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Abstract  

Employment policies play a crucial role in promoting economic growth and social stability in 

developing countries. With the global unemployment rate reaching 5.8% by 2022 (ILO, 2023) 

and the private sector contributing around 90% of the total employment in developing countries, 

an in-depth understanding of the relationship between employment policies and private sector 

needs is crucial. This narrative review analyzes the comprehensive literature from various sources 

to identify the key areas of policy reform. The results reveal several key challenges: regulatory 

burdens that limit formal business growth by 24% (Bruhn & McKenzie, 2014), significant skills 

gaps (Hanushek & Woessmann, 2008), limited access to finance (Beck & Demirguc-Kunt, 2006), 

and premature deindustrialization (Rodrik, 2016). The research findings suggest that the 

effectiveness of an employment policy depends on its ability to integrate the various dimensions 

of the challenge while considering the local context. This study emphasizes the importance of a 

holistic and adaptive policy approach and identifies the need for further studies on the impact of 

digitalization and informal sector dynamics in developing countries. 
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Introduction 

Employment policies in developing countries have wide-ranging impacts on 

economic growth, poverty reduction, and social stability. Data from the International 

Labor Organization (2023) show that the global unemployment rate is expected to reach 

5.8% by 2022, with developing countries experiencing a greater impact. The private 

sector plays a very important role in addressing this challenge, given its contribution to 

approximately 90% of total employment in these countries. However, the relationship 

between employment policies and private sector needs is still not well understood and has 

not been adequately addressed. 

In developing countries, the labor sector is characterized by complex interactions 

between the formal and informal sectors, overlapping regulations, and often limited 

institutional capacity (Fields, 2011). Therefore, private firms face significant barriers that 

hamper their potential to drive employment growth. Aterido et al. (2011) show that small 

firms in developing countries grow six percentage points slower per year than their peers 

in developed countries, mainly due to regulatory constraints. Furthermore, Bruhn and 
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McKenzie (2014) showed that burdensome regulations can reduce formal firm formation 

by up to 24% in developing countries. This study is based on institutional economics, 

labor market theory, and development economics. North's (1990) seminal work on 

institutions provides insight into how formal and informal rules shape economic behavior 

and outcomes. In the context of labor policy, institutional factors such as labor 

regulations, property rights, and contract enforcement mechanisms significantly influence 

private sector decision making and growth potential (Acemoglu et al., 2005). In addition, 

the human capital theory developed by Becker (1964) and Schultz (1961) provides insight 

into the role of education and skill development in increasing labor productivity and 

economic growth. 

The development of global economic trends has further complicated the 

employment landscape of developing countries. The concept of "premature 

deindustrialization" proposed by Rodrik (2016) suggests that many developing countries 

are experiencing a decline in the proportion of manufacturing employment at lower 

income levels compared to the historical pattern of developed countries . This 

phenomenon has profound implications for employment policies and private sector 

strategies, especially given the increasing importance of the services sector and gig 

economy (Kässi & Lehdonvirta, 2018). A combination of these three theoretical 

approaches forms a comprehensive and integrated analytical framework. North’s (1990) 

institutional economics provides a foundation for understanding how formal and informal 

rules including employment regulations, tax systems, and law enforcement mechanisms 

shape firms’ economic behavior. In the context of developing countries, this theory 

explains why firms often choose to operate in the informal sector: high compliance costs, 

complex bureaucratic procedures, and weak law enforcement create incentives to avoid 

formalization. 

The labor market theory complements this analysis by explaining the dynamics of 

labor supply and demand. This approach helps to understand how policy interventions, 

such as minimum wage regulations, labor protection policies, and training programs, 

affect labor market equilibrium. For example, labor protection regulations that are too 

strict may encourage firms to use informal contracts or reduce hiring, whereas regulations 

that are too loose may lead to worker exploitation. 

Development economics provides a macro perspective on how labor policies can 

support the structural transformation of the economy. This approach emphasizes the 

importance of considering the stage of economic development in the design of labor 

policies. In developing countries, policies should support the transition from an 

agriculture-based economy to manufacturing and services while ensuring that the benefits 

of growth are equally shared. The integration of these three approaches allows for a more 

holistic analysis that considers how institutional regulations interact with labor market 

dynamics to affect economic development outcomes. This study seeks to address three 

central research questions, 1. What are the key needs of the private sector in developing 
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countries regarding employment policy?; 2. How do current employment policies align 

with or differ from these needs? ; 3. What policy reforms could support private sector 

growth and job creation in developing countries? 

