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they would apply it. The informality seen in
HEs (small scale, etc.) reflects the only busi-
ness model which HE owners can implement.
They lack the management skills to hire and
manage workers, organise production at scale,
adopt and adapt new technologies, procure in-
puts and manage inventory, and develop new
customer bases. Asking HE owners to incor-
porate makes no sense — incorporation offers
few benefits, and it would be an increased cost.

Incorporation and VAT registration do not
change a business model, nor do they make
a business more productive or more credit-
worthy. Informality needs to be permitted for
its own sake — as a livelihood strategy.
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Leveraging the employment potential of industries without

smokestacks

For decades, economic growth and structural transformation was equated with manufacturing-led development. This
applied to most of today’s advanced and many emerging economies. With a global trend of premature deindustrialisation,
an entirely different pathway could now open up for Africa, as examples from several countries show.

By Brahima S. Coulibaly

Like horticulture and tourism, agro-processing is intensive in low- and semi-skilled labour.
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Economists have long regarded economic
transformation — the movement of work-
ers from lower to higher productivity employ-
ment — as essential to successful economic
development. Traditionally, the development
of export-oriented industries, notably manu-
facturing, has been a key driver of structural
transformation. Since the first Industrial Rev-
olution in the 18" century, manufacturing has
helped transform most of today’s advanced and
richest economies and, more recently, has been
the catalyst of the East Asian Miracle. In these

economies, large numbers of workers leaving
agriculture moved into manufacturing, driving
growth, job creation and poverty reduction.
However, evidence is emerging that manufac-
turing-led development is losing its effective-
ness.

In 2015, Harvard economist Dani Rodrick
documented a global pattern of premature
deindustrialisation — in other words, declining
peak shares of output and employment at low-
er levels of income — in recent decades. For

example, whereas manufacturing could absorb
30 per cent or more of labour for early in-
dustrialisers such as Great Britain or Sweden,
now its share of labour is peaking at around
15 per cent or less in many emerging market
and developing countries. Across Africa, man-
ufacturing as a share of total economic activ-
ity has stagnated at around 10 per cent, with
economic activity moving from agriculture to
low-productivity services instead.

This global pattern of premature deindustriali-
sation suggests that manufacturing-led growth
may no longer serve as a viable development
model for current low-income countries. In
this context, new research by the Brookings
Institution’s Africa Growth Initiative finds a
promising alternative path towards econom-
ic transformation based on tradable services.
These tradable services or “industries without
smokestacks” (IWOSS) include subsectors like
tourism, horticulture, agro-processing and cer-
tain ICT-based services.

Three salient features of manufacturing made it
an effective development escalator. First, man-
ufacturing goods are tradable, which provides
possibilities for countries to scale up produc-
tion beyond the consumption capacity of lo-
cal economies, thus boosting national income.
Second, manufacturing benefits from tech-
nological transfers, which allows productivity
of local production to converge with that of
global production. Third, importantly, manu-
facturing absorbs large numbers of moderately
skilled labour at a productivity premium, de-



livering sustained aggregate productivity gains
and driving structural economic transforma-
tion.

Within its research project, the Africa Growth
Initiative has identified an emerging, novel
pattern of structural change in Africa based on
industries without smokestacks. Indeed, these
sectors are outpacing manufacturing in many
countries. Between 1998 and 2015, services
exports grew more than six times faster than
merchandise exports. Kenya, Rwanda, Sene-
gal and South Africa have vibrant ICT-based
services sectors. Tourism is Rwanda’s largest
single export activity, accounting for about 30
per cent of total exports, and provides 14 per
cent of GDP in Tanzania. In 2014, 9.5 million
tourists visited South Africa, contributing 3 per
cent to its GDP. Ethiopia, Ghana, Kenya and
Senegal all actively participate in global horti-
cultural value chains. Ethiopia has achieved ex-
traordinary success in flower exports, so much
so that the country is now a global player in the
sector. Industries without smokestacks are also
relatively more labour intensive.

Leveraging IWOSS to address the
employment challenge

While premature deindustrialisation is a global
phenomenon not unique to Africa, the process
will be more consequential for the continent,
given the scale of the demographic and em-
ployment challenges. By some estimates, Af-
rica’s working-age population will grow by
approximately 450 million people — about 3
per cent per annum — between 2015 and 2035.
By 2050, Africa will have 362 million young
people between the ages of 15 and 24 years.
Where will the region find the productive jobs
for such a rapidly growing, young population
in the context of premature deindustrialisation?
The ability to move large numbers of workers
from lower to higher productivity activities
will boost overall aggregate productivity and
deliver structural transformation. The Afri-
ca Growth Initiative is conducting a research
programme to assess the employment creation
potential of industries without smokestacks in
ten countries across Africa. The preliminary
results, which are available for Rwanda and
South Africa, show that IWOSS have an en-
couragingly high employment potential.

