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ABSTRACT. During the 1970s the long standing trend 
towards centralisation in the organisation of business ceased, 
and was reversed in many advanced industrialised countries 
as the share of employment in small enterprises and establish- 
ments began to increase. The article documents the important 
developments in the size distribution of production of the six 
largest OECD countries, and examines various explanations 
for the changes, such as the business cycle, the sectoral re- 
composition of the economy, labor cost advantages in small 
firms, and the spread of flexible speeialisation. It also dis- 
cusses potentially unfavourable effects of these changes on 
wages, working conditions, and industrial relations, and 
proposes institutional reforms to mitigate, or avoid, such 
effects. 

On the basis of an analysis of the small firm sector in the 
larger economic, social, and institutional context it is argued 
that the individual small firm lacks sufficient resources to 
compete effectively with large firms. To overcome these 
deficiencies it either has to depend on resource transfers from 
large enterprises, i.e., on a foster relationship, or be linked to 
a community of small firms, such as the industrial districts in 
Italy, in which productive resources are jointly procured, 
developed, and utilised, commercial services shared, and 
intermediary institutions created to elicit and maintain inter- 
firm cooperation. In this way small firms can become parts of 
"big" organisations, enjoy many of the advantages possessed 
by large firms, and consequently offer jobs of comparable 
quality. 
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I. Introduction 

Just a decade ago the idea that small enterprises 
might be seen as the key to economic regenera- 
tion, and a road to renewed growth of employment 
and the fight against unemployment, may have 
seemed eccentric or even absurd. Today, this view 
seems much less far-fetched. On the contrary, 
many observers from different traditions and 
political orientations embrace the idea, though 
they may disagree on why and how the small firm 
expansion and dynamism have arisen. 

Small and medium-sized enterprises used to be 
a largely mute, or marginal, subject in economics 
and the social sciences. There used to be a widely 
shared understanding on how industrial society 
evolves, according to which small business was 
considered largely as a vestige of an earlier period 
of economic development. In their seminal book, 
Industrialism and Industrial Man, Kerr, Dunlop, 
Harbison and Myers viewed it as imperative to 
industrialisation that "the technology and speciali- 
sation of the industrial society are necessarily and 
distinctively associated with large-scale organisa- 
tions" and "economic activity is carried on by 
large-scale enterprises which require extensive co- 
ordination of managers and the managed . . . "  
[Kerr etal., 1960, p. 39]. 

Large-scale units 2 of production and employ- 
ment, organised by the dynamic center of the 
economy, the giant, vertically integrated corpora- 
tion, were themselves part of a more encompass- 
ing, coherent model of economic and social devel- 
opment, whose essential ingredients were: 

mass production of standardised products, 
built on specific capital equipment and tech- 
nology; 

Small Business Economk's 3:1 --37, 1991. 
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market expansion to minirnise cost and to 
assure the absorption of the output of mass 
produced commodities; 
Keynesian-type demand management policies 
and income stabilisation schemes to assure 
stable and continuous mass purchasing power; 
a Taylorist-type work organisation, built on an 
extensive division of labour, narrowly defined 
jobs with a low skill content, correspondingly 
little training, the separation of the planning 
and execution of work, a related gulf between 
blue-collar and white-collar work, an extensive 
managerial apparatus organised along hierar- 
chical control, bureaucratic administration, 
and close supervision. 

This coherent model of production, consump- 
tion, and work organisation has been termed 
"Fordism" (for an elaborated discussion, see Piore 
and Sabel (1984)). Yet, the model had even wider 
ramifications. It put its stamp not only on the way 
people work, produce and consume, but also on 
how people live. Standardised leisure activities, 
urbanisation and suburbanisation, and finally the 
devolution of regionalism and localism -- not just 
in economic activities, but in cultural life -- can be 
seen as collaterals to that paradigm. 

The model of industrialisation pervaded not 
only the Western market economy countries. 
Significant elements, notably mass production and 
the centralisation and integration of productive 
organisations, could be found in the Eastern 
European planned economy countries, as well as 
in parts of the developing world. Certainly, not all 
structures and institutions conformed to this 
concept. But the exceptions and deviations were 
generally seen to play a residual role or were a left- 
over, bound to disappear as economic develop- 
ment proceeded. 

The facts seemed to be in accord with this 
model, at least until the early 1970s. Most studies 
revealed that capital ownership was continuously 
concentrating, and enterprises and establishments 
were growing in size. Small firms were expected to 
gradually wither away, due to inferior organi- 
sation, poor management, and backward tech- 
nologies. 

The mainstream theoretical notions offered 
plausible explanations for why this should happen. 
Industrial economics emphasised the principle of 

economies of scale and predicted a tendency 
towards larger units of production, or sought to 
find optimal plant size. Practically every textbook 
offered Adam Smith's famous example of the pin 
factory to illustrate the theory of the degressive 
cost of increased production scale attributable to 
the specialisation of labour, machines and equip- 
ment, as well as the more profitable use of 
technology at higher capacity levels. The physical 
"law" of scale efficiencies appeared to be espe- 
cially relevant in the domain of mass and process 
production industries. 

A dynamic force in the direction of "business" 
was also assumed in the Marxian tradition of 
social science, though here it was not as much 
attributed to technical efficiencies as it was to the 
process of growing capital concentration and 
centralisation that is considered inherent in the 
capital accumulation process under the capitalist 
mode of production. Small enterprises would 
remain only in areas of production "which modern 
industry has only sporadically or incompletely got 
hold of" (Marx, 1934, pp. 5, 7, 8). 

Against this background of widely shared 
beliefs, it is astonishing to see, within less than a 
decade, a profound change in view. What hap- 
pened to refocus attention on smaller firms, which 
had previously been considered anachronistic? 
First, spectacular cases of large enterprises run- 
nlng into economic difficulties and shedding 
employment arose in nearly all countries. On the 
other hand, the small firm sector or parts of it 
seemed to travel relatively well through the period 
of economic turbulence that started in the early 
1970s. In addition, in the late 1970s the David 
Birch story, claiming that small firms created the 
majority of new jobs in the United States, spread 
quickly around the world (Birch, 1979). 

A revival of smaller units of employment 
occurred not only in the United States, but also 
elsewhere in the industrialised world. In terms of 
employment growth small firms performed better 
than large ones or showed -- as in some European 
countries with aggregate employment losses -- a 
small rate of decline. The Organization for Eco- 
nomic Cooperation and Development (OECD) 
concluded in 1985 that in several of its member 
states a tendency towards concentration of workers 
in small firms could be found, even after account- 
ing for shifts in industrial structure or sectoral 
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composition. Furthermore, they found that "small 
firms have been particularly important in net job 
growth over the past 10 or 15 years. The same 
holds, perhaps with a little bit more certainty, for 
establishments" (OECD, 1985, p. 80). 

From these observations a growing number of 
politicians and organisations concluded that a new 
dynamic of small firm growth might lead the way 
out of the unemployment problem, and recom- 
mended the active encouragement and financial 
support of the small firm sector. Orthodox econo- 
mists enthusiastically embraced the idea of the 
"new enterpreneurship", as it seemed to speak in 
favour of competitive markets and finally disprove 
the efficacy of market intervention and regulation. 
Small firms were seen now as carrying innate 
qualities, such as competitiveness and innovative- 
ness, superior to large firms (Acs and Audretsch, 
1990). They were also viewed as showing more 
drive and better providing a needed element of 
flexibility. While this view can be found in an 
OECD document of 1982, the OECD employ- 
ment report of 1985 stated more soberly that 
more detailed knowledge is required as to why 
small firms have on average been associated with a 
greater capacity for job growth, and what are the 
externalities of jobs created by the small firm 
sector (OECD, 1985, p. 10). 

Indeed, there has been as yet little discussion 
about the nature of the shift of employment 
towards smaller units. Those who argued for 
innate small firm characteristics of greater effi- 
ciency and flexibility were led to believe that this 
could expand economic activity without losses 
elsewhere in the economy. There has been little 
concern for the question of whether the growth of 
employment in small firms is indeed independent 
from what is going on in the large firm sector; 
whether, for instance, the small firms absorb the 
labour resources that are shed in the large firms so 
that the structural shift amounts to merely a 
displacement effect (Brown et aL, 1990). 

The trade unions have perhaps been the most 
worried about the apparent shifts in the size 
structure of employment. Many unions have their 
organisational strongholds in the large firm sector, 
and it has normally been the big firm where the 
pattern and pace for gains in wages and other 
terms of employment have been set. Collective 
worker influences, at least de lure, have generally 

been better established in large than in small 
companies. Thus, ceteris paribus, the shift toward 
smaller establishments inevitably confronts work- 
ers' organisations with the threat of shrinking 
membership, loss of organisational strength and 
loss of influence and participation. Hence, on top 
of the negative impact for unions stemming from 
the sustained slack in the labour market, there 
seemed to be a structural factor at work that could 
weaken the unions, lead to a severe loss of their 
influence, and consequently have a negative 
impact on the functioning of industrial relations. 

Yet it is important to guard against rushing into 
premature and overly general conclusions as to 
both the origins and the economic and social 
implications of the shift toward smaller units. Both 
the social scientist and the policy maker have 
reason to look into the matter carefully. 

Doubts may be raised as to whether it is the size 
dimension of business organisation as such that 
plays the crucial role in determining economic 
efficiency and vitality; and also, whether there is 
something inherent in large or small firms that 
could make one or the other particularly apt as job 
generators. If there were an intrinsic superiority in 
the economic performance of small enterprises, 
why should their relative share of employment 
first decline and then grow again? Similarly, large 
units are not inexorably stricken with rigidities and 
lack of responsiveness in their markets and in their 
production systems, nor are small firms neces- 
sarily more flexible or dynamic. Without denying 
that there are certain technical efficiencies asso- 
ciated with the scale of production, it need not 
follow that there is a natural law that inescapably 
puts the size of business units at the root of 
superior economic performance. 

Against the tenet of physical determinism of 
economic organisation is the claim that economic 
performance crucially depends on the social 
organisation of activities. While large firms may 
enjoy advantages through a more powerful market 
position, positive economies of scale or scope, and 
better utilisation of services like Research and 
Development, marketing, advertising, distribution 
etc. which require certain minimum investments, 
small firms can overcome their disadvantages and 
gain similar efficiency, or a different sort of 
efficiency, if they organise their production and 
ancillary services on a communal basis. Thus, for 
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example, a number of small producers of the same 
product and in the same area, or industrial villages 
of firms producing different products, may organise 
their purchase of energy, raw materials and equip- 
ment jointly; and in grouping together and forming 
associations and consortiums, they can also over- 
come the lack of political influence which small 
firms typically face if they act on their own. The 
well-known "industrial districts" in what has 
become known as the "Third Italy" provides evi- 
dence of such communal organisation (Bagnasco, 
1977; Brusco, 1982; Becattini, 1987; Pyke et al., 
1990). 

Yet, if the notion of an intrinsically inferior or 
superior performance of small business organisa- 
tion is dismissed, and, furthermore, if it is assumed 
that this shift in the size distribution of business is 
more than a statistical artifact (as, for example, 
caused by the growth of the service sector with 
smaller average firm size), how then can the move 
to smaller units in most countries since the early 
1970s, which is documented in Section III below, 
be accounted for? 

In essence, two kinds of interpretations are 
offered. Both direct attention to the larger socio- 
economic environment in which the reversal took 
place. The first maintains the logic of technical- 
organisational efficiency, but claims that as a result 
of largely exogenous developments some basic 
parameters in the efficiency equation were altered 
in favour of smaller units. For example, it is 
asserted that the much increased turbulence in the 
international markets, the instability of demand, 
and more differentiated consumer tastes, render 
the mass production of standardised goods in 
large production units unprofitable or obsolete. In 
addition, the advent and diffusion of new tech- 
nologies, based on micro-electronics, is seen to 
lower capital costs and permit the efficiency gap 
between long and short runs of production to 
shrink, thereby enhancing the cost competitive- 
ness of small-scale production. 

A second line of reasoning steps out of the 
narrow efficiency logic. It attributes a much more 
critical role to social or political organisation. It 
asserts that there is -- within limits -- a strategic 
choice of how to organise production, employ- 
ment, and work. Which option is chosen is ulti- 
mately decided by "politics", i.e., the dominant 
groups in society, the power relations among 

them, and the institutions they create. Sabel 
(1981) and Piore and Sabel (1984), for example, 
hold, contrary to the conventional view, that the 
victory of the mass production paradigm over the 
craft system earlier in this century was by no 
means inevitable. It was not based on an inherent 
technological superiority or greater dynamism. 
Rather, it was a product of politics: property 
rights, distribution of capital and wealth, Fordist- 
type regulation, etc. As a consequence, the course 
of industrial development can produce rather 
different results in different societies, and it can be 
redirected. The period starting in the 1970s could 
be seen as one of a "second industrial divide", in 
which reorientation and transformation of indus- 
trial organisation took place. 

The remainder of this paper is in six sections. 
Section II presents data on the international 
variance in the size distribution of production. The 
next section shows the time series evidence for a 
recent shift toward smaller units of production, 
reviews the job generation debate in several 
countries, and identifies problems in the inter- 
pretation of these data. Section IV examines size- 
related differences in wages, working conditions 
and industrial relations, and shows how these 
differences are related fundamentally to inter- 
national variance in labor market institutions. The 
fifth section evaluates alternative hypotheses for 
the shift to smaller units. Section VI considers 
options for future SME development, and the final 
section offers some conclusions. 

H. Substantial international size differences in 
employment units 

"Small enterprise" or "small- and medium-sized 
enterprises" are elusive concepts. They do in fact 
hide a large heterogeneity in the types of firms. 
The country studies testify that the definitions, 
conceptions, and available topologies vary from 
one country to another. Depending on the institu- 
tional or historical context, major criteria for 
structuring the SME sector are the legal status (as 
in France), the ownership status (as in Hungary), 
the distinction between "craft" and "industrial" 
firms (as in the Federal Republic of Germany), 
independent and subordinate firms (as in Japan), 
or small firms in small-firm industries vs. small 
firms in industries where large enterprises domi- 
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nate or where there is a mixed size composition. 
Such structural variety, within and across national 
boundaries, will have to be taken into account 
when analysing the SME sector. 

Another frequently raised question concerns 
the statistical definition of "small", "medium" and 
"large" with regard to firm size. Usually, under- 
lying this question is the expectation that some- 
body comes up with a precise answer to what a 
small firm is. If the respondent does not live up to 
this expectation, or if the answer is "it depends" 
(on the country, the industry, the time period, 
etc.), the conclusion drawn is often that it would be 
futile or meaningless to conduct a comparative 
statistical analysis on the size structure of enter- 
prises. 

We believe that underlying this sort of rea- 
soning is a misconception of what the analysis of 
the size composition of a production system is 
intended to do. There is no value as such in 
studying size dimensions and, consequently, there 
is no need to provide uniform definitions. The 
concern with the scale of enterprises or establish- 
ments is meaningful only in a relative or compara- 
tive context. That is, if significant differences in the 
size structure of regional or national economies 
can be identified, or if this structure changes over 
time, this may say something about the scope and 
latitude for industrial organisation in relation to 
regional, national or historical institutions. It is, 
then, sufficient to set ad hoc or convenient 
statistical conventions aimed at revealing as much 
as possible of the variation in the size composition. 
After all, despite the formidable problems with 
measurement and comparability of the data, size is 
still one of the most accessible indicators of 
organisational characteristics across countries. 
Instead of worrying about what a "small firm" is, 
the energy of the researcher is better spent 
studying why there are such remarkable differ- 
ences in the size distribution of enterprises, not 
only in the economy as a whole, but in various 
sub-sections. 

