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Preface

This report is the result of an open-source study to assess the direct and indirect
effects of private sector activity on job creation. The report examines how and under
what conditions the private sector can best contribute to job creation and poverty
reduction, drawing on a review of the literature and evaluations; surveys of more
than 45,000 businesses in over 100 countries; a website, blog, and essay competition
to solicit outside views; macro and micro case studies of IFC clients; and IFC's own

operational experience and lessons learned.

The report aims to elicit practical lessons that can be applied to the work of IFC,

policy- makers, and other financial institutions focused on the private sector.

IFC, as the largest global development institution focused on the private sector
in developing countries, is well placed to lead this study. The study has been
closely coordinated with the World Bank’s World Development Report (WDR)
2013 on Jobs and draws upon the experience of relevant departments within the
World Bank and IFC as well as the expertise of our external consultants, partners,

and clients.

The report was prepared by a team led by Roland Michelitsch under the overall
guidance of Nigel Twose, director of IFC's Development Impact Department. The
core team of authors included Gabriela Armenta, Ferran Casadevall-Massuet, Namita
Datta, Anastasiya Denisova, Rijak Grover, Luz Leyva, Junko Oikawa, and Anging Shi.
The report greatly benefited from the inputs of an external technical advisory panel,
whose members were Arlete Georgete Jonass Patel Alves (CEO, Supermercados Ka
da Terra), Ragui Assaad (University of Minnesota), Major Gen. (Retired) Amjad Khan
Chowdhury (CEO, PRAN Group), Mary Hallward-Driemeier (World Bank), Rafael Lalive
(University of Lausanne), Martin Rama (World Bank), and Raymond Torres (Interna-
tional Labour Organization). Romina Bandura (ILO) and Kathleen Beegle (World Bank)

also actively contributed to the panel’s feedback.

IFC and World Bank colleagues helped with several case studies and research
that were conducted as part of the report. Ruchira Kumar, Hayat Abdulahi Abdo,
and Oxana Miliaeva produced the micro case studies for the manufacturing and



agribusiness sectors. Mahima Khanna and Govinda Timilsina participated in the micro
case study for the infrastructure section. Garima Sahai made possible the micro case
study for access to finance. The consulting firm Steward Redqueen led the produc-
tion of the macro case studies. Alla Khodakivska and Jean-Luc Park also produced
background documentation relating to the financial sector. Gloria Paniagua and
Anastasiya Denisova produced the meta-evaluation, and Miriam Bruhn contributed
as peer reviewer. Finally, Federica Saliola and Jon Vierk Bernt conducted the analysis
of Enterprise Survey data.

The report also includes the inputs of many operational colleagues in IFC and the
World Bank, among them Alejandro Alvarez, Gokhan Akinci, M. Assaid Amlaiky,
Belinda Amoah, Clive Armstrong, Victoria Bakhtina, John Barham, Najy Benhassine,
Antoine Courcelle-Labrousse, Daniel Crabtree, Daniel Goldblum, Rapti Goonesekere,
Douglas Grayson, Neil Gregory, Juliana Guaqueta Ospina, Pierre Guislain, William
Haworth, Armando Heilbron, Richard Henry, Zenaida Hernandez Uriz, Syed Estem
Dadul Islam, Sebastian James, Alan Johnson, Arthur Karlin, Mohammed Ali Khan,
Mary-Jean Lindile Moyo, Liane Asta Lohde, Amy Luinstra, Syed Mahmood, Mouayed
Makhlouf, Sumit Manchanda, Martha Martinez Licetti, Andrei Mikhnev, Melina
Mirmulstein, Carmen Niethammer, Aminur Rahman, Sreekala Ramanathan, Thomas
Rehermann, Carlos Roberto Griffin, Elsa Rodriguez Felipe, Adam Sack, Massimiliano

Santini, Katherine Scaife Diaz, Warrick Smith, Mathieu Verhaeghe, and Leanne Viviers.

The production of the report was supported by Thoko Moyo, Gloria Orraca-Atayi and
Katherine Hutt Scott, and the initial phase by Rupa Ranganathan.

The team would like to acknowledge the generous support of the governments of
the Netherlands (through its Ministry of Foreign Affairs), Switzerland (through the
State Secretariat for Economic Affairs) and the United Kingdom (through its Depart-

ment for International Development).

The full version of this report and detailed version of all associated case studies can be
found at www.ifc.org/jobcreation.




MESSAGE FROM JIN-YONG CAl

IFC Executive Vice President and Chief Executive Officer

600 million. The number is so large, it's almost incomprehensible.
Yet that's how many new jobs the world needs by 2020 just to keep up
with the globe’s surging population.

Getting there won't be easy. It will be impossible without the private sector.

Joblessness, especially among the poor, is a global crisis. And for IFC, the
world’s largest development institution focused exclusively on the private
sector, it's a top priority. Most of the world’s 200 million unemployed are
women and young people living in developing countries. Without work,

they can't care for themselves or their families.
The result: poverty, and social and economic unrest.

The private sector, which provides nine out of 10 jobs in developing countries, offers the best solu-
tion to the challenge of unemployment. IFC can play a critical role.

By targeting the private sector, we complement the World Bank’s work with governments. In fiscal
year 2012, we invested more than $20 billion, including funds mobilized from other investors, and
spent almost $200 million on more than 630 advisory projects in 105 countries. This investment
and advice helps countries address factors that can be the most important obstacles to job growth:
investment climate, infrastructure, access to finance, and education and skills.

Our clients create jobs. We know it because we've actively tracked direct employment for the past
seven years. But we also know that the impact of our work goes far beyond the jobs created directly
by investment clients. In fact, those jobs are only a small portion of the employment generated by
IFC's work.

Take our client Orissa Cement in India, for example. A loan from IFC allowed it to set up a plant and
expand its capacity, directly creating around 300 jobs in four years and indirectly creating 7,200 more.

To get a better look at how IFC contributes to job creation we commissioned this study. Our team
left no stone unturned as it examined how the private sector can best contribute to job creation and
poverty reduction. It reviewed reams of literature, evaluated surveys of more than 45,000 businesses
in over 100 countries, solicited outside views through a website, blog, and essay competition, con-
ducted case studies of IFC clients, and sought to learn from our own operational experience.

The study focuses on practical lessons, and seeks to find out what types of activities are most likely
to have the greatest impact on job creation, and how these activities affect different societal groups.
[t complements the World Bank’s recent World Development Report on Jobs by offering practical
lessons and recommendations to help the private sector create more high-quality jobs.

The Jobs Study provides useful insights into how IFC and the World Bank Group can further strength-
en the employment-creation effects of our activities and contribute even more to improving the
quality of those jobs.

Much more work lies ahead. We will tackle it forcefully—supporting our clients and helping policy
makers gain new practical insights into the private sector’s role in creating jobs in developing countries.
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SETTING THE STAGE: WHY JOBS MATTER:
A CONCEPTUAL FRAMEWORK FOR JOB CREATION

This introductory chapter presents the motivation for producing this report and the conceptual framework that guides its
structure. The catalyst is the developmental impact of jobs. Jobs boost living standards, raise productivity, and foster social
cohesion. Jobs also are the principal way out of poverty. To take advantage of this potential, the world must act urgently to
overcome a double challenge. First, some 200 million people are currently unemployed, many of them young people, and it
is estimated that by 2020, some 600 million jobs need to be created, mainly in Africa and Asia, largely due to demographic
trends. Second, the new jobs must be good jobs. Almost a third of workers are still poor, and about half—particularly wom-
en—are informal workers. In some of the poorest countries, informality and underemployment, rather than unemployment,
are the main issues.

The private sector, which provides some 90 percent of jobs in developing countries, must be at the core of any response to
this double challenge. Therefore, it is crucial to understand the constraints that private companies face in creating jobs, and
the public sector and development finance institutions must help build an environment where these obstacles are removed or
minimized. This report aims to help by providing an understanding of how the private sector generates jobs, what constraints
limit job creation, and how these problems can be mitigated.

This chapter also introduces a conceptual framework of the theoretical determinants of and constraints on job creation,
which will guide the structure of the report.

1. Jobs are much more than monetary income

The World Bank's World Development Report 2013 identifies three ways that jobs contribute to development: Jobs boost liv-
ing standards, raise productivity, and foster social cohesion.' Indeed, development and job creation are intrinsically linked and
interdependent in the economic and social spheres. Within the economic domain, jobs provide the main source of income,
thus determining living standards and consumption possibilities at the individual level. Future income is also partly dependent
on current labor activity, since human capital is accumulated and skills are maintained and improved through daily work.

Jobs are also the principal way out of poverty for people in developing countries. The associated increase in income allows
consumption of basic goods and services above poverty thresholds: as average household incomes rise by 2 percent per year,
poverty rates are reduced between 1.2 and 7 percent, depending on country circumstances.? In fact, the top two reasons why
60,000 poor people cited jobs as their best pathway out of poverty were (i) through self-employment, i.e., running their own
business, (ii) through income from wages or salaries.?

At the aggregate level, every job can create economic value by reallocating re-
sources to productive uses, by providing new opportunities for exchange of goods
and ideas, and by contributing to common goods and services. As long as there are 600 million jobs
no significant distortions, such as subsidies or environmental externalities, all these needed by 2020.
factors promote productivity gains and overall economic growth, from which all
members of society benefit. But jobs can become even more transformational when
they contribute to additional impacts such as augmenting competition, generating
demonstration effects, or reducing gender gaps.

Source: World Bank’s Word
Development Report 2013.




Finally, the labor market is among the prominent channels through which people interact with the rest of society. In turn, this
interaction generates a sense of belonging, of social identity, and of self-esteem or personal satisfaction.* This sense of com-

munity is an important building block
of social cohesion. Every additional ~Table 1.1: Contribution of jobs to socioeconomic development

job created spreads welfare within Individual level Collective level
society and thus ensures that devel-
opment is shared and contributed to

Economic development | Income and consumption, poverty escape Economic growth

by all of its members. Social development Self-esteem, sense of community Social cohesion

1.1 But the picture is more
nuanced than it seems

The linkages between jobs and development are in reality more complex, in part because they are bi-directional. Jobs that do
not meet environmental and social standards might have a lower development or transformational impact or even a negative
impact. Vulnerable employment, often in the form of informal employment, is frequently associated with poor productivity,
fewer rights and less protection for workers, and has barely decreased worldwide in the last decade—from 52.8 percent to
49.1 percent.> Low-paid jobs, informal jobs, and vulnerable jobs do not have the same development impact as well-paid
and formal ones. Other distortions might also emerge. For example, a job in a protected industry that is artificially sustained
through transfers financed with taxes might impose net costs to the overall economy.®

Economic growth contributes significantly to poverty reduction and to higher living standards for poor people, but the ex-
tent to which this happens differs across countries and circumstances. While jobs are seen as the main way to escape from
poverty, factors such as the access to basic services and the geographical and sectoral patterns of growth affect the degree
of inclusiveness and poverty reduction. Working poverty is a reality in many countries, a situation in which the development
impact of jobs is again unmet. Informal workers overall are much more likely to be poor than workers in the formal sector of
an economy, and economies with larger shares of informal sectors also tend to be poorer.” The corollary is that the quantity
and quality of jobs are equally important.

1.2 The double jobs challenge

The world is thus facing a double jobs challenge: creating a large number of jobs and creating better jobs. The economic crisis
has added 27 million new unemployed, leading to a total of 200 million unemployed worldwide in 2011.8 More than 600
million jobs must be created in the next decade to ensure that unemployment does not increase even further as millions of
young people enter the workforce.® Unemployment affects young people disproportionately; they are almost three times as
likely to be unemployed as adults (these ratios are higher in the Middle East and North Africa region).’® High youth unemploy-
ment rates can deteriorate their long-term labor prospects and social attachment, as well as the prospects for the future of
their countries.

In many developing countries the challenge is not unemployment but informality, working poverty or underemployment
(working less than desired or below the worker’s qualifications). Thus, unemployment figures often do not reveal the true
scale and nature of the employment problem. In other words, the quantity challenge is accompanied by the quality challenge.
IFC Performance Standard 2 recognizes that the pursuit of employment creation must be balanced with the protection of
basic rights for workers. Environmental sustainability also determines the developmental impact of jobs. However, informality
and poverty still affect a significant share of workers around the world; although the percentage of workers who are poor has
decreased significantly in the last decade, it still stands at 30 percent of the total number of workers.” Some of the improve-
ments in labor market outcomes after the crisis, where they have occurred, have relied heavily on low-paying jobs, involuntary
part-time jobs, and informal jobs." If this trend is not reversed, the job recovery may be contributing poorly to long-term
development and may not be sustainable itself. Therefore, the appropriate context must be in place so that job creation and
growth are inclusive; protecting the basic rights of workers and leading to poverty reduction in all regions. Chapter 10 ad-
dresses quality of jobs more specifically.

1.3 Specific needs in specific regions

The nature of the jobs challenge varies by region, due to different demographic, institutional, and socioeconomic factors,
and therefore so does the nature of the best policy responses. For example, unemployment rates are currently the highest in
the Middle East and North Africa (MENA) region (about 10 percent), more than double those of East Asia and South Asia,



which have the lowest rates (at about
4 percent; see figure 1.1)." Youth un-
employment rates in the MENA region
are particularly high, because job cre-
ation in the last years did not compen-
sate for the even stronger growth of
labor supply for this age bracket.™

Figure 1.1: Unemployment rates vary by region

Sub-Saharan Africa

North Africa

Middle East

Latin America and the Caribbean

However, as mentioned above, unem- South Asia

ployment is not the main challenge
in many countries. While unemploy-
ment rates are comparatively low in
South Asia, both vulnerable employ-
ment and working poor remain major
policy challenges despite recent prog- o 2 4 6 s 10 12
ress (see figure 1.2). The same is true
of Sub-Saharan Africa."

South-East Asia and the Pacific
East Asia
Central and South-Eastern Europe

World

Unemployment rate in 2011 (percent)

. . . . Source: ILO (2012). EU: European Union. CIS: Commonwealth of Independent States.
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low unemployment rates and a

strong decline since 2000 in the number and share of workers below the poverty line, but it faces an aging workforce in
coming decades.’® Aging and migration are also looming threats to the labor market in Eastern Europe and Central Asia."”
Finally, Latin America and the Caribbean have witnessed progress in recent years in terms of increasing employment and
decreasing vulnerable employment, but low levels of productivity remain a challenge.®

1.4 The role of the private
sector, and obstacles to

. Figure 1.2: The share of working poor is still very high in some regions
employment creation

The private sector must be at the
core of any approach designed to
address the jobs challenge, as it pro-
vides some 90 percent of the jobs in
the world.”™ Private sector job cre-
ation is inextricably linked to overall
development and poverty reduction,
making it crucial to understand how
the private sector creates jobs, what
obstacles limit job creation, and how
those obstacles can be mitigated.
This is precisely the supporting role
of the public sector: provide the nec-
essary macroeconomic environment
and a supportive investment climate.
Development finance institutions can
support the public sector in that pro-
cess, in addition to working directly
with private companies.

1.5 Conclusion
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Development cannot take place without jobs. Therefore, the world needs to act now to address the enormous jobs challenge
that confronts it. The main message for policymakers is that job creation, socioeconomic development, and poverty reduction
are not independent, and thus policies aimed at these should be designed and implemented in an integrated manner.?° In
particular, job policies should be a central part of any development policy, and they should tackle the double-sided challenge
of generating more jobs and better jobs. The second message is that because the private sector is the main engine of growth



and job creation, it is fundamental to understand both what drives job creation and what obstacles prevent the private sector
from generating jobs. By facilitating job creation and inclusive private sector—led growth, policymakers can promote social and
economic development suitable for the different needs of each region.

This report aims to understand the effects of constraints and of policies removing them on job creation, while identifying the
circumstances under which these policies are likely to work. The report also contains some estimates of the magnitude of the
employment-generation effects.

2. Constraints to job creation: a conceptual framework

This part of the chapter outlines the structure of the report and the
Macroeconomic policies framework upon which it is based. The report builds on the World
Bank Group framework known as MILES?' for thinking about con-
straints to job creation.

Investment climate institutions and infrastructure
Labor market regulations and institutions

This report approaches job creation from the point of view of the
basic framework of labor supply and labor demand. On the demand
side, job creation is influenced by policy fundamentals such as Mac-
roeconomic and fiscal stability, Investment climate and Infrastructure,
while Education and skills influence both the demand for and supply of labor.?? This report addresses four constraints or
obstacles to job creation as identified by private sector firms and that can be addressed by the work of development finance
institutions. These four constraints form part of I, L, E and S?* of the MILES framework, and are: access to finance, infrastruc-
ture, investment climate, and skills.?* The reasons for choosing these particular constraints and their importance are presented
in the chapter on Constraints.

Education and skills

Social Protection

The chapter on Investment Climate addresses the institutions and touches on social protections and labor regulations that
cover |, Land S of the MILES framework. The chapter on Access to Infrastructure clearly addresses . The chapter on Access to
Finance falls under the I, and the chapter on Skills and Training covers the E.

The MILES framework also covers macroeconomic and social safety net factors that affect job creation. However, these are
typically beyond the realm of private sector companies, or of development finance institutions (DFIs) that work with the pri-
vate sector. This report thus focuses on the four constraints mentioned above as the most relevant to private sector interven-
tions and operations of private sector DFIs.

2.1 Labor market: supply and demand

As does any market, the labor market has a demand side and a supply side:
e [abor demand represents the number of workers that firms are willing to hire at any given wage rate.
e [abor supply indicates the number of workers willing to work at any given wage rate.

Ideally the economy should be at an equilibrium where for each skill level the wage is such that labor demanded equals to
labor supplied and we only observe the “natural” rate of unemployment, which happens due to workers looking for jobs
after graduation, switching jobs, or changing their skills in response to structural change. Private sector interventions that shift
either supply or demand for labor, moving the equilibrium to one with more or less employment, are addressed in this report.
Tools used to estimate the employment effects of private sector interventions and challenges associated with using them are
discussed in the chapter on Estimating Economy-wide Job Creation Effects, while the chapter on How the Private Sector Cre-
ates Jobs in Developing Economies presents an analysis of current employment trends in the developing world.

However, developing countries are characterized by a relatively large proportion of people being engaged in own-account
employment (for example, micro-enterprises that consist of just one person, who is frequently also the owner.) There enter-
prises do not generate labor demand as we think of it unless they grow, which is conditional on their business model benefit-
ing from growth and obstacles to growth being removed.

2.2 Labor demand

Firms’ hiring decisions shape labor demand. According to classical economic theory, firms are profit maximizers. In this styl-
ized model, firms derive revenues from selling their output, which is produced using capital (physical capital: e.g., machines,
factories, etc.), labor, and sometimes land. Firms have to pay wages to each worker, and often benefits as well (such as health
insurance, retirement benefits, etc). The compensation (wages and benefits) paid to each worker is a cost to a firm. Firms



will be hiring workers as long as the value an additional worker generates for the firm (in the form of contribution to profit)
exceeds the compensation that a firm has to pay her or him. Thus the total number of workers hired will depend on the ad-
ditional value each worker can generate and on the compensation a firm has to pay.

The extra value that a worker generates depends on technology, access to physical capital, level of skill and relevant training,
the firm’s access to infrastructure (such as power) and markets, etc. Uncertainty about the future can also significantly affect
the demand for labor, in particular when it is difficult to lay off workers in case of negative economic developments (e.g. lower
demand and prices for the firm’s products, etc.).

Workers tend to be more productive if a firm has a higher level of physical capital. Therefore, financing that supports expan-
sion of a firm, purchases of physical capital, etc., can increase the value each worker generates and therefore can lead to job
creation. The chapter on Access to Finance presents the links between job creation and financing.

Similarly, access to infrastructure allows workers to be more productive. For example, having reliable power can allow them
to use certain machinery, or to have more productive hours of operation. Alternatively it can allow a firm to save money and
invest in new machinery. At the same time, better roads and ports can provide access to new markets. The chapter on Access
to Infrastructure analyzes these links in more depth and illustrates how economy-wide employment effects of infrastructure
projects can be estimated.

Lastly, reforms that reduce corruption, costs of regulations (for example through more efficient administration), and/or in
other ways reduce uncertainty or make it easier to start or run a business have a potential to promote the establishment and
growth of firms, which in turn contributes to hiring more workers or attracting workers to more productive jobs. The chapter
on Investment Climate presents empirical evidence supporting this positive link.

Above are the factors that influence additional value generated by a worker, but the number of workers hired also depends
on how costly they are to a firm. The compensation that has to be paid to a worker will be influenced by taxes and labor
regulations, among other things. To the extent this higher compensation benefits the worker, and the worker also sees this as
a clear benefit (e.g., health insurance, pension benefits, etc.), this may have little effect on the overall labor market.

The effects of taxes and various labor market regulations can be both positive and negative, frequently depending on
how effective the government is. In some cases the extra cost of a worker to a firm does not come as a result of a higher
compensation for her/him but rather due to taxes and/or regulations that do not explicitly benefit the worker. In this
case workers are more expensive for firms but do not receive higher compensation, creating a disincentive to hire and
be hired. Analogously, reforms that make operating a business more costly via wage regulations, formalization, and
labor standards, while having a potential to improve the quality of jobs, can also reduce their quantity in the short run
and create higher levels of unemployment.

However, one has to keep in mind that some of the connections are not unidirectional. For example, while from the firms'’
point of view, lower taxes might be positive, as they reduce costs, these same lower taxes might result in less public financing
available for infrastructure, or other worthwhile investments that could benefit the firm. Additionally, improvement of work-
ing conditions can make employees more productive and thus increase profitability, resulting in job growth. The chapters on
Investment Climate and Quality of Jobs address these relationships in more detail.

Lastly, although this observation is beyond the scope of this report, workers are also often the people who purchase the
goods produced by the private sector, and thus higher employment and employment at higher wages are likely to increase
aggregate demand for the goods, producing a positive cycle of effects on employment.

2.3 Labor supply and constraints affecting both Labor Supply and Labor Demand

In assessing labor supply, economists assume that each worker has his or her reservation wage. If a compensation level is
below this reservation wage, then (s)he prefers to not work and enjoy leisure time instead (or, particularly in developing coun-
tries, work in the informal labor market). This reservation wage frequently depends on the level of unemployment compensa-
tion, perceived wage/compensation growth in the future, alternatives in the informal labor market, etc.



If there is a mismatch between skills sought by the firms and the ones that people have or are acquiring, then there is a
problem on both sides. From the firm’s point of view, there is a shortage of workers at the skill level that they are looking
for and a surplus of those with less desirable skill profile. Thus a firm either has to grow slower because it is unable to find
properly qualified employees or it has to invest additional resources in on-the-job training, which makes each employee more
expensive for the firm.?> From a worker’s point of view, there is a shortage of jobs available at their skill level. Workers then
have to invest in retraining or getting additional education, but this is only possible in case such programs are in fact available
and workers are able to find the means to afford them. The chapter on Skills and Training discusses this issue and possible
solutions to the skill mismatch in more depth.
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"CHAPTER 2

HOW THE PRIVATE SECTOR CREATES JOBS
IN DEVELOPING ECONOMIES

What kind of firms create the most jobs and where?
Does higher productivity hurt employment?

Jobs in small and medium enterprises (SMEs) account for more than half of all formal employment worldwide. As countries
become richer, the share of employment provided by larger companies tends to increase. This pattern might indicate that
small formal businesses face institutional and financial obstacles that prevent them from growing into larger businesses,
which also tend to be more productive. In addition, lower-income countries tend to have more informal enterprises, which
like small firms tend to be less productive and often offer even lower wages than the small firms. Both a high degree of
informality, which is likely to be associated with low productivity, and this stunted growth of smaller companies impede the
growth of per capita income.

Worldwide, the services sector leads in terms of increases in employment share, followed by manufacturing, with the share
of employment in agriculture declining.

There is evidence that under certain circumstances, increased labor productivity tends to be positively associated with higher
Job growth rates in more competitive and open markets. Furthermore, employment growth in innovative companies tends to
be inclusive, with a high number of low-skilled people hired.

Job growth coupled with increased productivity is more likely to lead to a reduction in poverty.

1. Introduction

The solution to the current employment crisis can only come from the private sector. It is thus crucial to understand (i) which
types of firms (by size and age) create the most jobs depending on the country and industry context; and (ii) which industries
create the most jobs or are the most likely to grow both globally and in a specific country. In order to answer these questions,

this study draws on various informa-

tion sources: existing research, anal-
Figure 2.1: The informal sector, typically comprised of very small firms, repre- ysis of enterprise survey data, and

sents a significant share of employment and GDP in developing countries. analysis of IFC client data tracked in

60— the Development Outcome Tracking
50 48 System (DOTS).!
40 16 The chapter is structured as follows:
30 25 Developing section 2 analyzes patterns of job
20 creation by company size and its
1 37 B Developed implications, section 3 addresses
07 job creation by industry/sector, and
Share of informal Share of informal S,eCtlon 4 provides fIndI.ﬂgS on the
sector in labor force sector in GDP link between productivity, techno-
logical advances and job creation.
Source: Financial Inclusion Experts Group 2010. The chapter concludes with policy

recommendations.
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2. Small, medium, and large firms in developed
and developing countries

The largest share of employment in developing countries belongs to small and me-
dium enterprises (SMEs). (Please see Box 2.1. for definitions of SMEs employed by
different parts of the World Bank Group.) Furthermore, if micro enterprises are in-
cluded, then in fact the largest share belongs to micro and small enterprises.? This
fact is likely driven by institutional and financial constraints that result in a high de-
gree of informality of the economy and prevent the smallest firms from formalizing
and growing into larger, formal firms.

Box 2.1: Micro, small and medium enterprises (MSME) classifications

There are multiple classifications of micro, small, and medium enterprises, and
they are based on different parameters, such as loan size or number of workers.
Thus one has to be attentive to which classification is used to assure that com-
parisons are possible and correct conclusions are drawn. Through this chapter
three main classifications used are by: (i) the World Bank Group; (ii) the World
Bank Group’s Enterprise Surveys (ES); and (iii) IFC's financial markets. The first two
are based on the number of employees, and the third is based on loan size, since
financial markets institutions typically do not track the number of employees of
their borrowers, but analysis has shown that this proxy is quite closely correlated
with the first definition. There is a difference between the definitions used by the
World Bank Group and ES. In particular, the World Bank’s Group definition has a
much wider bracket for what is considered to be a medium-size company, while
ES considers all companies with 100 or more employees to be large.

Firm Size World Bank Group World Bank Group’s IFC’s Financial Market's
Definition: Number of | Enterprise Surveys Definition: Loan Size
Employees Definition: Number Bucket in USD

of Employees

Micro 0-10 0-4 $1,000-$10,000

Small 10-49 5-19 $10,001-$100,000

Medium 50-299 20-99 $100,001-$1,000,000*

Large >300 >100 >$1,000,000*

*$2,000,000 for some advanced countries

Jobs in SMEs account for more than half of all formal employment world-
wide. This is especially true in developing countries, where SMEs? represent on av-
erage about 66 percent of permanent, full-time employment.# For example, more
than 80 percent of registered manufacturing establishments in Argentina, Bolivia,
El Salvador, and Mexico have fewer than 10 workers,> and about 90 percent of
manufacturing establishments employ 5 to 49 workers in China, India, Indonesia,
Korea, the Philippines, and Taiwan.® While SMEs account for 45 percent of formal
employment,” employment in the informal sector in developing countries accounts
for about half or even more of the total labor force.® The informal sector consists es-
sentially of micro-, small- and medium enterprises (MSMEs) (see Figure 2.1). Thus the
share of employment provided by MSMEs is understated when data only on formal
enterprises are used.

The variation in job contributions by small, medium, and large firms becomes appar-
ent when analyzed by national income levels. In high-income countries, large® firms
have the highest share of employment, followed by medium-size firms, with small
firms having the lowest share of employment. However, the opposite is true for low-
income countries (see Figure 2.2). Additionally two recent research papers provide
support for this pattern. One finds that in the United States, large, mature firms have
the largest share of employment, while the other finds that in developing countries it
is small and mature firms that have the largest share of employment.™

"

Definitions

e Number of jobs created
refers to the number of
jobs that have been added
within a given period com-
pared to the baseline.

Number of jobs provided at
the firm level refers to the
total number of jobs/em-
ployees in the firm at any
given period of time.

e Number of net jobs cre-
ated refers to the number
of jobs created minus the
number of jobs destroyed
either elsewhere in the
economy or compared to
what would have hap-
pened otherwise in the
same firm.

Additionally one has to be
careful to not confuse employ-
ment, employment share, and
employment growth.

e Employment at the firm
and economy level refers
to total number of people
employed.

Employment share iden-
tifies the proportion of
people out of those work-
ing who are employed by a
given industry, or company,
or type of company.

e Employment growth
represents the increase
in the number of jobs as
a percentage of the total
number of those employed
by a given industry, com-
pany, or type of company
at the baseline.

Please note that small firms
are more likely to have higher
growth rates since their base-
line employment is lower (e.g.,
a firm growing from 5 to 10
employees has a 100 percent
growth rate, whereas a firm
growing from 100 to 150 em-
ployees only has a 50 percent
growth rate — but adds 10
times as many jobs).



Figure 2.2: Only in low-income countries do small firms have the largest
share of employment. For other country income groups, large firms lead.
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Source: Enterprise Surveys.

Note: In this graph, small firms are 5-19 workers, medium 20-99, and large >=100.

Furthermore, according to the World Development Report (WDR) 2013 on jobs, it might be not even small and medium but in
fact micro and medium enterprises that have the highest share of employment in the developing countries, even for middle-
income developing countries (see Figure 2.3). Their share increases once household and labor force survey data are used, as this
is more likely to account for employment in the informal sector, which is usually not captured in firm-level surveys and censuses.

A similar pattern is evident when firms’ contribution to job growth is analyzed. Beginning with the work of David Birch in
1979, significant emphasis has been placed on the role of small businesses in job creation. However, the validity of this view
for developing countries has recently been challenged by academic research that suggests it is likely the age of the firm and
not its size that matters most."” When US data are analyzed, small firms contributed the most to job growth because many
of them were in fact a subset of surviving young firms that tended to be the most productive, and thus they grew the most
compared to other size/age categories.’ Thus for the US it is in fact young, but not necessarily small, firms that contributed
the most to employment creation.

However, in developing countries small firms are still significant contributors to employment growth, even after controlling for
age. In fact, small firms, especially those with less than 100 employees and mature firms (particularly those in operation for
more than 10 years) were found to have the largest shares of total employment and job creation.' Furthermore, even when
countries experienced net job losses in the economy as a whole, only small firms,'* especially small and mature firms, had net
job gains. However, it is important to point out that this analysis is based only on small firms that have “survived” and, given
that small firms have a higher likelihood of going out of business, the results may overstate the net effect at the economy
level. Similar patterns are identified through analysis of Enterprise Survey (ES) data and companies financed by IFC private
equity funds. According to ES data, small firms (5-19 workers) in developing countries had the highest job growth rates over
a two-year period (18.6 percent), about twice the job growth of all firms. Thus, both sources identify small firms in developing
countries as having the highest job growth rates conditional on survival.

Furthermore, the growth dynamics of surviving firms is very different between developing and developed coun-
tries. In developed countries, many surviving firms are born small and then grow into bigger firms. In developing countries
this is frequently not the case: surviving firms are either born large and do not grow much, or surviving firms in fact decline
in size. To illustrate the former, in Ghana surviving firms are born large and show little growth over 15 years.”™ As an example
of the latter, when the size of 35-year-old firms in India, Mexico, and United States is compared to their size at startup, in
India the size declines by a fourth, in Mexico the size doubles, and in the United States it is 10 times larger. A similar pattern
is observed for the productivity of the firms in these three countries (see Figure 2.4).

These patterns may reflect the fact that small and medium-size firms in low-income economies are faced with constraints
that prevent them from growing into large firms. Further support for this hypothesis can be found in recent analysis of World
Bank Group ES data, which find that small firms increased their share of total employment, medium-size firms maintained
their share, and large firms decreased their share.’®"”
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Figure 2.3: Micro enterprises account for a greater share of employment in developing countries.
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Source: WDR 2013 team estimates using data from the International Income Distribution Database (12D2) and EUROSTAT.

Note: Micro enterprises are firms with fewer than 10 workers.

Figure 2.4: Many firms are born small and grow little in India and Mexico
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Source: Hsieh and Klenow (2011).

Note: Figures present the average employment (or productivity) of firms in different age groups relative to the average employment (or
productivity) at birth. Figures are computed using 1992 and 1997 data for the United States, 1998 and 2003 data for Mexico, and 1989-1990
and 1994-1995 data for India.
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Figure 2.5: Larger firms pay higher wages
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Source: WDR 2013 team based on Ayyagari, Demirguc-Kunt, and Maksimovic (2007), and on
Montenegro and Patrinos (2012) for WDR 2013.

Note: The panel uses 138 household and labor force surveys spanning 33 countries over
1991 - 2010. The figure compares the distribution of estimated wage premium of small
(10 to 50 workers) and large firms (more than 50 workers) relative to micro enterprises
(less than 10 workers), controlling for worker characteristics.

This “stunted” growth of SMEs in the developing countries is likely to reduce produc-
tivity, as well as slow down growth and poverty reduction. There is evidence that larg-
er companies tend to be more productive, more innovative, and pay higher wages.'®
According to the WDR 2013 on jobs, large firms are typically more innovative and
productive than smaller firms, since they are more likely to invest in both product and
process innovation, outsource, and engage in joint ventures with foreign partners.
Additionally there is evidence that large firms tend to pay higher wages. As figure
2.5 shows, compared to micro enterprises, small companies typically offer a wage
premium of 10-30 percent, and large companies offer a wage premium of 20-50
percent. However, in particular in developing countries, size is often affected by non-
market forces (e.g., protection, restriction of competition), in which case large firms
are not necessarily more productive.

2.1 Summary and implications

Small firms drive employment growth in developing countries, but they are also much
more likely to enter and go out of business. However, low-income countries stand
out in particular due to small firms’ having the highest employment share, compared
to all other country income groups. This might be indicative of the fact that, due to
various constraints, small firms are unable to grow into larger ones in those countries.

Box 2.2: SME’s or micro
enterprises?

If one wants to achieve poverty
reduction through job creation,

is it better to focus on micro
enterprises, on SMEs, or on

both? There has been an ongo-
ing debate about the effective-
ness of micro finance compared
to investment in SMEs in terms

of employment generation and
types of people employed. How-
ever, it seems that one has to look
at both for job creation, as those
who benefit from micro credit
and those who benefit from new
jobs in SMEs are complementary.
In Bangladesh, the profile of

an average SME employee is a
semiskilled 26-year-old male with
almost five years of formal educa-
tion. Meanwhile, Bangladeshi
micro credit borrowers are mostly
women, about half of whom have
no formal education, and most
have few professional skills.

In Bangladesh on average, larger
SMEs (as measured by the number
of employees) employ a higher
proportion of women workers,
except in the service sector, where
the relationship is the opposite.

Lastly, while SMEs in Bangla-
desh provide on average higher
salaries than micro enterprises,
average working hours at SMEs
are also longer.

Implication: Micro enterprises and
SMEs target different segments
of the labor force. Thus a balance
of investment in both might be
optimal for poverty reduction.

Source: Bauchet, Morduch (2011)

Removing such constraints will disproportionately benefit MSMEs and allow them to grow into larger firms. Additionally, a
focus on formalization of the economy is also recommended, particularly considering that informal enterprises tend to have

lower productivity and poorer working conditions.

3. Employment trends by sector in developing and developed countries

When direct job creation across industries is examined in over 100 countries, the service sector leads in terms of the changes
in employment share, followed by manufacturing, while the agricultural sector shows a steady decline. However, one has to
take in account that in many developing countries, agriculture still has the highest share of employment. Additionally, due
to skill mismatches, some of the patterns that are currently observed might be altered in the future. The actual number of
jobs created by each industry varies somewhat across countries, depending on the availability of natural resources and skills,

institutions, and other country and regional characteristics.
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In general the poorest regions of the world tend to have a majority of people employed in agriculture. Once countries
become richer, they tend to observe increases in manufacturing/industry employment, while the richest countries experience
employment growth in the services sector. These predictions seem to be substantiated by the global labor statistics, with the
exception of the services sector, which experienced employment growth across all countries.

The share of employment in agriculture is steadily declining across all regions of the world,' but it is still high in some
regions such as Sub-Saharan Africa, where it accounted for 62 percent of employment in 2011. At the same time, the share of
employment in services is increasing in all regions, with an average increase of 4 percent from 2000 to 2011. The only excep-
tion is North Africa, where it is almost stagnant. Lastly, the share of employment in manufacturing is increasing in the Middle
East, Asia, Latin America and the Caribbean, and in Africa. It is stagnant or declining in other regions.

However, these trends require further analysis before drawing firm conclusions. Please see Box 2.3 on how these employment
trends were affected by the crisis, and Box 2.4 on role of agricultural employment in poverty reduction.

Box 2.3: Employment Trends and Crisis®

As a result of the crisis, world unemployment increased by almost 16 percent from 170.7 million in 2007 to 197.7 million in
2009.2' Labor markets in developing countries tend to be less affected by shocks, as a high share of employees can reallo-
cate to informal markets in the form of self-employment and family work.?? Nevertheless, developing countries accounted
for 45 percent of the unemployment rise, and higher vulnerable employment? in 2009 was registered in Latin America and
the Caribbean, North Africa, and Sub-Saharan Africa.?* Even though Central and Southeastern Europe and the Common-
wealth of Independent States (CIS) was the only region that had a contraction in total employment in 2009 (Figure 2.6),
other developing regions had higher unemployment rates due to demographic trends of increase in the number of people
entering the labor force.

For further discussion on financial crisis, see Chapter 7, Access to Finance.

Figure 2.6: Several regions increased unemployment rates following the crisis in particular in Europe, East Asia,
and Latin America
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Source: International Labour Organization 2012.

The service sector led job creation for developing economies as well. Research that uses Chilean data indicate that the im-
pact on total output is greater per dollar invested in sectors associated with services, which are more labor intensive.?> This
is further substantiated by IFC’s analysis of Enterprise Survey? data, analysis of companies tracked by DOTS?” and companies
financed by IFC’s private equity funds. The former shows that firms in services had higher growth than firms in manufacturing.
Analysis of DOTS data identified that when only direct jobs are considered, consumer and social services lead in the number
of jobs generated (see Figure 2.7). Lastly, analysis of jobs created by companies financed by IFC private equity funds from
2000 to 2010 shows that the biggest job creators were established businesses in services and in the process of expansion. In
fact, the largest job creation occurred in a retail chain for women’s shoes in China. It created more than 70,000 jobs in over
six years with an annualized job growth rate of 29.5 percent.?
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Figure 2.7 The service sector leads in the number of direct jobs created among IFC client companies.
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Note: Direct jobs are only a fraction of total employment effects for the economy. Our analysis shows that once total effects are considered other
sectors can also become important job creators.

Nevertheless, while the service sector is currently leading worldwide in terms of job creation, prior to outlining policy implica-
tions one has to keep in mind the following three facts: Looking at direct jobs alone might be misleading. Furthermore, creat-
ing the highest number of jobs might be a tricky objective, as there is a trade-off between the number of jobs created and
the value added per job. Lastly, predicted employment growth in various sectors might be hindered due to mismatch between
skills demanded and those available if trends stay as they are.?®

Box 2.4. Role of agriculture in job creation and poverty alleviation

There is an anticipated increase in demand for food and
feed. By 2050 it is predicted that a 70 percent® increase

in food production will be needed. However, this increase
in demand will correspond to depletion of freshwater re-
sources, with a forecasted gap of 40 percent between wa-
ter demand and water supply by 2030, assuming business
as usual.? Furthermore, there is expected negative impact
on crops from shifting weather patterns, competition for
land due to increase in demand for biofuels, and increased
risk of deforestation.

While the employment share has been declining in the
agricultural sector, it should not be overlooked in terms of
its potential for job creation and poverty reduction. Agri-
culture plays at least three roles. First of all, agriculture can
provide the food supplies to reduce hunger. Secondly, for
some types of countries growth in agricultural productiv-
ity can stimulate faster economic growth. Lastly, for some
countries it tends to make this growth more “pro-poor.”

An IFC macro-case study in Tunisia shows that for some
transforming economies, investing in agriculture has the
potential to create the highest number of jobs. Further-
more, agriculture has forward linkages to the food pro-
cessing sector, investing in which creates the largest value
added compared to investing the same amount in other
sectors. Moreover, investing in agriculture in Tunisia maxi-
mizes the salaries/wages earned by workers. However, the
same study also cautions that investment in more capital-in-
tensive industries is needed to improve the quality of jobs.
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The poverty alleviation and employment generation po-
tential of the agricultural sector can be realized if devel-
opment finance institutions focus on raising agricultural
productivity, linking farmers to markets and strengthening
value chains, reducing risk and vulnerability, facilitating
agricultural entry and exit and rural nonfarm income, and
enhancing environmental services and sustainability.?’
Cross-country studies have shown that an increase in agri-
cultural productivity allows labor to move to other sectors
and simultaneously creates a demand for products and
services from these other sectors, thus leading to off-farm
employment creation.

Furthermore, from a meta-evaluation conducted for this
report we know that projects that lead to improvements
in agricultural infrastructure or provision of access to
finance for farmers do tend to have positive job creation
effects. For example, the Asian Development Bank’s (ADB)
Fujian Soil Conservation and Rural Development project:

a kelp processing plant provided employment for about
600 female workers who would otherwise be unemployed.
And in Thailand about 20 percent of those interviewed
among individuals who benefited from ADB'’s rural credit
assistance programs reported changing their main occupa-
tion from agriculture.® A review of irrigation rehabilita-
tion projects in Vietnam showed that those farmers who
benefited from them were 41 percent more likely to hire
agricultural workers.3®



Direct jobs provided by the sector often account only for a small fraction of the total
employment effects of a given sector at the economy level. Analysis shows that once
the total effects are considered, other industries, such as utilities or manufacturing
with significant forward or backward linkages, also become important job creators.
This will be discussed in more detail in the subsequent chapters. Furthermore, due
to linkages, promotion of growth in certain sectors might be more beneficial than
in others. For example, cross-country analyses show that agricultural growth is as-
sociated with the expansion of nonfarm sectors, particularly in countries where the
agricultural sector is large.*°

While looking for industries that create the most jobs, one has to keep in mind that
the value added of these jobs also matters. There is a potential trade-off between the
number of jobs created and the value added per job. For example, studies by Stan-
dard Chartered Bank in Ghana and Indonesia indicate that sectors that added more
jobs, e.g., agriculture and trade, had the lowest value added per worker. At the same
time industries that created fewer jobs, e.g., utilities and extractive industries had the
highest value added per worker.3!

Lastly, if education trends do not change, some of the predicted growth is likely to

In developed
countries many
surviving firms are
born small and
then they grow
into bigger firms.
In developing
countries this is
frequently not the
case: surviving firms
are either born large
and do not grow
much, or surviving
firms in fact decline in

be hindered due to a mismatch between the skills available in the economy and
those demanded?®?. Universally, there is likely to be an oversupply of low-skilled work-
ers, and a shortage of medium (secondary education and/or vocational training) and
high-skilled workers. For example, growth in manufacturing is likely to raise demand
for workers with a secondary education and vocational training in developing econo-
mies of South Asia and Africa—a demand that is likely to not be met.?* An inad-
equate supply of highly educated workers in China could slow down growth in the
higher value-added industries,?* while countries like Bangladesh and Nigeria could
become better positioned than China to take on the world’s labor-intensive work.

size. To illustrate the
former in Ghana
surviving firms are
born large and show
little growth over
15 years.

WDR 2013 based on Sandefur (2010).

Some of these challenges can be mitigated by formalization of the sectors of the
economy that use low-skill work combined with more involvement from the private
sector in training and educational programs. Some of the possible solutions to the skill mismatch will be analyzed in greater
detail in a Chapter on Skills and Training. Lastly, technology can also come to rescue by bridging the gap between educational
level of workers and knowledge demanded. This will be addressed in the next section.

3.1 Summary and implications

The service sector leads globally in terms of increasing its employment share worldwide, followed by manufacturing, while
the employment share in the agricultural sector is on the decline. In order to make informed decisions, economy-wide job
creation should be analyzed. The objective of creating jobs should be coupled with the objective of creating higher value-
added jobs (or increasing the productivity of existing jobs), due to the trade-off between the number of jobs and their value
added. Skill mismatches could also hinder employment growth in many countries and sectors. However, a higher degree of
formalization and marketization of some sectors, greater involvement of the private sector in the design of educational and
training programs, and smart use of technology to bridge the knowledge gaps can help mitigate this problem.

4. Productivity, technology, and employment

The relationship between increased labor productivity and employment is not unidirectional. At the firm level, while there is
a substantial amount of research identifying negative correlation between productivity and hiring, there is evidence that in-
novation, in particular product innovation, can in fact be associated with increases in hiring. This is more likely to happen in
competitive and open economies. In the case of process innovation, the effects are more mixed and sector-specific. However,
when employment is analyzed at the industry or economy level, there is some evidence of a positive effect on employment.
Innovation and advances in technology, in particular information technology (IT), can in fact be one of the solutions if employ-
ment growth is being hindered by a lack of properly skilled people in the labor force. Furthermore, there is evidence that it is
in fact employment growth coupled with increased productivity that leads to poverty reduction.
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Figure 2.8: A large fraction of firms are successful upsizers
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Source: WDR 2013 team estimates based on data of the Annual Industrial Survey of Chile and Amadeus Database.

Note: The figure presents contribution to 5-year growth over the specified period by plants in each country. Plants considered are those with
average employment above 10 that exist throughout the five year period. Successful upsizers are plants that increased both labor productivity and
employment, successful downsizers are plants that increase productivity but lost jobs, unsuccessful downsizers are plants that reduced employment
and productivity, and unsuccessful upsizers are plants that increased employment at the expense of productivity growth.

A well-functioning private sector is characterized by a constant search to increase productivity and efficiency. The associated
reallocation of resources—or “churn”—to increase value added can happen by increasing the productivity of workers in any
specific firm or by workers moving to firms where they can be more productive, and the most productive firms growing and
less productive firms shrinking or going out of business- is what allows economies to grow and incomes to rise. However, the
effects of increasing productivity on workers and employment are not unambiguous. While the economy overall and some
workers clearly benefit from increases in efficiency, it can also result in some other workers being laid off.

It is very easy to assume that overall technological advances and increases in productivity lead to a decrease in employment as
fewer workers are needed to produce the same amount of goods or services. However, an increase in productivity can lead to
goods becoming cheaper to produce. Thus prices fall, and demand for the product increases. Additionally, the decrease in the
cost of production can motivate the firm itself to produce more, thus resulting in the hiring of more workers. Lastly, if the firm
has access to the world market, a per-unit decrease in the cost of production, associated with an increase in labor productivity,
makes the firm or industry more competitive at the global level. This effect can more than offset the employment-lowering
effect of productivity. One example is the introduction of assembly lines by Henry Ford in the automotive industry. While
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automation clearly made the production of any one car less labor-intensive, the lowering of prices for cars made them more
affordable and led to significant job growth in the car manufacturing industry.

To shed more light on the link between productivity, innovation, and employment, the following steps were taken by the IFC
Jobs Study. Enterprise Survey and DOTS data were used to identify the correlation between labor productivity, a firm’s financial
performance, and employment. Additionally, the links between technology and job creation identified in the academic and
industry research are presented.

4.1 Higher labor productivity and poverty reduction

Despite evidence that productivity increases could result in job losses, there is also evidence of an opposite effect. For
example, analyzing data on manufacturing firms in Chile over the period 2001-06 and Romania from 2000 to 2005, the
WDR 2013 finds that a significant fraction of manufacturing firms were successful upsizers achieving both productivity and
employment growth. Moreover, these successful upsizers contributed more to production, employment, and aggregate
growth than the successful downsizers (see Figure 2.8).

Additionally, it has been shown that agricultural growth associated with the green revolution creates jobs both in and out-
side of farming**—for example by helping create jobs in the production and marketing of fertilizer, in the development of
food markets, and by reducing the cost of living for those who migrate to the cities.

Furthermore, not all employment growth leads to poverty reduction. To this day there is mixed evidence of this connection,
and it varies depending on the country context. For example, according to a study by the World Bank in 2005, in three
out of fourteen countries studied, pro-poor growth was associated with more labor-intensive growth.*" A few studies sug-
gest that in order for employment to lead to sustainable poverty reduction, it has to be accompanied by higher earning
possibilities, which in turn are associated with higher labor productivity. For example, in particular for agriculture, pure
employment growth can be of little benefit to poverty reduction, as can be seen in the examples of Nicaragua and Mada-
gascar. However, in other circumstances there is evidence that employment growth in agriculture associated with increases
in productivity and thus overall higher value added can lead to significant poverty reduction effects.*

4.2 Innovation

There is no consensus in academia about the effects of innovation and higher firm

productivity on employment. The answer varies depending on: (i) whether the in- Compared to
crease in efficiency came through product or process innovation; (ii) the sector in micro enterprises,
which innovation takes place; (iii) if the employment at a firm or industry of econ- small companies
omy level is analyzed. typically offer a wage
There are papers documenting a negative correlation between innovation and em- premium of 10 — 30
ployment growth.** However, recent research shows that firms that innovate in percent, and |arge
products or processes and have attained higher productivity exhibit higher employ- companies offer a
ment growth than non-innovative firms.** Moreover, contrary to expectations, this X
employment growth is inclusive: there is a positive correlation between a firm’s wage premium of
innovation-driven growth and the share of that firm’s workforce that is unskilled. 20 - 50 percent.

