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The historical development data show that countries all over the world have experi­

enced different economic growth rates. In the history of economic development, there 

have been specific periods in which some countries in Asia, such as Japan, experienced a 

high economic growth rate while other countries in Europe and in America grew with a 

much lower rate.l) So far, many researches have referred to the Small and Medium-sized 

Enterprises (SMEs) as an important source for economic development in Japan and in the 

Newly Industrializing Economies (NIEs). 

Currently, governments of the developing countries are pursuing economic develop­

ment strategies by, among other things, promoting the development of the SMEs. Some 

implemented public policies provide a· high level of protection for the SMEs', especially for 

those in the newly established manufacturing industries. One may question on the efficien­

cy and effectiveness of these policies or the role of the SMEs in helping the governments 

to achieve their development targets ; or is it now feasible for the current developing coun­

tries to adopt the same strategies that the developed country like Japan had applied when 

it was a developing country ? 

The main purpose of this paper is to highlight the interrelationship between the Gov­

ernment and the SMEs in the economic development process. More precisely, this paper 

surveys the theories that have erected one of the foundations for the governmental in­

tervention through public policies toward economic development and clarifying the role of 

the SMEs during that process. 

Guided by this purpose, this paper is organized into four sections. The first section re­

views the SMEs concept and their difficulties. The second section examines the historical 

role of the governments, their intervention measures and the rationale for these actions. 

Section three presents the "Marshallian Externalities"-a foundation justifying the gov­

ernmental intervention. Economists have proved that when Marshallian Externalities ex-

* This paper is a revised edition of parts of my Master thesis. I appreciate the useful and detailed 

comments by the anonymous referee of this journal. 

1) Perkins, et al. [2001] , p. 38. 
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ists, economic welfare under the condition of governmental intervention could be achieved 

at a much higher level than it would be under the control of market mechanism. The last 

section discusses the roles of the SMEs. during the economic development process. 

I. The Small and Medium-sized Enterprises 

Economic theories have no clear-cut classification criterion to distinguish between the 

large and the small firms. z) Often we will relate the market where small firms play a domi­

nant role with the competitive market and the monopoly or the oligopoly market domin­

ated by a few large enterprises. Given the fact that the real economy encompasses hun­

dreds of firms varying in size, governments and other institutions classify them into two 

broad groups namely. the Large-sized Enterprises and the Small and Medium-sized Enter­

prises (SMEs). The governments are relatively unified in selecting some of the concrete, 

measurable standard criteria such as the number of permanent employees, the amount of 

invested capital, the annual sale revenue and/or the total assets to classify the firms. That 

selection enables the governments to encircle the SMEs for their specific policies. Never­

theless, SMEs still account for 98% of firms in many countries. 3) Such a large share makes 

SMEs the important source of job creation, the driving source for economic growth and 

welfare improvement. 

1. The emergence of SMEs 

Nowadays, economists and policy makers believe that the emergence and the sustain­

able development of the SMEs are making the economy more efficient. The markets where 

SMEs play a dominant role are often considered as similar to the competitive markets. Thus, 

understanding the motivations that lead the entrepreneurs to establish S:MEs is crucial for both 

the policy makers and the economists because of the efficient and effective issues. 

The motivations that lead the entrepreneur to establish his/her own firm are varying. 

Many of these entrepreneurs are either engineers or scientists, who are spun-off from their 

previous companies or research institutions ; decide to commercialize their research or to 

utilize their own expertise, skill and knowledge.4
) Other entrepreneurs, as discuss in Lucas 

(1978), are either those who found their previous job as dim or who were unemployed. 

2) In this paper, terminologies "firm" and "enterprise" are used interchangeable. A firm may have 

more than one establishment. 

3) APEC (2002), p. 32. 

4) Teraoka (2004), pp. 60-61. 
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2. Characteristic and development issues of SMEs 

To this day, based on the production technology utilized, there are three known popu­

lar types of the SMEs to exist, namely: the "Labor intensive SMEs" (LSMEs), the "Sub­

contracting SMEs" (SSMEs) and the "New Technology Based SMEs" (NTBSMEs). Over­

all, they are having some common characteristics. The first common characteristic is that 

even though SMEs are small in size, they account for a large number of employments. In 

many countries of the APEC block, SMEs contribute 60% to private sector jobs. s) The 

second characteristic is that SMEs are often organized in the simplest form; many of them 

do not possess a hierarchy structure and, in that case, the founder, the owner and the man­

ager are identical. According to Papandreou (1952), profit maximization is the survival 

condition in the perfect competition and its force is much weaker in the other market 

types. Thus ; it could be inferred as the third characteristic that profit maximization is the 

ultimate objective of the SMEs. 

