemployment
inconclusive

1. Little effect on reducing labor
demand®

2. Little effect on employment©

1. Mildly reduces unemployment

2. Mildly increases employment

1. Job creation hindered
2. Overall adjustment slow

Similar to Ul

3.

. Negative effects on labor

reallocation

. Reduction of inflow to

unemployment

Reduction of job creation

Conversion of severance pay
into UISA increased both firing
and hiring by firms¢

Negligible effects

1. Moral hazard
2. Inconclusive
evidence on job
matching
Disincentive to leave
unemployment
No moral hazard

No moral hazard

If wages kept low, little
effect on job search
efforts

Source: Compiled from Vodopivec and Raju 2002.

a. Refers to Australia where UA is a primary income replacement program.
b. Refers to Peru, where the benefits were concentrated on the rich and there was higher consumption by the severance pay recipients compared to similarly employed workers.

¢. Refers to Colombia.
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countries, prefunding of severance pay has circumvented some of the
issues. Vodopivec and Raju (2004) refer to the worse administrative
capacity in developing economies and the many opportunities to work in
the informal sector compared to the developed economies. They suggest
that developing and transition economies choose among the income-
support policies for the unemployed, paying close attention to the under-
lying country context—the degree of informality in the labor market and
the effectiveness of the labor market institutions.!*

Active Labor Market Policies

The effectiveness of income-support policies is enhanced when the over-
all labor market policy takes into account employment protection.
Furthermore, income-support policies are more effective when comple-
mented with active labor market policies. Active labor market policies
include the following:

® Programs that enhance labor supply through training

® Programs that improve the functioning of the labor market through
employment services

¢ Programs that increase labor demand through public works or subsidies
(Sanchez-Puerta 2010, 17).

Training and retraining programs represent the bulk of active labor
market policies, accounting for between 40 and 60 percent of expendi-
tures on total ALMPs in most countries (Sanchez-Puerta 2010, 17, citing
Betcherman, Olivas, and Dar 2004). ALMPs focus on developing human
capacity with the aim of achieving a more positive and enduring employ-
ment outcome. By themselves, ALMPs cannot solve unemployment, but
they do help in mitigating its effects (Spevacek 2009).

Sanchez-Puerta (2010) reviews a number of training programs that
have been carried out in Latin America and the Caribbean. A sample of
these studies is summarized in table 3.9.

The findings for ALMPs are mixed. Some stylized facts, based on the
findings from table 3.9 above and the review of the literature carried out
by Sanchez-Puerta (2010), point to several conclusions:

e The quality of the training program is critical: the higher the quality,
the better the outcome.

¢ The majority of training programs in Latin America and the Caribbean
come from private providers (Sanchez-Puerta 2010, 19). This is the
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Table 3.9 Effectiveness of Training Programs in Latin America and the Caribbean

Type of active
labor market policy Country Findings
Job training® Argentina, Chile, 1. Range of employment effects from
Dominican Republic, null to 10 percentage points
Mexico, Panama, . Variation of employment effects by
Peru age, gender, and region
. Higher employment effects for
women and youth
. Positive impact in terms of the quality
of job that participants get
. Direct costs of program recovered
quickly
. Positive rates of return in relation
to costs
Youth programs® Argentina, Chile, . Quiality of program makes a differ-
(motivating youth and Dominican Republic, ence in outcome for participants.
on-the-job training of Peru . Youths in Peru had 32% higher earn-
young school dropouts ings 18 months after the course®.
and other vulnerable
youths)
In-firm training? Mexico . Employer-provided training was

more widespread among manufac-
turing firms over the study period,
during the 1990s.

. A higher proportion of the workforce

also received training.

. Technological change was the

catalyst for training.

. Training had large and statistically

significant wage and productivity
outcomes.

. Joint-training and R&D yielded larger

returns compared to investment in
one or the other.

. Training and technology investments

enabled firms to improve their
relative position in wage and produc-
tivity distribution.

Source: Compiled from Sanchez-Puerta 2010, 17-20.
a. Ibarraran and Rosas 2006.

b. Puerto. 2007.

c. Chong and Galdo 2006.

d.Tan and Lopez Azevedo 2003.
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case especially in Chile and Uruguay, whereas firms in Belize, Ecuador,
Nicaragua, and Trinidad and Tobago involve public trainers.

Private trainers outperformed public trainers in Brazil, Colombia, and
the Caribbean (Marquez 2002; Barrera and Higuera 2004). The public
sector oversees enforcement of quality and monitoring of training.
On-the-job training is more effective than classroom training (World
Bank 2004; Pagés, Pierre, and Scarpetta 2009).

The capital intensity of a firm is positively associated with the demand
for training.

Government training programs in lieu of formal education do not work;
training at the firm level should enhance productivity.

Most of the analysis of training programs is short term, generally
18 months after the program, and generally does not include an assess-
ment of cost effectiveness (Sanchez-Puerta 2010, 19).

Training has a positive effect on employment prospects, although par-
ticipants generally do not experience an increase in wages when they
return to work (Spevacek 2009, 3).

Aggregate unemployment may remain unaffected as retrainees may
displace previously employed workers (Spevacek 2009, 3).

Data for the United States show more positive effects on adult women
than on adult men (Friedlander, Greenberg, and Robins 1997; Stanley,
Katz, and Krueger 1998).

Spevacek (2009, 4) reviews ALMPs for Central and Eastern Europe

and Russia. The studies reviewed fell into the following categories (some
studies contained more than one ALMP):

Self-employment and small business assistance. This type of assistance
supports the creation and advancement of self-employment activities
or microenterprises by providing counseling services, including how to
write and use a business plan, short-term entrepreneurial training, and
(often) financial assistance (9 studies).

Employment services. This type of assistance includes job counseling,
placement services, relocation assistance, and the like (12 studies).
Skills training Skills training, a traditional means of solving skill mis-
match in the labor market, includes on-the-job and classroom methods
(14 studies).

Wage and employment subsidies. These subsidies are provided to firms
in the private or public sector upon hiring an unemployed person; they
are typically larger the longer the person is employed with the firm
(8 studies).
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o Public employment. Jobs created by government (usually municipali-
ties) are often targeted at long-term unemployed. Most are in construc-
tion and maintenance (public buildings, parks, and the like) and require
low-level skills (17 studies).

Table 3.10 presents the findings from the review of studies in
Spevacek (2009) based on the above classification. Of the nine studies
that examined training for small business and self-employment, all
yielded statistically significant data on getting unemployed participants
back to work (see table 3.10). The data on the effect of these programs
on earnings were less conclusive: the Romanian study found no effect
while the Polish study indicated a positive effect (Spevacek 2009, 10).

Nine of the 12 studies examining the effect of employment services
for the unemployed found a positive impact. Employment services are a
cost-effective instrument of ALMP and generally improve the match
between workers and jobs.

Table 3.10 Studies of Active Labor Market Policies in Selected Developing
Countries in Eastern and Central Europe and the Russian Federation

Small business/
self-employment ~ Employment Skills Wage Public
Country assistance services training  subsidies  works
Bosnia-Herzegovina
(1 study) n.a. Pl Pl n.a. n.a.
Bulgaria (2 studies) Pl PI; NPI PI Pl Pl
Estonia (1 study) PI na. PI na. na.
Hungary (2 studies) Pl PI; NPI PI NPI NPI
Kosovo (1 study) na. na. PI na. na.
Poland (1 study) na. na. PI NPI NPI
Romania (3 studies) 2 Pls Pl 2 Pls Pl 2 Pls; NPI
Russian Federation
(3 studies) na. 2 Pls; NPI na. na. NPI; PI
Slovak Republic
(2 studies) Pl Pl 2 Pls 2 NPIs 2 Pls
Slovenia (2 studies) na. na. na. na. PI; NPI
Ukraine (2 studies) n.a. n.a. 2 Pls n.a. NPI; Pl
Cross country
(4 studies) 3PIs 2 Pls 2 Pls NPI; | 2 NPIs; |
Totals (24 studies) PI9 PI9 Pl 14 PI2 PI8
NPI'O NPI 3 NPI O NPI'5 NPI 8

['1 1

Source: Spevacek 2009, 2.

Note: Each row represents one quantitative study. One study may have both positive and nonpositive impacts
for different interventions. PI = positive impact (statistically significant); NPl = nonpositive impact (statistically
insignificant); | = inconclusive; n.a. = not applicable.
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Skills training programs indicate a positive impact on employment for
all 14 studies considered. These programs are considered to be particu-
larly important in Central and Eastern Europe and in Russia. In particular,
the large numbers of unemployed youth make this group a priority.
On-the-job training and employer involvement showed a greater impact
on employment (Betcherman, Olivas, and Dar 2004, 25).

Wage and employment subsidies are a short-term measure and as a
stand-alone policy are out of favor. They carry deadweight loss and sub-
stitution risk, as well as the risk of pushing up wages and reducing the
demand for labor. Furthermore, wage and employment subsidies do not
address skills mismatches. Just two of the eight studies reviewed found
a positive impact, but these were primarily in countries with high
unemployment.

Public employment programs are generally not effective for employ-
ment or earnings, and Spevacek (2009, 13) notes that “across the
board, studies indicate that PW programs in Central and Eastern
Europe and Russia have had consistently nonpositive impacts.” In the
short run, however, public employment programs may be effective. For
example, in regions hit hard by an economic slump or for unemployed
individuals who lack the ability to secure private sector jobs, public
employment programs are considered a viable temporary solution
(Spevacek 2009, 14).

Most of the studies on ALMPs examine the effectiveness of these pro-
grams. This focus provides valuable information. However, for a full
understanding of the benefit of these programs, an assessment of their
costs and returns to the investment is critical. Few studies undertake this
objective, and, of those that do, the time frame is too short. Allocating
resources to ALMPs on the basis of cost effectiveness would assist govern-
ments in ascertaining which ALMP to pursue.

Conclusion

Labor market policies are part of the MILES Framework developed by the
World Bank for the purpose of examining the factors affecting employ-
ment. In addition to a stable macroeconomic environment, a skilled and
educated workforce, properly functioning labor market institutions, and a
healthy investment climate, labor market policies are critical in promoting
an adaptable labor market in which firms are interested in hiring workers
and workers have the skills and training the firms require.
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Labor market policies in developed economies have evolved from job
protection policies to worker protection. The large informal labor market
that prevails in developing economies makes it difficult to pursue these
same types of policies; yet studies have shown that job protection policies
can lead to lower employment, less output, and movement out of the
formal sector into the informal sector.