A narrative literature review was used, focusing on key studies and influential 

works that have shaped discussions on employment policy and private sector 

development in developing countries. These include Rodrik’s (2016) analysis of 

premature deindustrialization; Fox and Oviedo’s (2008) study of institutional factors 

affecting labor markets in sub-Saharan Africa; and Grimm and Paffhausen’s (2015) 

findings on interventions targeting micro, small, and medium enterprises. 

This study covers a range of developing countries, recognizing the heterogeneity 

among these countries in terms of economic structure, institutional capacity, and policy 

environment. We pay particular attention to regional variations, making comparisons 

between sub-Saharan Africa, South Asia, Latin America, and other developing regions to 

identify common trends and challenges in specific contexts. 

The purpose of this narrative literature review is to support private-sector growth 

and job creation in developing countries. The findings have the potential to inform 

targeted and effective policy interventions, ultimately contributing to the broader goals 

of economic development and poverty reduction in these countries. As Djankov and 

Ramalho (2009) argued, modest improvements in employment policies can yield 

significant gains in job creation and economic growth in developing countries. We hope 

that this review will provide a basis for such improvements and stimulate further research 

in the field of public policy, particularly in employment policy. 

 

Methods 

This study uses a narrative literature review approach to analyze the relationship 

between employment policies and private sector needs in developing countries. Unlike 

systematic reviews, this narrative approach was chosen to provide a deeper contextual 

understanding of the complexity of relationships between the variables studied. This 

study used peer-reviewed academic journal literature sources in the fields of development 

economics, employment policy, and development studies. Technical and policy reports 

from the World Bank, the ILO, and the IMF. Seminal works in the fields of institutional 

economics and development economics. 

 

Result 

A comprehensive review of the literature and empirical studies reveals a pattern of 

relationships between employment policies and private-sector needs in developing 

countries. The various factors identified do not stand alone but interact to form an 

ecosystem that affects the private sector's ability to create and retain jobs. Regulatory 

burdens have emerged as one of the most significant barriers to private sector growth. 

Djankov et al. (2006) identified that developing countries tend to have much more 
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complex and burdensome regulatory frameworks than developed countries. The impact 

is real: research by Bruhn and McKenzie (2014) shows a decrease of up to 24% in formal 

business formation due to overly stringent regulations. Aterido et al. (2011) found that 

small firms in developing countries experienced 6% slower growth than their counterparts 

in developed countries, mainly because of excessive regulatory burdens. This regulatory 

complexity creates what can be called a "regulatory paradox, " in which efforts to protect 

workers through strict regulations actually encourage the growth of the informal sector 

that offers minimal protection. La Porta and Shleifer (2014) describe how this creates a 

vicious cycle: firms remain informal to avoid burdensome regulation, but informality 

limits their access to resources needed for growth, including formal finance and capacity-

building programs. 

The structural transformation of the global economy presents several challenges. 

Rodrik (2016) identifies the phenomenon of “premature deindustrialization, ” in which 

developing countries experience a decline in the share of manufacturing in GDP at income 

levels much lower than those historically experienced by developed countries. This 

phenomenon has profound implications for the labor market. Data show that traditional 

manufacturing sectors, historically the engine of formal job creation, are losing their 

capacity to absorb labor before countries have reached optimal levels of industrialization. 

 

Today, the digital revolution has fundamentally changed many employment areas. 

Kässi and Lehdonvirta (2018) document the rapid growth of the gig economy in 

developing countries, creating new forms of work that do not fully fit traditional 

regulatory frameworks. Digital platforms offer more flexible employment opportunities 

but also bring new challenges in terms of worker protection and income stability. 

The skill gap has emerged as another critical barrier. Hanushek and Woessmann 

(2008) identified a fundamental mismatch between the outputs of educational systems 

and the needs of the modern labor market. This problem is not limited to technical skills; 

Cunningham and Villaseñor (2016) found that employers increasingly prioritize soft 

skills, such as problem solving, effective communication, and adaptability. However, 

educational systems in many developing countries still focus on theoretical knowledge 

and place little emphasis on the development of soft skills. 

