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Foreword

It is with great pleasure that I accept to write the foreword to these proceedings from
the workshop on “Small Scale Enterprise Development - In Search of New Dutch
Approaches”.

The relevance of micro and small-scale enterprises for income and employment gen-
eration and the production of basic goods and services, especially for the more vulne-
rable sections of society in the Third World, can hardly be overstated. Though the role
of these enterprises has not always been recognized in the past and small-scale entre-
prencurs were often ignored or even discriminated against in policy, the subject has
increasingly received attention. Research on the subject has been intensified in the last
two decades or so. A great number of studies and articles were published, devoted to
various aspects of the subject ranging from more theoretical and conceptual issues to
more descriptive, empirical studies and evaluation reports of projects in this field.

Consequently, at the present juncture the problem is not so much paucity of data and
lack of knowledge, but rather the policy-relevant translation of available insights into
realistic and operational goals, strategies and instruments for the development of
micro and small-scale enterprises.

With this aim in mind the Dutch government invited Dutch as well as international
experts, professionals, researchers and practitioners to discuss at this workshop poli-
cy-related issues in small and micro-scale enterprise development. A number of such
initiatives were launched by the Dutch during the past five years, contributing at the
one hand t0 a better understanding of the problem, but, on the other hand, pointing to
the need of changes in policies pursued so far.

Now, these efforts are expected to converge into a more concerted and consistent
formulation of “New Dutch Approaches” as the title of the workshop suggests. It is
fair to acknowledge that, though aware of the relevance of the topic, the Dutch govern-
ment till now lacked an explicit policy approach to the subject, even though develop-
ment activities in the field were supported via bilateral and muttilateral development
cooperation, Recently a thematic evaluation of these efforts has taken place by the
Netherlands government, the UNDP (United Nations Development Programme), the
ILO (International Labour Organisation) and the UNIDO (United Nations Industrial
Development Organization) jointly,

This evaluation has brought to the surface pertinent questions, dilemmas and issues to
be taken into account when formulating policies and operational activities. It was
shown that effective support of these small-scale, often informally organized, econo-



6 FOREWORD

tnic activities is far from simple, irrespective of whether it is done through general po-
licies or through project interventions.

To reiterate 4 few problems:

- local authorities in many cases exhibit an attitude of neglect or even outright
discrimination towards these enterprises;

- government policies do not take small-scale economic activities into proper ac-
count, but are directed towards more formal, larger-scale and urban enterprises;

- there has been too little appreciation of the impact of overall policies, especially
the so-called demand-side policies;

- for a variety of reasons, project interventions to support the small-scale enterprises
have been largely ineffective and were too costly;

- there are special problems in relation to labour circumstances of such groups as
women and children. In addition, attention should be paid to the environmental
effects of small-scale industrial activities;

- many of the existing (Dutch) policy instruments appear to be not very suitable for
effective support of this category of enterprises. An exception are the instruments
focussing on self-help, local organization and empowerment,

The workshop has paid attention to these and other issues. To my mind, an emerging
consensus is developing as far as major questions are concerned, Also considering
forthcoming reports on the subject by the NAR (National Advisory Council on Devel-
opment Cooperation) and RAWOO (Advisory Council for Scientific Research related
to Interational Cooperation) this may lead to concrete recommendations for future
policy.

Therefore, T would like to thank all contributors to this workshop not only for their
contribution per se, but even more so for their common effort to formulate ideas,
suggestions and options for a new Dutch approach in this field. I sincerely hope that
these efforts, together with the results of past and current initiatives, will lead to an
explicit and effective Dutch approach that will reach and support — directly or indi-
rectly — entrepreneurs and labourers in micro and small-scale industrial activities in
the Third World.

Mr. J.LI.LAM. van Gennip

Deputy Director General International Cooperation
Ministry of Foreign Affairs

The Hague, June 1989.



A word from the editors

Small and micro enterprises as well as other income-generating activities are at the
heart of many development programmes; their significance varies according to the
development level of their economic and social environment.

History shows that - especially in comparison with the United States or United King-
dom - the Netherlands have had relatively little experience with industrial develop-
ment on the basis of local resources or raw materials, with the exception of the dairy
and iextile industry. Manufacturing industry in the Netherlands has nearly always
been linked to commerce and trade. In spite of the international orientation in the Ne-
therlands another remarkable fact is that the considerable available know-how and ex-
perience in the field of small enterprise development of banks such as NMB (the Ne-
therlands Small Enterprises Bank) or RABO, (the Netherlands Cooperative Bank),
small enterprise support institutes such as RND or CIMK (small enterprise extension
services), or pressure groups have hardly ever been applied to Third World situations.

Still interest in the development and promotion of small and micro enterprises in
developing countrics has always been of substantive nature. Practitioners in the field
have continuously made endeavours to establish links with universities and training
institutes. Secondly a number of initiatives have been launched during the past years
by various organization in the Netherlands, each in 4 specific way contributing to a
better understanding of the role of small and micro enterprises, and of the need for
policy changes.

The first attempts to come to a better understanding of the impact of adopted policies
and methodologies were made informally in the early 1980s when a small group of
individualy held study meetings related to off-farm employment. Broadly based dis-
cussions about the sector in general were held during the 1983 conference on Small
Industry Promotion in Developing Countries hosted by RVB Delft (the Research
Institute for Management Science). In [984 the FMO (the Netherlands Finance Com-
pany for Developing Countries) organized a conference about Credit and Finance for
Small and Micro Enterprises further promoting the understanding of the need of credit
for the sector. The Tnstitute for Social Studies (ISS), The Hague, initiated the discus-
sion about industrialization processes and the role of smalil and micro enterprises in
1987 with an International Conference and policy seminar, later followed by an ongo-
ing series of national workshops on the same topic. The forthcoming report by the
RAWOQO (Advisory Council for Scientific Research related to International Coopera-
tion) on industrialization will be an important contribution too. And in 1989, the Na-
tional Advisory Council on Development Cooperation (NAR), presented comprehen-
sive views about the role and functions of the Informal Sector. Finally, the role of
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Non-Governmental Organizations (NGOs) and Private Voluntary Organizations
(PVOs) was discussed specifically during the 1987 conference on the basis of the
study Self-Help Promotion, a Challenge to the NGO Community.

This wealth of information was recentty complemented by two evaluation reports. The
UNDP/Netherlands/ILO/UNIDO thematic evaluation Development of Rural Small
Industrial Enterprise, Lessons from Experience (RSIE, 1988) provides an in depth
insight in the numerous pitfalls encountered in small enterprises development and pro-
motion programmes. But it also laid the foundation for renewed cfforts on the basis of
a better understanding of the required policy adjustments, The 1988 study Wormen
Entrepreneurs, Development Prospects for Women Entrepreneurs in Small and Micro
Scale Industry, by the Operations Review Unit (ORU, 1988) of the Directorate Gen-
eral for International Cooperation (DGIS) of the Netherlands Ministry of Foreign Af-
fairs, must be seen as a balanced argumentation for further integration of women (i.e.
group} specific programmes in overall (small and micro cnterprise) development pro-
grammes.

The past decade in the Netherlands, the small and micro enterprise sector has been
subject of research by a large number of individuals at various universities, resulting in
an increasing number of theses on the role of the sector, Without denying the impor-
tance of studies and analyses made internationally, it was considered worthwhile to
take stock where we stand in the Netherlands, in the field of small and micro enterprise
promotion.

In spite of the many studies until now, very little feedback has been provided to policy
makers and politicians regarding the policies to be adopted and programmes or pro-
Jjects to be supported in the coming years.

By and large, it has become clear that the various ideas and theorics generated in the
present decade form a sufficient basis to come to a reorientation of the policies and
strategies for the sector,

Therefore, the Directorate General for International Cooperation of the Netherlands
Ministry of Foreign Affairs deemed it necessary to hold in depth consultations with
practitioners, researchers and professionals in the field of small and micro enterprise
development in order to assess the possibility to formulate new, coherent and compre-
hensive approaches,

A position paper based on the findings of the RSIE study was prepared by Roger
Teszler and sent for comments to a setected number of Dutch experts. The outcome of
that process formed the basis of the first three chapters of this book. The consultations
revealed that specific attention was to be paid to six different but interrelated topics
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(i) the role of the small and micro enterprise sector;
(i) the impact of macro policies;

{iii) the need for classification:

(iv) the need for innovative financing;

{v) the impact of group specific programmes;

{vi) the role of donor agencies.

Leading international experts in the field were invited to submit their thoughts on the
above points, which formed the basis of the chapters IV through IX of this book.

Dutch experts, professionals, policy makers and researchers active in the small and
micro enterprise sector were invited by the Netherlands Government to a two day
workshop held in 1989 and organized by ETC Foundation, Consultants for Develop-
ment Programmes, where intensive debates about the position paper and the afore-
mentioned contributions by the intenational experts have thrown more light on the
issues under consideration. Through these discussions, of which the result formed the
basis of chapter X and the concluding chapter X1, it is felt thut the enhanced understan-
ding of the problems to be tackled will lead to a more concerted and comprehensive
effort by all concerned.!

This book is the result of the overall process of studies, analyses, consultations and
debates, It is hoped that policy makers as well as professionals will be able to draw
their own independent conclusions from the thoughts presented here, and that through
a concerted effort at all levels a balanced, effective and efficient impetus can be given
to the promotion of sustainable econornic development.

The editors,
Antoinette Gosses
Klaas Molenaar
Quirin Slaijs
Reger Teszler

November 1989.

1 See Annex | for a list of panticipants of the Woskshop Small Scale Enterprise Development, in Search of
New Dutch Approaches.






I. What are small enterprises?

by Roger Teszler

Development can be viewed as a process of structural change with individual or group
self-sufficiency making way for economic activity of a more specialized nature. Gen-
erally speaking, this process can be said to have originated and advanced further in
developed than in developing countries. The consequences of this evolutionary pro-
cess can be illustrated with reference to certain characteristics of industry as it now
exists in most developed countries. These are:

- Industrial structure has diversified extensively, and has come to be characterized
by a broad range of plant sizes and goods produced.

- Industry has developed a strong network of functional linkages, not only berween
individual industrial units but also between indusiry and other sectors of the
ECONOMY.

- Industrial activity has spread ouwt geographically in the wake of improving infra-
structure outside the major vwrban areas.

In rural areas similar developments have occurred:

- Rural self-sufficiency has gradually given way to specialized agricultural produc-
tion. :
Non-agricultural rural activities have tended to concentrate in small market
centres and district towns.

- The initially clear-cut dividing line between city and countryside is being replaced
by something more like an urban-rural continuum, with industrial processing and
assembly activities increasingly being (re)located in more rural surroundings.

The struggle for industrial development in developing countries has by and large not
vielded impressive results. Developed and diversified industrial structures are but
rarely (although of late increasingly) found outside the developed countries. The
recognition in academic and policy-making circles of industry as a prime mover in the
development process has not been translated at an acceptably large scale into a plan-
ned and empirically proven procesys of industrial development.
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1. Why Focus on Small and Micro Enterprises?

The aforegoing does not mean that industrial development in the Third World is non-
existent (by now approximately one-seventh of the world’s manufacturing production
takes place in developing countries), but rather that major developments in Third
World manufacturing are owing to specific circumstances and that these can be used
as bench-marks for classification.

These circumstances refer to:

- The adoption of an industrialization policy of export-led growth at a time when the
world economy was still expanding (Taiwan, Koresa, Hong Kong and Singapore in
the late fifties and early sixties). Attempts by other governments to follow this lead
have only produced limited results {in a number of Latin American countries in
particular), because by that time the expansion of the global economy had come to
a halt. With the renewed expansion of the world economy in the present decade the
results of countries such as Thailand, Malaysia and Indonesia appear promising,

- The existence of a large domestic market (India, Brazil, Indonesia, Mexico) im-
plies that, even if per capita income levels are modest, the sheer quantity of pur-
chasing power in absolute terms is sufficient to generate effective demand to allow
for economies of scale in manufacturing activities.

- Specific conditions such as legislation for expert processing zones and politicat
stability which increase the attractiveness of a country for foreign productive
investment. Examples are export platforms such as Mauritius and the ‘maquila-
dora’ industries of the border cities of Northern Mexico.

In the first category impressive results have been achieved by the effective use made
by policy makers of latent development potential, which in turn was the result of a
combination of land reform, integrated rural development policies and investment in
human capital formation (Taiwan and Korea in particular). It is even questionable
whether some of these countries can continue to be considered as developing coun-
tries.

The countries in the second and especially in the third category have achieved their
industrial success mainty by virtue of specific characteristics and ad hoe legislation
(economic size, attractiveness for foreign investment). Their often spectacular
achicvements in industnialization have only had a limited impact on the overall devel-
opment process. In the third category, manufacturing has frequently remained a mod-
ern enclave with limited effects to other sectors of the economy. In spatial terms such
modern industrial centres are in marked contrast to the poverty surrounding them, and
from a functional point of view the linkages of modern industry to international
business and markets are often more important than their domestic ones.

The low degree of integration of modern large-scale manufacturing in the national
economy of most developing countries can be attributed to factors such as:
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- The high capital intensity of modern manufacturing, while the labour force em-
ployed in such plants must be well-trained and experienced. Such a labour force in
developing countries can sometimes be in even shorter supply than capital.

- Modern manufacturing in developing countries tends to remain dependent on the
import of capital goods and technology. In some of the more developed Asian and
Latin American countries the capital goods industry has attained a certain momen-
tum as the result of licensing agreements with international producers. Purely local
design, development and production of modern capital goods is only found in a
few isolated cases (Brazil, Mexico, India, Korea). Partial manufacture of parts of
capital goods and assembly is, however, more frequently found (e.g. wooden bus
bodies for jeepneys, small grain mills and coffee decorticators).

- It is usually the traditional export sectors (agricultural and mineral raw materials)
that have to bear the brunt of the industrialization process. Tn some cases agricul-
ture suffers a second blow via concessionary food impeorts for the urban popula-
tion, from whom most of the labour force for modern manufacturing is recruited.

Summing up, 2 modern manufacturing structure of any significance is beyond the
reach of many developing countries because of the high costs involved and poor
access to markets, It provides no adequate solution to the problem of unemployment,
and its derived spread effects on other sectors of the economy are limited. The disap-
pointing results obtained by emphasizing modernization strategies for industrializa-
tion have led to policies of substitution rather than attempts to remedy any apparent
deficiencies by complementary measures, Emphasis was thus laid on other aspects of
economic development instead (substitution), such as hurnan resources, agriculture
and international trade. In due course, often stimulated by reasons of mass unemploy-
ment, small enterprise in general (and smatl-scale manufacturing in particular) has
emerged as a potential source of development promise, Small and micro enterprise

(SME) has now become one of many in a series of development fashions, mainly

because:

- Large-scale enterprise, whether plantation, manufacturing plant or large business,
has apparently, with few exceptions, not stimulated a wide ranging devetopment
process to the extent expected. In view of the continuing belief in the pivotal role
of manufacturing as a leading sector in a developed economy, alternatives have to
be found to stimulate industrial development. One of the most promising alterna-
tives in this respect is increasingly thought to be the development of small and
micro enterprises.