Additionally, some researchers propose distinguishing between product and process
innovation. Process innovation has an ambiguous relationship with employment,
while product innovation overall is linked to increases in employment. Effects in
this case can be industry specific. For example, process innovations can be associated with employment reduction for
manufacturing firms but not for service firms.*> Product innovation overall has been shown to be positively correlated with
employment growth independent of industry.*®

Lastly, conclusions depend on the level at which employment effects are measured. While with increased productivity,
jobs might be lost in some firms, there are likely gains at the industry/economy level. For example, in manufacturing more
rapid productivity growth led to higher rather than lower employment, although this shift occurred at the industry level.
According to a paper by Nordhaus (2005) for individual companies or industries, higher productivity growth may lead to
loss of jobs. But from the perspective of manufacturing as a whole, or of major manufacturing industries, the employment-
lowering effects are more than offset by employment-creating effects of lower prices and the increased competitiveness of
the industry at a global level. Before coming to conclusions, it is important to measure jobs also at the industry or economy
level. The ways to do so and further reasons are discussed in the next chapter.
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4.3 Innovation as a solution

Technology can also serve as a solution. For example, there is evidence that produc-
tivity-intensive growth in agriculture is associated with decreases in poverty.#’

More importantly, technology—and in particular IT—can help bridge the gap
between skills needed in the economy and skills acquired by the labor force in at least
two ways: First, it can more directly involve the private sector in the educational and
vocational training process by making it easier for companies to identify their skill
needs, and to design and distribute training. It can also make training and educa-
tion more accessible for workers. Companies like Coursera and Empowered Careers
already implement the latter approach in the United States, with Empowered Careers
targeting retraining of baby boomers. Second, in skill-scarce world technologies such
as knowledge codification, systems and smart devices can help bridge the skill gap
and raise the productivity—and thus the employability—of low-skilled workers.*

4.4 Summary and implications

The link between higher productivity and employment is highly dependent on the
sector, type of innovation, and level of analysis. Nevertheless, there is evidence in
favor of higher productivity and innovation being positively linked to employment
growth. In particular this is true for product innovation.

Increased productivity is essential in order for employment growth to lead to

Think about it:

Technological
advancements
are making the
agricultural sector
more attractive for
investment by
creating new
opportunities for
economies of scale,
allowing for higher
value-added agricul-
ture, and allowing
even small-holder
farmers to be better
integrated into local

poverty reduction. value chains, as well as

providing access
to local and global
markets.

Lastly, technological progress can in itself be a part of the solution to the current
unemployment crisis by (i) getting the private sector more involved in training and
facilitating the bridging of the current skills gap; (ii) providing knowledge codification
devices that make low-skilled workers more productive; and (iii) making the agricul-
tural sector more attractive for investment by creating higher-value-added agricul-
ture and providing increased access to local and global markets.

5. Conclusion

The highest share of employment in low-income countries belongs to small companies, followed by medium-size companies.
The pattern is opposite in all other countries. This could indicate that small businesses in less developed countries are unable
to grow. Furthermore, the share of employment by small firms in developing countries increased recently, while the share of
large firms decreased, and the share for medium-size firms barely changed. Some companies in some industries might be
better off remaining small. However, larger businesses tend to be more productive, invest more in training, and offer higher
wages. Therefore, it is useful for development finance institutions, policymakers, and private sector consulting groups to pro-
vide financing and advice to SMEs that will help them grow and create jobs. Also, since micro-enterprises and SMEs target
different segments of the labor force, balanced investments in both should be considered.

These measures will be most efficient when combined with steps to address other constraints such as a poorly developed
financial infrastructure, business climate unfavorable to growth, or lack of access to basic infrastructure such as electricity and
transportation. Development finance institutions and governments should focus on enabling enterprises to become formal.

The link between labor productivity and employment is complex and depends on country conditions (such as openness and
competitiveness), the sector, the type of innovation, and the time horizon (short versus long term) and level of analysis (firm,
industry, country, etc.). However there is evidence of a positive connection between productivity and job creation, especially
in the case of product innovation. Besides, there is some evidence that in more competitive and open economies, innovative
and productive businesses tend to exhibit not only higher job growth compared with other businesses, but also more inclusive
growth, meaning an increase in the number of low-skilled workers hired. Lastly, investments in innovation might result in
gains in employment at the industry level even when there are losses at the company level.

Lastly, there is some evidence that increased productivity is essential for job growth to lead to a reduction in poverty. This is in
particularly true for innovation in the agricultural sector in agricultural and transforming economies.

20



References

Alvarez, R., J. M. Benavente, R. Campusano, and C. Cuevas. 2011, Em-
ployment Generation, Firm Size and Innovation in Chile: The Microecono-
metric Evidence. Centro INTELIS, Universidad de Chile.

Aterido, R., M. Hallward-Driemeier, and C. Pages-Serra.. 2007. “Invest-
ment Climate and Employment Growth: The Impact of Access to Finance,
Corruption and Regulations Across Firms.” RES Working Papers 4559,
Inter-American Development Bank, Research Department.

Ayyagari, M., T. Beck, and A. Demirguc-Kunt. 2007. “Small and Medium
Enterprises Across the Globe.” Small Business Economics 29: 415-434.

Ayyagari, M., A. Demirguc-Kunt, and V. Maksimovic. 2011. “Small vs.
Young Firms Across the Word: Contribution to Employment, Job Creation,
and Growth.” Policy Research Working Paper 5631, World Bank,
Washington, D.C.

Bernt, Jon Vierk and Federica Saliola. 2012. “Note 1: Small Firms show the
highest job growth rates.” IFC Jobs Study.

Bernt, Jon Vierk and Federica Saliola. 2012. “Note 5: Firms in services have
higher employment growth than firms in manufacturing.” IFC Jobs Study.

Bauchet, J. & Morduch, J. 2011. “Is Micro Too Small? Microcredit vs. SME
Finance.” NYU Wagner Research Paper No. 2011-15.

Bigsten, A. & M. Soderbom. 2006. “What Have we Learned from a
Decade of Manufacturing Enterprise Surveys in Africa.” World Bank Policy
Working Paper #3798. Washington, D.C.

Birch, D. 1979. “The Job Generation Process: Final Report to Economic De-
velopment Administration.” Cambridge, MA: MIT Program on Neighbor-
hood and Regional Change.

Christiaensen, Luc, Lionel Demery, and Jesper Kuhl. 2011. “The (Evolv-
ing) Role of Agriculture in Poverty Reduction- An Empirical Perspective.”
Journal of Development Economics 96 (2): 239-254.

Datar, Gayatri & Ximena V. Del Carpio, 2009." Are irrigation rehabilitation
projects good for poor farmers in Peru ?,”Policy Research Working Paper
Series 5154, The World Bank. Available at: http://ideas.repec.org/p/wbk/

wbrwps/5154.html

Dew-Becker, Gordon, 2007, “The Role of Labor Market Changes in the
Slowdown of European Productivity Growth.”

Dutz, Mark, loannis Kessides, Stephen O'Connell, and Robert Willig.
"Competition and Innovation-Driven Inclusive Growth.” Policy Research
Working Paper WPS 5852.

Gutierrez, Catalina, Carlo Orecchia, Pierella Paci, and Pieter Serneels. 2007.
“Does Employment Generation Really Matter for Poverty Reduction?”
World Bank Policy Working Paper 4432. Washington, D.C.

Financial Inclusion Experts Group. SME Finance Subgroup. 2010. “Scaling-
Up SME Access to Financial Services in the Developing World.” Seoul.
October.

Haltiwanger, John., Ron Jarmin, and Javier Miranda. 2010. “Who Creates
Jobs? Small vs. Large vs. Young.” NBER Working Paper No. 16300.

Harrison, R., J. Jaumandreou, J. Mairesse, and B. Peters. 2008. “Does In-
novation Stimulate Employment? A Firm Level Analysis Using Comparable
Micro Data from Four European Countries.” NBER Working Paper 14216.

IFC 2013 "IFC Jobs Study: Assessing Private Sector Contributions to
Job Creation.”

21

, "Note 2: Small firms increased their share of total employ-
ment in developing countries.” IFC Jobs Study.

, "Note 3: Large firms have higher employment shares in
higher country income groups.” IFC Jobs Study.

, "Note 4: Firms in capital and large cities increased employ-
ment shares.” IFC Jobs Study.

, "Note 5: Firms in services have higher employment growth
than firms in manufacturing.” IFC Jobs Study.

, “Note 6: Firms in services increased employment shares in
developing countries.” IFC Jobs Study.

, “Employment growth is positively correlated with sound
financial performance and labor productivity.” IFC Jobs Study.

, “Training Technology, Innovation and Job Growth.”
IFC Jobs Study.

, “Impact of Labor Productivity on Job Creation: Evidence from
global enterprise surveys.” IFC Jobs Study.

Steward Redqueen. 2010a. “The Social and Economic Impact of Standard
Chartered in Ghana.” October. Ghana. Available at: http:/Avww.standard-
chartered.com/media-centre/press-releases/2010/documents/20101004/
Ghana-our_social_and_economic_impact.pdf

Steward Redqueen. 2010b. “The Social and Economic Impact of Standard
Chartered in Indonesia.” October. Indonesia.

Marfan, Manuel and Patricio Meller. 1981. “Small and Large Industry: Em-
ployment Generation, Linkages, and Key Sectors,” Economic Development
and Cultural Change, Vol. 29, No.2 (January ): 263-274.

Mairesse, J., Y. Zhao, and F. Zhen. 2009. Employment Growth and Innova-
tion in China: A Firm Level Comparison across Provinces and City Districts.
McKinsey Global Institute. 2011, “An Economy That Works: Job Creation
and America’s Future,” June.

McKinsey Global Institute. 2012.”The World at Work: Jobs, Pay, and Skills
for 3.5 billion people.” June.

Montenegro, C. and Harry Anthony Patrinos. 2012. “Returns to Schooling
Around the World.” Background Paper for the WDR 2013.

Nordhaus, William. 2005. “The Sources of the Productivity Rebound and
the Manufacturing Employment Puzzle.” NBER Working Paper 11354. May.
Pages, Carmen, eds. 2010. The Age of Productivity: Transforming Econo-
mies from the Bottom Up. New York: Palgrave Macmillan.

Park, Jean-Luc and Anging Shi. 2012 “Measuring the job creation effects of
IFC-supported private equity funds.” IFC Jobs Study.

Peters, B. 2005. “Employment Effects of Different Innovation Activities:
New Microeconometric Evidence.” ZEW—Centre for European Economic
Research, Discussion paper No. 04-73.

Ravallion, Martin. 2005. “Externalities in Rural Development: Evidence for
China.” In Ravi Kanbur and Anthony J. Venables, (eds.), Spatial Inequality
and Development. Oxford: Oxford University Press.

Ravallion, Martin and Shaohua Chen. 2007. “China’s (Uneven) Progress
Against Poverty.” Journal of Development Economics 82 (1): 1-42.
Sandefur, Justin. 2010. “On the Evolution of Firm Size Distribution in

any African Economy.” Oxford, United Kingdom: Centre for the Study of
African Economies 2010-5.



20

21

22

23

Endnotes

IFC launched the Development Outcome Tracking System (DOTS) in
2005 to measure the development effectiveness of its investment and
advisory services.DOTS allows for real-time tracking of development
results throughout the project cycle. At the outset of a project, IFC staff
members identify standardized indicators with baselines and targets.
They track progress throughout supervision, which allows for real-time
feedback into operations, until project closure. To learn more, go to:
http://Awvww 1 .ifc.org/wps/wecm/connect/Topics_Ext_Content/IFC_Ex-
ternal_Corporate_Site/IDG_Home/Monitoring_Tracking_Results/Track-
ing_System

World Bank Group Definition of SME is used.

SMEs in this study were defined as firms with 5-250 employees.
Ayyagari et al. (2011).

WDR 2013, based on Pages (2010).

WDR 2013, based on ADB (Asian Development Bank) (2009) deriving
on data from India (2004-2005), Indonesia (2006), the Republic of
Korea (2004), the Philippines (2005), and Taiwan, China (2006).
Ayyagari et al, (2007).

The Financial Inclusion Experts Group (2010) puts the number at up to
48 percent.

Please note that: (i) small and medium-size firms are tracked separately,
as opposed to being tracked as SMEs in this paragraph; (ii) definition
of firm size is the one used by Enterprise Surveys, in which small firms
have 5-19 employees, medium-size firms are ones with 10-99, and
firms with 100 or more employees are classified as large.

Haltiwanger et al. (2010), Ayyagari et al. (2011).

Haltiwanger et al. (2010).

Ibid.

Ayyagari et al. (2011).

Firms with less than 100 employees are defined as small in Ayyagari et
al. (2011).

WDR 2013, based on Sandefur (2010).

However, this can also be indicative of an increase in entrepreneurship
and thus firm creation in developing countries, or skill pool matching
employment in small firms. Thus more research is needed is needed in
order to reach a more definitive conclusion.

Saliola, Bernt (2012).

WDR 2013, based on Ayyagari, Demirguc-Kunt, and Maksimovic
(2007) and Montenegro and Patrinos (2012)

International Labor Organization (2012).
See Chapter 7, “Access to Finance.”
International Labour Organization (2012).
International Labour Organization (2011).

Characterized, according to the International Labour Organization,
by low wages and hard working conditions that can affect
employees’ rights.

22

24

25

International Labour Organization (2010).
Marfan and Meller (1981).

26 Analysis of over 45,000 firms in 106 countries shows that firms in ser-

27

28

29

3

32

36

42

43

44

45

46

47

48

vices had higher employment growth than manufacturing (8.8 percent
and 5.2 percent, respectively).

Analysis of data from 376 matched companies tracked in DOTS in the
period from 2008 to 2010.

Park and Shi (2012).

McKinsey Global Institute (2012).

WDR 2013, based on Christiaensen, Demery, and Kuhl (2011).
Steward Redqueen and Kim (2010a, 2010b)

Most of this paragraph is based on the findings from McKinsey Global
Institute (2012). One of the limitations of this analysis is that it uses
educational attainment as proxy for skills due to data availability.
However training through apprenticeship, which is not captured, can
be more relevant than formal education in many occupations. In addi-
tion to the quality and content of formal education not being the same
across countries.

McKinsey Global Institute (2012).
Ibid.

FAO. “How to Feed the World in 2050.” FAO issue brief. 2009. Avail-
able at: http:/Awww.fao.org/fileadmin/templates/wsfs/docs/expert_pa-
per/How_to_Feed_the_World_in_2050.pdf

2030 Water Resources Group. 2009. “Charting our Water Future:
Economic frameworks to Inform Decision Making.” Available at: http://
www.sabmiller.com/files/reports/charting_our_water_future.pdf

International Finance Corporation (IFC), August 2009."IFC Agribusiness
Strategic Action Plan (ASAP) FY 12-14"

ADB Rural Credit Assistance (2001).

Datar, Del Carpio (2009).

WDR 2013 based on Ravallion(2005) and Ravallion and Chen (2007).
Gutierrez et al. (2007).

Ibid.

Dew-Becker (2007).

Dutz et al. (2011).

Peters (2005).

Peters (2005), Mairesse et al. (2009), Harrison et al. (2008), Alvarez et
al. (2011).

Gutierrez et al (2007).
McKinsey Global Institute (2012).



ESTIMATING ECONOMY-WIDE JOB CREATION EFFECTS

When development finance institutions, policymakers, and business leaders are estimating the job-creation effects of their
activities, they must look beyond direct jobs generated. They also should consider: (a) indirect jobs, (b) induced jobs, ()
second-order “growth” effects, and (d) net job creation. If an analysis fails to consider indirect jobs created in suppliers and
distributors, it likely will underestimate the poverty-reduction effects.

IFC found that only about a quarter of evaluations of employment effects specifically addressed job creation. While most of
the evaluations found positive effects of private sector programs on job creation, methodologies varied and so did defini-
tions of what counted as employment. Also, proper counter factual was not always possible to identify and attribution was
sometimes difficult. More rigorous evaluations are clearly needed.

Multipliers, such as the total number of jobs in an economy generated per one direct job, are frequently used to assess and
benchmark the job-creation effects of private sector activities. However, they are highly context specific, rarely based on a

counter factual, and vary across industries, within industries across countries, and
even within one industry in the same country. Depending on country, industry, and
client characteristics, a range of multipliers should be used, and different methods
for their derivation may need to be applied.

The focus should be on total job creation, not on the employment multiplier alone.
An “investment multiplier,” assessing the total number of jobs provided or created
per $1 million invested, also can be informative.

Macro-case studies in Indonesia and Ghana show a trade-off between the number
of jobs created and the value-added per job. However, another total study in Tunisia
finds that sectors that create the most jobs also provide the highest total value-add-
ed per $1 million invested, with a higher proportion of it going to workers’ wages.

1. Introduction

Many development finance institutions, policymakers, and business leaders are in-
terested in being able to estimate the job creation effects of their activities. While
data on direct’ jobs created may be available, it tells only a small part of the story.
Jobs created in the supply and distribution chain of the company, jobs created due
to increase in demand associated with higher labor income, and jobs created else-
where in the economy as a result of firms operations have to be considered.

This chapter presents findings from a meta-evaluation that sought to identify tools,
and approaches that can be used to estimate the job creation effects. It then pres-
ents findings in regard to the economy-wide employment effects of private sector
interventions in different sectors from existing industry and academic research, as
well as micro- and macro-case studies conducted as part of the IFC Jobs Study.
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Definitions

Indirect jobs: employment
changes in suppliers and
distributors.

Induced employment: jobs re-
sulting from direct and indirect
employees spending more and
increasing consumption.

Secondary effects refer to job
creation through benefits of
improved access to infrastruc-
ture, such as access to more
reliable power allowing enter-
prises to produce more, and
more efficiently.

Net job creation: effects
accounting for job losses
in competitors.

Value added refers to wages/
salaries plus corporate profits
plus taxes.



2.1 Estimation of employment effects: Findings on Methodology from the meta-evaluation

Though there is strong consensus that creating jobs is one of the key contributions of the private sector to poverty reduc-
tion, there is limited knowledge about which interventions, and in what country conditions, are most likely to catalyze job
creation—and which activities are most beneficial to poor people. To address this knowledge gap, IFC conducted a meta-
evaluation or review of evaluations. The objective was to determine the employment effects of private sector interventions
and the tools and combination of tools that can be used to estimate their effect on job creation, to help shape the strategies
and operations of IFC and other private sector-oriented development financial institutions. Additionally, meta-evaluation has
highlighted that there are a few areas where more work needs to be done to estimate job creation effects of private sector
interventions: reaching a consensus on which activities and types of employment qualify to be defined as a “job”; using a
proper counter factual to claim that jobs were “created” due to the intervention and not just associated with it; and creating
more rigorous evaluations in cases where a few interventions were implemented simultaneously or more than one investor

was involved to establish proper attribution.

The meta-evaluation examined 39 evaluations from 2000-11 commissioned by IFC and other organizations to address the
job creation effects of private sector interventions in four areas: access to finance, access to infrastructure, the investment
climate, and skills development and training. Due to the diverse set of methodologies applied across different areas, it is
difficult to determine the best approach to estimate the job creation effects of private sector interventions.

Only about 27 percent of the evaluations (39 of 147 evaluations, with an employment component extracted from databases
of the World Bank Group and other relevant organizations) specifically addressed job creation effects. In addition, evaluations
were often not comparable due to different types of employment being considered. There is little agreement in the literature
on what types of employment to count. Some researchers only include paid work outside the household (as a proxy for for-
mal employment), while others use a more inclusive definition that incorporates all types of employment (self, family—paid
or unpaid—and paid work outside the household). Some studies include direct job creation only; others include indirect or
induced effects.

Additionally, a proper counter factual was frequently not established. Ideally, program evaluations would compare the group
of program participants with a group of program nonparticipants (control group) that had similar attributes as those that were
benefiting from the program. These two groups of individuals/ firms would then be tracked over time to see if there were any
differences in performance indicators to be evaluated. Having a control group or constructing a “counter factual” can help
evaluators determine what would have happened in the absence of the program and can best be used to assess attribution
to the intervention. Issues of selection bias—that is, the extent to which various subgroups or target population are likely to
participate differently in a program—can also be controlled for using these types of methodologies. An evaluation should
ideally begin with construction of a baseline to clearly define the starting point of program participants. Attribution to the
intervention can best be supported once a comparison between program and non-program participants is carried out over
time by qualified evaluators.

Unfortunately, it is not always possible to construct a counter factual and/or identify a proper comparison group. There may
be various reasons that go beyond the control of the evaluators that could limit the scope of an evaluation. For example, the
evaluator may come across the following constraints: (i) incomplete/outdated contact information, (i) refusal to participate
in a survey, (iii) firm attrition,? (iv) not being able to identify a similar group to interview as they do not exist, (v) sample size
restrictions, (vi) budget restrictions, (vii) low levels of available qualified survey firms, (viii) legal, ethical or practical issues,
among many others.

As a result, qualitative evaluations can complement some quantitative approaches by examining some of the subjective
aspects of the services received (e.g., satisfaction rates, perceived outcomes and/or impacts from the intervention).

Additionally, evaluations that encompass longer time horizons (in particular in the case of skills and training and investment
climate projects) would strengthen the robustness of the effects of private sector interventions on job creation. In the case
of investment climate projects, longer evaluation time frames may be needed to estimate the final job creation effects from
the reforms. For skills and training programs, evaluations after longer periods of time will allow for: (i) a better assessment of
the stability and quality of employment after the program has ended, and (ii) the impact created (in case of managerial and
entrepreneurial training.) Regarding the first point, while quality and duration of employment after training may be important
metrics, almost no evaluations addressed them. This could be due to relatively short follow-up periods after the training took
place. Secondly, there is some evidence that managerial training programs do increase the profitability and productivity of
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the affected firms. This could translate into positive employment effects in the long run, but the evaluations typically did not
assess those effects. Thus evaluations with only one follow-up within a relatively short period of time may not be capturing
the entire employment effects.

2.2. Findings from the meta-evaluation by area of intervention

Access to Finance: Twelve evaluations were reviewed in the Access to Finance area. They focused on the provision of loans
and advisory services to micro, small, and medium enterprises as well as the households. The evaluations were conducted in
Bosnia and Herzegovina, Bangladesh, China, Ghana, India, Maldives, Mexico, Mongolia, Morocco, Sri Lanka, and Vietnam.
Different methods of analysis and data collection ranging from anecdotal evidence to experimental designs were utilized.
Overall, it was found that improving access to finance can help firms expand their operations, which can have a positive effect
on the quality and number of jobs created. The effects tend to be greatest for smaller firms. Combining access to finance with
advisory services also tends to have a more positive effect on employment generation. Moreover, through quantitative ap-
proaches, it was found that improving access to finance for micro-enterprises can create jobs both through the establishment
of new businesses and through the expansion of already existing ones. The latter effect tends to dominate in rural settings.
Investments in the services sector in urban areas and in agriculture in rural areas tend to create the most jobs. Collective loans
are likely to have stronger effects on employment than individual ones.

Access to Infrastructure: Seven evaluations and one meta-evaluation were reviewed under Access to Infrastructure. The
job creation effects were overall positive across the different sectors reviewed, which were roads, power, water, ports and
telecommunication infrastructure. From a methodological point of view, two-thirds of the evaluations were quantitative, but
not all were able to construct a proper counter factual to evaluate the effect of the intervention on job creation. However, in
some cases, a quasi-experimental approach matching treated regions with possible controls was successfully implemented
to account for a proper counter factual scenario. This is particularly replicable in cases where projects affect smaller areas/
groups and data are available to match them with comparable non-affected areas/groups. The predominant effects on em-
ployment tend to be indirect. Furthermore, some evaluations not only managed to capture economy-wide effects in addition
to direct job creation but also differentiated between employment generated by construction and maintenance phases. Road
rehabilitation projects could negatively affect employment in local manufacturing sectors by making imports cheaper, but
overall tend to have positive effect on economic growth and employment. Interestingly, most evaluations focused on jobs
created during construction and maintenance of the infrastructure asset but ignored the most crucial development impact of
infrastructure- the second order growth effects - or jobs that are created because a crucial constraint is relieved, for example
reliable power supply that helps firms expand their output and create more jobs.

Investment Climate: Eight evaluations were reviewed under investment climate. These evaluations were conducted in Brazil,
Burkina Faso, Liberia, Mexico, Peru, Portugal, Rwanda, and Sierra Leone. Seven showed to have had positive economy-wide
effects on job creation, while the license simplification reform evaluation showed no effect on any firm performance indica-
tors, including income, credit, or jobs. The seven evaluations that showed positive effects focused primarily on business entry/
registration reform, investment promotion, and tax simplification. Overall, it was found that these types of investment climate
reforms tend to lead to the creation of new firms, which can have positive employment generation effects. Yet firms that
enter after the reform may be less likely to survive their first two years than firms that entered prior to the reforms. So even
though new jobs may be created, their duration and quality are not always clear. Additionally, the following caveats also need
to be taken into consideration when assessing the economy-wide effects of investment climate reforms that were not able to
construct a proper counter factual: (i) all had issues with attribution and could not account for other factors or interventions
that could have influenced the results; (i) due to the nature of the reform (i.e., legislative and regulatory reforms), it was dif-
ficult or impossible to construct a counter factual; and (iii) the time frame needed to estimate the effects on job creation is
long and often would need to be extended beyond the project lifetime.

Skills and Training: Eight evaluations, two meta-evaluations, and one meta-analysis were reviewed under skills training. The
interventions included youth training, training for unemployed, retraining, and managerial training. Evaluations were mainly
carried out in the Latin American and the Caribbean region and Eastern Europe, with one evaluation in South Asia. Results
were mixed. Additionally due to variation in intensity, content, duration, and target population of the training programs,
results are not always readily comparable. Managerial training was not found to have an impact on either the survival of the
business (linked to the stability of the job) or on the number of employees. However, it was found to have a positive effect
on business practices, profitability, and investments by the business. This is consistent with an evaluation that showed that
supervisory training programs can have a positive effect on employee and manager work relations and worker productivity.
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Together these may be linked to positive employment effects in the long term. Vocational training for youth was deemed
successful in some but not all countries in increasing the probability of being employed after the training was received. Wages
and future earnings were found to be higher after the training. The probability of being formally employed was found to be
affected positively across all the evaluations that tracked this outcome indicator, and job quality also tended to have improved
after the training. Combining in-class training with on-the-job training also tended to have positive effects. Vocational training
seemed to also be more beneficial for women and disadvantaged youth across all the evaluations reviewed.

3. Data on direct jobs and some caveats

At present, IFC tracks information on direct jobs that are being provided? in client companies. In 2011, IFC client companies
provided some 2.5 million jobs. But direct jobs tell only a small part of the story and can be misleading. For example, judg-
ing by the indicator “number of jobs created per million dollar of project costs,” $1 million invested in some sectors (such as
wholesale and retail trade, services, and health care) is associated with adding many more direct jobs than similar investment
in others (such as heavy industries or power generation).

Jobs Lost

(e.g. in competitors)
Direct Jobs Indirect Jobs Induced Jobs Very difficult to

. measure
Farmers employed fCreated by suppliers Created when

by the agribusiness | and distributors overall economic
project activity rises

While retail is ranked the highest in terms of additional jobs per million dollars of project costs, this number does not take
into account job destruction in competing stores. A FAO/EBRD 2011 study on the retail sector in Poland, Bulgaria, and Ro-
mania finds both significant job creation in modern retailers and significant job losses in competitors, with the former effect
being larger. Additionally, in all three countries, while employment in the retail sector clearly increased, part of it can also be
attributed to shift from self-employment to wage employment. Furthermore, the FAO/EBRD study also cites a study from the
United States,* which found that for every hundred jobs added by introducing modern retail stores, fifty were lost in com-
peting enterprises over the next five years. So the net job creation effects were still positive, but only half of what direct job
numbers would indicate.

At the same time, while oil, gas, and mining is ranked less favorably in terms of direct jobs added in association with $1 mil-
lion invested, according to a recent study, this sector can generate jobs through significant indirect and induced employment
effects. A study of a gold mining company in Ghana—an IFC client—suggests that about 28 jobs in the economy were as-
sociated with one direct job in the mine. This number is significantly higher than what is usually found in extractive industries
investments. This can be explained by the fact that in addition to its investment, IFC provided assistance in strengthening a
community development program and supply chain linkages, which most likely helped to bring about these strong results.

Lastly in case of some sectors, such as tourism, only accounting for the direct effects of projects misses their potentially high
development impact, including the impact on job creation. For example, a large part of economy-wide job creation associ-
ated with investment in hotels happens through indirect job creation in hotels’ suppliers and contractors, job creation due to
spending by hotel guests outside the hotel,> and hotels attracting business into the area.

4. Economy-wide effects and multipliers: theory, practice, and limitations

While rigorous evaluations are the ultimate way to establish job creation results of private sector interventions, for bench-
marking purposes various multipliers are used to assess possible economy-wide employment effects of development projects
in the private sector, including: total number of jobs in the economy per number of dollars of project cost, or per number of
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dollars of investment, or per number of direct jobs created. Frequently, it is hard to establish causal links while using multipliers
unless a counter factual was employed, and thus they are best suited to be approximation benchmarks and should be used
with caution.

Most of this chapter focuses on the multipliers that address the total number of jobs in the economy associated with one di-
rect job in a client company, since this is the metric easiest to track and thus most commonly tracked by development finance
institutions (DFIs). However, due to the large variation in such multipliers, another measure that might be particularly relevant
for DFIs is the number of jobs created per million US dollars invested.

Two types of employment effects are most commonly estimated with regard to employment: indirect and induced. Indirect
employment refers to changes in employment up and down a client’s supply and distribution chain. Induced employment
captures employment resulting from increased demand associated with extra income, e.g., from wages. Their definitions and
relevant multipliers are presented in Box 3.1.

Box 3.1: Employment Effects: Definitions and Relevant Multipliers

Effect Definition Multiplier
(number of jobs created in the economy for each direct job)
Indirect employment effect | Change in employment in a client’s Typel =
supply and distribution chain # Direct Jobs + # Indirect Jobs

# Direct Jobs

Induced employment effect | Change in employment resulting from Type ll =

increased demand associated with extra # Direct Jobs + # Indirect Jobs + A Induced Jobs
labor income generated by new jobs

# Direct Jobs

These effects are usually estimated for a given geographic unit (county, state, country, region, etc.) The larger the unit, the
bigger are the effects.

However, the magnitude of these effects also depends on various political, economic, and behavioral factors. For example,
indirect job creation will reflect the extent to which the content is sourced locally. This might allow interventions such as supply
chain linkage strengthening to have positive effects on job creation. Nevertheless, it is important to note that such effects are
likely to only be positive from the point of view of the overall economy if domestically procured goods and services are competi-
tive; where they are not, this could actually have negative effects on economic growth and ultimately employment. Induced
employment effects depend on the fraction of income spent versus saved, as well as the fraction of income spent locally.

4.1 Limitations on the use of multipliers for the estimation of economy wide effects (theory)

Methodologies used to estimate job creation multipliers range from using input-output (IO) tables to case studies that rely on
interviews with key suppliers/distributors.

With the exception of randomized control experiments and quasi-experimental studies, one of the main concerns remains the
attribution of the observed, estimated, or predicted job creation effects of a given intervention.

However, besides attribution there are a few more concerns with the use of multipliers for estimation and prediction of the job
creation effect of private sector interventions. A few studies point out that multipliers often tend to overstate the employment
creation effects of projects. The extent of this problem can be such that if one adds up the effects for the entire economy,
the employment created would be larger than the whole population. Furthermore, in sectors in which a significant portion of
the employment effect comes from enabling other businesses to grow or be created—e.g., infrastructure—multipliers might
not capture the whole story. In such cases, other quantitative impact evaluation techniques, like experimental or quasi-exper-
imental designs (regression discontinuity, difference-in-differences, etc.) might yield more reliable and more accurate results.

Multipliers, independent of the methodology, might overstate the effects for the following reasons: First, it is often assumed
that trading patterns are fixed. This means that it is predicted that new firms will buy from local industries in the same propor-
tion as existing firms in the area and that local suppliers are able to increase their output to supply the new firms. Second,
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incoming firms are not always a net new source of economic activity; in fact they can take business away from existing firms.
Third, due to the often varying relationship between industries, the indirect economic impacts indicated by multipliers may
not occur.

Models used to derive the 10 tables are linear and do not allow for scale effects, or for the substitution possibility toward
cheaper inputs, or for increases in productivity. Additionally, constraints on worker availability are highlighted by many studies
as one of the main shortcomings of using multipliers from 10 tables. This is particularly relevant in the case of skilled work-
ers. According to a recent study by McKinsey Global Institute, even in the US shortages of appropriately skilled workers are
predicted to occur due to a disparity between educational choices and the skills needed in industries likely to grow. Major
imbalances are also predicted for developing countries.

Lastly, multipliers represent a snapshot of an economy at a particular point in time. Thus we have little information on the
pattern of employment growth depending on the age of companies in the sector, changes in its capital intensity, etc.

4.2 Estimation of multipliers and economy-wide effects (practice)

The study has identified 23 case studies/articles that attempted to estimate indirect and induced job creation effects of vari-
ous projects and industries. Methodologies ranged from 10 tables to case studies that rely on interviews with key suppliers/
distributors. Information from five micro-case studies conducted by IFC in agriculture (Ukraine), agro-processing (Bangladesh
and Indonesia), manufacturing (South Africa), and cement (India) was also considered. Both sources point to the importance
of measuring economy-wide or at least the indirect job creation effects of private sector interventions. At the same time they
highlight the difficulty of achieving this goal by showing that multipliers are highly context specific, and therefore replication
is cautioned against.

Both the review of external research and all five micro-case studies identify significant indirect job creation associated with
investment in a client company/industry. In Chile, for example, a private mining company created twice as many jobs as a
state-owned mining company, when direct, indirect, and induced jobs are considered.® However, the state-owned mining
company created more direct jobs. Thus it is likely that measuring only direct jobs underestimates the job creation effects of
manufacturing, agriculture, and services projects.’

The highest number of indirect jobs produced in the supply or distribution chain depends on the sector, on the proportion of
operations a company outsources in both supply and demand chains, and on whether the firm is an exporter or is oriented
toward the domestic market. For example, four out of five case studies suggest it is useful to think beyond the supply chain
to include also the distribution networks when seeking to identify indirect employment effects. Employment in the latter is
more localized compared to the former, since global supply chains are increasingly integrated.® However, the case study of
Ecogreen, an Indonesian agro-processor is an exception. Most of the indirect jobs in this case are generated in the supply
chain. This can be explained by two factors: the main input, which represents 86 percent of the cost of goods, is sourced lo-
cally, and Ecogreen is primarily an exporting firm that relies on its own transportation networks.

However, multipliers derived from the case studies are highly context-specific. They depend on the base year (which might be
indicative of a particular point in the sector’s life cycle), country, region, and firm characteristics.

For example, multipliers for the same firm might change depending on the year when the study is conducted, as illustrated
by the Mriya case study, where the multiplier changed from 10.5 to 4.7 depending on which base year was used.®

As countries develop, job multipliers are likely to decrease, but the value added per job is likely to be higher. For instance, the
multiplier for the Orissa Cement Ltd. (OCL) case is quite high because India has an abundant supply of unskilled labor; and,
unlike in the more advanced countries, the cement sector in India is less mechanized. Cross-country variation of multipliers in
the global mining sector can be used as another example. Approximately seven jobs are supported in the economy for each
direct one in the private sector firm in Chile, while about five are supported in the US, and only about 2.5 in Scotland.

External research also suggests that differences in magnitudes of multipliers might also reflect just differences in management
style or firm organization. Companies that tend to outsource more will have higher multipliers, for example. This implies that
comparisons or use of multiplier estimates to predict job creation effects of projects should be carefully addressed. Table 3.1
presents a sample of various multipliers identified by the study in order to illustrate the wide variation.
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Table 3.1: Multipliers for indirect and induced job creation effects vary widely: Examples from selected sectors/industries*

Sector / Industry Total number of jobs (direct, indirect, induced) in the economy for each direct job in a sector
Agriculture 1.2 (Chile) 2 (US and Scotland) 3 (Tanzania)

Mining 2.5 (Scotland) 5 (US) 7 (Chile) 28 (Ghana)
Financial services 14.9 (Indonesia) 19 (Ghana)

Oil and gas 7.5 (US) 13.4 (Scotland™)

Hotels 1.24 (Scotland) 2.66 (Tanzania)

Retail 1.27 (Chile) 1.31 (Scotland) 1.89 (US)

Cement 2.47 (Scotland) 4.45 (US™)

Source: Literature Review for IFC Jobs Study, available at www.ifc.org/jobcreation.

*These multipliers are type Il, and they measure the number of direct, indirect, and induced jobs for every direct job.

As is evident from Table 3.1, there is significant variation in the magnitude of indirect and induced effects. The magnitude
depends on various political, economic, and behavioral factors. For this reason, these effects are usually estimated for a given
geographic unit (county, state, country, region, etc.), and the larger the unit, the bigger the effects.??

The size of multipliers also depends on: a) the fraction of income that new employees spend versus what they save; b) the
fraction of income spent locally vs. abroad; c) whether it is an urban vs. a rural area; and d) whether we are referring to skilled
or unskilled labor. These imply that induced effects will be larger if workers are hired locally versus abroad because they will
likely induce an increase in local consumption. Multipliers also tend to be higher for industries located in urban areas, because
more of the industry’s spending is likely to stay within the area.

However, higher multipliers are not always desirable and do not necessarily translate into higher total employment. As illustrat-
ed above, differences in magnitude may simply reflect differences in management styles. Some studies point out that private
sector companies tend to outsource more, which will result in a higher proportion of indirect jobs relative to direct ones,
but not necessarily more jobs in total. Additionally, high multipliers might be indicative of low labor productivity or higher
informality in a given country. Less developed countries tend to have larger indirect employment effects than more developed
countries due to higher labor intensity of production, as pointed out in one study. Meanwhile, high multipliers might be a re-
flection of relatively closed economies, which would mean higher consumption of local products and lower imports. However,
this may also result in higher prices and lower a country’s economic growth potential.
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IFC Micro-Case Studies Summary

Ecogreen: Ecogreen, located in Indonesia, is the fourth largest producer and exporter of natural fatty alcohols in the world
and the largest from an emerging market. IFC has financed Ecogreen’s expansion plan and its working capital needs since
the Asian crisis. Based on interviews and financial data, that incremental capacity since 2005 has created about 177 direct
jobs, 64 percent of which were high skilled and high value-added. The analysis also estimates about 3,646 indirect jobs in
the domestic supply chain, of which an estimated 73 percent are unskilled and low skilled, with workers receiving wages
above the minimum wage. The gains in indirect jobs are coming primarily from the supply chain.

Mriya: Mriya, an agricultural group in Ukraine, was granted two loans by IFC in FY10 and FY 11, totaling US$60 million,

to assist in expanding its capacity and financing its working capital needs. This incremental capacity created about 7,390
additional indirect jobs over a period of two years, of which more than 80 percent were in distribution. An additional $1
million of project cost is associated with 28 additional direct jobs and 67 indirect jobs. The estimated multiplier varied be-
tween 10.5 and 4.7, depending on the year of estimation. This drastic change in the multiplier was due mainly to the rapid
increase of direct jobs at Mriya.

Orissa Cement Limited: IFC granted a loan to partly finance Indian cement manufacturer OCL's capacity expansion and
the setting up of a greenfield plant. This incremental capacity created about 300 direct jobs and 7,200 additional indirect
jobs over a period of four years, of which 65 percent were in the distribution network. An estimated 1.5 direct jobs and 40
indirect jobs, of which close to 70 percent were unskilled, were associated with $1 million of project cost.

PRAN Dairy: PRAN is a leading agro-processing firm in Bangladesh. IFC helped finance its capacity expansion in several
sectors, including dairy, and to directly expand its dairy operations. Based on interviews with farmers, packagers, and
distributors connected with PRAN's dairy operations, its incremental milk-processing capacity of 50,000 liters per day may
be associated with about 2,200 indirect jobs over a period of three years, many more than the 300 direct jobs created dur-
ing this time. Thus every million US dollars in project costs translate to over 40 indirect jobs compared to about six direct
jobs. Moreover, almost 80 percent of the incremental direct jobs were in rural areas, and there is anecdotal evidence of
increased income for farmers.

Safal: IFC has financed Safal’s production expansion in Kenya and Tanzania and a greenfield project in South Africa, and
supported the setting up of nine roll forming centers in Africa. Analysis based on interviews and financial data found that
this incremental capacity since 2007 created about 2,450 direct jobs, about 50 percent of which are skilled, and 24,000
indirect jobs in its distribution channels across the region, of which an estimated 65 percent are unskilled and lower skilled.

Conclusions:

Significant Indirect Effects

Even though these case studies are likely to underestimate the indirect job creation effects (by focusing only on key sup-
pliers), they already show that these are significant compared to direct job creation. On the other hand, it is important to
note that potential job losses in competitors were not considered and attribution remains a problem.

Significant Poverty Reduction Effect via Indirect Jobs

Compared to direct jobs, indirect jobs are frequently more likely to be located in rural areas and to be low-skilled, thus
creating income-generating opportunities in some of the poorest areas.

Large Indirect Employment in the Distribution Network

Most indirect employment came from the distribution network as opposed to the supply chain. This could be due to
companies outsourcing fewer jobs in the supply chain, or more inputs being imported from global supply chains. The only
exception is the case study of Ecogreen, where large indirect effects come from the supply chain. This is likely to be ex-
plained by the fact that the main raw material used in the production accounts for about 86 percent of costs of goods and
is entirely sourced locally, while most of Ecogreen’s products are exported using its own transportation facilities.

Caution in Replication of Multipliers

Studies highlight that multipliers are highly dependent on the regional, local and industry context. Furthermore, they vary
with the maturity of the company, the distribution channel model used by a specific client as well as the cost and avail-
ability of labor. Also, in the case of volume-driven businesses, one of the questions is whether using a jobs multiplier is the
best way to estimate indirect employment effects, or whether estimations based on quantities bought or sold may result in
more reliable estimates.

Sources: IFC Job Study micro-case studies.
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5. Macro-case studies: Number of jobs created per 1 million US dollars invested.

Due to the high-variation in multipliers assessing total jobs created in the economy per one direct job, another relevant
measure that mitigates some of these problems and that could be particularly relevant for the DFls is the total number of jobs
created per 1 million US dollars invested. The tables below present this type of multipliers based on three out of four macro-
case studies' conducted as a part of the IFC Jobs Study.

Table 3.2: Value-added and employment associated with financing of $1 million in Jordan

Channel Economy-wide value added related Economy-wide employment related
to $1 million ($ millions) to $1 million ($ millions)
Direct / Indirect Induced Effect Direct / Indirect Induced Effect
Agriculture 3.8 +41% 207 +42%
Industry 1.3 +32% 57 +41%
Services 0.5 +30% 19 +43%
Weighted Average 0.7 +32% 31 +42%

Source: Steward Redqueen. (2012) “Socio-Economic Impact of IFC Financing in Jordan”

Table 3.3: Value-added and employment associated with financing of $1 million in Ghana

Client Segment

Economy-wide value added related
to $1 million ($ millions)

Economy-wide employment related
to $1 million (number of jobs)

Direct / Indirect Induced Effect Direct / Indirect Induced Effect
Agriculture 2.57 +29% 1,398 +12%
Industry 0.69 +27% 181 +22%
Services 0.79 +25% 50 +87%
Weighted Average 0.74 +26% 116 +36%

Source: Steward Redqueen. (2012) “Socio-economic Impact of IFC Financing in Ghana.”

Table 3.4: Value-added and employment associated with 1 million $ financing in Tunisia

Economic Sector

Economy-wide value added associated
with USD 1 million

Economy-wide employment associated
with USD 1 million

Direct / Indirect + Induced Direct / Indirect + Induced

Food Processing 5.4 +26% 584 +0%

Construction 5.3 +27% 613 +16%
Agriculture 3.6 +31% 654 +12%
Manufacturing 3.0 +23% 213 +22%
Transport 2.8 +28% 125 +44%
Utilities 24 +20% 54 +63%
Mining 24 +18% 46 +66%
Public Service 2.3 +41% 248 +27%
Business Services 1.9 +25% 44 +176%
Communication 1.5 +25% 37 +33%
Trade 1.1 +25% 99 +21%
Weighted Average USD 2.9 min +26% 247 +18%

Source: Steward Redqueen. (2012) “Modeling the Socio-Economic Impact of Potential IFC Investments in Tunisia.”

31




Based on these tables, one can notice that this type of multiplier is highly economy-specific. However, it has the advantage
of being based on an economy-wide study and thus being less dependent on the specifics of one particular company, as was
the case with multipliers from the micro-case studies.

However, this multiplier is also based on many assumptions, and thus has less precision. These multipliers are usually derived
using 10 models, the limitations of which have already been discussed above. Moreover when the context is economy-wide,
another aspect becomes important. One of the critical drawbacks of input-output models is that they are based on historical
production functions. They will work well in cases where additional capital is applied to existing sectors and companies. They
do not work well for investments that are expected to “transform” an economy, e.g., by introducing much higher labor or
total factor productivity, possibly introducing a new sector with subsequent demonstration effects, etc. And these effects can
be very “real”: For example, a US study found that total factor productivity increased by 12 percent in counties that were able
to attract large manufacturing plants (compared to a control group of counties).' Evidence in developing countries of such
productivity effects associated with foreign direct investment is more mixed and appears to depend on various factors, for
example the technological gap between foreign and domestic companies.™

However, even with this variation, based on these three case studies in specific countries, the agricultural sector leads in terms
of both total value-added and number of jobs supported compared to the other sectors for the same amount of financing.
The only exceptions are Tunisia and Sri Lanka, where while still leading in terms of number of jobs created, the agricultural
sector creates less value added associated with the same amount of financing compared to either business services in Sri
Lanka or to food processing and construction in Tunisia. However, the value added per job in the agricultural sector tends to
be very low, and one of the key development challenges is to raise productivity in that sector. These four case studies provide
different insights, illustrating that country specifics are clearly important for identifying the best sectors to invest in, and that
the choice may differ depending on whether the goal is to maximize jobs, value added, or workers’ incomes.

IFC Macro-Case Studies Summary

As a part of the Job Study, IFC conducted macro-case studies in four countries: Ghana, Jordan, Sri Lanka and Tunisia. The
goal of these studies was to assess the socio-economic impact of IFC's financing in these countries. Employment associated
with IFC investments is one of the parameters evaluated.

In Jordan, IFC's lending activities in 2011 were directly and indirectly associated with supporting at least 9,100 jobs (0.6
percent of the employed labor force). The effects are predominantly direct, with most of the jobs requiring medium skill.

In Ghana, IFC's lending activities in 2011 were directly and indirectly associated with supporting at least 36,700 jobs (0.4
percent of the labor force). As opposed to Jordan, in Ghana most of the effect comes from indirect jobs.

In both Ghana and Jordan for most of the sectors (excluding transportation), higher employment is associated with invest-
ment in financial institutions (Fls).

In Tunisia, investing in agriculture creates the largest quantity of employment, while investment in food processing
creates the largest value added compared to investing the same amount in other sectors. At the same time, financing
agriculture maximized the salaries/wages earned by workers. The public sector in Tunisia also offered relatively high
salaries and wages.

In Sri Lanka, investing in business services creates the highest value added in terms of wages/salaries for workers, while
investing in agriculture creates the highest profit for companies, for the same amount invested.

While investments, through financial intermediaries created more jobs, investments in real sector companies tended to be
associated with higher value-added per job, and may be more likely to be ‘transformative’ (e.g. through demonstration
effects or by strengthening local linkages).

6. Trade-off between value added and number of jobs created

As mentioned earlier, there is some evidence of a possible trade-off between value added per job and the number of jobs
created. Value added is defined as corporate profits, household income, and taxes. This information is useful for understand-
ing the connection between the number of jobs in each sector and economic growth. However, from a development and
efficiency perspective, the following two facts will also matter: (i) the breakdown of value added between labor and capital,
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and (i) value added per $1 million invested,
preferably broken down between workers,
capital owners, and government.