Evidence on the size of employment in the informal labor market is
considered. The informal labor market is considerable—more than 60
percent of total employment—in South Asia, Southeast Asia and the
Pacific, and Sub-Saharan Africa. The text considered “vulnerable employ-
ment” as defined by the International Labour Organization in determin-
ing the size of this sector among the developed and developing economies.
The downward trend in vulnerable employment among own account and
self-employed workers was reversed in the wake of the global financial
crisis in 2008. Women were particularly affected.

The chapter reviewed the effectiveness of employment protection
legislation, passive labor market policies (such as unemployment
insurance, unemployment assistance, severance pay, public works,
unemployment insurance savings accounts), and active labor market
policies (training and job search services in promoting employment
and reducing unemployment). The country context was important
in ascertaining the effectiveness of the policies and the extent to
which activities were in the formal sector. One stylized conclusion is
that while no one policy holds the key to a fully functioning labor
market, the answer lies in a mixture of policies targeted to the par-
ticular country context. Areas for further research include a closer
examination of the relationship between employment protection leg-
islation and passive and active labor market policies. Information on
the cost effectiveness of passive and active labor market policies is also
thin on the ground.

Notes

1. Sanchez-Puerta (2010) cites Blunch, Canagarajah, and Raju (2001); Jutting,
Xenogiani, and Parlevliet (2007); and Chen (2007).

2. Data are from Charmes (2000). The informal sector is defined as “a group of
production units which form a part, within the System of National Accounts
(SNA), of the household sector as unincorporated enterprises owned by
households” (Sanchez-Puerta 2010, 24).
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11.

12.

13.

14.
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. “The vulnerable employment indicator has some limitations: (1) wage and

salary employment is not synonymous with decent work, as workers may
carry a high economic risk despite the fact that they are in wage employment;
(2) the unemployed are not included in the indicator, though they are vulner-
able; (3) a worker may be classified in one of the two vulnerable status groups
but still not carry a high economic risk, especially in the developed econo-
mies” (ILO 2011, 22).

. Sanchez-Puerta (2010, 4) cites three examples of job security measures—

ordinal indices based on statutory rules (used in OECD countries); cardinal
index based on compliance costs by employer of EPL; and judgment of execu-
tives on difficulties of adjusting employment levels to economic realities.

. Sanchez-Puerta (2010, 8) cites Betcherman, Luinstra, and Ogawa (2001);

Maloney (2001); IDB (2004); World Bank (2006); Haltiwanger, Scarpetta,
and Schweiger (2006); and Ahsan and Pagés (2007).

. Sanchez-Puerta (2010, 8) cites Micevska (2004), Freeman (2007), and

Heckman and Pagés (2004).

. Sanchez-Puerta (2010, 8) cites Micco and Pagés (2006) and Haltiwanger,

Scarpetta, and Vodopivec (2003) for Central and Eastern Europe, Russia, and
Ukraine; Heckman and Pagés (2004) for Latin America and the Caribbean;
Autor, Donohue, and Schwab (2006) for the United States; Besley and
Burgess (2004) and Ahsan and Pagés (2007) for India.

. Sanchez-Puerta (2010, 8) cites Addison and Teixeira (2001); Betcherman,

Luinstra, and Ogawa (2001); World Bank (2006); and Djankov and Ramalho
(2009) for Europe and Central Asian countries.

. Sanchez-Puerta (2010, 8) cites Betcherman, Luinstra, and Ogawa (2001);

Micevska (2004); Freeman (2007); and Heckman and Pages (2004).

Sanchez-Puerta (2010, 9) cites Besley and Burgess (2004) for India; Micco
and Pages (2006) for 11 developed and 7 Latin American countries; Hoek
(2007) for Brazil; and Autor, Kerr, and Kugler (2007) for the United States.

Sanchez-Puerta (2010, 9) cites Besley and Burgess (2004) as an exception. As
shown in table 3.5, they find a positive association between urban poverty
and EPL in India.

Approximately 20 percent of workers in Peru were entitled to severance pay
in 2000 (Maclsaac and Rama 2000).

Vodopivec and Raju (2004) cite Subbarao (2003) for the redistributive role
of public works programs in Chile and India: Haddad and Adato (2001) for
programs in South Africa; and Vroman (2002) for 13 OECD countries.
Sanchez-Puerta (2010) cites Blanchard and Tirole (2007, 17) as being among
the first to model the optimal design of employment protection and unem-
ployment insurance together: “Optimality requires both unemployment
insurance and employment protection in the form of layoff taxes.”
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CHAPTER 4

Education, Skills, and the
Labor Market

This chapter examines the links between education and the labor market
in developing economies. In the labor market, individuals put education to
use and engage in lifelong learning. The structure of the labor market has
implications for the quantity and quality of education created in an econ-
omy and for the uses to which it is put. The structure of the labor market
will determine how much skilled labor goes into growth-enhancing activ-
ities. Education is also critical for technological adaptation and innova-
tion—the drivers of economic growth.

Figure 4.1, adapted from Fasih (2008), is helpful in understanding the
relationship among education, skills, and labor outcomes. A number of
policies and programs have to be in place to achieve good labor outcomes.
Education is a necessary condition but not sufficient, because education
has to be supported by good labor market opportunities for the skilled,
including macroeconomic stability, an attractive investment climate, and
efficient labor markets, as well as adequate systems of social protection,
among other factors.

What is known about the education-jobs nexus, and how can education
improve labor market outcomes? Fasih (2008) underscores a number of
interesting facts. First, literacy, numeracy, and basic cognitive skills improve
individuals’ economic outcomes. But it takes 8-12 years of schooling in
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Figure 4.1 The Relationship among Education, Skills, and Labor Outcomes
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developing countries for students to become functionally literate and
numerate, a finding indicative of the need to improve the quality of learn-
ing in primary educational systems.

Second, countries at different levels of economic development have
diverse demands for education and skills that may or may not match the
supply. For example, de Ferranti et al. (2003) suggest that whereas East
Asian countries might benefit from more secondary school graduates to
fill their skill gap, Latin American countries, because of their wealth of
natural resources, would benefit from more experts in manufacturing
processes and more tertiary education graduates.

Third, investments in early childhood development are fundamental
to developing the cognitive skills of children, as these affect longer-term
learning, skills development, and labor market outcomes. In the develop-
ing world, for example, many countries have introduced conditional cash
transfers for families, provided that their young children are vaccinated,
given regular health visits, and supplied with proper nutrition. Such pro-
grams not only help reduce the vulnerability of disadvantaged children
but also tend to enhance the efficiency of early learning.

Fourth, according to a recent finding, the shape of the educational
earnings profile appears to be changing from concave, in which primary
education earns the highest returns, to convex, in which secondary and
tertiary education earns the highest returns in the labor market. This
changing profile has profound implications for the poverty-reducing
effects of education. For instance, the Millennium Development Goals
(MDGs) assume that the completion of basic education, along with the
attainment of other MDGs, will help realize the goal of halving world
poverty by 2015. If, however, the relationship of education and earnings
is convex (or even linear), then expanding enrollment only at lower levels
of education will not raise earnings substantially and consequently will
not prove to be an effective means of helping people out of poverty.

Fifth, rapid globalization is dramatically increasing global demand for
skills and the development of skills-biased technology and innovation. As
a result, the returns to primary education may indeed be low. In addition,
those returns, especially in developing nations, could be low because the
educational systems are failing to produce minimum functional literacy
and numeracy skills at the primary level. In either case, the provision of
high-quality subsidized primary education is warranted, not only because
it empowers people and helps reduce inequality but also because coun-
tries with low levels of education are at risk of remaining trapped in
technological stagnation and low growth (de Ferranti et al. 2003).
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Sixth, research also suggests that not all individuals benefit from educa-
tion equally, meaning that labor market outcomes are heterogeneous.
Analysis of the returns to education across a conditional earnings distri-
bution shows increasing, decreasing, or constant returns by quantiles,
depending on the country. For the limited number of countries for which
evidence exists, returns to education appear to increase by quintile in
more-developed countries and to decrease in developing countries. The
increasing returns to education from the lower to the higher end of the
earnings distribution indicate that ability and education complement each
other. The relationship depends on the country context; the policy implica-
tions for heterogeneity must be interpreted in light of the broader context
of a given labor market.

Seventh, in a perfectly competitive labor market, noncognitive skills
such as self-confidence, self-motivation, and ability may have higher
value, and thus people with higher ability may reap higher returns.
Certain types of mentoring programs, such as the Big Brother or Big Sister
programs in the United States, may also help develop such noncognitive
skills. In countries with large disparities in the quality of education
between the rich and the poor—and where individuals are systematically
sorted into high-quality schools by wealth—the poor will attain fewer
skills for the same “quantity” of education. The policy option in such a
case would be to counter the sorting process through the provision of
choice of better schooling through, for example, school vouchers or bet-
ter-quality publicly funded private schools for the poor (Angrist, Bettinger,
and Kremer 2006; Barrera-Osorio 2007).

Overall, schooling can substitute for and reinforce ability, and, in that
sense, education can play an equity-enhancing or inequality-reducing
role. A holistic analysis of education and labor demand, one that analyzes
education in a broader macroeconomic context, helps ensure a correct
diagnostic response. The demand for new and more skills is not always
met. In fact, the world is witnessing a huge mismatch between the supply
of and demand for skills (see figure 4.2). In 2010, for example, Manpower
Inc. surveyed 35,000 employers in 36 countries and territories to deter-
mine the impact of this shortage on the local labor market. The survey
found that 31 percent of employers worldwide are having difficulty fill-
ing positions due to a lack of suitable available talent. The top five jobs
that employers have most difficulty in filling are, ranked in order: skilled
trades, sales representatives, technicians, engineers, and accounting and
finance staff (Manpower 2010a).

It is interesting to note that excess demand for skilled workers and
excess supply of low-skilled workers coexist in almost all countries.
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Figure 4.2 Disconnect between Demand for and Supply of Skills
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According to the U.S. Bureau of Labor Statistics, in August 2010 the
unemployment rate in the United States was 9.5 percent, with 15 million
people looking for jobs. However, according to Manpower Inc. (2010a),
3 million jobs remained unfilled in the country.