- As stated above, development implies structural change and specialization. The
process of rationalization production leads to more clear-cut divisions of labour,
which in turn are enhanced by technological change, The result is higher capital in-
tensity which makes possible a larger, better and more diversified output, Because
these processes can be implemented with decreasing inputs of labour, whereas at
the same time improvements in public health have induced higher natural growth
rates of population, a disequilibrium ensues because much available labour is not
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effectively utilized. This untapped labour force attempts Lo survive by searching
for alternative sources of income, which prove to be not readily available in mod-
ernized agriculture, industry and services.

- It would appear that small and micro enterprises make better use of scarce factors
of production by the application of labour-intensive methods. This is apparent in
lower inputs of capital and larger ones of labour as well as in the higher production
volume obtained per umit of equipment used (Liedholm & Mead, 1987; for a
dissenting view see Little, 1987),

With formal and modern enterprise absorbing only small amounts of labour, those
failing to find work have to search for alternative opportunities, such as those offered
by small and micro enterprises. This process results in large numbers of street-hawk-
ers and fixed position small enterprises in low-income neighbourhoods and market
areas of large cities, ag well as in smaller administrative and market centres in rural
areas,

Research has indicated (World Bank, 1978; Chuta & Liedholm, 1979; Liedholm &

Mead, 1987) that:

- Industrial employment is on the increase in many developing countries (table 1),

- Industrial production and employment are concentrated mainly in smaller firms
(table 2). As income per capita increases, the significance of the smallest category
of firms (micro enterprise) as a source for employment decreases.

- in many developing countries small manufacturing plants account for the largest
share of manufacturing employment (table 3).

- Increased incomes in rural areas often lead to a more than proportionate increase in
the demand for the products of rural small industry. Income increase for the major-
ity of the rural population results in more and more frequent purchases of goods
from small and micro enterprises which used to be bought less frequently and/or in
smaller quantities (Chuta & Liedholm 1979; Papola, 1987).

These findings have not failed to leave their mark on the policies for development and

development cooperation, It has become clear that:

- Modernization by itself does not provide sufficient jobs for a rapidly increasing
population,

- The struggle for economic survival is a desperate but not necessarily insignificant
contribution to the development process. Many forms of enterprises, individual as
well as collective or cooperative, emerge from such survival strategies amongst the
urban poor. In this respect the important role of women entrepreneurs is worthy of
note. For the poorest of the poor, often idle in agricultural slack periods, small and
micro enterprises are probably the only way to make a living all the year round.

It makes a considerable difference whether one is reviewing small and micro enter-
prises in a Newly Industrialized Country (NIC), in a country with a large domestic
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Table 1: Percentage of Labour Force in Industry (including construction, transpor-
tation and utilities)

Country 1965 1980
Ethiopia 5 8
India 12 13
Kenya 5 7
Zambia 8 10
Low Income Countries as a Group 9 13
Indonesia 9 13
Morocco 15 25
Dorinican Republic 14 15
Costa Rica 19 23
Colombia 21 24
Lower Middle Income Countries as a Group 12 16
Malaysia 13 19
Korea 15 27
Iran 26 33
Higher Middle Income Countries as a Group 23 31
Source: World Bank (1987).
Table 2: Employment in Industry, according to size of firm
Country GNP per Employment (%) according to size of firm

capita

(US$, 1982) Micro Small Large

0-10 {10-49) (50+)

India (1971) 260 42 20 38
Tanzania (1967) 280 56 7 37
Kenya (1969) 390 49 10 41
Indonesia (1977) 580 77 7 16
Zambia  (1985) 640 83 1 16
Philippines (1974) 820 66 5 29
Colombia (1973) 1460 52 13 35
Korea (1975) 1910 40 7 53

Source: Liedholm & Mead (1987).
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Table 3: Employment in Industry, in Urban and Rural Areas

Country Industrial Employment (%)
Rural Urban
India (1967) 57 43
Indonesta (1976) 80 20
Zambia (1975) 64 36
Philippines (1976) 61 35
Malaysia  (1970) 46 54
Korea (1975) 30 70

Source: Liedholm & Mead (1987).

market, in an ‘export-platform’ country, or in a small low income country where
manufacturing does not account for a substantial share of Gross Domestic Product
(most countries in Sub-Saharan Africa belong to this last category). Generally speak-
ing there would appear to be a close relationship between the level of overall industrial
development of a country and the development of its small and micro enterprises: The
sector has a far longer tradition in certain countries of South and South East Asia than
in most of Sub-Saharan Africa. The traditional small and micro enterprises found in
the Andean Region of Latin America sharply contrast with thriving informal sector
activities in cities such as Bogota and Lima.

Nevertheless, it would appear possible to fermulate a number of general questions,
answers to which would help policy makers and their advisors to prepare and take
decisions concerning the promotion of micro and small enterprise in developing coun-
tries, The aim of this exercise should not so much be to set another new trend in deve-
lopment fashions, but rather to make some overdue corrections on much of develop-
ment policy. This is particularly true with respect to industrialization. Past policies are
known to have:

- Overemphasized large enterprises.

- Failed to take SME into account as a vital element of an integrated industrial or

economic structure,

By now it should be clear that small and micro enterprises are important for develop-

ment. It remains less obvious whether:

- Macro policies, with or without direct support activities, can actively stimulate
small and micro enterprises.

- Govemment intervention is able to clear away barriers to SME expansion.

In other words it remains unclear whether public sector intervention can stimulate or
facilitate the spontaneous development of small and micro enteprises. A second,
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closely related, question is whether doners, international agencies and foreign private
institutions ¢an stimulate the development of the sector in a developing country.

More aspects of large-scale enterprises and its development will be reviewed in chap-
ters II, IV and V. Here, to round off this introduction, there follows a list of six
questions; replies to these may help policy makers and their advisors to prepare and
take decisions for the promotion of small and micro cnterprise development. These
questions (as well as any answers to them) should be viewed in the light of the
complementary role of small enterprises to larger enterprises rather than a supplemen-
tary one to replace it. Similarly micro enterprise is to be considered as an important
link in providing for local markets a variety of simple goods. The six questions
referred to are the following:

(i)  What are the preconditions to be fulfilled if small and micro enterprises are to be
stimulated in developing countries?

(ii) How can small and micro enterprise be stimulated?

(iii) Which channels are the most effective for such intervention?

(iv) What are the best instruments for intervention?

(v} Isthe level of development of 4 country (or a region inside a country) relevant to
the determinaiion of method, channel, instrument and intensity of the interven-
tion process?

{(vi) Iseach intervention location-specific, or ¢an policy recommendations of a more
general nature be arrived at?

These questions will be further elaborated in chapter IL

2. Small and Micro Enterprise; Some Characteristics

Small and micro enterprises have an important role to play in developing countries. In

general these firms:

- Produce simple implements and consumer goods (such as processed foods, cloth-
ing, footwear, household utensils, wooden furniture and farm implements). Usu-
alty the quality of these products cannot measure up to the branded output of large
enterprise; however, the relatively low price they command brings them within the
reach of large segments of the population. In some countries mass-produced goods
can and have taken away markets from small and micro enterprises (e.g. soaps).

- Are less dependent {than large enterprises} on specialized services such as com-
puter software, insurance, chartered accountants and maintenance services. Be-
cause such services in most developing countries tend to be found almost exclu-
sively in urban areas, small and micro enterprises are more footloose and any
policy aimed at stimulating the geographical spread of industry will stand more
chance of success if directed specifically at the sector.
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- Make use of existing artisan traditions and knowtedge. Most entrepreneurs in SME
would appear to have little time for external advice and assistance because they
associate this all too easily with meddiesome civil servants looking for untapped
sources of taxation. However, if the entreprenenr has any particular problem and
outside advice seems to offer the solution, it is, more often than not, speedily
adopted and copied by others.

- Inrural areas, in particular, small and micro enterprises only function part of the
time or in off-season periods. They commercialize much of the existing knowledge
and crafts which previously only served the family households.

- Tend to make use only of locally available materials. This makes the sector less
import-dependent. Hence, stimulating the develepment of small and micro enter-
prises generally has little adverse effect on a country’s trade balance,

Of course this brief summary of selected characteristics is far from exhaustive (it was
not meant to be). It is, however, necessary to establish some kind of definition and
classification of small and micro enterprises. Until now the only characteristic that has
crept into the anatysis is to recognize a distinction between small and micro enterprise
{the latter being even smaller than the former). At first practicalty all definitions
attempted to establish absolute size criteria such as number of people employed, total
wage bill or turnover volume. But even if such a yardstick was accepted in principle,
the second problem of where to draw the lines between micro, small, medium and
large led to a large number of individual country solutions,

The results were not encouraging:

- Many developing couniries have no statistics on the small and micro enterprise
sector at all.

- In those countries where they do exist they often offer only incomplete coverage
(e.g. only the metropolitan areas) or undergo changes in time (e.g. Colombia in
1983).

The limited extent to which an international consensus has been reached is reflected in
the following broad classification:

- Micro enterprise employs no more than five (or ten) people.

- Small enterprise employs between five {or ten) and twenty-five (or fifty) people.

In view of the differences in development levels between countries the criteria just

mentioned should be supplemented by a third vardstick of a more relative nature:

- In each country the smallest categories of enterprises share common characteris-
tics with similar firms in any other country; inter-country comparison of character-
istics and experiences of these small firms may well make much development
sense, whatever the absolute sizes may be in each country individually.

A different approach may be followed by classifying small and micro enterprises
according to their entrepreneurial characteristics, thus introducing various levels of
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entrepreneurial development; ranked from basic to more advanced. These could be the

following:

- No fixed activity but rather anything that will enable the entrepreneur to survive
(usually micro enterprise).

- A large range of activities with new ones being added to the list (and old ones
discarded) whenever the opportunity arises. This type of enterprise is beginning to
*find its feet’.

- Specialized enterprise which can command a specific market for its produce (often
as a subcontractor to large enterprise) and is established as an essential link in the
economic structure of a country.

A third way of looking at the sector is to consider the level of technology it uses. From

this point of view there are three categories of small and micro enterprises:

(i} Modern enterprise, using up-to-date production techniques and fully integrated
in the modernized economic structure of a country (e.g. via subcontracting).

(ii}y Modernizing small enterprise vefers to firms that are in the process of establish-
ing forward linkages to modern sectors of the economy by using intermediate
technologies {(UNIDQ, 1979). The more successful of those could in due course
mature into small modern cnterprises,

(iti) Traditional enterprise based on local levels of technology and mainly serving
local markets {often micro enterprise).

L AR &3

Most small and micro entrepreneurs are basically loners.
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Conclusion

Most small and micro entrepreneurs are basically loners (especially traditional and to
a lesser degree modernizing enterprises); they rightly or wrongly tend to be extremely
self-reliant and self-assured (RSIE, 1988). Thus:

- They repair and design much of their own equipment.

They accommodate their business at home or in specially acquired premises
nearby.

- They train their own labour force.

- They finance the start-up of their enterprise from personal savings or those of
close relatives and friends, they also autofinance most of their expansion.

- They tend not to look favourably on outside intervention (in part as a result of
previous unfortunate experiences, especially with government agencies which are
only too easily equated with tax collectors).

- They participate in all activities of the firm and are usually unwilling to delegate
authority and responsibility.

- They tend to have a strong, and often correct, perception of their fundamental
problems and are willing to accept external assistance only for the solution of
these problems.
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II. Development cooperation and promotion of
small and micro enterprises in developing
countries

by Roger Teszler

{t should not be forgotten that small and micro enterprises (SMEs) remain a form of
private enterprise. In situations where government resiricts economic activity to the
public sector, private enterprise is forced underground (where it often flourishes as
the ‘informal’, ‘grey’, or ‘parallel’ sector).

Attempts at establishing public sector SMEs have not met with lasting success. Such
establishments were set up usually with a view to serving special-interest groups, such
as the disabied or as an ancillary activity to a training project in order to enhance the
activity of the latter. No records of such activities reaching lasting sustainability have
been found.!

L. Preconditions for the Stimulation of Small and Micro Enterprises

Starting from the premise that all small and micro enterprises are private, four hasic

conditions remain to be fulfilled for SMEs to achieve at least a modicum of success:

(1)  There must be a market for goods produced by small and micro enterprises (ef-
fective demand based on large segments of the population).

(ii) There must be a tradition of small-scale artisan or household production and
marketing; i.e. an adequately functioning and competitive system of trade and
transport. Poiential entrepreneurs require an environment conducive to the
emergence of small enterprises. In the absence of such a tradition a preliminary
investigation is needed to verify whether such skills can be transmitted in a
relatively short period of time and whether the necessary inputs and markets are
available. No attempt should be made “fo grow small industry where nothing
else will grow” (Staley & Morse, 1965), because it probably won’t either,

1. In the course of §989 the autor came across SME in the public sector which holds out some promise: In
Estonia public institutions such as Chambers of Commerce have begun to csiablish (and retain 100%
share ownership) smalt-scale caterprises that are — for all practical purposes - run as private enterprise.
Although this experiment is less than two years old, early results appear to be encouraging.
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(iii} There should be government recognition of SME’s potential role in develop-
ment, so that effective policy measures will at least be considered.

(iv) Policy makers and practitioners should be convinced of their ability to imple-
ment policies that will enhance SME’s development or, at least, refrain from
taking measures that will hinder the development of small enterprise.

Assuming that the four preconditions mentioned above are partially met, attention can
now switch to methods of stimulating small and micro enterprises.

2. How can Small and Micro Enterprises be Stimulated?

Recognizing, in theory, that small and micro enterprises can contribute meaningfully
to the alleviation of unemployment and that it has important potential in terms of
production and environmental planning, does not imply automatically that as such it
can and will be applied universally. Situations can occur where the sector is virtuatly
non-existent — precondition (ii) of the previous section; such sitvations are becoming
increasingly rare — but it must also be remembered - precondition (1) — that small and
micre enterpnises can fortunately only thrive if they can ‘feed’ on effective demand for
their preducts. If for example there is no demand for their products, a credit pro-
gramme for small and micro enterprises may be effective but will not contribute
significantly to the development of small enterprise. Loans may well be taken out by
entrepreneurs, but will be used mainly for other purposes; giving subsidized credit
programmes a worse reputation than they have already.