The macro-case studies conducted in Tunisia
and Sri Lanka as a part of IFC's Jobs Study
do exactly this (see Figures 3.1 and 3.2). The
macro-case studies in Tunisia and Sri Lanka
find that sectors that have the highest over-
all value added per $1 million of investment
also tend to create the highest value added
for workers per $1 million of investment.
In Tunisia they are roughly the same ones
that create the most jobs. Thus this higher
value added to workers can be coming from
the number of workers benefiting and not
necessarily from higher compensation. At
the same time in both Tunisia and Sri Lanka
sectors that have the highest value added
per job tend to have lower overall value
added per $1 million invested, and a smaller
proportion of this value added goes to the
workers, which basically means they tend to
be more capital intensive.

7. Net job creation

“Net” job creation should be kept in mind
when total employment effects are esti-
mated. This concept is utilized in two ways,
depending on whether the impact on job
creation that has already occurred or predic-
tions of future job creation are being mea-
sured. In case of estimating creation effects,
“net” job creation refers to jobs created
minus jobs destroyed as a result of a given
project elsewhere in the economy. In case of
predictions of job creation impacts, “net”
job creation sometimes refers to jobs pre-
dicted to be created minus the number of
jobs predicted to be created in a valid coun-
ter factual scenario.

New firms can create new jobs, but they can
also cause job losses for their competitors,
and this can affect overall job creation, as
was illustrated in Section 3 in the example
of the retail industry.

Studies that consider a counter factual could indicate the number of net jobs created or destroyed compared to specified
alternatives. In some cases, while gross impact may look impressive, the net impact—after comparison with an alternative—
may be much smaller. This is particularly relevant for energy and infrastructure studies. For example, one study compares
targets of Solar America Initiative to the alternative of providing the same amount of electricity generated through new
gas-fired plants. The gross impact of solar production was 49,370 direct, indirect, and induced jobs, but the net impact was
only 15,580 jobs for the same period, with negative effects on direct net employment.'® Thus, comparison to an appropriate

Figure 3.1: Economy-wide value added associated with $1 million
investment into a specific sector in Tunisia by type of value-added
in ($ millions)
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Source: Steward Redqueen (2012) “Modeling the Socio-Economic Impact of Potential
IFC Investments in Tunisia."”

Figure 3.2: Economy-wide value added associated with $1 million
investment into a specific sector in Sri Lanka by type of value added
(in $ millions)
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counter factual can significantly lower the predicted gains.
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However, assessing “net” job creation effects is very difficult: When we assess job creation, it usually refers to jobs that can
be linked to a certain investment. However, what the net effects will depend on is the relative elasticity of the job supply. In
countries with very high unemployment rates, job creation will usually be in the form of drawing previously under- or unem-
ployed people into the labor force. In countries with large informal sectors, creating formal sector jobs may pull workers from
the informal into the formal sector. And in countries that are already close to full employment, job creation will likely come in
the form of attracting workers into higher value-added jobs that offer higher wages and benefits.

8. Conclusion

The number of direct jobs created by private sector activities gives an incomplete picture. For sectors such as tourism — in
particular, hotels—or heavy industry, looking at direct jobs alone might lead to a severe underestimation of the development
impact. Furthermore, micro-case studies suggest that the majority of indirect jobs created tend to be low-skilled and in poor
rural areas, which are priority areas for many policymakers.

Thus, development finance institutions and their clients should aim to estimate and benchmark the economy-wide job-
creation effects of their projects. IFC reviewed previous evaluations of the effects of private sector activities on job creation
conducted by various development finance institutions, think tanks, nonprofit institutions, academia, and governments. We
found that for these evaluations are not easily comparable, need to be more rigorous, do not cover longer time horizons, and
do not adopt the same definition of “employment.”

Rigorous evaluation to estimate job creation effects, is not always feasible. Thus it is common to use various employment
multipliers, such as the total number of jobs in an economy created per one direct job, for approximation and benchmark-
ing. However, these employment multipliers are rarely based on proper counter factuals, so one has to be cautious with their
replication and with using them for causal claims. The employment multipliers also are highly context specific, varying a lot
depending on management style, the capital intensity of a particular project, the business cycle, and the regional and country
context. Even for benchmarking purposes, development finance institutions should use a range with lower and upper bounds.

It is generally more important to consider the overall employment effects than the multiplier alone. Thus a multiplier assessing
the total number of jobs per $1 million invested can be informative. There is still variation, as this multiplier is highly specific
to a particular economy. Additionally, even compared with the other multiplier, it is based on strong assumptions that for
example rule out “transformation of the economy.

When deciding on investments in different sectors, development finance institutions must balance a few, sometimes com-
peting, objectives, such as profitability, development impact, growth, job creation, and income generation. There can be a
trade-off between the number of jobs created and the value-added per job (and the proportion of it going to workers), but
not necessarily the value-added per $1 million invested. However, as the macro case studies illustrate, it is evident that these
trade-offs are country specific, and thus the prioritization also may differ by country.
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Endnotes

' Jobs created in the client firm in case of DFls, or jobs created in the
industry in case of industry-level evaluations.

2 Survival rates for firms are quite low, especially when it comes to micro,
small, and medium firms. Firms may exit the market because they are
notable to compete in the current business environment; they can also
exit because entrepreneurs found better opportunities elsewhere.

3 Job "provided” are provided by an IFC client company at a certain
point in time. Jobs “created” are changes in the number of jobs
provided from one point to another. Job creation cannot be exclusively
attributed to IFC’s financing.

4 Basker, E. (205). “Job Creation or Destruction? Labor-Market Effects
of Wal-Mart Expansion,” Review of Economics and Statistics, \Vol. 87,
pp.174-183.

5 Based on micro-case studies of hotels in Ukraine, Peru, Rwanda, and
Turkey.

& Aroca (2001).

7 This conclusion most likely can be extended to other sectors such as
infrastructure, but the existing case studies only focused on projects in
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MAJOR CONSTRAINTS FACING FIRMS

This chapter finds that, based on responses of more than 45,000 companies in developing countries, the top obstacles to
their operations are a poor investment climate, notably red tape, high tax rates, and competition from the informal sector;
inadequate infrastructure, especially an insufficient or unreliable power supply, lack of access to finance such as credit lines;
and workers who lack sufficient skills and training. Four findings stand out: 1) informality is a major hindrance for small and
medium-size enterprises in middle-income countries, 2) an inadequate power supply is the most important issue for compa-
nies in low-income countries; 3) access to finance is particularly a constraint for SMEs; and 4) a shortage of skilled workers is
a key challenge for larger businesses and businesses in high-income countries. This chapter also examines constraints from
regional and sector perspectives, which provides additional useful insights. While there are some caveats to using the compa-
nies’ perceptions, the problems they identify often are correlated with more objective problems.

1. Constraints according to the Enterprise Surveys

The conceptual framework presented in the previous chapter offered a global picture on the overall determinants of job
creation in an economy. The objective of this chapter is to go one step further and present a more disaggregated analysis,
allowing us to identify and select the particular constraints that are most important (leaving aside macroeconomic policies).
The following chapters will explore these selected constraints in depth, illustrating how addressing them can have significant
effects on employment.

What are the most important constraints facing firms in the private sector? To an-
swer this question, we used the World Bank Group’s Enterprise Surveys (ES) data, .
and analyzed responses of over 45,000 enterprises in 106 developing countries. Dur- 45,000 firms of
ing the survey, the firm’s manager has to answer, “Which of the following elements 106 developing
of the business environment, if any, currently represents the biggest obstacle faced countries.

by this establishment?” There are 15 obstacles listed, and the manager is only re-
quired to choose the one element considered to be the biggest constraint facing the
firm. The list of these 15 obstacles, along with its sample distribution, is discussed in
the next section.

World Bank Group Enterprise Surveys.

The advantage of using this set of questions is twofold. First, it results in high response rates from the firms, unlike other more
objective measurements that have lower response rates. Second, this set of data has been used by various scholars to assess
the investment climate and business environment of firms, and it was found that the firms’ perceptions are indeed correlated
with more objective measures. Since a manager has to pick one in the context of the other 14 obstacles listed, it captures
reasonably well the most prevalent constraint a firm faces in its operations.

Some researchers are concerned about the validity of using perception-based indicators as they could bring subjective views
and errors into these measurements. There is no unified benchmark with which respondents could assess the situation and
answer the questions objectively. So, to a large extent, respondents rely on their own condition, experience, and judgment.
Another potential problem of using Enterprise Surveys is survivor bias (firms that have terminated operations or that could
never start them are not surveyed). The question about the most important constraint is posed to surviving companies, so
constraints that prevent companies from operating in the first place (e.g., labor regulations, access to land) may not feature
frequently in the list, compared to constraints to continued operation/expansion of existing companies.
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Yet the perception-based measurement and ranking are quite popular, and have been used widely among policymakers as
well as practitioners in the private sector. Perception-based indicators such as the International Investor Country Credit Rating,
the International Country Risk Guide (ICRG), the Heritage Index of Economic Freedom, and the global governance index and
many others have also been used widely to assess the country political risks and governance soundness.

Indeed, findings show that the perception-based responses are often closely correlated with more objective measures. Sub-
jectively, fewer firms in high-income countries consider access to power the most important constraint than do firms in low-
income countries (Figure 4.1a); using a more objective measure, firms in low-income countries tend to suffer from higher
incidence of power outages than firms in high-income countries (Figure 4.1b).

In the same vein, small firms (5 to 20 employees) are more likely to consider access to finance as their biggest constraint than
medium (21 to 99 employees) and especially large firms (100 or more employees) (Figure 4.2a); more objective measures of
access to various financing instruments provide the same picture. In particular, a much smaller share of small businesses have
overdraft facilities, lines of credit, loans from financial institutions, or bank financing for more than 50 percent of investment
(Figure 4.2b). Thus, the perception-based indicator captures reasonably well what the objective ones intend to measure.

Figure 4.1: Access to power is a severe constraint in low income countries

a) Subjective measure: Percent of firms considering b) Objective measure: Average number of
power the most important constraint power outages per month
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Source: World Bank Group Enterprise Surveys. Source: World Bank Group Enterprise Surveys.

Figure 4.2: The smaller the firm, the more difficult it is to have access to finance
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2. Top constraints by firm size, income group, sector and region

2.1 Overall sample

Taking the sample as a whole, access to finance tops the list of constraints, with 16.5 percent of firms expressing it as their
biggest obstacle (Figure 4.3). Access to electricity ranks second, with 13.5 percent of firms expressing it as their biggest ob-
stacle, and informality (competition from the informal sector) ranks third, with nearly 12 percent of firms. About 42 percent

of all firms consider these three obstacles the most important ones.

The top three constraints are fol-
lowed by tax rates, considered by
11.3 percent of firms as the most im-
portant constraint, political instability
(8.2 percent), inadequately educated
workforce (8 percent), corruption
(6.5 percent) and crime, theft, and
disorder (5.3 percent).

Less concern is expressed about labor
regulations, business licensing and
permits, transportation, tax adminis-
tration, custom and labor regulation,
and access to land, with only about
3 percent of firms considering any of
these six constraints their most im-
portant one. Finally, only 1 percent
of firms say courts are their biggest
obstacle. This indicates that while
these may be important for some
firms, they are not the biggest prior-
ity for most.

2.2 Constraints by firm's size

Figure 4.4 shows that the top con-
straint for small and medium enter-
prises (SMEs) has been access to fi-

nance, with 17.7 percent of small firms and 13.7 percent of medium-size firms expressing this concern respectively. Their
second-ranked constraint is access to power, with 13 percent of firms expressing this concern. Informality is the third-ranked
constraint, with 12 percent of firms expressing this concern. Large firms encounter slightly different constraints, with access
to power topping their list (15 percent), followed by lack of skills of their labor force (12 percent) and finance (11.4 percent).

Figure 4.3: Most firms consider access to finance and electricity, followed by

informality and the tax rate, their biggest obstacle

Access to finance
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Source: World Bank Group Enterprise Surveys.

Figure 4.4: First, second, and third ranked constraint by firm size and country income group

Firm size* Country income group

Constraint (Top 3) Small Medium Large Low- Lower- Upper- High All firms
income Middle middle

Access to Finance 1 1 3 2 1 1 3 1
Electricity 2 1 1 3 2
Informality 3 3 2 3 3
Tax rate 3 2 2
Skills 2 1
*For this analysis: Small = 5-20 employees, medium-sized = 21 - 99, large >= 100 employees.

Source: World Bank Group’s Enterprise Surveys covering 46,556 enterprises in 106 countries.
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2.3 Constraints by country income group

Consistent with findings in the literature, access to power (electricity) is the top constraint for firms in low-income countries.
About one quarter (25.7 percent) of firms in low-income countries considered access to power their top obstacle, followed
by access to finance (nearly 21 percent).

Together, almost half the firms (46.4 percent) in low-income countries consider access to power or access to finance their
most important constraint.

Among firms in high-income countries, the top constraint is skills of the labor force, with 17.6 percent of firms expressing
this concern. The second-ranked concern is the tax rate, with 14.5 percent of firms expressing it as their biggest obstacle.

2.4 Constraints from a regional perspective

The most important constraints differ by region (see Table 4.1). In Sub-Saharan Africa (SSA), more than one fifth (22.3 per-
cent) of firms expressed access to power as their biggest obstacle, whereas firms in other regions consider other obstacles the
top constraint. In the East Asia and Pacific (EAP) region, firms rank access to finance as their top constraint, with 16.6 percent
of firms expressing it as their biggest obstacle. In the Europe and Central Asia (ECA) region, the tax rate was the top concern,
with 16.7 percent of firms saying so. In the Latin America and Caribbean (LAC) region, informality was the top obstacle, with
16 percent of firms expressing this concern; and in the South Asia (SAR) region, political instability was the biggest concern,
with nearly one quarter of firms expressing it as their largest obstacle.

One noticeable finding from the regional perspective is the issue of access to power in the South Asia region. Although it
ranks narrowly as only the second biggest concern in the region, almost a quarter (23.4 percent) of firms saw access to power
as their biggest concern, which is in fact the highest percentage among all regions.

Table 4.1: Top 3 obstacles by region

SSA

EAP

ECA

LAC

SAR

1st obstacle

power
(22.3 percent)

finance
(16.6 percent)

tax rate
(16.7 percent)

informality
(15.9 percent)

political instability
(24.4 percent)

2nd obstacle

finance
(19.2 percent)

informality
(12.0 percent)

finance
(15.3 percent)

finance
(15.3 percent)

power
(23.4 percent)

3rd obstacle informality power informality informality finance
(9.7 percent) (11.5 percent) (12.9) (12.9 percent) (19.9)

Source: World Bank Group Enterprise Surveys.
2.5 Industry perspective
Access to finance is the top constraint  Table 4.2: Top 3 obstacles by industry
expressed by firms in three sectors: : : .
manufacturing, retailing, and services LT E G el services
(Table 4.2). Over 18 percent of firms in 1st obstacle finance finance finance
the manufacturing and retail sectors (18.6 percent) (18.5 percent) (15.1)
and 15 percent in the services sector 2nd obstacle power informality tax rate

(15.9 percent)

(12.6 percent)

(12.5 percent)

express this as their top concern. For
the second obstacle, the ranking order
is quite different: for manufacturing it
is access to power (15.9 percent), for  Source: World Bank Group Enterprise Surveys.
retail it is informality (12.6 percent),

and for services it is the tax rate (12.5 percent).

3rd obstacle informality power

(12.7 percent) (9.9 percent)

informality
(11.6 percent)

As established in the literature, the perception over the biggest constraint facing firms can differ significantly due to other
characteristics such as the years in operation, the ownership type, the city size where the firms are located, and productivity.
Furthermore, many constraints are evident at the country macro condition or regional level. Using the same ES data set, these
perceptional constraints’ differentials by firm size, country income group, region, and industry discussed above were largely
confirmed in the multivariate context.
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Figure 4.5a: Percentage of firms expressing access to finance as their

biggest obstacle
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Figure 4.5b: Percentage of firms expressing access to electricity as their

biggest obstacle
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Figure 4.5c: Percentage of firms expressing informality as the biggest obstacle
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3. Top constraints in the
country context

In this section, we discuss the preva-
lence of top constraints in the coun-
try context. Figures 4.5a, 4.5b and
4.5c show the ten countries where
obstacles to accessing finance, ac-
cessing electricity, and informality,
respectively, are cited most preva-
lently. Figure 4.5a shows that access
to finance is perceived as a particu-
larly severe constraint in the Demo-
cratic Republic of Congo, where
over half of the firms (54.5 percent)
consider it their biggest obstacle,
followed by Indonesia and Malawi,
where about 47 percent of firms
consider it their biggest concern.
This is three times higher than the
sample average of 16.5 percent.

Access to power is considered the
biggest constraint by a large per-
centage of firms in Tanzania (73
percent), followed by Guinea, Ni-
geria, and Uganda (each about 64
percent). This is nearly five times
higher than the sample average of
13.5 percent (Figure 4.5b).

Competition from the informal sec-
tor is considered the biggest con-
cern by a large number of firms in
Bolivia (38 percent), FYR Macedo-
nia, and Paraguay (both almost 30
percent). This is considerably higher
than the sample mean of 11.8 per-
cent (Figure 4.5¢).



4. Grouping constraints thematically

This chapter has treated all obstacles individually. However, some obstacles can be grouped together, which brings in a
complementary perspective. In particular, informality, tax rates, customs and labor regulation, tax administration, business
licensing and permit, courts, access to land, and corruption can be grouped together as an indicator of investment climate
(narrowly defined as the legal and regulatory framework and its implementation). In a similar fashion, access to power and
roads can be grouped together to form an indicator of access to infrastructure.

In this context, investment climate becomes the biggest constraint, with almost half of firms identifying it as such (figure 4.6).
Access to infrastructure, which includes access to power and transportation, comes second. Access to finance comes third.
Inadequate workforce follows (along with political instability).

This thematic classification of obstacles guides the order in which the following chapters of this report are presented.

Figure 4.6: Constraints by thematic issue

Access to

Corruption
Infrastructure 70/
Tax rates 0
17%
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Source: World Bank Group Enterprise Surveys.

5. Conclusion

A fundamental requirement for job growth is to remove the obstacles that prevent it. Business owners’ perceptions about the
most important constraints they face provide a good indication of the most serious bottlenecks, and are closely correlated
with more objective indicators about what affects business performance. Thus, policymakers should focus on eliminating the
biggest obstacle identified by firms. Obstacles differ significantly by country, and policymakers should consider the most bind-
ing constraints for companies in their specific context. Subsequent chapters will further illustrate how a sound investment
climate, improved infrastructure, better access to finance, and training can contribute to job growth.
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INVESTMENT CLIMATE

Summary

A sound investment climate is a prerequisite for robust private sector growth and job creation. Simple, clear, transparent
regulations create a good level playing field and are key for creating a conducive environment for the private sector. Reducing
requlatory barriers to business entry and competition, including inefficient tax administration, helps increase the number of
firms that reqgister and raise productivity, thereby creating jobs in the economy. Targeted investment climate reforms (such as
special economic zones) can support job creation, if they are carefully planned and implemented. Requlatory simplification
can also help create incentives for firms to move from the informal to the formal sector.

Getting the basics right

The very first step to set up an economy for growth and job creation is to get the basic enabling conditions right. Macroeco-
nomic stability, clear and transparent regulations, and the rule of law, together form the fundamental operating environment
within which the private sector makes its decisions to invest and create jobs. Investment climate reforms, including investment
promotion efforts, spur economic growth that helps create jobs," which is a principal way to escape poverty. Besides, invest-
ment climate reforms level the playing field and have the ability to positively affect the informal sector, where large propor-
tions of poor people work in low-skilled jobs. The international community clearly underscored the importance of an enabling
business climate for private investment and job creation, during the G-20 Mexico Summit in June 2012. Therefore any effort
to create jobs in an economy needs to begin by ensuring that the investment climate in which the private sector operates is
clear, simple and streamlined. This chapter focuses specifically on the legal and regulatory framework and its implementa-
tion. Other aspects of the operating environment for private enterprises—such as infrastructure and access to finance—are
covered elsewhere in this report.

Examples from Africa illustrate the critical role that investment climate can play in creating jobs. Four evaluations conducted
for IFC-supported investment climate reforms in Burkina Faso, Liberia, Rwanda, and Sierra Leone estimate that approximately
50,000 jobs had been created in those four countries in 2008-2010 (Table 5.1 and Box 5.1).2 This is roughly equivalent to
about 0.3 percent of the total labor force in the four countries. While these programs were multipronged, not simple under-
takings, the pay-offs of these types of efforts can be far-reaching. In each of these countries, the reforms helped generate in
two years: i) about US$1 million to $5 million in cost savings for the private sector; i) US$5 million to $51 million in savings
for the private sector companies; and iii) an additional 23,000 enterprises registered, of which about 10,000 were informal
but chose to register and formalize as a result of the improvement in business regulations.?

Importantly, three of these countries incorporated a “public-private dialogue’ (PPD) mechanism to effectively work with a
broad range of stakeholders. Especially useful in countries with a disenfranchised or underdeveloped private sector, PPDs
help ensure the participation of such groups as micro, small, and medium enterprises (MSMEs), women, minorities, and the
broader civil society.
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Table 5.1 Comprehensive investment climate reforms led to approx. 50,000 jobs in four countries

Summary of Four-country Investment Climate Interventions

Burkina Faso Liberia Rwanda Sierra Leone
Number of Jobs created (estimates) 1,700 - 2,000’ 16,300 - 20,400 15,000 - 17,600 13,500 - 16,800
2008-2010
g Approx. Private sector cost savings US$2.7m (2007-2010) | US$4.7m (2008-2010) | US$5.1m (2008-2010) | US$0.9m (2008-2010)
E | Private sector investment generated, Us$5-6m? US$11-13m Us$44-51M Us$15-20m*
€ | 2008-2010?
% Approx. number of new business 1,200 8,200 8,000 5,600
& | registered, 2008-2010
Within, formalized from informality 250-300 3,300-4,100 4,400-5,200 2,250-2,800
Access to Business Land X
Business Entry X X
Business Exit
@ Business Licensing X
'% Contruction Permits
% Contract Enforcement
= Doing Business Reforms® X
‘é Investment Promotion
T | Labor Regulation
é Property Registration
% | Public Private Dialogue % X
E Special Economic Zones
Taxation X X X
Tourism Development
Trade Logistics X X
Program preparation and implementation 57 months 51 months 35 months 31 months
duration (IFC assistance provided) (Mar 2006~) (Oct 2006~) (Jan 2008-~) (Dec 2008~)
IFC’s project expenditure (incl. others’ funding) US$2.8m US$8.9m US$3.3m US$8.5m
Per Capita GDP in current US$ (2011), WDI US$600 Us$281 Us$583 Us$374
g Population (2011), WDI 16,967,845 4,128,572 10,942,950 5,997,486
g‘ Official unemployment rate, WDI 3.3% (2007) 3.7% (2010) n.a. 3.4% (2004)
§ Total labor force (2010), WDI 7,544,166 1,374,476 5,228,059 2,260,968
“ Informal economy % GDP® 40.5 44.2 40.1 45.6

Source: Based on 4 case studies conducted by Economisti Associati

—_

. No impact could be detected in the case of Labor Law reform.

. Generally these programs contributed to 3-4% of total private investment.

. The reform program is believed to have contributed to economy’s investment climate and thus overall investment increase, including large FDIs
not included in this impact evaluation.

. Improved institutional capacity resulted from the program is estimated to generate $150m in private investment for 2011-2013.

5. The component specifically focuses on the investment climate measured by WBG's Doing Business Report.

. Friedrich Schneider, Andreas Buehn, Claudio E. Montenegro 2010, based on the definition of “all market-based legal production of goods and
services that are deliberately concealed from public authorities to avoid payment of income, value added or other taxes, to avoid payment of
social security contributions, to avoid having to meet certain legal labor market standards, such as minimum wages, maximum working hours,
safety standards, etc., and to avoid complying with certain administrative procedures, such as completing statistical questionnaires or other
administrative forms.
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This chapter is divided into three main sections:

The first section illustrates examples of economy-wide business regulations that fa-
cilitate a level playing field through clear, consistent and simple standards, processes,
and regulations. The second section consists of targeted interventions that proac-
tively attempt to attract private sector investment, often through investment promo-
tion policies, special economic zones or industry-specific policies. These complement
the above-mentioned business regulations. The third section is a discussion on in-
formality and jobs. Informality can be a direct outcome of a poor investment climate,
and is often associated with poverty, lower wages, and poor working conditions.

1. Regulatory Simplification: Creating a
level playing field

As shown in Figure 4.6, various investment climate factors, taken together, account
for about half of the top constraints for formal private enterprises. These constraints,
led by informality, tax rates, and corruption, tend to mutually reinforce one another.
Hence, investment climate reforms should attempt to remove or reduce such con-
straints by leveling the playing field for all enterprises, and strengthening governance
and enforcement of law in a country.

Having a set of simple, clear, transparent rules to register a business or close a busi-
ness, or pay taxes, can go a long way in creating a conducive environment for the
private sector. Such conditions encourage more entrepreneurs to set up a business,
operate in the formal sector, and also encourage existing firms to expand and grow
- all of which stimulates investment and job creation. As examples, this section will
discuss seven types of regulatory simplification reforms that help create an encourag-
ing investment climate.

1. Business entry

. Competition policy

. Taxation

. Secured transactions and collateral registries
. Inspections

. Business licenses and permits (for registered firms)

N o o MwN

. Trade logistics

1.1 Business entry reforms

A business entry reform is a legal or regulatory change in which required processes
and procedures to register a new or existing, unregistered business are rationalized,
simplified and modernized. Such a reform results in reduced time, costs, and proce-
dures to start a business. Less bureaucracy and lower costs to register a business en-
courage more firms to register and operate in the formal sector. This increase in firms
stimulates job opportunities in the formal sector, which tends to offer better quality
jobs. Abolishment of License Raj in India that involved cutting down procedures to
register a business led to a 6 percent increase in the number of registered firms (after
controlling for other effects).4

In 2002, the Mexican government passed a federal law to reduce the number of
procedures required to start a business from 15 to 2, thus reducing the time it took
a business to register from 67 days to 72 hours. In the next four years the country
built a modern, efficient regulatory system for opening a business — Rapid Business
Opening System (SARE) — in most of its urban municipalities. SARE was successful in
rationalizing business entry procedures. An evaluation of the business entry reforms
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Box 5.1: Reforms in invest-
ment climate helped create
about 15,000 new jobs in
Rwanda

Rwanda recently implemented
a comprehensive reform
program to improve its in-
vestment climate and boost
private sector investment.

According to an external
evaluation, within 2 years of
implementing these reforms
the country saw positive
impact in terms of:

e $5 million in time and
cost savings to the private
sector

¢ 8,000 new and “formal-
ized” enterprises

¢ 15,000 — 17,600 new jobs
created and

e Approximately $50 million
in new investment
generated

Rwanda now ranks 45th in
Doing Business 2012—an
improvement of 113 ranks
from the start of the program.
With more than a dozen ma-
jor pieces of legislation were
passed that included reforms
in business registration, issu-
ance of construction permits,
procedures for paying taxes
and trade logistics involved in
exporting or importing goods.
The government showed
commitment to creating a
more efficient, and transpar-
ent business climate, and as

a result Rwandan businesses
have already begun to reap
the rewards. The program also
included investment promo-
tion intervention and showed
that emphasizing continuous
dialogue with public and pri-
vate stakeholders (through
the Public-Private Dialogue
mechanism) helped the gov-
ernment respond better to
the business needs.



found that there was a 5 percent increase in the number of registered businesses in the eligible industrial sectors. The reform
also helped total employment to increase in the eligible industries by 2.8 percent from the pre-reform level within one year
(after controlling for other factors).> While there were also job losses in non-eligible industries, people who were previously
unemployed or out of the labor force were more likely to obtain jobs after the reform. This study clearly links reforms in the
business registration processes to employment creation.® A similar study in Colombia found that business entry reforms in
Colombia facilitated a 5.2 percent increase in the registration of new firms.”

1.1.1 Do these newly created firms survive?

A Portuguese business registration reform in 2005 led to a 22 percent increase in employment. The reform was primarily to
simplify the lengthy and burdensome process of starting a business through an “On the Spot Firm” program. Jobs created
were primarily in the agricultural, retail trade and construction sectors, and the start-up businesses are relatively smaller.
Interestingly, firms that entered the market after the reform were about 4 percent less likely to survive their first two years
than comparable incumbent firms having entered prior to the reform.® This is presumably due to increased competition in the
market with more entrants, paired with eased market entry. Nevertheless, at a 17 percent increase in registered firms, the net
effect on new business creation is positive. While survival rates of newly created firms is an important dynamic to take into
account, one can generally expect there to be a positive and sustainable job growth as a result of reforms because job growth
in surviving firms generally makes up for jobs lost in exiting firms.® In addition, even though some firms leave the market after
the reform, this tends to be a positive market mechanism to reallocate resources to more efficient players in the economy.™
Low aggregate productivity in developing countries is in part due to misallocation of resources across firms and that complex
regulation is one factor that contributes to this misallocation.™

1.1.2 Business Entry reforms work best when complemented with other investment climate reforms

There is evidence from various studies that reforming the business entry processes works most effectively when such reforms
are part of a package of reforms.’? However, introducing multiple reforms at the same time is generally more challenging in
terms of implementation.

1.2 Competition policy

Policies that help open markets and remove barriers promote competition, typically resulting in lower prices and better deals
for consumers. They tend to stimulate innovation, productivity and economic growth.'? This economic growth then helps
create jobs. For example, a study based on OECD countries found that reducing pronounced state controls and barriers to
competition would increase long-run employment rates by 2.5 to 5 percent.’ Another study illustrates that removing anti-
competitive regulation in energy, telecommunications, and transport in Croatia would increase GDP per capita by about 1.4-3
percent, as it would provide firms with incentives to reallocate resources to more productive activities, and increase innovation
and technological diffusion.’ Besides, less restrictive regulations may positively affect employment by reducing the rents that
some firms extract from overregulation.’® Another example—deregulation of shop opening hours in the US—resulted in an
increase in employment by about 5 percent.'” All these studies confirm that increasing competition and opening up markets
help stimulate growth and job creation.

1.2.1 Encouraging competition raises productivity

Competition drives productivity growth through two key mechanisms: (a) it shifts market share toward more efficient pro-
ducers; for example, the removal of price floors and advertising ban in the legal profession in Italy led to a market correction
where more productive lawyers are more likely to stay in the profession;'® and (b) it induces firms to become more efficient in
order to survive; for example, land reforms that helped Vietnam move from community-based to market-driven production
led to a large increase in total factor productivity in main rice-growing regions.'® The efficiency gains from increased competi-
tion and liberalization in gas, water, and electricity in the United Kingdom resulted in an increase in productivity growth of
more than 10 percent.?® Although the relationship between productivity and employment is complex, the effect of an increase
in productivity on employment is generally positive, as discussed in an earlier chapter.

1.2.2 Regulatory barriers to competition hurt employment

An interesting study on the French retail industry highlights how restrictive zoning regulation in France impacted employment
negatively. A 1973 legislation of the French parliament introduced measures to protect small shopkeepers and craftsmen in
the French retail industry in the face of a rapidly evolving large distribution market. This regulation implied that creation of
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any new large store had to be first approved by a regional zoning board. The study found that these barriers to entry had a
negative impact on employment; retail employment could have been more than 10 percent higher at the time of the study
(2002), had this entry regulation not been introduced.?'

1.3 Taxation

A tax regulation reform may adjust different tax rates for companies, or it may modernize and rationalize the tax system and
administration, including adoption of electronic tax payment portals. High tax rates, or taxes that are perceived to be unjusti-
fied, result in some firms preferring to operate informally without registering the company. Firms identify the tax system as
one of the most important parameters in making an investment decision. Cumbersome tax structures are a drain on investor
time and resources and act as a disincentive to participation in the formal economy. A streamlined tax system can increase the
number of firms in the formal economy, facilitate investment, widen the tax base, and rationalize a company’s tax compliance
cost—and it need not decrease tax revenues (Box 5.2). A poorly designed or executed tax system negatively impacts invest-
ment, and economic growth suffers.?

Box 5.2: Reforming the tax system leads to a 12 percent increase in employment in Brazil

In 1996, Brazil introduced a business tax reduction and sim- e It led to a substantial reduction in labor costs (by replac-
plification scheme (SIMPLES) for micro and small firms. The ing a fixed cost with a standard payroll contribution),
program aimed at enabling small, unskilled labor-intensive and hence created a strong incentive to hire new em-
firms to compete more effectively with larger enterprises ployees and legalize already existing labor relationships.

and hence excluded from eligibility all activities that

) " . e It led to an increase in formality.
require the employment of professionals with regulated

occupations, such as manufacturing of chemical products, * Newly created firms that opted to operate in the formal
machinery and equipment, education and health services, sector had higher revenues and profits, and employed
and incorporated companies. more workers.

This reform had several positive effects:?* * Employment increased by 12 percent.

e It reduced the tax burden by about 8 percent for
eligible firms.

1.3.1 An inefficient tax administration imposes a significant constraint on private sector

Feedback from the World Bank Group Enterprise Surveys shows that tax administration and tax rates constitute serious con-
straints for business, in particular for SMEs. As significant drivers of informality, high tax rates are primarily a result of multiple
taxes, in some cases over the same base and across different layers of governments. The burden of tax administration is due
to procedures that taxpayers need to comply with, such as tax filing and tax inspections. In most cases, these procedures are
excessive, imposing a significant cost of compliance of businesses, especially for SMEs, which are typically more burdened.

Figure 5.2: Small firms are most affected Figure 5.3: Inefficient tax administration imposes a
by inefficient tax administration large cost on firms, especially on small firms
Georgia - Share of Firms Who Rated Tax Administration Tax Compliance Cost as a % of Sales, Bihar, India
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In Georgia, for example, 20 percent
of small businesses identified tax ad-
ministration as their main obstacle
to doing business, as compared to 8
percent for medium-size businesses
and 4 percent for large businesses
(see Figure 5.2). Similarly, in the state
of Bihar in India, the cost of com-
plying with the tax system is equiva-
lent to a 3.5 percent tax on sales for
small businesses (Figure 5.3).24

1.3.2 Tax rates affect Foreign
Direct Investment flows

Most studies on the relation between
tax and investment have been on
OECD countries. While some studies
show that tax policy has little effect
on investment when macroeconom-
ic data are used,?® other studies find
that taxes do affect the volume and
destination of FDI.2¢ A meta-study of
the literature concluded that, on av-
erage, a 1 percentage point increase
in the tax rate reduced FDI by 3.3
percent.”’ However, most of these
studies were in OECD countries.

Recent research by the World Bank
Group and the International Mon-
etary Fund (IMF) has tried to extend
the OECD-based studies to develop-
ing countries. The IMF conducted
a study on how corporate tax rates
and tax incentives affected FDI in 40
Latin American, Caribbean, and Af-
rican countries during 1985-2004.
The studies had findings similar to
those of the OECD studies, although
the impact of tax rates on invest-
ment is considerably smaller. A 10
percentage increase in the corporate

Figure 5.4: Higher FDI is linked to lower effective tax rates
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Source: International Monetary Fund; calculations by Andrew Tarasov.

Figure 5.5: The relationship between higher FDI and lower tax rates is
weaker in countries with poorer investment climate

3

2 Almost no impact
of lowering
- Effective Tax
_ ok S Rates on FDIl in
P poorer investment
5 | 2 climate countries
X N @GE
@ 14 @G @15 . oo
a @ C® JOR
[ e IR@ VN@ KA
P v oy ™M %%CA @TC
0.5 * ALY /
.?ENG &TU .RUBR ..c:R
0~ @ KO
) : : :
Marginal Effective Tax Rate
@ Better Investment Climate ®  Better Investment Climate
Trend of these — Trend of these

Source: James and Van Parys (2010)

income tax rate lowers FDI by 0.45 percentage of GDP.?® Another study found that a 10 percentage point drop in the mar-
ginal effective tax rate (METR) caused FDI to rise by 3 percentage points of GDP in a sample of 69 countries, including

several developing ones.?

One reason why the relationship between tax rates and investment is stronger in OECD countries than in developing coun-
tries is because of the investment climate. For countries with a weak investment climate, a lower METR has limited impact
on FDI (Figure 5.4).3° For example, having an METR of 20 percent instead of 40 percent raises FDI by 1 percent of GDP for
countries ranked in the bottom half in terms of investment climate—while the same difference in the METR has an effect
eight times greater for countries in the top half.?" This finding implies that tax policy is far less effective in attracting FDI in
countries with weaker investment climate than those where investment climate is more favorable. Other regional studies
also support the conclusion that tax incentives have been much less effective in attracting FDI in West and Central Africa?

than in the Caribbean countries.??

48



1.3.3 FDI plays an important role in quantity and quality of jobs

For many developing countries, foreign direct investment provides an opportunity to
augment scarce internal resources in terms of capital, skills, and technology. Moreover,
in the last decade, the rate of growth of FDI-related employment (28 percent) has far
outpaced growth of the global labor force overall (16 percent), indicating a deepen-
ing importance of FDI in job creation. Therefore FDI has job creation implications that
developing countries cannot ignore. FDI helps direct and indirect generation of jobs,
generally creating higher paid jobs than domestically generated jobs, and leads to en-
hanced productivity of the host country labor force.3* In 1997, US$488 billion in global
FDI inflows had an employment effect of 26 million direct jobs and 42 million indirect
jobs, or one job for about every US$68,000 in FDI.3> Moreover, workers in foreign-
owned firms tend to receive a wage premium over domestic-owned firms, especially
in developing countries. For example, a study of Mexico and Venezuela estimated this
wage difference at 30 percent, controlling for other factors.® In addition, FDI has been
found to have a positive spillover effect on the productivity of the host country labor
force. A study of firms across Europe regions found productivity gains of up to 40
percent, while increasing (not decreasing) labor demand in the long run.*”

1.3.4 Investment promotion intermediaries can help attract FDI and
create domestic jobs

Besides reforming the investment climate in general, some countries make special
policies to attract FDI by creating investment promotion intermediaries (IPls) to ap-
peal to foreign investors. Policy advocacy to reform the investment climate was the
investment promotion activity with the largest return for expenditure.®® A recent
study has shown that on average, one dollar spent on investment promotion was
associated with an increase in FDI inflows by 189 dollars, and that 78 dollars spent
on investment promotion helped create an additional job by a foreign affiliate.*
However, one has to be careful attributing all the effects to investment promotion
expenditures, since those governments spending money on investment promotion
may also be the ones that are generally more welcoming toward private investment.
Nevertheless, agencies that promote FDI help address information asymmetries and
overcome burdensome bureaucratic procedures.® In a recent survey of executives
with site selection responsibilities, 47 percent indicated a strong likelihood that they
would use the IPI website, and 83 percent responded that they would make direct
inquiries with IPIs during the site selection process.*' A well-functioning investment
promotion intermediary can provide valuable customer service to a foreign investor
looking for investment opportunities, and can therefore help increase FDI inflows
into a country (Box 5.3). A study found that on average, a 10 percent increase in IPI
budget was associated with a 2.5 percent increase in a country’s FDI inflows.*> An

Box 5.3: An effective invest-
ment promotion intermedi-
ary agency helps attract FDI,
generate jobs, and empower
women in Nicaragua®

ProNicaragua, an official Invest-
ment Promotion Intermediary
(IPI) for Nicaragua, was set up

in 2002 as the public-private,
non-profit agency, with support
from the World Bank Group. It
has been featured amongst the
top performers on Global Invest-
ment Promotion Best Practices
(GIPB) 2008 and 2012 and recog-
nized favorably by evaluations.

At just three years of operation,
ProNicaragua:

e Contributed to the creation
of 22,996 jobs by attracting
FDI in the labor-intensive
apparel and textile sector,
becoming the champion of
job creation in the Central
American region since 2005.%

e Contributed to higher
household income and
consumption.

e Helped women'’s economic
empowerment- those
jobs paid higher wages to
women.* It has enabled
women to formally enter
the workforce, contributing
to their higher self-esteem
and household consumption
levels.

Helped attract over 130 for-
eign investors representing
$830 million in FDI.

analysis of 30,000 high value-added FDI projects shows that government-provided information and assistance significantly
influenced investor decisions to locate in one economy or another.** According to another recent study of 156 countries, there
is a strong positive correlation between a country’s investment facilitation performances—based on the IFC Global Investment
Promotion Best Practices (GIPB) framework—and its FDI inflows. It compares each country’s average annual FDI inflows from
2000 to 2010 with its average performance in the three GIPB reviews.* The study found that a 1 percentage point increase
in performance was associated with a 1.5 percentage point increase in FDI inflows (controlling for other factors).

1.4 Secured transactions and collateral registry

Secured transactions or secured lending generally refers to lending based collateral provided by movable assets such as inven-
tory, account receivables, livestock, equipment, and machinery. Secured transactions reforms unleash credit potential in the
economy, especially for smaller enterprises (discussed in the Chapter Access to Finance) (Box 5.4). An independent evaluation
of a reform of China’s secured transactions law found that the surveyed SMEs that received accounts receivable financing
clearly increased their workforce. The evaluation found that 21 percent of the SMEs surveyed confirmed the reform impact
on job creation for their businesses.*®
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Box 5.4: Reforming secured transactions law helps increase employment in China

China’s comprehensive Property Rights Law went into ef- e The reform fundamentally changed the credit market
fect in October 2007. With IFC’s assistance, China success- structure, enabling significant innovation and growth
fully developed a modern secured transactions law and of movables financing, particularly in accounts receiv-
a security interest registry. The law covers the creation of able financing.

security interests on various types of property and recog-
nizes and protects private property rights with respect to
certain property types, such as immovable or real property.
It also enabled establishing security interests in movable
assets, such as account receivable and inventory, promot-
ing access to finance using those assets as collaterals. * SMEs that received accounts receivable financing
clearly increased their workforce in 2011.

e SME finance was facilitated and the increased access
to finance was highly valued by entrepreneurs leading
SMEs. Female entrepreneurs are among the key benefi-
ciaries of the reform.

The outcomes were impressive.*

e Over 250,000 loans were secured by accounts receiv-
able in 3 years.

1.5 Inspections

Inspections are government mechanisms to ensure compliance in key areas such as health, safety, and the environment.
Such inspections typically involve visits by government-appointed officials to private sector facilities. Inspections can also
be a time-consuming and expensive burden, affecting business productivity and deterring owners from joining the formal
economy.>® Poorly written, complex inspection regulation could lead to corruption, as it leaves room for inspectors to de-
mand bribes.>" Improvements in a business inspections framework and practices are expected to lead to more companies
operating as registered entities (promoting formalization) and, through compliance, more sustainable labor, environmental
and social conditions.

Although there are no formal studies on the job creation impact of inspection reforms, one could expect that a reformed
inspection mechanism would encourage job creation by 1) cost savings for the private sector, which could be used for more
productive purposes (Box 5.5); and 2) increased investment because of risk reduction with improved compliance (more discus-
sion follows in the chapter on quality of jobs).

Box 5.5: Inspection Reform in Jordan generated savings for the private sector®?

The Jordan government introduced inspection reform rights). It also hired additional inspectors, including more
with IFC's advisory engagement, which involved develop- female field inspectors to address gender issues.

ing a management system, an inspection organization
structure, and a comprehensive operations manual. As
part of the implementation, inspectors were trained to e Increased efficiency of inspectorates
gain updated inspection skills and knowledge on proce-
dures, management systems, and communication. As a
result of reform, incidence of non-compliance decreased * Improved implementation of regulations

and the number of worker complaints increased over time « Expected private sector savings of $2 million per annum
(indicating improved awareness among workers of their which would enable more output and employment.

The reform led to:

e Increased transparency of inspection operations

1.6 Business licensing and permits

A license simplification reform that was launched in January 2006 in Lima, Peru simplified and reduced business licensing
procedures, the time to obtain business licenses, and the average number of inspections. This set of efforts helped reduce
the time taken to obtain a business license from two months to 6 days, reducing the cost by about 60 percent. In the first six
months after the implementation of this reform, there was a 263 percent increase in the number of firms in operation that
applied for a license. The impact evaluation, however, did not find statistically significant evidence on firm performance indi-
cators, such as income, profit per worker, investment in machinery, number of employees, and access to credit. This finding
is consistent with the emerging picture where growth-oriented micro enterprises generally seek a business license to avoid
risks, not necessarily to improve firm performance.> However, it is possible that a medium- to long-term evaluation may show
effects on business growth and job creation.
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1.7 Trade logistics

Faster, leaner, more efficient trade logistics systems are essential for businesses to sur-
vive in competitive global markets. Firms increasingly use global sourcing strategies
that require flexible, speedy, and cost-effective solutions. Improving trade logistics
services is therefore an important reform for promoting not only trade, but indeed,
economic growth, private sector investment, and jobs. An improved trade logistics
system usually includes simplifying and harmonizing procedures and documentation,
implementing electronic processing, automation, and “single window" systems, and
introducing risk management in border inspections and clearance.

Colombia implemented a trade logistics reform in 2008. With the passage of over 15
pieces of legislation, various improvements were effected from an online registry for
trade transactions to streamlined physical inspections. Since 2008, the time to import
and export goods decreased from 20 and 24 days, respectively, to 14 days in 2010
for both. A 10 percent reduction in the time to trade implies an increase in trade
by roughly $780 million for Colombia.>* Traders witnessed a 30 percent decrease in
the time to obtain transaction approvals through the single window system. While a
direct quantitative link between trade reforms and jobs was not established in most
studies, one can assume that a reduction in the time and cost for the private sector
to trade would positively affect the output of firms, and hence job creation.

2. Targeted investment climate reforms

Realizing the importance of investment climate in attracting investments for growth
and employment, many governments proactively promote and facilitate investments
in certain targeted sectors of strategic interest or regions in the economy. Instruments
used include setting up special economic zones, or formulating targeted investment
policies for specific sectors such as tourism, for example. These two specific instru-
ments (and their role in employment creation) are discussed below in this section.
These instruments become even more effective when used in complementary ways
as part of an overall investment climate reform package, as shown by the experience
of Panama, where targeted investment generation reforms has led to the creation of
4,800 jobs (Box 5.6).

2.1 Special Economic Zones

A Special Economic Zone®® is a piece of serviced land (typically industrial) with good
connectivity and infrastructure, governed by a comprehensive and integrated set of
laws and regulations often compatible with international trade agreements. For de-
veloping countries, SEZs have traditionally attempted to create a good investment
climate policy environment along with providing good quality, reliable infrastructure
in a specific area to potential investors (the importance of good quality infrastructure
in attracting private sector investment is discussed in Chapter 6). Through SEZs, gov-
ernments aim to develop and diversify exports, support local industry and clusters,
attract FDI, create jobs, and pilot new policies and approaches to create jobs—partic-
ularly those removing or reducing key administrative barriers, regulatory difficulties,
and land-rights issues. SEZs also provide improved physical infrastructure and services
to investors in a sustainable and environmentally friendly manner, and allow for more
efficient government supervision of enterprises, provision of off-site infrastructure,
and environmental controls.>

2.1.1 SEZs can support employment creation

While SEZs represent less than 1 percent of global employment, they can be an im-
portant source of employment in some countries, especially smaller ones. The impact
of these jobs in countries with high rates of unemployment and underemployment
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Box 5.6: A targeted invest-
ment climate instrument cre-
ates 4,800 jobs in Panama*

The Panama Pacifico project is a
good example of multifaceted
investment facilitation efforts
to achieve growth and create
jobs. This project involved
establishment of a Special
Economic Zone (SEZ) managed
in the form of a public-private
partnership (PPP).>¢

In early 2000, the Panama gov-
ernment sought to convert the
former 2,500-hectare Howard
U.S. Air Force Base into a hub
for international trade, logistics,
services, commerce, and indus-
try. Panama, a Central American
country of about 2 million peo-
ple, has a significant compara-
tive advantage in world trade
logistics. However, it recognized
that the significant regulatory
barriers were too difficult to
solve at a national level.

Since June 2001, the govern-
ment of Panama, with support
from the World Bank Group,
established a modern SEZ regu-
latory framework conducive to
business and FDI, drawing on
experiences of other countries
such as the Philippines, Ma-
laysia, and Singapore. They
established a dedicated agency
structured as a true one-stop
shop on site, and then launched
an SEZ development tender
process under a PPP approach.
The master plan development
contract was awarded to an
international private agency.
The area has now developed
into a platform for economic
growth that has generated over
4,800 jobs.* It has attracted
international corporations like
3M, BASF, Dell, 3PL, and Cable
& Wireless. Over the next 20
years, the SEZ is expected to
create another 20,000 high-
value jobs and bring about $3
billion of FDI into Panama.

This successful experiment

is now being used in other
countries like Democratic
Republic of Congo, Kenya,
and Haiti to attract investment
and create jobs.



are significant.®® It is estimated that in 1975, there were 79 zones in 25 countries, employing about 800,000 people. Today,
it is estimated that 3,500 SEZs operate in 130 countries. Of these, there are more than 2,300 zones in 119 developing and
transition countries, mainly in Asia and the Pacific and the Americas, employing 66 million. For some countries, such as China,
Korea, Mexico, Malaysia, and Mauritius, SEZs have been transformational.