The oversupply of certain types of workers indicates an educational
system that lacks relevance and quality and thus is failing to respond to
the changing demand for skills in labor markets. In the case of the eastern
Caribbean states, where the service sector is an important part of the
economy, about three-fourths of new jobs in 2006 were in tourism.
However, firms have difficulties in finding employees such as chefs and
managers that possess specific skills in this sector, a shortage that results
in the hiring of foreign experts (World Bank 2007b). In the Philippines,
companies in the manufacturing and service sectors encounter problems
in finding workers with the appropriate skills to fill positions as directors
and managers, as well as openings for professional and administrative
positions (di Gropello 2010).

Many educational systems are still operating under the influence of old
traditions or colonial influence, in isolation from real market conditions.
For example, curricula in Mozambique developed 20 years ago overem-
phasize the needs of a centrally planned economy and employment in
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large state-owned enterprises. TVET! in most French-speaking African
countries, moreover, follows the French model of the 1960s, which fea-
tures excessive school-based curricula and lacks the flexibility to respond
to market needs. While such a model has disappeared in France itself it
is still visible in Africa (Johanson and Adams 2004).

Similarly in the Arab Republic of Egypt, the educational system still
prepares students for jobs in state-owned enterprises and bureaucracies,
while the demand for workers has shifted to the private sector. The
public sector in Egypt is characterized by state-owned enterprises,
which used to play a major role in absorbing new entrants into the job
market. However, the percentage of employment in the public sector
decreased sharply from 1975 to 2006. For technical secondary gradu-
ates, the share of public sector jobs fell from 54 percent in the mid-
1970s to 5 percent at the beginning of the new century. In contrast, the
proportion of employment in the private sector has increased from one-
half to two-thirds of these graduates, with informal private employment
representing 56 percent of all employment among males and 42 percent
among females (Amer 2007). Skills requirements for the formal and
informal sectors differ in that the informal sector requires entrepreneur-
ship and multiple skills. This mismatch in supply and demand translates
into limited opportunities for young people to participate fully in the
economy.

India and China currently represent 40 percent of the world’s supply
of labor. However, the labor market is sending a strong message that
educational systems based on rote memorization do not develop soft
skills and are not delivering relevant, marketable skills. For example,
multinational corporations consider only 1 in 10 of China’s 600,000
engineers that graduate each year employable (McGregor 2006).
Similarly, out of 3 million students who graduate from Indian universi-
ties every year, only 25 percent of engineering graduates and 10-15
percent of general college graduates are considered suitable for direct
employment in the offshore information technology and business pro-
cess outsourcing industries.

Moving Forward to Improve Educational Flexibility,
Skills,and Employability

Priorities and strategies for making educational systems flexible, provid-
ing relevant skills, and improving employability vary, depending on a
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country’s developmental level, speed of economic growth, and state of
secondary education. Economic growth was selected as a factor because
growth generates demand and demand determines the scale of skills and
TVET. In addition, secondary education is fundamental to skills develop-
ment. For example, fast-growing economies require a more skilled work-
force to support rapid growth than do slow-growing economies;
expanding TVET thus becomes a priority.

For rapidly growing economies in low-income countries that have low
secondary education enrollment, the priority is to develop secondary
education and secondary-level TVET. For rapidly growing economies in
middle-income countries, the priority is to develop tertiary TVET, as
secondary education enrollment rates are generally high in those coun-
tries. Low-income countries, in general, have lower enrollment in second-
ary education than do middle-income countries, but there are exceptions.
Within Africa, for example, Kenya has a much higher enrollment rate in
secondary education than do other African countries. In many East Asian
countries, enrollment at this level is much higher than in Africa and
South Asia. Therefore, the task for certain East Asian countries will be to
strengthen the quality of secondary education and develop two-year and
short-term training at the tertiary level.

Countries can be grouped into four categories to identify the issues
and strategies relevant to each: low- and middle-income countries with
economies that are either rapidly or slowly growing (see figure 4.3; coun-
try categories correspond to the quadrants of the figure). The gross sec-
ondary education enrollment rate is used as an indicator of a country’s
income and growth levels.

The framework shown in figure 4.3 is intended to provide general
recommendations for improving educational systems in the three areas
discussed in the previous section: developing a flexible educational sys-
tem, building relevant skills and competencies, and strengthening school-
to-work links.

Whether a country is low or middle income, and whether it has a
rapidly or a slowly growing economy, a holistic policy and strategy
should be pursued to reach balanced, sustainable development. Countries
in all four quadrants of figure 4.3 thus need to prioritize their policies
and strategies based on their own economic and educational develop-
ment needs. Table 4.1 below summarizes policy priorities and options for
increasing the flexibility of the educational system, skills development,
and employability.
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Figure 4.3 Stages of Development and Educational Needs

Fast growth

- low secondary education enrollment
- high demand for skills
- skills mismatches

Uganda: average annual GDP growth of
8.26%, gross secondary enrollment rate
of 25%

Ethiopia: average annual GDP growth of
10.72% , gross secondary enrollment rate
of 33%

- high enrollment in secondary education
- high demand for skills
- skills mismatches

China: average annual GDP growth of
11.38%, gross secondary enrollment rate
of 74%

Jordan: average annual GDP growth of
7.15% , gross secondary enrollment rate
of 86%

category | | category Il

Low income Middle income

category Il | category IV

- low enrollment in secondary education
- low demand for skills

- high enrollment in secondary education
- low demand for skills

Kenya: average annual GDP growth of
4.64%, gross secondary enrollment rate
of 58%

Mexico: average annual GDP growth of 1.29%,
gross secondary enrollment rate of 87%

Ukraine: average annual GDP growth of 0.98%,
gross secondary enrollment rate of 94%

Slow growth

category I: fast-growth and low-income countries
category lI: slow-growth and low-income countries
category lll: fast-growth and middle-income countries

category IV: slow-growth and middle-income countries

Source: Authors.

Note: The classification of countries in the matrix is based on World Bank country classifications: low income,
middle income, or high income, as determined by 2009 gross national income per capita. For details, see World
Bank Web page on classifications, http://data.worldbank.org/about/country-classifications. Data sources for aver-
age gross domestic product (GDP) growth rates are the Global Development Finance and World Development
Indicators databases of the World Bank, http://data.worldbank.org/data-catalog; the source for gross secondary
education enroliment rates is World Bank 2010. Average GDP growth rates are cited for years between 2005 and
2009; gross secondary enrollment rates are based on 2008 data.

Skills in a Knowledge Economy

With sustained use and creation of knowledge at the center of the eco-
nomic development process, an economy essentially becomes a knowl-
edge economy. A knowledge economy is one that utilizes knowledge as
the key engine of economic growth. It is an economy where knowledge
is acquired, created, disseminated, and used effectively to enhance
economic development. To better account for the various dimensions of
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Table 4.1

Education Policy Priorities and Options for Developing Countries, by Category

Category I:
low income and
fast growth

Category I
low income and
slow growth

Category Ill:
middle income and
fast growth

Category IV:
middle income and
slow growth

Flexibility

Skills

- Expand access to secondary
education
Develop TVET and short-term
training programs for skills
needs
- Provide financial subsidies to
poor students to attend TVET
- Consider making secondary
TVET institutions flexible with
short-and long-term training
Partner with industries and
sectors to identify future skills
needs and maintain relevance
of school courses and
qualifications
- Balance training of low,
medium, and high skills
Focus on the training of new
and soft skills and their
assessment

.

Employability - Establish links with and

incentives for industries to
participate in TVET programs
and provide work experience
- Develop a public information
system, career guidance, and
employment support system

- Expand access to secondary

education and prepare the
talent pool for future growth
Develop TVET with a focus on
entrepreneurship and self-
employment training

- Build smooth pathways

between general education
and TVET

- Update learning contents and

train teachers to develop new
and soft skills

- Strengthen basic skills, identify

and focus on new and soft
skills

Develop a public information
system, career guidance, and
employment support system

- Provide second-chance and

skills development
opportunities for youth

and adults

Make college the most flexible
part of the system

- Develop TVET and short-term

.

training for skills needs

Partner with industries and
sectors to identify future skills
needs and maintain relevance
of school courses and
qualifications

- Balance training of low,

.

.

medium, and high skills
Focus on the training of new
and soft skills and their
assessment

Establish links with and
incentives for industries to
participate in TVET programs
and provide work experience

- Develop a public information

system, career guidance, and
employment support system

- Build a lifelong learning system
and the talent pool for future
growth

- Provide second-chance
learning opportunities and
validate nonformal and
informal learning experiences

- Update learning contents and
train teachers for new and soft
skills

- Strengthen training in new
and soft skills

- Develop a public information
system, career guidance, and
employment support system

Source: Authors.
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knowledge, the World Bank has developed the Knowledge Economy
Framework.

It has been found that the successful transition to the knowledge
economy typically involves elements such as long-term investments in
education, developing innovation capability, modernizing the informa-
tion infrastructure, and having an economic environment conducive to
market transactions. The case of Tunisia is instructive (see box 4.1).
These elements have been termed by the World Bank the pillars of
the knowledge economy and together they constitute the Knowledge
Economy Framework:

e An economic incentive and institutional regime that provides good
economic policies and institutions that permit efficient mobilization
and allocation of resources and stimulate creativity and incentives for
the efficient creation, dissemination, and use of existing knowledge.

¢ Educated and skilled workers who can continuously upgrade and adapt
their skills to efficiently create and use knowledge.

e An effective innovation system of firms, research centers, universities,
consultants, and other organizations that can keep up with the knowl-
edge revolution and tap into the growing stock of global knowledge and
assimilate and adapt it to local needs.

¢ A modern and adequate information infrastructure that can facilitate
the effective communication, dissemination, and processing of infor-
mation and knowledge.

The Knowledge Economy Framework thus asserts that investments in
the four pillars are necessary for sustained creation, adoption, adaptation,
and use of knowledge in domestic economic production, which will con-
sequently result in higher-value-added goods and services. These invest-
ments would tend to increase the probability of economic success, and
hence economic development, in the current highly competitive and
globalized world economy.