The case of South Africa

Economic growth in South Africa has re-
mained very low since 1994, averaging just
2.7 per cent. The country’s youth unemploy-
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Gross value-added (GVA) and employment growth in South Africa, by sector, 2000-2018

8.0
£ Finance - -
: 60 —
=2] —
= ‘..E 4.0 CSP|Services
E g Utilities /. Construction
25 Transport
?2‘5 2.0 —
©
) 0 — ade
1
35 - Manufactyring
Es ~
58 -2.0 ®
o Mining
i
g o0
Agriculture
-6.0 i
-2.0 1} 2.0 4.0 6.0 8.0

Average annual GVA growth, 2000 - 2018 (per cent)

Source: Haroon et al. (2020)

Formal private sector employment in IWOSS and Non-IWOSS sectors in South Africa, 2019
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ment rate — at close to 55 per cent in 2018
— is considerably higher than in compara-
ble upper-middle-income countries or other
countries in sub-Saharan Africa. Moreover,
both overall unemployment and youth unem-

ployment have shown an upward trend over
the past ten years or so. In short, like in many
countries across Africa, South Africa’s current
growth path has failed to provide enough jobs
for the low-skilled unemployed.
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The post-1994 South African economy has
been characterised by an eroding primary sec-
tor and a stagnant manufacturing sector — both
concerning trends (see upper Figure on page
21). At the same time, there has been a shift
towards services sectors, with finance, trans-
port, construction and other services experi-
encing modest employment growth. Notably,
the financial and community services sectors
have accounted for over half of the increase
in employment between 2000 and 2019. In
short, while the shift to services may offer
South Africa an opportunity for the type of
structural transformation previously anchored
by growth in manufacturing, this achievement
depends, importantly, on the type of services.
The middle Figure on page 21 shows the evo-
lution of employment in IWOSS and non-
IWOSS sectors. Out of 8.9 million formal
private sector jobs in South Africa in 2019,
IWOSS sectors account for over two thirds
(68 per cent), more than double the share of
non-I'WOSS sectors.

In the face of premature deindustrialisation,
South Africa already appears to be on a path
of structural transformation characterised by
a shift toward TWOSS. Industries without
smokestacks, notably agro-processing, horti-
culture and tourism, are all intensive in low-
and semi-skilled labour; in fact, about 90 per

cent of total employment in these sectors can
be characterised in such a way. Thus, these
sectors have the potential to generate em-
ployment for the low-skilled labour force on
a large scale, if the operating scale of these
sectors can be increased. Indeed, early pro-
jections indicate that, annually and on aver-
age, around 3.4 times more jobs are to be
created in IWOSS sectors in comparison to
non-IWOSS sectors, and that IWOSS will
account for nearly 80 per cent of all new jobs
through 2028.

The case of Rwanda

In contrast to South Africa’s economy, that of
Rwanda has expanded rapidly, at an impres-
sive eight per cent annually since 2000. How-
ever, like South Africa, Rwanda’s economic
transformation has involved the movement of
workers into progressively higher-productivity
industries without smokestacks. As shown in
the lower Figure on page 21, labour produc-
tivity, defined as value-added per worker, is
comparable to that of manufacturing and twice
as high as productivity in the overall economy.
As such, the movement of labour into IWOSS
sectors is occurring at a productivity premium
that is boosting aggregate productivity and
overall economic transformation.

Changes in share of employees and movement into higher productivity sectors

in Rwanda, 2000-2017
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Between 2000 and 2017, employment growth
in IWOSS averaged nine per cent, three times
higher than in the rest of the economy. Nota-
bly, employment in key IWOSS sectors such
as agro-processing and tourism expanded at
double-digit rates. By 2035, IWOSS are pro-
jected to generate nearly 70 per cent of new
employment in Rwanda.

Shared characteristics allow two-tier
development

As the preliminary results for South Afri-
ca and Rwanda illustrate, industries without
smokestacks are tradable services with the
potential to support structural transformation
in low-income countries given their shared
characteristics with traditional manufacturing.
Like manufacturing, apart from being tradable,
they benefit from technological innovation,
and, very importantly, they are intensive in
low- and semi-skilled labour. IWOSS sectors
also benefit from agglomeration, including
information and knowledge spill-overs. Most
low-income countries often focus on develop-
ing special economic zones (SEZs) to promote
manufacturing. SEZs are relevant to IWOSS
sectors such as agro-based industries as well.
The enabling environment that supports the
development of manufacturing, including an
adequate investment climate, capacity to ex-
port and agglomeration, is like that for indus-
tries without smokestacks. While economists
have been increasingly confident that devel-
opment models for today’s low-income coun-
tries, notably those in Africa, will be different
from that of East Asia, they have been less
certain about what shape these will take. The
industries without smokestacks model offers an
answer. Because manufacturing and TWOSS
have similar characteristics and enabling envi-
ronment, from a public policy perspective, it
is happily not a choice between manufactur-
ing and IWOSS. Policy-makers can develop
industries without smokestacks alongside ef-
forts to develop those with smokestacks, thus
offering a multifaceted approach to achieve
structural transformation and overall economic
development.
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