Table I provides evidence that among the 
countries included in this study the scale of 
organisational units varies a great deal. For 
example, if one follows the OECD definition of a 
small enterprise as one with fewer than 100 
employees, then the share of small enterprises in 
total employment ranges from roughly 43% in 

TABLE I 
Employment shares by enterprise size (number of employees) 

Country Sector Year <20 20--99 100--499 500+ 

United States T 1982 45.7 a 13.0 41.3 
M 1982 17.6 a 12.7 69.7 

Japan T 1985 37.8 b 17.9 c 17.3 27.0 
M 1983 27.8 19.3 19.6 33.3 

France T 1985 25.8 20.4 18.3 35.5 
M 1979 10.7 17.9 22.0 49.4 

Germany T 1970 21.7 d 22.5 e 16.9 39.0 
M 1984 15.6 f 24.1 60.3 

United 
Kingdom M 1981 27.1g 36.9 h 29.2' 

Italy T 1981 53.2 16.1 12.2 18.5 
M 1981 33.7 21.8 18.5 26.0 

Notes: T - Total Economy; M ~ Manufacturing. 
a < 100 employees. 
b 1--29 employees. 
c 30--99 employees. 
d 1--10 employees. 
e 10--100 employees. 
f Enterprises with less than 20 employees are not included in 
the sample. 

< 100 employees. 
h 100--199 employees. 
' 1000 + employees. 

Germany to nearly 70% in Italy. The employment 
share of medium-sized enterprises, with 100 to 
499 employees ranges from 12% in Italy to 18% in 
France, while the shares of large firms with more 
than 500 employees varies widely from 18.5% in 
Italy to 41% in the United States. 

To some extent the differences in the size 
structure reflect varying sectoral and industrial 
compositions. Since employment in SMEs is in all 
countries more important in the service sector 
than in manufacturing, it can be expected that 
countries with a larger service sector have smaller 
average scale of organisational units. But taking, 
for example, the manufacturing sector (Table I) 
separately, major international differentials remain. 
This suggests that size differences are not purely 
compositional. 

Even more pronounced dispersions in the size 
composition are revealed at the establishment 
level. Table II presents the figures at the total 
economy level and for the manufacturing sector. 
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Employment shares 
TABLE II 

by establishment size (number of 
employees) 

Country Sector Year <20 20--99 100--499 500+ 

Japan T 1981 49.4 27.6 11.2 a 11.7 ~ 
M 1983 35.0 c 21.00 17.0 a 27.0 ~ 

T 1985 26.9 29.0 23.9 20.2 
M 1985 7.4 20.2 33.8 38.6 

M 1981 21.8 23.0 27.1 28.1 

T 1983 e 27.3 22.4 22.6 27.1 
M 1970 33.4 f 25.3 41.1 

United 
States 

France 

Germany 

United 
Kingdom M 1983 26.2 f 27.0 46.8 

Italy T 1981 50.7 21.7 14.9 12.7 
M 1981 35.5 23.8 21.1 19.6 

Notes: 
a 100--299 employees. 
0 300+ employees. 
c 1--29 employees. 
d 30--99 employees. 
e Data from Employment Statistics; excludes self-employed. 
f ~< 99 employees. 

The latter, for example, shows that manufacturing 
establishments with fewer than 20 employees 
account for 7.4% of all workers in the United 
States, but roughly 35% in Italy and Japan. Taking 
the available information for the category of 
"small" establishments with up to 100 employees, 
the extreme cases are the United Kingdom (26%) 
on the low end, and Japan (56%) and Italy (50%) 
on the high end. Employment shares of large 
manufacturing establishments range from slightly 
less than 20% in Italy to almost 47% in the United 
Kingdom. 

Again, it could be argued that these sectoral 
differences reflect the fact that manufacturing 
contains a different industry composition with 
different size in different countries. Yet, the 
substantial international variance in the size struc- 
ture remains at a more disaggregated level. 
Although there has been no systematic collection 
of official information in this study, casual knowl- 
edge does exist of large differences in the size of 
production units in particular industries. To take a 
few illustrations, Norway and Sweden organise 
most of their bread production on a mass scale in a 
few larger firms, while Germany still has more 

than 30,000 firms in bread baking, most of which 
are small craft bakers that produce and sell for 
local markets of just a few housing blocks. In beer 
brewing, there are more than 1,000 enterprises of 
various size categories in Germany, but only four 
large firms in Japan. In British beer brewing, after 
a massive concentration process, a number of 
small breweries offering real ale and other special- 
ties have reappeared. Similarly, small artisan 
bakeries have come back on the scene after a long 
phase of decline in Britain, whereas in the Nether- 
lands there has been a continuous strong shrink- 
age of their number. 

One has to dig deeply into history to under- 
stand why and how the structures have developed 
in this way. One would have to draw upon national 
systems of regulation such as a law dating from 
World War I that prohibits bread baking during 
the night hours in Germany and that clearly puts 
the artisan baker at an advantage over the larger 
industrial producer. In some cases, one might even 
have to go further back in history and look into the 
evolution of guilds and crafts and inquire why they 
have survived in some countries and eroded in 
others. To understand the peculiar Japanese 
industrial structure of today it helps to study 
inherited historical organisational patterns, such 
as the ancient agricultural village, the traditional 
hierarchical social order, and the Zaibatsu, which 
played a key role in industrial modernisation 
following the Meifi period. The Zaibatsu were big 
compounds of numerous directly and collaterally 
affiliated subsidiary companies closely knit to- 
gether. They were completely disbanded by the 
occupying forces after World War II, but re- 
appeared in the form of industrial groups follow- 
ing the peace treaty. 

III. Recent shift to smaller units 

In addition to the wide international variance in 
the size distribution of product, the most impor- 
tant empirical result to emerge from the country 
reports is that there has been a recent increase in 
the share of total employment in small enterprises 
and establishments, s In general, the increase has 
been at the expense of large enterprises and estab- 
lishments. While the magnitude of the increase 
varies considerably from country to country and 
across sectors, its significance rests primarily on 
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the fact that it signifies the reversal of a substantial 
downward trend in the employment shares of 
small units that had prevailed for many decades. 
Indeed, Tables III and IV show that the time series 
behaviour of small unit employment shares has 
followed a "V" pattern in which declines through 
the late 1960s--early 1970s are reversed and 
small unit employment shares increase into the 
1980s. The "V" pattern is evident both for enter- 
prises and establishments, and for the total econ- 
omy and manufacturing. What is remarkable 
about this finding is not that the recent growth in 
small unit employment shares has been enormous 
in all countries, but rather that the pattern of 
decline and then growth is so robust over such a 
wide sample of countries, sectors, size distribu- 
tions, and institutions. 

The remainder of this section is divided into 
three parts. The first section discusses the size 

distribution data in more detail. The next section 
addresses a series of important issues that arise in 
the interpretation of these data. The third section 
summarises and evaluates relevant evidence from 
the job generation literature. 

1. A more detailed review 

Data on the size distribution of employment vary 
enormously in coverage and frequency across the 
six countries. The data are better for establish- 
ments than enterprises, and for manufacturing 
than other sectors. What emerges from these data, 
however, is a clear picture of a recent general 
trend toward smaller units of production. 

Table III shows enterprise size data at the total 
economy level and for manufacturing. Despite 
significant cross-national differences in the size 

T A B L E  IIl 
T ime series employment  shares by enterprise size (number  of  employees)  

UnitedStates 1958 1963 1967 1972 1977 1982 

Total 

S 41.3 39.9 39.9 41.3 40.1 45.7 
S + M  55.1 52.9 53.2 53.5 52.5 58.7 

Manufactur ing 

S 20.6 19.1 16.3 16.2 16.2 17.6 
S + M  37.1 34.5 30.4 28,9 29.0 30.3 

Japan 1959 1965 1971 1977 t 979  1982 1985 

Total 

S" 46.7 43.8 45.5 46.5 48.3 49.3 
S b 53.3 56.9 57.3 56.6 55.7 
S + M  ~ 54.6 53.7 55.9 58.9 60.2 60.0 
S + M  ~' 70.11 72.7 73.6 73.1 73.0 

M a n u ~ c t u r i n g  1919 1935 1949 1955 1972 r 1979 ~ 1983 f 
S 45 J 48 d 51 d 57 d 43 49 47 
S + M  75 ~ 83 r 75 ~ 85 ~ 63 68 67 

France 1971 1979 

Total 
S 39.0 43.4 
S + M  57.4 60.7 

Manufactur ing 
S 26.4 28.6 
S + M  49.5 50.6 

1985 

46.2 
64.5 
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Table HI (Continued) 
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Germany 1907 1925 1961 1970 

Total 
Sg 72.9 61.5 54.9 52.3 
S+M h 86.2 76.0 70.4 68.8 

Manufacturing' 1963 1970 1976 1977 
S 13.5 12.0 12.7 15.3 
S+M 38.5 36.0 36.8 39.0 

1980 
15.0 
38.8 

1984 
15.6 
39.7 

United KingdomJ 1971 1973 1976 1980 1983 

Manufacturing 
S 15.5 15.3 17.0 18.8 22.0 

Italy 1951 1961 1971 1981 

Total 
S 60.2 63.5 61.6 69.3 
S+M 73.0 77.1 74.4 81.5 

Manufacturing ~ 
S 50.5 53.2 50.5 55.3 
S+M 67.4 72.0 69.2 73.9 

Notes: S = < 100 employees; S+M = < 500 employees. 
Basic Survey of Employment Structure. 

b Annual Report of the Labor Force Survey. 
c 0--299 employees. 
J 5--99 employees. 

5--999 employees. 
From OECD (1985), Chart 13. 
1--199 employees. 

h 1--999 employees. 
' 1963--1976 data are not comparable with 1977--1983 data due to inclusion of the Handwerk sector only in the latter period. 
Also, data cover only enterprises with > 20 employees. 
J From Storey and Johnson (1987), Table 4. 
k Excludes NACE Divisions 21 and 23. 

distribution, the employment  share of  small enter- 
prises has reversed a downward trend and risen 
significantly in all nine countries 4 which were part  
of  this study. In addition, the same result has been 
reported for other countries, such as Canada 
(Laroche, 1989). Even in countries exhibiting very 
different size distributions, such as Italy and the 
United States, the time series behaviour of the 
small enterprise employment  shares have been 
very similar. Furthermore,  small enterprise gains 
have coincided with large enterprise losses, as the 
employment  shares of medium-sized enterprises 
have remained fairly stable. 

Changes in the total economy size distribution 
may be influenced significantly by a sectoral 

recomposition of employment  f rom goods to 
services production, because average enterprise 
and establishment size is smaller in the services 
sector. The best way to examine this issue is to 
decompose  the aggregate change into three parts: 
across sectors (compositional), within sectors, and 
an inter-action component.  5 These calculations 
have been performed for three of the nine coun- 
tries in our sample. In Japan (1973--1983)  and 
France (1975--1981) ,  75% and 45%, respec- 
tively, of the increase in very small (fewer than 29 
employees in Japan; fewer than 20 employees in 
France) enterprise employment  shares was due to 
compositional shifts (OECD,  1985, p. 7). The 
United States study in this volume reports that just 
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TABLE IVa 
Time series employment shares by establishment size, total economy 

Recent data 

Japan 1969 1972 1975 1978 1981 

S 70.1 71.5 73.8 76.1 77.1 
S+M a 83.1 84.2 85.6 87.5 88.3 

United States 1962 1965 1970 1975 1979 

S 51.3 51.5 49.5 54.0 54.1 
S+M 77.7 77.6 78,6 79.8 

Germany b 1977 1979 1982 1984 1985 

S 47.0 47.9 49.0 50.2 49.6 
S+M 70.4 71.1 71.9 73.0 72.3 

Italy 1951 1961 1971 1981 

S 67.2 61.6 69.3 72.4 
S+M 82.6 82.2 85.0 87.3 

1982 

55,1 

1985 

55.9 

Historical data 

F.R.G. "~.c 1882~ 1895g 1907 1925 1933 1950 1970 

S o e 78.0 70.4 62,9 53.3 62.0 56.8 43.6 
S+M ~,f 88.1 84.4 79.7 69.9 76.4 73.0 63.2 

United States h 1909 1919 1929 1933 1939 1947 1967 

VS' 14.4 10.3 9.8 10.0 9.5 7.2 5.6 
SJ 37.8 29.2 29,1 30.8 30.0 25.0 23.2 

1977 

6.5 
25.3 

Notes: VS ~ < 20 employees; S ~ < 100 employees; S+M ~ < 500 employees. 
" 1--300 employees. 
b Data from Employment Statistic. 
c Census data. 
d Includes the self-employed. 

Up to 50 employees. 
t Up to 200 employees. 

No self-employed data for these years. 
h Manufacturing sector; Census of Manufactures data. 

Less than 20 employees. 
J Less than 100 employees. 

under 50 per cent of the shift to small establish- 
ments from 1973 to 1984 was due to changes in 
the sectoral composition of employment. Like- 
wise, Davis and Haltwanger (1989) find significant 
shifts toward small and medium-sized establish- 
ments within the U.S. goods-producing sector 
from 1974 to 1985, and significant shifts toward 
middle-sized establishments in several services- 
producing industries. Therefore, while composi- 
tional effects are clearly important, there remains 
a significant within-sector shift to smaller units. 

Another way to see the within-sector changes in 
the size distribution is to examine the more 
comprehensive manufacturing enterprise data 
given in Table III, which also indicates that the 
shift to smaller enterprises is not a purely com- 
positional effect. Table llI shows that, again, while 
there is enormous international variance in the 
size structure of manufacturing, the small enter- 
prise employment share has been rising at the 
expense of large enterprises. The United Kingdom 
is the most striking example of increased relative 
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TABLE IVB 
Time series employment shares by establishment size manufacturing 

Japan 1957 1962 1967 1971 1977 1980 1982 

S 59 52 53 51 56 58 56 
S+M '~ 73 68 69 67 71 74 72 

UnitedStat~ 1974 1978 1982 1985 

S 24 25 27 28 
S+M 57 58 60 61 

France 1906 1926 1931 1936 1954 1966 1974 

S 75 63 59 61 52 48 45 
S+M 88 81 79 79 75 74 72 

United Kingdom 1930 1948 1954 1963 1970 1974/75 1983 

S 29 27 24 20 18 20 26 
S+M 62 59 57 50 45 45 53 

Germany t" 1963 1970 1976 1977 1980 1984 

S 20 19 20 19 18 19 
S+M 48 47 48 48 47 49 

lta~ ~ 1951 1961 1971 1981 

S 54 57 55 59 
S+M 75 79 77 811 

1984 

55 
72 

1981 

47 
73 

No tes: 
�9 ' 10(I--299 employees. 
h 1963-- 1976 data are not comparable with 1977-- 1984 data due to inclusion of the Handwerk sector only in the latter period. 

