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Preface 

A not inconsiderable part of the literature on economic development addresses the 
role and importance of Small Scale Industries (SSIs) within the economy of less 
developed countries (LDCs). This growing attention for SSIs in development 
studies is strongly associated with the recognition of several economic and social 
problems currently confronting these countries. These problems include the 
continuing imbalance in the labour market leading to high unemployment rates, 
especially for the category of low educated people; the persistence of large intra-
and inter-regional socio-economic inequalities and the consolidation of extremely 
concentrated patterns of urbanization. 

In Indonesia, during the economic crisis, SSIs as many other small-scale 
informal economic activities in the country have become more important not only 
as an employer of last resort for millions of workers that have been displaced from 
formal sectors or big companies, but also as a provider of cheap consumption 
goods for low income or poor households. 

It is often suggested in the literature that SSIs are very important for the 
economy in LDCs especially due to their characteristics,1 which include the 
following ones. First, they are highly labour intensive. So, given these two 
characteristics, the development of SSIs can be seen as an important element of 
economic policy to create employment and hence to generate income within the 
economy. Second, the majority of SSIs in LDCs are mainly agriculturally based 
activities. This fact may explain the growing emphasis on the role of SSIs in the 
rural areas. Agriculture has been proven to be unable to absorb the increasing 
population in the rural areas. Unfortunately, rural non-farm activities together are 
not able to cope with the rural labour force explosion, neither the most employment 
creating parts like trade, services, transport and construction, nor the rural 
industries. As a result rural migration increased dramatically, causing high 
unemployment rates and related socio-economic problems in the urban areas. 
Therefore, rural industries being a potentially quite dynamic part of the rural 
economy have been looked at for their potential to create rural employment. Third, 
SSIs use technologies that are also in a general sense more "appropriate", as 
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compared to modern technologies usually used by medium- and large-scale 
industries (MLSIs) to factor proportions and local conditions in LDCs, i.e. quite a 
few raw materials being locally available and scarcity of capital, including human 
capital. Fourth, SSIs is important sector providing an avenue for the testing and 
development of entrepreneurial ability. Fifth, SSIs are financed overwhelmingly by 
personal savings of the owners, supplemented by gifts or loans from relatives or 
from local informal moneylenders, traders, input suppliers, and payments in 
advance from consumers. In this regard, the SSIs must be seen, potentially, as an 
important instrument to allocate savings optimally, especially in rural areas, which 
would otherwise not be spent or used productively. In other words, if productive 
activities are not available locally (in the rural areas), rural or farm households 
having money surplus might keep or save their money without any interest revenue 
inside their home because in most rural areas there is a lack of banking system, or, 
use their extra money to buy unrfecessary luxury consumption goods which is often 
considered by the villagers as a matter of prestige. Finally, although there are many 
types of goods produced by SSIs (even those located in the rural areas) for the 
middle and high income groups of population, it is generally presumed in the 
literature that the primary market for the SSIs' products is overwhelmingly simple 
consumer goods, such as clothing, furniture and other articles from wood, 
footwear, household items made from bamboo and rattan, and metal products, 
which cater to the needs of the local low income population. SSIs are also 
important for securing the basic needs goods for this group of the population. But 
there are also many SSIs engaged in the production of simple tools, equipments, 
and machines for the demands of small farmers and small producers in the 
industrial, trade, construction, and transport sectors. 

The development of SSIs and changes over time in terms of their number of 
production units, employment share, output share and composition, management 
and organization, division of labour, market orientation and location are usually 
thought to be related to many factors. The factors include the level of and changes 
in real income per capita, population density, progress or change in technology, 
regional economic development, and changes in regional or global economy. 
Several factors in several combinations may play a more important role than other 
factors. The impact of these factors may also differ for different size groups of 
manufacturing establishments, or even for individual enterprises within the same 
size category or in the same subsector of manufacturing. The impact may also 
differ in different locations. 
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Despite this growing attention to the role of SSIs in economic development 
in LDCs, knowledge on the transformation process of the employment in SSIs over 
time in the course of economic development is still limited. 