Through SEZs (or Export Processing Zones, or EPZs), Bangladesh has generated $2.4 billion cumulative in investments and a
total of 340,000 gross jobs (in its eight EPZs) since 1983 (see Box 5.7), while Panama has seen 4,800 jobs created (as noted
previously). Although such estimates only capture the number of direct jobs created, SEZs also help generate indirect jobs and
other spillover benefits within the entire economy.

2.1.2 SEZs can affect quality of jobs

Another advantage of SEZs is that they enable job creation in the formal sector, as companies within the SEZ need to be legally
established in the country and are typically subject to stricter regulatory compliance. Formality and better compliance with
labor, social, environmental, health and security standards, and typically better enforcement within SEZs, tend to elevate the
quality of these jobs in comparison to those in the rest of the economy.®!

2.1.3 SEZs can help create jobs for women

SEZs have been especially effective in generating jobs for women in the formal labor market.®? Worldwide, 60 to 70 percent
of SEZ employees are women, who tend to be engaged in labor-intensive, assembly-orientated activities requiring manual
dexterity, such as production of garments, textiles, and electrical and electronic goods. In Bangladesh, women represent
about 64 percent of over 200,000 total workers, and the share increases to 75 percent in fully foreign-owned garment firms.

However, it has been observed that jobs for women tend to be concentrated in lower-paid production, while men dominate
in supervisory and skilled positions. Concerns about women'’s low wage levels, lack of training, and suppression of labor
standards and rights have been raised even within the zones, especially among the least developed countries. However, such
issues can usually also be addressed more easily within the zones, as is being piloted in Bangladesh.

Box 5.7: An EPZ helps generate investment, create jobs, improve productivity, and increase women'’s economic
participation in Bangladesh®?

The development of a special economic zone is usually a
significant undertaking. With its first SEZ (an EPZ) in Chit-
tagong, the Bangladesh Export Processing Zones Authority
(BEPZA) zone program started in 1983. Today, there are
eight EPZs in the country that together account for US$2.4
billion of cumulative investment, US$4.3 billion of annual
exports (2012-13), and employ more than 340,000 people
on a gross basis.

BEPZA has benefited from strong private sector engage-
ment, technical feasibility studies, on-site infrastructure
development in the form of public-private partnerships,
better environmental and other regulatory standards,
stakeholder analysis, and investment promotion capacity
building. In addition, a major accomplishment has been the
enacting of the Economic Zone Act of 2010, which allows
the private sector to develop new economic zones—to

With the assistance of FIAS and IFC since 2004, and funding el Lo i i

support from the UK government and the EU since 2007,

2.1.4 However, the SEZ experience has been mixed across the globe

Global experience with respect to SEZs has not been uniformly successful. Successes in East Asia and Latin America have
been difficult to replicate, particularly in Africa. In some cases, the special status accorded to SEZs gave rise to corruption op-
portunities. Other reasons for mixed outcomes have been poor strategic planning, mismatch of comparative advantages, and
lack of financial viability. There is also ongoing debate on the effectiveness of using SEZs at an economy-wide level. Ideally,
all investors should have the same transparent regulatory conditions to be competitive, irrespective of where they locate in
a country. However, this is far from the reality in most parts of the developing world, and even less in low-income countries
or fragile and conflict-affected states. In such situations, SEZ could be used as an instrument to strengthen the investment
climate in a smaller targeted area to pilot reforms before scaling them up to the national level. China’s economic zones grew
in a phased way. Some post-conflict countries like Rwanda,® Irag, Nicaragua, and El Salvador are now successfully using SEZs
or other types of economic zones to further achieve their peace-building efforts.

One way to mitigate the risks of implementing poorly designed SEZs is to follow an approach based on private sector prin-
ciples, i.e., to be careful in designing an SEZ that is responsive to local, regional, and global market demand and that is
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consistent with the country’s comparative and competitive advantages. By offering turnkey connection points with simplified
business processes, better infrastructure, and quick access to markets, without the usual burden of land acquisition, utility
connections, etc., SEZs could be effectively used for generating growth, investment, and jobs in an economy.

2.2 Industry-specific investment climate policies

While economy-wide reforms are often required to level the playing field for competition among businesses, sector-specific
initiatives could help address certain regulatory constraints that inhibit specific industries.

Taking the example of tourism, several economies strongly rely on this sector for growth and jobs (see Boxes 5.8 and 5.9).
The travel and tourism industry currently generates 234 million direct and indirect jobs (approximately one in twelve jobs)
worldwide.® The jobs that tourism helps create are particularly valuable, as they are often in remote locations where other
employment opportunities may be limited. Tourism is a labor-intensive industry and employs a high share of unskilled or
medium-skilled youth and women workers—maximizing its potential impact for the poor and marginalized. The genera-
tion of earnings among local people directly or indirectly (through the local supply chain) involved with the industry, in turn,
stimulates spending in the local economy, thus creating induced jobs. For example, targeted investment climate interventions
by the governments of Mozambique and Sierra Leone (described below) are expected to generate investment that would cre-
ate 60 and 400 jobs, respectively, along with positive spillovers of the tax revenues that are generated. However, maximizing
development returns from the tourism sector needs careful planning and stakeholder engagement.®®

While industry-specific efforts could be effective, they require very careful diagnostics on country-specific competitive advan-
tages and growth barriers. Such a diagnosis further requires detailed information and also strong government capacity to
make objective choices.®” The specific risks associated with such targeted investment reform decisions are that preferential
policies toward any sector have distributional implications that could affect other stakeholders, sometimes unintentionally.

Box 5.8: Tourism helps spur local growth and create jobs in Mozambique®

Mozambique launched the development of a $3 million
eco-lodge, Maputo Special Reserve, in a 70,000-hectare
prime protected area. Bordering the Indian Ocean, the
reserve offers tourists a variety of beaches, bays, coral reefs,
forests, lakes, rivers, and a host of wildlife including an
estimated 350 elephants. Co-financed by Switzerland and
other donors through the World Bank Group, the Maputo
Special Reserve in Mozambique was implemented through
a concession to attract qualified eco-tourism investors.

A joint venture between a local community association,

A Hi Zameni Chemucane, and a private investor, the Bell
Foundation, was set up to build and operate a 36-bed lodge
at Ponta Chemucane in the reserve. It is Mozambique’s first
agreement granting a community long-term concession
rights for a tourist area within one of the country’s leading
national parks. The lodge is expected to create 60 full-time
jobs and help spur local growth in an area that has few

opportunities for formal employment, a positive externality
of tourism projects like this. In addition, annual concession
fees to be paid to the government will be used for park and
longer term conservation management.

Following investment in the Maputo reserve, a standard-
ized set of procedures was compiled and a toolkit de-
veloped for future use by Mozambican authorities. The
Maputo model has been replicated to attract a $30 million
investment for a 200-bed eco-lodge in Mozambique’s
Zambézia Province. It is also assisting in sustainable tour-
ism development. Through new investment zone regula-
tions, for example, the government can reserve land with
unique natural, cultural, or historic attributes for tourism
development. As a result, the Inhassoro and Crusse-Jamali
sites along Mozambique's coasts have been declared the
country’s first tourism investment zones, securing over
4,500 hectares.

Box 5.9: The right regulatory approach helps attract good quality investors in tourism and create jobs in

Sierra Leone®

The government of Sierra Leone was in search of a credible
investor for the Cape Sierra Hotel, an abandoned 100-room
hotel in a suburb of Freetown. At the time, there were no in-
ternational hotel brands in Freetown, and the existing three
hotels offered about 120 rooms, well below the demand,
estimated at 400 rooms. The government needed to attract
a branded hotel operator as a strategic investor to redevelop
the Cape Sierra into an international first-class hotel.

The government decided to establish a PPP structure

and engage in efforts to improve the sector business
environment in tourism with a strengthened regulatory
framework. It proceeded with the tender on the basis
of structuring a concession and sublease agreement,
supported by the World Bank Group

IDEA UK and Hilton International were selected as the
highest-ranked bidder to completely redevelop the Cape
Sierra into a 200-room hotel (at a cost of about $40 million).
The hotel is expected to create more than 400 jobs.
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3. Informality and jobs

A poor investment climate, in the form of cumbersome regulations as well as their weak enforcement, usually results in a
large informal sector. Firms often find that formalizing imposes excessive costs and time and is often not commensurate with
the potential benefits, which is why they prefer to operate under the radar screen as informal initiatives. Hence the informal
sector is often a direct outcome of poor regulatory frameworks. Therefore, any reforms in investment climate that ease regu-
latory barriers would make it more attractive for firms to formalize.

In developing countries, informal employment accounts for over 40 percent of non-agricultural employment (Figure 5.6).7°
Typically, high-income countries are associated with a proportionally small informal economy, with Switzerland at 8.5 percent
of GDP, whereas lower-income countries typically have a much larger informal economy, even exceeding 60 percent of GDP
(e.g., Bolivia, Georgia, and Panama).”!

Figure 5.6: Informal employment in developing economies (percentage of total non-agricultural employment)
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Note: For Pakistan, Russian Federation, Turkey, and Ukraine, the figures represent only employment in the informal sector (it excludes
workers with no proper contracts in the formal sector) and for all other countries, the figures are estimates of informal employment.

Grey bar denotes countries where employment rates increased.

Source: The estimates for Latin American countries are from Panorama Laboral (2011), data for Zambia, South Africa, Turkey,
Republic of Moldova, Russian Federation, Ukraine, Sri Lanka, and Thailand were compiled by the ILO Statistics Department and are
published in Vanek et al. (forthcoming). Data for India, Indonesia, and Pakistan are estimates by IILS from national sources.

Source: ILO World of Work 2012: Better jobs for a better economy

The informal sector generally includes informal companies engaged in economic activities, individuals carrying out unregis-
tered economic activities, or formal companies engaged in informal economic activities to make money. Their activities do
not contribute to the officially calculated GNP.”? These activities generally include subsistence-type activities that people use
for survival or business activities that are carried out without formal compliance of regulations (such as tax evasion, avoid-
ance of labor regulation, or not registering the business).” While most of such survival, subsistence-type informal economic
activities may pose unfair competition to formal players by not being subject to certain cost and compliance requirements,
people who live on these informal activities are largely trying to make ends meet. They are typically those who were unable
to find wage jobs in the formal sector. Often such persons prefer to operate informally to avoid costs of formalization or
burdensome regulations.”
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Figure 5.7: Informal employment tends to be higher at lower levels of development

38 countries: Informal Employment and GDP per capita
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3.1 How informality affects different stakeholders

e Government: Having a large proportion of economic activities outside the formal sector implies lost tax revenue,
which further limits the ability of the government to provide services or shape macroeconomic outcomes through
policies (as a large portion of activities are outside the zone of influence of a policy). This undermines the “fiscal-
social contract” between the state, business, and citizen, represented by the exchange of regulatory compliance and
tax on the one hand and for services and the rule of law on the other, and further undermines democracy and the
emergence of effective states.” It limits a country’s capacity to grow.”®

e Private Sector: Operating informally restricts a company’s potential to grow. The absence of predictable, enforceable
rules increases risks and corruption.”” Informal firms are typically small and less productive compared even to small
formal firms, and especially relative to larger formal firms.’”® This is partly due to formal firms generally being run by
better educated managers, who are able use opportunities like advertisement and access to finance that can only be
available to formal firms.”

o Workers: The informal sector provides the last-resort opportunities for some to obtain income, skills and experi-
ence—usually of low quality compared to the formal sector jobs. There is a much higher concentration of lower-
skilled workers in the informal economy than intermediate- and higher-skilled workers (Figure 5.8). As also discussed
in the chapter on Quality of Jobs, informal jobs tend to be lower in quality, often paying lower wages and lacking
labor safeguards. Informal workers generally receive no overtime compensation or benefits such as health insurance
or retirement savings. Work can be discontinued at any time without severance. This is due to the fact that informal
employers are not bound by labor and other standards to protect workers. Formal firms tend to provide safer work-
ing conditions than informal firms. Having proof of employment often brings additional benefits for workers, such
as eligibility for loans and leases, and certain social status.

3.2 Informal jobs are often associated with poverty

Although informal jobs help make ends meet, they tend to be suboptimal solutions that could further perpetuate rather than
reduce poverty. Many of the 4 billion people estimated to be at the Base of Pyramid (BoP) depend on informal sector activities,
which can act as poverty traps.8 Workers belonging to this sector cannot advance in their economic status, and often remain
in poverty.®" There is also a strong negative correlation between the size of the informal economy and income per capita.®?
Figure 5.9 points to a relationship where a larger informal economy is generally associated with a larger degree of poverty.®
Women are three times more likely than men to be hired informally®* and are much more likely to be unpaid workers who
contribute to the family’s business than are men.#
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3.3 Easing regulatory costs
and constraints will help
incentivize some firms to
formalize

The operation of a large proportion
of economic and potentially produc-
tive activities in the informal sector
represents a suboptimal situation for
all stakeholders concerned. Formal-
ization of companies and jobs could
potentially provide more security
and stability to individual workers
and also be beneficial for companies
that could use opportunities associ-
ated with the formal sector, such as
access to finance, in order to grow.
Yet informality cannot be easily
addressed through a few simple
quick-fix measures.

One obvious policy approach is the
one many countries are trying—that
is, easing regulatory constraints and
reducing costs that prevent firms

from formalizing. A study in Sri Lanka found that modest increases in the perceived benefits of being formal could lead to a

Figure 5.8: Low skilled workers tend to be concentrated in the informal sector
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potentially large increase in demand to formalize among informal firms (Box 5.10).

An insight from a study in Mexico®” is that business entry reforms alone may not be enough to incentivize all firms to for-
malize. The business entry reform in Mexico did lead to the creation of new businesses. However, a large number of firms

Figure 5.9: Informal employment is positively associated with poverty
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Box 5.10: Experiment to move from informality to formality in Sri Lanka®®

This study conducted a field experiment in Sri Lanka that
provided incentives for informal firms to formalize as fol-
lows: The first group was offered only information about
the registration process and reimbursement for direct
registration costs; no firm ended up registering. The second
group was offered payments equivalent to one-half to one
month’s profits for the median firm, and around one-fifth
of firms registered. The third group was offered a larger

didn't register despite being offered incentives reported
problems, such as land issues, which would significantly in-
crease their costs for registration. Other concerns included
facing labor taxes in the future and bureaucracy in the
registration process.

While the authors overall found little evidence for hypoth-
esized benefits of formalization (such as access to credit

and formal contracts and programs), formalized firms were
found to advertise more and use receipt books. In inter-
views, owners of formalized firms expressed that the for-
malization established more legitimacy of their businesses
and a large increase in trust in the government.

payment equivalent to two months’ median profits and
about half of the firms registered. While not the primary
focus on the study, the experiment demonstrated that
modest increases in the perceived benefits of being

formal could lead to potentially large increase in demand
to formalize among informal firms. One-third of those who

continue to operate informally even after the entry reform. Informal business owners who wanted to be business owners
("entrepreneurs out of aspiration”) but found the business registration too cumbersome were 14.3 percent more likely to
register their business after the reform. In contrast, informal business owners who run informal business to make ends meet
while looking for a wage job (“entrepreneurs out of desperation”) are less likely to register their businesses after the reform,
but they are 20.4 percent more likely to become wage workers as job opportunities increase. This suggests that it is difficult
to draw simplistic conclusions about a direct and clear effect of business entry reforms on the informal economy. Only 14
percent of informal companies that were previously unregistered due to high regulatory barriers did formalize their businesses
after the reform. Similarly, only 6 percent of informal business owners who had wanted to be wage workers did become
wage workers. The study suggests that policy interventions that seek to reduce the size of the informal sector may need to
take a dual-pronged approach, targeting both firm formalization and job creation (as was done in Mexico's SARE process).
Another lesson is that bringing a larger fraction of informal enterprises into the formal sector and creating additional jobs
would require other reforms as well, such as a tax reform.

A review of the Brazilian experience suggests that the intervention to incentivize informal enterprises to formalize could be
timed strategically to capitalize on the favorable economic environment.®

Although not the main focus of this section, another aspect of informality is the illegal shadow economy activities of compa-
nies that choose to operate informally in exchange for financial benefits or profits by avoiding costs through or carrying out
criminal operations. In this case, policies need to focus on stronger governance and enforcement capability to complement
improved policy and regulatory framework to close loopholes.?® In general, informality, poor governance, and corruption
reinforce one another in many developing countries.”’ Therefore, along with improving the quality of the regulatory frame-
work, it is also important to strengthen institutions and to improve governance and the enforcement of regulations in order
to discourage illegal and criminal activities and encourage a rule of law.

Conclusions
e A good quality investment climate is a prerequisite for an economy that wants to grow and create jobs.

¢ Simplifying and streamlining regulations create a good level playing field within which the private sector can operate
productively and help create jobs. Complex, poorly written regulations could lead to corruption.

¢ Reducing regulatory barriers to entry incentivizes more firms to register and helps create jobs.

¢ Investment climate reforms work better when they are comprehensive and planned as a package, rather than stand-
alone reforms. The specific components of an ideal investment climate reform package that would be comprehensive
and effective would depend on the country context.

e Encouraging competition raises productivity and helps create jobs in the economy.
¢ |nefficient tax administration imposes a significant constraint on the private sector.

¢ FDlinflows generally help create more and better quality jobs. A well-functioning investment promotion intermediary
can help attract crucial FDI, which would, in turn, help create jobs.
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e Targeted investment climate reforms like SEZs can support job creation, although the experience has been mixed
across the globe. SEZs work best when they are based on market demand and the competitive advantage of the

region or country.

¢ Formal enterprises perceive the informal sector as presenting unfair competition. Simplifying and streamlining regu-
latory barriers through a good investment climate can help incentivize firms to formalize, although the issue of
informality is more complex, and one cannot assume that business entry reforms will automatically cause all firms

to formalize.
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ACCESS TO INFRASTRUCTURE

Infrastructure provides the foundation for economic growth, thereby improving quality of life and generating jobs. The
private sector plays an important role in addressing the large infrastructure deficit in low-income countries, which is a ma-
Jor problem for private companies. Creating jobs in the short term is not the sole, or even primary, objective of investing in
infrastructure. However, the literature shows that infrastructure investments generally have high employment multipliers,
which work through several channels—direct, indirect, and induced. These investments often generate many more indirect
and induced jobs than direct jobs. However, the most significant effect of infrastructure projects on employment comes from
improved services. For example, providing a reliable power supply allows businesses to produce more and hence create more
Jobs. Other sectors where investments can create new jobs include transportation, telecommunications, and water.

Infrastructure is a sector with a special capacity for promoting inclusive growth, particularly by providing productive opportu-
nities for the poor and by facilitating access to basic services, including water, education, and health. Furthermore, there is an
increasing awareness of the need to adopt gender-sensitive policies when planning and designing infrastructure investments.
Infrastructure also plays a crucial role in urbanization, an integral process in the development of countries.

1. Infrastructure provides the foundation for economic growth,
improving quality of life and generating employment.

Access to transport, telecommunications, power, gas, and water networks are critical inputs for firms as they undertake
productive activities, expand, and create jobs. Literature shows, for both developing and developed countries, a positive
relationship between infrastructure investments and economic growth, though estimates on the magnitude of this relation-
ship vary.! For example, investments in electricity and telecommunications produce an approximately 0.25 percent increase
in long-term economic growth rates for each 10 percent increase in service penetration,? and economic growth is positively
correlated with job growth.

1.1 Infrastructure is a key tool for reaching the poorer sections of the population and for promoting
inclusive growth

Infrastructure (along with agribusiness, health, and education) has a special capacity for promoting inclusive growth,* espe-
cially by providing access to basic services, including water, education and health for the poor. See Box 6.1 for an illustrative
example in Bogota (Colombia). The positive impact on poverty is affected by affordability, which makes pricing decisions of
infrastructure services very critical.#

Empirical evidence from various countries observed over long periods of time shows that the increase in the quantity and
quality of infrastructure has reduced poverty and inequality.> Access to infrastructure helps the poor by reducing the time to
collect wood and water, which can be used instead for education or income earning. For example, in Bangladesh, electrifica-
tion projects in selected rural areas were associated with 10 percent higher incomes and a 7 percent lower poverty rate.” In the
case of transportation, several studies have highlighted the poverty reduction effect of facilitating labor mobility and providing
opportunities to rural workers for better-paid non-agricultural jobs.® Moreover, infrastructure enables access to basic services,
positively affecting education and health.®
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Box 6.1: Infrastructure can help create inclusive pro-poor urbanization

About 43 percent of Bogota, Colombia’s capital city is considered poor. However the city has taken steps to make its
urbanization and infrastructure inclusive. Since 2000 a public private bus rapid transit system, the TransMilenio has
helped connect the poorest parts of the city, including about 1440 informal settlements and other poor neighbor-
hoods, and reduced travel times by an average of 15 minutes, with larger reductions for households in poorer parts
of the city.
Minutes spent during rush hour within transport system
mmmm TransMilenio 80 T Average minutes saved,
routes weighted by number of
Feeder 70 passengers
routes
60 W Before the TransMilenio
After the TransMilenio
50 18
15
40 10 10
13 10
30
Poverty: 20
Low
10
0
1 2 3 4 5 6
High Poorest Richest
Neighborhood stratification

Source: World Bank, World Development Report 2009.

1.2 Access to infrastructure is a key constraint for the private sector

Inadequate infrastructure is one of the biggest constraints faced by the private sector. Perception data from Enterprise Surveys
in Africa also show that firms that rank infrastructure problems as severe are often the most productive because they tend
to be firms that sell in larger markets and are more dependent on infrastructure.” A recent World Bank report found that
electricity is one of the most binding constraints that prevent firms from creating
more and better jobs. Interestingly, it also found that job-creating firms are more se-

verely affected than other firms by virtually the entire range of constraints that were Did you know?
analyzed." Therefore it is very important for policymakers to ensure that investments .
in infrastructure are proactive and forward looking, and not simply responding to During the next
natural growth in demand. two decades, the
It is particularly common for firms in developing countries to spend their own re- urban population of
sources directly on buying infrastructure services or providing them on their own. two of the world’s
For example, in low and lower-middle income countries, firms often invest in buying poorest regions—South
their own power generators to deal with power supply disruptions. This is a subop- Asia and
timal situation and is a drain on resources, since the cost of obtaining power from -

. o : P Sub-Saharan Africa—
generators is substantially higher than from the regular grid.'? Besides, individual .
power generators have negative environmental consequences. is expected to double.

Proper infrastructure

1.3 Infrastructure, urbanization, and development planning is vital
Infrastructure plays a crucial role in urbanization, an essential process in the develop- to help turn this
ment of countries. As agriculture becomes more productive, cities grow by absorbing challenge into an

workers from rural areas. Industry and services expand, creating higher value-added
jobs, and the economy diversifies. The geographic concentration of productive ac- . .
tivities in cities creates agglomeration economies, which further raises productivity inclusive development.
and growth. The increase in income and demand for agricultural products in cities

opportunity for
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stimulates more investment in agriculture, which helps increase rural productivity and further strengthens the shift toward
rapid urbanization in developing economies.

Infrastructure plays a critical role in this process of urbanization. For example, transportation infrastructure creates a crucial
link between the urban and the rural economies, enabling complementary and balanced growth, and allows firms to benefit
from advantages of agglomeration like access to better inputs and access to markets for their products. As firms grow, they
provide jobs for rural migrants, which generally tend to be better paid and formal than jobs in rural areas. In fact, larger cities
tend to be more productive, enabling firms to grow faster.’® Urban areas are critical spaces within which most new jobs in the
coming years are likely to be created. Urbanization is thus an engine of development and also of job creation.

Besides, urbanization creates tremendous pressure on cities, especially on their ability to provide adequate access to infra-
structure like water, power, and roads. One reason why urbanization in Africa has not generated as much economic growth
as in other developing countries is because of challenges in reaping agglomeration economies, one reason for which is an
inadequate infrastructure.” The share of urban population in Africa is expected to rise from 15 percent in 1960 to 60 per-
cent by 2020. This rapid urbanization poses an enormous challenge for infrastructure policy, in terms of avoiding congestion
costs and facilitating balanced and inclusive growth of both rural and urban areas.’ The need for mobilizing investments in
infrastructure therefore becomes one of the key challenges for urban policymakers throughout the developing world. It is
very important for urban policymakers to incorporate infrastructure planning into their land use plans in order to ensure that
urbanization fosters inclusive development, growth, and job creation.

1.4 Investment in infrastructure creates jobs
There are two main categories of jobs that are created through infrastructure investments (see Box 6.2).

A. Job creation associated with construction and operation & maintenance (O&M) of infrastructure assets

There are three main types of employment effects from construction and O&M of infrastructure projects: direct, indirect, and
induced. Construction and O&M of infrastructure assets need workers (direct effect), but also create jobs in the supply and
distribution networks (indirect effect), and for the providers of household consumption goods and services for these direct
and indirect workers (induced effect).

Box 6.2: Infrastructure investments create jobs cement and cables (especially during construction),
through different channels and these create employment through the backward
supply chain.

Infrastructure investments, such as a new power plant,
generate employment through several channels:

Induced effect: Jobs created through additional rounds
of effects, e.g., spending by workers. For example,

the workers in the power generation plant and other
firms supplying it spend more, which creates additional

1. Jobs associated with construction, operation, and
maintenance:

e Direct effect: Jobs that are created in a specific employment in various other sectors that supply to
enterprise, e.g., IFC's client, through additional and household consumption, creating a multiplier of fur-
professional staff hired to build and then operate ther demands.

th lant.
= s 2. Second-order or growth-related jobs. These effects

* Indirect effect: Jobs in the supply chain (backward link- occur throughout the economy as each constraint to
age) or distribution network (forward linkage) that are growth is removed. An increase in power supply allows
created as a result of the power plant that has been set higher power consumption, generating more industrial
up. The power plant buys inputs from other sectors like production, economic growth, and hence employment.

The short-term employment generation potential of infrastructure investments is often what makes them attractive to poli-
cymakers. An analysis of the potential employment effects of infrastructure projects in the Latin America and the Caribbean
(LAC) region found that an investment of US $1 billion in infrastructure would generate approximately 40,000 direct and
indirect jobs (these estimates exclude induced jobs).’® Similar estimates for the Middle East and North Africa region (MENA)
show that in the short run, for every US$1 billion invested in infrastructure, over 110,000 additional jobs could be created
in oil-importing countries, 49,000 in developing oil exporting countries, and 26,000 in the Gulf Cooperation Council coun-
tries."”” Such regional estimates of the employment generation potential of infrastructure investments depend on the choice
of infrastructure sectors that attract investment, the technologies employed, local wages for skilled and unskilled labor, and
the degree of imports in the supply chain.
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Both the LAC and MENA studies mentioned above focus only on short-term employment effects of constructing the infra-
structure assets, and do not account for the employment that would be generated because the infrastructure created would
relieve a constraint, and hence enable more production and employment (discussed later).

Studies also show that the combined effects of indirect and induced employment are often larger than the direct employment
created through infrastructure projects.'® For example, a study using an input-output model from the US Federal Highway
Administration found that US $1 billion spent on road construction in the US generates about 6,000 direct jobs, 7,790 indirect
jobs, and 14,000 induced jobs.™ A number of studies that have estimated employment effects for infrastructure projects find
that the employment multiplier (number of direct, indirect, and induced jobs for each direct job) often exceeds 2.2°

B. Job creation associated with improved services provided by infrastructure

Most studies capture the jobs created through construction or O&M of the infrastructure assets, and often do not account for
the employment that would be generated when the new infrastructure relieves a supply constraint and hence enables more
production and employment. Indeed, the most crucial way that infrastructure projects help create jobs is through improved
services and higher economic growth, i.e., increased output from removal of a constraint.

For example, manufacturing sectors in developing countries are often constrained by a lack of reliable power. With additional
power, these sectors can produce more, consume more inputs from other sectors, and hence create additional employment.
In fact most firms invest in alternative arrangements to compensate for unreliable infrastructure services—like a back-up
power generator. “Buying reliability” of power supply through generators often means additional cost for firms. For example,
in Tanzania, it is estimated that the cost of using a generator is 264 percent higher than accessing power from the grid.?’
With increased power generation, power supply could be more reliable and would reduce dependence on costly generators,
which would further stimulate output and job creation. However, considering that access to regular power from the grid is
limited, firms have to fall back on the next best (but very expensive) option available:
investing in power generators.

Estimating how this additional power supply and (improved reliability) helps gener- Key message

ate employment is very important in order to get a more complete picture of the

job creation effects of infrastructure investments. Studies show that there is a large Job creation from
impact of infrastructure on growth, which in itself indicates that growth-related jobs having improved
can be substantial > However, studies estimating the job impact through this higher services can be much

economic growth (second order effects—i.e., jobs created due to an increase in sup-

: o larger than short-term
ply of infrastructure services like power) are very scarce.

job creation from
construction of an
infrastructure asset.

One study, for example, used an input-output approach, and estimated that the
establishment of a new container terminal in a port in Brazil helped create 245 di-
rect jobs involved in the management of the terminal, but also created about 6,200
growth-related jobs in the surrounding region by eliminating transport bottlenecks
(see box 6.4).% In India, a new power transmission line generated about 75,000 jobs
over 6 years by increasing power supply and improving its reliability, a number much
larger than the approximately 9,700 jobs created over 25 years through construction Figure 6.1: It is important to
and O&M (see box 6.3).2% Growth effects can also be very substantial in the telecom- focus on. s.econd-order growth
munications sector; an investment of $10 billion in expanding the US broadband employment effects of infra-
network could create almost 270,000 growth-related jobs (see section 4). structure projects

Therefore, going beyond the number of jobs created through construction and
O&M is especially important for infrastructure investments in order to correctly
assess their development impact. Figure 6.1 depicts this vision of the job effects from
infrastructure investments. Induced jobs

Growth-related jobs

1.5 Access to infrastructure is important for women’s empowerment Lplleciore

Access to infrastructure is an important prerequisite for women’s empowerment.
Integrating a gender approach to infrastructure can help create more efficient and Direct jobs
sustainable projects and programs, enhance productivity and income for families,
and hence contribute to poverty reduction and growth. Such inclusive approach-
es to infrastructure that empower women as well as men have positive effects on
maternal and child mortality through better access to potable water and improved

Source: Author’s elaboration
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sanitation. Infrastructure underpins
women'’s economic empowerment
by helping them access services,
making markets work for them, and
opening the door to better paying
jobs—which can further empower
women (figure 6.2).

Men and women have different
roles, responsibilities, and con-
straints, because of which their re-
spective demand for infrastructure
facilities and services often vary. For
example, there are considerable dif-

Figure 6.2: Access to infrastructure can help empower women

Access to High
Quality and
Reliable
Infrastructure

(Roads,
Transport,
Water, ICT,

Energy)

Make
markets
work for

Enhance
women’s

economic
power

women to
compete

in markets

ferences between the travel patterns
of men and women. Evidence from
village-level travel and transport
surveys and case studies in Africa
showed that the major part of the
household transport burden falls on women, who contribute up to 65 percent of the total transport effort related to agricul-
ture.?> Rural women pay a particularly high price for the lack of infrastructure, because they tend to spend most of their time
bringing water for domestic or agricultural uses, processing and marketing food and other agricultural or nonfarm products,
collecting firewood, and obtaining health services for themselves and their families.?® This “time poverty” in turn limits their
ability to attend school or engage in income-earning activities to improve their own lives and those of their families. If house-
holds get access to electricity, potentially large amounts of time spent in fuel-wood collection and in food preparation with
traditional fuels could be saved for other economic activities.?’ Electrification of rural communities of South Africa led to a
13.5 percentage increase in female employment in those communities.?® The reason why female employment increased more
than male employment in response to rural electrification is that when less time is required in home production due to access
to electricity, women are more likely than men to substitute this time toward market work, and are hence more affected by
rural electrification than men. Thus access to infrastructure has important implications for women’s access to jobs.

Source: Presentation on Importance of Infrastructure in World Bank Group’s GAP (Gender
Action Plan). Poverty Reduction and Economic Management Network

1.5.2 Infrastructure policies need to be gender-sensitive

The infrastructure sector is often assumed to have a gender-neutral development impact. But there is now increasing aware-
ness about the need to adopt gender-sensitive policies while planning and designing infrastructure investments. Some sectors
within infrastructure have made more progress in this sphere than others. For example, water and sanitation services are often
seen as “female” activities, and therefore much work has been done to develop gender-sensitive policies in this sector. By
contrast, interest in gender aspects of transportation is relatively recent, while sectors such as telecommunications have very
little literature on gender (see section 4.2).%°

A gender analysis of infrastructure services is important to understand how some assumptions about gender in infrastructure
planning could in fact create infrastructure facilities that fail to meet the needs of women in poor communities. While this
could be due to poor implementation, very often it is also a result of gender-blind assumptions in planning. For example, wa-
ter pumps introduced to provide clean water have broken down because handles were designed for use by men rather than
for women and children, who are the principal water bearers in the community.>

1.5.3 Direct jobs created through infrastructure tend to benefit men more

Direct job creation in the infrastructure sector disproportionately benefits men.3' For example, in 2011, only about 35 percent
of jobs provided by IFC’s infrastructure investment clients went to women.3? Also, women are more likely to be employed
in clerical categories, occupying low positions, while men are concentrated in production-related, technical, or managerial
positions, which are also usually the more skilled and better paying jobs.3* However, increased involvement of women in
construction does not always bring financial benefits, and in some cases puts more burdens on women. For example, a road
maintenance program in Lesotho paid women for their maintenance work only in food. In self-help housing projects, women
are often relegated to “secondary chores” such as carrying water, wetting bricks, mixing mortar, or tidying verges.* Therefore
policymakers need to be aware of some implicit, but often incorrect, assumptions that direct job creation in infrastructure
projects benefit men and women equally.
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1.6 Infrastructure sectors differ in their propensity to generate construction and maintenance jobs.

The number of jobs created by an infrastructure project varies widely, depending on the sector. It is estimated that spending
on roads and bridges would generate more direct jobs than any other infrastructure investment because these sectors are
much more labor intensive; the cost of a direct infrastructure job in the roads/bridges sector is about a fifth of the cost of a
direct job in the power generation sector.?> Estimates in the LAC region found that an investment of US $1 billion in coal-fired
power generation projects would create 750 direct jobs, compared to 100,000 direct jobs for water and sanitation network
expansion, or 23,000 for rural electrification. Similarly the number of indirect jobs generated by an infrastructure project
would depend on the extent to which that sector requires inputs from other sectors to produce its output.3®

1.6.1 Factors that affect employment elasticity with respect to infrastructure

¢ Import content: The extent to which inputs for a particular sector come from imports as opposed to local sources
affects the number of direct and indirect jobs that an infrastructure investment creates within a particular region or
country. The larger the percentage of inputs that come from imported goods and services, the less the employment
effects of an infrastructure investment within a region or country. Even if all the initial spending is in the domestic
economy, supply industries or induced spending may be partially drawn from abroad, thus diverting jobs away from
the domestic sector. However, even if an investment draws in imports from another region, the job creation effects
will still be positive, even if some proportion of the additional jobs are created in another region.

e CIM jobs vs. O&M jobs: An important distinction must be drawn between the employment generated for con-
struction, installation, and manufacture (CIM) of an infrastructure project and the employment generated for the
O&M phase of the project. The CIM phase typically creates jobs that are short term in nature, while the O&M jobs
are required for the life of the infrastructure asset that is created. Therefore, an important consideration to keep in
mind is the time element — even though the number of jobs created during CIM may be larger than the number of
jobs created during O&M, the total number of job-years created by projects for O&M could be of similar magnitude
to the number of job-years created by CIM, because the life of a project is usually many years more than the CIM
phase of the project.

¢ Availability of skilled labor: The number of jobs that an infrastructure investment is able to generate also
depends on the availability of labor with the necessary skills to respond to the direct, indirect, and induced demands
that are created.

1.7 What about ‘net’ effects?

Many studies on employment effects do not fully consider the counter factual scenario. WWhen a government spending pro-
gram provides stimulus through infrastructure investments, the resources often come from spending cuts in other programs,
raising taxes, or borrowing, which further affects employment in other sectors. Similarly, renewable energy projects could
create additional jobs but may cause job losses in the fossil fuel sector. While roads projects have large economic and wel-
fare effects (see section 2), it is possible that in the short term they could hurt local producers by making imports cheaper.?”
Calculating the “net jobs” created (or destroyed), or the re-allocation of jobs within the economy, is methodologically very
challenging, and is hence overlooked in most analyses.

1.8 The private sector plays an important role in addressing the large infrastructure deficit in low-
income countries

Low-income countries continue to struggle with very low access to basic services, as shown in figure 6.3. The difference
between low- and high-income countries is particularly significant for electricity access.

Provision of infrastructure is no longer a task assigned exclusively to the public sector. The large amount of resources needed,
especially with rapid urbanization, and the public good nature of network assets notwithstanding, the private sector is playing
an increasing role in providing infrastructure. The involvement of public-private partnerships (PPPs) in infrastructure projects in
low- and middle-income countries has increased significantly in the last decade, especially in the energy and telecommunica-
tions sectors but also in transportation. PPP investments in water and sewerage remain more modest and stable (figure 6.4).

While infrastructure remains primarily the domain of the government, the private sector can play a very important role in aug-
menting funds, bringing in technology, efficiency, and results-based approaches to infrastructure through market solutions.
Studies show that in telecommunications, power, ports or high-traffic roads, the involvement of the private sector improves
outcomes, especially in terms of the efficiency of the operators, but evidence is more mixed on the water sector.3® Publicly
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owned water operators often suffer
from very poor performance, but Figure 6.3: Low-income countries have an infrastructure deficit
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Participation of the private sector Infrastructure investment by sectors using PPP arrangements (US$ billions)

might entail additional benefits. An
independent evaluation of IFC’s in-
frastructure projects by the Indepen-
dent Evaluation Group (IEG) found that a relatively high proportion of IFC infrastructure projects contributed to private sector
development beyond the immediate effect of the project. For example, the projects propelled regulatory and legal improve-
ments and increased competition or the use of responsible social and environmental standards.** However, harnessing the
potential of the private sector, especially in complex sectors like infrastructure, also needs an effective regulatory framework.
PPPs in Latin America, for example, have seen a high frequency of renegotiation of concessions due to weak regulatory
framework and accountability.**

Source: Private Participation in Infrastructure Database.

2. Power

Access to reliable power is one of the most critical factors affecting the economy of developing countries. Interrupted power
supply and frequent power outages negatively impact output and employment creation. It is estimated that in Africa, the
cost of power outages could amount to 1-2 percent of GDP# The detrimental effect is more keenly suffered by exporters.*

According to the Enterprise Surveys, lack of access to electricity is identified by firms as one of their biggest constraints. These
data also show that lack of access to power affects all firm sizes, and that firms in low-income countries are particularly vul-
nerable to power shortages, with 25.7 percent of firms reporting this as the biggest constraint (the largest percentage for any
constraint), as opposed to only 5 percent of firms in high-income countries (figure 6.5).

Infrastructure, especially power, is now well recognized as one of the essential foundations of development. Access to good
quality power improves living standards, stimulates growth, helps private sector development, and creates jobs. In addition,
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greater access to power helps re-
duce poverty not only by stimulating
overall growth but also in indirect

Figure 6.5: Lack of access to power is an obstacle for firms, especially in
low income countries
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tribution losses, institutional and legal reforms, etc.). In Uganda and Madagascar, for example, positive policy and institutional
reforms were undermined by inadequate investment in power generation.*®

Finally, while access to power is an important prerequisite for private sector growth and productivity, the private sector can
also play an important role as a provider of power, complementing the role of government in expanding a country’s capacity
in power generation, transmission, or distribution.

2.1 Power projects can also serve as a potential source of jobs, while boosting long-term growth

The Government of Tanzania, for example, is focusing on increasing access to electricity not just as a source of growth and
productivity for the economy but also as a source of job creation. The government has set a goal of connecting 500,000
households to the national grid over the next five years, and it estimates that if the plan is implemented, more than one
million direct and indirect jobs will be created throughout the economy, which it is hoped will in turn reduce poverty. This
electrification is considered a key driver of employment growth for the country by increasing productivity and the demand
for labor, thereby generating higher earnings and household income. Investments in the power sector, and its employment
generation potential, are therefore a key element of the Tanzanian government’s poverty reduction policy.*> Another study on
peri-urban Tanzania found that access to electricity not only increases the probability of nonfarm-wage employment, but also
strongly increases nonfarm-wage labor earnings.*

While investment in power projects generates direct jobs, the most significant employment effect of such investments comes
from the fact that an increase in power supply (and its reliability) relieves one of the key binding constraints on the output of
firms, and this helps firms create more jobs. Reliability of power supply is a very significant issue for firms. The lack of reliability
of power supply and the frequency of power outages cause firms to lose production and incur high self-generation costs.
Firms lose a large share of their output to power losses. In South Asia, 10.7 percent of sales for the region as a whole, up to
27 percent for Nepal, are lost due to power outages.”’

The use of generators is a very common means of mitigating the adverse effects of unreliable power supply in most low-
income countries. Analysis of data from Enterprise Surveys indicates that having or sharing a generator contributes on aver-
age 2.5 percentage points to annual employment growth, and over 4 percentage points in low- and lower-middle income
countries, or countries that suffer from six or more power outages per month.>? While these results are based on firm-level
data, thus not addressing aggregate employment effects, they suggest that there could be substantial gains to be achieved
by ensuring access to a reliable regular grid. In fact, given that power from the grid tends to be significantly cheaper, it is likely
that improving the reliability of that power supply would have even greater effects on employment growth.

Evidence from a power transmission project in India confirms the importance of improved power supply and reliability on job
creation. The study found that second order employment effects of power investments (from increased power supply) are
much larger that the number of direct jobs created (see Box 6.3).
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Box 6.3 Second-order employment effects of a power transmission project are much larger than the direct jobs

In 2003, IFC committed a loan of US $75 million to Power- agricultural sector, creating employment and income
links Transmission Limited (PTL) a joint venture company, for rural low-skilled population.

to construct power transmission lines that helped transmit
hydropower from Bhutan to a number of states in north
and east India.

Significant second order effects: Growth-related jobs
created by this project are much more significant, as
power supply is a binding constraint for firms in India.

Unlike most studies, which tend to focus on jobs created Using econometric time series, the study estimated
through construction and O&M, this study looked at em- that the increase in power supply from Bhutan’s Tala
ployment effects more comprehensively and also estimated hydropower plant transmitted through PTL's transmis-
second order growth effects—jobs created as the increase sion lines created about 75,000 new jobs in India over
in power supply brought by PTL helped firms expand their the period 2006-2012, of which about 4,600 are in West
output and hence create employment. The study also Bengal. Reliability of power supply is a very important
specifically focused on the impact that increased reliability issue for firms in India. Using a simple step-by step

in power supply through reduced power outages had on estimation model to obtain a rough approximation of
job creation. the magnitude of the issue, the study found that by

enabling a reduction in power outages in West Bengal,
the project helped create about 1,600 jobs (out of the
4,600) over a period of 6 years.

e Large indirect and induced job effects: Using input-
output tables, the study found that construction and
O&M will create a total of about 243,000 persons-year

employment (roughly 9,700 additional jobs) over the ¢ Development impact in Bhutan: Additionally, as this
25-year life of the project, combining direct, indirect, vital transmission link enables cross-border trade of
and induced jobs. Induced and indirect effects are much power from Bhutan to India, it has a significant de-
larger (199,000 person years) than direct jobs (44,000 velopment impact in Bhutan. This comes from higher
person years) created. GDP growth and government revenues, which further

enable the Bhutanese government to spend more on
social sectors such as health and education. This spend-
ing improves the quality of life and also the employabil-
ity of the people of Bhutan.

Significant impact on poverty: Besides, the jobs created
during construction added Rs 47,000 lakh to household
income, which has special implications for poverty
reduction, as the transmission lines were constructed
through some of the poorest states in India. In addi- Source: IFC Job Study (2013): Estimating Employment Effects of
tion, a large portion of induced jobs are created in the Powerlinks Transmission limited project in India and Bhutan.

2.2 The power sector has high employment multipliers

A review of 35 studies in the energy sector found that employment multipliers of energy projects are usually quite large.>
The type Il multiplier (the ratio of the sum of direct, indirect, and induced jobs to direct jobs) often exceeds 2, indicating that
the combined level of indirect and induced employment for an energy project is likely to be larger than the direct employ-
ment itself. For example, a study of the employment effects of a 75 MW solar plant in Washington State, US, showed that
the sum of indirect and induced jobs created were much greater than the direct employment (multiplier higher than 3 for
construction), and the indirect employment was almost all concentrated in the CIM, while O&M hardly required inputs from
other sectors.> Therefore, as mentioned earlier, it is critical to consider the economy-wide spillover effects when estimating
employment effects of power projects. Calculating only the number of direct jobs created as a result of a power project would
substantially underestimate its employment generation potential.

While a number of studies on the employment effects of power sector investments come from the developed world, it can
be assumed that in general, a similar relationship would also hold for developing countries. However, multipliers tend to be
larger for developing countries due to the use of more labor-intensive production methods. But if the construction of the
infrastructure relies on imports, part of the job creation effects is not captured by the country conducting the investment, but
by the exporting country.

The Asian Development Bank evaluated the impact of its assistance to the Indonesian power sector through 27 loans for 26
power sector projects from 1970 to 2000 and found a likely positive poverty reduction impact through employment gen-
eration during project construction, creation of employment in power service delivery, and new economic opportunities for
growth that resulted from the increased availability of electricity (see box 6.4).>> The availability of power for longer hours
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also affects productivity, growth, employment, and earnings, as firms are able to run
longer uninterrupted shifts. Self-employed informal workers can also work longer
and earn more.

2.3 Does technology matter? Do energy efficiency projects create
more employment?

The employment-generating propensity of power projects varies with technology.
However, the literature comparing employment potential of different energy tech-
nologies is heterogeneous, using different methodologies and definitions and thus
making it difficult to draw final conclusions. A study found that 1 megawatt (MW) of
solar PV on average generated 35.5 direct jobs, 1 MW of wind generated 4.8 jobs,
and 1 MW of biomass co-firing generated between 3.8 and 21.8 jobs, depending
on the feedstock.*® Comparisons between alternative projects based on equivalent
output or equivalent cost indicate that renewable energy or energy efficiency proj-
ects generated more gross employment than fossil fuel projects. The total number of
jobs-years per gigawatt hour (GWH) varies from as high as 1.4 for solar photovoltaic
(PV) (0.87 on average) to as little as 0.11 for gas or coal.”” Renewable and energy
efficiency projects tend to have lower O&M and larger CIM components than fossil
fuel generation projects.*®

Energy efficiency projects may have high direct employment effects (e.g., retrofit-
ting buildings to be more energy efficient can be very labor intensive), and can also
affect employment through their impact on household budgets. The European Cli-
mate Foundation study in Hungary estimated employment effects of building an en-
ergy efficiency retrofit program in Hungary and found that the spending from extra
income generated from energy savings created further induced employment.>® On
the other hand, where energy efficiency projects result in increased cost of energy
to the user, the result was reduced expenditure on all goods and as a consequence
reduced employment.®°

Nevertheless, fuel substitution decisions can have unintended consequences. When
a specific fuel preference is stimulated via budgetary support and one fuel is substi-
tuted for another, some energy subsectors may experience job losses.®' Finally, and as
mentioned previously, while the use of labor-intensive techniques and technologies
could immediately lead to direct job creation, short-term employment should not
be the basis for selection of infrastructure investments. In fact, maximizing the labor
cost of generating energy could impact labor productivity negatively.

3. Transportation

As in the case of power, transportation infrastructure generates jobs not only for con-
struction, operation and maintenance, but also through higher economic growth.

3.1 Investment in transportation infrastructure has immediate direct
job creation impacts

Investments in transportation infrastructure generate an immediate impact in terms
of job creation in the construction and operation activity. For example, in 2009, IFC
conducted a comprehensive assessment of the logistic sector for the MENA region.

Box 6.4: Hydropower project
creates new job opportuni-
ties in Indonesia

A study by the Asian Develop-
ment Bank found that during
the construction of the Sing-
karak hydropower project in
Indonesia, many local people
found employment by work-
ing directly on the project, or
they found work in Dumes
(special housing areas for the
project’s consultants), and after
the project was completed,
many of the local workers were
able to find employment in

the expanded local economy.
For example, some were able
to buy motorcycles with their
project earnings and became
motorcycle taxi drivers. One
interesting finding from the
evaluation was that motorcycle
taxi driving developed as an oc-
cupation in the area, and local
people formed a cooperative of
drivers in the mid-1990s.

Source: ADB (2003).

Think about it:

Good-quality
transport infra-
structure can help
facilitate inclusive

urbanization, effec-
tively linking rural
to urban areas and
increasing labor
mobility to access
better jobs.