It should be noted that increased demand for SME products does not only result from

increased effective demand of SME customers, but can also be the consequence of:

- SME producers being able to lower their costs (for example as the result of a
waiver of duties on imports).

- SME producers being able to improve the quality of their products (as a result of
improved inputs being made available).

- SME producers obtaining improved market information (e.g. via Chambers of
Commerce).

- The stimulation of SME exports (assistance in quality improvement and coopera-
tive marketing).

- The elimination of the bias against SME in existing legislature and institutions,

- A shortage of large-scale enterprise (LSE) products (import restrictions, scarcity
of foreign exchange).

- A substitution effect when economic recession makes the price of LSE goods
prohibitive.

Demand for SME products and the ability to supply them are the two lifelines for the
development of the sector. Other forms of assistance will only give results if these two
basic conditions are met.
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Although the elevation of the demand-side approach as the ideal support mechanism
for the development of small and micro enterprises has received an added impetus
from the need for budget-cutting in most developing countries, it has not led to explicit
recognition of this system.

Negotiations for structural adjustment programmes have not yet led to the explicit
recognition of a stimulation of the development of the sector. Instead, the general
advantages of these belt-tightening and liberalization exercises have been stressed.

A vacuum has formed between the dismantling of the broad-spectrum supply-side
institutions and the adoption of a new policy. In particular, in a number of African
countries, it would seem that all institutions involved (national and expatriate alike)
are anxiously waiting for the World Bank or the International Monetary Fund (IMF) to
bring about and assist in the implementation of their recommendatiens for a structural
adjustment programme. Meanwhile, it has not gone unnoticed that it is precisely this
policy vacuum which has served smail and micro enterprises well:

- Whenever a government is forced to wind up its money-losing production or
service activities; in certain cases small and micro enterprises are able to supply at
least part of these goods and services. Thus, in Senegal, when the government was
no longer able to bulk buy agricultural implements to be supplied to the farming
community at concessionary rates, small and micro enterprises were able to cap-
ture a large segment of this market (even though some of this was ‘only’ repairs).

- When national institutions are broken up into smaller regional or even local units
they attain an improved local outreach and the cutting of the subsidy-line forces
thern to fend for themselves; this new impulse for local activity has proved to be a
good stimulant for the development of the SME sector, especially in non-metro-
politan areas.

In a number of developing countries policy towards small and micro enterprises has
come to include elements of demand stimutation. Thus, India was the first to experi-
ment with a government purchasing scheme that limited the public sector purchase of
specific goods and services to SME suppliers. Other countries (such as Kenya or
Indonesia) have followed suit. In Kenya the policy towards industrialization in succes-
sive five-year plans has gradually shified its emphasis from modern large via small
enterprise fo rural small industrial enterprise (RSIE) with the latter specifically being
stimulated by local initiatives, limiting the import of competitive goods and stimulat-
ing agricultural production. The informal sector has also increasingly caught the atten-
tion of policy makers.?

2. This has gone so far that, for instance, in Kenya a systematic attempt is made to register informal sector
activity,
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It has also been noted that, in countries with a prosperous agricultural population,
other rural activities have also done well (Mellor, 1976; Chuta & Liedholm, 1979),
This agricultural lead was particularly noteworthy in a number of South and East
Asian countries after 1970.

Stimulating effective demand for SME products requires a policy that aims to increase

the purchasing power of the majority of the population, This is in fact just another way

of saying that when development is successful small and micro enterprises prosper

also, But even if bilateral donors and multilateral agencies are convinced of the posi-

tive contribution of the SME sector to the general development of a country, this

should only lead to a structural agreement for development cooperation if the follow-

ing two conditions are met:

(i) The economic policy and environment of the recipient country stimulate de-
mand for local SME products.

(ii) Supply-side policies in the recipient country are limited mainly to intervention
for specific target groups or the stimulation of development in relatively less
developed areas.

Given the heterogeneous nature of the SME sector (i.e. modern, modernising and
traditional enterprises), it would appear valid to doubt whether a single or unified
policy can be suggested for their development. Even if the answer to this question, in
general terms at least, is positive, a general policy may well have to include different
approaches. The stimulation of the SME sector is judged desirable in order to achieve
a variety of objectives, such as;

- toincrease preduction;

- to diversify the structure of production;

- to absorb the flow of rural migrants;

- to strengthen the economic base of small towns.

It is neither a foregone conclusion that all of these objectives can be met with a single
programme nor that each will require its own specific programme or policy, What may
be good for modernizing enterprises might also serve traditional or modernizing enter-
prises, but this is not necessarily so. The basic argument of this chapter is that policies
should be of a general nature allowing enterprise to develop according to its own
abilities but that, depending on local circumstances, specific measures are needed; for
instance those which guarantee the availability of physical and sccial infrastructure to
all enterprises and those which give equal opportunity of access to existing institu-
tional support facilities. Only when these conditions are met can other types of support
be considered. Perhaps it should be stressed again that the discussion in this chapter is
limited to ways of stimulating the development of the SME sector. It is not a foregone
conclusion that what is good for small and micro enterprises is good for development;
rather every attempt should be made to ensure that sectoral and overall development
harmonize,
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Small and micro enterprise in the driver seat of development.

As SME products find most of their markets among the lower income groups who
cannot afford to buy many of the more expensive brand goods produced by large-scale
national and international enterprise, it follows that any policy which contributes to
real income increases for the masses will promote the development of small and micro
enterprises. The reverse is not necessarily true; the development of small and micro
enterprises does not automatically lead to across-the-board income increases, al-
though it can contribute to the process,

Putting the SME sector in the *driving seat’ of the development process would seem to
be counterproductive, because it would give rise to false hopes and in due course
might even lead to SME promoticn policy joining the long list of development fads
that at one time were promoted as “rhe” solution to “the” problem but that for one
reason or another could not solve the problem by themselves. Too much development
thinking has been in terms of substitution with one leading sector making way for
another, The SME sector derives its strength from its complementarity; it increases the
development potential of other sectors of the economy and thus contributes to the
integration of economic activities in the process of development. To consider the SME
sector as “the” solution will only lead to its being discarded all together in due course.

Nevertheless not all types of smail and micro enterprises can be considered as equally
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relevant for development purposes. Small-scale industry and small-scale agriculture
can have a more important stimulating role than other types of small and micro
enterprises, because they do their own marketing or supply other small enterprise,
whereas small fraders often also sell products from large enterprises. Small industey
and small agriculture thus can provide a double stimulus compared to small traders.

Stimulating the SME sector remains a matter for developing country policy, The way

in which this is done to a large extent is determined by the nature of the target group

that policy aims to assist. In this respect a distinction can be drawn between:

(i) Target groups whose members are not small and micro enterprises entrepreneurs
with or without a latent entrepreneurial potential.

(ii) Existing enterprise.

In the first category it makes a considerable difference whether potential entrepre-
neurship occurs in a situation where the SME sector is already thriving, or whether
stimulating potential entrepreneurship is judged as a means of stimulating develop-
ment where it 1s obviously deficient. In the former situation interventions, as long as
demand for SME products is growing, should be limited to removing any existing
barriers to new entrants; here the skills that small and micro entrepreneurs require will
already exist. Otherwise the removal of barriers (closed shop practices, guild-type
institutions) will have to be preceded by a policy aimed at the expansion of effective
demand. :

If potential entrepreneurship has not been proved and development of the SME sector
is considered as a means of getting development moving and of incorporating into the
process groups who previously had access to development denied to them (such as
women in patriarchal societies or rural communities in inaccessible areas) then the
existence of an effective demand potential for any goods they might produce in this
case will not get small and micro enterprises moving; it must be preceded by a process
of responsiveness and training to establish the existence of potential entrepreneurship.
Once it has been established a broad range of intervention measures is required to
realize the demonstrated potential of small and micro entrepreneurship. The outcome
of such a process is highly uncertain (ORU, 1988).

In the second category a similar dichotomy occurs. Much traditional micro enterprise
consists of a variety of types of self-employment originating from struggle to survive.
For this type of economic activity (part-time activities to increase the meagre family
income) effective demand is again the best stimulant which can be supplemented (but
not replaced) by extension activities. Under such conditions these supplementary
measures can be very effective (RSIE, 1988).

Well-established small and micro enterprises follow a similar pattern; except that the
types of supplementary intervention required in this case will be different and will
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tend, as far as institutional support is concerned, to concentrate on equalizing opportu-
nities for small, micro and large enterpnises.

3. Which Channels for Intervention Programmes?

When the development of small and micro enterprises was considered simply for
social reasons, assistance to this sector was by and large entrusted to broad-spectrum
national institutions such as the SIDOs (Small Industries Development Organization)
in Tanzania and Zambia, BIPIK (Small Industry Support Programme) in Indonesia
and the Small Industry Corporations and Boards in the four provinces of Pakistan.
These SMIDAs (Small industry Development Agency) were supposed to provide all
types of assistance imaginable to the SME sector. For reasons of efficiency and con-
venience SMIDAs exhibited a tendency to lump their clients in industrial estates
where they could ‘breed’ safe from contamination by real economic life outside.
Results obtained in this manner were, on the whole, disappointing, and the high costs
born by national or provincial governments made SMIDAs and their estates prime
victims in the budget-cutting exercises brought on by structural adjustment and eco-
nomic recovery programmes. This has led to SMIDAs disposing of their estates and
limiting their range of activities. Bereft of their central subsidy, estates are thus stimu-
lated to search for ways to cover their expenses and this in turn has given these often
lacklustre institutions a new burst of economic life.

From the peint of view of the ‘average’ small or micro entrepreneur institutional

interventions, no matter how well intended, are’ equated with undesirable interruptions

of the day’s work. The limited results obtained via external intervention and the

increasing number of developing countries that have had to resort to structural adjust-

ment programmes have paved the way for new approaches on how to assist the small

and micro enterprises. These approaches consist of two complementary strategies

(although they are only rarety presented as such):

(i) Indirect support to small and micro enterprises via measures that aim to increase
demand for their products,

(ii) Limiting direct support to small and micro enterprises to special categories of
traditional as well as modernizing via institutions that have an effective local
outreach {for instance Non-Governmental Organtzations).

These approaches go a long way towards respecting the self-sufficiency and assertive-
ness of the small or micro entreprencur (a strong feature of this target group) and at the
same time manage to keep costs down by limiting the refatively expensive ‘broad-
spectrum’ approach. Delegating this type of institutional intervention to NGOs (Non-
Governmental Organization) is cost-effective from a government’s point of view
because most NGOs also have recourse to other sources of finance (external assistance
from foreign private organizations and international funding agencies such as the Inter
American Development Bank),
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In this context the marked increase in the number of institutions established by small
and micro entreprencurs themselves should be mentioned. Small industry and trade
associations have the undeniable advantage that they have arisen from the perceived
needs of the small and micro entrepreneurs themselves (cooperative purchasing, trans-
port and marketing; pressure groups) and thus provide an effective receptacle for
outside assistance.

4. What are the Best Instruments for Intervention?

Many evaluvation studies have been carried out in order to establish the significance of
various forms of direct intervention in the SME sector, A recent thematic evaluation
(RSIE, 1988} concluded that direct intervention only stands a chance of success if it is
bedded in a general economic environment that is favourable to small and micro
enterprises, and that the degree of effectiveness of direct intervention in this respect is
further determined by the category of enterprises that one wishes to support. In this
way the best support for budding traditional enterprises will come from institutions
that are effective locally. Larger traditional and some modernizing enterprises also
stand to benefit from direct support by institutions with a more national field of
operation (banks and other financial institutions, national training and extension serv-
ices) as long as they also manage to operate effectively at the local level.

The effectiveness of direct support to small and micro enterprises is to a large extent

determined by the following three factors:

(i) The existence of an entrepreneurial tradition (crucial for potential entrepre-
NEeurs).

(ii) Aneconomic environment that favours the growth of ¢ffective demand for SME
products.

(iii} The local availability of institutions which have managed to gain the conlidence
of the small or micro entrepreneurs (often easier for NGOs).

The success of such direct intervention tends to depend on the degree to which the
economic environment stimulates the SME sector. If an entrepreneur has no high
expectations of future sales he will have a similar opinton of direct intervention.

But even taking economic environment and entrepreneurial traditions as given, there

still is a tendency for some types of institutions to be more effective than others:

- Institutions established by the entrepreneurs themselves, FENAPI in Ecuador,
APEMIPE in Peru and ACOPI in Colombia have grown into national asseciations
of small and micro entrepreneurs. Similarly, in a number of West African coun-
tries examples are known of locally active pressure groups, and in India women’s
groups are not only actively supporting local activities, they have also become
important pressure groups at local and national levels.
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- Local NGOs and local branches of international NGOs (BINGOs, Big Interna-
tienal NGOs) can be effective as long as the branch NGOs are allowed a high
degree of autonomy (authority and respensibilities).

- Local branches of national institutions in the public sector {(Parastatals) if highly
autonomous. (In times of structural adjustment such autonomy may well be a
blessing in disguise, because it forces local civil servants to become actively
innovative),

Direct support does not necessarily have to be left to the NGOs; many of them are
sorely lacking in professional efficiency and knowledge for which no degree of dedi-
cation and enthusiasm can adequately compensate. There also is a tendency for NGOs
to over-concentrate on social aspects. Public institutions however, can also be effec-
tive providers of support to the SME sector, if:

- they have a strong local outreach;

- they have a large degree of autonomy as far as decision-making and finance are

concermned; .
- they are professionally competent.

5. Is the Level of Development Relevant to a New Policy?

Just as different types and categoeries of small and micro enterprises require different
elaborations of policy, so differences in levels of development between countries (or
between regions) can lead to differences in policies adopted. One type of small and
micre enterprises may be an effective tool of development in one country but out of
place in another. Subcontracting to SME, for example, is important and effective in a
number of South-East Asian countries, but remains beyond the capabilities of many
African small entrepreneurs. It is not the intention of this chapter to add to the list of
country classifications, such as used by the World Bank (1987).% Important differences
to be taken into consideration include:

- differences in population density and levels of urbanization;

- differences in econemic structure and per capita income;

- differences within a country, between urban and rural areas.

The more developed the economic structure of a country and the higher its per capita
income, the broader the range of small and micro enterprises normally found. This
implies the need for a more diversified strategy in such diverse economies.

The share of agriculture in employment and GNP tends to decline and the degree of
urbanization tends to grow as per capita income increases. This purposely exaggerated
generalization permits an attemnpl at classifying relevant institutional intervention
according to various categories of small and micro enterprises.