Although, each of these groups has its own characteristics. The distribution of the 

labor and the capital factors among the three groups of SMEs is quite different. With re­

spect to labor distribution, the number of employees in an LSME is lying somewhere near 

the upper threshold of the governmental definition, whereas the number of employees in 

an NTBSME seems to be the minimum ; and the distribution of capital happens in an in­

verse way. With respect to the SSMEs, their employees and capital could be distributed 

somewhere in between the two extremes. With regard to the market relationship, the 

NTBSMEs concentrate on niche markets where, with their high competence, they can 

avoid the price cutting competition. The SSMEs concentrate on the relationship with other 

industries ; some of them are characterized by oligopoly market. The LSMEs are depend­

ing heavily on the large trading companies. These differentiated characteristics will 

account for different roles of the SMEs in the economic development process as presented 

in section four. 

The "Profile of SMEs and SME Issues in APEC 1990-2000" also provides us a list of 

difficulties deterring the development of the SMEs in the APEC economies. The list in­

cludes the access to finance, the serious shortage of capital, the limited Research and De­

velopment (R&D) investment and the lack of management and technical skills. The list 

also includes lack of advanced technology, machinery and equipment, information and 

marketing capacity, etc. In addition to that, the increasing in raw material and especially 

the fuel prices currently also accounts for the development constraints of the SMEs. These 

difficulties could be classified into two groups : difficulties caused by internal factors ( capit-

5) APEC [2002] , p. 28. 
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al and labor) ; and, difficulties caused by external factors (market environment). This kind 

of classification will help the policy makers in considering or evaluating the efficiency of the 

public policies with respect to the firms in need solely or with respect to the society as a 

whole. 

Although the firms, especially the SMEs play an important role in economic growth, 

there still exists the question on their role in economic development. Is it possible for a 

country to achieve the economic development based solely on the participation of private 

firms under the market mechanism, or does it need the participation of the government 

also? 

II. Government's Role Reconsideration and Industrial Policy 

Market mechanism has often been considered as the most efficient method to allocate 

scarce resources. However, it does not always work well. In other words, the firm in 

general or the SMEs in particular may maximize their profits but their outcomes do not 

maximize the social welfare as a whole. And although the market mechanism itself occa­

sionally corrects its own defects ; in many cases market mechanism fails to do so because it 

is costly for individuals to bargain over the allocation of resources. Under that circumst­

ance, economists justify the intervention of the government. So it is necessary to review 

the government's role in economic development in relation to the market failures. 

1. The historical role of the government 

(1) The "invisible hand" and the neglect of the government's role 

According to the economists' viewpoint, "the normal economic system can work 

itself"6
) based on its powerful tool which is the market price. When the market price flexi­

bly and timely adjusts the supply to meet the demand, the resources of production will be 

efficiently allocated. Market mechanism, which is frequently more flexible than the gov­

ernments, is able to adapt better to the changing conditions. The governmental interven­

tions, on the other hand, often lag behind the changing in demand so that resources are in­

efficiently allocated. These are the reasons why economists believe that the market 

mechanism can manage the economy better than the government does. As a result, gov­

ernments should strictly confine their role to providing essential public goods and security. 

Nevertheless, markets have also revealed their defects, particularly after The Great 

Depression of the 1930s. These failures imply that market mechanism does not always 

6) Coase, [1937], p. 387. 
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work well and it needs the government's help to recover its expected optimum equilibrium. 

(2) Market failures and the passive role of the government-the functional intervention 

In introductory economics course, four kinds of market failures are introduced namely 

the externalities, the natural monopoly, the public goods and the asymmetry of informa­

tion. The markets where externalities exist are inefficient in the sense that the benefits of 

the society as a whole have not been maximized. Because the economic subjects them­

selves can not solve the externalities; and, because the economic welfare will be lessened 

with the existence of the externalities, people often prefer to call for governmental in­

tervention to solve the problem. 