The assessment concluded that the development of this sector could generate investments of up to $25 billion and create
more than two million direct jobs over 20 years.®

Since construction and maintenance of roads are more labor intensive than most other infrastructure investments, road proj-
ects tend to have large direct job effects, while multipliers for indirect and induced effects are comparatively more moderate
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because other inputs are less intensively used.®* In the US, six different types of highway projects had type Il multipliers averag-
ing 1.9.% These direct jobs are mostly temporary and also tend to benefit men over women.%°

3.2 Investments in transport also generate employment through higher economic growth and trade

Besides generating employment through construction and maintenance, improved transport infrastructure reduces transpor-
tation costs (lower vehicle maintenance costs and lower time spent) and thus supports economic growth and job creation,
especially through the development of trade and markets.®® For example, the Asian Development Bank has estimated that
the rehabilitated road corridor from Eastern Europe to China could generate an additional 3.19 percent of GDP growth in
Kazakhstan by 2015.%7 However, proper maintenance of infrastructure is necessary for these medium- and long-term effects
to be realized.®®

Unfortunately, studies of such growth-related effects on employment are scarce. It has been estimated that in the US, for
every 10 percent increase in the stock of highways in 1983 in a given city, employment increased by 1.5 percent in that city
over the following twenty years.®® There is no doubt that availability of roads and rehabilitated roads in rural villages are as-
sociated with higher sectoral and geographical labor mobility. A study in Peru found that in rural areas with rehabilitated roads
the estimated probability of accessing the labor market increases by 8.8 percentage points, although this increase is restricted
to non-agricultural wage employment.” In general, workers from rural villages with better roads have access to new non-
agricultural activities and also have a higher potential of finding productive employment in nearby cities, thus benefiting from
urban jobs, which tend to be more formal and permanent.”” Transport is a crucial sector that supports inclusive urbanization,
as discussed in previous sections.

While rural roads might only have very localized effects, investments in highways and ports impact regional and international
trade. A simultaneous upgrade of the main international roads in Africa would lead to an estimated additional trade equiva-
lent of $250 billion in 15 years, generating hundreds of thousands of jobs for construction and maintenance.”? Another
study found that for countries of the Asia-Pacific Economic Cooperation forum, port efficiency is more important for trade
than the customs environment, the regulatory environment, or the use of Internet for commerce.”

3.3 Regulatory frameworks affect how well private investments contribute to development

As in the case of power, the impact of investment in transportation depends on the existence of other infrastructure facili-
ties and of an appropriate regulatory framework. For example, a new road would facilitate access to health and education
only when there are hospitals and schools in the area. Also, benefits from constructing or improving a highway might not be
passed on to consumers if there are not enough players in the merchandise transportation sector.”* This lack of competition
explains the relatively higher prices for road transport services in Africa.”> Complementarities with other infrastructure and
with the regulatory environment are thus crucial in determining the outcome of investments on transportation networks, and
these should be factored in at the policy decision level.”®

The involvement of the private sector in transportation investments (through PPPs) has increased in recent years but still lags
energy and telecommunications (figure 6.4). Higher private sector involvement is associated with better performance—for
example, higher productivity of ports (see box 6.5) and railways.”” However, the increased use of PPPs in transportation has
not been without problems and has sometimes involved costly cancellations and renegotiations. In Sub-Saharan Africa, prob-

Box 6.5: A new container port terminal creates second-order employment effects

Between 1999 and 2001, the IFC assisted the Government the expansion of firms in the regional economy, generating
of Pernambuco (Brazil) in the establishment of a con- another 6,205 second-order or growth-related jobs. This
tainer terminal in the Suape port through a Public Private analysis found that 78 percent of the firms reported that
Partnership. According to an evaluation conducted in 2011,  the new container terminal was important or indispensable
this project has been very successful in increasing direct for them in terms of location.

employment from 172 at start of the concession in 2002t0 s ce: Final Report for the Evaluation of the Suape Port Public

417 at time of evaluation in 2011. In addition, the evalua- Private Partnership, 2011.
tion estimated that the new transport capabilities allowed
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lems have emerged mainly due to political conflicts; in Asia for non-competitive tendering; in Latin America for lack of proper
regulatory policies; and in Central and Eastern Europe for lack of experience and low feasibility of the projects.”®

3.4 Socioeconomic and redistributive impact of transport investments

The spillover effects of transport investment can have a redistributive impact within the economy. In general, transportation
projects support broad-based and inclusive growth. As mentioned above, roads tend to provide nonfarm employment op-
portunities to rural workers. In addition to economic benefits, investment in transport infrastructure facilitates access to basic
services such as education, health, water, and sanitation, thus reducing poverty directly.”

However, this distributional impact is not always straightforward. Transportation networks could reduce the cost of import-
ing products from outside the region, which may cause job losses for local producers in the short term.& In the long term,
however, the expectation is that these workers would shift to a different sector reflecting the area’s comparative advantage
and exploiting the new productive opportunities offered by the new infrastructure.

There are other instances where the impact on the poor is not clear. If poor households do not have access to motorized
vehicles, paving a road may disproportionately benefit higher income groups. Also, a new road may increase the price of sur-
rounding land, creating land concentration and potentially increasing the pressure on renters, who tend to be poor. Neverthe-
less, investment in rural roads usually tends to have a direct impact on poverty reduction, especially compared to investment
in high-quality highways.8' In terms of the direct jobs, while technical jobs at airports and ports may benefit more educated
workers, road maintenance has the potential to offer jobs to low-skilled workers (thus having a greater poverty reduction
impact).®? Thus, investment in transportation assets can be pro-poor if it is targeted and designed appropriately.

4. Telecommunications and ICT

The telecommunications sector, like transportation, reduces significantly commu-

nications cost and facilitates access to information and services. This has a direct Figure 6.6: Use of ICT is associ-

ated with higher job growth

impact on growth, job creation, and poverty.
35 1
4.1 ICTs have a high growth and productivity impact and are a 3
source of job creation 95 |
Information and communication technologies (ICT) increase connectivity among R
firms, clients, and suppliers and help create networks of entrepreneurs. In particular, 15 |
it is widely recognized that information and communication technologies have an :
enormous potential to generate productivity growth.® Technologies such as mobile 05
telephony have low physical requirements and have expanded rapidly, including in '
low-income countries, and have had a large growth impact.® According to World 0 T has s | Firm uses
Bank estimates, advances in the telecommunications sector have contributed signifi- own website emails
cantly to Africa’s GDP per capita growth, and more than roads or power.® Additional percentage points
There is also evidence on the impact on jobs. A study conducted by IFC found that of annual employment growth

firms in developing countries using ICTs achieved not only higher labor productivity Source: IFC (2012b).

but also higher job growth. In particular, and controlling for other factors (country,

industry, and size, among others), using email and having their own websites con-

tributes almost 3 and 2 percentage points to annual employment growth respectively (figure 6.6).8 However, firms in de-
veloping countries, and particularly small and medium enterprises, are often at a disadvantage, due to their lack of capacity
and financial resources, to benefit from new technologies.®” As another (striking) example, in rural villages of South Africa,
employment increased by 15 percent when they received full mobile phone coverage.

As in other infrastructure sectors, the growth-related employment effects can be larger than the direct, indirect, and induced
effects. The Information Technology & Innovation Foundation from the US found that investments in broadband have a mul-
tiplier of 2.6 indirect and induced jobs per each direct job created, and a multiplier of 1.2 growth-related jobs per each direct,
indirect, and induced job created. This institution estimates that an investment of $10 billion in the US broadband network
would create more than 60,000 direct jobs, about 165,000 indirect and induced jobs, and almost 270,000 growth-related
jobs. Growth-related jobs are substantial because of the “network” effect of these technologies (the larger the number of
users, the higher the profitability and impact for each user).®
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The expansion of telecommunication technologies, especially mobile phones, has been accompanied by a stronger presence
of the private sector. The number of PPPs in the telecommunications sector has increased very rapidly in recent years, much
more than in transportation or water (figure 6.4). There is wide consensus that the use of PPPs in the telecommunication sec-
tor has helped expand coverage, lower prices and has generated clear efficiency gains.®°

Box 6.6: ICTs for inclusive growth

Since 2005, the World Bank Group has invested in PPP
mechanisms, particularly in Africa, to increase access to
broadband and high-speed Internet. One example of such
PPP includes the IFC-supported Eastern Africa Submarine
System (EASSy) which has triggered a race for connectiv-

ity, with prices expected to decrease five-fold or more. The
approach is being adapted in Central and West Africa, the
Caribbean, and the Pacific. IFC has supported expanding
access to ICT by developing and replicating innovative pro-
grams such as the Village Phone program. This program has
provided microcredits to help extend the reach of mobile
phone service into rural communities of Africa, creating
new economic opportunities, especially for women, while
introducing additional incentives for literacy and education.

ing $260 million in financing to help O3b Networks (O3b)
complete a satellite system that will provide affordable
broadband access to developing countries near the equa-
tor. O3b, which stands for the other 3 billion, refers to the
nearly half of the world’s people not adequately served
with broadband Internet access. Affordable high-speed
broadband provides people and businesses the opportu-
nity to connect with each other, innovate, and grow their
economies. O3b, using eight satellites that circle the equa-
tor, will provide broadband services for developing coun-
tries 45 degrees latitude north and south of the equator.
The satellites will serve countries in Africa, Asia, the Middle
East, Europe, and South America that have insufficient con-
nectivity because of geographic obstacles or the high cost

IFC also supported a global venture that promotes afford- A bt e O Co e

able satellite-based Internet access for developing countries.
The IFC led a group of development institutions in provid-

4.2 ICTs can help build inclusive growth

Investment in ICT can promote inclusive economic growth by extending access to broader populations. IFC recently helped
arrange a $125 million financing package for Wataniya Mobile Palestine to help expand its operations in Gaza. The potential
developmental impact of this project is especially high as telecommunications can help reduce the effect of the physical re-
strictions on movement. Wataniya Gaza is expected to grow from 6 direct employees in 2011 to 177 in 2014, while adding
another 200 indirect jobs (dealers, distributors, franchisees).®" Box 6.6 provides other examples of ICT projects promoting
inclusive growth.

4.3 ICTs can help create jobs for youth and women

[T-based services offer many direct and indirect employment opportunities, particularly for youth and women. It is estimated
that the IT industry will create about 4 million additional direct jobs by 2016, while indirectly creating as many as 12—16 mil-
lion more in other sectors. In India young people (ages 26-35) hold around 70 percent of jobs in this industry, and in the
Philippines women account for 60 percent of the [T-based services workforce—a much higher rate of youth and female par-
ticipation than in the service and manufacturing sectors in general, for jobs that pay 50-100 percent more than comparable
service jobs.

As already discussed in the section of technology and employment (in chapter 2), ICT technologies can also play a role in
reducing skill mismatches and improving the efficiency of the labor market. Mobile phone companies in some developing
countries have established matching networks for employers and job seekers via mobile phones, reducing the cost and
time needed for interviews and for job seeking in general. ICTs can also facilitate the distribution and access to learning
programs: governments have used ICTs to expand access to education and higher skills, for example by connecting schools
to the Internet.

ICTs help address gender gaps in health, education, and material assets, can offer distance education, and also open some
new opportunities for women. New ICT-enabled jobs in services—particularly information processing in banking, insurance,
printing, and publishing—are being taken up mainly by women. Female employment in data entry and processing was ini-
tially highest in Barbados, Jamaica, and the Philippines. ICT-related jobs are now concentrated in software, call centers, and
geographical information systems clustered in Malaysia and India, particularly Delhi and Mumbai, where call centers employ
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more than 1 million people, most of them women. In Morocco, home-based female weavers use the Internet to sell rugs and
other textiles and to keep a larger share of their profits than in traditional middleman systems.®

Policymakers need to exploit fully this enhanced potential of [T-based services and use them as an integral part of national
development strategies for inclusive growth. In order to do so, it is necessary to provide the population with the necessary
skills to use and develop information and communications technologies.

5. Water and irrigation

Most research on water and sanitation focuses on the welfare and health effects of providing safe drinking water and basic
sanitation services to families, clearly establishing that investment in water and sanitation has strong pro-poor implications.*
Besides, this infrastructure sector has large welfare implications for women, since the burden of collecting water is usually
borne by women.*’

However, there is very little literature on the impact of water and sanitation infrastructure on economic growth or employ-
ment. This lack of literature should be interpreted with caution.®® It is evident that better access to water and sanitation ser-
vices eventually generates growth and employment: improvement in health increases labor productivity (especially through
increase in school attendance and reduction of worker absenteeism). Time spent on collecting water can be used for more
productive activities, especially for women. The overall economic gain of meeting the Millennium Development Goal target
for water is estimated at $3.5 billion.*

Studies show that irrigation projects help increase agricultural output, productivity, and employment.’® Much more can be
done to expand irrigation in rural areas. In Africa only 3.5 percent of agricultural land is irrigated, compared to almost 34
percent in Asia.'" Irrigation infrastructure also contributes to reduction in poverty. For example, in Peru, villages benefiting
from a rehabilitated irrigation infrastructure hired 30 percent more agricultural workers than other comparable villages, and
poor farmers benefited more than non-poor farmers.'

6. Conclusion

e Improving infrastructure helps remove major obstacles for the private sector in most developing economies, but
particularly in the lowest-income countries.

e The more severe a constraint and the poorer a country, the bigger the effect from removing the constraint. For ex-
ample, an unreliable supply of electricity is the dominant problem in low-income countries, and in those countries—
and in countries suffering from six or more power outages per month—the job-creation benefits of reliable power
are much greater than elsewhere.

e Providing infrastructure stimulates job creation immediately (the construction phase) but has even larger employ-
ment effects in the medium term to long term by removing barriers (such as unreliable power) to economic growth
and development. Estimating the jobs generated because of this growth effect is important in order to accurately
assess the employment effects of infrastructure investments.

e The number of indirect and induced jobs created as a result of infrastructure investments is often much larger than
the number of direct jobs generated by the construction and maintenance of an infrastructure asset.

e Therefore, policymakers should focus not on short-term job-creation effects, but on long-term costs and efficiency
of infrastructure projects and their growth-related effects on employment.

¢ Infrastructure investments are critical for planning inclusive development, especially in urban areas. The private
sector can make an important contribution by augmenting government resources, improving productivity, bringing
a results-based approach to infrastructure, and creating additional jobs.
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ACCESS TO FINANCE

Private sector companies, particularly small and medium-size enterprises (SMEs), perceive lack of access to finance as one
of their main constraints. Businesses in less-developed countries tend to face more financial obstacles, given the lower level
of financial development. The main factors that prevent financial institutions from providing more services to firms are high
borrowing and risk-management costs, lack of information about a potential client, a weak requlatory and legal framework,
and a poorly developed financial system.

The channels by which access to finance leads to job creation are diverse, since access to formal financial sources gives com-
panies several benefits, namely: 1) helps them start new businesses, 2) allows them to make larger investments in capital and
new technologies, 3) provides them with liquidity, and 4) results in the creation of indirect jobs in their suppliers and distribu-
tors. Evidence shows that improved access to finance can lead to generation of new jobs, but it is difficult to attribute job cre-
ation solely to it. The results tend to be larger and more significant for SMEs and for firms operating in developing countries.

Development finance institutions, financial intermediaries, and governments should help improve access to finance for private
companies. Governments and the private sector should work together on implementing policies to support improvements in
the legal framework and financial infrastructure. Other methods of developing access to finance are support for lending to
underserved groups, promotion of competition in the financial sector, and policies to support financial intermediaries that can
increase their financing services for businesses while reducing the lending costs and risks for the intermediaries.

1. Access to finance is important for the private sector in developing countries

The financial sector plays an important role in mobilizing and allocating resources, managing risks, and facilitating transac-
tions across companies. The literature has found a positive relationship between access to finance and countries’ long-term
growth. Studies suggest that financial development helps generate capital accumulation, higher productivity growth, inno-
vation, and entrepreneurship which propel growth.? Additionally, access to finance is related to job creation as firms expand
operations and become more productive. However, it is difficult to attribute job creation effects entirely to access to finance.

In recent years, there has been a trend toward increased financial openness in several countries, more competition among
banks, and growing domestic credit for the private sector that raises the question whether lack of access to finance remains
a constraint for private-sector growth and job creation in developing countries or not.

The recent financial crisis disrupted this trend (particularly in higher income countries), and in lower-income countries access
to finance remains severely constrained and will likely worsen in coming years as a result of the crisis in Europe. There is no
doubt that firms will always want financial resources at lower interest rates, and flexible conditions to fund their operations.
But it also is important to understand how lack of access to finance represents a constraint for firms that, once relieved, can
support job creation.

1.1 Access to finance supports development of the private sector

The financial sector has the potential to prop up countries’ growth by supporting private-sector development. As already stat-
ed in previous chapters, the private sector in developing countries, as the main employer, has a key role in promoting growth
and development. Financial development (using different measures) is positively associated with employment growth.?> The
measures that had a significant relationship were a strong banking sector (the ratio of private credit over GDP) and financial
openness (the sum of foreign assets and foreign liabilities over GDP). While the total credit provided by the financial sector is
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relevant for job growth, so too is the distribution of these resources among different firms in the economy, the mix of prod-
ucts offered and the costs involved. A main challenge for the financial sector is to increase the supply of external sources of
financing for firms that have growth potential but that have no access to credit or are under-served.*

In developed countries, the financial sector provides significantly more credit to the private sector than in developing countries
and serves a higher share of firms, thus supporting their growth and job creation potential. The domestic credit the private
sector receives as a percent of GDP varies from around 30 percent in low-income countries to 83 percent in upper middle
income countries (Figure 7.1). Even though the share has been increasing since 2000 for all country income levels, developing
countries still lag behind high-income countries. This is reflected in firms’ access to finance: less than 20 percent of micro,
small and medium enterprises (MSMESs) in developed economies have no access, while in regions such as South Asia and Sub-
Saharan Africa over 59 percent of MSMEs lack access.”

Even before the recent financial crisis, there was discussion about the potential harmful effects of poorly regulated financial
markets. A study using pre- 2007 data found that banking crises affect employment growth more in industries that depend
on financing and in countries with higher financial development.® In addition, a recent study found that financial depth” and
economic growth were positively related till the ratio of private credit to GDP reached levels of 60-70 percent.® Above ratios
of 80-100 percent, the relationship became negative. Lower-income countries’ ratios are below those levels, suggesting that
the expansion of credit can have a

positive effect on their growth.

However, other aspects such as in- Figure 7.1: The ratio of domestic credit to the private sector over GDP has
o . been increasing in all country income levels, but is still very low compared
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by firm size, concluding that SMEs rely less on bank financing, which is the most important external source of financing for
working capital and fixed investment needs (Figure 7.2). Small firms—those with fewer than 20 workers—are less likely to use
banks to finance their fixed investment needs (14 percent) than medium-size (18 percent) and large firms (25 percent). SMEs
rely more heavily on alternative funding sources, especially on retained earnings and internal funds, which together account
for about 69 percent of their financing.™

The lack of access to finance for SMEs, a large sector not served by microfinance institutions and not effectively covered by
commercial banking institutions, is known as the missing middle.” Estimates of the size of this credit gap are that about 45
to 55 percent of formal SMEs have no access to finance at all (do not have a loan or overdraft but need credit) and 21 to
24 percent are underserved (have a loan and/or overdraft but face financing constraints).’> SMEs are very important, since
they provide about two-thirds of the formal jobs in developing countries' and the majority of jobs overall. The unmet credit
needs of formal SMEs in the developing world add up to $850 billion.™ If they are unable to obtain any or enough financial
resources, they cannot grow into larger companies.

As mentioned earlier in the report, in

lower-income countries SMEs have Figure 7.3: In low income countries, small and medium-size enterprises have
much higher employment shares the largest share of employment
than large companies. Especially in 0 -

low-income countries, small compa-

nies provide the largest share of em- 201

ployment (Figure 7.3). This firm-size _ 401

distribution pattern and the lack of é 30 A

access to finance explains the inabil- & 20 |

ity of SMEs to grow, leading to their

“stunted growth,” and is consis- 107

tent with findings that capital-con- 0]

strained firms have slower growth

rates generally.™

As ecor?omles develop, the r.O|e of Source: World Bank Enterprise Surveys (Small 5 — 19 employees, medium-size 20 — 99,
larger firms becomes more impor- and large firms =>100 employees).

tant in job creation and productivity.

As well, these firms are key for creat-

ing better working conditions since they usually pay higher wages, provide better quality of jobs and give more training to
their workers than smaller firms.'® Some of these larger firms also face financing constraints that need to be addressed to
allow them to grow and create employment. These companies potentially have large indirect employment effects when they
grow, especially if they have local linkages in their value chain. But access to finance has proven a bigger problem for small-
and medium-sized businesses because it prevents firms from growing to their fullest potential.

When firms cannot borrow from Fls or enter capital markets, they have to resort to their own funds or informal credit sourc-
es."” Firms without a banking credit relationship most likely will not have access to alternative external financial sources such
as equity markets. Other short-term sources such as trade credit are an unlikely option for firms that have no credit access.
In addition, firms have a limit to the amount they can obtain in the form of debt, since they would need equity to maintain
appropriate leverage ratios.® High leverage ratios prevent firms from obtaining more credit from financial institutions. Hence,
firms cannot acquire more debt if they cannot grow their equity; but financing their growth exclusively or mainly out of
retained earnings can restrict their growth potential.

In the case of equity financing, SMEs face relatively higher costs to enter capital markets than do larger firms, due to their higher
credit risk and smaller financial needs. A major fraction of costs involved in accessing capital markets are fixed and as a result some
SMEs might be hard-pressed to afford them. In addition, private equity investment funds like venture capital funds that invest in
and technically support start-ups and young firms are still relatively new in developing economies. As of 2009, there were approxi-
mately 192 investment funds providing support to small and growing businesses in emerging markets.

Equity finance remains an important constraint for SMEs, putting them in a bind because if they do not have enough earnings
their access to financing may suffer.” Studies in developed countries that analyzed the relationship between private equity in-
vestments and job growth found a short-term negative employment effect compensated by a long-term employment growth.?
Another study found that firms supported by private equity achieved higher employment than those that did not have private
equity financing.?'
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2. Lack of adequate access to finance prevents firms
from growing to their full potential

Private sector firms consider lack of access to finance an important constraint for their operations. Hence, it is important to
understand why credit markets are constrained in order to identify specific channels to relieve credit constraints. It is also
necessary to distinguish between firms lacking access to finance and firms that choose not to seek financing.

The distinction between access to finance and use of financing is depicted in Chart 7.1. As revealed in the chart, some firms
might voluntarily exclude themselves from obtaining financing. The following two subsections show supply-side and demand-
side factors that that explain why firms experience restrictions on their access to finance. The bottom line is that Fls and firms
need to align their incentives: the former to obtain profits from serving a customer segment and the latter to be willing to pay
the costs and find the required financing.

Credit markets can be affected when adverse selection behavior that creates moral hazard?> and information asymmetries
lead to an inefficient allocation of resources.? As well, the demand for financing may suffer if firms voluntarily restrain their
borrowing even though they are financially sound. That can happen if firms expect to be rejected, fear the consequences
of not being able to repay or lack
the financial literacy to apply for
financing. High interest rates or
complicated applications may

also discourage some borrowers. Insufficient
income / high risk

Chart 7.1: Distinction between access to finance and use of financing
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seeking financing from external Involuntary Discrimination
sources, leaving an important o e exclusion

share of businesses in developing services f:fr::rar::;:i)lr/] .
countries underserved. If these framework
firms could obtain financing, Population

Price / produce
features

then they might be able to em-
ploy more people. For example, Users of formal
a study in Mexico showed that financial services
opening bank branches to serve
individuals who had no access

Voluntary self-

. L 8 No access to financial service i Indirect access/
to credit and requiring less docu- exclusion el e
BB Access to financial services reasons

mentation for loans than com-
mercial banks led to an increase
in informal businesses, which Source: World Bank 2008.

further had a positive impact on

total employment.?* Some firms

may decide to stay informal because of regulation costs, taxes and other factors.

The Investment Climate chapter discusses informality in more detail.

2.1 Supply side constraints

Given the structure of the markets, it has been claimed that financial constraints faced by firms come mainly from the supply
side.?> In markets that function well — and in which information is available—FIs would make their lending decisions based on
financial performance and expected outcomes, thus reducing the impact of supplyside constraints. But market imperfections
like a lack of credit bureaus can create barriers to information flows that mainly affect smaller firms. Fls need information
from firms to make lending decisions, they require collateral to limit their potential losses, they need to ensure loans will be
profitable and they must manage risks as effectively as possible (Box 7.1).
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SMEs have intrinsic characteristics that can discourage Fls from lending to them because of higher costs and less profitability.
For example, SMEs usually borrow smaller amounts than larger companies so transaction costs are higher, many lack credit
histories, financial statements or projections and they have fewer assets to cover collateral requirements.?® SME lending also
means higher risk-management costs because of their lower survival rates, high revenue volatility, low risk diversification, and
greater vulnerability to crises.?’ Finally, small firms may be restricted in gaining access to financing because lending organiza-
tions prefer to lend to larger companies.

Box 7.1: Supply side constraints are relevant due to market imperfections

SUPPLY SIDE CONSTRAINTS

Information
quality and
availability

FIs need information to make their lending decisions. When countries have credit bureaus and regis-
tries, it is easier and less costly for banks to provide loans. However, less developed countries might not
have well-established and functioning systems. Additionally young and/or small firms might not be
registered or might lack credit history.

Strong accounting and auditing standards facilitate banks' lending decisions. However, meeting the
standards might be too costly for SMEs.

Property rights
and enforceability

Strong creditor rights and effective collateral regimes improve access to finance by diminishing losses
and risk of lenders. Effective enforceability supports creditors, while the inclusion of movable assets
into collateral registries help SMEs obtain access to finance given that they usually have higher propor-
tion of movable assets compared to immovable assets.

Regulatory
framework

High regulation of banking activities might affect the provision of financial services and propel the
creation of inefficiencies. An analysis of banking deregulation in France during the 1980s concluded
that high regulation and intervention of the government in banking activities could impose entry and
exit barriers to firms.?

Risk management
and credit costs

Administrative and risk management costs seem to be a main constraint to providing loans. There is of-
ten an inverse relationship between administrative costs and the size of the loan provided.?® The higher
administrative costs of lending to small enterprises compared to larger ones are an important factor

in providing less credit. In the case of the Philippines, the cost relationship in percentage was six times
larger for small enterprises than for large ones.>*

Financial system
development

Increased bank competition can help increase reach to unserved groups that would not be covered in
a less competitive environment. Firms with more bank options can benefit from lower prices and more

and Bank services. However, SMEs usually work with fewer banks. A study found a positive relation between firm

competition size and the number of banks firms worked with: large firms (over 500 employees) were much more
likely to have a loan (by 25 percentage points) than firms with less than 20 employees. Size seemed a
more significant determinant of access to finance than firm performance, e.g. sales growth.>' Macro-
economic conditions, including political and economic stability, define the openness and development
of financial markets.

Government Governments can implement sector-specific development policies that limit credit availability for

intervention, firms not being benefited. For example, the government in Bangladesh, given its objective to

corruption promote growth in small-scale industries (SSls) serving the domestic market, implemented target

lending policies. A proportion of banks' loan portfolios was destined to specific sectors.3? While this
clearly increased credit to SSls, such requirements can lead to an inefficient provision of resources.
The financing of politically connected firms restrains credit for the remaining firms and misallo-
cates financial resources. In China, after financial liberalization, constraints that small firms faced
increased, but politically connected firms were still being served.® In Indonesia, non-connected firms
had to substitute financing through accessing equity markets. Firms with foreign securities outper-
formed politically connected firms during the Asian crisis.>*
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Box 7.2: Demand side constraints—the other side of the story on access to finance

DEMAND SIDE CONSTRAINTS3®

Growth rate and Firms need to grow sufficiently to suffice the lending costs. If they do not repay loans, they could lose
revenues the collateral they provided. Firms might restrain from demanding loans or other financial services if
they are uncertain that they will be profitable enough. Additionally, SMEs tend to have more volatile
cash flows reducing their debt payment capacity.

Information Banks’ extensive and sensitive information requirements can discourage firms from obtaining financ-
ing. This is a constraint particularly for SMEs that have weaker reporting than larger firms due to the
high cost of preparing statements, or because managers might consider that statements are futile since
they know the relevant information of their firms.

Costs Borrowing costs might be too high for firms to demand credit, including collateral registration. A study
found the main reason for Brazilian firms not applying for formal loans was high interest rates, regard-
less of firm size. Fifty-seven percent of firms believed that high credit costs were their main constraint
to grow.*” Fixed costs for registration in equity markets deter SMEs from entering them.

Insolvency Fears The higher rate of exit (due to insolvency) for SMEs compared to larger firms can be relevant to limiting
the demand of financing. SMEs might fear insolvency which can entail high transaction costs and long-
term liability to creditors and shareholders.

Informality Firms that are informal cannot access formal credit markets. The owners might obtain personal loans
for their firm's operations, securing the loan through personal belongings as collateral, but the risk of
losing it if the business does not survive is significant.

2.2 Demand side constraints

Firms may voluntarily limit their demand for credit even when they could benefit from more financing. Explanations for why
firms do so are set out in Box 7.2. Among constraints are high credit costs and increased bureaucratic procedures in the appli-
cation process.>> Firms, especially SMEs, often fear the possibility of not surviving. These firms, as discussed earlier, sometimes
resort to alternative funding sources such as their own funds or informal sources that can be costlier and insufficient to meet
their funding needs.

2.3 Access to finance: A binding constraint

Access to finance is an important element for private sector development, and lack of it is a binding constraint on business
growth in developing countries. A measure known as the credit gap, which estimates the number of firms that need credit
but either do not obtain it or get less than required, illustrates the problem. Out of 365 to 445 million MSMEs in developing
countries, including informal and formal establishments, about 70 percent do not use external finance (Figure 7.4).3® Total
unmet credit needs are estimated as high as US $2.5 trillion, or around 14 percent of GDP in the developing world.

Several studies have concluded that lack of access to finance is among the main constraints to firm growth and employment
generation, along with the investment climate and lack of infrastructure. Financial constraints can be binding, and the lack of
finance partly explains why SMEs are less likely to grow into larger firms in developing countries.*® Firms that perceived access
to finance as their biggest constraint, mainly SMEs, were more likely to experience sluggish output growth.*

Studies have shown how providing financing to un-served firms can support their growth. A study of about 250 small-scale
industries*' in India showed an increase in turnover after they became part of a subsidized lending program.*? The study did
not identify a substitution effect for other financial sources when the new credit was accepted, but there was an important
expansion of operations. It also indicates that firms were credit constrained and that they were able to expand operations
when financing was available. Similar results were revealed in a study in Pakistan, in which privately owned firms decreased
their export output after losing eligibility to access external credit since they were not able to find alternative funding sourc-
es.%® These firms became credit constrained, which affected their operations. In contrast, large publicly traded firms did not
show a drop in their sales activities after losing eligibility.
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Figure 7.4: Lack of access to finance for formal and informal MSMEs
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3. The link between access to finance and job creation

Firms that have access to finance have higher job growth rates than firms without it.** A micro-case study conducted to
measure job creation effects of SMEs served by a bank in Sri Lanka found that firms having access to finance had high job
growth—more than double the national average. While it is difficult to attribute job creation effects entirely to access to
finance, the various channels through which access to finance positively affects jobs are as follows:

e There is a positive relationship between external finance and the number of start-ups, closely related to
entrepreneurship.

e Access to formal financial sources allows higher investments in capital, new technologies, research and innovation.
It can also support leverage that can lead to improved returns.

Box 7.3: Interdependencies in the economy: Tea processing firms, employment, and poverty reduction

Tea processing companies can support a significant number of jobs in their supply chain. Sri Lanka is the second largest
exporter of tea in the world, a labor-intensive industry. The Commercial Bank of Ceylon provides financial services to tea
manufacturing companies to support their operation and expansion. These, in turn, support their suppliers’ employment:
green leaf producers.

An analysis of a small sample showed that on average, tea manufacturers have 2,700 small-scale suppliers (usually in-
dividuals) who depend on them to make a living. They usually distribute their production to only one tea processing
company. Considering only the supply chain, for every worker employed in a tea processing company, there are 14 workers
supplying green leaves. This figure only considers the upward supply chain element, and it ranges from 6 to 30, having an
important poverty impact since suppliers depend on the tea processing factories to obtain income.

Green leaf suppliers ‘ Tea processing factories - Large distributors

Note: This example depicts interdependencies in the economy without showing causality between access to finance and employment.
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e |t assures liquidity, improves risk management in firms, and allows the acquisition of productive assets.**

e Access to finance can also have indirect employment effects in the supply chain of firms served when they expand
their operations (Box 7.3).

Entrepreneurs and firms can transform new business opportunities into higher sales and revenues, achievement of business
stability, and expansion of operations into new markets. Thus, improving access to finance should have positive effects on
employment via the creation of new firms and sustained growth of the existing ones. The provision of access to finance would
have an impact on poverty, as it creates job opportunities in countries, reduces inequality, and reaches self-employed individu-
als through microfinance (Chart 7.2). It is not just a matter of number of jobs but also the quality of jobs that are created. The
report addresses the relevance of job quality at length in another chapter.

3.1 Direct employment: Entrepreneurship

For entrepreneurs that want to start a business, external financing sources like equity and debt are essential, apart from the
expertise, and skills required to establish a firm. There is a positive correlation between financial development and entrepre-
neurship, suggesting that improved access to finance is associated with a stable and vigorous private sector (Figure 7.5).46
Countries with more developed fi-

nancial markets have more entre- Chart 7.2: Relieving credit and financing constraints can have an effect on
preneurs - for example, the average job creation and poverty reduction

firm entry rates”” of industrialized
countries between 2003 and 2005
were 1.7-3.5 percentage points

higher than in emerging markets.* i Entrepreneurship
g ging e Capital Investments| i FEELE
_ ] to Finance Risk M Job Creation Reduction
Entrepreneurship and firms’ subse- Constraints isk Management

Indirect Effects

guent growth can be an important
source of job creation in developing
countries as most start-ups tend to
start small. Developed financial mar-
kets can enable them to grow to
their potential size. Lack of access to

Figure 7.5: The ratio of domestic credit to the private sector over GDP

finance in low-income countries of- is correlated with firm entry rates

ten prevents the growth of entrepre-

neurs’ firms into larger firms.* Entry rate (percent)

Increasing the reach of financial 20 1

services to the un-served firms can ° °

support employment by promot-
ing entrepreneurship and increasing
firm survival. A study on the effects
of new bank openings to unserved
low-income groups in Mexico found
that they led to an increase in the
segment of informal businesses by
7.6 percent.®® The study compared 0
municipalities with and without bank
branches before and after the open-
ings. Total employment, which in-
cluded an increase of informal busi-
ness owners and wage earners, rose
by 1.4 percent. Men were more likely to have an informal business, while women mainly became wage earners. Other benefits
were higher income levels of about 7 percent, suggesting that better living standards were reached by low-income individuals.
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Source: Klapper et al (2007) using data from the World Bank Group.
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Women face disadvantages in entrepreneurship compared to men: 1) only 34.3
percent>! of firms in developing countries have female owners, 2) females tend

to own smaller firms in terms of sales, assets, profits, and employees,** and 3) en- Think about it:
trepreneurs’ wage gap can be large—in Bangladesh, women entrepreneurs make

12 cents per every dollar that men earn.>®* A study analyzing whether financial Female-owned
institutions discriminated against entrepreneurs based on the gender of owners in firms might be
European and Asian countries found that women-owned firms, on average, had discriminated
higher r.ejec’l[ioln rates and paiq 0.5 percent higher ihterest ratels than men-owned against when
firms with similar characteristics.> For a more detailed discussion on how lack of -

access to finance can be a constraint for women entrepreneurs, refer to the chapter applying for
on Gender. loans.

3.2 Direct employment: Operations and expansion

Access to finance allows firms to utilize investment opportunities to grow and devel-

op, besides sustaining their survival. Economies with larger and more developed financial sectors tend to have a higher share
of large companies, part of which can be the result of a supportive financial sector that shore up their growth. Studies have
found that policies that promote access to finance bolster firm creation and growth, which turns into higher employment.> In
Bosnia, the availability of financial services was linked to a higher survival rate for new entrepreneurs.* Firm survival supports
job creation in the long run and can reduce employment destruction effects.

Firms that have access to finance can have higher employment growth than firms without it, since they can use it for liquidity
needs and capital investments, which can improve returns and reinvestments. A study measuring the impact on firms that had
a loan or an overdraft facility concluded that they had a 3.1 percent rate of higher growth of permanent employees than firms
that did not have financing access. Firms that had access to external investment funds posted 4.2 percent higher employment
growth than firms without such access.>” This analysis used data from 98 developing countries to confirm a positive relation-
ship between job growth and access to finance, but it did not explain the channels that can lead to job growth. A micro-case
study analyzed the impact of access to finance on SME job creation, and provides more information on how firms can achieve
job creation through obtaining financial resources (Box 7.4).

Box 7.4: SMEs created jobs using financing to expand operations and invest in technology: A case study
in Sri Lanka

A micro-case study conducted in Sri Lanka to estimate job estimated that 10-31 jobs were created for every $100,000
growth in MSMEs showed that business expansion and of loans provided to MSMEs.** However, more than 80
technology investment were the two main channels of job ~ percent of the firms surveyed also got other loans before
creation for firms that obtained loans. IFC has partnered or after 2009, which could have also contributed to their

with Sri Lanka’s largest private bank, the Commercial Bank  expansion and the impact on job creation.
of Ceylon (CBC), since 2003.

Analysis of interviews with a sample of 100 MSMEs that
had obtained loans from CBC in 2009 found that the firms
created 2,650 permanent jobs between 2009 and 2012,
with an annual job growth of 12 percent—more than twice e The sample of firms interviewed did not include firms
the country’s job growth in 2001. Job creation was equal with nonperforming loans.

for men and women, and the companies also increased
their labor productivity. The rapid job growth coincides
with companies starting and expanding operations using

Some caveats:

e The study did not measure job losses that competitors
could have experienced due to MSMEs' expansion.

e Banks select high-performing MSMEs, as they are
expected to grow faster than other MSMEs not eligible

; . > for loans.
credit from CBC and taking advantage of a better invest-
ment climate. Of the firms that identified constraints for * Access to finance played an important role in business
their business, the majority identified access to finance as growth, but it is difficult to attribute job creation ef-
the main constraint, since they needed more resources or fects just to the loans provided by CBC in 2009.

else could not afford the interest rates. Source: Leyva Urenda (2012)

Extrapolating the sample results to CBC's portfolio of * The approach used the 25th percentile and the median to extrapo-

MSMEs that received loans in 2009, it was estimated that late the results. The percent was calculated using the most recent an-
they may have created between 140,000 and 340,000 jobs nual employment (2010-2011), which excludes the northern region.
over three years, which represents about 1.8-4.3 percent ** Based on an exchange rate of 114 Sri Lankan rupees to $1. The
of employment in Sri Lanka in 2011.* But these jobs can- range of the multiplier is based on all industries considered and was
not be exclusively attributed to the financing. The study calculated using the 25th percentile and the median.
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Employment creation via access to finance can have a long-term pattern and has proven more relevant in developing econo-
mies since their private sector is more credit constrained. A study that used industry data in 63 developing and developed
countries from 1970 to 2003 showed that financial development supported firms’ output growth.>®This was achieved through
higher use of capital and labor. But financial development had no effect on labor productivity or real wages. The analysis did
not prove significant for OECD countries. Other research found similar results on the positive relationship of financial develop-
ment and growth, but without a significant impact for developed economies.>

Figure 7.6: Stronger regulation and financial infrastructure are positively associated with higher financing
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Source: Figures from IFC (2010) using sources Love and Mylenko (2003), World Bank Doing Business Indicators (2009), and CGAP Financial
Access Database (2009).

The legal framework to protect creditor rights and a more developed financial infrastructure can also have jobcreation effects
through reducing information asymmetries that constrain the supply of credit. There is a positive relationship between credi-
tor rights and access to finance measured by the ratio of private credit to GDP and by number of loan accounts per adult.®® A
developed financial infrastructure also contributes to job creation through credit expansion, especially reaching underserved
groups such as SMEs. The probability of obtaining loans for small firms increased from 28 to 40 percent in countries that had
credit bureaus, using data of 51 countries (figure 7.6).%'

Collateral requirements can hinder expansion of existing firms and the creation of new businesses, especially SMEs. SMEs tend
to have a higher proportion of movable assets than immovable assets, but the former are not always accepted in banks as col-
lateral. Allowing use of movable assets as collateral could free up more loans to businesses. As well, while the most forgiving
bankruptcy regimes try to support entrepreneurs, this can cause creditors to be less willing to lend and more worried about
risks if they feel a legal framework is not in place to protect their rights.®?

Financial development can also foster business growth by creating deeper markets that offer more financial instruments (Box
7.5), increased bank competition and lower risk management costs. This can also lead to lower levels of interest rates. One study
gauging the relevance of lending costs on the SME finance gap found that 80 percent of it was linked to high credit costs.®?

Box 7.5: Housing finance has the potential to create jobs when financial markets are developed

Financial development is related to financial depth and product development. Housing finance, a very important sector for
job creation, is constrained by less developed financial markets in developing countries. Markets in less developed countries
compared to developed ones have relatively lower lending, shorter term funding, higher or flexible (vs. fixed) rates, fewer
mortgage financing instruments, or lack secondary mortgage markets.* The effects of housing finance on job creation can
be considerable in developing countries, given that housing building is a labor-intensive activity that requires other infra-
structure investments which support job creation such as water, electricity, telecommunication, roads, etc. (table 7.1).

Table 7.1: Multiplier effects associated of construction give an idea of the effect of investment on housing construction

Country Investment Direct Indirect
Argentina 1 million USD 123 61
India 1 million USD 600 1,000

Table built by the author using data of studies cited in Williams-Stanton (2012).
* Williams-Stanton (2012). For Argentina the exchange rate used by the author is ARS 3.07 for 1 USD.
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3.3 Direct employment: Access to finance bolsters SME job creation potential

SMEs can have a higher impact on job creation than larger firms when they get access to financing, since they tend to be
more labor intensive.®* But they also can benefit most when financing restrictions are relieved, since they tend to be more
credit-constrained. Studies have found that SMEs have lower access to financial services than larger firms, resulting in a nega-
tive impact for their operations.®> SMEs are very important for developing countries, since they contribute about 29 percent
of formal GDP® and provide over two-thirds of formal employment.®’

The potential of SMEs to create jobs is important; they accounted for over 80 percent of jobs created from 2006 to 2010,
without considering job destruction of non-surviving firms.% Studies have shown that access to finance is particularly a prob-
lem for smaller firms.®° By using different measures of credit access, MSMEs in developing countries added more to employ-
ment growth than did larger firms when they were able to gain access to different forms of financing (i.e., sales on credit,
external financing of working capital and investments).”® The results showed relatively higher gains in micro and small firms.
Research has also found that it is often a relatively small number of companies—sometimes called “gazelles”—with rapid
and sustained job growth that can account for a large portion of employment growth in countries.”” The majority of these
firms are typically SMEs.

Most studies reviewed in a meta-evaluation conducted for the report found that access to finance was associated with posi-
tive employment effects on SMEs. But it was difficult to establish a direct link.”> One study in Ghana found that after providing
loans to micro and SME clients, there was an increase in the hiring of permanent employees. Another study found anecdotal
evidence that after SMEs received a loan, their number of employees increased. A third evaluation found that the combination
of lending with advisory services could lead to more job creation.

3.4 Indirect and induced employment effects

So far, this chapter has discussed only direct employment effects from obtaining access to finance. But when firms expand
operations, the indirect and induced employment effects can be larger than direct effects.”? Two studies of the social effects
of opening branches of Standard Chartered Bank in Indonesia and Ghana estimated direct, indirect, and induced job creation
effects of 67,000 jobs in Indonesia and 15,400 in Ghana.”’> Thus, combining job effects of Standard Chartered and its clients
accounted for about 1 percent of total employment in Indonesia and 1.5 percent in Ghana. In both cases, SME financing was
productive in terms of value-added and job creation when measured against each US$1 million invested and especially so
when compared with the effects of global corporate and consumer loans. This may reflect an efficient allocation of resources
within the SME sector where innovation and productivity gains can be significant.

IFC conducted two macro-case studies to measure the direct and indirect job creation effects of financial sector interventions
in Ghana and Jordan. This sought to demonstrate what the impact on the economy can be when SMEs obtain financing
through Fls. By investing in Fls, development financial institutions (DFls), use FIs" expertise, reach, and resources invested in lo-
cal economies to have a larger and more efficient impact than investing directly in these firms. In general, the results showed
that investing in Fls led to more value added and job creation than investing in nonfinancial institutions (Box 7.6). This was a
result of more diversification of firms reached in the local economy and less focus on large capital intensive corporations that
IFC usually invests directly in.

3.5 Finance, jobs, and poverty reduction

Access to finance has effects throughout an economy and therefore belongs high on the agenda for policymakers.. For exam-
ple, it can have a real impact in alleviating global poverty. Financial development reduces inequality by enabling more efficient
allocation of resources, especially in higher income countries where access to financial products is more widely available.” In
addition, microfinance gives poor people access to basic financial services in markets where it might otherwise be impossible
to obtain credit. . However, evaluations have found mixed results on impact of microfinance on employment, consumption,
assets, and education effects.””78

A meta-evaluation of six microfinance investments in different countries (Mexico, the Philippines, Bosnia, Mongolia, Morocco,
and India) found that four of the projects resulted in more enterprises or higher self-employment.” Self-employment can
be an important way out of poverty when few job opportunities exist in the economy. The fifth study did not find results in
non-agricultural activities, although it did show that agricultural employment increased in households where microfinance
was made available when compared with households where it was not. Microfinance can support consumption and can be
the only financial resource for some unserved groups (Box 7.7).
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Box 7.6: Development financial institutions (Fls) can reach out to more firms by investing in FIs than by invest-
ing directly in companies

In Ghana, outstanding financing from IFC to Fls as of June 2011 was associated with an output increase in firms reached

of $171 million and 29,100 employees, accounting for about 0.3 percent of the employed labor force in Ghana, without
considering re-expenditures of household incomes. The economy-wide employment impact associated with investments of
$1 million through Fls was 228 direct and indirect jobs.

Economy-wide value added related to $1 million Economy-wide employment related to $1 million

($ millions) (number of jobs)
Direct/indirect Induced Direct/indirect Induced
Non-Fls 0.34 +26% 40 + 46%
Fls 1.34 +26% 228 +33%

For Jordan, the outstanding financing from IFC to Fls as of June 2011 was related to an output increase of $122 million.
The financing was linked to employment effects of 5,600 people, or 0.35 percent of the employed labor force.
The economy-wide employment related to $1 million invested was 107 direct and indirect jobs.

Economy-wide value added related to $1 million

Economy-wide employment related to $1 million

($ millions) (number of jobs)
Direct/indirect Induced Direct/indirect Induced
Non-Fls 0.4 +30% 14 +45%
Fls 2.3 +33% 107 +40%

Source: Macro-case studies for IFC Jobs Study.

A study of small business lending in Bangladesh showed that 17 percent of the employees in small businesses were poor. Five
key factors that would be reasonably easy to assess in firms (number of employees, percent of female and unskilled workers,
rural location, and certain sectors) were positively associated with poverty levels among the workers. Indicators like these could
be useful for FIs (and DFIs) that seek to reach poor or underserved groups and want to measure their success in doing s0.%

3.6 Lack of access to finance during crises impacts job creation

This chapter has analyzed job creation during macroeconomic stability, but access to finance becomes more constrained dur-
ing crises. In the recent financial crisis, negative effects were larger since the global downturn started in the financial sector

Box 7.7: The impact of microfinance can be significant in terms of outreach to unserved groups

In 2002, after 23 years of civil conflict, Afghanistan experienced a shortage of formal financial networks. During the same
year IFC engaged with an equity stake of US$1 million in the First MicroFinance Bank Afghanistan (FMFB-A), which was
followed in 2006 by a US $1 million greenfield investment in BRAC, the sole MSME bank in the country. The investments
were supported by a strong advisory services program aimed at improving credit policies, anti-money laundering (AML)
systems, and human resource management systems.

Results in terms of job creation: FMFB is currently providing employment to close to 1,000 people.
FMFB reached out to about 50,000 borrowers—25 percent of market penetration—of whom 16 percent were women.

IFC's and BRAC Bank’s engagement resulted in lending to 4,294 enterprises, with a catalytic effect in the development of
the microfinance sector in Afghanistan through:

e Formalizing microfinance lending, which was solely informal and charged exorbitant interest rates

e Facilitating the regulatory framework and deepening the banking landscape—from 6 state banks operating in 2002 to
17 mostly private sector banks

e Creating best practices and setting industry standards: AML procedures, risk management tools, and insurance; and

¢ Pioneering innovative products, including a mobile banking platform

89



and was transmitted to other sectors through shocks to trade, private capital flows, remittances, and aid.8' These transmission
mechanisms affected growth, employment, poverty, and debt for both the private and the public sector. At a global level, GDP
decreased 2.2 percent, and developing countries went through an economic slowdown.®

The increase in world unemployment was significant, from 170.7 million in 2007 to 197.7 million in 2009.83 Labor markets
in developing countries tend to be less affected by shocks, as a high share of employees can reallocate to informal markets
in the form of self-employment and family work.® Nevertheless, developing countries still accounted for 45 percent of the
unemployment increase, with higher vulnerable employment® in 2009 in Latin America and the Caribbean, North Africa, and
Sub-Saharan Africa.®® Even though Central and South-Eastern Europe and the Commonwealth of Independent States (CIS)
was the only region with a contraction of total employment in 2009 (Figure 7.7), other regions’ unemployment rates peaked
due to demographic trends (i.e., more people entering the labor force).