3. See also chapter I, table 1.
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If one takes the demand-side approach as the ideal policy environment for SME
development all institutional support should be considered in terms of complementar-
ity and not substitution. The outline presented in table 4 gives a first indication of the
results this approach can produce for various categories of small and micro enter-
prises.

The general drift of this classification is that institutional interventions become more
specific and less iniensive as small and micro enterprises matures. The five categories
of smatl and micro enterprises presented in table 4 are not universal. Furthermore, dif-
ferences in development levels allow certain countries to rely on their own knowledge
whereas others will depend more on external assistance.

6. Is Each Intervention Uniquely Location Specific?

Each locality in every developing country exhibits a unique set of characteristics.

These can only be described and evaluated with the aid of identification missions and

pre-feasibility studies in order to determine the extent to which intervention in general

makes sense and what specific shape such intervention should take. The typology

presented in table 4, which classifies SMEs according to possible interventions, can be

supplemented by a number of factors that refer to the development context. By inte-

grating typology and development indicators, a line of thought should emerge that can

assist in the ex-ante appraisal of intervention for the development of the SME sector.

The relevant factors here include:

- The existence of an artisan and an entrepreneurial tradition.

- The existence of effective demand for SME products.

- The condition of national industry.

- The condition of infrastructural amenities, especially concerning transport, com-
munication and education,

- The effectiveness of the network of institutions which can provide a stimulus for
the development of the SME sector.

Where deficiencies occur in the above mentioned factors, a donor must seriously
consider whether the alleviation of these shortages should not take priority in the aid
relationship between donor and recipient.

7. The Role of the Donor

The role of the external donor in technical and financial assistance can be manifold.
Against the background of the various preconditions outlined in the previous para-
graphs, this role can be determined at the outset of interventions and, maybe even
more importantly, be evaluated in the course of implementation proper.
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7.1. Preconditions for Small and Micro Enterprise Development

In case the basic preconditions necessary to stimulate small and micro enterprises are

in no sense fulfilled no direct attempt should be considered to promote smalt and

micro enterprises. External assistance should in that case follow one of the following
options:

- Channel assistance towards the creation of preconditions for SME development
(agricultural development leading to broad income increases in rural areas, techni-
cal assistance for the revision of existing macro policies).

- Channel assistance earmarked for SME development via international agencies to
other recipient countries where conditions do favour small enterprise,

- Provide or finance direct support to small and micro enterprises for purposes of
demonstration and persuasion.

1.2. Policy Environment

If the policies of the recipient country do not comply with conditions favourably
supporting the small and micro enterprise sector conditions, no long-term agreement
on SME development is possible unless the external ‘partner’ is willing to assist the
formulation of policy changes that favour small and micro enterprises or to provide
direct assistance in the shape of a pilot project.

This may well be a cautious first step on the part of the donor to bring about change in

the development policy of the recipient country, For this assistance, policy should

follow a two level approach:

(i} Tn the short term emphasis should be given 1o persuasion on the relevance of
stimulating small and micro enterprises for development purposes.

(ii} In the long term the emphasis should shift towards building up host-country ca-
pabilities for formulating policies that stimulate small and micro enterprises de-
velopment (preferably by making existing local institutions ‘see the light’).

Expertences of donors influencing macro-policies of recipient countries have on the
whole not been successful where small and micro enterprises are concerned. At pres-
ent the only external agencies that seem to be able to influence host-country policies
are the IMF and the World Bank; but neither seem to consider the development of the
SME sector as an important element of a development strategy in terms of economic
recovery or siructural adjustment. In cases where bilateral donors have a special
relationship with a particular developing country (former colonizer or by far the
largest donor) no use of this relationship appears to have been made to further SME
development. Attempts such as the AEPRP (African Economic Policy Reform Pro-
gramme) of USAID have tried to link policy reform with specific external assistance
by withholding the latter until an agreed policy reform had been implemented. This
has been limited to general economic and agricultural policies although in at least one
case it has been used to stimutate small and micro enterprises when in Sierra Leone aid
was withheld until the import duty on sewing machines for tailoring was lowered from
a luxury level to that of capital goods (zero level).
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These otherwise disappointing results can be summed up as follows:

Attempts to influence host country development policies by donors or interna-
tional agencies are only too easily identified with unwarranted intrusion or pedan-
tic paternatism,

Host countries are usually only receptive to external advice when they are in a
vulacrable pasition as the result of an escalating financial and economic crisis.
Structural adjustment programmes do not consider the interests of small and micro
enterprises (they can, however, benefit from such programmes).

Policy advice for structural adjustment will usually only find acceptance if it is
given by a donor or an agency with some influence because of its pivotal role in the
drawing up and implementation of such a programme,

For a medium-sized donor such as the Netherlands the above list of conclusions
implies that the possibility of effectively influencing host-country policies are limited:

Even in countries which have a structural aid relationship with the Netherlands, the
Dutch contribution to the total aid volume received is modest (e.g. India). There
are but a few developing countries where the Netherlands is a leading donor
(Surinam before the military take-over, North Yemen),

The Netherlands is at best only indirectly involved in the drawing up of structural
adjustiment programmes.

As a donor the Netherlands has not yet clarified its position ont according priority
to its policy of development cooperation to SME development.

The conclusion to be drawn from the above is that the most effective possibilities for
the Netherlands to contribute to SME development, once it has outlined its position,
are basically indirect:

Support for educational and research institutions in developing countries, where
the academic staff {and in future the graduates) can hope to influence policy
formation in their own country (local training institutes, fellowships, programmes
of inter-university cooperation).

Directing development cooperation to the solution of a number of specific prob-
lems that thwart the development of the SME sector (technical assistance for
‘getting prices right’ in the economy or for revising laws and instruments of
monetary and banking policy).

Making better use of membership of multilateral organizations such as the Euro-
pean Community, international funding agencies such as IMF and the World Bank
and international agencies such as FAO, 1LO and UNIDQ, to promote attention to
the SME sector in the development strategies of these organizations. The effective-
ness of this action can be enhanced by specific projects or programme contribu-
tions’.

4, This is demonstrated by for example the Small Projects Programme of the Inter American Development

Bank, ‘multi-bi’ projects of 110, or co-financing arrangements for larger programmes.
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- Drawing attention to successes and faitures in past development projects and pro-
grammes aimed at SME promotion (‘What works?’ and “What obviously does
not?’) as well as to experiences of other donors, NGOs and international agencies.
The mistakes and successes of others can assist in showing how a policy should be
adjusted. Drawing on the experiences of others can help to prevent the wheel being
reinvented yet again.

Only where a special relationship exists between donor and recipient country can a

donor such as the Netherlands consider one more possibility:

- Policy dialogue in order to stimulate the adoption of a macro policy that assists the
development of small and micro enterprises. It may well be that before such steps
are taken serious consideration is also given to the step-by-step approach outlined
in the beginning of this section. It will remain open to doubt whether the Nether-
lands have sufficient leverage to make use of this possibility effectively.

In cases where policy dialogue is not possible and the existing economic environment
does not favour the development of the SME sector, but the donor is of the opinion that
it should be developed, possibilities are limited and intervention for all practical
purposes will be confined to special target groups or less developed areas.

In view of the need to put intervention for the support of the SME sector on a structural
footing, a long-term agreement is required. The consequences of this position are that
whenever the Netherlands wishes to accord priority to the development of small and
micro enterprises, this external assistance must be bedded in a structural relationship
for development cooperation between donor and recipient ¢ountry which allows for
policy dialogue.

7.3. Direct intervention

Only if the econemic and institutional environment favours the development of small
and micro enterprises, external support to these direct intervention programmes can
enhance their outreach and their effectiveness by:

- financing the expansion of the activities of local institutions;

- providing spectalist knowledge to these local institutions;

- upgrading their professional and managerial capabilities.

The role of external assistance in this field depends on the needs expressed by local
entrepreneurs and their institutions. Much assistance for the traditional enterprises will
undoubtedly come from private voluntary ergamizations. Small projects financed by
embassies of donors and international agencies may also prove useful.
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Conclusion

In general the role of external assistance for the development of small and micro
enterprises should be limited to funding and to assisting in ‘getting policies right .
Other foreign intervention is highly specific for each recipient country (training the
trainers, professionalising NGOs, pilot projects),

1t is hard to imagine any cases where donors or infernational agencies would apply a
broad-spectrum approach to SME development; unless it refers to specific target
groups or relatively less developed and remote areas. From the point of view of the
recipient country such assistance tends to have a low priority.
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I11. In search of new approaches; major areas
of attention

by Roger Teszler and Klaas Molenaar

A number of issues related to small and micro enterprise development should be siud-
ied further. We have come to recognize the SME sector increasingly as an important
promotor of employment income and growth in developing countries, but its stiruila-
tion, while providing an undoubted contribution to the development process does not
deserve to become the latest in a long list of panaceas or philosophers' stones that
purport to solve the problems of underdevelopment once and for all. Many fads have
thus been discovered, promoted, and discarded by development practitioners during
the last forty years or so. Small and micro enterprises seem too imporiant to be treated
that way.

1. Small and Micro Enterprise as Integral Part of Development Policies

The potential of the SME sector has to be defined more exactly. It has an important
role to play in the process of siructural change. However, this role is only complemen-
tary; it enhances rather than leads the development process. It can have widely differ-
ing roles which are determined by the level of development of the country concemed.
In countries such as the Newly Industrialized Countries (NICs), where the overall
industrialization process has come a considerable way, subcontracting and other link-
ages between large and small enterprise can assist in consolidating the industrializa-
tion process. In other countries the SME sector, as the embodiment of most existing
industry, constitutes a necessary and perhaps even the only available base for indus-
trial development. And, of course, many intermediate positions can be imagined and
do occur.

However, SMEs have not always been considered from this viewpoint. Those devel-
opment strategies which stress modernization as a long-term objective have tended to
ignore the potential of existing small and micro enterprises; instead, they preferred to
concentrate on establishing large-scale enterprise as the cornerstone for development
and growth. In particular this has been the case in a number of countries in Sub-
Saharan Africa where a presumed lack of entrepreneurial skills has stimulated the
establishment of government controiled parastatals as the spearheads of industrial
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modemization. Economic recessions and consequently structural adjustment policies
were required to get things back into a more realistic perspective, This had far reach-
ing consequences for the development process in these countries; the ongoing reorien-
tation of economic and secial policies would appear to offer a good opportunity for
reconsidering the potential of the SME sector and how to stimulate it.

The considerable scope of the sector in virtually atl developing countries has not
remained unnoticed. Early attempts at stimulating it, however, have tended to empha-
size its supposedly particular characteristics (the early ILO characterization of the
informal sector is a case in point) which prevent it from surviving in the cut-throat
atmosphere of the modern market place which is dominated by the clout of large
enterprise. This line of thought, however, would seem to confuse the survival of a
specific small enterprise with the survival of the sector as a whole. It is a harsh fact of
economic life that individual small and micro enterprises may come and go but the
SME sector as a source of employment, growth and income is here to stay. Echoes of
this ‘protective urge’ are still found in the range of programmes and projects for
special target groups and remote or relatively less developed regions within a country.
It would be a good idea to bear this in mind when considering how to cater for the
needs of special target groups. The application of the infant industry argument should
always require justification.

In this protective spirit all kinds of inputs have heen supplied to the sector, often via
multifunctional institutions (SMIDAs) spectally set up for this purpose. A fair number
of small enterprises have indeed been reached in this manner, but the outreach of those
institutions has remained somewhat restricted and overly bureaucratic. Many small
and rmicro entrepreneurs, furthermore, do not like being interfered with (e.g. shades of
the tax collector, the labour inspector, the health or sanitary inspector). The demand
for what SMIDAs had to offer was anything but overwhelming and the way in which
it was supplied was often incffective (e.g. centralized training instead of extension on
the shop floor).

Much recent thinking and intervention in the field of small enterprise development
have focussed on the role of SMEs in separate or alternative development rather than
on its significance for the development of industrial or economic structures. This
thinking can be refocussed on an integrated approach. This should consider whether
economic and industrial policies address themselves to all enterprise equally and in-
discriminately. Similarly, can arguments, such as the need for protecting weak enter-
prise ontil it can catch up, be marshalled to justify a more segmented approach? In
chapter IV Subrahmanyan Nanjundan provides further insight on this issue. More
specifically he elaborates on:

- Policy dialogue and leverage (conditionality).

- The long-term implications of funding of host country training and research pro-
grammes,

- The stimulation of entrepreneurial training and devetopment.
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Major changes in programmes for the development and promotion of the SME sector
are only possible if overall policies are reformulated. In that respect a careful assess-
ment of the relation between this SME sector and other economic sectors is of utmost
importance. In chapter IV the outlines for such policies are being presented providing
also an overall framewerk for the other contributions in the following chapters.

In chapter IV arguments are given why changes are needed and what lessons can be
learned from other countries. The points brought forward are closely linked to the
results of the RSIE study (1988). Although ample evidence is provided that changes in
cverall policy and adjustments of programmes are needed, a number of implications
have to be taken into consideration as well. A critical analysis of the impact of policy
changes is henceforth required. In the annex to chapter ['V such an analysis is given by
Henk Thomas. The points raised in that annex have further been incorporated in the
concluding remarks given in chapter XI.

2. Policy Changes, From Supply to Demand Side Approach

What small and micro entrepreneurs would appear to need mast is a good market for
their goods and services, and anything that can contribute to this will be appreciated by
them.

Thus, the demand-side approach with its emphasis on the creation of a favourable or
enabling environment for the development of the SME sector was advanced as a
solution that at the same time neither interfered in the day-to-day operations of small
and micro enterprises, nor had an outreach which remained limited to only a few
enterprises. It also requires considerably less outlay of public funds; a fact which is
particularly welcome in times of harsh structural adjustment policies. Once such a
favourable environment has been established, additional supply-side support will tend
to be far more effective than if the same support is provided in an environment that is
more hostile to small and micro enterprises. For any type of institutional support to the
SME sector to be effective the fertile ground of a demand creating policy environment
would appear to be a prerequisite,

This line of thought has received added impetus from the structural adjustment pro-
grammes, when government activities had to be curtailed and the hold of large enter-
prise on many markets was correspondingly loosened. So far, explicit priority for the
SME sector has never formed part of the average structural adjustment package. The
benefits derived by small and micro enterprises from such measures have always been
indirect and unintentional. But they are there and cannot be ignored.