Although research on the effects of the knowledge economy on
employment creation is still at a preliminary stage, efforts have begun,
particularly in advanced economies, to quantify its effect. Using Eurostat
data, Brinkley and Lee (2006) studied the rate of job creation in knowl-
edge-based sectors and low-knowledge sectors in the European Union
and the United States over a 10-year period. They found that knowledge-
based industries created twice as many new jobs in the United States and
four times as many in Europe (see table 4.2).
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Table 4.2 Change in Employment in Knowledge-Based Industries in Europe
and the United States, 1995-2005

(percent)

Knowledge-based United States European Union 15
High-medium tech manufacturing -15.7 -24
Knowledge-based services 27.2 30.7

All knowledge-based industries 209 239
Low-medium tech manufacturing -183 -75

Less knowledge-based services 12.7 135

All nonknowledge-based industries 10.2 5.7

Total employment 14.0 12.6

Source: Brinkley and Lee 2006.
Note: US. figures are based on Work Foundation estimates, using U.S. Bureau of Labor Statistics data. Percentages
for the United States refer to employees; percentages for the European Union refer to total employment.

The Eurostat definition of knowledge-based industries is based on
four-digit Standard Industrial Classification (SIC) codes used by the
Organisation for Economic Co-operation and Development. It covers
employment in, among other areas, telecommunications, software and
research, and certain public sector activities including health, social
work, and education. Less knowledge-based industries and services
include medium- and low-tech manufacturing, construction, agriculture,
energy and water, retail, hospitality, and all other services. Table 4.3
shows that employment growth in knowledge-based industries exceeded
that of nonknowledge-based industries by twice as much in the United
States and four times as much among the EU15 countries.?

At the national level, all EU15 states saw growth in knowledge-based
industries exceed that in the rest of the economy. In several economies,
the only net expansion in employment was in the knowledge-based
industries.

For the years 1995-2005, knowledge-based services have been grow-
ing twice as fast as other services across the EU15. Of the 21 million jobs
created in services in this period, nearly 14 million or two-thirds were in
knowledge-based services (table 4.4).

Innovation and Employment Creation

As mentioned above, because knowledge is inherently difficult to measure,
the literature on the employment effects of the knowledge economy is
very thin. However, one promising strand of literature focuses on the
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Table 4.3 Change in Employment in Knowledge-Based and Nonknowledge-Based
Industries in Europe, 1995-2005

(percent)

Knowledge-based All other
Change in employment industries industries
Spain 74.6 424
Ireland 70.7 429
Greece 36.8 83
Netherlands 29.9 12.3
Finland 296 135
[taly 284 4.1
EUT5 239 57
Belgium 233 37
Austria 18.3 -54
Germany 17.1 -8.6
United Kingdom 16.7 1.0
France 16.3 7.3
Sweden 12.8 20
Denmark 11.6 -0.2
Portugal 1.1 14

Source: Brinkley and Lee 2006.

Note: Knowledge-based industries follow the Eurostat definition; other industries include medium- to low-tech
manufacturing, construction, agriculture, energy and water, retail, hospitality, and all other services. Data for Portugal
are for 1998-2005.

Table 4.4 Change in Employment in Knowledge-Based and Nonknowledge-Based
Service Industries in Europe, 1995-2005

Change in number Change in
EUT5 of jobs (thousands)  number of jobs (%)
Business and communications 5,090 545
High-tech services 1,581 37.1
Health, education 6,338 26.7
Financial services 129 25
All knowledge services 13,637 30.7
Less-knowledge-intense services 6,945 13.5

Source:Brinkley and Lee 2006.
Note: Education and health include recreational and cultural; business and communications include some travel
services.

employment effects of a critical aspect of the knowledge economy, innova-
tion. As Edmund Phelps noted in a New York Times article: “High employ-
ment depends on a high level of investment activity.... Sustained business
investment, in turn, rests on innovation. ..innovation creates jobs across the
economy, for entrepreneurs, marketers and buyers” (August 6, 2010).
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Box 4.1
Knowledge-Based Development and Employment in Tunisia

Until recently, Tunisia was typical of an economy that had developed a strong
industrial base in sectors such as textiles (50 percent of manufacturing employ-
ment) and electronics by attracting foreign investors. The success of these indus-
tries owed much to a pragmatic policy comprising significant improvements to
the business environment, strong tax incentives, and investment in labor force
qualifications. These industries, however—and therefore the economy—have
been experiencing a certain loss of competitiveness. Moreover, despite a rela-
tively high growth rate—>5 percent over the past 10 years—Tunisia is facing huge
unemployment rates, notably among university graduates: 50,000 arrive in the
job market each year, and more than 70 percent do not find a job.

To counter these trends, the Tunisian government had in the previous decade
made progress on the education and information and communications technol-
ogy (ICT) pillars. University enrollment increased from 23 percent in 2001 to
32 percent in 2004, while enrollment in short-term technical programs was up
from 21 percent in 2001 to 25 percent in 2004. On the ICT front, Tunisia devoted
more than 7 percent of its GDP to ICT expenses. Some 30,000 jobs were created in
the sector during the second half of the previous decade. Telephone penetration
is increasing rapidly, thanks to mobile phones, but computer and Internet pene-
tration is still low, with less than 10 percent of the population using the Internet.
Measures to improve the innovation system include an increase in public research
and development expenses, doubling in five years to reach some 0.8 percent of
GDP; the implementation of a large-scale program, largely financed by the European
Union, to upgrade the technical and organizational capabilities of established
enterprises (more than 2,300 enterprises have benefited from the program in
10 years); and the planning of 10 “technopoles,” of which the most advanced is
El Gazala, in place since 2000, in the telecommunications sector. For employment,
results are not negligible, although many jobs are related to the public sector.

Source: World Bank 2007a.

Theoretical contributions analyzing the effect of innovation on
employment at the firm level stress the importance of a distinction
between product and process innovations. For neither type of innovation,
however, is the overall effect on a firm’s demand for labor clear.

Product innovations that lead to new products on the market tend to
stimulate a new demand. This new demand would allow innovating firms
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to hire more workers. Thus, one would expect product innovations to
have a direct positive effect on employment. But there could also be a less
obvious secondary indirect effect: if a firm introduces a new product to
the market and there are no direct competitors yet, the innovating firm
could benefit from a temporary monopoly position until other firms
introduce similar or better products. In this short-run market position,
the firm can exploit its monopoly power and maximize its profits. The
firm could then reduce its output and its employment. This effect runs
opposite to the direct effect. Thus, the overall effect of product innova-
tions on employment is unclear in theory.

For process innovations the direct effect is also obvious. A process
innovation is an improvement in the production process, which aims at
improving the productivity of inputs, such as labor. Thus, the firm is able
to produce the same level of output with fewer workers. From this stand-
point, one would expect process innovations to have a direct negative
effect on employment. But a secondary indirect effect must also be con-
sidered in this case. The firm can produce its output at lower costs after
the implementation of the process innovation. If the firm passes on this
cost advantage to the price of the output good, the quantity demanded
for this good should increase and the resulting increased output would
allow the firm to hire additional workers. Because this effect might out-
weigh the productivity effect, it is therefore again not possible to draw a
definite theoretical conclusion about the direction of the effect of process
innovations on labor demand (Lachenmaier and Rottman 2007).

The most direct employment impact of innovation is found in the
firms that introduce them. The evidence available suggests that firms
innovating in products, but also in processes, grow faster and are more
likely to expand their employment than noninnovative ones, regardless of
industry, size, or other characteristics.

Based on the British industrial relations survey on the adoption of
information and communication technology (ICT) in the workplace and
a variety of measures of innovation, studies by Machin and Wadhwani
(1991); Blanchflower, Millward, and Oswald (1991); and Blanchflower
and Burgess (1998) have found that innovation has had a positive impact
on jobs. Blanchflower and Burgess (1998) also found similar but weaker
evidence for Australia. For German firms, Entorf and Pohlmeir (1990)
have related innovation, export, and employment in a cross-section of
firms, finding a positive effect for product innovation and no effect for
process innovations.



Education, Skills, and the Labor Market 91

Brouwer, Kleinknecht, and Reijnen. (1993) use two innovation surveys
for the Netherlands to estimate the effects of innovation on employment
growth rates. They find a negative effect for overall research and develop-
ment (R&D) investments but a positive effect for product-related R&D.
In Norway, Klette and Forre (1998) have found a negative association
between R&D and employment at the plant level. Moreover, new tech-
nologies are often linked to innovations in organizations; Greenan (2003)
has considered a large and representative sample of French firms that
introduced advanced manufacturing systems in 1988-93, finding that
firms innovating in both technologies and organizations have created
more jobs than firms introducing only the latter and than noninnovators.

However, firm-level studies cannot identify whether the gains of inno-
vating firms are made at the expense of competitors or whether there is
a net effect on aggregate industry. Greenan and Guellec (2000) use a
1991 French innovation survey to analyze employment growth during
the period 1986-90. They find positive effects for both process and prod-
uct innovation at the firm level, with the effect of product innovation
being higher. However, at the industry level only product innovation was
associated with employment creation; the positive effects of process
innovation disappeared at the industry level.

Industry-level studies are therefore particularly important because
they can identify the overall effect of technological change within a sec-
tor and account for both the direct impact on innovating firms and the
indirect externalities that affect the industry as a whole. According to
studies on industries, the sources and opportunities for technological
change and job creation are specific to individual manufacturing and
service industries, and such factors are key determinants of employment
performance.

In summary, innovation appears to have a net job-creating effect in
those manufacturing and service industries with high growth in demand
and an orientation toward product innovation, while new processes result
in job losses. The overall effect of innovative efforts depends on the coun-
tries and periods considered, but in general the effect is more positive the
higher the demand growth, the greater the importance of highly innova-
tive industries (both in manufacturing and services), and the stronger the
orientation toward product innovation. A major lesson for research and
policy on innovation and employment creation is that a clear distinction
is needed between product innovation (with job-creating effects) and
process innovation (usually with negative employment effects).
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Notes

1. TVET is defined as “those aspects of educational process involving—in addi-
tion to general education—the study of technologies and related sciences and
the acquisition of practical skills, attitudes, understanding and knowledge relat-
ing to occupations in various sectors of economic life” (UNESCO 2010, 5).

2.EU15 area countries are Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal,
Spain, Sweden, and the United Kingdom.
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CHAPTER 5

Entrepreneurship, Growth,
and Job Creation

This chapter discusses entrepreneurship along three key dimensions:
development and growth, job creation, and female entrepreneurship.
Entrepreneurship—the process of identifying opportunities, allocating
resources, and creating value—has long been described as an engine of
economic growth. The entrepreneur in the Schumpeterian sense is one
who through the act of “creative destruction”! transforms industries.
The same principle of creative destruction can be applied to economies.
The entrepreneur brings about, through the process of entrepreneurship,
the structural transformation that facilitates the move from a traditional
agrarian base to an industrial base to a service-led economy.