Thus, the major concern of this book is to examine this issue. This 
particular issue is indeed important to be studied in order to understand the 
continuing presence and the relative performance of SSIs in a growing economy or 
a country undergoing a process of economic development or industrialization, or in 
country as Indonesia experiencing a big economic crisis. Based on existing 
empirical evidence,2 questions may arise such as why in many countries such as in 
Latin America and Asia the employment shares of SSIs have been decreasing or 
begun to decrease? Will all activities of SSIs in these countries disappear in the 
long-run as the countries reach the Anderson's (1982) "later" stage of 
development? Is this transformation process, observed in many other countries, 
also valid for the SSIs in Indonesia? Will SSIs in Indonesia survive during the 
economic crisis? 

In addressing this important issue, the book is divided into 7 chapters. 
Based on a huge number of literature and empirical data from many countries on 
the relative importance of SSIs in different stages of economic development, 
Chapter 1 discusses the pattern of development of SSIs within a broader theoretical 
framework. This theoretical framework provides further a basis for the empirical 
analysis in Chapter 2. For the empirical analysis, it uses secondary data from the 
Indonesian Central Bureau of Statistics (CBS) on the manufacturing sector by size 
categories for the period between the mid. 1970s to the mid. 1990s. In this chapter, 
the discussed hypothesis in Chapter 1 on the importance of income level and 
population density as two determinant factors of the development and growth of 
SSIs is tested for the Indonesian case with a simple model. The importance of SSIs 
for the rural economy is also discussed in this chapter. 

Chapter 3 deals with production linkages of SSIs with other industries and 
sectors, and development of supporting industries. First, production linkages of 
SSIs in many LDCs such as Africa and Asia are discussed. Second, by using a 
National Input-Output Table 1985 of Indonesia this chapter examines the 
magnitude of both backward and forward production linkages of SSIs with 
agriculture, MLSIs, and other sectors of the economy. Also, in this chapter, present 
status and prospect of small-scale supporting industries in Indonesia is discussed. 

Chapter 4 analyses the importance of strategic alliance for the SSIs. Based 
on a survey conducted in Indonesia during 1997-1998, this chapter shows the level 
of alliance participation of SSIs and MLSIs in Indonesia. Several related issues are 
discussed in this chapter, such as the role of business related associations, trade 
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groups and government in facilitation and information on strategic alliances; the 
individual expected outcomes of forming an alliance such as profitability and 
ability to compete; and success factors and trust issues are all important and 
provide a basis for building more effective alliances. 

Chapter 5 examines with the importance of cluster for the development of 
SSIs. For this purpose, a case study has been conducted and its evidence is shown 
and discussed in this chapter. Also, based on literature on cluster development in 
both LDCs and developed countries, main factors affecting the process of cluster 
development in Indonesia are analysed. 

Chapter 6 examines the effect of the economic crisis on SSIs, and assesses 
the likely impact of the IMF Agreement on the industries. Although the effect of 
the crisis on SSIs can be expected to be varied among different individual 
producers which is associated with different products, raw materials and market 
orientations, this chapter aims to examine whether the capability of export-oriented 
and/or less import dependent SSIs to cope with the crisis is in general better than 
that of domestic market-oriented and/or highly import dependent SSIs. 

Finally, Chapter 7 deals with main problems of SSIs and the role of 
government in supporting the development of the industries. 

Notes 

1 There are many studies on the nature or characteristics and types of SSIs in 
LDCs. See, among others, Anderson (1982), Hansohm (1991, 1992), 
Liendholm and Chuta (1976), Page and Steel (1984), Rietveld (1989), 
Staley and Morse (1965), Stearns (1985), and Wickramanayake (1988). 

2 See Chapter 1 for empirical studies on development of SSIs in many other 
countries. 

xvn 



http://taylorandfrancis.com


1 Pattern of Development of SSIs: 
A survey of literature 

Introduction 

The purpose of this chapter is to discuss the pattern of development of Small-
Scale industries (SSIs) within a broader theoretical framework. This theoretical 
framework provides further a basis for the empirical analysis in Chapter 2. The 
framework outlined in this chapter has been drawn from empirical as well as 
theoretical literature on the issues above. 