In the same manner, it is required to have the governmental intervention in order to 

remedy the failures caused by the natural monopoly ; the public goods and the asymmetry 

of information. Nevertheless, there still have cases in which the governmental interven­

tions are unable to remedy the market deficiencies. It is also worth to note that the social 

welfare· has not always been improved by providing perfect information or by lowering the 

costs of obtaining information. 

Under this circumstance, the government's role is "market friendly"-as the World 

Bank once named it-to correct the market deficiencies and to bring back the expected 

optimum equilibrium for the concerned industry. 

( 3) Economic development and the active role of the government-the selective intervention 

Pursuing the economic development target, governments often make their public utter­

ance about their development plans related to some strategic industries. How this phe­

nomenon can be explained by the economic theory. The international trade theory, based 

on the assumptions of free trade, the static comparative advantage and no effects from the 

industrial pattern, asserts that specializing in the production by each of the countries is de­

sirable on the ground of efficiency. Under these assumptions, resources are allocated 

efficiently within a country and the international resources allocation is Pareto efficient. 

This also implies that governments should not intervene in the process of selecting the set 

of industries to be specialized by each of the economies. 

Nevertheless, some industries are characterized by the dynamic comparative advantage 

due to the activation of the learning effect. In that context, an industry that appeared to 

be comparative disadvantage at first may become a comparative advantage industry in the 

future. 

Economists have pointed out that firms which are characterized by constant return to 

scale could enjoy a cost reduction with the activation of the learning effects. According to 

the "infant industry" argument, rational firms will not participate in the newly established 
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industries, the ones characterized by the dynamic comparative advantage, unless with the 

support from the government. Given the fact that these industries once matured, could al­

ter the industrial pattern and the trade pattern of the concerned country in a way that they 

improve the national welfare, the government should consider the actions. 

The role of the government discussed in this subsection differs from its conventional 

role which was discussed earlier. Here, the government, on the basis of "infant industry", 

actively regulates the economic activities of some selected industries, with the aim to en­

hance the national economic welfare as a whole. 

2. Industrial policy-the governmental intervention measure 

(1) Definition 

The history of industrial policy revealed the fact that there has not been even a single 

accepted and unified interpretation of the industrial policy concept. 7) Industrial policy re­

ferred in this survey is defined as a set of governmental policies protecting and promoting 

the development of selective high growth industries, toward the economic development of 

the concerning country due to the existence of externalities. 

(2) Policy Goals 

From this narrow definition, the ultimate objectives of the industrial policy could be 

termed as increasing the economic welfare of a country, complement to the market 

mechanism to attain the most desirable resources allocation and the income distribution. 

This ultimate objective could be evaluated by the annual growth rate and the proportion 

changes in GDP and GDP per capita which, among others, was contributed by the indust­

rial sector. 

In order to achieve the ultimate objective, other contemporary objectives should be 

set forth. Clearly, the contemporary objectives here are the development of some selected 

industries. To evaluate the development of these selected industries, we could utilize some 

indices such as the ratio of output produced by the domestic firms over the domestic de­

mand, the growth in labor productivity and the total factor productivity ... 

(3) Policy's measure-the strong and weak points 

Achieving these objectives, historically the governments have been utilizing some mea­

sures like subsidy and tariff barriers. Each measure has its own strong and weak points. 

As shown in Figure 1, the subsidization, through activating the learning effects, lower the 

cost of production at critical point X0 compared with the free market price Po; enabling 

domestic firms themselves to compete against foreign firms. The cost of subsidization (or 

7) See Itoh, et al., [1991], p. 8; Matsuoka, [1998], p. 187; Ishihara, [2002], p. 2. 
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Figure 1: An example of subsidy policy 
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(Source: ltoh eta!. (1991), p. 42, Fig. 4-1) 

the cost shared by the society) is presented by the trapezium area "abcP0" and the producer 

surplus gain after the subsidization is presented by the triangle area "Po ed" given the cri­

tical quantity Xo. As long as the triangle outweighs the trapezium, the governmental in­

tervention is efficient. Nevertheless, as far as X 0 moves away from the origin, the 

trapezium area "abcPo" will outweigh the triangle area "Po ed", leading to a loss of the so­

cial welfare. This policy does affect the consumers through taxation for government to 

fund the subsidization. The costs of protection will be increased due to the increase in the 

costs of tax collection and disbursement of subsidies to the government ; subsidies must be 

appropriated yearly ; and, efforts to raise the additional funds for subsidy would have im­

posed a substantial social cost. 