Notwithstanding this transformative role, the entrepreneur has been
more or less absent from the economic development literature. In recent
years, however, the fields of entrepreneurship and development have
converged.? One of the key drivers of this convergence has been the
focus on institutions? by the academic and development community
and the greater role being ascribed to the private sector in development
programs.

Creating jobs in the private sector depends on high-expectation and
high-growth entrepreneurship. Often entrepreneurs do not carry the
aspirations of high expectation and high growth for their enterprises. The
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reasons depend on the type of entrepreneurship, the cultural and social
context, and income.

The welfare-enhancing role of women in development is strengthened
further by female entrepreneurship. The number of women in entrepre-
neurship is lower than that of men across income groups and within and
between regions. As a research topic, gender differences in entrepreneur-
ship and the causes of these differences are still in their infancy with some
emerging inferences.

Defining and Measuring Entrepreneurship

Entrepreneurship is a process, a means by which an individual makes use
of or exploits opportunities in the marketplace for profit. Kirzner (1973)
identified the profit motive of the entrepreneur. As a process, entrepre-
neurship takes places at all stages of the firm’s life cycle, from inception
to exit. The goal for the economy is that these opportunities be produc-
tive and contribute to economic growth and development, fostering job
creation and innovation. Unproductive entrepreneurship (Baumol 1990)
or rent seeking (Krueger 1974) hinders growth and development, and an
important role exists for policy and institutions to mitigate the factors
that contribute to unproductive entrepreneurship. Moreover, entrepre-
neurial activities may take place in the informal sector, particularly in
economies with weak institutional frameworks or an overly regulated
business environment that does not foster entrepreneurship.

Entrepreneurship may or may not be associated with innovation.
While innovation was a characteristic associated with the entrepreneur as
defined by Schumpeter (1961), for example, Baumol (1990) identified
the replicate role of the entrepreneur. This type of entrepreneurship imi-
tates rather than innovates.

Entrepreneurship is embraced by many disciplines across psychology,
management, and economics, and measurement is influenced by the
underlying academic approach. Entrepreneurship is most often measured
by the rate of self-employment, business ownership, or the rate of new
start-ups, the assumption being that the motivation underlying these
measures is “entrepreneurship.” The Global Entrepreneurship Monitor
(GEM)* differentiates between those individuals who are entrepreneurs
by necessity and those who are entrepreneurs by choice. The most recent
survey by GEM? surveyed 175,000 people from 59 economies represent-
ing 52 percent of the world’s population and 84 percent of the world’s
gross domestic product (GDP).
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Entrepreneurship and Development Economics

Over the past 50 years, the research on entrepreneurship and development
economics evolved independently of one another, according to Naudé
(20104, 1) in “relative isolation” from each other. He cites several reasons:

e The bulk of the literature on entrepreneurship is concerned with the
process of entrepreneurship—the choice to become an entrepreneur,
the characteristics of the entrepreneur, and the growth, success, failure,
and exit of entrepreneurs from the market.

¢ Development economics has ignored the entrepreneur, a fact that may
be related to the following:

o The difficulty of modeling the entrepreneur in theories of
development

o The belief that entrepreneurship is not a binding constraint on
development.

In recent decades, however, the entrepreneur had made it into the
development literature. More and better data on the process of entrepre-
neurship have facilitated the formal modeling of the entrepreneur within
development economics. Entrepreneur has become less vague a concept,
and scholarly research and journal articles have tested hypotheses and
modeled the impact of entrepreneurship on growth and development
and vice versa.

While the data indicate that entrepreneurship is not a binding con-
straint in developing economies®—start-up rates and self-employment
data all show similar, if not higher, levels of entrepreneurship in develop-
ing economies—the incentive structure of the developing economy may
constrain the potential of entrepreneurship. Such economic constraints
come into play when the activities of the entrepreneur go toward unpro-
ductive means. To explain the relative economic performance of develop-
ing countries, Stiglitz (2006, 7) believed that these incentive structures
resulted either in a “rent economy” or in a “productive economy.” A rent
economy has the following characteristics:

e Failure to grow and develop

e Failure to allow entrepreneurs to play a role in the structural transfor-
mation of the economy

e Failure to distribute incomes and resources

¢ Concentration of income and wealth in the hands of a few elites
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® Perpetuation of product-market imperfections, in particular the devel-
opment of a vibrant financial sector.

To summarize, it is not entrepreneurship per se that is lacking; rather,
“entrepreneurship is a conduit through which binding institutional con-
straints are transmitted to economic outcomes” (Naudé 2010a, 5). Herein
lies the potential, as entrepreneurs are not passive actors but seek to
change the status quo and will, with the right incentives, change institu-
tions. Naudé (2010a, 5) concludes that despite the dangers of unproduc-
tive entrepreneurship, entrepreneurship in developing economies
enhances welfare, first, because entrepreneurship drives structural change
and economic growth, thereby opening up further opportunities for more
productive wage employment, specialization, and labor mobility; and,
second, because it allows people to escape from both absolute and rela-
tive poverty and informality.

Entrepreneurship, Growth, and Structural Transformation

As noted above, the entrepreneur can play a key role in bringing about a
structural transformation of the economy from an agricultural, rural base
to one that is more urban and manufacturing and service based. Structural
transformation of an economy also lies at the heart of development eco-
nomics as the Lewis (1954) model” of structural change attests. Furthermore,
it informs the classification of economies used by the GEM. The GEM
categorizes participating economies on two levels—development based
and geographic location. The development-based categories arise from the
World Economic Forum’s (WEF) Global Competitiveness Report (2004),
which identifies three phases of economic development based on per
capita GDP and the share of exports comprising primary goods. Based on
this classification, three phases of development are identified:

® Factor-driven economies. Economies in which agriculture and natural
resource industries dominate and that are heavily reliant on labor.

o Efficiency-driven economies. Economies that have transitioned, or are in
the process of transitioning, to manufacturing that show an increased
reliance on economies of scale, and that feature more large, capital-
intensive industries.

* [nnovation-driven economies. Economies in which firms become more
knowledge intensive and the service sector is expanding (Kelley, Bosma,
and Amoros 2011, 7).

The GEM classification is shown in table 5.1.



Entrepreneurship, Growth, and Job Creation 99

The type of entrepreneurship in an economy has implications for its
growth and development. The GEM differentiates between total entrepre-
neurial activity (TEA), which comprises nascent entrepreneurs and busi-
ness owners in operation for 3.5 years; established business owners
(anything greater than 3.5 years in business); and discontinued entrepre-
neurs. According to the GEM, the TEA represents “dynamic firm activity—
the extent new businesses are introduced to a national population” (Kelley,

Table 5.1 GEM Classification by Economy and Geography

Factor driven Efficiency driven Innovation driven
Sub-Saharan Africa Angola*, Ghana, South Africa
Uganda, Zambia
Middle East/North Arab Rep. of Egypt*,  Tunisia Israel
Africa (MENA) - South  Islamic Rep. of Iran*,
Asia Pakistan, Saudi
Arabia*, West Bank
and Gaza
Latin America and Bolivia, Guatemala*,  Argentina, Brazil,
the Caribbean Jamaica* Chile*, Colombia,
Costa Rica, Ecuador,
Mexico, Peru,
Trinidad and
Tobago*, Uruguay*
Eastern Europe Bosnia and Slovenia

Herzegovina,
Croatia*, Hungary*,
Latvia*, FYR
Macedonia,
Montenegro,
Romania, Russian
Federation, Turkey

Asia Pacific Vanuatu Malaysia; China; Australia. Japan,
Taiwan*, China Republic of Korea
United States and Belgium, Denmark,
Western Europe Finland, France,

Germany, Greece,
Iceland, Ireland,
Italy, Netherlands,
Norway, Portugal,
Spain, Sweden,
Switzerland, United
Kingdom, United
States

Source: Kelley, Bosma, and Amorés 2011, 8.
*Indicates an economy in transition to the next stage.
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Bosma, and Amoros 2011, 24). Figure 5.1 shows the TEA for the three
development stages, comparing the rates in 2009 with those in 2010.

TEA is higher at the early stage of development, the factor-driven stage.
Efficiency-driven economies show the second-highest rate, and innova-
tion-driven economies the lowest. Among the regions, countries in the
Middle East and North Africa and the South Asia regions show relatively
lower rates of TEA, while countries in Sub-Saharan Africa show the high-
est rates. Among the economies in the efficiency-driven group, entrepre-
neurial activity is highest in Latin America and lowest in Eastern Europe.
Entrepreneurial activity in the Asian countries varies, with China showing
high levels and Malaysia exhibiting low levels. Western European econo-
mies dominate the innovation-driven group, along with the United States
and three economies in the Asia-Pacific region. Australia, Iceland, and the
United States show the highest rates of TEA.

Plotting TEA against per capita GDP illustrates again the high rate of
TEA in factor-driven economies that declines and levels out for the
efficiency-driven economies and begins to increase again for the innova-
tion-driven economies. The key reason for this pattern can be found in
the motivation for entrepreneurship. Acs (2006) describes two types of
entrepreneurs, those who become entrepreneurs because of “necessity”
and those who are “opportunity” entrepreneurs exploiting a new or
latent opportunity. The GEM also uses this classification, which classifies
“opportunity” entrepreneurship further into those who “seek to maintain
or increase their income” and those who “desire independence in their
work” (Kelley, Bosma, and Amorés 2011, 26). Necessity entrepreneurs
are to be found among the self-employed. Lacking sufficient employ-
ment opportunities, they have no option except to start their own enter-
prise. Necessity entrepreneurs are higher as a proportion of TEA in
developing economies where labor is abundant and job opportunities
are scarce. As development progresses, per capita GDP increases, and
economies exhibit greater political and macroeconomic stability, employ-
ment opportunities emerge in the productive sectors, and necessity
entrepreneurship declines. Self-employment rates fall as even marginal
managers can earn more money being employed by someone else.
Thus, the nature of entrepreneurship changes, and “opportunity” entre-
preneurship emerges. As economies enter into the final stages of devel-
opment, technological change and knowledge-intensive industries
become important. Entrepreneurs “have access to entrepreneurial
finance, open markets, R&D knowledge and other entrepreneurship-
specific framework conditions”® (Kelley, Bosma, and Amorés 2011, 26).