Figure 7.7: CES, EAP, SSA, LAC and AFR experienced higher unemployment levels from 2007 to 2009
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The crisis lessened access to finance in developing economies and depressed economic activity. The credit crunch in financial
markets and decreased participation of foreign banks reduced liquidity and confidence in emerging markets’ financial sector.
The private sector suffered from lower capital flows, higher lending costs, and vulnerabilities to price volatility and foreign
exchange shocks:

¢ |ower demand of goods and services and worse credit conditions affected firms.®’

¢ Low liquidity in financial markets forced the public and private sector to lay off workers or stop capital investments
that could otherwise lead to expansion. Lending to emerging markets during the first semester of 2011 had not
recovered to pre-crisis levels.

¢ A reduction in global trade, especially imports from developed countries, had a significant negative effect on
export-oriented sectors in developing economies. Combined with a significant contraction in construction, this was
reflected in an employment reduction of 9.5 million employees in the industry sector globally.&

It can be expected that in a credit-constrained environment, where banks are becoming more risk averse, SMEs will be mainly
affected (since banks typically perceive that SMEs are riskier than larger companies). Business lending decreased following
the crisis, and lending to SMEs in the forms of bank credit, leasing, and factoring particularly decreased.®® Additionally, credit
conditions have become more stringent for SMEs in terms of maturities and collateral requirements. SMEs reacted by increas-
ing the demand for working capital and decreasing it for capital investments.”’
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ILO analyzed whether disadvantaged groups (i.e., female or youth) had been more severely affected by the crisis in terms of
employment. On the one hand, the global male unemployment rate increased more than the female rate, mainly driven by
the poor performance of male-dominated sectors such as construction and finance.®? On the other hand, the crisis particularly
hit youth®?; unemployment among youth increased the overall unemployment rate by 1.1 percentage points between 2007
and 2009 to 12.8 percent. Youth are almost three times more likely to be unemployed than adults.®* Additionally, a large
percentage of discouraged young people gave up searching for jobs and left the labor market—estimated at about 6.4 mil-
lion by 2011. In developing countries, youth account for a considerably high share of the working poor®® and certain regions
have high youth unemployment rates—Central and South-Eastern Europe and CIS and MENA with over 20 percent of youth
unemployed in 2009.

IFC identified several policies to address future crises in bringing back confidence and expanding credit: 1) enlarge short-term
finance mainly through trade finance, 2) expand equity investments, 3) increase long-term financing to banks to support SME
lending, 4) expand medium-term financing to corporate companies, and 5) develop a portfolio management strategy to su-
pervise and test stress scenarios.®® The effect of policies directed to tackle medium- and long-term issues cannot be assessed
yet, since it is too early. But the short-term initiatives that supported trade and trade finance reached the targets established
and helped reinvigorate trade.”’

4. DFls support the improvement of access to finance

DFIs focus on the private sector, and work with donors and other DFIs supporting financial markets in developing countries.
Governments also play a fundamental role in providing access to finance to the private sector. IFC is the largest DFI and
provides about one-third of total development financing of international financial institutions directed toward the private
sector, besides providing advisory services that aim at improving financial systems and institutions. DFIs’ support for SMEs,
microfinance, and trade can be made through financial intermediaries, which can reach the MSME segment more efficiently
and broadly than DFls.

As an example of the reach and magnitude of DFls, IFC's financial markets portfolio in fiscal year 2011 (FY11) had a value of
$18.3 billion reaching almost 850 clients in the world. The client base has experienced a growth of 100 percent since FY0O.
The products that IFC has developed to serve MSMEs are: SME and women banking, microfinance, leasing, insurance, capital
markets, private equity, debt and asset recovery, trade finance, and financial infrastructure which includes development of
collateral registries, credit reporting, and securities markets. IFC Access to Finance Advisory Services supports Fls that provide
sustainable lending to SMEs and micro-enterprises, helps build financial infrastructure, and improves the legal and regulatory
framework in developing countries. It also provides advice to IFC clients through its regional offices.

4.1 Financial intermediaries

While IFC tracks direct employment in client Fls, the jobs provided by the MSMEs financed through these Fls tend to be larger.
But FIs do not regularly track employment information of the firms they serve and, as stated before, it is difficult to attribute
job creation effects to the financing and advisory services received. Studies presented in section 3 of this chapter show alter-
natives to estimate IFC's involvement with Fis. Furthermore, another exercise was launched in 2011 to estimate jobs provided
by MSMEs served through client Fls, including gender disaggregation.

As of June 2011, IFC was working with financial institutions in 92 countries as part of its effort to reduce the MSME financing
gap. A set of firm-level employment data of over 3,100 borrowers, which received SME loans from 34 IFC client financial in-
stitutions in 25 countries, allowed IFC to estimate that over 100 million jobs had been provided by 23 million MSMEs financed
by IFC client Fls at the end of 2011. This is a conservative approximation, based on an estimated range of jobs between 80
and 202 million. IFC is in the process of gathering more evidence on jobs created by companies receiving finance.

4.2 Private equity and job creation

DFls also work with private equity and investment funds to provide access to finance to private sector firms in developing
countries to help fill financial gaps. IFC places a special emphasis on needs faced by MSMEs. Private equity in emerging mar-
kets is mainly growth equity. IFC has reached about 10 percent of the funds that entered the emerging market since 2000.
Only 15 percent of MSMEs either had access to the credit needed or did not require it, leaving 85 percent of MSMEs enduring
financial constraints.?® The regions where MSMEs have higher needs are East Asia, South Asia, and Sub-Saharan Africa, where
more than 85 percent of MSMEs do not obtain the needed access to finance.®® A study to understand the impact of private
equity funds showed high job growth rates of financed firms (Box 7.8).
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Box 7.8: Firms served by equity funds had high annual employment growth rates of 14.7 percent

IFC analyzed 69 growth equity
funds it had supported from 2000 6
to 2010 as well as the employment
growth of 496 companies sup-
ported by these funds for which
employment data was available.*
The average annual job growth
rate was 14.7 percent and SMEs 4
achieved faster growth rates than
larger firms, recording 18 percent
growth, compared to 9.7 per-

cent for larger firms. In absolute —o o0 : : .
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majority of jobs, with a total of

over 239,000, while SMEs created Fund Net Internal Rate of Return (IRR)
around 55,000. Large firms also
received the majority of the funds,
with 67.5 percent out of the $4 billion provided by the investment funds, of which around 10 percent came from IFC. The
analysis also found a positive and significant association between fund returns and job creation.

Ln jobs created

Source: Parc and Shi (2012)

*Employment data were available for 496 companies out of 600 that these funds had supported. For this analysis, “SMEs” are enterprises with
under 300 employees.

4.3 Development of Capital Markets

Well-developed and functional capital markets have proven relevant to mobilize capital, but an in-depth coverage of this topic
is beyond the scope of this report. Local currency financing tends to be particularly important for MSMEs and the Fls that sup-
ply them, and particularly for infrastructure and housing finance. Local currency funding with long tenures (such as those that
can be supplied by pension funds or insurance companies) is essential. Development of stock markets is important to allow
larger companies to raise equity financing, and also to provide exit options for private equity funds and thus facilitate the es-
tablishment of that industry and its investments in growth companies. Often, changes in the legal and regulatory framework
are necessary to allow the development of capital markets.

5. Conclusion

Lack of access to finance keeps companies from reaching higher levels of sustainable growth and taking advantage of op-
portunities in their sectors. The intervention of governments, development finance institutions, financial intermediaries, and
other private-sector actors is necessary to relieve constraints and spur job creation. Businesses that are more credit constrained
benefit the most when obstacles are removed. Measures that can improve access to finance include reform of regulations,
enhancement and development of financial infrastructure, stepped-up bank competition, support to financial intermediaries
with additional funding or advice, and support for measures to reach underserved groups.

SME-focused policies can help stimulate job creation. Programs should aim at lowering costs of financial services and reach-
ing unserved and underserved SMEs. These companies are more credit constrained than larger businesses, with a significant
credit gap in developing countries. Financial intermediaries face high administrative costs when lending to SMEs, and thus
provide lower levels of financing to small businesses or charge them higher interest rates. High costs can in turn discourage
the SMEs from seeking financial services. The expansion of bank lending programs for SMEs also can encourage informal
small businesses to become formal, particularly in low-income countries. Banks surveyed in 45 developed and developing
countries recognized that the SME sector had good prospective clients.'®

Financial intermediaries can reach large numbers of micro, small, and medium enterprises—well over 20 million in the case of
IFC's financial intermediary clients that employ at least 100 million people worldwide. IFls need to further deepen their under-
standing of what types of micro, small, and medium enterprises are likely to create the most jobs, create most value added, or
provide opportunities for underserved groups such as women, youth, or poor people. For example, microfinance will support
poorer segments and more women, but may create fewer jobs and jobs with relatively lower wages and value-added. The
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focus should be on identifying those SMEs with the highest growth potential and helping them grow into larger companies
that tend to be more productive and offer higher wages and often better quality jobs.

Evidence from IFC’s private equity funds shows that it is important to support smaller companies—which tend to have higher
rates of job growth and also larger companies that created more jobs. Larger companies also face financing constraints and
can play a significant role in job creation, for example through their supply networks. The availability of long-term local cur-
rency funding is important for these larger companies, particularly for infrastructure and housing finance, both of which can
significantly contribute to job creation.

Countries’ financial depth (ratio of total credit to the private sector over GDP) should be considered when developing appro-
priate policies. At very low levels of financial depth, increasing access to finance in general can have considerable effects on
growth and employment, provided there is appropriate regulatory oversight for financial intermediaries. At intermediate levels
of development, increasing access to underserved groups and to SMEs that have high growth potential may be the best op-
tion. Very high ratios can increase the risk of overheating the economy and creating credit bubbles. These, in turn, can result
in a financial crisis that can lead to major job losses, as during the recent global crisis.

Governments, development finance institutions, and private sector financial intermediaries could support strengthening ac-
cess to finance for the private sector through:

¢ Regulations: Improving financial sector regulations can spur the creation and growth of businesses, and jobs.
Financial liberalization can promote the creation of new companies and the closure of inefficient or unprofit-
able ones, which can help reduce lending costs and allow profitable businesses to flourish. It is also necessary to
improve enforcement of regulations. For example, better protection of property rights and the use of moveable
collateral can increase access to finance, especially for small companies.

¢ Financial Infrastructure: A more developed financial infrastructure can make more information available about
potential clients, and therefore reduce transaction costs and expand credit, particularly for SMEs. More credit for
underserved companies will enable them to grow faster.

¢ Bank competition: A more competitive banking sector can help bring more financing for un-served groups, and
also help reduce interest rates. Governments can promote competition in the sector by encouraging entry of finan-
cial intermediaries or diversification of their lending.™"

Development finance institutions can work with financial intermediaries in the following interventions:

¢ Funding to financial intermediaries: Investments that help financial institutions broaden their lending activi-
ties to underserved groups, such as smaller companies or women-owned businesses, can help generate jobs. One
example is partial credit guarantees, which mitigate the credit losses of financial institutions in the event of default
and can promote lending to SMEs.

¢ Advice to financial intermediaries: Helping the intermediaries to establish new institutions or introduce prod-
ucts that target previously un-served or underserved groups can entail high up-front costs but have significant
public benefits.
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CHAPTERS .~

TRAINING AND SKILLS

There is a mismatch between the workforce skills demanded and supplied within countries and in the global economy. In
developed economies, advanced skills are more prevalent, but the supply of workers with these skills has not kept up with
demand." In addition, with about 45 million job seekers entering the labor force every year,? their chances of findings jobs are
not favorable unless they acquire the right skills. By 2020, it is estimated that there will be a global surplus of 90 to 95 million
low-skilled workers.? In addition, business owners and managers tend to lack the skills required to manage and expand their
businesses,* limiting their businesses potential to grow and create more jobs.

A comprehensive approach is necessary to increase the supply of needed skills and to reduce unemployment, particularly for
youth. Doing so will require multiple, coordinated efforts rather than isolated ones. Participation from all relevant stakehold-
ers, including the private sector, will be necessary. In particular, the private sector should be engaged in the design of curricula
for vocational and tertiary education. Chances for success will be improved if the investment climate and macro-economic
environment are favorable. In addition, there must be a coordinated effort that includes multiple sectors and different levels
of education. It is important to emphasize the value of secondary and post-secondary classroom education complemented
by on-the-job training to ensure that youth can make an easy transition from one level of education to the next and later to
the job market.

Training and skills development programs can be part of this comprehensive approach, and classroom education can be com-
bined with on-the-job training for best results. This approach will be even more important for SMEs, since they seem to be
under-investing in training—including for their managers and owners,® - a factor that limits their potential to grow and create
more jobs. An apprenticeship system could be particularly beneficial also for the informal sector, which forms a large portion
of employment in in developing countries. But such training programs should be combined with incentives to encourage the
informal sector to enter the formal economy. Greater emphasis should be placed on the importance of adopting new tech-
nologies and innovation, since doing so will allow SMEs to move up the value chain and create more jobs, and on training
for women and youth, since focusing on disadvantaged groups tends to yield better results. Data collection, monitoring and
evaluation are key to designing these programs.

1. There are not enough workers for high-skilled jobs,
not enough jobs for low-skilled workers, and not enough business owners
and managers who have the required skills to manage their businesses.

More than one-third of companies in 41 countries around the world report an inability to find the workers they need.® There
is @ mismatch between the workforce skills demanded and supplied within countries and in the global economy. Developed
economies have a higher prevalence of advanced skills and training, but the supply of workers with advanced skills has not
kept up with the demand.” By 2020, a shortage of 38 to 40 million college graduates could appear in advanced countries
plus China.

Approximately 45 million job seekers join the labor force every year,® but the prospect of finding a job is low unless they can
acquire the right skills. By 2020, advanced economies will face a surplus of 32 to 35 million workers without a college edu-
cation; while in India and developing economies, this number could be approximately 58 million.® The mismatch of skills is
expected to grow, both in advanced economies and in developing countries.®
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The mismatch can be attributed to many factors including countries moving to more productive activities, difficulties that
the education sector faces in keeping up with skills demanded, and the fact that current technology trends are compelling
companies to update their equipment—equipment that must be operated by workers with more advanced skills. In addition
to the mismatch, business owners and managers often lack the skills required to manage and grow their businesses,"" which
also limits the potential for these businesses to grow and create more jobs.

The right education or training is best achieved through adequate labor market institutions and cooperation among relevant
stakeholders such as the public sector, the private sector, and youth associations. Youth around the world are more likely
than adults to be unemployed or to work in low-quality jobs. Reducing youth unemployment and creating jobs for those
hundreds of millions young people that are hoping to join the labor force within the next few decades requires addressing
the skills mismatch.

2. As economies move from low-income to higher-income groups,
and as firms grow in size, the lack of worker skills becomes an
increasingly binding constraint in their operations.

The lack of skills among workers becomes a more important constraint in firm opera-

tions as countries move from low-income to higher income groups, and companies Think about it
grow in size from small to large.' The latest Enterprise Surveys conducted across 106 . .
countries around the globe ask firms about their biggest obstacles to operate. On Firms are demanding
average, approximately 17.5 percent of firms in high-income countries viewed the higher skills from
lack of an adequately educated workforce as their biggest obstacle to operate, while workers. Should
this number is 2.4 percent in low-income economies (Figure 8.1). In low-income training programs

countries, constraints such as access to finance or infrastructure are perceived as

) focus entirely on
more pressing.

providing

The types of economic activities that dominate a particular country are a function of its .
P P y advanced skills?

level of development, which in turn determines the types of skills that are in demand
in that country. As countries move from lower to higher income, they face structural
changes, and new businesses with higher labor productivity are created. At the same
time, workers move from lower to higher labor productivity activities, and businesses in lower labor productivity activities ex-
perience net job losses.™ In lower income countries, relatively more workers with lower-level skills are needed to work on low-
er productivity activities such as agriculture.™ But in higher income countries, more workers with advanced skills are needed
to work on higher labor productivity activities such as more sophisticated manufacturing, finance, and business services. Pri-
mary and secondary education

should be a priority for countries

around the world. Figure 8.1: Larger firms and firms in higher income countries are more likely
to consider an inadequately educated labor force as their biggest obstacle

Regarding firm size, more often
larger firms perceive the lack
of an adequately trained labor
force as their biggest obstacle
to operate, and, as discussed
earlier in this report, larger firms
tend to be more concentrated
in higher income countries. On
average, 7.3 percent of small
and 9.7 percent of medium-
size firms chose having an in-
adequately educated workforce
as their biggest obstacle, while

this figure is 12 percent for large
firms (Figure 8.1). Firm size Region Income Group
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Percentage of firms that express lack of
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o
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Source: World Bank Group Enterprise Surveys. SSA: Sub-Saharan Africa; EAP: East Asia and
Pacific; ECA: Europe and Central Asia; LAC Latin America and Caribbean.aa
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When looking at regional differences, income disparities across regions markedly affect whether training and skills are a prior-
ity. In regions with more countries in the lower income groups, the percentage of firms stating that training and skills are their
biggest constraint is smaller than the percentage of firms stating that their biggest obstacles are access to finance, electricity,
and informality. For instance, in Latin America and the Caribbean (LAC), 12.5 percent of firms state that training and skills are
their biggest obstacles to operate, while this percentage is 3.2 in Sub-Saharan Africa (SSA).

On current trends, it is expected that by 2020 China, despite significant investments in higher education, will still face a
shortfall in workers with tertiary education as it moves to higher value-added activities, whereas India is expected to face a
shortfall of people with secondary education.™ Given the size of these markets, this could have a significant impact on the
global search for skilled workers.

Soft skills are often overlooked by the education system because they can be seen as easier to adopt in the workplace. How-
ever, firms and policymakers are recognizing that skills such as critical thinking, self-respect, and getting things done can be
fundamental in the workplace.® A study conducted in Poland in 2009 found that soft skills (e.g., teamwork, motivation,
communication) can be as important or even more important for employers than general and technical skills (e.g., literacy,
problem solving)." In addition, China has been characterized by an education system with an emphasis on memorization,
which has left the country facing deficits in talented managers and business leaders. China’s investments in higher education
will lead this country to become the largest supplier of college-educated graduates to the global labor force by 2030.'8 Soft
skills should be highlighted as an important part of skill development for the workplace in the coming decades.™

Box 8.1: Identifying constraints in training and skills using perception-based surveys should be done with caution.

Results from sections 1-4 of this chapter are based on data

from Enterprise Surveys. However, these data are based on
the perceptions of entrepreneurs about their constraints to
do business and need to be interpreted with caution.

and medium enterprises tend to identify access to financial
capital as one of their top constraints, and pay less attention
to human capital as a constraint; however, human capital
may be affecting their business performance even more than

. ; o
Entrepreneurs can fail to identify the benefits from training access to financial capital.

and their own training needs. For instance, a program in
Peru lending to female entrepreneurs found the largest ef-
fects from the program among women who were less inter-
ested in receiving the training;?° one of the reasons for this
is a failure to identify their own training needs. In addition,
many firms requesting loans from banks fail to identify the
benefits from training. Therefore, some banks are offering

In addition, Enterprise Surveys typically include only firms
that were operating as formal enterprises at the time the
survey was conducted. Different perception on constraints
to doing business might arise if the surveys were to include
informal firms, firms that were previously in the market and
went out of business, or potential entrepreneurs that did
not enter the market.

business training to SMEs in addition to the loans that they
usually receive. This in an effort to increase client sustainabil-
ity, reduce delinquency, etc.

Besides its limitations, perception-based data have been
widely used among researchers, and there is evidence about
these data showing similar results to more objective data.
More detailed information about the strengths and limita-
tions of Enterprise Surveys can be found in Chapter 4 of
this report.

Entrepreneurs could also fail to identify their actual con-
straints when doing business. For instance, firm managers
could fail to identify their own lack of management skills
as the reason for their business failure, while believing that

the reason is their employees’ lack of skills. Finally, small Source: WDR 2013. Other sources already included in the box.

3. Small companies under-invest in training even though they
identify skills as a constraint

Enterprise Surveys data shows a positive relationship between firm size and firm training provisions. Around 40 percent of
firms offer training to their workers, but training provisions vary across firm size, and SMEs are investing less than larger firms
(Figure 8.2). About 29 percent of small enterprises, around 44 percent of medium-size enterprises, and about 67 percent of
large enterprises offer training to their workers.?? One reason why smaller firms might be under-investing in training is the
uncertainty about the effects of their investments in training.

The definition of training provisions by Enterprise Surveys refers to formal training, which may include classroom work, semi-
nars, lectures, workshops, and audio-visual presentations and demonstrations. This does not include training to familiarize
employees with equipment and machinery on the shop floor, training aimed at familiarizing employees with the establish-
ment’s standard operation procedures, or employee orientation at the beginning of an employee’s tenure.
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The percentage of firms offering training to their workers does not vary much by region and country income group, but does
vary much more by firm size. LAC is the region where offering training is most prevalent, while in Sub-Saharan Africa it is less
common. As expected, low-income countries invest less in training and skills development for their workers, while in higher
income countries the percentage of firms investing in training and skills is higher than 40 percent.

4. Investing in training, technology, and innovation

Training can increase worker pro-
ductivity, which in turn affects
job growth in the economy, in-
dustry, or sector. Productivity can
have both positive and negative
effects on job growth, and while
these effects are covered widely
in chapter 2 of this report, a brief
explanation follows. As worker
productivity —increases, fewer
workers are needed to produce
one unit of output. Assuming
that firms do not change the
amount of goods they produce,
productivity leads to losses in
jobs, which is a negative effect of
productivity growth. However, if
productivity increases, then it also
reduces the cost of production
per unit. Thus the price of goods
decreases and consumers are
able to buy more goods, which
also increases the demand for
these goods. In addition, firms
become more competitive in
prices at the international level,
which could result in increased
exports and global demand for
their goods. As a result, firms
can sell and produce more, and
therefore may end up expanding
and hiring more workers. In the
long-term, job growth and pro-
ductivity move in tandem.??

Investing in training can help
raise firms’ profits and labor
market outcomes due to positive
productivity returns from worker
education. Enterprise Surveys
show that having a higher per-
centage of workers who have
completed secondary education

can have an impact on job growth

Figure 8.2: Larger firms and firms in higher income countries are more likely
to offer training to their employees
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number of observations.

Figure 8.3: Larger firms and firms in firms in higher income countries are more
likely to have internationally recognized quality certification
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analysis because of the small number of observations in the database.

is correlated with a higher growth rate of sales in these firms.?* In addition, firms that invest in innovation tend to experience
higher job growth rates than those firms that do not innovate, and among those that innovate, growth tends to be higher
for those firms with a larger proportion of unskilled workers and in particular women.?>
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Internationally recognized quality certification programs often require the adoption of technology or training and skills devel-
opment programs to be acknowledged, and can also be associated with job growth.?® Some firms undertake internationally
recognized quality certification programs?’ due to their desire to become more competitive at the international level. Data
from enterprise surveys show that larger firms (44 percent) and firms in higher income countries (26 percent) are more likely
to have an internationally recognized quality certification program than small firms (11 percent) or firms in lower-income
countries (13 percent). The variation by region is not as strong as by income group and firm size (Figure 8.3).

Training and innovation can often be identified as a cost rather than a benefit for firms, especially for those with higher turn-
over of employees, which face uncertainty in the expected returns from training provisions. There is a higher employment
growth rate in firms that offer training or have an internationally recognized quality certification compared to those that do
not.?® For this reason, it is important to provide information based on evidence of the benefits from training and innovation
programs. Given that young firms are the ones with higher employment growth rates but lower investments in training rela-
tive to larger firms, it would be appropriate to target innovation programs for this group of firms in order for them to be able
to keep up with employment growth and productivity gains in the long-term.

According to Banerjee and Duflo (2011), one of the potential causes for under investment in training could be that some
entrepreneurs lack commitment or enthusiasm to manage and grow their businesses. They may have become entrepreneurs
due to a lack of alternative opportunities and not by choice. Thus, not every entrepreneur has the potential or desire to grow
his or her business by having commitment, taking risks, working hard, being persistent, etc., and the fact that these entrepre-
neurs are going out of business may be healthy for the market.?*

5. Effects of specific training and skill building programs on employment are
mixed, but combining training with work experience works best and usually
has a positive effect on employment.

Training and skill-building programs for workers can be a component of the comprehensive approach to tackle unemploy-
ment. This chapter has reviewed three types of training and skill-building programs: 1) Managerial and entrepreneurial train-
ing; 2) Technical and Vocational Education and Training (TVET); 3) Active Labor Market Programs (ALMP) such as retraining or
training for the unemployed. In addition, the chapter will discuss cross-cutting issues like gender, youth, and quality of jobs.

When skills and training development programs target business managers and entrepreneurs, they can potentially increase
the productivity of firms, which can have a positive impact on the growth of firms and jobs. Additionally, TVET in secondary
or post-secondary education can equip people for a specific occupation in agriculture, trade, crafts, nursing, or industry. TVET
usually involves on-the-job training, where the employer/manager—or expert craftsman—can convey his expertise to the ap-
prentice on a specific profession. TVET can often be found as a dual system where classroom education is combined with a
more practical or on-the-job training experience. Finally, ALMPs can include activities to foster employment and productivity
such as: (a) increasing the quality of labor supply (e.g. retraining); (b) increasing labor demand (e.g., public works projects); ()
improving the matching of workers to jobs (e.g., job search assistance).*°

This section will review evaluations that have measured the impact of training programs on job-related variables (e.g. probabil-
ity of employment, earnings, firm productivity, and firm management practices). The key lessons learned are shown in Box 8.2.

5.1 Training for managers and entrepreneurs

The main purpose of training programs for managers and business owners is to strengthen their business management and
technical skills. The IFC Job Study meta-evaluation® reviewed two evaluations on training programs for manager entrepre-
neurs. The first evaluation consisted of a two-day training workshop for entrepreneurs working in cell-phone retail distribu-
tion in Sri Lanka. This evaluation included a quantitative assessment — before and after with control and treatment groups
—and a qualitative assessment—using focus groups and measuring the number of people employed as an outcome variable.
The second evaluation, located in Bosnia-Herzegovina, used an experimental design to measure the effects of comprehensive
business and literacy training for young entrepreneurs on the probability of business survival.** The evaluations did not find
significant program effects on the probability of business survival or the number of people employed. However, the evaluation
in Bosnia-Herzegovina found an improvement in business practices, which could be translated into higher productivity, after
participation in the business and literacy program. Since these evaluations were conducted shortly after the training was pro-
vided, it is possible that it may have been early to fully demonstrate job growth effects, which may take longer to materialize.
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Box 8.2: Impact of training and skill building programs: Evidence from evaluations

It is important to note that there are not yet enough rigor- Active Labor Market programs:

ous evaluations to provide an authoritative and conclusive « Results on the impact of retraining programs are

view on the effectiveness of these programs (Managerial inconclusive: overall, they do not seem to have a posi-

and entrepreneurial, TVET and ALMP). Therefore, this evi- tive effect, but comprehensive programs seem to be

dence should be considered preliminary. the ones yielding positive results more frequently, and
Managerial and entrepreneurship training: these effects usually favor disadvantaged groups such

e Effects on job related variables seem to be mixed. £ st (e zinel = nges ez

Three out of five evaluations found no impact on jobs,

In summary, training for the unemployed seems to

but four of them found a positive impact on business increase the probability of employment, but does not
practices and productivity. Most evaluations look at translate into higher earnings for participants. Results
short-term effects, but more evidence is necessary to regarding the impact of gender seem to be more posi-
draw definitive conclusions; training programs appear tive for women than for men, but still insufficient to
to be ineffective in the short-term, but their effects are draw any definite conclusions.

L . p
S (ORI (0 1 I Cross-cutting issues: Women, youth and quality of jobs:

Technical and vocational training:

Training and skill-building programs tend to have posi-

e Combining classroom training with on-the-job training tive effects on the probability of finding a formal job,
had positive effects in multiple evaluations. Results but there is insufficient evidence to determine whether
show that this combination of training can increase these jobs are lasting jobs rather than short term only.
the probability of employment by up to 25 percent in In addition, effects from training interventions tend to
urban areas and up to 20 percent in rural areas.* be stronger for low-income youth and women.

¢ Vocational training was most beneficial for women and e Little evidence exists measuring the improvement in
disadvantaged youth across most programs reviewed. the quality of jobs due to training and skill building

programs.

Source: WDR 2013. Other sources already included in the box.

Two more recent evaluations found that managerial training does have a positive impact on the productivity levels of firms.3
One of the impact evaluations was a randomized control trial conducted in Mexico, where small and medium enterprises
received subsidized training once a week over the course of one year.** One to three months after the intervention ended,
the treatment group had increased sales by 80 percent, and productivity and profits by 120 percent more than the control
group. However, this evaluation did not find an impact on the number of workers employed. The second evaluation was a
randomized experiment conducted in India that provided free consulting services on management practices to large Indian
textile firms. The treatment group received five months of management training, while the control received only one month
of training. Productivity increased by 17 percent in the first year in the treatment firms compared to control firms, and more
production plants opened within three years. Since increases in productivity were associated with employment growth, as
discussed earlier in this report, it is quite possible that employment growth effects in this evaluation had not yet materialized
due to a lag.

The fifth evaluation used both qualitative and quantitative methods to measure the impact of training on obtaining a
Certificate in Entrepreneurial Management.3” Impact was measured up to six years after program implementation. The
evaluation used a retrospective approach (no baseline) without a comparison group for the quantitative approach, and
focus groups for the qualitative approach. Profits, managerial skills and business practices (productivity), and employment
increased after the training. It is quite possible that the longer time frame of this study relative to others is what led to the
observed employment effects.

In summary, there was variation among the characteristics of the evaluations on entrepreneurship programs (e.g. program
design, type of evaluation, length of program and its evaluation) and results on job related variables seem to be mixed. Three
out of five evaluations found no impact on jobs, but four found a positive impact on business practices and productivity. The
only evaluation that found no significant effects was the shortest program implemented, lasting only two days. The rest of
the programs found significant effects on productivity and sales. The evaluation that conducted the follow-up survey a long
time after the program ended did find a significant effect on new firm creation, which is related to employment growth. This
finding is consistent with other results from the literature, where longer-term Active Labor Market Program evaluations tend
to yield more positive results on program outcomes than short-term evaluations. For instance, even though classroom and
on-the job training programs appear to be ineffective in the short-term, their effects are more positive in the medium-term.°
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5.2 Active Labor Market Programs

Retraining programs.“’ The IFC meta-evaluation reviewed two evaluations on retraining programs and results on the ef-
fectiveness of these programs were mixed. The first evaluation used a quasi-experimental design to measure the impact of
retraining programs in Russia and Romania.*' The impact of the programs was measured one year after the program ended.
Overall, the program had no impact in Russia, while it did have an impact in Romania for almost all of the variables measured
(probability of employment, increase in salary and decrease in the length of unemployment). When taking into account age
and gender subgroups, results differed somewhat. In Russia, training improved employment status for people with low levels
of education, from rural areas or older than 45 years old; however, there was no clear effect on those below 30 years old.
There is no difference on program impact by gender group in Russia, but women benefitted and men did not in Romania.
The second report was a meta-evaluation that reviewed 159 studies. This meta-evaluation found no positive impact of retrain-
ing programs, with a few exceptions, which usually pertain to comprehensive employment services packages. The program
implemented in Bosnia Herzegovina was the most successful case identified in this meta-evaluation, but it is impossible to
generalize results from just one country, particularly since this country has a post-conflict setting.*?

Other more recent evaluations also find mixed evidence from retraining programs. A French retraining program that mea-
sured short-term impact found mixed results.** The probability of finding a job for displaced workers that join the program in-
creases, but the probability of finding a job for displaced workers who do not join the program could have been even higher;
this outcome, however, is not measured since displaced workers did not join the program. Another evaluation of a compre-
hensive program in Austria that combines job-search assistance with counseling, retraining, and occupational re-orientation
increased wages of those who found a job (mostly youth and low-wage workers), and the probability of employment for
participants (most frequently older workers).*

Results on the impact of retraining programs are inconclusive: overall, they do not seem to have a positive effect, but com-
prehensive programs seem to be the ones yielding positive results more frequently, and these effects are usually favoring
disadvantaged groups such as women, youth and low-income groups. However, more evidence on the impact of retraining
programs is needed in order to draw conclusions.

Training for the unemployed. These programs are addressed in the IFC Job Study meta-evaluation by one evaluation*
conducted in Spain, and by one meta-evaluation that covered studies in 14 developing countries and in 35 developed
countries. According to the meta-evaluation® that covered 14 developing countries and 35 developed ones, training for the
unemployed usually increases employment rates, but it does not necessarily translate into higher earnings. Results from these
evaluations indicate that training was more effective in developed economies than in developing ones, and training was
more beneficial for women than for men. The evaluation in Spain found an increase in the probability of employment from
8 to 9 percent, and effects that are more positive for men than for women. However, there could have been self-selection of
individuals into the program. In summary, training for the unemployed seems to increase the probability of employment, but
does not translate into higher earnings for participants. Results regarding the impact of gender seem to be more positive for
women than for men, but still insufficient to draw any definite conclusions.

5.3 Cross-cutting issues

Impact of training programs on youth and women. General findings from the meta-evaluation conducted by IFC indi-
cate that most of the evidence is based on programs located in Latin America. The first evaluation analyzed by IFC Jobs Study
meta-evaluation (Card, et al. 2007) does not find much statistical support for the effect of youth training and their chances of
finding employment after the program, but it does observe an increase in earnings for those trained (at least 17 percent), and
a positive and significant impact on job quality. A second document analyzed is a meta-evaluation by Ibarraran, et al. (2008),
which does not find any statistical evidence on the increase in the probability of employment as a result of the training pro-
gram. However, there are evaluations with positive results on youth employment. Evaluations in Peru, Colombia and Mexico
found positive effects on the probability of finding a job in the formal sector. The evaluation of Jordan New Opportunities for
Women did not find conclusive, lasting effects on employment levels of women (Box 8.3).

In summary, training and skill-building programs tend to have positive effects on the probability of finding a formal job, but
there is insufficient evidence to determine whether these jobs are lasting jobs rather than short-term only. In addition, ef-
fects from training interventions tend to be stronger for low-income youth and women. Little evidence exists measuring the
improvement in the quality of jobs due to training and skill building programs.
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Box 8.3: Jordan New Opportunities for Women

The Jordan New Opportunities for Women (Jordan NOW)

is a pilot program to decrease the obstacles that discour-
age firms from hiring women. The study takes a sample of
1350 young women graduating from community colleges
in 2010, whose main fields of study are business administra-
tion, medical assistance, and teaching.

Female graduates were given a wage subsidy, a voucher
that they could take to firms when looking for a job. The
voucher would cover minimum wage for 6 months. In addi-
tion, these women were invited to take training courses on
soft skills for the workplace.

Students were randomly assigned to four groups: 1) women

who only received the voucher; 2) women who only
received the soft skills training; 3) women who received
both the voucher and the training; 4) women who did not
receive any of the above.

Even though the subsidy increased the probability of
employment for these women in the short-term while the
subsidy was still active, the impact of the subsidy mostly dis-
appeared in the long-term. Soft skills did not have an effect
on increasing the probability of employment.

Source: David McKenzie's blog, “Development Impact”, published
on July 15, 2012 and June 28, 2012. For more information on this
randomized experiment, please view Groh, M. et. al. (2012).

6. Comprehensive approach to the mismatch of skills and unemployment

International organizations such as the World Bank Group and ILO have mentioned the importance of a more comprehensive
or integrated approach to unemployment. The ILO’s 2005 International Labour Conference called for “an integrated and
coherent approach that combines macroeconomic and microeconomic interventions and addresses both labor demand and
supply and the quantity and quality of employment,”4” because “there are too many young people who do not have access
to decent work” and “face challenges in the labor market.”

Given the complex nature of unemployment around the world, a comprehensive approach is needed rather than isolated or
stand-alone programs or projects (see Box 8.4).

Box 8.4: The comprehensive approach

A comprehensive approach refers to an inclusive strategy

to tackle unemployment with participation of multiple and
complementary interventions rather than isolated ones. This
system would require coordination and participation from
relevant stakeholders including the private sector, public
sector, international organizations, nongovernmental orga-
nizations working with youth or the unemployed, etc.

with an easy transition to the job market. Addition of job
placement and job searching counseling components can
help the transition from school to work.

Technology is important to guarantee that students finish
school with a higher level of skills. Data collection, monitor-
ing, and evaluation are key to redesigning these programs
as needed.*®

This strategy’s success requires a favorable investment
climate and macro-economic environment. It is fundamen-
tal to reinforce general education, while emphasizing the
importance of secondary and post-secondary classroom
education complemented with on-the-job training, and

Finally, this system should also engage with the informal sec-
tor or vulnerable employees by helping these jobs become
more productive. Incentives to formalize should accompany
the system that targets vulnerable employment.

6.1 Cluster and sectoral approaches

Cluster refers to the association of businesses or institutions that work together or compete with each other but are linked by a
common interest in a particular field, technology, or skills. The cluster includes entities in the value chain by adding customers,
service providers, suppliers, or specialized institutions.*® Sometimes these groups have common management. Clusters tend to
be entities located close to each other, but they may also be located in several regions, cooperating with each other to grow and
disseminate knowledge.

Skill needs can be identified for the cluster, and specific training can be designed based on these needs and implemented by
multiple companies at the same time. Transaction costs are reduced by bringing together the entities that are geographically clos-
est to one another or that share a common interest in training. Clustering can make it easier and more cost-effective to provide
training for firms, while at the same time more beneficial for workers to acquire specialized skills, since they are able to apply
those skills in more than one enterprise. Such clusters can arise without public intervention, as firms can choose advantageous
locations, follow the example of a successful enterprise, or be supported through government intervention (e.g., establishing
special economic zones for certain clusters). Urbanization can also help the formation of clusters, as can the establishment of a
large enterprise with a cluster of suppliers in its value chain.
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Because such clusters help establish a higher number of workers and firms that could
benefit from training, they also make it more attractive for training providers to focus
on specialized skills.

In addition, clusters are helpful to obtain support for developing improvements to
schooling programs, as well as changes in regulations and standards, by bringing to-
gether multiple entities with similar interests. Some characteristics of dual vocational
training programs could be implemented if these programs are supported in clusters
by region or sector. Firms that share interests in a particular skill provision from workers
could join the cluster.>®

Another form of grouping firms in order to more efficiently identify needs and offer
training is the sectoral approach. This approach leverages relationships between direct
competitors with similar activities operating in the same product markets. One chal-
lenge could be a lack of willingness for firms to cooperate with competitors in the
same industry. Some examples are shown in Box 8.5.

7. IFC focuses on education that prepares students for
the workplace and helps budding entrepreneurs

Current IFC programs in education, training, and skills development take two differ-
ent approaches. One approach uses investments in education providers, focusing on
tertiary education and vocational training, i.e., programs that prepare students for
the workplace. The other approach uses management and technical skills develop-
ment programs that help SME owners and farmers manage and grow their busi-
nesses. This section focuses on describing the projects that belong to IFC's current
portfolio and that have a potential impact on jobs.

7.1 Farmer and SME Training (FaST) product and
its relationship to jobs

The IFC's FaST product team within IFC Advisory Services leverages two scalable plat-
forms: SME Toolkit and Business Edge, focused on training needs of farmers and
SME owners. The platforms aim to improve management capacities and technical

Box 8.5: Example of cluster
program: Maryland US

In 1995, the state of Maryland
in the United States undertook
a sectoral approach by bringing
together hundreds of business-
es from diverse sectors. This was
useful in identifying business
needs for training and skills,
and later in establishing par-
ticular skills to be assigned to
clusters. The project was made
possible by federal funds from
the school-to-work program.

Montgomery County in Mary-
land is one of the top industry
clusters in the United States;
the Cluster Advisory Board
specializes in related topics such
as laboratory practice, biology,
chemistry, medicine, etc. People
belonging to the cluster, such
as career counselors, school
faculty members, etc. work
together to design and imple-
ment programs that range
from secondary education (high
schools) to the second or fourth
year of undergraduate school-
ing. This cluster model has been
expanded to adults and other
groups besides youth.>'

Source: OECD (2012a).

skills among trainees, which can enhance their ability to increase revenues and access growth markets.

7.1.1 Business Edge

Business Edge (BE) is an IFC program that provides management training to SMEs. The product aims to develop managerial
skills that match firm needs, spur entrepreneurship, and better position SMEs to attract bank financing. By improving SME
profits and market access, BE aims to stimulate better employment opportunities across the supply chain. Since 2002, BE has
trained more than 160,000 SME owners and entrepreneurs, 1,100 trainers, 36 master trainers, and 184 quality control asses-
sors globally. The program also trained more than 30,000 women as of 2011. BE is designed to secure partial cost recovery
through fee-based services, aiming to develop a self-sustaining market for management training services in emerging markets.

7.1.2 Impact of FaST programs
Measuring the impact of Business Edge on firm growth and jobs has been an ongoing interest of the program. Highlights
from impact assessment surveys that evaluate the training’s impact on business performance and jobs are noted in Box 8.6.

7.2 Investments in education

IFC's investment strategy for education has shifted over the years to investing directly in education institutions with the objec-
tive of increasing access to quality education and developing skills in the labor market to enhance employability. IFC's Global
Education team started working in 2001. Since then, IFC has invested in 84 projects in 35 countries with over 1.5 billion in total
project value. Projects have reached approximately 1.4 million students over the years, and currently employ 60,000 people.

In the 2000s, the education strategy on the investment side was focused on supporting direct investments in educational
institutions (Business to Consumer, B2C), with the goal of increasing access. As a result, the team focused mainly on scalable
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Box 8.6: Effects from fast projects on jobs

Afghanistan Trainees apply their learning to the workplace.

About 51% of respondents found that their revenues increased after BE training. Additionally, 34% claim to have hired
between one and five people following the management training course. The initial results suggest that BE's intervention in
Afghanistan had a positive impact on income generation and job creation. But the evaluation has limitations since the re-
sults are based on a post program implementation self-assessment by trainees in the context of post-conflict Afghanistan.

India Trained farmers have higher productivity increases.

IFC developed a package of training materials for sugarcane farmers working with its investment client DCM Shriram Con-
solidated Limited. Training included seed management, soil improvement, water usage, planting techniques, micro-nutrients
and inter-cropping. In the second year of project implementation, farmers trained by the project increased productivity iny 86
percent, compared to an increase of 19 precent of farmers in the control group (farmers that did not receive training). A total
of 150,000 farmers are expected to be reached throughout the value chain.

Pakistan ‘ Training increases SME revenues.

SME owners received Business Edge training. More than half of the SME owners reported an increase in revenues of 21-50
percent. An additional 18 percent stated that their profits increased by half because of the training.

Yemen ‘ Training produces productivity gains for SME employees.

In 2009, Business Edge targeted 16,000 people in a joint training effort with Yemen Education for Employment Foundation.
The program achieved placement rates of 45% for youth with more than 400 recent college graduates in the construction,
oil and tourism industries (IEG 2012). Hundreds of women started their micro-businesses (e.g. sewing, farming, craftwork,
and dentist’s offices).

Sources: Sustainable Business Advisory (forthcoming), “Creating Jobs in Yemen and Nigeria”,"Helping Business Flourish in a Fragile
Environment,” and SBA (2012c); Briefs; IEG (2012); IFC South Asia (2012); interviews with IFC's Sustainable Business Advisory team.

business models, especially those with the potential to reach lower income students. More recently, in addition to access, the
team has looked for opportunities to invest in the Business to Business (B2B) and Business to Government (B2G) space, sup-
porting education companies developing content, learning management systems, assistant services, technology and other
innovations to support public and private schools in improving learning outcomes.

The strategy also has a more targeted focus on investments that can increase the supply of labor market relevant skills to
support employability. The objective of this revised strategy is to significantly expand student reach and impact to support the
role of governments in the strengthening of education systems. As of June 30, 2012, the active IFC investments in education
were $558 million.

Most education investments are concentrated in LAC and in tertiary education. Education investments in International Devel-
opment Association (IDA) borrowing countries are 13 percent of all active investments in education. These investments are
mostly in K-12 (primary and secondary education) investments.

Around half (23/42) of the education companies in IFC’s portfolio tracked direct employment between 2003 and 2008. These
23 companies provided 26,000 jobs for females and 32,000 jobs for males, for a total of 58,000 direct jobs provided in this
period (“provided” refers to the level of employment in these firms at a specific point in time). It has been estimated that these
investments reach approximately 1.35 million students in the education institutions where they invest.

Investments in private education have the potential to address the challenges in the education sector by complementing
the efforts of the public sector and expanding access to quality education. Investments such as DUOC in Chile, Anhanguera
in Brazil, and Asian Hospitality School in the Philippines are providing training in job-relevant skills. IFC's education portfolio
companies only track impact on direct employment; however, the education team is advancing efforts to pilot approaches to
measure the employability of graduates.

As mentioned before, the focus of IFC's education programs is mostly on tertiary education; these programs could potentially
have a significant impact on increasing the availability of job-relevant skills and the employability of students when they join
the workforce. The impact of education programs on job related variables has not yet been tracked, though efforts are being
made, since “Expanding equitable access to quality education at affordable costs and leading to employment opportunities”
is the objective of IFC's education strategy from mid-2012 to mid-2015 (Chart 8.1).
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Chart 8.1: IFC's education strategy for 2013-2015
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Source: Global Education Team (2012) “Developing People: IFC Education Strategy,” Manufacturing, Agribusiness and Services, IFC, September.

IFC's projects target students across different levels of education, although by definition the more substantial customer base
of the portfolio companies is young people. The IFC-supported Grassroots Business Initiative expanded opportunities for
youth entrepreneurs. The Middle East and North Africa (MENA) region has started programs with a particular focus on youth,
which are part of the regional strategy: E4E initiate for Arab youth, and the Business Edge program in Yemen: are part of the
strategy. The E4E initiative is managed by the MENA region and the Islamic Development Bank.

7.3 Special initiative with a regional focus: “E4E"- Initiative for Arab Youth®*

The Arab world has an unprecedented employment challenge, and labor market rates are among the lowest globally. In the
Middle East, the youth unemployment rate is higher than 25 percent, while in North Africa it is approximately 24 percent, and
in the Arab world it is more than 30 percent for female youth. Youth labor market participation rates in MENA are among the
lowest globally, and the education systems do not adequately address the needs of labor markets; as a result, the graduates
are not well equipped for the workplace. The MENA region has been characterized as preparing students for jobs in the public
sector, but there are not sufficient jobs to accommodate the current number of students that graduate.

This scenario prompted the development of the E4E initiative in 2011, an initiative headed by IFC and the Islamic Develop-
ment Bank (ISDB). Implementation of the E4E initiative started in February 2012 and is based on a three-pillar strategy that
involves close collaboration with the private sector: (a) investment in vocational education and training (TVET), universities,
work readiness programs, and entrepreneurship training; (b) advisory services to improve the investment climate and regula-
tory framework for private education; and (c) an advocacy component.

Its objectives are the following: (a) improve the operating environment in the private sector; (b) increase the supply of
work-ready students by improving the access and affordability of quality postsecondary education; and (c) change mindsets
through advocacy on cross-cutting issues. The E4E initiative will track its impact on youth employability.
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8. Dual vocational training systems that combine classroom with on-the-job
training work best; Germany and Switzerland are among the most successful
examples—globally—of how this approach can help tackle unemployment

The German model of vocational training has a reputation for excellence worldwide. Started in the 1880s, the model has
proven successful in keeping unemployment levels low. In Germany, the unemployment rate is approximately 8 percent, while
in other countries of the European Union such as Spain and Greece the youth unemployment rate is higher than 50 percent.*

All students attend the same program until the age of 10, when they matriculate at one of four schools. The school they
choose will determine the subsequent path that they choose and whether they obtain a university or a technical degree (the
latter will prepare them for a specific vocation). Nowadays, more than 50 percent of students who were college-bound in high
school but decided not to pursue a university degree apply for vocational training.>* The German vocational training system
has the following characteristics (Chart 8.2):

Learning by doing/practical expe-
rience: Vocational training prepares
apprentices with practical and theo-
retical skills to graduate with qualifi-
cations to perform a specific occupa-
tion. The system relies on combining
classroom with on-the-job training
(work experience): a combination of
theory and practice that allows learn-
ing on-the-job to develop soft skills
such as teamwork, communication,
and negotiation, while also creating
“hard” skills on the use of modern
technology and equipment.