Excludes NACE Divisions 21 and 23 

employment in small manufacturing enterprises. 
Finally, the most recent Japanese data reveal a 
modest decline in the employment share of small 
manufacturing enterprises during the latest reces- 
sion. More recent data is necessary to determine 
whether the downturn continued into the sub- 
sequent business cycle recovery. 

The services data, not shown, are much more 
anecdotal and fragmentary. The services sector is 
defined in so many different ways that inter- 
national comparisons of the size structure are not 
very meaningful. The time series evidence is even 
thinner, and does not suggest any clear trend. 
What is perhaps most notable in the services data 
is the existence of sectors, such as banking and 
insurance, where the typical enterprise is quite 
large, and eating and drinking establishments and 
personal and commercial services, where most 
enterprises are quite small. 

Establishments are production units, and shifts 

in their size structure are obviously conceptually 
distinct from that of enterprises, which are owner- 
ship units. Which entity is most appropriate 
depends on precisely what issues are being 
addressed; more specifically, whether the em- 
phasis is on production or control. The data in the 
nine country studies indicate, however, that the 
movement in both cases is toward higher employ- 
ment shares in small units: enterprises are getting 
smaller, at least in part, because establishments are 
getting smaller. 

The pattern of international variation in the size 
structure identified for enterprises also holds for 
establishments: Japan, Italy and Switzerland have 
relatively large shares of employment in small 
establishments, while the United States and Ger- 
many have larger shares in medium and large 
establishments (Table II). The time series data 
(Table IVa) again display a noticeable "V" pattern 
for small establishments, as well as a decline in 
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large establishment employment shares. Early 
time series data for Germany and the United 
States show a long and steady decline in small 
establishment employment shares into the late 
1960s -- early 1970s, with a significant blip during 
the Great Depression (more on this latter point 
below). 

The manufacturing establishment size data are 
the most comprehensive in this study (Table IVb). 
The evolution of the manufacturing establishment 
size distribution over time provides the clearest 
case in the sample for an intemational "V" pattern. 
In all the countries the employment shares of small 
establishments rise in the late 1970s or early 
1980s, reversing downward trends in previous 
periods. The increase is again particularly striking 
for the United Kingdom. However, in Japan the 
trend toward larger shares of employment in small 
establishments was reversed in the early-mid 
1980s, which is consistent with the Japanese 
enterprise level developments reported above. 
The data from the other countries, at least so far, 
do not suggest that the reversal is, like the "V" 
pattern, an international phenomenon in manufac- 
turing. 

TABLE V 
Number of establishments and average establishment size, 

United Kingdom 

100 largest firms All firms 

Ave. no. Ave. estab. Ave. no. Ave. estab. 
estabs, emp. estabs, emp. 

1970 36.2 774 1.2 85.8 
1975 38.4 695 1.2 82.2 
1979 37.5 644 1.2 68.6 
1983 40.7 429 1.2 49.6 

Source: Sengenberger, Loveman and Piore (1990). 

Finally, the existence of comparable enterprise 
and establishment data is important for considera- 
tion of a closely related issue: namely, decentrali- 
sation of production within large enterprises. 
Declining large enterprise employment shares are 
not sufficient to address this issue, since they are 
consistent with a declining number of increasingly 
large establishments. However, if the dynamics of 
establishment and enterprise size distributions of 

employment in an industry both favour smaller 
units, then the hypothesis of decentralisation 
within large firms gains further credence. The 
data, in fact, support such a hypothesis for most 
cases where comparable data exist; e.g., Japan, 
Italy, the United States, France, Germany and 
Britain. Nonetheless, to make the case conclu- 
sively requires data on the average number of 
establishments per large enterprise, since other- 
wise the true results may be lost in aggregation. 
The British report provides such data for the 100 
largest firms from 1970 to 1983 (Table V). These 
data show an increase in the average number of 
establishments per large enterprise and a decline 
in average employment per establishment, thus 
demonstrating decentralisation of large enter- 
prises in Britain. 

2. Problems in interpretation of the employment 
share evidence 

The employment share data provide fairly conclu- 
sive evidence of a relative shift in employment to 
smaller units in recent years, but this method of 
empirical inquiry has a number of shortcomings 
with respect to gaining a rich understanding of 
actual changes in industrial organisation. The 
fundamental problem arises in the inability of 
share data to inform explicitly on both changes 
taking place in existing firms over time, and 
changes introduced by the dynamics of firm births 
and deaths. These changes, which are identifiable 
using longitudinal data, are obscured almost 
entirely in share data. Examples are many, but 
consider the following problems. The same rise in 
the employment share of small enterprises may 
result from employment decline among large firms 
but constant employment in existing small firms, 
births of small firms and stable employment in 
large firms, employment growth among existing 
small firms at a rate exceeding that of large firms, 
and substantial employment loss among several 
large enterprises that over time move through the 
size distribution into the small firm sector, etc. Of 
course, a small firm employment share decline can 
result from dynamic growth of small firms through 
the size distribution. These examples illustrate the 
point that exactly the same employment share 
changes can be generated by vastly different 
phenomena having widely varying implications for 
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new industrial organisation. The problems in this 
regard are very similar to those of job generation 
studies, but in the latter case the data permit the 
research methodology to control more carefully 
for these factors. 

A closely related empirical problem, that has 
increased in importance significantly in recent 
years, is that large enterprises often have very 
many legally independent subsidiaries. While the 
subsidiaries are de lure independent, they are de 
facto part of the large enterprise and should be 
accounted for accordingly. The relationship be- 
tween the ostensibly independent firms is virtually 
impossible to track in current large samples, but 
the failure to do so may seriously jeopardise infer- 
ences drawn from the unadjusted data. Bade 
(1983), for example, found that in 1983 the 32 
largest German manufacturing enterprises had in 
excess of 1,000 legally independent subsidiaries, 
and the number grew by almost 50% from 1971-- 
1983. Developments of this sort have obvious 
implications for the sort of conclusions that might 
be drawn from a more superficial review of the 
data presented in this overview. If the phenome- 
non identified by Bade is international, the results 
discussed above must be seen as an upper bound 
on the true movement to smaller enterprises. 

A further important consideration is that, after 
all, employment is only one of many potential 
dimensions by which to analyse changes in indus- 
trial organisation, and the dimensions which are 
most relevant for empirical work should be 
derived, or follow, from a well articulated theory 
of industrial organisation (Acs and Audretsch, 
1990). Of course, in the end, the empirical work is 
always constrained by data availability, but this 
fact should not impede the understanding that a 
theory may suggest that other indicators are best, 
or more appropriate, for testing hypotheses. In the 
United States, for example, the declining manufac- 
turing employment share is considered by many to 
be evidence of deindustrialisation, while for others 
it is the logical, and desirable, result of a rate of 
productivity growth exceeding that of other sec- 
tors. It may be that changes in industrial organisa- 
tion are best captured by changes in the size 
distribution of profitability, value-added, capital 
investment, unit labour costs, innovation (patents), 
in-process inventories, or a myriad of other non- 
employment variables. If, for example, a large 

enterprise reduces employment but increases its 
capital stock so as to keep output constant, this is 
obviously a different development in terms of 
industrial organisation than if large enterprise 
employment declines because production is actu- 
ally shifting to smaller firms. The country reports 
contain a variety of important non-employment 
data that is very useful in understanding national 
developments in the size structure. Unfortunately, 
comparable data are not available in enough 
countries to permit international comparison. 

For better or worse the employment share data 
are the most comprehensive available in this 
project for the purposes of international com- 
parison, so it is important to now weigh critically 
what can be learned from them. Perhaps the most 
significant cause for concern that the increasing 
small unit employment shares does not reflect any 
fundamental changes in industrial organisation 
favouring smaller units is that there is compelling 
evidence in the data that the "V" pattern may be 
generated largely by the counter-cyclicality of 
small firm employment shares. If these shares rise 
in recessionary periods as large firms reduce 
employment, there is an employment decline in 
industries like durable or capital goods which are 
produced primarily by large units, and new and 
small firm employment rises (part-time work, 
subcontracting, etc.), this is a much different 
matter than if there is a trend increase in small 
firm employment. 

The best way to investigate this issue, given the 
available data, would be to regress the employ- 
ment shares on cyclical variables to determine if a 
trend exists and, if so, in what direction. The 
United States study in this volume includes such 
an analysis. The small manufacturing establish- 
ment employment share is regressed on cyclical 
variables and a time trend for the period 1969 to 
1984. The results indicate an important, statis- 
tically significant counter-cyclical relationship and 
a positive trend. The similar regression for large 
establishments fields a statistically significant 
cyclical relationship and a negative trend. The shift 
to small establishments, therefore, remains after 
controlling for the effect of the business cycle. 

In the absence of this type of analysis for the 
other countries, the time series data must be 
examined to consider whether cyclical effects have 
played a large role. A first pass at this procedure 
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suggests that there are at least three reasons for 
thinking that cyclical factors have been important. 
First, the "V" pattern crudely fits the prosperous 
1960s/stagttation 1970s experience, and individ- 
ual country data often fit rather closely with even 
the more detailed cycles in the 1970s/early 1980s. 
In other cases there is evidence of a cyclical effect 
around a positive trend similar to what was found 
in the regression analysis of the United States 
data. This can be seen by looking at first differ- 
ences of the British manufacturing enterprise time 
series. 

For most other countries the time series are 
inadequate to test for cyclical influences, but in the 
case of Japan the data are adequate yet give mixed 
results. On the one hand, the Japanese data up to 
1980 do not seem to display much cyclical 
sensitivity. This may be due in part to the superior 
macroeconomic performance of Japan over the 
period but, in fact, this makes the Japanese small 
unit experience even more outstanding. Industrial 
employment growth from 1970 to 1983 was 
higher in Japan than in any of the other eight 
countries and GNP growth exceeded the OECD 
average throughout the period, yet the small unit 
share grew steadily and substantially. On the other 
hand, the most recent time series data for total 
economy enterprises and manufacturing enter- 
prises and establishments reveal a reversal in the 
trend toward smaller enterprises since roughly 
1980. Output and rate of return on capital data in 
the Japanese report also show a sharp deteriora- 
tion in the relative profitability and output of small 
enterprises and establishments since 1980. While 
the overall Japanese experience cautions against 
extrapolating these recent results to other coun- 
tries, the recent Japanese and United States data 
raise questions about the sustainability of the trend 
to small units during the recent recovery. 

A third reason for concern about cyclical influ- 
ences stems from data from the Great Depression. 
In French manufacturing establishment data, Ger- 
man economy establishment data, and Japanese 
total economy enterprise data, there are very large 
increases or blips, coincident with the Great 
Depression during what are otherwise significant 
negative trends in small unit employment shares. 
Thus, there is a historical precedent for the claim 
that increased small unit employment shares are a 
product of bad times. 

One commonly cited cyclical explanation for 
small firm growth appears not to have played an 
important role: self-employment. Self-employment 
and new firms started by the self-employed are 
generally considered to be a significant counter- 
cyclical response to rising unemployment. How- 
ever, a recent study by the OECD (1986) con- 
eludes that the level of self-employment is in- 
sensitive to the business cycle. It is not, therefore, 
likely to have affected the size distribution of 
employment. 

In sum, this section has raised several issues 
that counsel caution in interpretation of the 
employment share data. The data are, unfor- 
tunately, inadequate to permit a more rigorous 
empirical analysis that would control for the 
business cycle, sectoral recomposition, etc. and 
calculate what portion of the shift to smaller units 
was a "genuine" change in industrial organisation. 
These shortcomings do not, however, imply that 
nothing can be learned from the data, or that 
nothing substantive has happened. Indeed, the fact 
that a long-standing trend toward larger units has 
ceased and generally reversed in all nine countries 
spanning such a wide range of size structures, 
institutions, levels of economic performance, etc. 
suggests that something quite important and 
fundamental has taken place. Furthermore, the 
fact that a shift to smaller units was coincident with 
bad economic times need not by any means imply 
that the shift was part of a stable relationship 
between the business cycle and the size structure, 
supported by an unchanged regime of industrial 
organisation. Quite the contrary, the bad times 
might have been symptomatic of institutional crisis 
and flux, of which change in the size structure of 
business organisations was an important part. 
Alternative explanations for the shift to smaller 
units of employment are considered in the follow- 
ing section. 

3. Job generation 

a. Evidence from the United States. Much of the 
attention devoted to small firms in recent years 
resulted from research, beginning with Birch 
(1979) in the United States, claiming that small 
firms were responsible for creating a dispropor- 
tionate share of new jobs. The process of job 
generation is indissolubly connected with the 
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evolution of employment shares, but there is no 
unique mapping between the former and periodic 
observations of the latter. The job generation 
methodology is based on longitudinal data that 
tracks enterprises or establishments over time, 
whereas employment shares are simply cross- 
section snapshots of the size distribution at 
different points in time. The aim of job generation 
studies is to account for employment changes 
by size class, distinguish between employment 
changes from firm births and deaths and in situ 
expansion or contraction, and to control properly 
for movements of firms across size boundaries. 
Changes in employment shares over time can be 
the result of an infinite number of combinations of 
these factors. Thus, longitudinal job generation 
studies are necessary to attribute employment 
changes explicitly to firms of different sizes. 

Unfortunately, job generation studies, such as 
those of Birch (1979) suffer from very severe 
methodological problems, including: 

- -  failure to properly adjust for example selection 
bias resulting from firm deaths; 

- -  inadequate and biased sectoral representation 
in the sample over time; 

-- biased reporting of employment by firm. 

A detailed critique of the job generation 
methodology is not pursued here, but may be 
found in the literature discussed below. What 
follows is a brief review of the empirical findings 
from the job generation literature, with a general 
caveat that the results, particularly Bitch's results, 
are highly controversial. For this reason, the 
analysis in this paper is based on the more 
conservative employment share evidence. 

Birch's (1979) pioneering study stimulated so 
much additional work, at least in part, because of 
its strong claims for the job generation perform- 
ance of small firms. For the period 1969--1976, 
Birch claimed that small enterprises contributed 
82% of net job growth in the United States private 
economy. While Birch (1979) referred to his 
results in terms of enterprises, the data were 
actually drawn from establishments, and no effort 
was made to link establishments to enterprises. 
This is one obvious source of an upward bias in 
Birch's results. Subsequent work by Armington 
and Odle (1982) using the same data base, first for 
Brookings and later for the United States Small 

Business Administration (1985), found small 
enterprises responsible for 39% and 53% of net 
job creation for the periods 1978--1980 and 
1976--82, respectively. Studies of the American 
case suggest that the superior job generation 
performance of small firms was due to both higher 
in situ growth and greater job creation by new 
firms. Small firms are reported to have been better 
job creators across a wide range of industries, but 
to have performed relatively best in terms of job 
growth in declining industries. Birch argues that 
the employment dynamic of individual firms is 
quite volatile with '~r and "losers" often 
exchanging positions in consecutive years. Teitz et 
al. (1981) point out that, in California, small firm 
job generation was concentrated in only a few 
firms, while most experienced very modest em- 
ployment changes. 