In this context we must consider whether all small and micro enterprises could benefit
equally from such changes in economic and policy environment. Recent reports and
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studies (such as RSIE, 1988) tend to indicate a preference for a two-pronged approach

to small enterprise development:

(i)  The creation of a macro policy environment that stimulates the growth of small
enterprise through increased sales demand creation enhanced by infrastructurat
development; and

(i1) The recognition of the desirability of a strong institutional presence at the local
level for effective intervention in SME development (in practice mainly through
NGOs, PVOs or small enterprise associations).

In chapter V Frances Stewart pays further attention to these issues. She tries to Jay the

foundation for answering the following questions:

- Should these two ‘extremes’ in SME development strategies be linked up in an
overall policy plan?

- Is it necessary, desirable or worthwhile to institutionalize the ‘middle ground’
between macro policy and effective local outreach by measures such ax establish-
ing institutions for the decentralization of macropolicy mechanisms or enhance-
ment of the professional and managerial capabilities of local intervention institu-
tions (establishment of large national NGOs or BINGOs).

3. Classification and Policy

There are many different ways in looking at and classifying small and micro enter-
prises. The easiest way undoubtedly is to classify firms according to the size of their
labour force. This in most cases leaves us with some nice looking statistics. But we
know that they often do not provide much useful information. The classification itself
is highly subjective (different couniries use different classifications) and especially in
smaller firms where much labour can be casual, absolute numbers do not signify all
that much. Also firms of the same size defined in this manner may be considered as
small in one country but as quite large in another. A uniform approach is sorely
lacking.

Attempts at bypassing this problem have concentrated on classifying firms by the level
of technology that they use, according to the nature of their entrepreneurship, or by
emphasizing the formality of the organization of the business activity. Be that as it
may, it cannot be denied that different firms may require different types of support; if
only because the term SME covers such a wide range of enterprise. There is a need for
cqual opportunity for all types of small and micro enterprises which in turn may well
imply different measures for different categories; in other words short-run differentia-
fion as a necessary step towards long-run equality of opportunity and a unified ap-
proach to development.

Contusion still abounds concerning the way to define and classify small enterprises.
Virtually all attempts to arrive at such a classification have been beset by problems of
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definition (key words such as ‘small’, ‘informal sector’, or ‘employment”), applicabil-

ity (a refinement of the definition), and the quality and quantity of the statistical

material available. The consequences of this dilemma for policy formulation and
implementation require some consideration:

- Is some sort of classification necessary; e.g. by sector, type of business organiza-
tion, class of entrepreneurship (such as barely surviving, diversifying, specializ-
ing); do different types or sizes of small and micro enterprises require different
approaches for policy support, institutional support or direct intervention?

- Can a uniform approach combining national macro policies and local institutional
outreach be applied to the SME sector indiscriminately?

In chapter VI Michael Farbman and Alan Lessik present a general framework for

classifying the sector in a very chatlenging way and try to formulate answers to those
questions,

4. Finance and Credit for Small and Micre Enterprises

There prabably is no field where this differentiation shows up so clearly as the finan-
cial one. Credit often appears to be denied to small firms, with financial sources such

Small and micro entrepreneurs have often managed to find their own answers.
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as they exist and operate catering only for foreign firms, for large firms and for those
entrepreneurs who “know their way about town’ and are willing and able to pay for the
privilege. In many countries existing banking laws and the way they are put into
practice tend to restrict credit, This has led to the establishiment of special credit
programmes for the small entreprencur and thus to a further segmentation of the credit
market into concessionary and non-concessionary fragments, If savings are only at-
tracted by high interest rates then that is the price the borrower will have to pay.
(Similarly if agricultural preduction is only stimulated by higher farmgate prices, in
the long run it is the consumer who will have to foot the bill and will have to be weaned
off food aid and other concessionary food imports).

The amazing thing is that small and micro entrepreneurs can and do pay unsubsidized
market prices in far more cases than is often imagined. Start-up capital usually comes
from personal savings or from relatives as does initial working capital; credit from
suppliers and customers is frequent. In this way small and micro entrepreneurs have
often managed to find their own answer to being virtually excluded from more formal
sources of credit. The need should be considered for an integrated approach to credit
as well as what steps are required to ensure such integration. In other words:

Should the formal credit establishment get involved with the SME sector and how can
this be achieved; and, at the same time, should efforts by the small and micro entrepre-
neurs themselves to obtain funding be institutionalized and how can that be dong?

Finance and credit are traditionally singled out by many institutions, experts and

entrepreneurs as a major problem in SME developmend, if not “the” major problem,

Others have taken the view that this issue has been used as a scapegoat for the many

other problems faced by the SME sector, Without fully going into the pros and cons of

this argument, a case could be made for:

- The need for a new approach o previously untapped sources of finance such as
debt conversion or counterpart funds.

- Stimulating policy changes that make existing sources of finance more accessible
to small and micro enterprises, via donorfagency leverage (is this feasible or desir-
able?), or by stimulating the awareness of bank officials to the requirements of
small and micro enterprises,

Should these twe lines come together and how can this be achieved? Jacob Levitsky
tries to answer these questions in chapter VII.
5. Group Specific Programmes; Lessons Learned

Similar lines of thought may be considered for women entrepreneurs. Not only small
and micro enterprises are often discriminated against; but women in this field are often
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confronted with double discrimination. They have to face up to an environment which
is hostile to small and micro entrepreneurs in general and even more to women entre-
preneurs.

Nevertheless, in many countries the majority of micro entrepreneurs are women and

there are also many such women entrepreneurs who manage to achieve far more than

mere survival;

- Can the successes achieved in certain countries or environments be replicated else-
where?

- Is suecess a result of circumstances, organization or both?

- Can governments, NGOs, or donors be of any assistance?

Observations up to this point would appear to be pointing towards the need to integrate
the SME sector in the national economy by removing barriers that confront the various
categories of small and micro enterprises and that are different for each category. Once
the rudiments of such an integrated economy are achieved, further stimulation is best
ensurcd by policies that stimulate the demand for the SME sector goods and services.
To reach this point, however, it is necessary to pursue specific lines of support tailored
to the requirements of the various categories of SMEs. Such requirements are highly
specific as regards the country, region, sector and type of small or micro enterprise
concerned. There may be a standard approach, but there is no standard solution!

India has taken the lead in the conceptualization, development and application of a
large number of innovative approaches to SME development (such as breeder indus-
trial estates), which - while meeting with some degree of success in India itself - have
not lived up to expectations when applied elsewhere. One of the ficlds in which Indian
initiative, however, is widely recognized is in its approach to the development of
female entrepreneurship (and other potential sources of income generation). This is
based on the role of women in specific economic sectors and the development objec-
tive of integrating women in the national production structure. This raises the follow-
ing issues:

- To what extent has the Indian approach to the development of women entrepre-

neurs met with success? What, il any, are its weak points?
- To what extent can the Indian experience be transferred to other countries?

Marty Chen provides further details about these programmes in chapter VIIL

6. Donor Interventions

Where does this leave the donor? In the first place, due consideration must be given to
the degree of agreement between recipient and donor concerning the actual policy
towards the SME sector in the latter. Where agreement more or less exists, the role of
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the donor can simply be to strengthen the efforis of the recipient country by providing
funds or specialist training. Where there is no such agreement, the easiest way out is to
do nothing at all and to concentrate assistance efforts on countries that do see eye to
eye with the donor,

The nagging doubt lingers, however, whether or not some kind of persuasive effort
should be made to change the mind of the recipient country; perhaps even the unassatl-
able donor policies should come in for a thorough overhaul. This requires considerable
skills in navigating between the Scylla of overbearing paternalism and superior
knowledge and the Charybdis of undesirable outside intervention and the sovereignty
of national policy.

This is where methods of persuasion can come in, A number of approaches for this

purpose come to mind; to mention but a few:

- Pilot projects for demonstration purposes (to show how it is possible to assist
certain groups after all).

- To channel external assistance via lecal NGOs (including the upgrading of their
professional and managenial skills).

- The establishment of local training and research institutions with a view to training
future policy makers and improving local data on small and micro enterprises.

- To review (or perhaps even formulate) donor policies with a view to make them
more relevant for SME development purposes. Here useful information could be
obtained from a systematic study of the policies of other donors and international
agencies; not to mention, of course, the range of situations in developing countries.
Pioneering efforts of USAID and CIDA come to mind.

- To coordinate the policies of donors and international agencies at field as well as at
headquarters level. A uniform approach to external assistance can go a long way
towards improving its acceptance and its effectiveness in the recipient country,

The very nature of the smaii entrepreneur often makes her or him unreceptive to

outside, especially expatriate, intervention. This should not warrant the conclusion

that all interventions should be left to local and national institutions alone, The role of

foreign donors and internationat agencies, described in chapter IX by Marilyn Carr,

could be a comprehensive one, touching upon issues such as:

- policy dialogue in cases where existing macro policies do not favour SME devel-
opment;

- financing host country institutions and interventions (public and private sector);

- previding (limited) training when relevant specialist knowledge and experience
are in short supply locally.

At the same time she tries to find answers to the question what the views are of the
leading doners and agencies in this field, and whether there is scope for any substantial
change.
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Conclusion

Being confronted with a wealth of new ideas about the conditions for an appropriate
development and promotion of the small and micro enterprise sector as well of the
possibilities and opportunities of reorientation of policies and programmes we have to
identify the elements of such new policies. New directions have to be identified, on the
basis of which activities for the future can be determined and actions planned.

The RSIE study clearly argues that there is a great need for such readjustments and
reformulations and the various authors provide empirical as well as analytical evi-
dence that changes are urgently needed. Too easily the impression can be obtained
that the major shift is that from supply-side policies towards those based on demand;
or from micro policies towards macro policies, While it is indeed a lesson to be
learned from the past that demand based policies are required, it is also understood
that the intervention programmes such as training, business advisory services, or
technological information remain imporiant provided those programmes are in line
with the overall macro policies. In chapter X a summary is given of discussions held
on those aspecis.

In the concluding chapter XI the new directions for policies and programmes for the
small and micro enterprise sector are being highlighted by Antoinette Gosses and
Klaas Molenaar.
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IV. Small and micro enterprises and overall
development policy

by Subrahmanyan Nanjundan

The broad issue posed for consideration under this topic is that of an integrated
economic or industrial policy for all sizes of enterprises versus a policy promoting the
role of SME in terms of separate or alternative development. Since industrialization is
a multisectoral and intersectoral process - having linkages with agriculture and other
primary sectors, infrastructure, education, health, trade and services - permeating the
economy as a whole, the short answer is that a priori an integrated approach is not
only preferable but even essential for development. However, a unified strategy of
development may conceivably comprise a mix of separate (though related) policies
towards large-scale industry and small-scale industry,

In this chapter the policy (or policies) for small-scale (industrial) enterprise develop-

ment will be considered in the light of the following aspects of development:

- function and objectives of development;

- historical experience on effects of growth on size distribution of manufacturing
enterprises, or the role of small-scale enterprises at different stages of growth;

- selected country experiences as to overall development policy in relation to small
enterprise policy and their effects on industrial and economic development,

After a review of the above aspects, the specific policy measures themselves for small
enterprise development will be reviewed. Finally, as regards donor approaches some
questions for discussion will be suggested.!

1. Objectives of Industrialization

Industrialization is a process for bringing about growth in per capita incomes, through
transformation or modernizatien of production, whereby the value added to the result-

1. The issues raised in this chapter and the corresponding thuughts laid down in the RSIE study (1988) are
quite thought provoking and are generating new ideas about the policies and programmes for the small
and micro enterprisc sector. The possible implication of such policy changes are 10 be looked into
carefully t00. A critical analysis of the impact of the policy changes given by Herk Thomas is therefore
presented in the annex to this chapter.
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ing products or services is continuously enhanced. Successful industrialization perme-
ates all sectors of the economy and results in imprevement of productivity. The proc-
ess is not confined (or should not be confined) to the manufacturing sector only, but
includes agriculture, transport, trade and services. There is a short-term conflict be-
tween the objective of achieving increased income and of increased employment
particularly where considerable unemployment or underemployment exists. However,
if macro policies ensure that there is continuous growth in incomes, generating de-
mand for industrial goods and services and resulting in further increase in investment
and production, the conflict can be resolved in the long run, As illustrated later, an
overall development policy aimed at agricultural growth, betier distribution of in-
comes, o export promotion, is conducive to growth in incomes, resulting in additional
demand for goods and services to be met by industrial growth,

The objective of development, to which the promotion of economic growth is crucial,
also includes non-economic objectives, e.g. national security, equitable distribution of
benefits of growth, development of certain cultural and political values. Industrializa-
tion is a necessary ingredient of policies for economic growth, since rapid growth of
manufacturing is correlated with rapid growth of GDP. Furthermore, manufacturing
makes possible rapid technical progress and increases in productivity, which in turn
accelerates growth in other sectors,

The need for economic policy and thus the role of government anses from market
failures, i.e. the inadequacy of the free play of market forces to enable achievement of
national objectives. The inadequacy of the market mechanism may be due to the
operation of monopolies, the effects of externalities, the lack of entrepreneurship or of
investment resources to respond to market demands. While the market mechanism
may ensure the optimum allecation of resources on the basis of (static) production
possibilities, this may not be adequate where resource availability and production
possibilities are affected by (the usual handicaps of developing countries) the inade-
quacy of entrepreneurship, investment funds, infrastructure, utilities, or services. On
the other hand the limitations of government action (i.e. government failure) should
also be recognized.

Non-economic objectives are often socio-economic, e.g. equitable distribution of in-
comes, self-sufficiency (especially to meet strategic and defense requirements), re-
gional balance, protection of vulnerable groups (including rural poor, women), or
fuller employment. The promotion of small-scale industry, rurat industry and handi-
crafts is often motivated by the objectives of preservation and promotion of employ-
ment, of traditional arts and crafts and skills; creation of additional employment op-
portunities in semi-urban and rural areas at lower capital investment; equitable distri-
bution of incomes between various income groups (vertically) and between regions of
the country (horizontally) (i.e. balancing concentrated high income generating capital-
intensive industries with low income generating but decentralized small-scale enter-
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prises). Non-economic objectives may be in harmony with economic growth or may
only be attainable at the cost of lower economic growth, depending on the particular
circumstances. National policy usually aims at a mix of objectives involving some
trade-off against economic growth. Such a policy may not be the best 1o meet the given
objectives; it may represent a compromise among conflicting objectives or divergent
interest groups in the country.