An alternative way of doing the same thing is putting a temporary trade restriction 

which imposes part of the setup costs upon the consumers of that industry directly. It is a 

feasible measure only when the domestic demand is sufficiently high; otherwise, since the 

average costs cannot be brought down to the level lower than the market price, domestic 

firms will withdraw once the temporary import control is lifted or else the government will 

have to protect that industry forever. 

(4) Policy's evaluation 

Theoretically, any implemented industrial policy must be feasible and efficient. The 

feasibility and efficiency are evaluated based on four criteria namely the Mill criterion, the 

Bastable criterion, the Kemp criterion and the Negishi criterion8
) • These criteria implies 

that firms in the protected industries, once matured, must be able to make profit and that 

such profit must outweigh the social cost of protection. Nevertheless, these criteria are 

8) Itoh et al., [1991], pp. 42-49. 
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hardly to evaluate in reality. 

This section attempts to provide an overview about the role of the governments indi­

cated in the economic development process. It is clear that during that process, govern­

ments often promote the selected industries which are capable of producing high value 

added commodities. Such interventions rely on the "infant industry" argument which 

claims to the existence of the market failure namely Marshallian externalities. It is impor­

tant to reexamine the Marshallian Externalities for a better understanding of the founda­

tion that they relied on to intervene in economic activities. 

III. Marshallian Externalities 

The studies of externalities have become extensive in recent years-not because of 

concerns about the link between the economy and the environment only. In these studies, 

the economists have devoted their effort in understanding the Marshallian Externalities. 

What are Marshallian Externalities, through what mechanism Marshallian Externalities are 

generated and what do they imply for public policies ? This section will address these 

questions through presenting the analysis of Itoh et al, (1991) and others. Marshallian Ex­

ternalities are defined as follow : 

"Marshallian external economies (diseconomies) refer to the phenomenon whereby 

cost curves of individual firms in a competitive industry shift downward (upward), due 

to the emergence of externalities as output of the industry expands, leading to a fall 

(rise) in prices. As a result, the long-run market supply curve (AC curve) with exter­

nal economies (diseconomies) becomes downward (upward) sloping, giving the rise to 

industrial set-up costs. "9
) 

We may infer two things from this definition. First, Marshallian Externalities are related 

to the variation in aggregate output of an industry. Second, the existence of Marshallian 

Externalities require society to share the expenses with the firms that building up the new 

industry. The first subsection summarizes the models using the production possibility fron­

tier and the game theory to expose the existence of Marshallian Externalities. 

1. The traditional ''infant industry" model 

(1) The Production Possibility Frontier (PPF) 

In the introductory microeconomics, we have been introduced to production possibility 

frontier that smoothly concave to the origin. This shape is determined by the two impor-

9) Itohetal., [1991],p.53. 
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Figure 2 : A Production Possibility Frontier 
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Figure 3 : A Production Possibility Frontier 
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tant implicit assumptions. First, the production costs of the two industries are characte­

rized by increasing return to scale (IRS). Second, resources of production are freely 

mobilized and fully utilized between the two industries. Herberg and Kemp (1969) have 

pointed out that the production possibility frontier of an economy, when loosening the 

assumptions mentioned above, may characterized by a shape that strictly concave over 

some continuums and strictly convex over others continuums. 

Panagariya (1981) and Itoh et al, (1991) later have extended the work of Herberg and 

Kemp (1969) in an effort to analyze the effects of this kind of production frontier on trad­

ing pattern and welfare enhancement of the concerned economy. The production possibil­

ity frontier established in the analysis of both Panagariya (1981) and Itoh et al, (1991) are 

based on the following assumptions : A simple economy that consists of two industries, 

one is characterized by increasing return to scale (IRS), the others is characterized by de­

creasing return to scale (DRS) and that the economies and diseconomies are output gener­

ated. To analyze the effects of external economies and external diseconomies, these au­

thors assumed that the production functions of individual firms in both industries are char­

acterized by constant return to scale. From the two assumptions above, the economies and 

diseconomies are external to the firms but internal to the industries. They also assumed 

that labor is the only input for both industries and that the economy is in a full employ­

ment status. 

From these assumptions, they have achieved the same production possibility frontier 

(as depicted in Figure 2 and Figure 3) that is concave to the origin near the industry which 

is characterized by increasing return to scale (IRS) and convex to the origin near the indus-
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try which is characterized by decreasing return to scale (DRS). 