The development of SSIs and changes over time in e.g. their 
employment share, output share and composition, market orientation and 
location are usually thought to be related to many factors, including the level of 
and changes in real income per capita.and population density. In the framework 
of this study, the main question in this respect is whether or not there is a 
general or systematic pattern of the transformation of the employment of SSIs 
over time in the course of the development process. 

This chapter is organized as follows. First, some theories identifying the 
overall pattern of change and development of SSIs are discussed. On the basis 
of data collected from a number of studies, the relative importance of SSIs in 
terms of manufacturing employment share with respect to different levels of 
development is presented in tables and discussed. Second, some main factors 
affecting the pattern are discussed. Theoretically, the overall pattern of change 
and development of SSIs is the outcome of a complex economic process, in 
which several factors in several combinations play a role (Biggs and 
Oppenheim, 1986). The impact of these factors may differ for different size 
groups of manufacturing establishments and for individual enterprises within 
them. Amongst these factors, changes in the level of real income per capita and 
population density are often mentioned in the literature on rural industries or 
SSIs as two important factors. The study in this chapter deals only with the 
importance of these two factors. Third, as a further exploration of the 
relationship between the level of real income per capita and the level of 
employment in SSIs through the labour market,1 this chapter discusses the 
phenomenon of people being pushed as well as pulled into SSIs.2Fourth, 
government policies which affect, directly or indirectly, the development of 
SSIs are discussed briefly. 
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Patterns of change and development of SSIs 

In discussing industrial systems and the role of SSIs within the systems and their 
pattern of overall development, attention is usually focused on seminal articles 
by Hoselitz (1959), Staley and Morse (1965), and Anderson (1982), among yet 
many others. Their works are often classified as the "classical" theories on SSIs' 
development. While the "modern" theories on it which explicitly place emphasis 
on the importance of subcontracting networks and the economic benefits of 
agglomoration and clustering for the development of SSIs include the works of 
Berry and Mazumdar (1991) and Levy (1991) in the Newly Industrialized 
Countries (NICs) like Taiwan and South Korea, and the flexible specialization 
literature. 

The "classical" theories 

a. Staley and Morse's thesis 

May be it can be said that the literature on SSIs in less developed countries 
(LDCs) started with the 1965's article of Staley and Morse. In their substantial 
study, based on the experience of the developed or industrialized and less 
developed countries they identified three categories of conditions for the 
predominance of SSIs: locational, manufacturing process, and market or type of 
product. Factories which process a dispersed raw material (mainly rural 
industries), products for local markets and with relatively high transport costs, 
and service industries are three main important locational conditions. Seperable 
manufacturing operations, craft or precision handwork, and simple assembly, 
mixing, or finishing operations are three main important conditions for the 
predominance of SSIs with respect to production processes. While, the market 
conditions are in terms of differentiated products with low scale economies and 
industries serving small total markets. The significancy of these influences may 
be different for SSIs in different subsectors. For instance, the industries serving 
small total markets condition is considered a particularly important influence for 
the dominance of SSIs in the wood and furniture subsector. Because total 
demand for such products is usually limited as compared to other consumer 
goods. While, the condition of factories which process a dispersed raw material 
is considered as a significant explanation for the dominance of small-scale food 
industries in rural areas. 

Amongst these conditions, Staley and Morse (1965) argued that 
particularly seperable or specific manufacturing operations (e.g. SSIs produce 
only a certain component(s) for large-scale industries) and differentiated 
products having low scale economies are the most important explanatory factors 
for the presence of SSIs in less developed countries. 
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b. Stages of development's thesis 

• Employment share 

Although the relationship between the size of manufacturing establishments and 
the process of economic development has been explored by some authors 
through the analysis of historical stages of development, the theoretical literature 
on the issue of how SSIs would be influenced by increases in per capita real 
income (as a proxy of economic development) is still rather limited. The 
attention on this particular issue was given first by Hoselitz in his study (1959) 
on industrialization in Germany. His study indicates that in the "early" stage of 
development the manufacturing sector in the country was predominated by 
artisans or craftsmen and as the process proceeded many of them grew later on 
into large sized establishments of industry. 

However, Hoselitz (1959) did not study explicitly the nature of the 
relationship between the increase of the level of industrialization and the 
structural change within the manufacturing sector. He emphasized more on the 
characteristic of low costs of production which he concluded as the key to the 
success of SSIs. The low cost of production is attributed mainly to the use of 
unpaid family workers. 