Vocational training programs, which are intended to bridge this gap, often fall short 

of their goals. Honorati and McArdle (2013) identified a mismatch between training 

curricula and industry needs. Furthermore, they found that many training programs were 

not sufficiently responsive to rapid changes in private-sector skills. 

Access to finance remains a serious constraint, especially for micro-, small-, and 

medium-sized enterprises (MSMEs). Beck and Demirguc-Kunt (2006) show that limited 

access to working capital constrains firms’ ability to retain and recruit workers. Ayyagari 

et al. (2016) further reveal that credit constraints not only affect business growth, but also 
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hinder investment in technology and innovation, which are essential for increasing 

productivity and competitiveness. 

Infrastructure deficits constitute the challenges faced. Escribano et al. (2010) 

document how poor infrastructure (e.g., transportation networks and electricity supply) 

significantly increases firms’ operating costs. The World Bank (2016) emphasizes that, 

in the digital age, limited access to digital infrastructure makes it increasingly difficult 

for firms to innovate and participate in the global economy. 

Macroeconomic instability adds to firm uncertainty. Baker et al. (2016) show how 

policy uncertainty encourages firms to delay investment and hiring decisions. Caglayan 

and Demir (2014) find that exchange rate volatility significantly affects the export and 

hiring decisions of firms engaged in international trade. 

Thus, business formalization requires special attention. Ulyssea (2018) revealed the 

complexity of formalization decisions, where businesses must weigh the costs and 

benefits of formalization in the context of limited enforcement capacity. Programs such 

as SIMPLES in Brazil, studied by Fajnzylber et al. (2011), show that a phased approach 

with appropriate incentives can effectively encourage formalization. 

These findings suggest that the challenges faced by the private sector in developing 

countries are multi-dimensional and interconnected. The success of employment policies 

will depend on their ability to address these challenges simultaneously, while taking into 

account local contexts and existing institutional capacities. 

The results also underscore the importance of a more diversified and contextual 

approach to employment policy. Policies need to be tailored to the specific conditions of 

each country while considering the global best practices and lessons learned from the 

experiences of different countries. 

 

Discussion 

The results of this study provide a comprehensive picture of the complex 

relationship between employment policies and private-sector needs in developing 

countries. These findings have important implications for economic development policies 

and strategies. The following discussion will analyze the meaning of these findings and 

their implications for various stakeholders in more depth. First, the regulatory burdens 

that burden the private sector must be seen in the broader context of institutional 

development. Although Djankov and Ramalho (2009) showed that many developing 

countries have adopted employment regulations that emulate those of developed 

countries, this approach is often not suited to the local context. This finding highlights the 

need for more varied and contextual regulatory reform. For example, Rwanda's success 

in its 2009 employment law reforms suggests that regulatory flexibility can increase 

formal job creation, without compromising worker protection (Bernal et al. 2017). The 

skill gaps identified in this study require new approaches to human resource development. 
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Existing vocational training programs, as demonstrated in the study by Tripney et al., 

have not been adequately addressed. (2013) did have a positive impact on employment 

outcomes, but the effect was relatively small. India’s experience with the National Skill 

Development Corporation suggests that public-private partnerships in skills development 

can be a promising model (Mehrortra, 2014). This approach allows for a better alignment 

between training and industry needs. Regarding access to finance, research findings point 

to the need for innovation in financial instruments. The success of the FOGAPE 

programme in Chile in improving access to credit for MSMEs (Beck et al., 2008) provides 

valuable lessons. However, as Banerjee et al. (2015) show, the impact of microfinance 

programs on business growth and job creation is more moderate than expected. This 

finding suggests the need for a more diversified approach to financing tailored to the 

needs of different segments of the private sector. These research findings highlight the 

need for innovation in financial instruments that are more diversified and responsive to 

the needs of MSMEs. These innovations need to be supported by an adequate regulatory 

framework and financial literacy programs to ensure that MSMEs can optimally use them. 

These instruments include the following instruments: 

- Credit guarantee schemes that can reduce collateral requirements, which are often 

a major barrier for MSMEs. Programs such as FOGAPE in Chile have proven 

effective in increasing access to credit by sharing risk between the government 

and financial institutions. 