(2) The implications from this particular production possibility frontier 

Adding the relative price and the indifferent curve to the model, they have examined 

the equilibrium of the economy characterized by this production possibility frontier, the 

mechanism that generates the Marshallian Externalities and the implications for public 

policy. According to their models, the economy characterized by this production possibil­

ity frontier encompasses three long-run equilibriums as shown in Figure 4 by point A, B, 

C. Among them the long-run equilibriums at point A and point C are the stable equilib­

riums while the long-run equilibrium at point B is the unstable one. 

y 
Figure 4 

A 

X 

(Source: Itoh et al., (1991), p. 56, Fig 5-3) 

In Figure 4, over the arc BA and DC, with a small reduction in the quantity of pro­

duct X, the country can achieve a large increase in the quantity of product Y. The only 

difference between the two arcs is that over the concave arc DC, the quantity of product Y 

increases with a decreasing rate while over the convex arc BA, it increases with an increas­

ing rate. As a result, when the economy equilibrium posits on the arc BA, the production 

of commodity X will soon be vanished. This is the reason why this economy may be com­

pletely specialized in producing commodity Y-the industry that characterized by decreas­

ing return to scale. 

Under the assumption of a small country specialized in commodity Y, these authors 

examined whether the national economic welfare could be enhanced with the production of 

two commodities Y (decreasing return to scale's industry) and X (increasing return to 

scale's industry). They also questioned the possibility to develop industry X (the infant in­

dustry) given the private incentive alone. 

The analysis of ltoh et aL (1991) have shown that moving from the equilibrium A to 

the equilibrium C as depicted in Figure 5 is desirable for the country because the budget 
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Figure 5 
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(Source: ltoh et aL, (1991), p. 57, Fig 5-4) 
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line crossing the new equilibrium depicts that the consumption of that country become lar­

ger than it was before. This traditional "infant industry" model reveals the existence of 

Marshallian Externalities during that process. Although, at the aggregate level, the coun­

try only has to give up a small amount of commodity Y to produce a larger amount of 

commodity X, rational firms will not participate in producing commodity X due to the fact 

that at the initial stage, given the same input, they have to give up large amount of com­

modity Y to produce less amount of commodity X. This model also suggests that the gov­

ernment should support the private firms to produce commodity X until their aggregate 

output surpasses the level Xo, the critical level where the actual equilibrium of the eco­

nomy overcomes the critical point B (the unstable equilibrium) on the production frontier 

as depicted on Figure 5. 

2. Industrial linkage and the existence of the Marshallian Externalities 

The industrial development presented in the traditional "infant industry" model is not 

the only mechanism capable of generating Marshallian Externalities. Itoh et al. (1991) 

also utilized the game theory to examine the existence of externalities in the industrial 

transactions. This model is named as the "industrial linkage" model. 

In the "industrial linkage" model, the upstream industry Y is characterized by oligopo­

ly market and the downstream industry X is characterized by competitive market ; and, 

firms in the upstream industry engaged in Cournot-type competition given the assumption 

that the only factor that affects the demand of the upstream industry is the number of the 

firms in the downstream industry. The model is demonstrated by the supply function of 

the downstream industry X and the derive demand function of the upstream industry Y as 
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following: 

Xs(p; q, m)=X(p; Q(m), m)=mxx(p, Q(m)) 
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( 1) 

( 2) 

From the model, an increase in the number of firms in the downstream industry lead­

ing to an increase in residual market demand facing individual firms in the upstream indus­

try. As a result, market price in the upstream industry decreases (as depicted in Figure 6, 

the market price decreases from ql to q2). This stems from the fact that with larger re­

sidual demand, larger outputs are produced and the operation of the economies of scale 

lower the costs of production. Consequently, the decreases in the inputs' price lower the 

cost of production facing individual downstream firm. With a decrease in input costs, com­

petitive firms in the downstream industry raise their output ; and new firms enter the mar­

ket. This cycle could be continued until the economy of scale in the Y industry is ex­

hausted. 

Figure 6 

Q 

0 y 

(Source: Itoh et al., (1991), p. 69, Fig 6-2) 

Market failure then happens when the upstream industry's firms are unable to grasp 

the number of the downstream industry's firms. It means that they can not identify any 

change in their residual demand curve. As a result, their outputs fall into low levels that 

do not allow them to exploit the economies of scale. This, in turn, lowers the demand of 

upstream industry's output by the downstream industry. That decrease in the demand for 

the intermediate goods again shrinks the number of the firms in the downstream industry. 