Chart 8.2: The German Dual System
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Close collaboration among stakeholders: There are agreements between the private sector, trade unions, and organiza-
tions working with youth and employers’ federations to help develop the programs. The government provides the school
facilities and ensures that there are qualified instructors/teachers for students in the schools. The private sector covers the cost
of training at their locations with the understanding that they are training potential future employees.

Common standards include: Employers, trade unions, the government and institu-
tions in general acknowledge a consistent set of specific apprenticeship programs

and occupational degrees. This recognition makes it easier to move between differ- One of the crucial

ent jobs, to return to school, and to transition into tertiary education.

Qualified training providers and instructors: The program uses qualified training
providers, while the Chambers of Commerce and Industry run the exams and monitor
the standards of the firms. Teachers in these vocational schools are required to have
extensive experience in the area of relevant expertise rather than a university degree.

Skills are widely recognized by employers: The skills that students acquire are
widely recognized and demanded by employers, since they are designed in conjunc-
tion with them to satisfy their business needs. In this respect, employers should train
apprenticeships following established curricula; they should be willing to hire appren-
tices after the training; they should allow apprentices to attend part-time vocational
school; and they should offer apprentices a payment for their services (usually a lower
payment than that of a regular worker).

Research and development to keep training programs up to date: The system,
the regulations, the occupational degrees, the training content, and the curriculum
are continuously updated. The Federal Institute for Vocational Education and Train-
ing is in charge of setting up a meeting space between relevant stakeholders and for
research in order to help update the programs.
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aspects of the
German dual system
is that it is created by
a cooperation of the
employers and the
trade unions,” von
Luede says.

“[It is] really a model
that ensures that the
qualifications that
are needed within
the industry are
supported by this
apprenticeship.”

National Public Radio (2012)




Switzerland’s case: Switzerland is another country that is successfully implementing a dual vocational training system. In
2011, Switzerland’s youth unemployment rate was almost one percentage point lower than Germany’s.>> After the sixth grade
of elementary school, students are divided into those who will choose the apprenticeship path and those who will end up ob-
taining a university degree. Students who choose an apprenticeship path still have opportunities to pursue a university degree
in the future, depending on their performance.

8.1 Adoption of dual vocational training system

Implementing the dual vocational training system as successfully as in Germany and Switzerland may require decades to complete
and the right micro and macro policies that make it easier to implement. Therefore the approach may be hard to replicate. Since
the 2000s, Germany has reduced unemployment benefits and social security contributions, liberalized temporary work, raised the
pension age, and required federal governments to keep very small budget deficits.>®

The German system has been used as a model to design the vocational training programs in Mexico, Egypt, India, Vietnam, etc.>’
However, it is impossible to merely copy the model and aim for the same level of success, because every country has different insti-
tutional arrangements and economic structures. Countries need sufficient organizational capacity and involvement of core actors.

Box 8.7: Developing countries vocational training systems: Examples from Africa

Benin revamped its vocational training program in an effort to adapt to the new economic and urbanization demands of
the country and has been implementing a new dual apprenticeship system since 2006. The scheme consists of both theo-
retical education and on-the-job training. Graduates obtain a certificate that qualifies them for a specific vocation such as
crafts, plumbing or trades. Approximately three thousand students complete the program every year.

Mali introduced a dual vocational training system in 1997 that is focused on practical experience rather than formal class-
room education. This system has been more successful than others in African countries, in part due to the private sector’s
participation, which has made it easier for apprentices to successfully find a job after completion. This system, however,
focuses predominately on traditional crafts.

Source: Biavaschi et al. (2012)

The German system also faces challenges. According to Biavaschi et al. (2012), the number of spaces in dual vocational train-
ing offered over the past decade has decreased due to the following two reasons (among others): New occupations require
more advanced skills (mostly driven by technological advancement) and thus higher training costs, which makes it more
expensive to keep and hire apprentices. Also, the transition from a declining manufacturing to an expanding services sector
requires an adjustment in dual vocational training to implement this system in services with the same high standards that
have been used in manufacturing.

9. Training for small and medium enterprises

Fostering entrepreneurship creates opportunities for employment, particularly for youth, who are just starting their careers
and might be more prone to undertaking higher risks and starting a new business. Training and skills development programs
can try to identify entrepreneurs who do have the desire and potential to grow their businesses, and help them improve their
managerial, entrepreneurial and business practices.

As SMEs move up the value chain and reach higher value-added products, these SMEs require the adoption of new technolo-
gies and innovation, which also require more advanced skills from workers. Bangladesh is an example of a country that was
able to increase the productivity and value added in its garment manufacturing sector, leading to employment opportunities
for millions of women, who often lived in poor conditions. Examples such as Bangladesh involve training programs that can
adapt to new market needs.

The informal sector shares a big piece of the SME pie in developing countries. However, many of these informal firms are
concentrated in activities such as crafts or low value-added agriculture. Skills programs targeting SMEs should consider the
importance of informal businesses, while creating incentives for them to formalize and move up the value chain. Apprentice-
ship programs can be part of the strategy to support the informal sector, since they can link firms with technology providers
and facilitate training provisions to employees.>® However, apprenticeships for the informal sector should be accompanied by
incentives for businesses to formalize.
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10. Different funding mechanisms for training
and skills development programs

The high cost of content development and the lack of information about the value of the programs (among other reasons)
can inhibit the provision of training and skills-building. At the same time, the public good elements inherent in building
capacity among firms justify the use of public money to help stimulate the market. However, the funding elements in these
programs can create unexpected incentives and externalities.

By pushing money in through the supply side (subsidizing content delivery so trainers do not have to charge for services or
can charge less), incentives for commercial providers to enter the market could be undermined. One potential alternative is
the use of the so-called “smart-subsidy,” where the subsidy is applied on the consumer side (e.g., vouchers). In this way, the
subsidy helps establish the market by building demand among consumers and providing suppliers with incentives to enter
the market and fully cover their costs (including profit margins). The Business Edge model’s efforts to obtain at least partial
cost recovery reflects IFC's interest in providing capacity training for SMEs while also stimulating a broader marketplace for
these services.

The OECD establishes that the costs of equitable education and training should be shared among individuals, the public
sector, and employers, depending on the expected benefits from the project. However, the OECD states that promoting tax
incentives for firms to invest in training requires careful thought before those policies are implemented, since they can create
unexpected incentives. For instance, taxes that create incentives to invest in a particular sector may disincentivize investments
in other sectors. In this respect, the OECD also states that the evidence on the impact of tax incentive programs related to
training and education is mixed, and the impact on human capital development is still insufficient.>

Other common sources of funding are loans and grants provided to individuals or firms undertaking the training. These funds
can result in increased investment in training by firms and individuals. Australia is an example of a country granting loans to
students who will repay the loans used in VET programs once they join the labor market and start earning money. The program
is conditional on the students’ income. On the other hand, Singapore provides grants for both students who go to VET pro-
grams and those who pursue higher education. Singapore’s subsidy program aims to increase the reputation and attractiveness
of VET programs, which is also accompanied by a high job placement rate after graduation.®

Box 8.8: “Training Cheque” program in Germany

The Training Cheque initiative in Germany, which started in 2006, offers financial support for SMEs interested in training
courses, regardless of their sectoral focus. The program targets employees who have not received recent training courses,
and women who have been absent due to maternity leave. The training “cheque” program allows those people to take a
course that will enable them to reintegrate into work life or grow their businesses.

Workers can apply to the program directly, or companies can submit applications for their employees. Participants in the
program receive a 50 percent subsidy to cover the cost of their training, which must not cost more than 500 euro. SMEs
can receive up to 10 different “cheques” a year. Workers can obtain only one “cheque” at a time (no more than one
“cheque” can be used for each training course the employee is taking at a specific moment in time). From 2006 to 2008,
300,000 “cheques” were distributed to employees. The program has received 85 percent positive feedback from
program participants.

Source: Anticipedia Moderator (2010).

This section mentioned some different mechanisms that policymakers are using to establish training and skills development
programs. However, more research and evaluations are needed in order to understand returns on investments for employers,
public sector, workers, unexpected externalities and incentives, etc.®’
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11. Youth employment

Box 8.9: Youth and the labor market: a missed opportunity?

There are 1 billion young people in developing countries, more than ever before, and this number will continue to
increase in the coming decades.®? This creates an enormous challenge in terms of job creation. Youth tend to be less
integrated into the labor market than their adult counterparts, suffering from higher unemployment and underemploy-
ment. In 2011, there were 75 million unemployed youth in the world, and their unemployment rate was almost 3 times
that of adults.

There are strong differences across regions regarding unemployment rates for youth; although in all regions youth are at
a disadvantage compared to adults (Figure 8.4). Unemployment rates for youth are highest in North Africa and the Middle
East. The rest of the regions in figure 8.4 have seen youth unemployment rates stabilize or slightly reduce after the recent
peaks. East and South Asia show the lowest unemployment, but the difference between youth and adult unemployment
rates is significant, particularly in South Asia (more than four times larger).%

Young workers are also more likely than adults to be underemployed, working under poor conditions and suffering from
informality. Underemployment (where the worker does not fully utilize his or her qualifications and experience) is wide-

spread among youth, especially in low-income countries. Lack of unemployment benefits and safety nets, along with the
presence of poverty, drives youth to accept low-paid informal jobs or some other forms of underemployment.®

Unemployment or low-quality employment in the early stages of a career can have negative long-term consequences.
Unemployed youth see their skills deteriorate as they do not accumulate on-the-job training, which curtails their future
career and wage prospects. In addition, the lack of job opportunities feeds discouragement and migration, which can gen-
erate social instability, especially in conflict-affected countries. This scenario leads to economic and personal costs for youth
and for society in general, thus fostering the rationale for incorporating youth employment into the policy agenda.

Specific challenges facing youth

Youth face specific labor market challenges that can be grouped into three clusters: demand for workers by firms, sup-
ply of labor by workers, and labor and credit market conditions.

On the demand side, some of the challenges are the following. First, the economic cycle affects the demand for all types of
workers, but youth are more vulnerable to economic downturns. They can be the first to be laid off because they have had
less time to accumulate firm-specific human capital.®® Second, young people may lack work experience, making employers
to be reluctant to hire them. Third, fast-growing economies undergoing sectoral specialization could be quickly moving up
to higher value-added activities, and this has an impact on the type of skills demanded of youth.®®

On the supply side, the demographic factor becomes relevant. The intensity of the youth bulge in several countries is such
that it cannot be absorbed even in the context of strong job creation.®’

Finally, labor and financial market conditions play a role, since youth are more vulnerable to market difficulties. Flexible
contracts for youth facilitate the transition from school to the labor market. However, such contracts can also foster labor
market segmentation when not properly implemented, which makes it difficult for youth to transition from low-paid,
low-quality contracts to better-paid,

better-quality jobs. This scenario,

combined with the lack of a network, Figure 8.4: Unemployment rates for youth are higher than for adults
career counseling and finance reduces
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Comprehensive approach and private sector involvement

As mentioned previously in this chapter, the main emerging consensus on strategies to foster youth employment is the
adoption of a comprehensive approach.®

Integrating these interventions into a coherent framework would avoid bottlenecks and exploit synergies. Availability of
formal training programs can be coupled with affordability of training; academic education can be complemented with
vocational training; and both education and training need to be accompanied by career and job search counseling.”®

In this comprehensive approach, the content of education matters. For instance, in MENA, young people possess accredita-
tion to work for the public sector, but the private sector demands workers educated in information and communication
technologies or in skilled trades, and these professions are not generally considered attractive among youth.”'

A lesson to learn is that the involvement of the private sector is crucial for the success of general education programs and,
in particular, of technical vocational educational and training programs. This involvement ensures the relevance of the
curricula and avoids skills mismatches.”? IFC has supported a TVET program in Brazil targeted to middle- and low-income
youth and focusing on relevant professional skills (AES project), which seems to have improved earning potential for stu-
dents.” In some developed countries, the use of dual vocational programs, which combine training.

in schools and in firms (apprenticeships), may have been successful in fostering youth employment (see previous discus-
sion in this chapter).” The objective should be not only to smooth the school-to-work transition, but also to help build
long-term career prospects. The challenge in low-income countries is to formalize informal training, a process that would
capitalize on the benefits of official recognition and certification of skills. As a close partnership with employees would
increase the attractiveness of official programs, this would contribute to formalization.”

Establishing updated training programs is even more important in fast-growing countries undergoing structural transforma-
tion. Youth need to be equipped with the tools necessary to remain employable in this changing context. Training should
provide the young with the mobility to adapt and to contribute to a changing economy that is stepping up in the value
chain. Since it is difficult to anticipate future skills, it is important to offer short and periodic training courses and to provide
adaptable and portable skills.”® A potent tool that allows the young to fully utilize their productivity potential is the use of
the new technologies, and this should be factored into education and training programs.”’

Interventions other than education and training programs can also have significant impact. Given that in many develop-
ing countries the youth employment problem is an informality and underemployment problem, the business climate is

of particular relevance. Legal and administrative obstacles to creating firms and hiring formally should be minimized.” In
rural low-income areas it might be necessary to facilitate not only labor mobility but also access to credit and land, and to
promote entrepreneurship and growth in rural agribusiness.”®

In conclusion, a comprehensive approach is needed to address youth unemployment and underemployment, and the
involvement of the private sector is crucial. At the same time, the specific mix of policies should be tailored to the local
context, taking into account variables such as the incidence of informality and underemployment, the overall business
climate, the availability of financial resources, and the pattern of sectoral specialization.

Youth employment is now high on the agenda of many governments and international institutions.®’ As the latter start de-
signing and implementing strategies, it is important to ensure accountability and to conduct evaluations of those programs
in a more systematic fashion. Data collection could be improved by monitoring the impact of interventions for specific age
groups.®’ These efforts would enhance an evidence-based approach to identifying the most successful employment pro-
grams, which in turn would be a significant step toward tackling the youth jobs challenge.

Sources: Independent Evaluation Group (2012). International Labour Office (2012a). Ibid. Global Employment Trends 2012. International Youth
Foundation (2012). OECD (2009). World Bank (2012). Youth unemployment and vocational training.
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12. Conclusion

Approximately 45 million job seekers join the labor force every year in the current challenging macroeconomic environ-
ment,® yet more than one-third of companies in 41 countries around the world report an inability to find the workers they
need.® This suggests a mismatch between the workforce skills demanded and supplied within countries and in the global
economy. The world’s labor force is increasingly concentrated in developing economies, but there are not enough jobs
for low- and medium-skilled workers either in developed or developing economies. Advanced skills and training are more
common among workers in developed economies, but demand for highly skilled workers is even higher than the supply.
This mismatch of skills is likely to grow more acute in both advanced economies and in developing countries.®* Another
challenge is that managers and business owners sometimes also lack the skills required to manage and grow their busi-
nesses,® thus limiting their potential to grow and create jobs.

A comprehensive approach is needed, and includes close collaboration with the private sector and with other relevant
stakeholders like educational institutions, training providers, and organizations working with youth to design and imple-
ment education and training policies that are tailored to market needs. A sound general education provides a solid basis
for youth development and for future employment opportunities. Ideally, this approach should emphasize the value of
secondary and postsecondary classroom education complemented by on-the-job training to ensure that youth can make
an easy transition from one level of education to the next and later into the job market.

Clusters also are an innovative way of building support for modifications to schooling programs for providing market-
based training opportunities. Clusters of companies like those found in urban areas, special economic zones, or multiple
suppliers or distributors linked to a value chain can be part of this strategy because they facilitate knowledge-sharing
and provision of specialized training. Clusters make it easier to invest in training, technology, and innovation that in-
creases competitiveness and allows firms to move up the value chain of production, which can lead to business growth
and job creation.

Impacts of specific training and skill-building programs have been mixed, but combining classroom education with on-the-
job training has proven to work best, especially for women and low-income youth. This result is especially significant when
evaluations measure longer rather than short-term effects. More evidence is needed on the impact of training programs
on quality of jobs.

A dual vocational training system, like that practiced in Germany and Switzerland, has been effective in reducing unem-
ployment, especially among youth. But simply copying the model will not necessarily work for other countries who need
to tailor their own system to meet their market needs. Countries need to take a comprehensive approach by involving
all stakeholders in the process, making sure that funding for training is available, and helping graduates make the transi-
tion into the workforce. Since vocational programs suffer a negative image in some countries, efforts should be made
to increase recognition of vocational training as valid and prestigious. This can be done by designing programs that are
recognized by employers (e.g., by combining training with work experience, through accreditation, or by having employer
associations administer final exams), so that students have real career prospects when they graduate. It should also be pos-
sible for graduates of vocational training programs to move easily into higher education if they wish to do so.

IFC focuses its educational support activities on preparing students for the workplace and fostering budding entrepreneurs.
Its investment strategy has shifted from investing directly in educational institutions to investing through financial interme-
diaries, to reach larger numbers of training institutions. The revised strategy targets investments that increase the supply of
skills most sought in labor markets. Through the FaST product, its advisory strategy also leverages two scalable platforms:
SME Toolkit and Business Edge, which focus on training sought by farmers and SME owners. The emphasis on measuring
impact through evaluations is now also key for Business Edge.

Uncertainty about the expected returns from training may lead some companies, especially SMEs to underinvest in provid-
ing training., In part, this is because there still is insufficient evidence to demonstrate the positive impact of training and
skills programs on job creation and because it takes time for the employment benefits from more training to materialize.
A greater effort is needed to collect and analyze data on the job impact from spending on education, training, and skills
development programs to provide evidence of the effects of investing in building the right skills. Firms can benefit from
a well-trained workforce in more ways than through increased production. In some cases, training can feed through to
increase net returns on investments for SMEs. For example, programs that work with larger companies to improve their
suppliers’ skills can eventually benefit the larger company in the form of more and better products. Similarly, supporting
the costs for producing training materials and new technology and providing training vouchers can increase the chances
for SMEs to move up the value chain in production and to earn more profits.
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Workers in informal businesses also need training to become more productive, but this should be accompanied with in-
centives to move to the formal economy. This is especially important for youth employment, given that developing coun-
tries—where the informal sector is more abundant—include about 87 percent of the global youth population. Many of
these youth are in the most vulnerable employment conditions. Apprenticeship programs, designed for the informal sector,
could benefit these workers by giving them access to training and to new technology.® Involving the private sector in these
programs would also link them to market needs and reduce reliance on public sector financing.
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GENDER

Worldwide, education levels of women have increased, and educated women earn more than their uneducated peers. But
the gender participation gap and wage gap between men and women persist. Women comprise 49.6 percent of the world'’s
population but make up only 40.8 percent of the formal global labor market. This is untapped economic and productive
potential. When women are able to fully participate in the labor market, companies benefit from increased business op-
portunities and access to new market segments. Productivity gains from women’s inclusion in the labor market come from
the variety of ways women bring added value to their workplaces, including their high education levels and alternative labor
practices. More broadly, equality of employment opportunities for men and women is associated with poverty reduction and
higher GDP levels.

Why are women'’s workforce participation rates so low and opportunities so few? And what can be done to increase eco-
nomic opportunities for women in the labor market? Barriers to women’s full and productive participation in the workforce
exist at the regulatory and company level. In addition, there are cultural restrictions that determine if and where a woman can
work, and women entrepreneurs have difficulty obtaining finance and financial services. The result is low overall economic
participation of women and a concentration of women in less productive sectors. Two main strategies have been identified to
address this problem: (i) increase the number of women in industries that are already women-friendly, and (i) encourage the
participation of women in nontraditional fields, where possible. Other targeted approaches that have been successful in the
past include promoting women as business leaders and supporting women entrepreneurs’ access to finance.

1. Introduction

At its core, a discussion about full and productive employment for women is impor-
tant for everyone. We all lose out when our global capacity for productive potential “When you want to
remains untapped. Globally nearly half (48.4 percent) of the available productive po-
tential of females is underutilized or unutilized, compared to 22.3 percent for men.’

invest and create
GDP, there is no
better or more
effective investment -

Over the past 25 years, the global gap between men’s and women’s labor force par-
ticipation has fallen from 32 to 26 percentage points—leading to an overall increase
in women joining the labor market. With that said, women’s labor force participation

is uneven across countries and regions. Participation is still very low in the Middle no lower-hanging
East and North Africa (averaging 26 percent); has risen significantly in regions such as fruit to pick — than
Latin America and the Caribbean, which has seen a 16 percent increase since 1980; investing in women.”

and is relatively high in East Asia and the Pacific, where roughly 70 percent of women
participate in economic activities, higher than any other region. The increases were
driven by a number of factors, including higher education, falling fertility, and expan-
sion of new employment opportunities, particularly in manufacturing and services.?

- Lloyd C. Blankfein,
CEO, Goldman Sachs

Strengthening women's participation in the formal labor force harnesses this untapped potential for advancing development.
It also empowers women. Women are empowered when they make their own career decisions, open up new businesses in
their communities, or work in paid positions that help them provide for their families. Women are empowered when they can
fully take advantage of available economic opportunities.
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So it becomes clear that a discussion about full and productive employment for
women is relevant for the firms, societies and economies of the world. Full participa- Key business

tion translates into more business opportunities for the private sector, stronger com- drivers for investing
munities for society, and greater sustainable GDP growth for countries.

In women'’s
1.1 Good for firms employment:
For firms, women's full economic participation means better overall performance * Enhancing reputation
due to a wider talent pool, increased business opportunities, and access to new * Broadening access to talent

market segments. A representative survey of companies in Germany in 2008 found
that family-friendly firms received 31 percent more applications for staff openings
and retained employees 14 percent longer than other firms.? Productivity gains from
women’s inclusion into the labor market come from the variety of ways women
bring added value to their workplaces, including their high educational levels and
alternative labor practices. In the agricultural sector, increased access to productive
resources for women (commensurate with levels for men) could have productivity
gains as large as 4 percent.*

e Curbing labor shortages

e Improving access to new and
existing consumer markets

e Driving up productivity
and quality

e Complying with legislative
requirements

. . . ) * Meeting expectations of
For male-dominated industries, removing obstacles for women to enter these oc- investors and buyers

cupations could trigger productivity increases by up to 13 to 25 percent. This issue
of women’s incorporation into non-traditional industries will be more fully explored
later in the chapter. But it is important to know that policies intended to benefit
women in male-dominated occupations and sectors have redistributed the work
without efficiency losses.®

e Creating a more cohesive
working environment

Source: IFC WINvest 2012

In general, productivity gains that derive from efficient human resource practices and higher diversity within the workplace
are more difficult to quantify.6 A US study found that intangible assets such as people, brand, and intellectual property were
seen to create more than 85 percent of corporate value.” At the firm level, an engineering, construction, and chemicals group
in Brazil, Odebrecht, reported higher productivity after hiring women due to the new gender mix that led to the development
of new ways to work.®

1.2 Good for society

Society’s years of investment in educating girls pays off when women are able to capitalize on their schooling by participating
in productive economic activities. Furthermore, educated and employed women have the ability to positively contribute
to poverty reduction efforts by helping their families and communities out of the cycle of poverty, forming a virtuous cycle
of prosperity.

Women influence the productivity and competitiveness of future generations by rearing children for success.® Research sug-
gests that women-headed households reinvest 90 percent of their income into their families, compared to 30 to 40 percent
contributed by men.'® Evidence from developing countries shows that higher household incomes managed by women im-
pact education opportunities for children, as well as the survival rates of girl children.” Other studies have found women’s
empowerment within families impacts child nutrition and education levels.'? This is in addition to the intrinsic benefits that
empowerment has on women themselves.

With regard to poverty reduction, a study conducted in Turkey simulated an increase of the relatively low participation of
women in the labor force from 23 to 29 percent and found that it could help reduce poverty by 15 percent if women took
full-time positions, or 8 percent if they had part-time jobs.™ The situation in Turkey suggests that the effects would not be
the same for men, as participation rates are especially low among women with only primary or secondary education. In some
developing countries, female participation rates are lower than expected and notably lower than for men - considering educa-
tion and age levels of population—especially in the Middle East and North Africa (MENA) region. Therefore, raising the female
labor force participation rates to the expected level would boost household income by 25 percent.™

1.3 Good for the economy

Full and productive employment for women can have a positive economic impact on countries. Equality of employment op-
portunities for men and women is associated with poverty reduction and higher GDP levels. For example, barriers prevent-
ing women from fulfilling their economic potential are estimated to have cost the Asia-Pacific region somewhere between
$42 and $46 billion in GDP losses." Recent research by Oxford Strategic Consulting from the Gulf region provides just one
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example: if 2 million of the region’s highly educated women entered paid work,
the region’s GDP could rise by an estimated 30 percent, or $363 billion. A recent
Goldman Sachs study in Australia found that narrowing the gap between male and
female employment rates would have huge implications for the global economy; in
Australia alone, it would boost GDP by 11 percent.

2. Where women work

Specific sectors that rely heavily on women workers include agribusiness, tourism,
and textiles.’® Women tend to be underrepresented in industry and extractive sectors
as well as in other highly productive activities, working instead primarily in agriculture
or services. WWomen are concentrated in sectors that are generally characterized by
low pay, long hours, and often informal working arrangements.'”

During the ten-year period between 1998 and 2008 an interesting shift is observed:
women moved from working mainly in agriculture to have a larger sectoral employ-
ment share in the services sector.’® In 2008, female employment share in services was
46.3 percent, versus 35.4 percent in agriculture and 18.3 percent in industry. The
services sector comprises the majority of women in the regions of Latin America and
the Caribbean, Central and Southeastern Europe, and the Middle East and North
Africa. Overall, the service sector is the largest employer, with 84.4 percent of female
employment.’ Even though it tends to have lower productivity than industry and is
generally lower-paid, the service sector can provide better working conditions than
agriculture and more opportunities for women to continue their job progression. This
could account for the higher employment share in this sector.

In developing countries, women'’s participation in the industry sector has slowly in-
creased from 17 to 18.3 percent over the same ten-year period. Contrast this with
women in developed economies who have decreased their employment share in
the industrial sector and have only 2.9 percent of females employed in agriculture.
Women have the highest sectoral share of employment in agriculture in South Asia,

Figure 9.1: Sectoral share in employment by regions (female and male in percent)

An important
consideration

As most female
household work
continues to
be classified as
non-economic activity,
women who are thus
occupied are classified
as outside the
labor force. More
than six in ten
women remain
economically “inac-
tive” in three regions
then, according to the
ILO in 2010: North
Africa, South Asia, and
the Middle East.

Source: ILO (2010)
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Sub-Saharan Africa, Southeast Asia

Figure 9.2: Women'’s employment by region: IFC portfolio (%) and the Pacific. and East Asia

50 7 When looking at comparable data
CYo9 for men, the distribution for wom-
en is largely biased toward the ser-
vices and agriculture sectors. The

30 1 distribution is less concentrated and
more even for men, with the servic-
20 es sector comprising 41.2 percent
of the sector employment share,
104 agriculture 32.2 percent, and indus-
I try 26.6 percent.?°
0
ECA EAP LAC SA SSA

The quantity of women's employ-
MENA  TOTAL ment is measured by IFC, in addition
to where these jobs are located and
what kinds of sectors they are con-
centrated in. In 2008, IFC started to
systematically track gender-related indicators as part of the Development Outcome Tracking System (DOTS). Half of the firms
reported data in 2009 on female employment, and one-third on female wages. IFC client employment portfolio in emerging
markets is 32 percent female. IFC encourages its clients to pay equal wages for equal work—which may also have productivity
gains for the company.

407 ® Cyo8

Percent

Source: IFC DOTS database. Direct employment in IFC client companies

Data from IFC’s clients show a higher share of women employed in Europe and Central Asia, with 42 percent of female em-
ployment. Services provided the majority of jobs for women, led by retail, health care, and education. Extractives, the financial
and insurance sector, and plastics and rubber industries had the lowest female participation in employment.

3. Gender gaps
3.1 Participation gap

Women comprise 49.6 percent of the world’s total population but make up only 40.8 percent of the formal global
labor market.?!

The good news is that the gender gap—the difference between the number of economically active men and women—has
been slowly decreasing over the past 30 years. It reached 26 percentage points in 2008 compared to 32 percentage points in
1980, evidence that constraints to reduce gender employment differences are being eased.

In the nine-year period between 2002 and 2011, the changes in female and male employment-to-population ratios in all
developing regions moved in the same direction, showing that economic conditions impacted both groups to the same de-
gree. Most important, in the regions in which more women are entering the labor force, men have not been displaced. In the
regions of East Asia and the Pacific, Middle East and North Africa, Sub-Saharan Africa, and Latin American and the Caribbean,
the male-female employment-to-population ratios have increased.?? It is now more a gender gap related to inequity and qual-
ity of employment opportunities between men and women.

3.2 Wage gap

Gaps in average wages between salaried men and women remain significant in both the formal and informal sectors. Dif-
ferences in average wages by gender range from 20 percent in Mozambique and Pakistan to more than 80 percent in Céte
d’lvoire, Jordan, Latvia, and the Slovak Republic. In East Asia and the Pacific, women still earn an average of 70 to 80 percent
less than men for similar work.?* Clear differentials are present in male-female pay in all occupations across all skill bases.?* For
14 countries with available recent data, the majority have a strong wage bias toward male-dominated occupations.?®

IFC data show the ratio of female to male wages among manufacturing client companies in its portfolio (during 2008 and
2009) at about 70 percent—a clear gap of 30% that mirrors the realities in most countries of the world. It is important to
note the differences in methodology. IFC's figures are a simple average (average female over average male wages) and thus
do not account for differences in positions. To the extent men are more likely to be in management positions, this is a more
stringent test than when controlling for job types.
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4. Constraints: Obstacles and opportunities

Why does such an endemic market failure continue to persist? Some widely cited
reasons for this include women’s time constraints, lack of access to infrastructure,
limited access to education and appropriate skills training, availability and cost of
child care provision, household and family responsibilities, inadequate social protec-
tion, discrimination, regulatory constraints, and working conditions not suited for
women.?® Not all constraints can be expanded upon in this chapter, but the dynam-
ics and interconnected nature of the constraints will be captured.

“Organizations who
have gender diverse
boards and diverse

management teams

perform better

financially.”

- Jim Turley, CEO and President

4.1 Legislative barriers to full participation o st £ g

In many countries, legislation regulating work in the formal sector treats men and
women differently. This legislation may have to do with hours of work, industry caps,
taxation, parental benefits, or even retirement.

Legal disparities can affect women’s ability to participate in the economic sphere. The World Bank Group’s Women, Business
and the Law report provides insight into the legal areas that impact women's access to employment. In Cameroon, Egypt,
and Kuwait, for example, women cannot work the same night hours or in the same industry as men. Nor are women entitled
to any legal protection from discrimination in hiring practices or sexual harassment in the workplace. A number of countries,
including Oman, Pakistan, Saudi Arabia, and South Africa, also lack legislation requiring equal pay for equal work. In other
countries, laws are much more conducive to women'’s employment—such as the Czech Republic, Latvia, and Montenegro, all
of which enable employees with children who are minors to have flexible or part-time work schedules, and where it is illegal
to ask questions about a family status during a job interview.

Some labor regulations may serve to enhance a woman's incentives and abilities
to get the job of her choice; others may inhibit her chance to do so. Women, Busi-
ness and the Law recorded that in 102 out of 141 economies, there exists at least
one legal difference that could hinder women’s economic opportunities.?’ In some
cases, the intention may be to protect women. This is the case of retirement laws,
an oft-cited example in the literature. Yet, gender-differentiated retirement ages may

“Countries that
impose restrictions
on women have on

average lower

actually curtail a woman'’s working life, perhaps even negatively affecting her career
prospects, lifetime earnings, pension benefits, and retirement savings.

The constraints outlined in this chapter are interconnected. For example, the regu-
latory framework in some countries outlines unequal access to legal and property
rights between men and women. This is one reason why women lack access to
credit and financing to begin their jobs as businesswomen. When seeking a loan,
women and men can encounter many obstacles when they do not possess the right
types of assets to pledge as collateral. In developing countries, banks often prefer
to use immovable assets, such as land and buildings, as security interests. \WWomen,
who tend to have less access to these assets, can have more difficulty securing such
loans. The problem is worse where there are gender-differentiated property rights.?®
In fact, 19 percent fewer women are able to get loans in countries where they don’t
have equal property rights as men.?® Furthermore, a woman'’s increased business
productivity depends on how much property she owns and how she can use it.*°

4.2 Cultural considerations

female labor force
participation (45
percent compared
to 60 percent

in countries with no
restrictions), and high-
er gender participation
gaps (45 percent com-
pared to 25 percent
in countries with no
restrictions)”

-WDR 2012 on Gender

Social and cultural constraints can negatively affect levels of female labor force participation. These restrictions play a role in
economies where female participation in the formal labor market is low. A negative correlation is observed between more
traditional views of female labor force participation and the number of females employed in the formal sector, as well as the
gender wage gap.' In economies where women cannot get a job without permission from their husband or guardian, there
are fewer women in the workforce on average compared to economies where such restrictions do not exist.>? There are two
distinct times in a woman’s life where this constraint is particularly binding: adolescence and after marriage.

This is in part due to “the double burden” that women face, with equal responsibilities at home and at work. Inadequate
child care in some parts of the world can make it difficult for women to work and raise children. These considerations are
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Figure 9.3: When there is greater legal differentiation based on gender, fewer women work, or own or manage
businesses
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important even for highly educated and professional women who have access to child care options,** and have even been
cited as one of the reasons for unbalanced gender ratios on company boards.> Research suggests a business case for family-
friendly policies. For example, a German government study found that the average return on investment for women and
family-friendly policies was 25 percent. In Vietnam, Nalt Enterprise garment factories saw a decrease of staff turnover rates to
the tune of 30 percent after the firm established a kindergarten for workers’ children.®

In many countries the discussion goes beyond working conditions to cultural considerations. In Turkey, where female labor
force participation is 23.5 percent, traditional ideas about a women’s place in the home and society inform cultural consid-
erations. These include family disagreement about a woman working outside the house, concerns about her safety, and
mistrust that she will actually go to work.*

4.3 The connection between education and employment participation is more complex than it seems
Can higher education levels increase female participation and decrease the wage gap?

Evidence from a variety of countries shows that increased levels of education for women has significant positive effects on
increased levels of women’s participation in the labor market. An extra year of primary school boosts girls’ eventual wages
by 10 to 20 percent; an extra year of secondary school boosts eventual wages a further 15 to 25 percent.*® More educated
women participate in the labor market at higher levels than their less-educated counterparts.*

In Latin America, for example, this increase in human capital accounts for a 42 percent rise in female labor force participation
from 1975 to 2012.% In Argentina specifically, the universal public schooling program successfully raised women’s participa-
tion in the labor force, with significant effects on household income and child welfare. Policies in Bangladesh intended to
provide access to secondary school with the goal of retaining high-achieving women had a considerable effect on their prob-
ability of becoming paid workers in the formal sector.

In universities around the world, women make up more than half of student populations, but differences across countries
and fields of study remain. Women have high levels of college participation in developing countries such as Brazil (60 percent)
and China (65 percent). But there are challenges in other areas of the world. In Sub-Saharan Africa, for every 100 boys that
finish primary school only 91 girls do.*' Overall, education attainment rates for women and men have been converging, but
the new challenge is the participation differences in sector and occupation, which can play a relevant role in wage disparities
and field segregation, with a high concentration of women in sectors characterized by low productivity.
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Labor market participation of women between 15 to 24 years has declined as a re-
sult of higher enrollment in education during this period of their lives.*? This is good
news as educational gaps between women and men have been overall decreasing,
reaching closer to equal levels of participation in primary and secondary education in
accordance with the third Millennium Development Goal. 43

Women's increased levels of education are not translating into higher numbers of
educated women entering the labor force compared to educated men. The gap
between male and female participation persists. Consider for a moment that in most

Higher education
levels attained by
women do not seem
to be directly
translating into

increased formal

countries (44 of 53 with comparable data), a higher proportion of the female labor
force had attained tertiary education, while a larger share of men than women in the
labor force were educated at the primary level or below. In other words, economically
active working women are more likely to hold a tertiary degree than their male coun-
terparts. Furthermore, there is a greater tendency for the educated woman, at both
the secondary and tertiary levels, to face unemployment than a man with the same
education level.* By extension, this also means barriers are higher for uneducated
women, an already vulnerable segment of society.

employment levels for
women compared to
men with comparable
levels of education.

Source: ILO (2010)

5. Women entrepreneurs and small business owners face
different constraints and opportunities

If the formal labor market environment does not work for them, women may seek other economic opportunities that tend to
be less productive and sometimes informal. Informality is a reality, one without a regular wage or social protection. Women
may choose to become small business owners or entrepreneurs, a path that comes with its own set of challenges and op-
portunities. This matters for job creation, because women business owners means higher female participation at all levels.

What difference does it make if a woman owns a firm? A study of MENA countries shows female-owned firms employ a
higher share of women as compared to male-owned firms.*> Women own a lower proportion of firms globally—especially
in less developed economies (Figure 9.4). Firms run by women are also usually smaller than those operated by men in terms
of number of employees, asset value, and annual turnover, besides being less profitable and productive,*® probably due to
other constraints such as difficulties obtaining financing. A study that looked at 34 countries in developed and developing
economies in Europe and Asia found that female-owned firms had fewer employees overall than male-owned firms (six versus
nine employees), were about 1.5 years younger, and mainly operated in the services sector.#’

The growth and success of women-owned businesses constitute one of the most profound changes in the business world
today. There is no doubt that women are an emerging market force. But many businesswomen are not able to access com-
mercial credit, an essential driver of
business success. Lack of access to
finance and financial services is re-
peatedly identified as the major con-

Figure 9.4: Women participation in ownership is somewhat lower in less
developed countries, and there are few female top managers

straint for women entrepreneurs. 50 S .
Women participation in ownership

A new World Bank Group-housed 454 B The top manager is a woman

project funded by the Bill & Melinda 40

Gates Foundation is now measuring 35

how people in 148 countries—in-
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rica and Sub-Saharan Africa, and the widest gaps in lower middle income economies as well as in South Asia and the Middle
East and North Africa. Moreover, unbanked women in developing countries are far more likely than men to report not having
an account because “someone else in the family already has one.”

It is important to recognize the large variety of women'’s entrepreneurial activities between countries: in Sri Lanka the entre-
preneur wage gap is 50 cents to every $1 of male earnings, and in Bangladesh women entrepreneurs make 12 cents per $1
men earn.*® When measuring the female entrepreneurship gap it is clear there is room for improvement in both developing
and advanced economy contexts. In the United States, women account for 35 percent of entrepreneurial activity. Only 20
percent of women-owned firms had over US $100,000 annual revenue, compared to
33 percent of men-owned firms — a significant difference.* The finding of important
differences between female-owned and male-owned firms and the lower debt-to-
equity ratios® of women-owned firms raises the question about whether women

o : . Firms that wer
entrepreneurs are more financially constrained than their male counterparts. sthatwere

owned or managed
5.1 Access to Finance: A constraint for women entrepreneurs by women were

Do banks behave differently when lending (e.q., rejection rates, collateral require- 5 percent less likely
ments, loan rates) depending on the gender of the entrepreneur, provided that firm to receive a loan.
recipients have similar characteristics? In developing countries especially, it is difficult Female-owned firms
to conduct a thorough analysis of whether a female entrepreneur faces discrimina-
tion when applying or obtaining a loan, given the lack of information on variables to
control for in the study.

had on average
0.5 percentage points
higher interest rates
than male-owned firms.

But a study using 2005 data from 34 countries of Western Europe, Eastern Europe
and Central Asia, and East Asia and the Pacific confirmed the hypothesis that women
owned or managed firms are more constrained than men’s firms.>' There were dif- SouiEe e TR,
ferent results depending on the development level of countries. As expected, the and Schafer (2009)
probability of women obtaining loans was higher in more developed countries, and
women had to give less collateral on average.

The differences in financing between male and female entrepreneurs might come from a demand side component. In other
words, female entrepreneurs might demand less financing than men as a result of less personal wealth to use as collateral,
more risk aversion than men to apply for loans, or self-doubt given the low probability of obtaining loans, based on past
experience.” Nevertheless, gender financing discrimination from the supply side might not be only a matter of perception.

6. What are the entry points for private sector intervention?

Women play a central role in business. With the private sector holding the key to 90 percent of jobs, ignoring half the work-
ing age population in these efforts would be detrimental to sustainable employment creation. Successful solutions that aim
to equalize labor market opportunities for men and women are those that ameliorate constraints faced by women workers.
Improving the investment climate through regulatory reform, for example, can bolster enterprise creation efforts while gen-
erating employment opportunities for all. The private sector can play a major role in promoting women as valuable leaders,
productive employees, and dynamic entrepreneurs.

6.1 Promoting women as leaders

There have been numerous studies on the business case for promoting women on boards. Many point to the inclusion of
female directors as having a positive link to a company’s profits and risk management. Other studies are less conclusive.

IFC found that diverse ethical and professional boards are a strong indicator of a well-run company. These companies help
attract and retain investors, create much-needed sustainable jobs, provide steady sources of income for local citizens, and
contribute to tax revenues to help address critical national development needs.

There is agreement that it matters to have the best talent in an age of talent scarcity, and it matters to capitalize on the par-
ticular benefits that women in leadership positions bring to an organization.

The private and public sector have roles to play in advancing women’s board representation. Among the various tools and
mechanisms are: government quotas, targets, disclosure requirements, sponsorship/mentorship programs, research on the
business case, stock-exchange initiatives, and initiatives that were led by men. To date, seven national governments have
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mandated targets for board representation, and eight have set non-mandatory
targets. In some countries, even individual municipalities and provinces have taken
on initiatives toward mandated targets (such as Berlin, Nuremberg, and Quebec).

IFC promotes diversity on boards and, through its programs on corporate gover-
nance, supports training for senior women executives. As of October 2012, 19 per-
cent of IFC nominee board directors are women. IFC aims to increase this share to
about 30 percent by 2015.

6.2 Promoting women as employees

The private sector plays a pivotal role in fostering growth and creating about 90
percent of the jobs in developing countries. Moreover, many sectors that are criti-
cal for economic growth in some of the world’s poorest countries rely heavily on
women employees. As employees, women are a formidable economic force across

A Credit Suisse study
found that companies
that have at least
one woman on the
board were found

to outperform others
in the industry by
26% with shares
climbing faster post
2008 financial crisis.

the world, making up 40 percent of the world’s workforce—yet smart employment
practices that enhance productivity while creating more appropriate working condi-
tions are often overlooked. Promoting adequate employment conditions for women
can be a win-win situation for employers and employees alike; bringing benefits to
business, women, men, and communities. Anecdotally, a variety of approaches that
can result in internal and/or external business benefits have already been adopted
by some companies. These could be implemented more broadly to facilitate the ad-

Source: Leong (2012)

Figure 9.5: Women tend to
be top managers in smaller

vancement of women in the workplace, especially in developing countries. companies
Broadly, two main approaches have been identified to increase participation lev- 25—
els of women employees: (i) create opportunities in sectors or industries that are £. 204
traditionally women-friendly; (ii) increase space for more women workers in male- s g
dominated sectors. Eg 157
SE 10
6.2.1 Traditional sectors *gfg 5,
Expanding employment opportunities for women in traditional sectors means build- E‘*“-’ 01—
ing upon existing processes and structures that have been successful in sectors such 2 E %
as agriculture and apparel. Providing adequate employment opportunities for wom- < g -

en employees in traditional sectors can translate into improved working conditions

and higher productivity. Source: Enterprise Surveys

Agriculture

In Bangladesh, where more than 90 percent of the workforce is unskilled, 400 local women farmers were trained and created
the first Women's Seed Federation. By selling seeds to local buyers, each trained farmer earned $500 more income annually.
In Rwanda, the Clinton Foundation is currently working on stimulating domestic demand for soy. The Foundation has funded
the construction of soy-processing plant in Rwanda with the aim of contracting with local farmers to grow soybeans. As a
result, the project is expected to provide 30,000 farmers in eastern Rwanda—>55 percent are women—with jobs.>?

Mriya Agro Holding in Ukraine began leasing plots from local smallholders and converting them into large-scale commercial
farms. In 1992 Mriya began with just one square kilometer of land, and by 2011 it had nearly $300 million in annual revenue,
selling produce in over 20 countries. Since 2009, Mriya has increased its female workforce by more than double—from 160
workers to 364. Many of these women workers are professional agronomists, lab specialists, and division heads; 24 percent
of women are in top-management positions. Some of Mriya’s unique women-targeted initiatives include separate changing
rooms for women, additional paid vacation days for single mothers, and an annual Women'’s Day celebration with the aim of
creating an inclusive work environment.

Apparel

The textile or apparel sectors can be a lifeline for women in many developing countries. The global brand Levi Strauss (a
partner of the ILO-IFC Better Work program; for more information please see Chapter 10 on Quality of Jobs), maintains that
workers who are loyal, healthy, and well educated are invaluable assets to a company. Levi Strauss experiences show that
an investment in the well-being of workers and their communities translates into a healthy and sustainable workplace.>* At
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Nalt Enterprises, an export garment factory in Vietnam, 85 percent of the workers are women. The company pays the annual
school fees for workers' children and has a government-accredited health clinic that provides free medical care for workers
and their families. As a result of the health and child care provisions, Nalt reports greater employee retention, reduced worker
absenteeism, and overall better relations between employees and management.

6.2.2 Nontraditional sectors

The literature shows that women's participation in nontraditional sectors can increase productivity gains in addition to pro-
moting other business benefits for companies. For example, by introducing a new shift that operated on family-friendly
working hours, Anglo-American was able to increase its equipment and production rates by one hour per truck each day at
Foxleigh in Australia.>®

Based on its experience increasing female participation in nontraditional industries, IFC finds that companies are able to find
new talent, reduce risk levels, and improve overall community impact when local women are hired and integrated. For example,
when the Brazilian construction firm Odebrecht was looking to hire altitude-acclimatized workers for a road project in Peru,
the company didn’t limit the potential talent pool, and included women into the recruitment process. Moreover, supporting
women’s employment can help employers with their branding and image as an “employer of choice.” This is exactly the ap-
proach of Mriya, the Ukrainian agribusiness company. More than one-third of all women recruited by the Ukrainian company
Mriya in 2010 and 2011 were under

28 years old, a clear message that

the company applies its anti-discrimi- Lessons learned from practical experience
nation policy and supports the hiring
of women of child-bearing age. Dur- In Newmont Gold Ghana Limited in the Ahafo region, the share of women

employees during the construction phase was 18 percent. The company wanted

ing the same one-year period, Mri )
g the same one-year period, ya to increase the share of female truck operators from 13 to 35 percent.

jumped 39 places from 74 to 35 on
Ernst & Young's annual survey of uni-
versity graduates ranking Ukraine’s
best employers.>® It is important to
note that these nontraditional indus-
tries, such as chemicals, construction,
and extractives, provide higher in-
comes for women at the micro level
and contribute significantly to strong
economic growth at the macro level.

e Since 2007, Lonmin in South Africa increased female employment by 42
percent, resulting in increased development impact.

¢ In Chile a program was supported to hire female equipment operators in
positions that were only occupied by men and the eleven available positions
were filled.

¢ |IFC's Women in Business program has provided new loans to 2,200 women-
owned SMEs and trained 3,000 women entrepreneurs.
Source: IFC Project Portfolio; IFC (2011).

Chemicals and construction

IFC invested in a Greenfield chemical plant in India in 2008, which was part of a group with more than 2,000 male employees
and no female employees. The project intended to make the new factory a female-employee—friendly plant for hiring women,
even if additional expenses were required (female restrooms, locker and shower facilities, and flexible work schedules). Three
years later in 2011, out of the 630 employees of the new company, 45 were women. Managers have expressed their satisfac-
tion with women’s performance. The demonstrative effects of this project have been great, as other IFC chemical clients in
India have started to adopt similar employment practices. On the other side of the world, anecdotal evidence from the Brazil-
ian construction company Odebrecht, reveals that business performance was enhanced by increasing female employment at
the company. At Odebrecht’s Santo Antonio hydroelectric power plant construction site in Rondonia state, Brazil, a female-led
team with a majority of women workers performed electro-mechanical assembly tasks 35 percent more quickly than teams
with a majority of male workers.>’

Mining

Increasing opportunities for women workers in male-dominated industries such as mining has involved making the case to
client companies to employ women. Evidence from South Africa points to the successful integration of women in the mining
industry after legislative barriers were removed.*® But the benefits are not just seen at the firm level, as communities and firms
benefit from the implementation of inclusive strategies that reduce gender segregation in communities. Business practices

can have lateral positive effects in this way, and are seen to reduce the incidence of diverse social harms (e.g., prostitution,
income inequality, diseases, etc).
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6.3 Help women access finance

Globally, women-owned businesses are well represented in the entrepreneurship
space; yet it is estimated that they only access between 2 and 10 percent of com- Microfinance
mercial bank finance. This holds true in emerging markets, where women-owned Outreach

firms represent 31-38 percent of all small and medium enterprises (SMEs), but have
unmet financial needs close to $300 billion every year. Serving this market not only

IFC is one of the

makes business sense; it is also known to have positive development impacts for leading multilateral
society as a whole by expanding economic growth and job creation. investors in terms
This under-tapped market presents an enormous opportunity for financial institu- of outreach to
tions and other business providers that support women-owned businesses. Research microfinance
indicates that women tend to be loyal customers and cautious investors, in addition institutions, working
to having better loan payback rates. As a result, IFC set itself the goal of ensuring with 150 institutions

that in the coming years, 25 percent of IFC loans provided to SMEs through financial

intermediaries go to women-owned businesses. in more than

. . 60 countries.
IFC's Banking on Women program focuses on country contexts with large numbers

of women entrepreneurs and strong enabling ecosystems for SMEs. IFC works in As of December 2010,
the space between financial institutions and women entrepreneurs, and uses its in- IFC’s investee clients
vestment capital to help institgtionsT profita.bly expand their pgrtfolips while helpihg had an outstanding
entrepreneurs strengthen their business with new forms of financing. Community .

banks, cooperatives, chambers of commerce, and regulators are used as nontradi- po_rt'_fOIIO o_f nearly
tional models for increasing the reach to women entrepreneurs in need of finance. 8 million microloans,

A concrete example of this work in action is IFC's $30 million investment in Garanti- worth nearly

Romania, of which half is earmarked for women-owned businesses. This investment $12.6 billion.
allows the financing of at least 300 women-owned businesses by year-end 2015, and

. . . . e ) Source: IFC Portfolio
Garanti-Romania’s SME portfolio will reach up to $1.4 billion in outstanding loans.>

Again, the interconnected nature of different constraints also applies to the solutions
to ameliorate or remove barriers for women'’s full and productive participation in the
labor market. An improved investment climate means small and micro enterprises
can enter the formal sector; this bolsters enterprise- creation efforts by budding
women businesswomen, and also generates employment opportunities for all.