- Equity-based financing, including angel investment and venture capital, is 

particularly important for startups and innovative businesses that may not have 

traditional collateral, but have high growth potential. 

- Crowdfunding and peer-to-peer lending platforms that leverage digital 

technologies to connect MSMEs with alternative sources of financing, often with 

simpler processes and more flexible terms. 

- Islamic financial instruments such as Mudaraba and Musharaka offer alternative 

profit-sharing financing, which is particularly important in countries with large 

Muslim populations. 

- Invoice-based and supply chain financing that allows MSMEs to obtain working 

capital based on receivables or confirmed orders. 

The phenomenon of premature deindustrialization, identified by Rodrik (2016), has 

serious implications for economic development strategies. Developing countries must 

find alternative development paths that do not rely entirely on traditional industrialization. 

Kässi and Lehdonvirta (2018) noted the growth of the gig economy in developing 

countries, which may offer new opportunities for job creation. However, this transition 

requires a policy framework that can accommodate new forms of employment, while still 

ensuring worker protection. 

The phenomenon of premature deindustrialization has been clearly observed in 

several major developing countries. Indonesia provides an interesting illustration, given 
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that the contribution of the manufacturing sector to GDP declined from 29% in 2001 to 

only 20% in 2019, even though the per capita income is still below $4,000. This decline 

has occurred much faster than in developed countries, which usually begin to experience 

deindustrialization at per capita income levels above $15,000. 

In India, this situation is even more concerning. Despite having a large population 

that should support mass industrialization, the contribution of manufacturing to GDP has 

stagnated at approximately 17% over the past two decades. This contrasts with the 

experience of South Korea and Taiwan, which peaked at around 30% of the GDP in 

manufacturing before transitioning to a service-based economy. As a result, India faces 

the challenge of creating enough formal jobs to absorb millions of young people entering 

the labor market each year. 

Malaysia, on the other hand, has shown a more successful approach to this 

challenge. The country has managed to maintain a stable manufacturing contribution of 

around 23% by focusing on high-value-added industries, especially electronics and 

automotive components. The Malaysian Vendor Development Program, launched in 

1988, succeeded in creating an ecosystem in which multinationals transfer technology 

and knowledge to local suppliers. As a result, Malaysia has a network of MSMEs that are 

more integrated into global value chains and can innovate independently. 

The different experiences of these three countries provide lessons on the importance 

of proactive industrial policy. Malaysia’s success shows that premature 

deindustrialization is not an inevitable fate but can be mitigated through the right 

combination of policies, including investment in technical education, support for 

technology transfer, and strategic integration into global value chains. 

The infrastructure deficit identified by the World Bank (2016) requires innovative 

approaches for infrastructure financing and development. Although Estache et al. (2015) 

noted that private sector participation in infrastructure in developing countries has not 

met expectations, the experiences of some countries suggest the potential for alternative 

approaches. For example, digital technologies are used to overcome the limitations of the 

physical infrastructure, as seen in the growth of digital financial services. 

Macroeconomic instability and its impact on private investment decisions, as Baker 

et al. (2016) show, emphasize the importance of policy coordination. Goncalves and 

Salles (2008) found that the adoption of inflation targeting by developing countries 

contributes to greater macroeconomic stability. However, it is challenging to ensure that 

macroeconomic stability is not achieved at the expense of job growth. 

Business formalization requires a more realistic approach. Ulyssea (2018) 

suggested that a gradual approach to formalization is more effective than overly rigid 

policies. The SIMPLES program in Brazil, which simplified the tax regime for small 

businesses, shows how the right incentives can encourage formalization (Fajnzylber et 

al., 2011). 
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In the context of innovation and technology adoption, Cirera and Maloney's (2017) 

findings on the technology gap in developing countries suggest a need for a more 

systematic approach to support private sector innovation. Programs such as Malaysia's 

Vendor Development Program demonstrate how structured policies can encourage 

technology transfer to local SMEs (Rasiah & Shan, 2016). Collectively, these findings 

suggest that employment policies in developing countries must be developed to account 

for the complexity of the challenges faced by the private sector. A more systematic 

approach is needed that integrates multiple policy dimensions, considers the local context 

and institutional capacity, provides space for experimentation and learning, and builds 

effective partnerships between public and private sectors. The success of an employment 

policy depends largely on its ability to create an enabling environment for private sector 

growth while ensuring quality and inclusive job creation. 