The externalities are responsible for the development of the downstream industry. Gov­

ernment may implement the public policy which provides more information for the incum­

bent firms in the upstream industry and promotes the development of the downstream in­

dustry at the same time to solve the externalities. 
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3. Economies of scale and Learning effect-the determinant factors of the firms' size 

According to the two discussed models, scale economies and learning effect play an 

important role in shaping the firms' behaviors. While the upstream oligopoly firms in the 

"industrial linkage" model experience a cost reduction through the activation of increasing 

return to scale, the small firms in the first model and in the downstream of the second one 

can experience a cost reduction through the activation of the Learning effects. As the pro­

duction cost reduces, the incumbent small firms will increase their quantity until their new 

marginal cost equals to the new market price. New firms also enter the market to exploit 

profits. As a result, the aggregate outputs are increased and the market price is driven 

down. Thus, the promotion of the development of SMEs in the newly established indus­

tries is desirable from the view point of the social welfare. 

Obviously, the trading pattern of a country has a significant impact on its gain from 

trade. With the aim of enhancing national welfare, the concerning country should adjust 

its trading pattern to encompasses the industries having the growth potential. Establishing 

new industries involves a kind of externality namely the Marshallian Externalities. These 

industries, with the existence of Marshallian Externalities, could not be developed by the 

private incentive alone, at least during the initial stage. This is one of the foundations for 

the governmental intervention. 

The two models presented above allow us to infer that the development of SMEs in­

volves in establishing the new industries. The last section discusses the role of SMEs in 

promoting the industries having the high growth potential and in the economic develop­

ment. 

IV. Economic Development through the development of 

Small and Medium-sized Enterprises 

The two models examined in section three have shown that the development of the in­

fant industries are desirable in the sense that these newly established industries will alter 

the trading pattern of the home country with other countries toward a higher level of eco­

nomic welfare for the concerned country. It also reasons why government should inter­

vene to the industrial development accompanied by changing industrial structure process. 

This section continues to utilize these models to see the role of the SMEs during that 

industrial development process in particular and in the economic development process in 

general. It is worth to note that the SMEs have been considered as the sources for : 

1-strengthening the link between industries ; 2-innovation through R&D and leaning 
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activities; 3-job creation and welfare improvement; and 4-strengthening the competi­

tiveness of the market and enriching the consumer's choices. 

Before discussing the role of the SMEs in the industrial development process and the 

economic development process, let's review the situation of the automobile industry in 

Vietnam to see whether the Marshallian Externalities do exist in reality or not. 

1. The Automobile Industry in Vietnam and the Marshallian Externalities. 

According to the survey from Japan External Trade Organization (JETRO), by the 

end of the 2003, the price of 1500 cc sedan in Vietnam is 1.41 times higher than in Indone­

sia, 1.62 times higher than in China, 1.79 times higher than in Taiwan, 1.90 times higher 

than in Malaysia, 1.96 times higher than in Philippines, 2.09 times higher than in Thailand 

and 2.56 times higher than in Korea. 10
> Lying behind the higher price is the higher cost of 

production. 

There are two main reasons accounted for the higher cost of producing automobile in 

Vietnam.11
l Firstly, the domestic market demand for automobile in Vietnam is very small 

(estimated around 0.043 million in 2003), as a result, the automobile industry itself could 

not activate the economies of scale. Secondly, the supporting industries in Vietnam are 

still in the very early stage of development and many of the Vietnamese government of­

ficials are unfamiliar with the concept of supporting industries. 12
l Even though the govern­

ment has already implemented the "Development Strategy of the Industry Sector" since 

2002, the supporting industry has not been developed yet. For example, among 60 domes­

tic firms Daihatsu has contacted, it could not find any suppliers who could meet its technic­

al standard requirements. Although domestic firms have already recognized these issues, 

they themselves are unable to solve these problems. According to a manager of a domes­

tic supplier, the serious problems they are facing include the shortage of investment capit­

al, the lack of technical skills, and the lack of advanced technology, advance machinery 

and equipment. 13l 

These observations have shown that the problem faced in the automobile industry and 

10) Ohno and Cuong [2005], pp. 212-217. 