Birch (1987) provides updated and far more 
comprehensive United States job generation re- 
sults. The data for 1981--1985 are consistent with 
his earlier findings: 88% of net job creation was 
in enterprises with 1--19 employees, and small 
enterprises with fewer than 100 employees 
accounted for essentially all net job creation.Small 
firms were again found to be superior both in 
terms of in situ expansion and job creation from 
start-ups and closures. In the latter case, very small 
firms created more than half the total, but very 
large firms (more than 500) were also important 
contributors. Large firms are less likely to die, but 
more likely to contract. Job creation by medium 
and large firms was particularly erratic, while it 
varied much less among small firms. 

Finally, Birch (1987) stresses the tremendous 
turbulence experienced by firms of all sizes during 
this period. He finds that big losers in previous 
periods have the highest odds of being big winners 
in subsequent periods, and vice versa. As in Teitz 
et al. (1981), it is the few big winners that create 
the majority of the jobs: from 1981--1985, the 
18% of finns that grew fastest created 86% of the 
net new jobs. 

In addition to a variety of other detailed 
methodological criticisms, the job generation 
literature was recently called into question by 
Jonathan Leonard's (1986) work in the United 
States. Leonard argues that firms have long-run, or 
equilibrium configurations from which they may 
be temporarily disturbed. Thus, they occasionally 
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fred themselves somewhat larger or smaller than 
their long-term mean employment. The process of 
transitory fluctuation around this mean has an 
inherent statistical bias with respect to job 
accounting of the Birch variety, as transitorily 
small firms will gain jobs during their path back to 
equilibrium, and vice versa for temporarily large 
firms. The argument is, therefore, that "regression 
to the mean" will generate high rates of job 
creation (loss) for small (large) firms, but the result 
is, in fact, a statistical artifact of the equilibration 
process. In a period of rapid structural change, 
when there is a significant shift from old to new 
industries, the small unit employment share will 
rise as old firms are shrinking below their opti- 
mum and young firms have not yet reached their 
optimum. 

Leonard tests this stochastic model using 
United States longitudinal data on firms in exist- 
ence from 1974--1980 (i.e., excludes births and 
deaths). His results suggest that, if his model of 
optimum finn size is appropriate, the conventional 
finding of a negative relationship between employ- 
ment growth and size is nothing more than regres- 
sion to the mean. Brownyn Hall (1986), con- 
versely, estimates a similar model and rejects 
"regression to the mean" for a different manu- 
facturing sector sample. She argues instead that 
differences in investment and R&D outlays explain 
truly superior job creation performance by small 
firms. Thus, this new dimension of the debate is by 
no means resolved, either. 

Leonard makes a related point using his longi- 
tudinal data on employment shares. The employ- 
ment share analysis presented earlier in this 
section compared cross sections wherein enter- 
prise/establishment employment shares were 
defined in terms of the current year size class. An 
alternative method is to compare shares calculated 
using base or terminal period size classes; e.g., 
1980 employment by 1980 size class versus 1974 
employment by 1980 size class. Using this tech- 
nique Leonard finds that, while establishments 
that are small tend to grow, establishments that are 
small tend to have shrunk. This is another implica- 
tion of regression to the mean. 

Evans (1987) uses United States manufacturing 
data from 1976 to 1982 to estimate the relation- 
ship between employment growth, firm size and 
age. He finds that employment growth decreases 

with size and age, and these results are robust to 
alternative assumptions regarding sample censor- 
ing (exit firms) and functional forms of the growth 
relationship. Evans' finding that growth decreases 
with size given age, and vice versa, is consistent 
with Birch's (1979, 1987) similar results, despite 
very different methodologies. Thus, while young 
firm growth is abnormally high, small firms con- 
tinue to grow faster than large firms even after 
many years. The life-cycle model of firm growth is 
therefore applicable, but does not tell the entire 
story in the United States. 

Finally, the most comprehensive analysis of a 
United States manufacturing job growth by estab- 
lishment size is conducted by Dunne, Roberts and 
Samuelson (1989) using the longitudinal data set 
of all manufacturing plants present in the 1967, 
1972, 1977 and 1982 Census of Manufacturers. 
They find a tradeoff between growth rates and 
survival rates, and variance across ownership 
types: 

When compared with small plants, large plants have lower 
failure rates and lower growth rates if they survive. Large 
multi-unit plants have both lower failure rates and higher 
growth rates if successful than large single-unit plants. The 
latter plants have negative growth rates even when they 
survive (Dunne etal., 1987, p. 31). 

However, the failure rate is substantially higher for 
smaller plants: The average failure rate for plants 
with 5--19 employees is 12.7%, 34.4% and 
104.7% higher than for plants with 20--00, 100-- 
249, and more than 250 employees, respectively. 

b. International evidence. Following Birch's work, 
job generation studies have been undertaken in 
many OECD countries, and the results of many of 
these studies are summarised in Sengenberger, 
Loveman and Piore (1990), OECD (1985), and 
Storey and Johnson (1987). Storey and Johnson 
summarise the SME employment creation litera- 
ture for the United Kingdom, Germany, and 
France; and Table VI, taken from their paper, 
gives an overview of the more important empirical 
findings. Note that the figures are percentages of 
base year employment, so that a given growth rate 
translates into many fewer jobs for small firms 
than for large firms. 

Hence, despite the relatively strong perform- 
ance of SMEs, the job losses of large enterprises 
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TABLE VI 
Job generation studies in Europe 

Country Time 
area period Coverage 

Annualized % change in employment 
(% of total base year employment) 
size of firm/establishment 

20 20--49 50--99 100--499 500+ Total 

United Kingdom 
1968/1975 

East Midlands 
1965/1976 Manuf. 

Northern England 
1976/1981 Manuf. 

Northern England 
1972/1975 Manuf. 

United Kingdom 
1971 - -  1981 Manuf. 

United Kingdom 
1982/1984 All sectors 

United Kingdom 
1971 / 1981 All sectors 

Northern Ireland Manuf. 

+0.4 +0.3 +0.2 -0.3 -0 .9  -0.3 

+0.2 +0.1 +0~0 -0.1 -1.0 -0 .8  

+0.2 --0.0 --0.2 --I.6 --3.8 --5.4 

0.0 0.0 0.0 0.0 -0.1 -0.1 

+(I.8 --0.1 - -0 .0  --0.1 - -1 .4  - -0 .7  

+2.0 +0.3 --0.0 --1.0 --2.2 --0.9 
+0.1 --0.0 --0.2 --1.2 --1.9 --3.2 

F.R. Germany 

F.R.G. (sample)* 
1974-- 1981 All sectors 

F.R.G. (4 regions)* 
1974-- 1980 All sectors 

Northrhine-Westfalia 
1 9 7 8 - -  1984 Manuf. 

Ruhr and Frankfurt 
1975-- 1980 All sectors 

+0.2 +0.2 +0.2 +0.2 --0.5 +0.3 

+0.8 +0.7 -0.0 --0.2 -0.5 +0.8 

-0.2 --0.3 -0.3 -0 .9  --1.3 -3.0 

+1.1 --0.4 --0.4 -0.5 -0.5 +0.3 

France 

Poitions-Charentes 
1 9 7 2 - -  1984 All sectors 

France 
1981 - -  1983 All sectors 

+ 1.0 +0.7 -0.1 - 1.9 +0.5 +0.2 

+ 0 . 0  - 0 . 1  - 0 . 1  - 0 . 4  - 0 . 4  - 1.0 

Ireland 

Ireland 
1973-- ! 980 Manuf. { +0.7 } +0.3 -0.3 -0.2 +0.6 

Source: Storey and Johnson (1987). 
* Survivor analysis only. 

were  sufficient to  d o m i n a t e  aggregate  e m p l o y m e n t  
pe r fo rmance .  Thus,  desp i t e  e m p l o y m e n t  gains 
among  SMEs ,  to ta l  e m p l o y m e n t  fell in near ly  all 
s amples  that  inc lude  f i rm closures .  W h i l e  these  
figures a re  no t  c o m p a r a b l e  to those  of  Birch,  it  is 

now easy to see how S M E  j o b  c rea t ion  can  b e  
s imul taneous ly  m o d e s t  in abso lu te  numbers ,  and  
very  large as a pe rcen tage  of  ne t  j o b  creat ion.  

S torey  and Johnson  ci te  two i m p o r t a n t  caveats  
to  the  results.  F i rs t ,  the  d i s t r ibu t ion  o f  j o b  gains  
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and losses within size groups is far from uniform: a 
large proportion of new jobs (job losses) comes 
from a small number of firms. Table VII, also 
taken from Storey and Johnson (1987), shows that 
very few of the firms that started the period in the 
smallest size category grew past the very small size 
group by the end of the period. However, the vast 
majority of new jobs were created by the few firms 
that did expand substantially. Second, Storey and 
Johnson point out that, given the minor (major) 
job losses from the contraction or closure of small 
(large) firms, it is relatively easy (hard) for a few 
"winners" to compensate for the losers. Thus, 
there is a natural bias favouring small firms in this 
sort of job growth accounting. 

Hull's (1986) review of German job generation 
studies supports these points, but is more skeptical 
about the evidence for small firm dynamism. Hull 
disagrees with Birch's finding that size, and not 
age, is the key factor in job growth. Regression 
analysis of a sample of 458 small independent 
manufacturers in Northern Germany suggests that 

'fit is more the youth of small finns than their size 
which 'makes' them grow" (p. 24). 

Additional information on job creation in the 
Federal Republic of Germany is provided by 
Fritsch's (1989) study of 3,300 industrial estab- 
lishments. It shows that for the period from 1975 
to 1986, the percentage of net employment growth 
was inversely related to establishment size. By far 
the largest net increase was recorded in establish- 
ments with fewer than 20 employees. Since the 
data include only the survivor firms, and the 
failure rate is higher for small firms than for larger 
ones, caution is required in inferring from the data 
that smaller finns are more successful in job 
creation. 

The Italian report reviews the recent important 
work of Contini and Revelli (1987). The Italian 
data indicate that across a wide range of geo- 
graphical regions, time periods, sectors, and 
methodologies, SMEs are creating jobs at a time 
when large enterprises have experienced declining 
employment. The Italian job generation story is 

TABLE VII 
Jobs created in expansions of small firms* 

Employment size group at end year 

0 1-- 19 20--49 50--99 100--499 --500+ Total (n) 

UK 1982--1984 

% of firms 10.6 87.7 1.2 0.3 0.1 0.02 560,250 
% of jobs 
In expansion -- 0.0 23.1 19.7 22.0 28.3 550,000 

France 1981--1983 

% of firms 30.5 64.7 4.5 0.2 0.09 0.005 22,200 
% of jobs 
In expansion -- 0.0 57.0 16.1 23.5 3.2 15,805 

Poition Charentes 1972-- 1984 

% of firms 61.9 33.3 4.2 0.5 0.06 0.06 1,682 
% of jobs 
In expansion -- 0.0 47.8 14.5 6.6 31.1 2,483 

Ireland 1973-- 1980 

% of firms 25.9 65.5 6.2 1.7 0.7 0.0 1,980 
% of jobs 
In expansion -- na na na na na 34,587 

Source: Storey and Johnson (1987). 
* 'Small firms' defined as less than 20 employees, apart from Ireland -- less than 25 employees. 
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very much like that of Birch in the United States, 
but the results are even more striking for very 
small Italian firms. 

In sum, a conservative review of the job 
generation literature suggests that small firms 
account for at least their share of employment 
creation, but the net new jobs result from a very 
dynamic process of expansion and contraction 
within the small firm sector. Large employment 
gains occur only in a few small firms, as most small 
firms start and remain small throughout their 
existence. 

The job generation studies show that the 
employment dynamic accompanying new firm 
formation and business closures is very important 
to the net employment contribution of small units. 
Data in several country reports suggest that small 
firm employment share gains may have come, in 
part, from net additions to the stock of firms in 
recent years. Time series evidence for Germany, 
France, Japan, and Hungary shows that the 
population of enterprises has risen significantly in 
the first half of the 1980s. In general, the increase 
has resulted from a rise in new firms more than 
offsetting an increase in closures. Storey and 
Johnson (1987) draw the same conclusion from 
their sample of EC countries. 

Hull, however, cites very interesting German 
data on new firm registrations which suggest that 
simple measures of firm births and deaths may not 
correspond to economically meaningful changes 
in the population of finns. A sample of new firms 
registered in 1981 and 1983 shows that roughly 
25% of "new firms" were in fact takeovers or other 
continuations of existing business, and another 
25% were not their founder's sole source of liveli- 
hood. Thus, only approximately 50% of the 
registrations were for "genuine start-ups providing 
the founder's sole source of livelihood" (Hull, 
1986, p. 18). In the United States, new business 
data are further suspect because of the frequent 
and growing use of a variety of "paper corpora- 
tions" for purposes of tax and litigation avoidance. 
Therefore, data suggesting recent increases in both 
the population of firms and their volatility must be 
interpreted rather cautiously. 

The country reports also include a variety of 
measures of enterprise formation by sector. In 
all cases new firm formation is proportionately 
highest in the services and wholesale and retail 

trade sectors and, more specifically, branches such 
as catering. Manufacturing and construction have 
below average rates of firm births. 

The precarious prospects for the survival of 
new enterprises, the vast majority of which are 
small, are well known, and are reflected in the fact 
that the probability of survival rises significantly 
with size. The longer odds faced by small firms are 
evident in Birch's (1979) findings that the per- 
centage of U.S. firms existing in 1969 that survived 
to 1976 was 40, 65, 70, and 80 for very small, 
small, medium, and large enterprises, respectively. 
Similarly, in the United Kingdom two-thirds of 
new businesses fall in their first two-and-a-half 
years, and in Germany 37% of 1985 insolvencies 
were in firms less than four years old. However, 
Birch (1987) reports that in the United States 
from 1981--1985, the odds of an establishment 
closing were essentially constant across size 
classes. 

The British report shows that firms that do 
persevere in the early years often have very long 
lives: for example, firms active at least seven years 
in 1970 had median ages ranging from 19 years in 
retail and motor trades to 22 years in manufactur- 
ing and 69 years in construction. This apparently 
bi-modal life expectancy distribution resulted in a 
median age at death of nearly four years for all 
sectors of the British economy in 1981. In 
addition, Marsden notes the surprising uniformity 
of this statistic across individual sectors. 

The young average age of most business failures 
explains part of the correlated rise of both births 
and deaths in recent years, since many of the latter 
follow with a short lag from the former. Further- 
more, Hull (1986) argues that many recent births 
in Germany have been induced by poor economic 
conditions in general and high unemployment in 
particular, and those undertaken as "last-ditch" 
attempts to provide livelihood to the founder may 
rest on especially shaky ground. The failure rate 
among these firms might therefore be expected to 
be abnormally high as either good times draw the 
entrepreneur back into dependent employment or 
bad times topple the weak firm. 

In reviewing the new firm formation data the 
implications for small unit employment creation 
bear repeating, ambiguous though they may be. 
First, it seems clear that internationally the vast 
majority of small new firms either remain small 



Small-St'ale Production 19 

indefinitely or fail. Thus, their contribution to 
employment creation is modest. The few remark- 
ably successful new small firms account for much 
of the total increase among small firms. Second, 
some studies (United States Small Business 
Administration, 1985; Gallagher and Stewart 
(United Kingdom), 1984) suggest that employ- 
ment growth rates for new large firms are roughly 
equal to those of small firms, thus perhaps yielding 
a substantial number of jobs despite fewer new 
firms. Third, many of the thorny empirical prob- 
lems discussed above also apply here. 