Following Hoselitz's work, Parker (1979) and Anderson (1982) have 
developed general growth phase typologies based on the experience of the 
industrialized countries to explain changes in the size structure of industry by 
region and over time in LDCs. According to this approach, in the course of 
economic development, the composition of manufacturing activities, if classified 
according to scale, appears to pass through three phases. In phase one, at the 
"early" stage of industrial development which may be characteristic of 
predominantly agrarian economies, cottage and household industries (CHIs), i.e. 
non-factory or craft-based enterprises (this can be marked as the most traditional 
type of SSIs), are predominant in terms of their total number of production units 
and share in total manufacturing employment. This is a stage of industrialization 
in which a large number of CHIs, mainly in rural areas, coexist with a quite 
limited number of larger scale, mainly foreign or state-owned firms located in 
urban areas or large cities. In this stage, CHIs are predominant in activities such 
as garment-making, smithy, footwear, handicrafts, masons, industries making 
simple building materials and various crop processing industries. They are 
closely related to agricultural production, as providers of rudimentary inputs to 
and of processing services for output from agriculture, and of the non-food 
needs of the rural population. In LDCs these subsectors are characterized by 
substantial ease of entry. Particularly for clothing, food and handicraft industries, 
initial capital requirements are very low and for the producers involved no high 
skills and no special separated workshops are really needed to carry out those 
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activities. Perhaps for this reason these activities are undertaken mostly by 
women and children as a part-time job or secondary source of family income; 
and most enterprises in these activities are self employment or one person units 
in which the owner undertakes all activity.4 

In phase two, in more developed regions with higher incomes per capita 
than in regions in phase one, more small industries (SIs)(often marked as the 
modern or factory type of SSIs) and medium-scale industries (MSIs) have been 
found to emerge and increase at a comparatively rapid rate, and act to displace 
CHIs in several subsectors of manufacturing. There are a number of factors 
which might explain the expansion of these industries in this particular stage of 
development. Steel (1979), for instance, emphasizes the importance of a 
growing cash market for the expansion of Sis and MSIs (p.9): 

Increased urbanization and expanding cash markets give rise to a shift from 
traditional household activities to complete specialization of the entrepreneur in 
small scale production and increased use of apprentice and hired labour.5 

In phase three, at the "later" stage of development, large-scale industries 
(LSIs) become predominant, displacing the remaining CHIs and also Sis in 
some activities (see Figure 1.1). According to Anderson (1982) this phase is 
partly a product of phase two, since the recorded growth of output and 
employment in LSIs can be divided into (p.914): 

a) the growth of once small firms through the size structure, and b) the 
expansion of already large domestic and foreign concerns. 

However, the expansion of LSIs in this particular stage of development might 
also be caused, to a certain extent, by new large-scale entrants, which is not 
explicitly taken into account by Anderson. 

In this final phase factors such as greater use of economies of scale with 
respect to plant, management, marketing and distribution (depending on types of 
products and flexibility in production), superior technical and management 
efficiency, better productive coordination and access to supporting infrastructure 
services and external finance, and concessionary finance along with investment 
incentives, tariff structures, and government subsidies are powerful causes and 
incentives for firms to grow larger. In practice it is often found that these factors 
are more favourable for large or modern industries than for small and traditional 
ones and so they may explain the eventual better performance of Medium-and 
Large-Industries (MLSIs) than SSIs in advanced stages of industrialization.7 

The empirical evidence on systematic pattern of structural change in 
SSIs, though still limited, is richer than the corresponding theoretical literature. 
Studies from Snodgrass dan Biggs (1996) and Tambunan (1994) may provide a 
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general picture about the relative importance of SSIs in different countries with 
different levels of development (income).8 As shown in Table 1.1 and Table 1.2, 
the figures suggest that there is a systematic trend that in higher income 
countries the employment share of CHIs, which in these studies are classified as 
units with 1 to 9 workers, tends to be lower than in lower income countries.9 

Figure 1.1 Changes in the size structure of industry over time 
Source : taken from Figure 2 in Anderson (1982). 
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