Figure 5.1 Percentage of Population Engaged in Early-Stage Entrepreneurial Activity for 59 Economies by Phase of Economic
Development, 2010
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These factors account for the upward trend of the curve on the right-

hand side of figure 5.2.

Two implications may be drawn from the U-shaped graph summariz-
ing the relationship between entrepreneurship and per capita GDP. First,
the drop in TEA rates may not always be a cause for concern. In some

Figure 5.2 Percentage of Population Engaged in Total Early-Stage Entrepreneurial
Activity by Per Capita GDP,2010
(percent)
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economies, declining necessity entrepreneurship may indicate an improv-
ing macroeconomy with increasing job opportunities. It may also suggest a
shift toward more innovation, growth, and international trade (Kelley,
Bosma, and Amoros 2011), begot by entrepreneurs. Second, the upward
trend at higher levels of per capita GDP suggests that promoting a positive
environment for entrepreneurship encourages individuals to start their own
businesses, even when they have a choice of options for employment.

Gries and Naudé (2010) model entrepreneurial abilities—differentiat-
ing between mature and start-up entrepreneurs and between necessity
entrepreneurship in the traditional (informal) sector and opportunity-
driven entrepreneurship in the modern sector—by considering them a
component of human capital. By concentrating on the opportunity-
driven entrepreneur in the modern sector, the authors show that this type
of entrepreneur drives structural transformation through innovation and
provision of intermediate inputs and service, thereby increasing employ-
ment and productivity in the modern and traditional sectors (Gries and
Naudé 2010, 6).

While the TEA is a prime indicator of a dynamic economy, stability
through business continuance and growth is also necessary for an econ-
omy to grow and develop. The data compiled by the GEM facilitate a
comparison of TEA and established businesses (those in existence for 42
months or longer). From these data, one can ascertain the overall rate of
business ownership (high or low) and whether conditions in an economy
favor TEA over established businesses or vice versa.

According to the 2010 results, the rate of established businesses out-
paces that of TEA as GDP increases: thus, none of the factor-driven
economies had a rate of established business greater than TEA, while all
but four economies of the innovation-driven group had, as shown in fig-
ure 5.3. This finding may reflect greater economic stability among the
latter group and “greater sustainability of business activities as per capita
GDP increases” (Kelley, Bosma, and Amorés 2011, 36). Failure to grow a
business from the TEA stage in factor-driven economies may stem from
instability in the economic environment. It behooves policy makers in
these economies to get the business environment right. Several findings
resulted from the GEM 2010 survey:’

e Both TEA and the rate of established business are low in MENA com-
pared to the rest of the factor-driven economies.

e Countries in Sub-Saharan Africa had high TEA rates with divided
results for established businesses.
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Figure 5.3 Established Entrepreneurial Activity for 59 Economies by Phase of Economic Development, 2010

40 7

:

30 1

*

20

% of population aged 18-64

&
- pett yrt
'bl T T ’bl’bl'bl’bl I'blo"bl’bl’b"bl(\"b"blﬁlQ/I’bI\)I Ix ’b o 0 ’04‘\0 el&l *Iﬁl\l I\\'@'(\'*'@'b")'(\"blblbl ")Ibl IQ,
AP R %P PG R PP R L2 AR LR K c,«,\ cob 4>c 'b(\\o:,b LS B P 1@ L O O R
P RES LD PSP SR E RO E PSS \“ \\‘(\‘ C AP X R I I P R N N R
PN T T RN I SR TP ™ o (™ %«0 < PG \°<z<%““(c}§°°’s*‘@ SRE RS
N & &L & C & & F @ > & N €
& TR N & X (F é &
PR & & & W & N
RS g &(\0
0
| 1 1
Factor-driven economies Efficiency-driven economies Innovation-driven economies

Source: Kelley, Bosma, and Amords 2011, 36.
Note: Data are at 95 percent confidence intervals.



Entrepreneurship, Growth, and Job Creation 105

* Among the efficiency-driven economies, countries in Eastern Europe
with low TEA rates showed even lower established business rates, while
the scenario in the Latin American countries was mixed: Mexico
showed low TEA and nonexistent established businesses, Peru showed
high TEA and low established businesses, and Brazil had the highest
level of established businesses.

e The rate of established businesses among the innovation-driven econo-
mies was higher than the rate of TEA.

The third component of an entrepreneurial dynamic economy is busi-
ness discontinuance. The GEM surveys those who have discontinued
their business in the previous 12 months. The results from the survey
show that in the factor-driven group, countries with high TEA also have
high discontinuance rates. The relationship between TEA and discontinu-
ance for the efficiency and innovation-driven economies shows a large
gap between business start-ups and business closings, on average.
Exceptions are the United States, which has high rates of TEA and high
rates of discontinuance (Kelley, Bosma, and Amoros 2011, 37).

Entrepreneurship and Job Creation

The previous section summarized the salient features of the entrepre-
neurial economy while highlighting its links to economic growth and
development. This section isolates one of the main components of
entrepreneurship, which is that of job creation. Entrepreneurship repre-
sents a prime catalyst for employment and for expanding economic
opportunities for growth and development. Ghani, Kerr, and O’Connell
(2011) examine the relationship between employment growth and
entrepreneurship and note the “strong upward slope to the trend line,
similar to that found across cities in the United States” (2011, 11) (see
figure 5.4).

The GEM survey provides information on the contribution and
expected contribution of entrepreneurship to job growth. Some 250 mil-
lion people were involved in early-stage entrepreneurial activity: nascent
entrepreneurs and owner-managers in business for less than 3.5 years. Of
these, 55 percent expect to hire between 1 and 5 employees in the com-
ing five years; an estimated 63 million or 25 percent expected to hire at
least 5 employees, and 27 million of these expected to hire 20 or more
employees in five years. Figure 5.5 presents the data on expectations for
job growth for early-stage entrepreneurial activity between 2008 and
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Figure 5.4 Entrepreneurship and Growth in Indian Manufacturing, by State,
1989-2005
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Maharashtra, Orissa, Punjab, Tamil Nadu, Uttar Pradesh, and West Bengal.

2010 by type of economy. The chart also differentiates between entrepre-
neurship of “moderate-growth expectations” (expected growth between
5 and 19 employees) and that of “high-growth expectations” (expected
growth greater than 20 employees). The latter type has been noted to
“contribute a disproportionate share of all new jobs created by new firms”
(Kelley, Bosma, and Amorés 2011, 40) and is the type that receives atten-
tion from policy makers. The 2010 survey found the following:

e The factor-driven economies have a generally lower proportion of high-
growth expectations.

e An average of 21 percent of entrepreneurs in the factor-driven econo-
mies expect to create 5 or more jobs in five years, while an average of
4.6 percent expect to create 20 or more jobs.

® An average of 29 percent of entrepreneurs in the efficiency-driven
economies expect to create 5 or more jobs in five years and an average
of 7.1 percent expect to create 20 jobs or more.

e An average of 28 percent of entrepreneurs from the innovation-driven
economies expect to create 5 or more jobs, and 7.8 percent of entre-
preneurs from this group of countries expect to create 20 or more
jobs.



Figure 5.5 Job Growth Expectations for Early-Stage Entrepreneurship Activity, 2008-10
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High-growth entrepreneurship is positively associated with economic
growth (Wong, Ho, and Autio 2005; Autio 2008). This type of entrepre-
neurship is particularly important for developing economies as they strive
to catch up in growth and develop their technological and knowledge
capabilities. Yet the determinants of high-growth entrepreneurship in
developing countries have received relatively little research attention
compared to research on the types of entrepreneurship in the advanced
economies (Naudé 2010a).' Goedhuys and Sleuwaegen (2010) exam-
ined high-growth entrepreneurial firms in Sub-Saharan Africa and found
that 6 percent of firms from a sample of 954 firms across 11 of the
region’s countries fell into that category. They estimate an empirical
model in which firm growth is a function of initial employment, firm age,
entrepreneurial characteristics, technology, institutional resources, and
country and industry effects. They also find that firm size, minority entre-
preneurs, education level, and product and process innovation determine
high-growth expectations and that the availability of transport and trans-
port infrastructure are significant in explaining high-growth potential.

In 2005, the GEM carried out a review of high-growth-expectation
entrepreneurial activity. It expanded this review again in 2006 and in
2007."! The review examined the impact of entrepreneurial demographics
and the characteristics of the economic environment on high-expectation
entrepreneurs, high-growth entrepreneurs, entrepreneurs in general, and
the general population. High-expectation (those expecting to create 20 or
more jobs in five years) and high growth entrepreneurs (those who cur-
rently have 20 employees) were categorized as nascent, new, or established
entrepreneurs.

The results from the demographic profile that examined age, educa-
tion, gender, income, current employment status, motivation, and sector
suggest several conclusions:

e Nascent high-expectation entrepreneurs are biased toward young
individuals.

e Established high-growth entrepreneurs are biased toward older
individuals.

e Women are particularly underrepresented among high-expectation
and high-growth entrepreneurs.

e High-expectation and high-growth entrepreneurs tend to have more
education than entrepreneurs in general; lower levels of education are
underrepresented among all entrepreneurs.
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e High-expectation and high-growth-expectation entrepreneurs tend to
belong to the higher-income brackets: 43 percent of nascent high-
expectation entrepreneurs belonged to the highest income tier, and
63 percent of established high-growth entrepreneurs belonged to the
highest income tier.

e High-growth and high-expectation entrepreneurs are more likely to
have full- or part-time jobs compared to the general population (Autio
2007, 29).

¢ High-expectation and high-growth entrepreneurs are twice as likely as
other entrepreneurs to have made “business angel” investments during
the past three years, are more likely to know other entrepreneurs, and
are more likely to expect to start a new business within the next three
years.

¢ Nascent and new high-expectation entrepreneurs are less likely to be
inhibited by fear of failure, more likely to be optimistic about start-up
opportunities, and more likely to believe that they have sufficient skills
to start a new firm compared to the general population of entrepre-
neurs and established high-growth entrepreneurs.