Finally, the notion of net job creation is also 
very elusive in the case of new firms. If new firms 
reflect a redistribution of production from existing 
firms, as would be the case with subcontracting, 
entries not involving significant innovations or 
new products, or entry into industries with in- 
elastic demand, the employment gains of new 
firms certainly have ambiguous welfare implica- 
tions. Consequently, even settling the apparently 
unresolvable empirical debate may not provide a 
clear answer to the more substantive questions 
about the role of new and small firms in raising 
aggregate welfare. 

IV. Labour compensation, working conditions 
and industrial relations 

If there is indeed a shift to production by smaller 
enterprises or establishments, the relative com- 
pensation and working conditions offered by 
SMEs are critical, since a new industrial organisa- 
tion entailing a deterioration in job quality is not 
an attractive development. If workers had homo- 
geneous tastes, an appropriate way to compare 
two jobs would be to ask whether workers with 
equal marginal products, or abilities, preferred 
one job over the other. However, it is extremely 
difficult to make such a comparison in practice, 
since many job and worker characteristics are not 
observable, workers have heterogeneous tastes 
over the range of job characteristics, and par- 
ticular jobs may be part of a training or search 
process yielding important non-wage benefits. 
Keeping in mind, nonetheless, what would be an 
ideal comparison, there is a variety of indicators 
which suggest that, on average, remuneration and 
working conditions are, and have historically been, 
inferior in small units. 

Table VIII shows that wages are an increasing 

TABLE VIII 
Average wages by enterprise and establishment size (percentage of wages in largest employment size group) 

Country Year 10--99 100--499 500+ 

France b 1978 83 86 100 
Germany c 1978 90 92 100 
Italy c 1978 85 93 100 
Japan d 1982 77 83 ~ 100 t 
United Statesg 1983 57 h 74 100 

5--29 30--99 100--499 500+ 

Japan' 1984 59 70 83 100 

10--49 50--99 100--199 200--499 500--999 1000 

GermanyJ 1978 
Blue collar 80 79 80 82 86 100 
White collar 64 74 79 80 85 100 

25--49 50--99 100--199 200--499 500--999 1000--1999 2000+ 

United Kingdom k 1980 
Semi-skilled 76 86 85 91 94 97 100 
Skilled 82 88 86 94 95 97 100 
Clerical 82 86 87 89 89 89 100 
Middle management 82 85 85 87 92 89 100 
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Table VIII (Continued) 
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Timeseriesdma 

5--29 30--99 100--499 500+ 

Japan' 1965 65.9 78.3 86.7 100 
1970 64.9 76.2 85.8 100 
1975 64.9 75.6 86.2 100 
1980 61.7 72.7 83.6 100 
1984 59.3 70.0 83.4 100 

United States n 

< 20 20--29 100--249 250--499 500--999 +1000 

1974 78 71 71 73 80 100 
1976 69 69 71 72 80 100 
1978 65 66 68 70 79 100 
1980 65 66 69 71 80 100 
1982 62 65 68 71 79 100 
1984 60 63 66 69 77 100 

25--99 500+ 

United Kingdom I 1970 85" 100 
1980 93" 100 

Notes: 
a Italy, the first German series, and the second United Kingdom and United States series are for establishments; all others are for 
enterprises. 
h Hourly pay, manual manufacturing workers. 
c Hourly pay, male manual manufacturing workers. 
a Monthly scheduled earnings for regular employees in private non-agricultural sector. 

100--999 employees. 
f 1000+ employees. 

Usual weekly earnings for wage and salary earners in private non-agricultural sector. 
h 1--99 employees. 
' Average monthly cash earnings of regular employees in all industries except services. 
J Total labor cost per hour in manufacturing, mining, and construction. 
k Workplace industrial relations survey for whole economy, establishments. 
i Average weekly earnings for manual workers in engineering firms. 
m 25--99 employees. 
" Annual payroll per employee in manufacturing establishments. 

funct ion of  enterprise and establishment size. In 
some cases, such as small firms in the Uni ted  
States and very small f inns in Japan, wages are just 
over  half those of  large firms. Wage  differentials 
are much  nar rower  in the Federa l  Republ ic  of  
Germany  where comprehens ive  industry-wide 
bargains are often applicable to all employers,  
including industries with many  small firms. 6 While 
Table  VI I I  shows that small firms in Ge rm a ny  pay 
male workers  in manufactur ing approximately  90 
per  cent of  what  large firms pay, another  study 
which examined monthly  incomes for  the years 
1 9 8 0 - - 1 9 8 1  showed little difference between 

establishments with fewer than 50 employees  and 
those with more  than 50 employees.  Female  
workers  could gain more  than male workers  f rom 
employment  in large plants. Control l ing for  gender,  
education,  seniority, and working time, estab- 
lishment size had a positive and significant effect 
on  wages. Again,  the size effect was larger for  
female than for  male workers  (Bri ided and 
Preisend6ffer ,  1986). 

The  figures in Table  VII I  differ substantially in 
definition and coverage,  but  two impor tant  inter- 
national conclusions are nonetheless clear f rom 
the data. First, small firms pay lower  average 
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wages than large firms in all countries in the 
sample. Second, wage gaps between large, medium 
and small enterprises/establishments differ sub- 
stantially across countries. The time series evi- 
dence is much more limited. The Japanese report 
presents three time series by firm size: average 
monthly regular pay; average monthly cash earn- 
ings (shown in Table VII1); and average hourly 
earnings. It is interesting to look at these three 
series together, since they show how regular pay, 
bonuses, and hours worked interact to affect wage 
differentials by size of enterprise. The regular pay 
and cash earnings series display very similar 
fluctuations for each size group from 1965--1984, 
but the differentials in the latter case are substan- 
tially larger because bonuses are primarily a large 
firm phenomenon. The differential for total hourly 
earnings is even larger for very small firms, owing 
to longer hours worked, but is roughly the same as 
monthly cash earnings for firms with 30--499 
employees. The pattern in differentials over time 
in all cases is a trend increase, with temporary 
declines in the oil-shock recessions of the 1970s. 
The differentials have risen substantially since the 
late 1970s and are at historically very high levels. 
The fluctuation and increase in differentials has 
been much more pronounced for small versus 
medium-sized firms. The United States manufac- 
turing data also display a steady increase in wage 
differentials by establishment size. Differentials 
widened for all size groups below 1,000 workers 
from 1974 to 1984, but the increase was espe- 
cially large for very small establishments. 

The only other intertemporal evidence comes 
from a comparison of 1970 and 1980 average 
weekly earnings for mutual workers in small 
engineering firms in Britain. These data show a 
very significant decline in the differentials, sug- 
gesting a relative shifting out (back) of labour 
demand curves for small (large) firms, since the 
small firm employment share rose coincidentally 
with small firm relative wages. 

Supporting evidence for a decline in wage dif- 
ferentials comes from an attempt in the Japanese 
report to adjust differentials for differences in 
worker age, education, occupation, and experi- 
ence. This method is in the spirit of the 'ideal 
comparison" outlined above, and it shows a 
significant narrowing of differentials in monthly 
regular pay for male manufacturing workers from 

1961 to 1972, and further from 1972 to 1984. It 
also shows that there are significant differences in 
the career profile of earnings by firm size, with the 
adjusted small firm differential being small if not 
negligible for workers under 40, but quite signifi- 
cant for workers over 50. This result may be due 
to the fact that many blue-collar workers in small 
firms achieve white-collar or ownership status 
around age 40. Indeed, the ability of some small 
firm employees to earn "entrepreneurial-like" 
incomes introduces considerable variance into the 
earnings distribution of small firm employees. The 
Japanese report shows that while the low tail of the 
small firm earnings distribution lies well below 
that for large firms, the high tail lies substantially 
above the highest earnings in large firms. 

The adjusted differentials for Japan, nonethe- 
less, almost undoubtedly understate the true size 
of compensation differentials. By using regular 
monthly pay rather than total hourly earnings, the 
adjustment fails to capture the higher bonuses and 
shorter hours in large firms. United States studies 
using more sophisticated techniques have con- 
sistently found that observationally equivalent 
workers in similar jobs earn considerably less in 
small firms. In a systematic review of American 
data, Brown and Medoff (1989) show that differ- 
ences in labour quality can explain no more than 
one-half of the total establishment size differential. 
This differential is estimated to be roughly 10% 
across establishments one standard deviation 
below the average size to one standard deviation 
above. Furthermore, Brown and Medoff find 
independent positive effects of enterprise and 
establishment size. Alternative explanations for 
the differentials -- differences in working condi- 
tions, product market power, and union avoidance 
- -  are found to contribute little empirically. 
Hence, much of the United States size differential 
remains unexplained. 

However, even this is an understatement of the 
pecuniary disadvantage of small firm employment, 
since it fails to account for non-wage compensa- 
tion such as medical insurance, pension benefits, 
etc. There is little doubt that fringe benefits are 
much higher for large enterprise employees. While 
this may be due in large part to more extensive 
unionisation of large firms, the OECD (1985, 
p. 79) reports that in the United States the dif- 
ferential by size is even more pronounced for 
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non-union firms. Comprehensive data on fringe 
benefits is notoriously hard to find. However, the 
Japanese and British reports document substan- 
tially lower non-wage compensation in small 
enterprises establishments, and Table IX taken 
from OECD (1985) shows that in the United 
States and J a p a n  compensation differentials are 
very large, and may perhaps be even wider than 
wage differentials in these countries. The table also 
suggests that the preponderance of part-time 
workers, who are typically exempt from fringe 
benefits, in small firms may explain part of the 
difference. 

Skill composition data in a few of the country 
reports suggest that compensation differentials are 
not likely to follow from an overall lower skill 
level in small firms. The French report gives 
detailed occupational data by firm size for 1979 
and 1983, which indicate that small firms employ 
roughly the same proportion of skilled production 
workers, but proportionately more white-collar 

workers and fewer unskilled workers than large 
firms. The difference narrowed somewhat from 
1979 to 1983, as large firms reduced their share of 
unskilled workers quite significantly. The British 
report shows that small engineering firms (25-- 
99) have a much higher share of skilled workers 
than large finns, and the difference increased from 
1970--1980. The small finns also have a slightly 
higher share of unskilled workers, but the large 
firms have a much greater share of semi-skilled 
workers. Similarly, Storey and Johnson (1987) cite 
evidence that the skill level of manufacturing 
employees is higher in small enterprises in the 
United Kingdom and Federal Republic of Ger- 
many. In Germany, 76% of male manual small 
firm workers are rated as skilled, as opposed to 
60% in large firms. There is no difference in the 
share of workers rated as unskilled workers, but 
the proportion of those rated as semi-skilled is 
much higher in large firms. A study based on 
social security data shows that larger establish- 

TABLE 1X 
Nonwage compensation by finn size 

Enterprise size (number of persons employed) 

United States 1 --24 25--99 100-- 199 500--999 1000+ 

Health insurance coverage 
(%) 1983 35.4 64.9 75.1 79.1 86.3 

Pension or retirement plan 
coverage (%) 1983 17.3 40.7 63.9 74.3 87.9 

Japan 

Average cost per 
regular employee 
of obligatory 
welfare services" (%) 
1982 

Average cost per 
regular employee 
of non-obligatory 
welfare services b (%) 
1982 

Retirement allowance 
at mandatory retirement (%) 
1982 

1--29 30--99 100--299 300--999 1000--4999 5000+ 

70.5 71.8 81.2 92.6 100.0 

28.7 30.4 41.6 60.5 100.0 

22.1 ---46.7 . . . . . .  100.0--- 

Sources: United States, data supplied by BLS based on the May 1981 Special Pension Supplement to the Current Population Sur- 
vey; Japan, Ministry of Labour, Yearbook of Labour Statistics and Bureau of Statistics, Labour Force Surveys. 
" Employer payments for pension schemes, health insurance, etc. 
~' Company housing, canteens, recreational facilities, etc. 
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ments employ greater shares of highly educated 
personnel, but also larger proportions of unskilled 
workers (Cramer, 1987). 

The dimension of working conditions for which 
the best, and perhaps only, intemational compara- 
tive data exist is hours worked. The  Japanese, 
French and British country reports contain data 
suggesting that small firm employees work more 
hours than large firm employees, but the discrep- 
ancy has narrowed in recent years. While total 
hours worked have declined in the past 15 years 
for all workers, the decline has been significantly 
greater in small firms. There remains, however, a 
substantial differential between small and large 
firms, but the differential is rather modest between 
medium and large firms. In Japan the longer hours 
for small firm employees result from more work 
days per week, more hours per day, and fewer 
holidays and vacation days. 

From the perspective of understanding the 
growth of small units, the compensation and 
working hours data are also interesting in so far as 
they shed light on the important issue of differ- 
ences in unit labour costs by firm size. Unit labour 
costs are, of course, a function of compensation 
and productivity, and little is known about how 
they vary by firm size. The British report gives 
labour productivity data showing significant advan- 
tages for large establishments, which appear to 
have increased in recent years. If so, compensation 
differentials may be insufficient to give smaller 
firms any significant current unit labour cost 
advantage. Sengenberger (1987) shows that labour 
productivity is an increasing function of estab- 
lishment size in Britain, France, Italy, and the 
Federal Republic of Germany. In addition, the 
Japanese report shows that unit labour costs were 
a monotonically decreasing function of establish- 
ment size in Japan in 1978. The inferior labour 
productivity of small establishments, due in large 
part to much lower capital-labour ratios, were 
sufficient to more than offset substantially lower 
wages. 

The differences in compensation and working 
conditions are reflected in a very strong positive 
relationship between size and unionisation rates. 
The French, British and Japanese reports contain 
data on trade union coverage by enterprise/estab- 
lishment size, all of which show that small unit 
employees are covered by collective bargaining 

agreements to a much lesser extent than are large 
unit employees. For example, in Japan in 1985 the 
unionisation rates in the private sector were 60, 
24, 7 and 0.5 for firms with 500+, 100--499, 30-- 
99, and 1--29 workers, respectively; only 25% of 
British private sector establishments with 1--24 
workers recognised trade unions in 1980, while 
the equivalent figure for establishments with 200+ 
workers was 91%; and in France in 1985, 9.1% of 
workers in establishments with 11--49 workers 
were not covered by a texte de branche, ou un 
accord d'entreprise ou d'~tablissement, while all 
workers in establishments with 500+ workers 
were covered. In Germany, where union density 
declines with establishment size as well, the 
frequent extension of collective agreements to the 
entire industry means that small unit coverage is 
not much below that of large units, but in the 
United States the difference is quite large. 

One obvious reason for the less extensive 
unionisation of small firms is their concentration 
in industries which have historically been rela- 
tively less organised. The Japanese report shows 
that unionisation rates in wholesale and retail 
trade, services, and construction are well below 
those of industries for which the size structure 
favours large firms. French data from 1985 show 
that four times as many tertiary workers were 
"uncovered" than were industrial workers. 