11) Ohno and Cuong [2005] estimate that the automobile's production cost in Vietnam is 48% higher 

than that of Thailand (p. 214) 

12) Phong, V. [2005] , "Cong nghi~p phv tn;>' chu'a r6 hinh hai (Unidentified Supporting Industries)", 

VN Express 2005/11/30, (URL : http:// vnexpress. net/ Vietnam/ Kinh-doanh/ 2005/ 11/ 3B9E4971/) on 

2005/12/01. 

13) Vy, H. [2005], "Cong nghi~p phv tr9' VN dang hvt ho'i (Deficient Supporting Industries of Viet­

nam)", VN Express 2005/08/31, (URL: http://vnexpress.net/Vietnam/Kinh-doanh/2005/08/3B9E19E5/) 

on 2005/09/15. 
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the supporting industry in Vietnam is the typical example of the "industrial linkage" model 

presented by Itoh et al. (1991). Apparently, domestic enterprises want to participate in 

the supporting industry but unstable demand from the assemblers, the lack of advance 

technology and machinery and others factors do prevent them to enter that industry. As a 

result, the automobile's price in Vietnam is staying at a high level. 

The only difference is that in the case of Vietnamese automobile industry, SMEs are 

participating in the upstream industries and assemblers like Daihatsu are participating in 

the downstream industry. In order to strengthen the competitiveness of the Vietnamese 

automobile industry, the government should promote the demand for the automobile in­

dustry concomitance with the promotion for the development of the supporting industries 

where most of them are SMEs. 

2. Industrial development process and the role of the SMEs 

On the one hand, the traditional "infant industry" model and the. "industrial linkage" 

model examined above have shown that Marshallian Externalities deter the development of 

the newly established industries in two different aspects. According to the analysis of Itoh 

et al. (1991), the two industries in the "traditional infant industry" model are characterized 

by competitive market because the private firms in these industries are price takers, mak­

ing their production decision by matching their private marginal cost with given market 

price. In addition, the competitive market is often operated by many SMEs. Therefore, it 

could be inferred that SMEs are the players in both industries of the "traditional infant in­

dustry" model and in the downstream industry of the "industrial linkage" model. Because 

competitive market is expected from the social viewpoint, the developments of these indus­

tries and that of the SMEs are necessary. As a result, the industrial policy to promote in­

fant industry and the public policy to promote the development of SMEs in some particular 

industries are identical14
) . 

On the other hand, innovation is an important factor strengthening the competitive­

ness of the firm, especially that of the SMEs. Through innovation, new goods and services 

are supplied to the market. Innovation has not only been done through the formal R&D 

but also through the less formal on the job training and/or learning-by-doing. This is an 

important factor attributed to the reduction in the production costs of the firm in general 

and of the SMEs in particular. Although innovation depends on the characteristics of the 

industries, Acs and Audretsch (1988) had shown that SMEs participated more actively in 

this activity in many industries. Their paper also found an inverse relationship between the 

14) Matsuoka [1998], p. 187. 
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innovation activities and the market concentration. As discussed in the first section, broad­

ly SMEs consists of three groups namely the New Technology Based SMEs (NTBSMEs), 

the Sub-contractor SMEs (SSMEs) and the Labor intensive SMEs (LSMEs). By utilizing 

advance technologies, the NTBSMEs are capable in producing high value-added products ; 

while the SSMEs are capable in lowering their production cost and consequently streng­

thening the competitiveness of their industry and the related industries. Therefore, 

NTBSMEs are the players in the IRS industry of the "traditional infant industry" model 

and the SSMEs are the players in the downstream industry of the "industrial linkage" mod­

el. As the "industrial linkage" model has shown, the development of SMEs could activate 

the increasing return to scale of the other industries, leading to a decrease in input costs of 

the SMEs themselves. Consequently, the society will be supplied with greater outputs and 

lower price. 

This section has shown that both of the NTBSMEs and the SSMEs play an important 

role in the industrialization process of a developing country. Through promoting the de­

velopment of these groups of SMEs, a developing country could establish a desirable in­

dustrial structure that ultimately improves its national welfare. According to Storey 

(1996), these newly established industries will become the source of job creation once 

reaching the mature stage. 

The sustainable development of SMEs in general not only improves the national wel­

fare through the establishment of new industries but also helps the society to remedy the 

by-product generated during the industrial development accompanied by changing indust­

rial structure process. 