2, Growth and Size Distribution of Enterprises

Empirical evidence (Nanjundan, 1986) on the effects of economic growth on the size
structure of manufacturing enterprises indicates three phases of growth. In the early
stages houschold enterprises and cottage workshops predominate, accounting for up to
three-quarters of total manufacturing employment. With accelerated agricultural and
infrastructure development and the resulting growth of incomes, changes take place in
demand patterns stimulating the development of technology, and leading to growth of
small workshops and factories, mostly in urban areas, displacing household manufac-
turing to a considerable extent in this second phase of development. In a final phase,
large-scale production eventually tends to dominate and displaces most of household
manufacturing and a great proportion of small workshops and factories, the growth of
the latter having contributed te the development of large industry scale.

Another study (Little, 1987) confirmed the above conclusion from analysis of selected
developing country data. Household manufacturing, which is confined to a few indus-
tries and is most prevalent in rural areas, has declined, relatively at least, in all the
economies examined (India, Republic of Korea, Malaysia, the Philippines and Tai-
wan), Workshops (I-5 workers) have also declined, except possibly in India. Yet
cottage size manufacturing still accounts for over half of manufacturing employment
in the poorer countries (India, Indonesia, the Philippines, and most of Africa). There
has also been a relative fall in employment in small-to-medium size factories (5-100
workers) in the more rapidly industrializing economies (Colombia, Republic of Ko-
rea, Malaysia, Singapore and Taiwan). By contrast, in India the number of enterprises
in the range 10-100 workers has risen since 1960 relative to large ones, especially those
with over 500 workers, which partly redresses a previous anomaly,

While the trend towards a secular decline in the contribution of small-scale industry to
total manufacturing value added is an established fact for most countries, there are
several reasons for underlining the present-day role of small-scale industry in the
process of industrialization as well as in a modern developed economy. As regards
developing countries the overwhelming majority have not reached the stage where
household manufacturing and small-scale industry begin to decline rapidly.

There are lessons to be learnt from the experiences of the successful and the not so
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successful countries - both developing und developed - and the effects of the different
policies pursued by them on the size distribution of manufacturing industry. Most
developing economies continue to be of a dualistic nature, the stages of growth over-
lap (between, for instance, rural and urban areas), informal manufacturing dominating
in the rural areas or in urban sub-contracting activities, and large-scale organized
manufacturing taking over in certain branches and sectors of industry. In most devel-
oping countries linkiages between small and larger scale industry, on the one hand, and
small-scale industry (SSI) and agriculture, on the other, tend to be significant.

As regards developed econamies, it should be noted that the importance of the number

of small-scale manufacturing enterprises as a proportion of the total number of manu-

facturing enterprises still remains overwhelming (over 80% in the USA in 1977 and

over 90% in Japan in 1984), for the reasons that

- small-scale industry is the seed-bed for entrepreneurship, some grow into bigger
firms, some fail and disappear and new ones emerge in innovative areas;

- small-scale industry fills in the cracks meeting specialized demands and require-
ments of small total markets.

Thus enterprises of different size co-exist in most economies, since labour, capital and
product markets are usually imperfect, and changes in technology, transportation,
consumer preferences and life-styles continuously influence manufacturing,. In recent
years the trend towards a decline in small-scale manufacturing enterprises has been
arrested in the developed countries both for technological and social reasons: the
former including the accent on knowledge-intensive and skill-intensive industrializa-
tion (as against material- and energy-intensive industrialization), and the development
of new processes of manufacturing arising from computerization and automation; the
latter including the emphasis on quality of life, decentralized work centres, individual-
ized consumer preferences, and informal (self-employed) work.

3. Country Experiences of Effects of Policies on Small Industry Development

The objectives of small industry development should be delineated in the context of
the trend towards predominance of large-scale industry with growth and development,
noted above. There are valid reasons for promoting small-scale industry in most of the
developing countries, which have not yet reached the stage when household enter-
prises and small factories rapidly give place to large-scale enterprises. Small-scale
enterprises in this context could cater more effectively to small scattered markets.
They could be the appropriate means for meeting consumer demands generated at the
initial stages of agricultural growth, They are also needed to meet forward and back-
ward linkage demands of processing of agricultural outputs and supply of inputs and
equipment to agriculture. Small-scale industry thus is an essential stage in growth,
developing (Jearning by doing) production, management and entrepreneurial skills.
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Progress from the early stages of industrialization towards maturity is influenced by
the role of government, macro-policies of the country, industrial and trade policies
(inward-looking or outward-looking), culture and politics. The pattern of industriali-
zation and role of small-scale industry is considerably affected by these factors. Fi-
nally, at the stage of mature economies, there is a permanent though small rolc for
small-scale industry, as a source of entrepreneurship and innovation, and as seed-bed
for growth, and in the provision of specialized goods and services, almost taitor-made,
to meet sophisticated small demands. The contribution of small-scale industry to the
economy - as of large-scale industry or of other sectoral development - has to result in
increase in per capita income and its more equitable distribution,

It is often thought that in labour abundant and capiial scarce economies small-scale
enterprises should by definition be labour-intensive and capital saving. This is not
always true. Moreover, the crucial questions are those of absorption of labour, labour
productivity and capital productivity. Evidence indicates that small-scale industry
satisfics the criterion of efficiency only in a limited range of products. As development
proceeds the middle range of 100-200 workers may be more efficient, i terms of
capital productivity and labour absorption, than sizes below 100 workers.

Crucial question of absorption of labour.
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The situation varies between countries depending on the macro and industrial policies

pursued during growth. Four types of experiences could be identified:

(i)  Export-led growth increases the size of markets and advantage could be derived
from increased scale of manufacturing operations (for example: the Republic of
Korea).

(i) Better distribution of income, agrarian reform and rural infrastructure develop-
ment could lead to decentralized production and increase the relative importance
of small-scale industry (for example: China).

(i) Comprehensive government regulation of a command economy nature accom-
panied by inward-looking policies could lead to giant enterprises on the one
hand and tiny small-scale enterprises on the other hand, leaving a vacuum in the
middle-sized efficient categories of manufacturing (for example: India).

{(iv) Establishment of large public sector enterprises with imported technology and
largely imported inputs, while paying lip-service to self-reliance through small-
scale enterprises, in some cases, has led to an import-dependent development
and stunted the goal of self-sustaining growth (for example: Tanzania).

To iltustrate these differences, the contrasting experiences of these four countries will
be briefly reviewed below.

3.1. The Republic of Korea

The Republic of Korea has emulated Japan in its emphasis on export-led industrializa-
tion. However, income distribution is more concentrated, rural transformation much
less and export dependence much greater than in Japan. In 1986 exports equalled 36%
of GNP (textiles and electronics accounted for just under half of the total exports).
Outward looking policies have enlarged markets, resulting in scale economies and
other advantages of (expanding) size, thus stimulating expansion of small plants and
establishment of new large plants. Household manufacturing has virtually disappeared
and small factories are becoming relatively less important.

Ho found that as of 1973 small and micro enterprises employing below 50 workers
accounted for only 29% of employment and 13% of value added by manufacturing
(Ho, 1986). A quarter of employment and value added is in the category 100-499
workers; 38% of employment and 53% of value added in factories employing 500 and
more workers. In Korea higher size categories are found to be more efficient. The
chaebol, the dozen or so giant business conglomerates, dominate the economy.

In this context, and again unlike Japan, subcontracting and division of labour between
small and large enterprises is rare. The degree of vertical integration is high, large
companies carrying out most operations within their plants, However, medium and
large companies are involved as subcontraciors to Japanese firms, i.e. international
subcontracting.
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As regards the effect of policies it should be noted that for a decade up to the middle
sixties import substitution policies were followed leading to rapid growth of produc-
tion of consumer goods and intermediate goods. The outward-locking policies fol-
lowed thereafter included more realistic foreign exchange rates, liberalized import
controls and export incentives (tax reductions and exemptions, improved access to
credit and imported inputs). The export-induced industrial growth has been extremely
successful in creating employment, since manufactured output (for exports) becomes
increasingly labour-intensive, Direct controls during the period of import substitution
discriminated against small enterprises in their access to imports and credits, neverthe-
less small enterprises grew rapidly. During the period of export development strategy,
liberalization and reliance on the price mechanism reduced some of the disadvantages
of small enterprises, nevertheless small enterprises languished, since they mainly
catered to the domestic market and could not take advantage of the incentive frame-
work for exports. Larger markets increased the importance and advantage of large
plant size and some small-scale enterprises may have expanded to larger sizes.

There is a heavy concentration of both large and small establishments in Korea in and
around the largest cities. Rural transformation followed the first phase of industriatiza-
tion and did not precede it, unlike in Japan and Taiwan.

The wage gap between small and large firms is fairly small in Korea, and the differ-
ences in interest rates paid by them reflect differences in cost and perceived risk.

The development strategy has until recently strongly influenced the decline of the
small-scale enterprise manufacturing sector in Korea.

The lessons from Korea are: firstly the overwhelming influence of macro-policies;
secondly the unimportance of the small-scale manufacturing sector in creation of
employment and labour absorption and thirdly, the more permanent and lasting role of
small-scale enterprises in construction, trade, hotels, restaurants, transport and stor-
age, financial and commercial services, recreation services, personal services and
other services,

3.2. Ching®

Rural non-agricultural development has become a key component of China’s develop-
ment strategy. The Government wants to shift rural workers from agricultural to non-
agricultural activities; but it also wants to achieve this with only a limited amount of
rural-urban migration. The slogan is: “Leave the land but not the countryside, enter the
factory but not the city” .

2. Based on Ho, 1986,



54 SUBRAHMANYAN NANJUNDAN

Non-agricultural activities in the countryside are expected to promote agricultural
production, generate funds for agricultural mechanization, create employment oppor-
tunities, help narrow rural-urban income differences and avoid a concentration pattern
of industrialization and urbaanization.

Chinese policy is to transform its agriculture from self-sufficient and semi self-suffi-
cient production to large-scale commodity production. This involves increase in farm
size and a substantial share of agricultural population moving out of cultivation.
Specialization of households in crop production, forestry, fishery, Hvestock and side-
line production (handicrafts, commercial, food and beverages, services, repair, trans-
port, house renovation) is encouraged. Private undertakings in these lines are helped
by local governments with credits, tax concessions, technical assistance and favour-
able prices,

Besides individuals, Community and Brigade Enterprises (CBEs), hitherto owned
collectively by members of a commune or brigade, are being encouraged since 1984
under different forms of ownership arrangements - e.g. joint ownership by individual
households, ownership by several brigades or communes, or equity and dividend dis-
tributed according to capital contributed. Communes are now in townships and bri-
gades in villages. The term CBEs has been replaced by respectively township-town
enterprises and township-village enterprises. Peasants involved in commerce, services
or industry could establish household registration in market towns, while continuing
to be responsible for their own grain (food) requirements. This is part of a general
policy to revive market towns.

Market town development is regarded as essential for agricubtural commercialization
and rural non-agricultural development. Market towns provide the sites for most
township-village enterprises; they are the centres for rural-urban trade and provide
essential services to agriculture,

The 53,000 market towns existing in China are not classified as urban areas - they are
being developed as alternatives to urban cities, with provision of schools, hospitals
and cultural amenities, The principles governing the policy are to control the size of
large cities, rationally develop medium cities and actively develop small towns. Future
urban growth is expected in the 126 cities with population between 20,000 and 200,000
and the more than 3000 small (market) towns where township-village enterprises are
being located. 1t is projected that by the year 2000 the share of the rural labour force in
non-agricultural activities should increase (from 1% in 1982) to 44%. Activities that
serve local needs or produce non-traded goods, e.g. commerce, services, service-type
industries, are regarded as prospective for dispersed rural locations, As regards town-
ship village enterprises there is good development potential in agricultural processing
(foodstuffs and processed feeds), building materials {tiles and bricks), energy (smalt
coal mines and small hydropower stations), and processing or producing components
and parts for large enterprises.
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The lessons to be derived from the Chinese experience are that development strategy
can influence the development of sinall-scale industry through area planning, invest-
ments in rural infrastructure, agricultural technology upgradation and enlarging the
market/demand for SME products by - to use Chinese terminology - encouraging side-
fine production on the one hand and township-village enterprises on the other hand.
The idea is that apart from rural households specializing in crop production, there will
be mere and more specialized households in forestry, fishery, livestock and side-line
production. Non-agricultural side-line activitics such as handicraft, commerce, food
and beverage, services, repairs, transport and house renovation undertakings are en-
couraged to be established by individuals as private industrial and commercial activi-
ties in rural areas.

The deliberate expansion or establishment of small towns or rural towns enables
promotion of somewhat larger sized processing industry, input industries (e.g. scaled-
down fertilizer and cement plants), agricultural equipment manufacturing units and
consumer goods industries. A counter-magnet is thus provided to stem rural-to-urban
migration snd create rural growth centres.

3.3, India

India’s development strategy since the fifties and until recently, has been based on
capital-intensive large-scale production of heavy industrial goods (capital goods) on
the one hand and smali-scale (and assumed to the labour-intensive) production of a
wide range of consumer goods on the other hand. India’s policies have been of a
command economy nature, licensing and protecting large-scale industries as well as
providing incentives and assistance to small-scale indusiry. Foreign exchange and
import controls, as well as allocations of raw materials, have been administered
through government agencies.

For small-scale industry, there has been a network of industrial extension services,
industrial estates, credit allocation schemes, subcontracting arrangements, and so on.
Product reservation has been one of the main means for encouraging the establishment
of small-scale industries. Large-scale industrial enterprises were prohibited from ex-
panding manufacture of products reserved for small-scaie industries, Small-scale in-
dustries were afforded incentives through differential excise tax levies, as well as
allocation of foreign exchange for imported inputs,

The result of these policies has been the development of a lop-sided industrial struc-
ture, heavily concentrated in large establishments on the one extreme and on house-
helds and cottage workshops on the other extreme, thus leaving a vacuum in the
medium-size factory category, which is usually the most labour-intensive and most
efficient as measured by total factor productivity.
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The administrative definition of a small-scale enterprise by a ceiling on fixed assets
rather than on number of workers, and the continuous raising of this ceiling, did enable
some organic expansion of small-scale enterprises. This took place from the second
half of the 1970s, when the number of items reserved for small-scale industries were
also considerably increased. More recently during the eighties the economy has been
considerably liberalized and several restrictions removed from both large and small
industries. Market competition has increased and imports liberalized, This poticy is
likely to contribute to growth of medium-sized enterprises. Nevertheless the domi-
nance of establishmenits of over 30} workers continues in India.

It is estimated by Little (1987) that whereas the range 50-500 workers accounts for
well over half of factery employment in the East Asian economies (Japan, Korea and
Taiwan), it accounis for less than a third in India.