Time series data in the French and Japanese 
reports give conflicting results on changes in 
unionisation rates in recent years. In France there 
was a decline of well over half the percentage of 
"uncovered" workers in small units from 1981-- 
1985, as small units participated strongly in the 
general trend that resulted in the percentage of 
uncovered workers in all size units falling from 11 
to 4.4%. In Japan, on the other hand, private and 
public sector unionisation rates have fallen since at 
least 1970, and the decline has been at least as 
strong overall for SMEs as for large firms. 

Finally, there is evidence that industrial dis- 
putes, as manifested by strikes, are less common in 
small firms. British data on work days lost, and 
number of stoppages, per employee, show both 
series rising significantly with manufacturing plant 
size for 1971--1973. Prais et al. (1981) report a 
similar positive relationship for the United States 
and the Federal Republic of Germany for 1965-- 
1975, but with less significant size-related differ- 



24 Gary Loveman and Werner Sengenberger 

ences. The British report points out that the differ- 
ences in the level of industrial disputes may have 
important relative cost-of-production implications 
favouring small firms, observable in the form of 
larger buffer stocks and excess capital in large 
firms. 

While these results can be summarised cau- 
tiously by saying that -- on a statistical basis -- 
workers are largely less well off in smaller enter- 
prises and establishments, the question again is 
whether this is inevitably so. Is the quality of work 
and employment necessarily related to organisa- 
tional size? And would a further expression of 
small-unit employment inescapably entail a 
downward slide deterioration in the conditions of 
labour? 

It can be plausibly argued that it is not the size 
as such that matters. A union's capacity for 
mobilising workers and gaining organisational 
strength may not be crucially related to enterprise 
or establishment size. In fact some of the most 
effective union organisation in the United States 
can be found in small-scale industries such as 
printing, trucking, construction and ladies' gar- 
ments (Piore and Sabel, 1984). In many countries 
the earlier strong base of trade unions was in the 
craft sector and it frequently was not at all easy for 
unionism to set foot in the large-scale mass 
production industries. 

Internationally, there are instances where unions 
cover small business. In Sweden many small and 
even very small firms in metal-working and other 
manufacturing industries are highly union organ- 
ised and wages are approximately on a par with 
those paid by large producers. This, of course, is 
mainly the outcome of very high national and 
industrial union density, solidaristic wage policies 
and the related emphasis on egalitarian wage 
structures that have been followed in Sweden over 
the past 30 to 40 years. The highly uniform wage 
standards across economic sectors, regions and 
firm size groups has squeezed the inefficient small 
firms, with a lower capacity to pay, out of the 
market. 

There is also a serious issue of how certain 
statistical indicators of job and employment 
quality are to be interpreted. For example does the 
lower job stability found in smaller firms and 
establishments, as measured by job tenure or 
accession and separation rates, necessarily mean 

more insecurity to the worker? It often does, but it 
also depends on whether or not institutions exist 
to remedy the social consequences of the in- 
stability; or even better, that make arrangements 
under which instability or discontinuity at the level 
of individual firms is not translated into employ- 
ment insecurity. If there is some central labour 
market agency, such as a hiring hall (as in United 
States construction) that redistributes the workers 
who lose their jobs as a result of a shrinking or 
disappearing business, the loss of a job in a 
particular firm may not be a disaster. Likewise, 
if there are well established occupational-type 
labour markets with standardised skills that act as 
channels of inter-firm mobility, then fairly high 
rates of job changes may be conducive to the 
efficiency of the market. Inter-firm mobility may 
help the worker to accumulate skill and experi- 
ence and at the same time help the firm to adjust 
its labour volume to changing market conditions, 
as well as enrich its human resources. 

Nevertheless, it is probably safe to say that 
effective employment security is weaker in smaller 
firms than in large firms. This may be seen, among 
other things, as the result of establishing or 
extending internal labour markets in large enter- 
prises in the course of a sustained period of 
employment growth and stable demand in the post 
World War II period. Employment protection 
legislation was built or extended on the basis of 
this development, at least in Europe, with the 
result that the effective protection of workers from 
the risk of dismissal was increasingly dependent 
on the workers' employment in a particular firm or 
plant. This again could be seen as a particular 
historical configuration rather than a sort of 
structural inevitability linked to particular types of 
firms. 

To take a final example, several of the country 
studies report much lower strike activity (inci- 
dence of days lost through work stoppages) in 
small compared to large enterprises (establish- 
ments). Should this be interpreted as a sign of less 
"muscle" for workers in small firms, indicating an 
inability of workers to voice problems and have 
their interests represented? Less open militance 
and conflict may not say very much about the true 
strength of worker representation, just as frequent 
strikes may indicate both strength and weakness of 
the union vis-ti-vis the employer. It is also useful to 
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look at the pattern of work stoppages more 
closely. In Italy, for instance, it has been found that 
workers in the small firm industrial districts go on 
strike more frequently than the average Italian 
worker, but the stoppages are typically of short 
duration. 

It is likely that the variation in wage payments, 
fringe benefits and the physical working environ- 
ment is larger in the small firm sector than it is 
among the big firms. It is also more likely to find 
the sweat-shop among small firms merely because 
of the lower visibility of small firms. But at the 
same time, some of the best employment stand- 
ards and working conditions are found in small 
firms. Surveys about job satisfaction in various 
countries have repeatedly produced the result that 
satisfaction levels are inversely related to estab- 
lishment size. Some of the country reports (e.g., 
Britain and Germany) also indicate that the 
average skill level of workers (at least for blue- 
collar workers) is higher than in the large firms. In 
several countries, small firms are engaged in 
apprenticeship training more than large firms. So 
the extensive heterogeneity of social standards and 
conditions in the small firm sector is in itself an 
argument that speaks against a "natural" law of 
inferiority of small firms. 

V. Why the shift to smaller units? 

Despite important methodological caveats, the 
nine country studies taken together present a 
convincing case for a shift in employment to 
smaller units of production. The fact that such a 
shift has occurred across a wide sample of 
industrialised countries is a new and surprising 
finding in most quarters, and accordingly little 
attention has been devoted to formulating expla- 
nations. A variety of hypotheses are discussed in 
the context of the individual national experiences, 
but these hypotheses have not been tested rigor- 
ously at the national level, nor have they been 
considered in terms of their explanatory power 
across countries. There is, however, considerable 
uniformity in the types of explanations put forth in 
the country studies, and they fall roughly into the 
following groups: 

A. No real shift -- statistical fallacy. 
B. Transitory shift from business cycle, but no 

structural change. 

C. Small firm cost advantages. 
D. Government and managerial liberalisation. 
E. Flexible specialisation. 

A. Statistical fallacy 

The most skeptical argument is that the observed 
shift to smaller units is merely a statistical illusion 
arising from one or more of the factors discussed 
above; in particular, sectoral recomposition and 
transitory deviations from optimum size (regres- 
sion to the mean). Advocates of this position 
would argue, furthermore, that non-employment 
indicators are necessary to substantiate the case 
for a reorganisation of production favouring 
smaller units. Implicit in this position is the adher- 
ence to optimum efficient size, as determined 
strictly by the production technology and factor 
prices, as the sole determinant of an equilibrium 
size distribution of production. A case for a shift 
to smaller units would therefore have to be built 
on evidence of a change in technology favouring 
smaller units. 

The country reports do not support this inter- 
pretation, for many reasons. First, what is perhaps 
the most striking empirical result from this study is 
the shift to smaller units of employment across 
such a wide range of institutions and existing size 
structures. The existence in the first place of a 
wide variance in the size structure which, we have 
argued, is often a function of factors other than 
optimum scale, is not supportive of the skeptical 
position. Indeed, the long-term existence of such a 
large share of small units alongside very large units 
in many industries is anomalous to this viewpoint. 
Furthermore, the persistence of differences in 
compensation and in working conditions suggests 
a large role for factors other than unique optimum 
size. The country reports, moreover, often include 
a variety of non-employment data by size which 
suggest that employment share gains are not alone 
as measures of a shift in organisation. Finally, 
admittedly modest attempts to adjust for purely 
statistical effects such as changes in sectoral 
composition suggest that a substantial "pure" 
effect remains. 

B. The business cycle 

The business cycle has almost certainly affected 
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the size distribution, but the evidence suggests 
that: 

(i) the business cycle alone does not account for 
the shift to smaller units; 

(ii) higher employment shares have remained for 
small units well into the expansion in the 
1980s; 

(iii) the shift took place in countries with widely 
variant macroeconomic conditions, such as 
Japan, the United Kingdom, and Hungary; 

(iv) the recent business cycle downturn was 
coincident with an institutional crisis. There- 
fore, the coincidence of changes in the size 
structure with recession does not necessarily 
imply a stable historical response by the size 
structure to business cycle fluctuations. 

The evidence does not, therefore, favour an exclu- 
sive, or dominant, role for the business cycle. 

C. Cost advantages 

The country studies present considerable evidence 
that labour costs are lower in small units. The time 
series data, where they exist, suggest increased 
differentials in recent years. While most of the data 
fail to adjust for worker characteristics, it is almost 
certainly true that similar workers earn less in 
small units, particularly when non-wage compen- 
sation is accounted for (flexibility is discussed 
below). Furthermore, decentralisation and sub- 
contracting from large to small units may be a 
means for evading labour standards, and many 
conglomerations of small firms have arisen in 
regions where such abuses have been widespread. 
Consequently, lower labour costs are an obvious 
candidate explanation for the growth of small 
units. While this hypothesis, too, has not been 
tested rigorously, there are many reasons for 
doubting that it has been the central factor. 

First, in most countries wage differentials were 
wide many years ago, and in some cases increas- 
ing, while small unit employment shares fell. 
Second, there is no obvious relationship between 
the size of the differential and the growth of small 
unit employment shares. Italy, for example, has 
relatively small wage differentials and relatively 
large employment share gains by small units. 
Third, there has been a decentralization of em- 
ployment within large enterprises, despite equal 

wages across establishment sizes. Fourth, and 
perhaps most fundamentally, it is very hard to 
argue for a central role for wage differentials 
without first having a good understanding of why 
the differentials have existed historically. In the 
United States, at least, the persistence of large unit 
wage premia -- and even larger compensation 
premia -- for observationally equivalent workers, 
along with the persistence of inter-industry wage 
premia, remain as unsolved mysteries. 7 

There is no doubt that lower labour costs 
favour the use of labour over capital in small units, 
and vice versa in large dnits, and this clearly works 
in the direction of the observed changes in 
employment shares. Unit labour costs, however, 
do not always favour small units because higher 
capital/labour ratios in large units increase large 
unit labour productivity. In fact, in many countries 
change in unit labour costs favour large units (e.g., 
see the French and United Kingdom reports in 
this volume). In sum, these lower labour costs may 
have had something to do with relative employ- 
ment gains by small firms, but the evidence in the 
country reports suggest that the differentials were, 
at most, facilitators to other, more fundamental 
factors. 

D. Liberalisation 

During the period of increasing small unit employ- 
ment shares, many countries, under conservative 
leadership, undertook a variety of tax reduction 
and deregulation initiatives. Many observers credit 
these policies with unleashing the entrepreneurial 
spirit of small firms, and thus enhancing their 
relative growth. The premise in this line of thought 
is that small firms are innately dynamic, or 
beautiful, and that government intervention has 
historically impeded their performance, perhaps 
to a greater extent than large firms. Liberalisation, 
therefore, is seen as a boon to small firms. 

A related argument, advanced most notably by 
Bluestone and Harrison (1982) in the United 
States, is that production by smaller units is part of 
a broad managerial initiative aimed at reducing 
worker power and lessening the influence of 
unions via decentralisation. Decentralisation may 
involve the shrinkage of establishments owned by 
large enterprises, or subcontracting to small firms 
work formerly done in-house. The data cited 
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above from the United Kingdom, for example, 
support the notion of decentralisation within large 
firms, although the causes are not yet fully under- 
stood. A similar view, popular in business schools, 
is that breakthroughs in management science, 
which are best applied in small units, are making 
small units both more attractive and more pros- 
perous. In Europe -- and in the United Kingdom 
report specifically -- it is often noted that the 
recession and labour market slack of recent years 
has facilitated a reassertion of managerial control 
which has resulted in a down-sizing of organisa- 
tional units. 

Again, research in this field has not progressed 
sufficiently to weigh carefully the merits of these 
positions. However, the weight of the international 
evidence does suggest that a fundamental force, 
cutting across widely varying legal, political and 
institutional structures, is at work in influencing 
the size distribution. These supply-side and mana- 
gerial factors may be relevant in specific instances, 
but they do not have the uniformity and timing 
necessary to fully explain the data. (For example, 
the beginning of the shift to small units in countries 
such as the United States (mid 1970s) preceded 
most of the events cited above.) 

E. Flexible specialisation 

The explanation for the shift to smaller units that is 
most pervasive and persuasive in the country 
reports involves the Piore and Sabel (1984) notion 
of a crisis in the institutional structure based on 
mass production and a movement toward an 
alternative based on flexible specialisation. 8 Flexi- 
ble specialisation, it is argued, is being pursued 
both by independent small firms and by the 
decentralisation of large enterprises. Mass produc- 
tion depended on stable and growing markets to 
profit from reduced unit costs associated with 
production by highly specialised, dedicated labour 
and capital inputs. Large hierarchical firms 
emerged as organisations to coordinate the spe- 
cialised vertical relations, while small, more flexi- 
ble firms served a variety of less stable, more 
idiosyncratic markets. 

Slowed growth, greater international competi- 
tion and increased uncertainty in product and 
factor markets in the 1970s made specialised 
goods and more flexible techniques preferable to 

mass production. Final demand also changed, as 
consumer tastes increasingly favoured customised 
goods and services. Italian analysts argue that 
during this period large firm cost structures had 
become quite rigid, particularly with respect to 
labour costs and industrial relations. 

Flexible specialisation was not new to small 
firms, but in large firms radical reorganisation was 
needed to create smaller, more horizontally co- 
ordinated organisational units in which the estab- 
lishments owned by the corporation behaved 
more like associations of independent small firms. 
Small unit employment share gains therefore 
result both from the dynamism of small enter- 
prises, and the down-sizing of establishments 
owned by large enterprises. (See Loveman (1989) 
for an empirical analysis of the shift from mass to 
flexible production in the United States, the 
United Kingdom and Germany.) It is important to 
note, however, that in this story decentralisation is 
not a "low road" premised on cost reduction and 
labour sweating -- as described above -- but 
rather is a "high road" effort to reinvigorate large 
enterprises by combining the dynamism of small 
entities with the labour standards, compensation, 
R&D, etc. of large enterprises. 

On the supply side, the reports argue that 
technological change, particularly in micro-elec- 
tronics, has reduced or eliminated small firm 
disadvantages in production costs by making 
competitive capital goods available at prices 
affordable to small firms. Indeed, the new breed of 
"flexible' capital equipment is considered to be 
especially well suited to a small firm strategy 
favouring small batches of customised products. 
Moreover, Becattini argues in this volume that the 
location of the most productive R&D activities has 
moved from large private corporations to univer- 
sities and governments. R&D has thus increasingly 
become a public good -- or has become less costly 
-- to small firms, which has enhanced the competi- 
tive position of small firms. 

Flexible specialisation requires an institutional 
structure much different from that associated with 
mass production. The most salient characteristics 
of this structure are akin to those observed in 
industrial districts, and they may apply both to 
small firms and decentralised large enterprises: 

(i) technological dynamism; 
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(ii) the combination of extensive co-operation 
and vigorous competition; 

(iii) location within a community or social struc- 
ture, which may be based on the family, 
unions or political parties, or the corporation. 