3. The by-product of the industrial development accompanied by changing industrial struc­

ture process and the role of the SMEs 

Industrial development process also generates the by-products i.e. the unemployment. 

Some of these residual labors start their own business, while the others who are unable to 

run their own business will become temporary unemployed until the time when they could 

find job in another industry. As a result, the industrial development accompanied by 

changing industrial structure process temporarily lowers the welfare of the labors in the de­

clining industry. Moreover, the social welfare is temporarily reduced because the equilib­

rium of the concerned country is located below the production frontier for one of the pro­

duction resources is not fully utilized. The problems of industrial development accompa­

nied by changing industrial structure not only arise in the home country but also affect the 

trading partners of the home country which has been termed as trade friction. As the 
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home country transforms itself from an importing country to a self-producing country, the 

export country now has to reduce the outputs and to lay off some employees in the same 

industry. Therefore the export country now faces a decrease in national welfare. 

As discussed above the issues of industrial development accompanied by changing in­

dustrial structure revolves around the unemployment and the economic welfare. How 

could the governments rely on SMEs to remedy these issues ? It is first appeared that the 

role of LSMEs is to lessen the negative effects of the industrial development accompanied 

by changing industrial structure. Economists assert that the expansion of the SMEs sector 

boosts employment more than the Large-sized Enterprises sector because usually SMEs are 

more labor intensive. In relation to unemployment issue, the works of Brown et al. 

(1990), Westhead (1995), Storey (1996), Reynolds (1997) have also shown that in the 

short-term or the initial period of the industrial development accompanied by changing in­

dustrial structure process, government can relies on LSMEs to solve the unemployment 

issue but in the long-term, it is the role of NTBSMEs and SSMEs in the newly established 

industries to solve this problems. 

This section examines the importance of the SMEs in the economic development. 

While the NTBSMEs and the SSMEs could help the government in enforcing the indus­

trialization process toward an advanced industrial structure, the LSMEs could help· the gov­

ernment in stabilizing macroeconomic condition through solving the unemployment issue, 

which is the by-product of the industrialization process. Thus, the SMEs become indis­

pensable participants in developing infant industry and in achieving the economic develop­

ment target. 

CONCLUSION 

For economic growth and development, the developing countries could rely on the 

SMEs sector as the main source of contribution. However, during the industrial develop­

ment process, the sustainable development of the SMEs may be threatened by the exist­

ence of Marshallian Externalities and that is why governmental interventions through pub­

lic policies are required. 

Firstly, the industrial structure has great impacts on the national economic welfare. 

From the analysis of Itoh et al. (1991), it is realized that the establishment of the industrial 

structure toward the development of high growth industries is desirable for all countries. 

The success in establishing those industries will enhance the economic welfare of that coun­

try in trading with the others. Nevertheless, the manufacturing process often takes place in 
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many countries, under the globalization condition, before a final product could be supplied 

to the customers. Under the new condition, governments of the developing countries like 

Vietnam should develop their industrial structure toward some processes required advance 

technologies and creativity because these processes often account for a larger proportion of 

value-added in a product. 

Secondly, as presented in section three, Marshallian Externalities deter the develop­

ment of the SMEs ; drive them out of the early established industries under the control of 

the market mechanism. Consequently, the public policies to promote the newly estab­

lished industries or infant industries are the necessity from the view point of the social wel­

fare. 

Finally, to achieve the objective of the industrial development accompanied by chang­

ing industrial structure, governments should promote and ensure the sustainable develop­

ment of the SMEs. The industrial policy which aims at promoting the infant industry and 

the SMEs' support policy in this case are identical. The development of the SMEs sector 

not only helps the government in establishing the infant industries but also in solving the 

by-product of the industrial development accompanied by changing industrial structure pro­

cess. 

There still remain some problems to be discussed further. Recently, the researches of 

Bond et al. (2005), Ishihara (2002) etc, continue to analyze the effects of Marshallian Ex­

ternality to the industrial development and economic development theoretically. Neverthe­

less, a model that explains the existence of the Marshallian Externalities in the case SMEs 

act as suppliers in the upstream industry and Large-sized firms act as assemblers in the 

downstream industry has not been found. Therefore, in my opinion it is needed to have 

more empirical analysis works to verify the "infant industry" theory and to evaluate the 

effects of public policies. 
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