"Little, Mazumdar and Page (1985) have examined product reservation policies with
specific reference to the textile, sugar and light engineering industries. Their conclu-
sion regarding textiles and sugar is that social benefit would have been greater in
large-scale production, As regards production of diesel engines, bicycles and their
compoenents and hand tools,

“policies have had guite dramaric effects on the structure of these industries and
on the adoption of technology. SSI reservation has resulted in reductions in the
finkages between small and large enterprises, including the development of spe-
clalized subcontracting firms, although specialization by small enterprises and
links between them remain important, The adoption of new products and processes
has been inhibited, with consequential effects on exports, especially in the case of
diesel engines and bicycles.

The deleterious effects of production reservation policies on technological devel-
opment and export development of textiles and garments have also been noted”

The study concludes,
“More generally it seems clear that product reservation policies reduce competi-
tion both within the large and small-scale sectors of the industry and between
them. It prevents organic growth of establishments through the size barrier and
artifictally drives the large-scale sector to concentrate on higher priced goods, for.
which quality differentials are important™.

3. The Khadi and Village Indusiries Commission (Khadi being a cotton cloth) has played a major role in
implementation of Indian SSI policy, KVIC has been widely accused of failing in its initial objectives,
both as specified by Gandhi and modified by the practical planners (Nehru and Mahalanobis). Accord-
ing to a recent critic, “ the root of its ailment is in the KVIC operating less as a development caralyst and
more as a kolding company” (Jain, 1988, pp. 29-30),
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3.4. Tanzania®

The Arusha Declaration (1967) marked a basic change of development strategy from
the maximum growth strategy of the previous decade to that of endogenous develop-
ment based on socialism and self-reliance. Emphasis was on domestic mobilization of
resources and people through reorganization of the rural areas into consolidated settle-
ments {Ujamaa) and state control over industry, trade, insurance and banking. Promo-
tion of crafis and small-scale industries, particularly in rural areas, formed an element
of the new strategy, The institutional framework combined centralization and decen-
tralization. Government crop authorities, one for each crop, monopolized produce
processing and marketing. Village committees, district development corporations and
regional authorities were concerned with planning and development on a decentral-
ized basis. They took over the functions of co-operatives, which were dissolved.
Major industries were nationalized. In theory the role of industry was to be subordi-
nated to social and economic development, and rural and agricultural development.
Social change and rural development were the goals. Industrialization would be af-
fected through changing pattern of ownership and income distribution, and conse-
quent changes in products, markets and cost of production.

The Arusha Declaration did not, however, contain any specific guiding principles on
industrial strategy. Therefore, in practice, the government followed a processing strat-
egy in the late 1960s to early 1970s and thereafter 4 basic indusiry strategy, at the cost
of or to the neglect of agriculture, smali-scale industry and rural development. Capaci-
ties were built up to process a substantial part of hides and skins, cashews, cotton and
sisal for export, on the assumption of value added and additional foreign exchange
eamed, without adequate consideration of comparative advantage of exports of fin-
ished goods vis-g-vis raw materials. The basic industry strategy of the seventies
stressed production of capital goods for the domestic market, for transforming the
economy and reducing dependence.

Whereas the Arusha Declaration might have involved a cutback in formal sector
industrialization, in actual fact industrial investment was accelerated in the public
sector between 1964 and 1975, resulting in real growth of maaufacturing output of 8%
on average per year and increase in the share of manufacturing in GDP from 7% to
II%. With large-scale manufacturing expanded to meet domestically half the total
supply of manufacturing goods, there was little increase in manufactured exports or in
non-factory small-scale industry. Agricultural production declined, resulting in raw
material shortages and the failure of the processing strategy, Import dependence sub-
sequently increased in food and raw materials.

In a planned economy with emphasis on public ownership and control down to the
village level, small-scale and rural industry - usually suited to market orientation and

4. Keddie, Nanjundan & Teszler (1987).
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localized entrepreneurship - proved incormpatible. Despite the Arusha Declaration, the
role of small-scale industry in national planning has been ambiguous. It did not receive
priority allocations in the plan and did not grow until after the mid-seventies.

Until recently economic policy favoured medium and large enterprises through exces-
sive protection to them, leaving insufficient resources to flow to SSI, However, there
seems to have been a favourable effect of recent economic policies on small-scale
industry. Improvement of agricultural production and kiberalization of ownership and
distribution has generated a sort of boom in some forward-linkage industries, e.g.
maize mills, oil presses, coffee processing, saw mills, in rural areas as well as towns
like Arusha and Moshi, being established both by partnerships and by co-operatives.
On the other hand, higher prices (in local currency) for imported raw materials and
spares seem to affect adversely the more capital-intensive and import dependent enter-
prises. More liberal imports of consumer goods, e.g. garments and shoes, are stated to
affect small tailoring and footwear enterprises, though the evidence is not conclusive
on this matter.

4, Policies and Programmes for Small and Micro Enterprise Development

4.1, Primacy of Macre Policies

The above review of contrasting country experiences points to the major role of
economic policy in shifting demand towards or away from labour-intensive industri-
ahization. Since the social benefit of industrial development in developing countries is
to provide incomes to as many wage earmners as possible through maximizing labour
absorption (demand for labour), policies that promote labour-intensive (not capital-
intensive) industrialization are obviously desirable. Experience indicates that such
macro-policy measures relate to the development of agricuiture, income redistribution
and promotion of exports.

Agricultural development with due regard to equitable distribution of incomes arising
therefrom leads te increased demand for consumer goods and stimulates initially
small-scale industry able to meet local demands. Agricultural development also stimu-
lates favourable processing linkages and backward linkages of input and equipment
supplies, which again initially encourage the growth of small-scale industries. A better
distribution of income whether from agrarian reform or other egalitarian policies also
prommetes demand for consumer goods. The effects of export-led growth have already
been noted under country experiences. Both agricultural development and export
growth after a certain stage expand the markets and lead to demand for larger sizes of
manufacturing - massive increases in grain production from revolutionary agricultural
technologies demand large-scale processing, expanding export markets give rise to
scale economies in larger scale production of export products, e.g. garments. Demand
stimulating macro policies are all compatible with enhancing the role of women in
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industrialization, since they already have a significant role in agro-related enterprises
and export products, e.g. garments, and handicrafts.

Besides the four countries analysed in section 3, other examples may be cited, High
growth rates in the agricultural sector in Pakistan since 1977 were achieved through
increased acreage, adoption of appropriate pricing policies and institutional support to
farmers. The increase in agricultural output prices led to an improvement in the agri-
culture sector’s terms of trade and incomes. This has accelerated the adoption of
modern agricultural technology by the farmers. In particular, increased use of agricul-
tural machinery and implerents has expanded the market size, thus opening up oppor-
tunities of entry for small-scale metal-working firms. This had also led to an increase
in repair or maintenance work which is often undertaken by workshops and small
firms in the rural and urban areas. In Indonesia, government policies in the agricultural
sector have largely favoured the rapidly increased agricultural production to a level
where Indonesia is virtually self-sufficient. Coupled with the relatively high and stable
real prices for the products (mainly rice) this has pushed up incomes in rural areas and
increased buying power of the rural population, in turn stimulating small-scale indus-
trial production through consumer demand as well as generating surplus capital for in-
vestment. In the Philippines flourishing non-agricultural development in the rural
areas has accompanied growth in agriculture. In Thailand, in Taiwan and also in
various regions of Malaysia and India, exceptional non-farm growth has been experi-
enced in the wake of rapid improvements in farm incomes and farm production.

On the other hand, in many African countries, de facto policies, until recently, had the
effect of depressing agriculture and turning the terms of trade against rural areas. As
has been noted, it is only since the early eighties that price incentives, credit facilities
and more competitive marketing arrangements have led to increase in agricultural
production for the market. In response to this, the last two or three years have wit-
nessed a spurt of small and micro enterprises in both Tanzania and Zambia, more so in
the former. In other countries, such as Ghana, where price incentives had long been
highly distorted through government policy interventions, the SME sector is recover-
ing under the influence of more market-oriented economic pelicies (including a mas-
sive currency devaluation).

The elements of Chinese policy, viz. area planning, investment in rural infrastructure,
agricultural technology upgrading, encouraging side-line production and other non-
farm activities and providing counter-magnets to villages in market towns, have al-
ready been mentioned.

Macro policies should thus include investments in infrastructure and social services;
investments in irrigation, agricultural extension and research, provision of farm credit
and appropriate price policies to stimulate agricultural development, and wide distri-
bution of benefits.
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4.2, Industrial and Trade Policies

Besides policies affecting demand for SME products analysed above, other macro
policies relating to structure and effects of protection, exchange rate, interest rate,
credit, licensing, import quotas, and prices of factors and products, also influence
small industry development.

These policies have to be unbiased and neutral in their effect irrespective of size or
scale of production units (i.e. between large-scale and small-scale industries), and of
location (i.e. between urban and rural areas). Often government policies are biased in
favour of large-scale and capital-intensive industrialization and the distortions created
are definitely a disincentive for small-scale industry,

Discrimination takes place in access to inputs (i.e, availability of and prices for raw
materials, intermediates and services - whether local or imported - to small-scale
enterprises vis-d-vis large-scale enterprises), access to credit (both short- and long-
term), access to markets (government purchases, bulk purchases, exports) and affects
costs of production and product prices for those reasons and due to incidence of tariff
protection.

Industrial policy in developing countries has generally favoured large-scale industry
in various ways. The system of licensing together with tariff protection provides a
monepoly market and access to credit and imported equipment and raw materials at
favourable terms. Foreign financing and development bank financing are available at
favourable rates of interest. Overvalued exchange rates increase the real value of their
benefits by providing inputs at prices below national market prices. On the other hand,
overvalued exchange rates diminish the income of farmers producing export crops, by
making them uncompetitive, as happened in Tanzania.

While in theory some of the above benefits for large industry may also be available to
small-scale enterprises, in practice it is not possible to avail of them, e.g. credit from
banks is usually out of reach of small and micro entrepreneurs because of the smaller
size of loans required (often below the minimum sizes provided by development
banks), insufficient collateral and high administrative and transaction costs of such
loans to the banks. Furthermore, the policy of financial repression, i.e. ceilings on
interest rates (and subsidy) to provide low interest loans to small and micro entrepre-
neurs, limits the availability of funds and lowers the supply of savings, further hurting
small and micro enterprises at the end of the credit queue.

The structure of tariffs often discriminates against small and micro enterprises by
levying higher import duty on parts and components, services or raw materials, than
on finished preducts, in order to protect large-scale domestic manufacturers of inter-
mediate products, e.g. duty on steel but not on agricultural tools, as in Zambia. Sup-
plies of such inputs from domestic large producers to small and micro enterprises are
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often scarce and available only at a premium on the notified selling price. Foreign
exchange allocations for imports of inputs are usually available to large industry and
not to small and micro enterprises. Furthermore, studies have shown that effective
rates of tariff protection are high for sectors where large-scale enterprises predominate
and negative for sectors which provide small industry employment. Small-scale indus-
trial enterprises have been penalized through lower foreign exchange allocation,
higher price paid for domestic raw materials, less subsidy on capital for equipment
(from' overvalued and subsidized exchange rate), and lower prices for outputs, because
of marketing problems.

Many countries have undertaken structural adjustment programmes during the last
five or six years to remove or reduce the effect of distortions, liberalize the economy
and increase the influence of market forces in determining product and factor prices.
The structure of tariffs and effects of protection are being made more equitable. The
effect of liberalized imports is to increase competition for products. This has produced
mixed results. On the one hand, liberalization has meant elimination or reduction of
large sector licensed industries’ monopoly and encouragement of the SME sector. In a
competitive structure, the improvement of technology and productivity of small and
micro enterprises and adaptation of products manufactured or change in product mix
could in the medium-term benefit SMEs, On the other hand, in the absence of attention
to structural adjustment problems of small and micro enterprises, competition from
cheaper imports, or large-scale industry manufactures, could adversely affect existing
enterprises. The demand-push from liberalization provided incentives to certain SME
products but affected others negatively, depending on each country situation.

4.3. Programmes for Small and Micro Enterprises

We have noted above that macro policies could alter the pattern of demand in favour
of labour-intensive industries. Non-discriminatory industrial and trade policies could
again assist in achieving a desirable size distribution of industry. In practice, however,
desirable policies have not been followed or have been initiated without fully correct-
ing distortions. While de facto policies have favoured large-scale capital-intensive
industry, governments have undertaken countervailing measures or direct supply-side
programmes to influence the size distribution of industries in favour of small-scale or
labour-intensive enterprises.

As compared to policy measures which could have widespread effects, a limitation of
supply-side programmes is that they benefit only a small number of enterprises, usu-
ally at the upper end of the administrative definition of small-scale industry. Experi-
ence indicates that in terms of cost-benefit ratios, direct assistance programmes are
seldom successful; usually the benefits are hardly commensurate with the costs in-
curred,

A fundamental factor is that, given the proper economic environment through appro-
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priale policies, the small-scale entrepreneur in most countries operates — and prefers to
operate — independently, with some help from family and friends, in establishing,
financing, operating, marketing and developing his or her enterprise, Thus the typical
small entrepreneur usually resents unwarranted intrusion from outside.

Are such independent small-scale entrepreneurs readily available in most developing
countries? Do they not have to be identified and stimulated? One canniot deny that it is
government’s role and duty to create the environment through appropriate policies to
bring forth such entrepreneurs. Governments’ role is paramount in the provision of
physical and social infrastructure. This includes education, health, roads, power and
other utilities, and investments in agricultural and rural development. It may also be
necessary in many developing countries to promote or strengthen institutional mecha-
nisms to ensure equitable access to or availability of inputs and services to small-scale
enterprises.

Supply-side programmes or measures take various forms. The more common are the
following:

- General purpose small industry development organizations.

- Industrial estates.

- Credit institutions or facilities.

- Training institutions.

- Technology and research institutions.

- Market organizations.

As regards general purpose small industry development organizations (SIDOs), there
is often a tendency to centralize their operations in the capital cities or large towns.
They become bureaucratic and their outreach becomes limited. They could provide
extension services to very few enterprises and their impact is more on the upper end of
small-scale (or medium-scale) than on the average small-scale enterprise in a country,
Experience indicates that it is more advantageous and cost-effective to have decentral-
ized extension services in or around clusters or groups of small-scale enterprises, often
managed by associations of small enterprises themselves or a non-government organi-
zation or foundation.

Small industry development organizations have not heen very effective in providing
policy advice to governments or in carrying out research studies to form the basis of
policy formulation. Policy questions should preferably be centered on the economic
munistry or industry ministry in government. Research studies need to be encouraged,
perhaps through cooperation of industry associations and research institutions or uni-
versities.