¢ High-expectation and high-growth entrepreneurs are underrepresented
in primary agricultural output.

e New high-expectation and established high-growth entrepreneurs are
slightly overrepresented in the manufacturing sector and in transporta-
tion, communication, and utilities.

¢ Nascent high-expectation entrepreneurs are overrepresented in the
financial, insurance, and real estate sectors, while high-growth estab-
lished entrepreneurs are underrepresented in these sectors (Autio
2007).

In summary, education and household income are significantly associ-
ated with high-expectation and high-growth entrepreneurs who are more
highly represented in the manufacturing and service sectors. High-
expectation and high-growth entrepreneurs exhibit a different demo-
graphic profile from that of entrepreneurs in general and the general
population.

The demographic profile of high-expectation and high-growth entre-
preneurship does not differ markedly among the various types of identi-
fied economies, that is, the factor-driven, the efficiency-driven, and the
innovation-driven economy. However, the number of high-growth and
high-expectation entrepreneurs differs significantly between low- and
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middle-income economies and high-income economies. As an economy’s
per capita income increases, so too does its rate of high-growth entrepre-
neurship (see figure 5.6). Differences within income groups can also be
quite large. The GEM 2007 report (Autio 2007) refers to a five-fold dif-
ference between China and India in high-growth and high-expectation
entrepreneurship. Similarly, Iceland’s rate of high-growth and high-
expectation entrepreneurship is three to four times greater than that of
Finland. These variations suggest a role for policy. In fact, the educational
system may help, especially given the positive role of culture in shaping
a society’s view of entrepreneurship.

Autio (2007) also examined the effect of national policy on high-
growth and high-expectation entrepreneurship and on low-growth entre-
preneurship. The facets of policy examined were availability of funding
for new and growing firms, government policy priorities on entrepreneur-
ship, degree of regulatory burden, availability and quality of support
programs, role of primary and secondary education in promoting entre-
preneurial skills, accessibility and quality of a national science and tech-
nology base for new and growing firms, availability and accessibility of

Figure 5.6 The Relationship between Per Capita GDP and High-Growth
Entrepreneurship, 2003-08
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Source: Klapper and Love 2010, 10.
Note: Entry density refers to the number of newly registered limited-liability firms in the corresponding year as a
percentage of the country’s working-age population (aged 15-65) normalized by 1,000. GDP data are for 2009.



Entrepreneurship, Growth, and Job Creation 111

business services, dynamism and change in consumer markets, ease of
market entry, quality of physical infrastructure, and protection of intel-
lectual property rights. The study came to several conclusions:

¢ QOverall entrepreneurial activity is either negatively (significantly) or
neutrally (insignificantly) associated with national policy conditions
influencing entrepreneurship.

e New and established entrepreneurial activity is positively and signifi-
cantly associated with domestic market change and dynamism.

e High-growth, high-expectation entrepreneurship is positively corre-
lated with the following:
o Government regulations
o Education support for entrepreneurship
o Market openness
o Physical infrastructure
o Intellectual property rights protection (for established high-growth

entrepreneurship).

e High-growth, high-expectation entrepreneurship is negatively corre-

lated with domestic market change and dynamism (Autio 2007).

Autio (2007) cautions about making inferences from these results.
First, he notes that the correlations for overall entrepreneurial activity
may be explained by the fact that “overall levels of entrepreneurial activ-
ity tend to be higher in middle-to-low income countries, where the policy
framework and business infrastructure may not be as well developed as it
is in high income countries” (Autio 2007, 35). Furthermore, the positive
correlations found for high-growth and high-expectation entrepreneur-
ship may be explained by the greater levels of high-growth and high-
expectation entrepreneurship in high-income countries. Economic wealth
rather than policy may be driving the correlations. The main conclusion
is that overall entrepreneurship and high-growth, high-expectation entre-
preneurship differ from one another when it comes to national policy.
Moreover, policy aimed at overall levels of entrepreneurship may stymie
high-growth entrepreneurship. Increasing the number of entrepreneurs
does not mean that high-growth entrepreneurship will follow. Policy
needs to be mindful of both quality and quantity in its design.

The roles of social and cultural frameworks in promoting entrepre-
neurship were also considered. Both overall entrepreneurship and high-
growth, high-expectation entrepreneurship were positively linked with
national culture and social framework conditions (Autio 2007).!?
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Female Entrepreneurship

Women entrepreneurs make an important contribution to economic
development, particularly in low- and middle-income countries. The
research on women in development notes that women are more likely
than men to share their gains in education, health, and microfinance with
members of their families and the community at large.! Investment in
female entrepreneurship is one further way to achieve stronger economic
growth and development (Minniti 2010, 294).'* The following sections
examine some key aspects of female entrepreneurship that have implica-
tions for policy and for maximizing the development role of women
entrepreneurs. Empowering women in entrepreneurship by directing a
range of initiatives toward the female entrepreneur is becoming more
common in developing economies. Part of the reason stems from the
positive results from the research on women in development and also the
positive role that entrepreneurship itself makes to economic growth and
development.

Gender Gap in Entrepreneurship

The rate of business ownership and management of businesses is higher
for men than women, creating a “gender gap” in entrepreneurship.!®
Businesses are more likely to be owned by men and tend to be larger
than those owned by women (OECD 1998; Thurik and Verheul 2001;
Valenzuela 2004; Terjesen and Amorés 2010). Furthermore, large gen-
der gaps exist with regard to start-up activity (Minniti 2009). One of
the main aspects examined by Allen, Elam, Langowitz, and Dean
(2008b) in their study of the role of women in entrepreneurship was
that of a gender gap in venture creation and ownership activity (see

table 5.2).16

Table 5.2 Gender Gap in Venture Creation and Ownership

Activity, 2007
(percent)
Economies Early stage Established
Low and middle income
Europe and Asia 44.8 443
Latin America and the Caribbean 240 471
High income 434 523

Source: Allen, Elam, Langowitz, and Dean 2008b.
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Allen, Elam, Langowitz, and Dean (2008b) noted that in the coun-
tries they studied, men were more likely than women to be involved in
entrepreneurial activity, with the exceptions of Brazil, Japan, Peru, and
Thailand.!” Table 5.2 presents the data. The gender gap is greatest among
high-income countries (those with an average per capita income close to
US$35,000 and average GDP growth of 3.5 percent) for both early-stage
and established business ownership. Low- and middle-income econo-
mies in Europe and Asia (those with an average per capita income of
US$10,407) had similar gaps. Only in the low- and middle-income
economies of Latin America and the Caribbean is the gender gap smaller,
but for early-stage activity only. The gender gap for established owner-
ship is in line with that of other low- and middle-income economies in
Europe and Asia and of high-income economies.

Table 5.3 shows the large proportion of women entrepreneurs in the
low- and middle-income economies of Latin America and the Caribbean
compared to that in the high-income countries. In both of the low- and
middle-income groupings, women entrepreneurs are more prevalent in
early-stage entrepreneurial activity. Chamlee-Wright (1997) showed that
entrepreneurship in Ghana is a way out of poverty for women with fewer
opportunities in formal labor markets. The likelihood of business survi-
vorship in the low- and middle-income countries is higher for men than
for women, although there is no discernible gender difference in business
survival in the high-income countries. Furthermore, the evolution from
early-stage entrepreneurial activity to established business is more likely
in the high-income countries.

Table 5.3 Entrepreneurial Activity by Gender and Type across Country
Groups, 2007

(percent)
Early-stage entre- All business owners
preneurial activity Established (nascent + new +
(nascent + new)  business owners established)

Male  Female  Male Female Male  Female

Low- and middle-income

countries in Europe and Asia 11.70 7.62 8.19 4.62 19.89 12.24
Low- and middle-income

countries in Latin America

and the Caribbean 19.55 14.40 12.21 6.57 31.76 20.97
High-income countries 8.17 4.34 791 3.57 16.08 791

Source: Allen, Elam, Langowitz and Dean (2008a) 14.
Note: Significant difference between country clusters for all business categories = p <0.0001.
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Allen, Elam, Langowitz, and Dean (2008a) also note a gender gap in
the motivation for entrepreneurship. Table 5.4 compares gender differ-
ences for opportunity and necessity entrepreneurship. The ratio of oppor-
tunity to necessity entrepreneurship is highest for the high-income
countries for both sexes. Evidence of a gender gap in opportunity entre-
preneurship exists across all income groups, whereas no gender gap is
evident for necessity entrepreneurship. Moreover, Minniti (2009) found
that the gender gap in start-up activity is much larger in middle-income
countries than in low-income countries, a fact she attributes to a greater
incidence of necessity entrepreneurship in the latter. A recent report on
female entrepreneurship in the Latin America and Caribbean region notes
that women are more likely to experience “push-out factors” that are
derived from necessity entrepreneurship (World Bank 2010). Examples
include asset and human capital accumulation, child care responsibilities,
and intrahousehold allocation of resources. “Pull-in factors,” which are
associated with opportunity-based entrepreneurship, are more often asso-
ciated with males. The report identifies these as “often based on the desire
for flexibility, following a life’s calling, innate ability, starting or joining in
a family business and identifying a unique business opportunity” (World
Bank 2010, 10).

Answers to questions about why women entrepreneurs are more likely
to cluster in early-stage entrepreneurial activity and are less successful
than their male counterparts at staying in business beyond 42 months
are necessary in understanding female entrepreneurship. Demographic
characteristics shed light on these questions, as does the economic
environment.

Table 5.4 Country Group Differences in Opportunity and Necessity Early-Stage
Entrepreneurship by Gender, 2007

Opportunity Necessity Opportunity-to-
entrepreneurship entrepreneurship necessity ratio
Male Female Male Female Male Female

Low- and middle-

income countries in

Europe and Asia 7.35 435 4.50 222 1.63 1.96
Low- and middle-

income countries in

Latin America and

the Caribbean 1238 7.51 7.51 533 1.65 141
High-income countries 6.85 3.56 1.18 0.83 581 4.28

Source: Allen, Elam, Langowitz, and Dean 2008a, 21.
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Demographic Characteristics and Economic Environment

Both demographics and the economic environment affect the decision to
start a business. Age, education, work status, income, social ties, and per-
ceptions are among the demographic and economic characteristics stud-
ied. Differences are visible between female entrepreneurs among the
country groups, with little discernible difference between the sexes.!®
Minniti notes that “over time, most scholars have converged on similar
views and now agree that some objectively measureable characteristics
and some subjective perceptions are all significantly correlated to entre-
preneurship” (2010, 297).1° Data from Allen, Elam, Langowitz, and Dean
(2008a) identify several demographic and economic characteristics of
female entrepreneurs:

¢ The age at which women entrepreneurs start a business is broadly sim-
ilar to that for males. The majority of early-stage businesses are formed
when the entrepreneur is aged 25-34, and for established businesses
between the ages of 35 and 44. Moreover, the findings are comparable
across the country groups, although the age profile is slightly longer for
the high-income countries: early-stage female entrepreneurship occurs
between the ages of 25 and 44 and established entrepreneurship occurs
between the ages of 35 and 55.

e The educational level of female entrepreneurs is also higher in high-
income countries, where more than half of female entrepreneurs have
secondary degrees and more than one-quarter have graduate degrees.
There is no discernible difference between the educational levels of
male and female entrepreneurs or for female early-stage and female
established entrepreneurship (see table 5.5).