At least superficially, there seems to be no 
simple relationship between the degree of devel- 
opment of such institutions and changes in the size 
distribution of production. Britain, for example, 
would perhaps rank among the lowest in terms of 
the institutional structures outlined by Piore and 
Sabel, yet it has had one of the most significant 
shifts to smaller units. This is, of course, due in 
large part to the very serious problems experi- 
enced by large firms in the United Kingdom, but it 
nonetheless points out the difficulties in trying to 
develop some sort of mapping between institu- 
tions and small firm performance. Italy, con- 
versely, is considered to have extensive inter-firm 
co-operation and organisation, and the shift in 
employment to smaller units has been quite signifi- 
cant. The Italian report discusses the argument 
often made in Italy that the highly successful 
Italian industrial districts are largely the result of 
an unreplicable historical accident: the districts 
inherited peculiar circumstances from existing 
agricultural and industrial structures that are very 
conducive to the development of industrial dis- 
tricts. 

Relations between large and small firms have 
also changed as a result of the new economic 
environment. There is evidence of increased use of 
subcontracting by large firms to small firms, and 
the Japanese report discusses at some length the 
pros and cons of such a development. If large 
firms simply use small firms as insulation from 
business cycles, exploit their cheaper labour to 
reduce costs, make them bear unwanted inventory 
costs, or otherwise keep them in a state of 
dependency, an increase in sub-contracting is 
unlikely to be a desirable phenomenon for small 
firms. If, instead, large firms enter into long-term 
collaborative arrangements with subcontractors 
wherein the goal is to improve product design and 
quality via shared expertise and experience, the 
effect on small firms is much more favourable. At 
this point anecdotal evidence exists for both cases 
and it is not possible to discern a dominant 
international trend in either direction. 

VI. The choices for SME development 

The previous discussion of the issues leaves us 
with a two-edged argument. On the one hand there 
are numerous indications that: 

(i) the economic performance of small enter- 
prises is, on average, inferior to that of large 
enterprises; productivity levels as well as 
profit rates appear to be lower, the capacity 
for innovation and technological improve- 
ment smaller; 

(ii) the average social standard of the qualtiy of 
jobs and the conditions of work are inferior 
in the small firm. 

On the other hand, we have argued that there is 
nothing inevitable or inescapable about this result; 
it is not the outcome of some natural law that links 
the economic and social performance to the size 
dimension of business. Rather, to the extent that 
lower quality employment is found in small firms it 
is the effect of a particular historical and institu- 
tional configuration under which large firms have 
fared more favourably. 

Actually, there is a substantial variation and 
heterogeneity of competitiveness and economic 
vitality as well as social standards among small 
firms, both within and across national economies. 
Thus, there are sweat-shops as well as highly 
flexible, stable, innovative and independent cate- 
gories of small firms, often with polyvalent work- 
forces, good pay and extensive autonomy for the 
worker. The business strategy of these firms is 
often based on product quality or differentiated 
products, or on flexible specialisation. It normally 
requires a skilled workforce and well developed 
occupational labour markets. The small firms or 
communities of small firms with good economic 
and social performance suggest that there is, in 
terms of competitive strategy, a real alternative 
to the low cost/low productivity/poor social 
standard configuration in which many small firms 
find themselves. 

A key to understanding the wide variance in 
small firm performance and development lies in 
their "competitive strategy", notably in their links 
to other firms or institutions. Due to their limited 
economic, financial, personnel and political re- 
sources, small firms, acting alone, are rarely in a 
position to pursue the strategic behaviour often 
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employed by large companies, and therefore they 
require some sort of supportive structure that 
allows them to compensate for their lack of 
resources. Basically there are three ways of over- 
coming this shortcoming: (1) special protection, 
privileges or support transferred to them by the 
state or some other public authority; (2) a foster 
relationship with a large enterprise, or an inter- 
mediary organisation (such as a bank, university, 
etc.) which provide various types of resource 
transfers; (3) creating a community of small firms 
which, through collective self-organisation and co- 
operation, may compensate for the weakness 
endemic to individual small firms. Each of these 
support systems creates a particular "social organ- 
isation" of the market. They tend to shape the 
ultimate social position of the small firm in the 
economy: its role in the division of labour, its 
degree of autonomy and dependence, and its 
hierarchical position in the industrial structure. 

The country reports indicate that each of the 
types of support systems is relevant, but it also 
appears that particular support structures are 
more developed in some countries than in others. 
Moreover, each of them has historical predeces- 
sors so that it is possible to speak of a heritage of 
historical solutions to the resource and control 
problems. These support systems are considered 
in tum. 

1. State intervention 

The state may intervene in multiple ways to lend 
support to small business: attribute special rights 
or privileges, or supply resources or subsidies. 
One prominent type of state support is certifica- 
tion; i.e., a sort of exclusive right to particular 
firms, trades, or professions to perform particular 
tasks or services, or to produce particular goods, 
justified usually by reference to some public 
interest in exclusive treatment. 9 Historically, per- 
haps the most important small firm sector that 
benefited from public protection was the crafts 
and guilds. State intervention has not been the 
only support structure for crafts. Often the craft 
system is based on collective self-organisation (see 
below) and there are numerous examples where 
the crafts came to depend on larger organisations 
for their survival. This happened, for example, 

when the crafts, due to their limited financial 
capacity, could not afford to buy new expensive 
machinery and equipment or, as was the case with 
silk weavers, purchase expensive materials in 
advance. In these instances, which were especially 
frequent at the early stages of industrialisation, the 
crafts became subject to the putting-out system 
and lost part of their previous autonomy. 

Throughout the Middle Ages, and even today, 
craft organisation has been built on a varying mix 
of public regulation and self-organisation, the 
latter often being dependent on the former. In 
medieval times, public authorities accorded the 
privilege of exclusive production and servicing in 
particular domains -- food production, for exam- 
ple -- to particular craft organisations. In return, 
the crafts were held accountable for ensuring the 
proper supply and care of the entire population at 
reasonable prices. The satisfactory organisation of 
these tasks was left to them. There existed a kind 
of contract social between the governments and 
the crafts, based on an exchange of rights of 
jurisdiction and "satisfactory" services. 

As a result of this (external and internal) 
regulation there was a twofold restriction of entry 
into the market: one in the product market 
concerning the restriction of entry to licensed 
firms, and one in the labour market limiting access 
to employment to apprenticed workers. The latter 
was normally part of the rules set by the crafts in 
order to ensure a certain level of skill and 
craftsmanship deemed necessary for the quality of 
the product or service and to restrict supply. 
According to a frequent rule, masters could have 
only one apprentice at a time to ensure proper 
training. Essentially, the blend of state regulation 
and self-organisation in the craft sector prevails to 
the present day, even though the exclusive rights 
given to the crafts were cut back as a result of 
nineteenth century business liberalisation laws. 

In some areas there is an almost permanent 
struggle by crafts to regain some of the earlier 
exclusive rights. This can be observed in Germany 
where, among the countries in this project, the 
craft sector is still numerically most significant, 
employment more than four million workers (or 
one in six of the total labour force). In manufac- 
turing the majority of firms are craft firms, and 
their share in the total shows remarkable stability 
through the business cycle. 
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There are no strict rules today according to 
which the crafts are forced to employ exclusively 
apprenticed workers. But, in fact, they generally 
do so anyway, knowing well that the quality of 
labour is essential for the quality of their product 
or service as well as their versatility; criteria on 
which their competitiveness vis-a-vis products of 
industrial producers are grounded. The state, 
however, assists the crafts (and also industry) in 
the generation and maintenance of occupational- 
type labour markets with a kind of enabling law, as 
well as public institutions, that design and readjust 
curricula for vocational training. Practical imple- 
mentation is done under the influence of em- 
ployers' associations and labour unions, both of 
which have formal rights of representation in the 
craft chambers (Handwerkskammern) set up 
under public law. There is no doubt that this 
regulation favouring standardised comprehensive 
vocational training and occupational labour mar- 
kets throughout the country is one of the key 
reasons why the craft have retained importance in 
West Germany (as well as in East Germany, 
Switzerland, Austria, Denmark and some other 
countries). 

To safeguard or improve their position in the 
product market many crafts tend to continuously 
call upon the government to extend their rights of 
exclusivity. For example, in certain services, such 
as automobile maintenance and repair, the craft 
association argues that it would be in the public 
interest of road safety that this business be left 
exclusively to "qualified" firms and their fully 
trained, competent workers. In fact, the crafts have 
succeeded here and there in gaining quasi-mono- 
polies or exclusive rights and jurisdiction in some 
areas, but, by and large, they currently have to rely 
on effective self-organisation to maintain their 
competitive edge through supplying "trademark" 
commodities and services. The state accords the 
craft firm the title "Master Firm", but leaves it to 
the craft to generate and reproduce superior 
"products" through adequate organisation. 

State intervention, of course, is by no means 
limited to the craft sector. The country reports 
document a new debate and a number of recent 
legislative and administrative activities intended to 
support the small firm in general. In terms of 
policy there appear to be various crucial issues in 
this regard. Should the public support consist of 

direct financial assistance or "real services" in the 
sense of creating or supporting institutions and 
organisations that potentially favour small busi- 
ness (such as consultation, technology transfer, 
etc.)? Furthermore, should small firms be exempted 
from obligations and duties in order to improve 
their competitive position? The latter issue is often 
debated against the background of almost con- 
tinuous allegations by small entrepreneurs and 
small firms associations that at present the state, 
through regulation and subsidies, puts the small 
firm at a disadvantage (this charge is especially 
widespread in Switzerland). 

While the question of public small business 
promotion is not a central issue for this project, it 
could, nevertheless, be hypothesised that "money" 
alone will not ultimately assure economically vital 
small firms. To the extent that the reports address 
this issue, the message is that effective "social 
organisation" -- that is, grounding small business 
in a co-operative social network and typing to it 
social relations -- appears to be more important 
for their competitiveness. Monetary assistance, 
such as tax exemptions (in general, or in the early 
years of new firms), may produce the undesirable 
effect of increased turnover of small firms, with 
resulting heightened employment instability. This 
might occur if the monetary assistance entices 
more people to establish firms which lack the 
competence and financial stamina to sustain 
themselves in the long run. 

In recent years, small firms have been key 
targets of government action, with the aim of 
freeing them from existing protective rules and 
social obligations, and creating more flexibility. 
The effect of such labour market "deregulation" 
measures for the economic performance of small 
firms are, however, ambiguous. While they may 
effectively save costs and enhance the short-term 
flexibility of firms, they are also likely to lower the 
wage standard or other terms of employment. This 
implies that it will become more difficult for the 
small firm to recruit and retain skilled and 
motivated workers. Qualified labour, however, 
appears in many quarters to be a crucial asset for 
many small enterprises in realising their specific 
advantages, namely high quality and differentiated 
products, quick adjustment to market changes and 
flexible specialisation. Low wage levels often 
induce an exodus of managerial talent and corn- 
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petent workers, therefore making new-firm settle- 
ments more difficult. 

Deregulation may turn out to be counter-pro- 
ductive in yet another way. To the extent that it 
actually allows for a larger differential of wages 
and other labour costs and enables small firms to 
operate with a low labour cost strategy, it may 
breed complacency on the part of the entrepre- 
neur or manager. He may rest on the cost 
advantage instead of directing his efforts into 
innovation, new products and new markets. In 
other words, lower labour costs may be followed 
by lower performance standards and end up in 
higher unit labour costs, instead of the expected 
superior performance. Indeed, there is evidence of 
a close correlation in the wage gap between large, 
medium-sized and small enterprises and a corre- 
sponding productivity gap. In countries with large 
wage dispersion by enterprise size we find corre- 
spondingly large differences in efficiency levels 
(Sengenberger, 1987, p. 238). 

Finally, widened labour-cost differentials may 
encourage large firms to use the small firms as 
"buffers" for fluctuating demand, and to step up 
their volume of subcontracting and outsourcing 
because small firms can produce more cheaply. 
While this may create more employment in the 
small-firm sector, it will do so at the expense of 
large-firm employment. It will, therefore, not 
improve the overall level of employment or 
efficiency as long as the small firm shows no better 
economic performance. 

2. Foster relations with large firms 

In place of state support, large, resourceful and 
politically influential enterprises, or other organi- 
sations, such as universities, may lend support to 
the economic existence or subsistence of small 
firms. These organisations can transfer various 
kinds of resources, such as financial capital, 
technical know-how, equipment, materials and 
human resources. To the extent that the large firm 
makes such "investments" it will develop an 
interest in the continuity and stability of the small 
firm, and a more long term co-operative relation 
may emerge. 

A foster relationship is likely to generate 
dependence of the small firm, possibly even 
subordination, but domination is not an inevitable 

outcome for big firm/small firm relations. There 
exists a large array of relationships, ranging from 
clearly paternalistic relations to mutual depend- 
ence and symbiotic exchange on approximately 
equal footing. There is evidence that to a greater 
or lesser extent large firms do shift costs and risks 
- -  for example in testing new technology, or the 
risk of declining demand -- to dependent firms 
down the line in the vertical production chain. The 
French report mentions that the resistance of firms 
to this kind of negative externalisation is the 
weaker, the further the firm is away from final 
demand, or the end producer. 

Yet, as argued above, buffering is not an 
inescapable outcome of tight business relations 
between large and small firms. Outright exploita- 
tion or "milking" of the small firms often turns out 
to be self-defeating for the large enterprise, for if 
the small firm fulfills some useful function or 
service to the large firm, there will be a clear 
interest in having the small firm survive and be 
capable of adjustment and innovation. The counter- 
productive results of aggressive exploitative poli- 
cies towards the small firms could be observed in 
the automobile and electrical appliance industry, 
when through widespread "second sourcing" tac- 
tics and very rough, cut-throat price competition 
the market of suppliers was ruined by excessive 
turnover. 

Large corporations may also come under 
public pressure to use their resources to maintain 
or recreate employment in particular areas, espe- 
cially if they have produced redundancies on a 
large scale. For example, British Steel is reported 
to have assisted a number of smaller firms in the 
Midlands to get off the ground; in France Renault 
has helped to set up 20 new firms, staffed by 
former employees, some of which now operate as 
subcontractors (International Labour Office, 
1986, pp. 46--47). 

As is frequently the case, competition and co- 
operation exist very closely side by side in the 
relationship between large and small firms. There 
is good evidence of this in Japanese manufac- 
turing, where very often small subcontracting and 
supplier firms are highly dependent on large 
parent companies. The relationship of the small 
suppliers, which are typically organised in a multi- 
layered hierarchy, to the large customer, is charac- 
terised by vigorous competition, but also by long- 
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run relations of those firms that perform well. 
Many large firms have developed exclusive and 
sophisticated rating systems through which they 
continuously test, assess and control the perform- 
ance of their suppliers, and rank them accordingly 
on the basis of criteria such as product quality, 
defect-rates, reliability, and on-time delivery. 
Those firms that do not satisfy the standards are 
squeezed out of the market while those doing well 
in the rating system are likely to develop long-run 
and stable links with the parent company. 