7. Conclusion
Recommendations for policymakers and governments
e Ensure that legislation provides equally opportunities for women and men.

e \Where legislation is gender-neutral, ensure that nondiscrimination is actually practiced, especially in times of reces-
sion and recovery when backsliding or lack of enforcement may occur.

e Scale up efforts to increase the participation of women in the labor force and to ensure that women and men receive
the same gains from their respective economic activities.

e If there is low female participation in the labor force, reduce or remove the barriers to entry.

e If the problem is more about fairness or equality of employment, rather than equal opportunity to enter gainful
employment, go beyond standard labor market interventions and try a more innovative policy approach, tailored to
the unique constraints of working women.

Recommendations for academia
e Conduct more research on how gender diversity positively contributes to business performance.
e Develop more fully the business case for hiring women.

e Collect more data disaggregated by gender, which will be helpful for further research.
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Recommendations for IFC and other development finance institutions

e There is great scope to act as a thought leader in this area, especially if the demonstration effects of your actions
are large.

e Unique approaches to more fully incorporating women into the labor market have the highest likelihood of success
because they can be tailored to fill the spaces where opportunities exist. For example, in Tunisia, the Inter-Arab mi-
crofinance institution is supporting economic recovery in the country after its political transition, by reaching out to
micro, small, and medium enterprises.

e Continue to work on encouraging financial institutions around the world to provide finance to women-run SMEs,
and help connect these SMEs to sources of finance and capital.

e Connect women workers in some of the poorest countries to global markets and the opportunities they present.
e Continue to create space for women to enter nontraditional industries and sectors, and into leadership positions.
Recommendations for the private sector

e Help facilitate the transition of women from the public sector, where they are concentrated in large numbers, into
formal private sector activities.

e Strive to include women in the formal labor force, which has positive effects in the form of increased productivity,
more flexibility, access to new markets, and in some cases expansion of the customer base.

® Increase the number of opportunities for women to work in traditionally women-friendly sectors or fields, and incor-
porate them in male-dominated sectors where their value-added can be fully maximized.
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QUALITY OF JOBS

“If you were to ask me, from all the world polling Gallup has done for more than 75 years, what would fix

the world—what would suddenly create worldwide peace, global well-being, and the next extraordinary advance-

ments in human development, | would say the immediate appearance of 1.8 billion jobs—formal jobs. .. This raises an

important distinction—not only do we need to create more jobs, we need to increase the number of good jobs.”
—Jim Clifton, Chairman and CEO of Gallup

It is not just the number of jobs created that counts; quality matters. The quality of jobs matters not only for the worker who
receives fair wages on time, or the worker who has the correct protective mask—quality jobs are important for all workers
and their families, everywhere. This is because a job is a critical pathway out of poverty for most people. Jobs that are good
for development contribute to fundamental changes in society by raising living standards and improving social cohesion and
productivity. Such societies are conducive to a healthy business environment, which
in turn creates good jobs. Furthermore, quality jobs are most effective at maximizing
companies’ productivity and efficiency. The emerging business case for compliance
with labor standards finds increased profits, sustainable growth, and new market
opportunities for compliant firms. Furthermore, compliance improves worker pro- More than half the
ductivity, thch results in increased /oya/ty' and low t.ur.no'ver rates, collaborative people at work in
team dynamics, and reduced workplace accidents and injuries. . .
developing countries

are not wage earners.
This highlights the role

Did you know?

Companies have noticeably shifted their focus in the past decade from the desirability
of various labor requlations to their effectiveness. Corporate social responsibility ini-
tiatives picked up speed in the late 1990s as a response to new challenges presented

by economic globalization. This shift has been in part a response to demand-side of the private
pressures, with knowledgeable and socially conscious clients and customers increas- sector to create
ingly considering the environmental and social practices of companies when con- more formal jobs that
ducting business or buying new products. tend to offer better
The most effective way to improve the quality of jobs is a combination of monitor- wages and working
ing and tackling the root causes of poor working conditions. Policy- makers and the conditions.

private sector need to act now to ensure the availability of good jobs in the global
labor market at a time when they are needed most.

1. What is a ‘good job'?

A mid-level business manager in Tokyo. A drycleaner in Hamburg. A lady who sells lunches outside factories in Phnom Penh.
What does a “good job” mean to these workers?

Despite many longitudinal studies and large-scale national surveys,' there has been relatively little exploration of cross-section-
al variation in job satisfaction within large socio-economic groups.? In short, the definition of a “good job” depends on whom
you ask. The question is part of a large and growing debate about globalization and working conditions, where there is the
realization that not all jobs are good jobs.? Formal private sector jobs tend to offer better wages and working conditions than
those found in the informal sector.
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When it comes to defining and creating good jobs, many of the metrics commonly used relate to wage employment. How-
ever, good jobs can have different meanings, depending on the context. Workers have identified various dimensions of job
quality in addition to income, including positive working relations between supervisors and workers, the implementation of
occupational, safety and health (OSH) policies, opportunities for career advancement, and flexibility regarding doctors and
sick leave.*

Because jobs provide earnings, and often also access to benefits and insurance, they are often the source of broader life
satisfaction. Development in large part consists of increasing the positive direct effects of jobs on individuals.®

Interestingly enough, simply having a job does not guarantee high levels of life satisfaction. A study in Vietnam finds work-
ers with higher life satisfaction are more likely to perceive working conditions as good, are not concerned with verbal abuse,
have treatment facilities at work for headaches and minor injuries at their workplace, and have received training in the last
6 months. Interestingly, there was no statistically significant finding related to wage levels.® Factors related to job security are
more important than income in some other studies that found levels of earnings variability, job instability, or health and safety
concerns affect a person’s well-being.”

For our purposes, we will use the definition of a good job elaborated in the IFC Performance Standard 2 (PS2) on Labor and
Working Conditions. IFC PS2 addresses labor and working conditions, and recognizes that the pursuit of economic growth
through employment creation and income generation should be accompanied by protection of the fundamental rights of
workers. This understanding is situated in the broader framework of systems-level transformations outlined in the World
Development Report (WDR) 2013: Jobs—namely, that good jobs for development are those that do more to support three
fundamental transformations in society: social cohesion, living standards, and productivity. (See Figure 10.1.)

The connection between good jobs
for development and social cohe-
sion is clear. One need only look at
recent events—from the uprisings

Figure 10.1: Good jobs for development

DEVELOPMENT

LIVING STANDARDS

PRODUCTIVITY

SOCIAL COHESION

Jobs for the poor

Jobs that empower
women

Jobs that do not shift
burden to others

Jobs in functional cities

Jobs connected to global
markets

Jobs that are
environmentally benign

Jobs that give a sense of
fairness

Jobs that link to networks

Jobs that shape social
identity

in the MENA region to the riots in
London—to see that jobs are how
people earn their living by making
use of their potential and energy as
human beings.®

With regard to living standards, it

has been established in earlier chap-
ters that a job is a pathway out of
poverty. But we must also ask: how
are the gains from growth distrib-
uted? And how can they contribute
to even higher growth? There is also
a need to go beyond growth models to some extent, as jobs affect social outcomes through non-market interactions in
households.® Potential positive economic and social spillovers from the creation of quality jobs include increased house-
hold investments in schooling or health, opportunities for investment, skills development, sustainable livelihoods, and better
resource allocation.

JOBS

Source: World Development Report (WDR) 2013: Jobs.

Having said this, the nature of the jobs with the highest development impact does vary across countries, depending on their
phase of development, their endowments, and their institutional features.'® With regard to institutional features, it appears
that the productivity-enhancing role of social protection depends on three key characteristics: sound system design, efficient
administration, and good governance."

Many IFC interventions are targeted at the firm level, where all investments have to be compliant with IFC Performance Stan-
dard 2 on Labor and Working Conditions. It is through the creation of good jobs at the firm level that positive macro-level
transformation can take place within the society and economy. Quality jobs at the firm level help contribute to the creation
of global public goods such as respect for rights, increased levels of trust, human capital, gender equality, poverty reduction,
and peace. Good societies are conducive to creating a healthy business environment, which in turn creates a virtuous cycle
of good job creation.
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1.1 IFC's Performance Standard 2 on Labor and Working Conditions

The requirements of IFC Performance Standard 2 (PS-2, see Box 10.1) have in part been guided by a number of international
conventions and instruments, including the International Labour Organization (ILO) and the United Nations (UN). The cross-
cutting themes of PS-2 are reflected in the ILO’s Decent Work Agenda (see Box 10.2), which takes into account both the
guantity and the quality of jobs created.

IFC's Performance Standards are practical. It is for this reason that they have become globally recognized as a benchmark for
environmental and social risk management in the private sector.

The wide applicability of the Per-
formance Standards and grounded
in the understanding that manage-
ment systems are a key entry point
and crucial driver for continual im-
provement and ongoing labor stan-
dards performance in the supply
* To promote the fair treatment, non-discrimination, and equal opportunity chain. These management systems

for workers also serve as the foundation upon
which corporate social responsibility
is integrated into a company’s core
business activities."

Box 10.1: IFC Performance Standard 2 (PS-2)

PS-2 recognizes that the pursuit of economic growth through employment
creation and income generation should be balanced with protection of basic
rights for workers.

Objectives:

e To establish, maintain, and improve the worker-management relationship
e To promote compliance with national employment and labor laws

¢ To protect workers, including vulnerable categories of workers such as h i< 3| it
children, migrant workers engaged by third parties, and workers in the There is also an awareness built into
client’s supply chain the Performance Standards of the

multilayered structure of employ-
ment configurations. To this end,
the type of employment relation-
ship between client and worker
defines the scope of application
of PS2. This includes the following
three types of workers: direct workers (those who are directly engaged by the client), contracted workers (those who are
engaged through third parties to perform work related to core business processes of the project for a substantial duration),
and supply chain workers (those who are engaged by the client’s primary suppliers). This way, everyone is held accountable
at various stages of the process.

e To promote safe and healthy working conditions, and the health of workers

¢ To avoid the use of forced labor
Source: IFC (2012a)

Most countries in which IFC invests have already ratified ILO conventions, which means their business activities should already
be in compliance with local and international law, though this might not always be the case in practice. The Performance
Standards express a strategic commitment to sustainable development and are an integral approach to IFC’s risk manage-
ment. IFC Performance Standards apply during the environmental and social risks and impacts identification process of an
investment deal, as well as subsequently during supervision.'

Box 10.2: Four pillars of ILO’s Decent Work Agenda, with gender equality as cross-cutting theme

1. Job Creation: Generating opportunities for investment, entrepreneurship, skills development, job creation, and
sustainable livelihoods

2. Rights at Work: Recognizing and respecting the rights of all workers, particularly disadvantaged or poor workers who
need representation and laws that work for their interests.

3. Social Protection: Promoting both inclusion and productivity by ensuring that women and men enjoy working condi-
tions that are safe, allow adequate free time and rest, take into account family and social values, provide for adequate
compensation in case of lost or reduced income, and permit access to adequate health care.

4. Social Dialogue: Involving strong and independent workers’ and employers’ organizations is central to increasing
productivity, avoiding disputes at work, and building cohesive societies.

(ILO 2012)

An example of the application of PS2 with regard to contracted workers can be found in the story about IFC’s client, Antea
Cement in Albania.
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1.2 Successful incorporation of PS2 requirements: The case study of Antea Cement

IFC provided 29.4 million in financing to Antea Cement in late 2008 to help the company build and operate a blended-
cement plant with a capacity of 1.3 million tons in Albania. This project is a good example of interagency collaboration be-
tween IFC and the European Bank for Reconstruction and Development (EBRD), a successful foreign direct investment (FDI)
in Albania by a Greek company that was contracting Chinese workers, and the successful inclusion of PS2 requirements in
firm-level agreements and activities. Antea used IFC and EBRD financing to construct the plant, resulting in the creation of
300 jobs and an additional 500 indirect jobs.

CBMI Construction Company, a member of the Chinese Sinoma Group, had the contract to design, construct, and set up the
plant. At the peak of the construction period, CBMI planned to hire approximately 800 Chinese workers and wanted to build
worker accommodations for them on site. The risk assessment for labor was included in the Environmental & Social Impact
Assessment process. In addition, the development and implementation of human resource policies and procedures were in
line with the requirements of PS2. Antea included specific PS2 requirements as clauses into the actual contractual agreement
with CBMI and other contractors that it employed. The monitoring program for contractors, including internal and external
audits, took place as planned and Antea was able to meet, and be audited against, the widely known Social Accountability
(SA8000) standard.'

Convincing the sponsor of the importance of managing labor and working conditions with their contractors was difficult at
the beginning of the process. But after two years of implementation, the Titan Group and the Sinoma Group are presenting
the Antea project as a case example of best practice. The benefits of such cooperation between companies included on-time
and on-budget completion of the project, zero accidents, best practice on contractor managements, and improvement of la-
bor and working conditions at Sinoma that will create opportunities for them in new European and North American markets.

2. The Equator Principles

IFC's experience as the largest development finance institution working on the private sector was critical in developing PS2
and making it practical. It is not just an exercise of standards for standards’ sake, but one of developing standards that are
useful, practical, and help financial institutions and their clients manage risks. The
evidence of this is that the Equator Principles (EPs), which are based on IFC Perfor-
mance Standards, have been adopted by a large number of financial institutions.

When we talk about

A credit risk management framework for determining, assessing, and managing en- labor standards

vironmental and social risk in project finance transactions, the EPs are applied in cases

where total project capital costs are greater than US$10 million. Project Finance is
often used to fund the development and construction of major infrastructure and
industrial projects, where the EPs are intended to provide a minimum standard for
due diligence to support responsible risk decision-making.

Currently, 77 adopting financial institutions (74 Equator Principles Financial Institu-
tions [EPFIs] and 3 Associates) in 32 countries have officially adopted the EPs, cover-
ing over 70 percent of international project finance debt in emerging markets. In this
way, the EPs are an example of IFC operating as a thought leader in this space. IFC
actions can have potentially large demonstration effects, as the EPs have become
the industry standard for environmental and social risk management and financial
institutions, clients/project sponsors, and other financial institutions. Some industry
bodies even refer to the EPs as good practice. Furthermore, multilateral development
banks, including the EBRD, and export credit agencies through the OECD Common
Approaches, are increasingly drawing on the EPs in their work.

performance in
a company or its
supply chain, we

are really talking
about human rights
and labor rights in
the workplace.

- IFC Performance
Standard 2 Handbook

3. Why should the private sector care about creating good jobs?

At the heart of this discussion is a question about incentives. Conventional wisdom tells us that businesses sometimes con-
sider compliance with labor standards costly. For example, firms are often leery of revamped human resource (HR) policies.
However, changes in HR practices are viewed in the literature as another aspect of production technology'® similar to shop-
floor production technologies and may improve firm productivity, performance, and survival.” This is just one example of the
growing business case for improvements in labor standards compliance.
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There has been a noticeable shift in the past decade or so, a relatively short time in
the policy world,™ from the relative desirability of various labor regulations to their
efficacy. “Corporate Social Responsibility” (CSR) initiatives picked up speed in the
late 1990s as a response to new challenges presented by economic globalization.' Global supply
Particular attention was paid to the monitoring of complex global supply chains, chains demand
where there was a perceived “race to the bottom” by unscrupulous employers who good jobs.
were taking advantage of workers in faraway low-income countries.?’ As has been
mentioned throughout the report, global supply chains and distribution networks
tend be where the most jobs are created. It is also in these supply chains that the
largest poverty reduction impacts can be seen. It is for this reason that global supply
chains demand good jobs.?!

This shift has been, in part, a response to demand-side pressures from customers. Knowledgeable and socially conscious
clients and customers increasingly consider the environmental and social (E&S) practices of companies when conducting
business or buying new products. Evidence on consumer behavior from experiments conducted in a major retail store in New
York City in 2005 found that sales increased for items labeled as being made under good labor standards, and demand for
the labeled products actually increased in spite of price increases of 10-20 percent above pre-test (unlabeled) levels.?? Studies
like these reveal a strong latent consumer demand for improved labor standards. So it matters to brands whether a supplier
factory is providing protecting equipment to workers on their assembly line, it matters to customers whether a cotton shirt
sold at a famous brand store was made by a child. These considerations have led businesses to consider their social license to
operate. It also means targeting markets where consumers care.

This demand-side pull eventually translates into greater understanding by suppliers that there are benefits to providing good
working conditions.?* Emerging evidence from a variety of industries in different countries points to the productivity-enhanc-
ing improvements of labor standards compliance as it fosters collaborative team dynamics, increases worker loyalty, and re-
duces workplace accidents and injuries.?* In addition, the ability to recruit and retain
workers has been shown to have major payoffs for compliant firms. In a study of the
garment industry in Laos, an analysis was conducted to understand why the sector

remained stuck in a suboptimal equilibrium of low productivity. The study found that “Without worker’s
workers' lack of understanding of their contractual obligations, difficulty transition- rights, profitability
ing from rural to urban areas, and excessive overtime working hours were the main is at risk”
culprits.?> Furthermore, access to new markets and to different forms of financing

was cited as an endogenous benefit to firms that are seeing the value of creating - Hannah Jones, VP, Nike Inc.
quality jobs.

What interventions work best? The answer is a combination of monitoring and tack-
ling root causes of poor working conditions. A root cause intervention such as en-
abling suppliers to better schedule their work with an eye toward improving quality

and efficiency has been seen to improve working conditions considerably.?® A forth- Productivity-

coming study from Vietnam finds that firms that pay as promised and do not engage enhancing

in verbal and physical abuse to elicit work effort earn higher profits than their peers improvements

that do not.?’ It seems these two factors together lead workers to be more produc-

. ; . . . e due to labor

tive, as they believe their work adds value, and trust they will get a piece of the pie. .

Building the business case with examples like these involve normative considerations standards compliance

that are harder to quantify. include collaborative

. . o team dynamics,

4. How the private sector can improve labor conditions increased worker
in distribution networks and global supply chains loyalty, lower

It is trickier to track labor conditions in the distribution networks or supply chains turnover and

associated with formal sector companies. But two examples, one at the firm level reduced workplace

and the other at the industry level, show the potential to positively affect change in
distribution networks and supply chains as well as their respective industries.

accidents and
injuries.
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4.1 At the industry level: The ILO -IFC Better Work program and model

Better Work, a partnership program between the IFC and the ILO, combines IFC expertise in private sector development and
firm competitiveness with the ILO’s knowledge of labor standards and working conditions. The program was launched in Feb-
ruary 2007 with the goal of improving compliance with labor standards and competitiveness in global apparel supply chains.
Better Work involves both the development of global tools and the implementation of country-level services, with a focus on
scalable and sustainable solutions that build cooperation between governments, employers’ and workers’ organizations, and
international buyers.

Better Work supports enterprises in implementing the ILO core international labor standards and national labor law. The
underlying premise is that compliance with labor standards in global supply chains matters: improving the lives of workers
can go hand in hand with success in industry. The Better Work strategy is a mix of practical workplace assessment and im-
provement activities with effective stakeholder engagement. Currently, the program operates in seven countries: Cambodia,
Jordan, Haiti, Vietnam, Indonesia, Lesotho, and Nicaragua.

How does the program work? Better Work operates around three core services: assessment, advisory services, and training.
Assessments establish a baseline of compliance with national labor law and ILO core labor standards. This information is then
shared with factory management and their often brand-name customers. Better Work then provides advisory service to help
factories make improvements through worker-management dialogue, in addition to other ongoing technical advice and in-
puts. The training services provide a deeper level of instruction in key areas needed by each factory, based on its compliance
levels. (See Figure 10.2.)

The incentive structures are at the heart of Better Work’s success story. On one hand, buyers that are global brands like Hanes,
Levi Strauss, and Nike are motivated to work with the ILO and IFC on their supply chains as part of their CSR practices. On the
other, factories are incentivized to comply with labor standards in order to keep their business relationship with buyers. The
strategy is really to leverage buyers’
interests in protecting their reputa-
tions to get factories to work on
institutional change—long-term sus-
tainable change. An added incentive
is the reduction of costs by avoiding

multiple labor audits, which can be W&RT'%‘S
expensive and time consuming for MEETINGS
factories. Over time, Better Work has
shifted from the role of an external
observer to a vested partner. At the
end of the day, improving worker-
management relationships is the real
sweet spot, and it is the main mecha-
nism that Better Work utilizes.

Figure 10.2: Better Work program factory level services

The Better Work Impact Assessment
Study conducted by Tufts University
surveyed 80 factories—30 workers
and 4 managers per factory. The
research team found that employ-
ment in factories visited twice, 12
firms total, expanded by 165 per- -
cent between 2010 and 2011. Half ACTIVITIES
the factories visited twice added
production activities in washing,
dying, printing, and appliqué, and
added jackets and suits to their
product lines. In addition, the facto-
ries saw a significant increase in the
number of nearby competitors.

IMPROVEMENT IMPROVEMENT
ACTIVITIES ACTIVITIES

INTERNAL
ASSESSMENT IMPROVEMENT
ACTIVITIES

PICC: Performance Improvement Consultative Committee

FIRST YEAR CYCLE

Source: Better Work (2012).
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Surveyed factories reported innova-
tions in production systems, super-
visory skills and training, the pay
package, grievance procedures, and
worker committees. Furthermore,
worker-management relations
have improved. After one year of
participating in Better Work Viet-
nam, factory managers changed
their perceptions about workers—
mainly through management dia-
logue. Unsure or negative initially,
factory managers responding to
the second round of the same sur-
vey unanimously regarded worker
committees as somewhat effective
or very effective in resolving prob-
lems within the factory.

Box 10.3: The business case for compliance: Better Factories
Cambodia (BFC)

The Better Factories project in Cambodia (BFC) started in 2001 and was the pre-
decessor of “Better Work.” At that time, a bilateral trade agreement between
the US and Cambodia offered expanded market access to the US, subject to
Cambodian apparel industry compliance with workers’ rights.

In 2005, two factors changed the set of incentives faced by Cambodian firms.
First, the bilateral trade agreement was made obsolete by the end of the global
quota regime. Second, BFC was no longer naming factories that were noncompli-
ant. After these two events, compliance did not decline. In fact, it increased as
employment, exports, and factories grew. Evidence from BFC shows that overall
compliance is high and has increased consistently (>80 percent) in the Cambo-
dian apparel industry. This is a notable example of the business case for compli-
ance, as factories did not appear to find compliance overly costly or burdensome.

Source: Brown et al. (2011).

4.2 At the firm level: The Mindanao Banana Project in the Philippines®

In June 2008, IFC Advisory Services in the Philippines launched the Mindanao Banana Project. In acknowledgement of the
growing importance of the outgrowers in the supply chain and the challenges that they face, the Agribusiness Linkages Proj-
ect focused on helping outgrowers comply with certification standards and acquire business management skills. The objec-

tive was to strengthen the position of outgrowers in the value chain and ensure the
sustainability of the Cavendish banana sector in the Philippines.

Large banana exporters in the Philippines®® source 50 percent of their bananas from
outgrowers, thanks to the implementation of the Comprehensive Agrarian Reform
Program (CARP), which mandated land acquisition and distribution to small farmers.
As a result, corporate-managed farms are increasingly turned over to outgrowers
under CARP.

However, for some export markets like Japan, the quality of the bananas did not
meet premium market requirements. This was due to a variety of factors, including
poorly managed financial and organizational structures, operational inefficiencies,
and lack of information and compliance with social and environmental standards.

The IFC project intended to address the systemic problems of low productivity, poor
business management, and poor compliance with environmental and social stan-
dards associated with outgrowers. In particular, the project was designed to help
outgrowers achieve Rainforest Alliance (RA) certification and acquire management
skills to enable them to supply RA-certified bananas to the Japanese premium mar-
ket through Unifrutti Services Inc. (USI). The resulting impact of the project was im-
proved outgrower income and increased revenue for the lead firm, USI. A win-win
situation for all.

The project has resulted in an increased number of certified farms that are imple-
menting high environmental and social standards. It has helped farmers to grow ba-
nanas in a sustainable and environmentally friendly way, and outgrowers to manage
their business activities more effectively. The project also increased gender-sensitivity
in the banana outgrowers community.

Finally, the project provided job opportunities®' and built the capacities of local RA
auditors, who are now preparing to work with RA international auditors in evaluat-
ing farms and ensuring they meet the RA standards.

136

That’s Bananas!

Cavendish bananas
contribute significantly
to the Philippine
economy. Philippine
exports of Cavendish
bananas in 2007 were
recorded at 148 million
boxes valued at USD 410
million. These exports
went primarily to Asia
and the Middle East,
with Japan having
around 39 percent of
export volume. Other
major markets include
Iran, Korea, Taiwan,
the United Arab
Emirates and China.

-Pilipino Banana Growers and
Exporters Association




A good understanding of intended beneficiaries is key. In this project, it became clear that the reason cooperatives have poor-
er management and financial structures (some of the outgrower cooperatives were operating at a loss in some years) was in
part because of the cooperatives leaders’ lack of political will to implement sound rules and regulations, for fear of not getting
reelected. In some cases, the leaders’ unwillingness to implement the required changes is also self-serving, since they are also
members, and do not want to be restricted by the rules that they have imposed.One advantage of working with a coopera-
tive is that the benefits are highly dispersed, with each member benefiting from increased savings or improved productivity.

Other advantages from improved labor standards can be seen in documented examples from China to Turkey (see Table 10.1)
which include decreased worker turnover and saved working time from a reduction in accidents.

Table 10.1: Benefits from Improved Labor Standards; Documented Examples

China Annual worker turnover decreased from 78 to 32 percent in three years
Chai Da/Ying Xie

Cambodia Product Rejection rate reduced by 44 percent overall

A factory in ILO Better Factories program

Turkey 37 percent decrease in lost time from accidents and sickness

Yesim

Turkey Received 2.5 percent larger discount on insurance premiums for casualty and goods in transit
Topkapi

India Worker turnover reduced from 75 percent to 35 percent

Esstee

Source: IFC and Social Accountability International (SAl), 2010

5. Conclusion

IFC's Performance Standard 2, which in part has been guided by core labor standards of ILO and key United Nations conven-
tions, defines what constitutes a “good job“: A job that guarantees workers’ fundemental rights while paying them a decent
and fair wage. The Equator Principles illustrate the wide applicability of Performance Standard 2 on global project finance
in developing countries. The case study of Antea Cement in Albania shows how the standard can be incorporated into con-
tractual agreements with positive business results and increased access to new markets. The Equator Principles also point to
the importance of better management practices as a key entry point and driver for businesses to maintain and even improve
their compliance with labor standards, especially in their supply chain. Evidence from Better Work and the Mindanao banana
project corroborate this finding at the industry and company level, respectively.

These case studies provide evidence that interagency cooperation is very valuable in projects that aim to improve working
conditions around the world. This can be seen in both the Mindanao Banana project and the ILO-IFC partnership program,
Better Work. Such interagency knowledge sharing and collaboration seem to have major payoffs for key beneficiaries who
are able to take advantage of each institution’s respective strengths.

The emerging business case for quality jobs points to the endogenous benefits for companies: higher productivity, increased
profits, and access to new clients and consumers. There also is evidence that compliant firms are more likely to survive finan-
cial crises. In our current political and economic environment, job creation is a key focus of academic institutions, international
development agencies and governments alike. Not just any jobs, but jobs that are good for development and that contribute
to higher global living standards, social cohesion, and productivity.
Recommendations for policymakers and governments

e Sign core ILO and relevant UN conventions if they have not been signed.

e Encourage private businesses to adhere to national and international labor laws.

e Start at home, and use the public sector as a model of good working conditions.

¢ Recognize that quality jobs translate into the creation of public goods such as respect for rights, increased levels of trust, human
capital, gender equality, poverty reduction, and peace.
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Recommendations for the private sector

¢ Improve occupational, safety, and health conditions in your workplace. While this may entail some upfront costs, these im-
provements enhance productivity and efficiency in the long run.

e Comply with labor laws, since compliance has been shown to increase both worker productivity and loyalty, and therefore also
reduce worker turnover and costly retraining of staff. In addition, compliance opens up access to new markets.

¢ There is also emerging evidence that compliance helps protect a firm from external shocks such as financial crises or the termi-

nation of international trade agreements.

Recommendations for academia

e Conduct more research on the business case for compliance with labor standards.

Recommendations for IFC and other development institutions

e Ensure adequate working conditions for direct workers and—where applicable—for contractors and workers in the supply
chain, for example by using the Equator Principles as a reference point.

e Talk to countries or clients about the value of good working conditions for the individual, society, and economy.

e Form partnerships with other development institutions whose goal is to improve working conditions.
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CHAPTER 1

CONCLUSIONS AND IMPLICATIONS

1. Jobs, an urgent challenge

The world is facing an enormous jobs challenge, a challenge that is twofold. First, 600 million jobs must be created by
2020. Second, in a context where informality and working poverty are still widespread, future jobs must be quality jobs.
The importance and urgency of this challenge cannot be overstated, as jobs are an integral part of the development of
countries. Not only do they contribute to boosting living standards, productivity, and social cohesion, but they also are the
main path out of poverty.

The private sector, which provides about nine out of 10 jobs in developing countries, holds the answer to this challenge.
Therefore, it is crucial to understand the constraints that prevent companies from growing and generating jobs. The public
sector must help build an environment where these obstacles are removed or minimized.

This report addressed this crucial issue by identifying and exploring the most binding constraints to growth and job creation.
First, it presented employment trends in the developing world and discussed methods to estimate the impact of private sec-
tor development on jobs. Next, the study considered in detail four constraints: a poor investment climate, inadequate infra-
structure, lack of access to finance, and insufficient skills and training. In particular, the report explored the effects of these
constraints and of policies to remove them, on job creation, while identifying the circumstances under which these policies
are likely to work and providing some estimates of the employment-generation effects. The study also discussed three cross-
cutting themes, namely gender, quality of jobs, and youth employment. Other factors that affect job creation, such as the
macroeconomic environment or social safety nets, were not analyzed because they are typically beyond the scope of what the
private sector or development finance institutions oriented toward the private sector can address.

This report complements, and has been prepared in collaboration with, the World Bank Group’s World Development Report
2013 on jobs.

2. Opportunities for job creation

This report provided evidence and advice about the job-creation effects of removing the main obstacles to companies’
operations. It also identified the specific types of interventions that are most successful and discussed tools to measure
these effects.

Establishing a friendly investment climate is the starting point for promoting job creation by the private sector.
Cumbersome and costly regulations prevent firms from operating and growing in the formal sector. The report
found that investment climate reforms were more effective when multiple barriers were tackled simultaneously. However,
multi-reform programs require sufficient information and the ability of regulatory institutions to make sound policy deci-
sions and coordinate among themselves. Certain stand-alone reforms—such as those affecting business entry, taxation,
competition, and secured transactions—have demonstrated a positive impact on growth and jobs. For example, a study
explored the link between tax rates and foreign direct investment, illustrating how investment-promotion efforts could
proactively influence investors’ decisions. Many countries also use targeted investment climate tools, such as creating a
special economic zone or improving regulations in a specific industry.
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The report explored the issue of informality, because informal jobs are often associated with poverty the last resort for vulner-
able groups, such as the poor, the low-skilled, and women. An unfriendly investment climate, in the form of cumbersome
regulations and weak enforcement, generally results in a large informal sector. Easing regulatory costs and constraints helps
persuade businesses to formalize, but some informal entrepreneurs may prefer moving to wage-earning jobs if given the
chance. In addition, one study suggests that modest increases in the perceived benefits of operating formally could per-
suade informal firms to formalize. Another lesson was that formalization and job creation would very likely require reform of
business-entry regulations combined with other efforts, such as tax reform.

For most infrastructure projects such as roads, policymakers often consider only the jobs associated with con-
struction, but the report found that the improved services that result from the new infrastructure can generate
far larger numbers of jobs. Access to good reliable infrastructure is a big problem for companies, especially reliable elec-
tricity supply in low-income economies and transportation. Therefore, eliminating infrastructure bottlenecks can generate
substantial economic activity and jobs. Sufficient infrastructure also helps reduce poverty by extending economic opportuni-
ties to broader populations and by facilitating access to basic services. For example, rehabilitated roads can provide nonfarm
job opportunities in rural areas. Infrastructure also plays a key role in the process of urbanization and in building functional
cities. The study noted that the private sector is playing an increasing role in providing infrastructure, especially in telecommu-
nications, where private businesses have contributed to a rapid expansion of mobile phone technologies in recent decades.
Because improved services can have the biggest employment effects, policies based on the short-term job creation of infra-
structure projects can be misguided. Labor-intensive technologies and construction methods that maximize short-term job
creation might not be optimal to promote long-term growth and employment. However, it is difficult to estimate job creation
via growth effects, because this requires long time horizons and the effects can be geographically dispersed.

There are several ways to improve private companies’ access to finance and financial services, and the best op-
tion may depend on the degree of development of the local financial sector. As expected, studies confirm that access
to finance is associated with employment growth, although it is difficult to quantify this link. Access to finance supports job
creation by facilitating entrepreneurship and by giving businesses the means to operate and expand their activities, and it
also generates jobs through indirect effects among firms’ suppliers and distributors. Financing helps reduce poverty, not only
by creating jobs but also by reaching unserved and underserved individuals and companies. In addition, microfinance helps
individuals become self-employed.

Providing access to finance for small and medium enterprises would generate the largest employment effects, at least in the
short term, since these companies are the most credit-constrained and are the main formal employers in developing countries.
IFC projects in Ghana and Jordan provided evidence of this. IFC investments via financial institutions had larger employment
effects than when we invested directly in businesses, because local financial institutions had a more varied portfolio of clients,
including small labor-intensive firms. However, direct investments in large companies can have stronger effects on productivity.

Governmental support is a necessary component of several potential programs that can improve access to finance and lead
to job creation. These programs include reforming financial regulations to strengthen the sector, directing loans to profitable
firms, building a strong financial infrastructure to diminish risk management costs for financial institutions, promoting bank
competition, and increasing funding and providing advice to un-served and underserved firms. Policies must be adapted to
the specific needs of each country. In countries where the private sector lacks sufficient credit, simply providing more credit
can have the biggest impact, as long as the financial sector is strong and properly supervised. In countries with intermediate
credit levels, efforts should be geared toward high-growth SMEs and un-served groups. Where credit is already available, con-
structing a balanced and inclusive financial sector and targeting un-served or under-served groups such as SMEs or women
entrepreneurs should be the objective, along with appropriate supervision and regulation to avoid the risk of overheating the
economy or creating credit bubbles.

There are not enough workers for high-skilled jobs, not enough jobs for low-skilled workers, and not enough
skilled business owners and managers. Technology and productivity trends are producing a shortage of high-skilled work-
ers for larger companies in higher-income countries. In addition, with about 45 million job seekers entering the labor force
every year,' their chances of findings jobs are not favorable unless they acquire the right skills, which increases the surplus of
low-skilled workers both in developed and developing economies. Meanwhile, many business owners and managers lack the
skills required to operate and grow their enterprises, which also limits the potential for their firms to create more jobs.
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3. Jobs and beyond: transformational jobs

The report showed that some reforms or programs and the jobs created as a result can have a transformational
impact on an economy. Successful programs and projects can reduce poverty, increase competition, strengthen networks
of local suppliers and distributors, improve working conditions, decrease the difference between the number of economically
active women and men, and serve as a model for others to follow.

The clearest example of transformation, common to a series of micro-case studies in agribusiness and manufacturing, is the
strengthening of local suppliers and distributors and the significant effect this can have on reducing poverty. The cases show
that IFC programs help generate indirect jobs, by building the local supply and distribution chains. Furthermore, most of these
indirect jobs are low-skilled and in rural areas, thus have the potential to reduce poverty.

There are other examples of significant impact. By investing in a microfinance institution in Afghanistan, IFC helped not only
to support about 1,000 direct jobs, but also to formalize the sector, improve regulations, and increase local bank competi-
tion. Similarly, infrastructure investments such as making information and communication technology more widely available
can increase productivity throughout an economy. Improving the quality of jobs and working conditions also can make a
huge difference. Although companies traditionally view compliance with labor standards mainly as cost, the report provided
evidence that such compliance can improve business performance in two ways. First, compliant firms might benefit from
increased demand for their products by socially conscious clients and customers. Second, labor standards can improve worker
productivity by fostering collaboration and loyalty and by reducing the number of accidents and injuries. An assessment of
the Better Work program appears to confirm that job creation and better working conditions can go hand in hand. Still, more
data and studies are needed in this field.

Therefore, it is not just the number of jobs that counts, but also their broader impact on the economy. The country case stud-
ies provided further insights. There can be a trade-off between the number of jobs created and the value-added per job, and
what portion of the value-added goes to workers depends on the country and company. Similarly, IFC investments through
financial intermediaries support more jobs than direct investments into real sector companies. However, direct investments
can have a bigger transformational impact, because they help companies move to higher value-added activities or serve as
successful examples for others to follow. Policymakers may focus on different priorities in different countries, depending on
the stage of development and other circumstances.

4. Factors that determine the impact on job creation

¢ Job creation occurs through different channels. The number of direct jobs created in a specific company
is often only a small part of the impact on employment and on reducing poverty. The report provided
evidence that the number of indirect and induced jobs created can be much larger. In addition, as already
mentioned, indirect jobs can potentially reduce poverty. Beyond direct, indirect, and induced jobs, programs
that remove constraints and bottlenecks lead to job creation by allowing companies to produce more and
more efficiently and therefore stimulating economic growth. These growth-related job effects can be large.

When comparing alternative programs, it is important to consider all types of jobs, not just direct ones. For exam-
ple, investing in utilities can have large growth-related effects relative to other sectors, and investing in manufactur-
ing relatively large indirect impacts.

Multipliers can be used to estimate the total number of jobs created per each direct job created. However, the
magnitude of the multipliers will depend on country, industry, and company characteristics. Using multipliers
per $1 million invested incorporates cost considerations, but these still show significant variation. Therefore, it
would be unrealistic to expect a single representative multiplier based on the industry and country. In addition,
multipliers cannot capture the transformational impacts discussed above.

¢ Constraints vary by region and country. In general, lack of access to finance and electricity and competition
from the informal sector constitute the biggest obstacles that businesses face in developing countries. But there
are some differences across regions and countries. For example, in South Asia, political instability is the most-cited
problem closely followed by power supply; in Europe and Central Asia, tax rates are the major obstacle; and in
Latin America and the Caribbean, a lack of skilled workers is a key constraint. Therefore, it is necessary to adopt
country-specific responses.
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¢ Firm size matters. As countries become richer, both the share of employment provided by larger companies and
the degree of formalization tend to increase. On the other hand in low-income countries, small and medium firms
tend to dominate, indicating that they suffer from stunted growth. Allowing firms to grow would lead to productiv-
ity gains and higher wages. Institutional and financial constraints prevent the smallest companies from formalizing,
accessing financial markets, and growing into larger businesses. Removing such constraints would disproportionately
benefit micro, small, and medium enterprises.

¢ There is a link between productivity, employment, and poverty. This link depends, among other factors, on
the type of innovation and level of analysis. There is evidence that product innovation is associated with increases in
hiring and industry-wide gains. Furthermore, the link between productivity and employment is important to reduce
poverty. In order for employment to lead to sustainable poverty reduction, it must be accompanied by higher earning
possibilities, which in turn are associated with higher labor productivity.

¢ Women and youth face specific employment challenges. Therefore, their needs must be taken into ac-
count when formulating employment policies. Women still face significant disadvantages in many countries
and sectors—ranging from legislative barriers to cultural norms—that often force them to work in jobs that
pay less and are more vulnerable or informal. The report showed how programs that remove obstacles, for ex-
ample in access to finance, can reduce the gender gap. Providing more and better jobs for women has a posi-
tive impact on their families’ education and nutrition, their companies’ productivity, and the economy overall.

Young people not only face higher unemployment than adults but also are more likely to work in informal jobs and
be underemployed. A comprehensive strategy is necessary to address this multifaceted challenge. Training must
integrate the needs of the private sector to give youth the skills they need for current and future jobs. The private
sector also must provide sufficient job opportunities. In low-income countries, youth often are underemployed and
in informal jobs. Solutions to addressing youth underemployment should include measures to improve the business
climate, such as making it easier for businesses to start up or continue operations, plus training to promote entrepre-
neurship. The information and telecommunications sector is of special relevance for youth. Not only can it help close
the skills gap, but it also is an important direct provider of jobs for young workers.

5. Implications

This report presented an approach that can be used by policymakers to help prioritize job-creation programs. The
first step is to identify the biggest obstacles for the private sector in their specific country context. This study used World Bank
Enterprise Survey data, but other data might be available. Use of these data, whether objective or subjective, would help
establish an evidence-based approach to policy prioritization. For example, policymakers must take into account the distribu-
tion of companies by size or the specific situation of women and youth in their country. It is also effective to focus on specific
sectors that may likely provide good job opportunities and to create areas where private enterprises can establish themselves
and thrive, such as special economic zones.

The World Bank Group, IFC, and development finance institutions oriented toward the private sector also have a
role to play in helping to remove barriers to job creation. In fact, this report confirmed that key elements of IFC's over-
all strategy (a focus on the investment climate, infrastructure, access to finance, and training and skills) are crucial not only
for private sector activity but also for job generation. Furthermore, the report has provided evidence that jobs stimulated by
such activities can be effective in reducing poverty. Still, it is important to consolidate this understanding of the job impact of
private sector programs and to disseminate and integrate findings from case studies into operations, progressively creating a
“community of practice” around jobs.

Where creating jobs is a priority, a “jobs lens” could be used in country, regional, and sector strategies, as well as
at the project level. Given the impact of private sector programs and projects on job creation, which this report has helped
bring to light, it is essential to use a “jobs lens” in decision-making. The objective is to identify major obstacles to job creation
and to assess the job-creation effects of IFC programs. For example, strengthening backward and forward linkages clearly can
have positive effects on job creation and poverty reduction. Three important components of the “job lens” are:

¢ Focusing only on direct jobs misses the point. Decisions must be based on the acknowledgement that job
effects are often much larger in the supply chains and distribution networks and throughout the economy than in
the client companies alone.
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¢ Strengthening the link between client companies and local suppliers and distributors helps reduce poverty.

¢ Using financial intermediaries supports job creation, but investing directly in large firms may have trans-
formational effects. Depending on a country’s stage of development and current circumstances, policymakers may
focus on different priorities.

Calculating the additional job effects in the supply and distribution chains and throughout the economy is im-
portant but methodologically challenging. Multipliers for indirect and induced jobs are very case specific, and methods
to estimate jobs generated by higher economic growth are complex and varied. Nevertheless, IFC and other development
finance institutions oriented toward the private sector should continue to improve their understanding of the variables that
determine these additional employment effects and their size. Tools that track only direct job creation should be used with the
knowledge of additional job effects. Collaboration among development institutions, including academia, can be very fruitful
in this task. Another impediment is a lack of data, including data on the informal sector.

Formalization also can help reduce poverty. Another channel for addressing poverty is to make it easier for enterprises
to become formal. The aim should be to reduce obstacles that prevent formalization, particularly in lower-income countries
where informality is predominant. However, it is important to bear in mind that only a small portion of informal enterprises
may formalize—and identifying those “entrepreneurs out of aspiration” is important—whereas a significant number of infor-
mal “entrepreneurs out of desperation” may opt for wage-earning jobs when opportunities arise.

A comprehensive approach is needed to tackle the lack of more advanced skills and future employment needs.
This approach requires collaboration with the private sector and other relevant stakeholders, and also including different lev-
els and types of education in order to design and implement policies and curricula that can more effectively address market
needs. Development finance institutions can help facilitate this dialogue by working with private firms to assess their needs,
supporting private training providers, and ensuring that private companies are engaged in the design of the curricula, which
should combine classes with on-the-job training for best results. One area of concern is that SMEs appear to be under invest-
ing in training —including their managers and owners,> which also limits the potential for businesses to grow and create more
jobs. Given that young firms are often the ones with higher employment growth rates, it would be appropriate to support
training programs for this group of companies. An apprenticeship system could be particularly beneficial also for the informal
sector, which forms a large portion of employment in developing countries and in SMEs. Finally, more data collection and
evaluation of training and skills-development programs are needed to measure and track their capacity to create jobs.

Investing in training, technology, and innovation can have an impact on job growth and must be part of the strategy
to decrease the skills mismatch. The best results come from combining programs that use on-the-job experience with
classroom education.

Ensuring high environmental and social standards helps companies improve productivity, reduce risks, and in-
crease the likelihood of survival during difficult times. Development finance institutions can help ensure high standards,
for example by applying the Equator Principles, and should raise awareness of the benefits of good working conditions
among affected workers as well as among companies.

Focus on the quality of jobs in client companies and in supply chains. The most effective way to improve the quality of
jobs is a combination of monitoring and tackling the root causes of poor working conditions. Interventions such as the ILO-IFC
Better Work program target labor compliance in global apparel supply chains. This program leverages the interests of global
apparel brands to protect their reputation by incentivizing factories to work on institutional change. The Equator Principles
—based on IFC's Performance Standard 2— also point to the importance of better management practices as a key entry point
and driver for businesses to improve compliance with labor standards, including in supply chains.

Focus on creating opportunities for women and youth. Two main strategies have been identified to increase the eco-
nomic participation of women and reduce the concentration of women in less productive sectors: (i) increase the number of
women in industries that are already women-friendly, and (ii) encourage the participation of women in non-traditional fields.
The private sector can play a major role in promoting women as valuable leaders, productive employees and dynamic entre-
preneurs. A comprehensive strategy is necessary to address the multifaceted challenges facing youth. Training must integrate
the needs of the private sector to give youth the skills they need for current and future jobs. Other pieces of the puzzle are
investment climate reforms that facilitate entrepreneurship and programs that give youth recognition for training that they
receive informally while on the job. Finally, policies to promote the information and telecommunications sector are of special
relevance for youth. Not only can this sector help close the skills gap, but it also is an important provider of direct jobs for
young workers.
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STATEMENT BY MEMBERS OF THE IFC JOBS STUDY
TECHNICAL ADVISORY PANEL

The Advisory Panel appreciates the opportunity to have engaged with the team writing this Report on
three occasions during the preparation of the report. The team should be commended for the time

spent soliciting comments and discussing the suggestions made.

The Advisory Panel itself represents a diverse set of backgrounds, from academia, multi-lateral insti-
tutions and the private sector — reflecting that the report itself aims to appeal to a wide audience.
Getting the message right for any one subset is a challenge; pleasing all of them simultaneously is an
almost impossible task. The team has put in a considerable effort to balance the presentation of find-

ings to address the interests and concerns of these broad groups.

The panel members strongly support the central argument that the private sector is the key driver of
job creation and it is appropriate to have this report focus on the role of the private sector coming out

as a companion to the World Development Report 2013.

One of the key tasks the report seeks to accomplish is an analysis of the contribution that investments
can make on job creation. The panel members support the qualitative discussion of the various chan-
nels that can affect the upgrading of existing jobs, the creation of new ones, and the possibility of
reducing employment elsewhere in the economy. Being able to quantify these impacts is extremely
challenging. Clearly assumptions are needed and the interpretation of any numbers given need to
keep these assumptions in mind. The panel endorses the importance of providing the details and ca-
veats of the methodology used, and looks forward to the report motivating a future research agenda

to improve methods.

Expanding job opportunities is a critical issue for policy makers around the world. This report discusses
the ways that policy reforms can strengthen the private sector’s contribution to expand the number
and productivity of jobs. We were all pleased to serve on this panel as we hope this report can help

advance this important agenda.
JANUARY, 2013
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