¢ One exception is employment, for which there are no gender or coun-
try differences in entrepreneurship: “The likelihood of being involved
in entrepreneurial activity is three to four times higher for those women
who also are employed in a wage job (whether full or part time) com-
pared to those who are not working, are retired, or are students” (Allen,
Elam, Langowitz, and Dean 2008b, 3).

¢ Asincome increases, so too does entrepreneurial activity for women in
both early-stage and established businesses in high-income countries
(see figure 5.7). Female early-stage entrepreneurial activity in the low-
and middle-income countries of Latin America and the Caribbean is
four times higher than that in the high-income countries and twice as
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Table 5.5 Female Educational Attainments by Country Group and Business Stage, 2007

(percent)

Some secondary Secondary degree Post secondary Graduate experience
Country grouping Early stage  Established  Early stage  Established  Early stage  Established  Early stage  Established
Low- and middle-income
Europe and Asia 392 39.7 24.6 25.1 16.8 175 194 17.7
Low- and middle-income
Latin America and the Caribbean 341 404 321 294 234 18.8 104 114
High income 216 28.2 284 28.1 216 14.8 284 28.8

Source: Compiled from Allen, Elam, Langowitz, and Dean 20083, 30.
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Figure 5.7 Household Income of Women Entrepreneurs by Country Group and Business Stage, 2007
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high as such activity in the low- and middle-income countries of Europe

and Asia.

¢ For low- and middle-income economies, having a job is a better indica-
tor of female early-stage entrepreneurship than either household
income or secondary education. For example, for female entrepreneurs
in the lowest-percentile income group, having a job makes them more
than three times more likely to be involved in early-stage entrepreneur-
ship than if they do not have a job (74.3 percent and 21.6 percent,
respectively). Given some secondary education, a woman with a job is
nearly twice as likely to be involved in early-stage entrepreneurship as
a woman without a job (17.6 percent versus 9.9 percent) (Allen, Elam,
Langowitz, and Dean 2008a).

A special edition of the Economic Journal for Development Research
(2010) examined variables associated with female entrepreneurship and
whether these changed according to gender or a country’s stage of eco-
nomic development.?’ In summarizing the results, Minniti and Naudé
(2010) refer to a higher prevalence of female entrepreneurship in devel-
oping economies, a fact attributable to the higher barriers to entry
women face in formal labor markets. Women enter entrepreneurship to
escape from unemployment and poverty. In fact, up to 35 percent of
women in Peru were involved in entrepreneurship (Terjesen and Amorés
2010). The motivation for female entrepreneurship in developing econo-
mies indicates a greater reliance on the “necessity” motive. Furthermore,
female entrepreneurs in developing economies are more concerned with
firm survival than firm growth. Female entrepreneurs in developing
economies tend to be “portfolio” rather than “serial” entrepreneurs.?!
Minniti and Naudé (2010) identify a gender gap in business ownership,
start-up activity, and firm size as outlined above. These aspects are also
similar to entrepreneurship in developed economies.

Some subjective factors associated with entrepreneurship for both
men and women exhibit gender differences. Women entrepreneurs in
developed and developing economies rely more than men on extended
families for psychological and financial support. Minniti (2010) identifies
three groups of perceptual factors associated with entrepreneurship that
exhibit gender differences: perceptions of opportunity, self-confidence,
and fear of failure. Using data from the 2004 GEM, she shows that such
perceptions differ significantly between men and women (see table 5.6),
even though the “distribution of answers by women follows qualitatively
that of men across all income groups.”
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Table 5.6 Differences between Men and Women in Three Subjective Factors
Associated with Entrepreneurship

(percent)
Recognition of
opportunities for
Self-confidence Fear of failure entrepreneurship
Men Women Men Women Men Women
Total sample 58 41 33 40 41 33

Source: Minniti 2010, 302.
Note: Gender differences in perceptions are significant at >99 percent confidence according to a Chi’-test for all
categories.

Men rate their skills, experience, and knowledge much higher
(17-percentage-point difference) than women do and also their ability
to recognize opportunities for entrepreneurship (8-percentage-point dif-
ference). Furthermore, men’s fear of failure is significantly lower than
women’s. Minniti notes that perceptions are subjective and may not
reflect the “objective capacity” of the person in question (2010, 302).
She investigates whether differences hold when the statistical technique
known as “bootstrapping”?? is used to equalize the data for men and
women. Her findings suggest that when the data are equalized for men
and women, economic and demographic factors (age, household income,
work status, and education) do not seem to be significantly associated
with gender. The country context and perceptual variables, however,
“seem to account for much of the difference in gender propensity with
respect to starting a business” (Minniti 2010, 306).

Factor Markets and Female Entrepreneurship

Labor markets play an important part both in stimulating entrepreneur-
ship and in benefiting from entrepreneurship. Regarding the stimulating
aspect, female entrepreneurs who had a job were three to four times
more likely to enter into early-stage entrepreneurial activity than those
who did not have a job. One of the reasons advanced by the GEM for this
is that “working may provide access to resources, social capital, and ideas
that may aid in establishing an entrepreneurial venture” (Allen, Elam,
Langowitz, and Dean 2008a, 29). Figure 5.8 examines female early-stage
entrepreneurship activity by work status and country groups. Low- and
middle-income countries in Latin America and the Caribbean show a
much larger proportion of females engaging in early-stage entrepreneurial
activity than the other two country groupings, likely reflecting the higher
incidence of necessity entrepreneurship in the region. The GEM notes
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Figure 5.8 Female Early-Stage Entrepreneurial Activity by Work Status and
Country Groups, 2007
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that the difference across countries is not statistically significant, either
for the early-stage entrepreneurial activity or the established business
owners (Allen, Elam, Langowitz, and Dean 2008a).

As noted by the GTZ-World Bank-Inter-American Development
Bank (IDB) report?® on entrepreneurship in Latin America and the
Caribbean, however, lack of opportunities in the formal labor markets
influences the decision to become an entrepreneur, in particular for poor
women and those who become microenterprise owners. The pool of
women in informal markets across many of the countries in Latin
America and the Caribbean is significantly higher than that of their male
counterparts (see figures 5.9 and 5.10).
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Figure 5.9 Percentage of Women Employed in Latin America and the Caribbean, 2009
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Figure 5.10 Percentage of Men Employed in Latin America and the Caribbean, 2009
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One of the reasons advanced for why female-owned enterprises
prove less profitable than male-owned enterprises is access to finance.
Table 5.7 examines the various providers of finance for micro and small
enterprises.

The gender gap in the factor market for finance is one of the central
issues examined in the empirical literature on women entrepreneurs
and finance. This literature is quite slim in the developing-economy
context and largely confined to case studies, which makes it difficult
to draw robust conclusions, given the specificity of the data on time
and place. Furthermore, a gender gap in access to finance is difficult to
isolate from gender differences in other related issues such as the use
of formal and informal finance, collateral, intrahousehold relations,
education, titling, and credit history. Gender differences in these issues
are more likely to affect access to finance rather than indicate any
overt discrimination in the factor market for finance.?* Culture, reli-
gion, and the legal environment also affect a woman'’s ability to access
finance (Nallari and Griffith 2011) as well as the type of enterprise
being operated.

Indeed, a recent study by Aterido, Beck, and Iacovone (2011) con-
cluded that “there was limited evidence of a gender gap for either house-
holds or enterprises” in access to formal finance by female entrepreneurs
in Sub-Saharan Africa. The reasons extended beyond the factor market
for formal finance and were primarily associated with the type of enter-
prises and the demographics of the households. According to the study,

Table 5.7 Sources and Nature of Finance for Micro and Small Enterprises, 2005

Source Nature of financing
Informal Financing from family and friends, supplier credit, and commercial
moneylenders

Semiformal Rotating savings and credit associations

Nongovernmental  Donor funds provided to nongovernmental organizations for
organization distribution to qualifying micro and small enterprises

Microfinance Delivery of financial services (such as microloans, microsavings
institution accounts, microinsurance, and money transfers) to a large number of

productive but resource-poor people in rural and urban areas in a
cost-effective and sustainable way

Commercial bank Uncertain capacity to deal with micro and small enterprise financing.
Commercial banks are usually not willing to lend small amounts.
A very low proportion of informal business sector operators have
access to commercial banks.

Source: ILO 20053, 26.
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e Women are more likely to use informal finance.
® Female ownership is not associated with less access to external
finance.
o Formal female entrepreneurs are a select group; the gap arises “before”
entry.
= Females are less likely to be the sole proprietor.
= Female-owned businesses tend to be smaller.
= Female-owned businesses are “more” innovative.
= Females are less likely to operate in sectors “more dependent” on
finance.
¢ Females score lower in key attributes such as education, formal employ-
ment, and being head of households, which, in turn, are key to accessing
formal finance.

The joint report of the World Bank and the IDB notes that for
microenterprises in Bolivia, Peru, and a group comprising Brazil,
Ecuador, El Salvador, Guatemala, Honduras, and Nicaragua, “there are
no significant differences in access to credit between men and women”
(see figure 5.11).

Enterprise survey data examined by the GTZ-World Bank-IDB report
suggest, instead, that male and female entrepreneurs use credit differ-
ently. Female entrepreneurs tend to use credit less often, have smaller
loans, and rely more frequently on informal sources of credit. Figure 5.12
examines the percentage of entrepreneurs with a loan by size of business
and gender for Guatemala. Female entrepreneurs who are self-employed
or who employ between two and four employees are 