 

Conclusion  

This narrative study explores the complex relationship between employment 

policies and private sector needs in developing countries. Several key conclusions can be 

drawn based on a comprehensive analysis of the literature and empirical studies. First, 

the private sector in developing countries is facing multidimensional and interrelated 

challenges. The identified regulatory barriers do not stand alone but interact with the skills 

gap, limited access to finance, and infrastructure deficits to create a challenging 

environment for business growth and job creation. This complexity is compounded by 

premature deindustrialization, which fundamentally changes the economic structure of 

developing countries. Second, the effectiveness of employment policies depends largely 

on their ability to respond to the specific needs of the private sector, while considering 

local contexts. The experiences of various countries have shown that a uniform policy 

approach to employment is often ineffective. In contrast, successful policies, such as 

Rwanda’s labor reforms and Brazil’s SIMPLES programme, demonstrate the importance 

of adapting policies to the specific conditions of each region. Third, institutions play a 

critical role in determining the success of employment policies. For example, limited 

institutional capacity is often a major constraint on policy implementation, even when 

policies are well-designed. This highlights the importance of strengthening institutional 

capacity as an integral part of employment policy reform. 

These findings have several important implications. (1) The government needs to 

adopt a holistic approach that integrates the various dimensions of employment policy, 

from regulation to skills development and access to finance. A fragmented approach is 

not effective in addressing the complex challenges facing the private sector. (2) 

Employment policies need to be flexible enough to accommodate rapid changes in the 

global economic landscape, including the emergence of new forms of work and digital 

transformation. The gig economy and digitalization bring new challenges and 

opportunities that require adaptive policy responses. (3) Strengthening institutional and 
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human resource capacities must be a priority on the policy reform agenda. This includes 

not only the development of technical skills but also soft skills that are increasingly 

important in the modern economy. Several priority areas can be identified for future 

research: (1) There is a need for rigorous evaluation of employment policy interventions 

in developing countries, especially those that can capture long-term effects and spillovers. 

(2) Given the large informal sector in developing countries, more research is needed to 

understand the dynamics of informality and effective approaches to promoting 

formalization without inhibiting economic activity. (3) Research on the impact of 

digitalization on labor markets in developing countries and its implications for 

employment policies are increasingly important. (4) Further research is needed on how 

employment policies can support inclusive growth and reduce inequality. In conclusion, 

while the challenges facing the private sector in developing countries are complex, there 

is a significant scope to improve the effectiveness of employment policies through a more 

integrated, adaptive, and evidence-based approach. The urgency for these reforms is 

heightened given the global commitment to the Sustainable Development Goals (SDGs), 

particularly SDG 8, which targets “decent work and economic growth for all.” Achieving 

SDG 8 requires more than just creating jobs, and policies must ensure that these jobs are 

quality, productive, and inclusive. Specific SDG target 8.3 emphasizes the importance of 

“promoting development-oriented policies that support productive activities, decent 

employment creation, entrepreneurship, creativity and innovation, and encouraging the 

formalization and growth of micro, small and medium-sized enterprises.” In this context, 

employment policies in developing countries must be designed not only to support private 

sector growth, but also to ensure that such growth is: Inclusive, providing opportunities 

for marginalized groups including women, youth and persons with disabilities; 

Sustainable, taking into account environmental and social aspects in employment 

creation; Equitable, ensuring workers’ rights and equitable distribution of economic 

benefits.By integrating the SDGs perspective into employment policy design, developing 

countries can transform challenges into opportunities for building more inclusive and 

sustainable economies. This requires close collaboration between governments, the 

private sector, and civil society as well as support from the international community. 

Ultimately, success in creating an enabling environment for private sector growth while 

ensuring decent work will be the key to achieving the SDGs by 2030 and achieving truly 

sustainable development. This study underscores the complexity of addressing the 

employment challenges in developing countries. However, it shows that by gaining a 

more comprehensive understanding of private sector needs and adopting better policy 

strategies, there is a concrete prospect of creating a better climate that fosters economic 

expansion and the creation of superior employment opportunities.  
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