The inter-firm relations of producers and 
suppliers (of parts or components, which they 
design and market themselves) or subcontractors 
(which merely manufacture parts or components 
predesigned and specified by the orderer) seems 
to have entered a new stage of development with 
the advent of modern logistical concepts of 
production facilitated by micro-processor-based 
information and communication technology. Just 
as with intra-plant material flow and inventories, 
inter-firm sourcing can be made much more 
efficient -- i.e., inventory, storage costs, and flow 
periods reduced, scheduling made more precise, 
and personnel saved -- by linking the data 
processing systems of the various organisations 
that are part of an inter-firm, vertically integrated 
production chain. A faster flow of inputs to the 
final producer requires a better and faster exchange 
of information, and the data processing requires 
compatible systems in the various units. 

Computerised on-line data exchange and data- 
based integrated manufacturing have already 
progressed in a number of industries, e.g., in the 
automobile sector, yet large companies foresee a 
tremendous further potential for rationalisation in 
this area (Ebel and Ulrich, 1987, pp. 76--83). 
Right now, it is difficult to make any reliable 
projections about the consequences of this process 
for the (smaller) supplier and subcontractor firms. 
What is clear, however, is that many of them, 
especially the hitherto independent ones, are 
afraid of much greater transparency and direct 
access by their customers to their technical know- 
how. They fear the risk of becoming fully exposed 
to and "governed" by some external directive 
hand, thereby losing their managerial autonomy. 

In addition to technical control there are other 
means of control that can become part of large 
firm strategies and which appear to be important 

for the shift to smaller units of employment in the 
recent past. Large firms may use smaller units for 
fragmenting production and services into smaller 
establishments within their ownership, and into 
small firms that are independently owned but 
economically dependent. 

In accordance with a study by Shutt and 
Whittington (1984, p. 13) fragmentation strategies 
may be categorised as follows: 

(i) Decentralisation of production 
Large plants are broken up, but retained 
under the same ownership, by division into 
smaller plants or by creation of new sub- 
sidiary companies. The reports provide evi- 
dence of this strategy in various countries. 
In Britain, for instance, there is evidence 
that firms have been growing larger in this 
century, but plant sizes have grown more 
slowly. Between 1973 and 1981, amongst 
the top 100 manufacturing firms, average 
employment per establishment has fallen 
faster than average employment by enter- 
prise. The number of establishments in this 
group has increased greatly. There have also 
been important decentralisation moves in 
Italy during the 1970s, after the trade unions 
had been unusually successful in influencing 
the labour process in the large industrial 
companies in northern and central Italy. 
Decentralisation by relocation or break-up 
was seen by management as a counter- 
measure to evade trade union power and 
to enlarge opportunities to adjust produc- 
tion capacities more easily by closures or 
workforce reduction (for example, Murray, 
1983). 

O) Devolvement 
Large firms cease to own units directly, but 
retain revenue links with them, such as licens- 
ing or franchising. This fragmentation strategy 
allows the large enterprise to transfer respon- 
sibilities of ownership to smaller firms while 
still benefiting from a guaranteed income 
stream for themselves. Franchising was origi- 
nally developed in the motor trades and 
brewing industry but spread quickly to other 
areas, like retail, fast food chains, printing, 
cleaning, repair and maintenance services, 
etc. 
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(iii) Disintegration 
Fragmentation into separate units of owner- 
ship. Again, there exists a variety of forms 
(like subcontracting and management and 
worker buy-outs) the common element of 
which is the shifting of responsibilities of 
ownership on to small firms while large firms 
retain ultimate control either through market 
or contractual power. For example, subcon- 
tracting takes work out of the stable and 
expensive internal labour markets of large 
firms and reallocates it into insecure, low- 
wage and non-union employment of small 
firms. It also gives large firms flexibility in the 
face of fluctuations in demand. Another form 
of fragmentation along ownership lines has 
been the splitting of enterprises into separate 
legal units. The activity has increased recently 
in Germany (following a reform of the profit 
tax law in 1977) through the division of 
companies into separate legal entities: an 
"ownership" and a "production" unit. This 
division allows tax savings, reduces respon- 
sibilities and liabilities (in case of insolvency 
or mass dismissal) and weakens or evades 
obligations of employers under the German 
system of co-determination and work partici- 
pation, l~ In Japan, the abolition of cumulative 
sales taxes and the introduction of value 
added taxes also created incentives for more 
subcontracting. 

These fragmentation strategies naturally carry 
with them the likely effect of (greater) dependence 
and subordination of the small units and their use 
as "buffers" for costs and risks. Whether they do 
in fact produce satellite-type relations depends 
essentially on a number of institutional back- 
ground factors which are discussed below. Large 
firms may use the small unit to externalise costs 
and risks, such as the risk of fluctuating demand or 
testing new technology, but there are also occa- 
sions in which the small firm benefits. Licensing of 
maintenance and repair by large automobile 
manufacturers to small craft firms in Germany, for 
example, often amounts to a loss of autonomy in 
organising the business (including the work organ- 
isation and payment methods). But at the same 
time, the licensed firm benefits from some protec- 
tion through the large firm, when, for example, the 

producer finn limits the number of competitors in 
an area. 

3. Communal support structures 

As an alternative to protection and resource 
transfer from the state or large enterprises, small 
firms can look for other small firms to build a joint 
support system. By forming communities or con- 
gregations, small firms can overcome the kind of 
deficiencies which they face as individual market 
agents acting entirely on their own. Again there is 
a wide variety of historical and modem communal 
support structures, ranging from co-operatives to 
industrial districts, science parks, craft combines, 
and ad hoc co-operations. What makes this type of 
supportive institutions especially interesting is the 
claim that they have been spreading in recent 
years. Piore and Sabel (1984) list examples of 
communal organisation of small business in vari- 
ous countries which provide the social under- 
pinning of "flexible specialisation". 

In the literature as well as in the country reports 
one finds two interconnected rationales by which 
communal organisation can resolve the resource 
deficiency problem of small firms: economic and 
socio-political. The economic rationale essentially 
says that by grouping together, small firms can 
obtain economies of scale and scope similar to 
those of large enterprises. In the Italian report, 
which elaborates a great deal on the resurgence of 
industrial districts over the past two decades, the 
scaling-up effect in these districts is described 
as "marshaUian", pointing to Alfred Marshall's 
analysis of external economies of scale. Higher 
efficiencies can be gained by joint design of 
products, purchase of raw materials and energy, 
joint use of equipment, office space, and transport 
vehicles, joint production, financing, marketing, 
advertising, distribution, organisation of exports, 
research and development, training, and so forth. 
In addition to joint purchase and joint utilisation 
of resources there.may also be efficiency gains 
through bunching and spatial agglomeration of 
firms, which reduces transport costs and facilitates 
various sorts of inter-enterprise exchanges of 
information and other resources. The spatial 
conglomeration of small firms, at the extreme, may 
come close to the spatial concentration exhibited 
by big integrated plants. Sometimes entrepre- 
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neurial networks develop spontaneously, but 
frequently they are built into existing social 
networks. In some cases there is public support 
given, as for example in some of the Italian 
provinces which provided a public infrastructure 
for small business development; or under the two 
successive pieces of legislation of 1982 and 1983 
in France which provide a legal foundation for 
decentralisation coupled with various kinds of 
local logistic assistance, such as buildings, real 
services and counselling. 

Concentration in a locality may not merely be 
significant for the pooling of resources and for 
their exchange, but also for the process of diffu- 
sion of innovation and new technology. The 
industrial districts (just like occupational markets) 
do live on an egalitarian principle that in this case 
requires a rapid assimilation of all firms in the 
group. 

Density of demand and supply is also an 
important functional requirement of occupational 
labour markets that rest on the easy substitution 
and mobility of workers with the same skills across 
firms. There must be enough employers and 
workers in the local market to enforce the "law of 
large numbers", which forms the basis for quanti- 
tative and qualitative adjustment in this labour 
market structure. Further, the work sites must be 
close enough geographically to avoid undue 
mobility costs. 

The economies flowing from communal rela- 
tions pertain to both co-operating firms in the 
same industry or product area and firms operating 
in different branches. In other words, the effi- 
ciency gains of small firm communities can be 
built on the principles of industrial and spatial 
grouping. Some of the best known examples of 
industrial communities can be found in the shoe, 
textile, leather and clothing industries in Italy, 
France, and the United States. 

Firms with different products, product market 
affiliations and technologies may profit little from 
exchange relations and transfer, as far as the 
specific product is concerned, but may still benefit 
from co-operation and co-ordination; e.g. through 
joint procurement or use of resources, such as 
energy supply, office capacity, and various ser- 
vices. 

The second principal rationale for communal 
organisation is more social or political in nature. 

Joint organisation and representation of firms may 
strengthen their "voice" vis-dl-vis various levels of 
government. For example, for the industrial dis- 
tricts in Sweden, their bargaining power v/s-ti-v/s 
the local public authorities is said to be at least 
as important for their economic welfare as the 
benefits accruing from the efficiency gains of 
grouping together. 

There are often less tangible resources of com- 
munal organisation that stem from existing resi- 
dential ties, kinship, religious affiliation, political 
parties, social class, ethnic group and other sorts 
of coherent and socially integrated structures. 
These resources provide a "sense of belonging" 11 
as well as trust, which again form the basis for 
mutual exchange and co-operation. If people are 
bound to live together for a long time, there is little 
space for the opportunistic behaviour typical of 
short-lived, causal market relations. Both the 
Italian report, which analyses the social fabric of 
industrial districts, and the United States report, 
which investigates cases of effective communal 
organisation in garments and construction in New 
York City based on ethnic or religious ties or on 
immigration links, point to the close interplay of 
social and business organisation. Beeattini defines 
an industrial district as the "thickening" of inter- 
dependencies among several firms, and between 
this group and a population of workers or other 
people within a common and relatively circum- 
scribed location. 

In fact it may ultimately be the social control 
feature of organisation, in particular the power 
of sanctioning "unsocial" economic behaviour 
through a tight social group which constitutes the 
common thread to all kinds of success stories of 
large and small firms. Still, by far not all well- 
integrated social organisations produce effective 
economic organisation, and a key question for 
research may be under what circumstances "social 
resources" are tapped and mobilised for economic 
ends. Obviously, one of the effective mechanisms 
of social organisation lies in the reduction or even 
elimination of short-run competition. This appears 
often to be required for acquisition and efficient 
use of resources, both within firms as well as 
across firms. In some cases, "internal product 
markets" exist within which competition exists, but 
is regulated to meet the collective interests of the 
community. For example, in Germany, the Federal 
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Cartel Office and the courts responsible for acting 
in anti-trust cases have viewed inter-firm co- 
operation critically, especially where it begins to 
lead to the fusion of the co-operating firms and 
toward corporate concentration. But in fact, a lot 
of spontaneous and organised types of co-opera- 
tion have taken place, especially among small 
industrial firms and in the craft sector, 

VII. Conclusions 

Public debate about small and medium-sized 
enterprises today is marked by a wide spectrum of 
viewpoints and attitudes. Many predict a great 
future for these enterprises, while others see them 
on the road to decline. Assessments of their 
performance vary from "highly flexible and effi- 
cient" to "backward and exploitative". 

Neither unbridled enthusiasm nor complete 
scepticism is appropriate when considering the 
future development of SMEs. The size of enter- 
prises or establishments does not crucially deter- 
mine business performance measured either in 
economic or social terms. Instead, business per- 
formance depends decisively on organisational 
structure and on the public and private policies 
which influence their development. This is evident 
in the international comparisons, which demon- 
strated clearly the effect of institutional structures 
on the size distribution of employment and size- 
related earnings differentials. 

There are many reasons to examine SME 
development. First, after many decades of decline, 
the employment share of SMEs began to increase 
in the 1970s, though at different rates in different 
countries and sectors. But even in the absence of 
this job growth, it is important to look into the 
SME sector simply because the large majority of 
business units are small, and they employ signifi- 
cant, although internationally widely varying, 
proportions of workers. 

From the empirical evidence gathered in the 
various countries under review it appears that the 
employment gains in the SME sector are neither 
merely the results of sectoral change toward the 
service sector, nor the effects of the business cycle. 
Rather, they are to a significant extent a function 
of industrial restructuring of two kinds: one is the 
decentralisation and vertical disintegration of 
large companies; the other is the formation of 

small new business communities, as exemplified 
by industrial districts and other local or regional 
small firm agglomerations. The two types of 
development represent different, but possibly 
inter-related, responses to changes in product and 
labour markets during the past two decades. These 
changes include increasing consumer demand for 
more differentiated, or customised, goods and 
services; heightened product market competition 
for standardised goods; the spread of micro- 
electronic production and communication tech- 
nology, and changing labour force composition. 

Both public and private policies have an 
important role to play in promoting the SME 
sector. However, deregulation of the labour mar- 
ket and wage cutting are not promising routes. 
What small firms need most of all are some kind of 
support systems to compensate for the inferior 
resources available to individual small business. In 
this respect, there are two principal choices: first, 
small firms may benefit from the power and 
resources of large companies, a solution which is 
likely also to generate the unilateral dependence of 
the small firm in a hierarchically-structured rela- 
tionship. The other main solution is a communal 
organisation under which the small firm looks for 
other small firms to associate with and to build a 
more permanent, mutually constructive network 
of joint support and resource sharing, possibly 
with the co-ordinated specialisation of each firm in 
the network. This model is likely to produce more 
egalitarian relations among autonomous firms. 
The choice, then, is one between "top down" 
versus "bottom up" control of inter-firm relations, 
or between "kingdom" and "republic". 

Notes 

This paper is a revised version of the introductory chapter 
to The Re-emergence of Small Enterprises -- Industrial 
Restructuring in Industrialized Countries, edited by the 
Authors and Michael Piore, and published by the Inter- 
national Institute for Labour Studies, Geneva, 1990. The 
paper draws heavily on country reports for Japan, the United 
States, the United Kingdom, France, the Federal Republic of 
Germany, Italy, Norway, Hungary and Switzerland. The first 
six reports are included in the book. 
2 Throughout this paper the term "enterprise" relates to a 
separate legal entity, while "establishment" means a single 
place of work which may be part of a larger multi-establish- 
ment enterprise. The term "firm" is used synonymously with 
enterprise. "Unit" is used to refer to either enterprises or 
establishments. 
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3 The OCED size definitions are the standard used through- 
out this volume. However, there are many deviations on a 
country-by-country basis, so the reader is advised to consult 
the many notes to the tables. 
4 The three other country reports not included in the paper 
(Hungary, Norway, Switzerland) are available from the 
authors upon request. 
5 This is commonly termed "shift-share" analysis. 
6 "Differentials are likewise narrower in the Nordic countries. 

See Gibbons and Katz (1989) for a very good empirical 
and theoretical discussion of inter-industry wage premia in 
the United States. 
s This argument is presented in much greater detail in Piore 
(1988) and is only summarised here. 
9 Typical examples are doctors, lawyers, pharmacists, i.e., 
instances in which health and safety are at stake. 
10 In Germany, the 1968 reform of the turnover tax law --  
the introduction of the net turnover tax --  provided incentives 
for a greater degree of subcontracting. It eliminated the 
promotion of corporate concentrations resulting from the 
previous cumulative taxes. 
11 This term is used by Beccattini in the Italian report. 
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