As regards industrial estates, for small-scale industries they have in general been
ineffective and have proved to be expensive instruments for location and development
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of small-scale industry. They have not promoted inter-trading and complementarity.
Governments and local authorities do certainly need to develop sites for industrial
establishments, providing zoning and utilities, but should leave it to enterprises or
construction firms to erect factory buildings.

Ensuring access to capital and credit for smatl-scale enterprises has to be considered in
relation to the capital market structure and development requirements. Under a policy
of financial repression, credit allocations and favourable treatment of large-scale en-
terprises, small-scale enterprises are undoubtedly discriminated against. But in normal
circumstances, small enterprises depend on own resources or family and friends for
about 80% of their capital requirements and on informal credit channels for their
working capital requirements.

Special credit schemes operated by development or commercial banks have in practice

met the needs of only an infinitesimal proportion of small-scale enterprises. The

lessons of experience are that

- informal credit markets should be encouraged;

- savings and loan associations of enterprises could provide mutual guarantee and be
linked to informal or formal credit institutions:

- interest rates charged should meet the transaction and risk costs of loans,

Skill upgrading through training programmes is certainly useful. In general, however,
small-scale enterprises rely on training on the job, i.e. workers learn on the job as some
sort of apprentices. It may be more useful to upgrade the basic educational and voca-
tional training system than create special training programmes or institutions for
small-scale industry. Such training programmes often become too specialized and in
fact provide workers (e.g. welders in Tanzania or tool- makers in India) to large-scale
industries,

Management training programmes and entrepreneur development programmes car-
ried out through institutions or extension services could often be useful, provided it is
possible to reach the right clients and provided the techniques are adaptable to small-
scale industry practices in the particular context.

Technology upgrading through research into appropriate technology and its applica-
tion could be carried out through sectoral or product-oriented institutions or research
and development facilities of large enterprises. Designing appropriate farm equip-
ment, disseminating its use and encouraging its manufacture is a usual field of endeav-
our. Equipment for mechanical and light metal industry, as well as processing opera-
tions, e.g. hammer mills, oil mills, also need to be designed and manufactured. Often it
is a question of orgamizing technical information, identifying research carried out in
other countries under similar conditions and adapting the design to local requirements.
An industrial extension service linked to a central industrial documentation facility
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Products should be competitive and have cost advantages.

could carry out this function, provided its outreach is effective. Extension services
provided to clusters of enterprises in similar trade or product groups could be an
effective means of technology upgrading,

Marketing services organized externally have not proved very effective. It is prefer-
able to use marketing channels of private traders rather than set up a separate machin-
ery, unless small-scale enterprises themselves organize as a group or co-operative to
market their products. Purchases of inputs by small-scale enterprises could be organ-
ized in a similar fashion.

Other specific measures in support of the SME sector which have been adopted in
some countries are; preferential government purchase programmes, product reserva-
tion schemes, and tax reliefs or differential tax rates. All those measures have in fact
benefited urban small-scale enterprises at the upper end. Government purchase pro-
grammes could provide assured markets and initial stimulus for new products or new
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designs. For example, in Tanzania and Zambia, education departments in rural prov-
inces obtained school furniture from SMEs. In the long run, however, SME products
should be competitive and should have cost advantages to be able to compete in the
market. Reservation of products for manufacture by small and micro entrepreneurs
assumes a fotally planned industrial licensing system and could be beneficial only as
an infant industry case and not on a long-term basis. Tax advantages, e.g. differential
excise or sales taxes or income tax relief, may tend to perpetuate the cost disadvan-
tages of SMEs. They should be employed to compensate for specific cost advantages
of large-scale industry vis-d-vis small-scale industry, rather than merely to subsidize
the smalter enterprises.

One field where there is considerable scope for promoting small-scale industry is the
develepment of subcontracting. The experiences of couniries such as India, Indonesia,
Taiwan, Pakistan, the Philippines and, particularly, Japan indicate that there is a
considerable potential for exploiting the subcontracting linkage for small and micro
enterprises to share in the benefits that large-scale and medium-sized industries derive
from import substitution and export promotion policies, The extensive development of
such linkages requires a level of development of the engineering industry and suffi-
cient infrastructure development. Differences in inter-sectoral and inter-locational
wage rates are also essential. There are examples of urban small-scale industrial
enterprise benefiting from subcontracting exchanges, ancillary industrial estates, sup-
ply of blueprints and designs by large firms. Examples of rural locations relate to
garment industry in the Philippines, carpets in Pakistan, rattan furniture in Indonesia
and shibori silk in Korea. Besides development of infrastructure, competition amongst
contractors and subcontractors might encourage improvement of quality and cost-
effectiveness. The governments’ role should be to ensure prompt payment by contrac-
tors, encourage credit programmes as well as productivity and quality improvement
through groups or clusters of small and micro enterprises, as in carpet weaving in
Pakistan, batik and rattan furniture in Indonesia and garments in the Philippines.
Subcontracting arrangements may be particularly beneficial to women working at
home or part-time, provided fair and non-exploitative conditions are ensured, e.g.
through a women’s group or association.

5. Donor Approaches: Some Questions for Discussion

5.1. Assistance in Policies

The paramountcy of policy as a positive factor for small enterprise development
makes it a priority area for attention, even prior to, or as a precondition for, assistance
to a programme of development. It is obvious that macro policies, industrial and trade
policies and specific policy measures towards small-scale enterprises have to be con-
sistent with each other, under a unified strategy. In most developing countries, the
highest echelons of government have access to national experts — albeit scarce in some
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developing countries — who fully understand the policy implications of development.
The problem more often is the trickling-down of such expertise to the level of the
Ministry of Industry and the small industry developroent agencies, and the inadequacy
of a machinery for implementation of a properly enunciated policy. Donor agencies
have not only to coordinate action amongst themseltves at the country level, but also to
engage in dialogue with the appropriate official level of government,®

In formulating an appropriate stralegy and a coherent set of policies, the nationat
objectives of the country and the interplay of political and cultural factors should be
taken into account, These factors include in most countries the priority given to en-
hancement of the role of women and rural development, Apart from ensuring income
growth and favourable demand conditions, small enterprises should have equitable
access to inputs, finance, incentives and other assistance.

Policy measures for SMEs should promote total factor productivity, remove ineffi-
ciencies, improve entrepreneurship and management, be positive and developmental,
utilize decentralized delivery mechanisms and ensure growth. Separate preferential
measures may usually be justified for an initial peried for disadvantaged groups, e.g.
women, rural poor.

3.2, Institutional Mechanisms

Daonor assistance at the level of centralized institutions has met with very little success.
Such institutions {e.g. SIDOs) are often not operationally linked to small enterprises,
apply arigid set of rules and regulations, suffer from bureaucratic inertia and inability
to innovate and to take risks. In principle they are meant to indiscriminately assist
small enterprises; in practice they find it less risky to assist the better-off enterprises
which approach them and which are not the most in need of assistance.

The donor approach should show special concern for the effectiveness of institutional
assistance. Mechanisms ensuring an operational linkage with the defined or desired
target group(s) should alone be assisted. Such institutions are often localized in nature
and formed by the members of the target groups themselves (e.g. women) as associa-
tions, savings and loan groups or cooperatives. Effective operational links may also be
forged by a financial institution, a large enterprise (supplying equipment or other
inputs or purchasing components or products), an engineering or technology research
institution or a training institution.

The type of institutional link-up from the donor side is equaily important, NGOs or
volunteers are often more successful than full-blown experts or consultant firms.
Twinning arrangements between small industry associations, between research or

3. A good example of such cooperation was found in Malawi in 1988 where the donor agencies had come
together and met regutarly with the Ministry of Industry.
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training or technology institutions or between small and medium enterprises them-
selves (in the donor country and the recipient country) may be operationally more
effective than govermment to government assistance.

5.3. Training and Research
The need for separate training or research institutions for small-scale enterprises may
be doubtful. As far as training is concerned it should generally be integrated into the
educational and vocational training system of the country, apart from apprenticeship
training, on-the-job training, training provided by an extension agent in the enterprise
itself and specialized programmes determined by requirements. Much of the research
should probably be carried out in resource or sectoral research or technology institu-
tions. Research and development institutions or departments of large enterprises may
also undertake research for small industry. As regards the development of suitable or
appropriate technology, and its transfer, much of the work has to be done in the
developing country itself; however, advantage may be taken of research results from
other similar developing countries. Other related questions may be:

- The usefulness of training fellowships in developed countries; could much training
be donewithin the country (e.g. large enterprises) or in other developing countries?

- How best to effectively transfer technology; is it done better from firm-to-firm or
from institutions to firms?

- Who should undertake management and entrepreneurship development pro-
grammes? What is the role of management development and consulting services?
How should cultural factors (e.g. those not conformable to western rationality) be
taken into account?

5.4, Target Groups

Having regarded the heterogeneity and wide spectrum of enterprises comprising the
small-scale sector, donor approach to target groups has to be carefully defined, taking
into account the country situation, circumstances and objectives. Two obvious priori-
ties are women and the rural poor. The availability of infrastructure and support
services, the suitability of the host institutions, and the best means of reaching target
groups (delivery mechanisms), are relevant considerations. The viability and sustaina-
bility of such assistance has to be taken into account,

5.5. Technical Assistance versus Resources Assistance

The questions relating to financing of small-scale industry and the role that may be
played by donors are being considered under chapter VII and chapter IX. Here it is
relevant to review the essentially complementary role of technical assistance and as-
sistance in resources, having regard to the severe resources crunch faced by develop-
ing countries in general and disadvantaged groups (e.g. women) in particular. At the
same time the donor providing the entire package will only perpetuate external de-
pendence. Mobilization of internal resources by mutual cooperation should be encour-
aged, so that operations could become self-sustaining within a reasonable period.
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Conclusion

As has been demonstrated in the RSIE evaluation (1988) supply-side programmes
have significant limitations, benefiting only a small number of enterprises. Policy
measures are required that could result in creating an enabling environment for small
and micro enterprises with more widespread effects. Agricultural development with
due regard to equitable distribution of incomes leads to increased demand for con-
sumer goods, eventually stimulating initially small and micro enterprises.

In formulating an appropriate strategy and a coherent set of policies the nafional
objectives of the country are to be taken into account. Such policies should ensure
growth of income and favourable demand conditions. Similarly they should be condu-
cive to a situation whereby small enterprises have equitable access to material and
immaterial inputs, finance, know-how and technology, incentives, and other forms of
assistance.

Donor programmes should henceforth reflect the need for policy reforms and reor-
ganization of support programmes. Macro policies and support programmes should
become complementary to each other, at the same time ensuring that small and micro
enterprise support programmes become an integral part of overall socio-economic
development programme.
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Annex to chapter IV

Comments on: “Small and Micre Enterprises and Overall Development Policy”
by Henk Thomas

The chapter by Mr. Nanjundan represents a welcoms trend in the analysis of smali-scale indus-
trialization. Indeed a trend, since small-scale industry always has been part of the literature on
industrialization, whether in the context of applied policy approaches as are found e.g. with
UNIDO, or within the framework of academic work, such as the field of industrial organiza-
(rons.,

This is in contrast to development “circles” which at times are inclined to isolate “small-scale
industry” - phenomena from the deeper roots. It then appear as if “small-scale industry” has
become a development strategy in itself ~ like trickling down or basic needs strategies of earlier
days — to cater for empleyment, to improve the balance of payments, to use locat resources, and
80 on as a major strategy to overcome poverty. The informal sector debate then frequently
provides a starting point to discuss small-scale dimensions of production.

The chapter places small-scale industry in its proper setting: the process of industrialization,
And [ would like to add immediately the issues of national distribution of incomes and wealth as
an essential further development aspect to be taken into account,

One of the key questions relating to the “degree of integration of small-scale policies in a wider
developmental framework™ is answered implicity and at an early stage by the author in a
positive sense,

Small-scale industrialization must be assessed in a wide framework. The chapter presents nu-
rrierous important issues, raises a rather comprehensive range of theoretical issues while fo-
cussing sharply on policy dimensions.

My comments fall in the following three parts:

(i)  aspects of different strategies of industrialization;

(ii)  the need to emphasize the developmental aspects of distribution;

(ili) a few remarks on the “old” Dutch approach, which perhaps could be fruitfully taken into
account before searching for a new approach.

(i) Industrialization process

First, the chapter refers to trends of the past with respect to the roke which smail-scale activities
may be expected to play in the future, Even when past trends are relatively stable, it must be
realized that such global trends are the result of averaging out the observations of individual
countries which may deviate considerably from such past trends. Yet, more important, there is
any reason to expect new trends in the future, The present process of industrialization is charac-
terized by unprecedented concentration of economic power in almost all important econamic
branches. The oligopelistic control by small numbers of huge transnational enterprises has
become a common phenomenon in the international economy. Furthermeore, technological in-
novations have been introduced — and this process is continuing without interruption —at such a
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pace and with such far reaching consequences that the scale of production may well be influ-
enced in one way or the other as far as economies of different size is concerned. Lastly, the role
of governments has been changing considerably, mainly due to the overriding problems related
1o the sicering of national economies in the face of at times unsurmountable balance of pay-
ments problems. The urge to reduce the role of public enterprises for instance may be mentioned
at this point.

Second, the macrosetting asks for an elaborate and refined analysis. Agricultural development,
export promotion and income re-distribution are important conditions which may foster small-
scale labour-intensive development. However, in reality one meets with conflicting implica-
tions of e.g. absence of income re-distribution and an exaggerated emphasis on export promo-
tion while neglecting somewhat agricultural development. A thorough understanding of the
macro-econemic performance of an economy is needed, e.g. with respect to the consequences of
price distortions and disequilibria in the balance of payments and govemnmental finances for
different economic branches first and next for the different categories of large, medium-sized,
small, and even household units, before any such statements regarding e.g, the role of export
promotion may be drawn. Small-scale labour-intensive development till now hardly has figurcd
in the debate on structural adjustment policies. Na straightforward recipies will be found; in
some cases structural adjustment policies appear to favour smat! enterprise development; in
other situations the opposite is the case. Systematic research still is wanting.

Thirdly, some tentative conclusions as for the relative efficiency of medium-sized enterprises
are drawn. It is not certain whether the available evidence fully allows for such conclusions.
Possibly the discussion will permit a further exploration of this important dimeasion of the
debate: Is smaH-scale development an “economic or a social” proposition?

Fourthly, ideological preferences are to be identified precisely, In the Eust European and other
comemand type ecanomies — at least till very recently — the small enterprise - public or private -
was identified with bourgeois capitalist production methods and thus smalt-scale production
was discriminated against. In numerous mixed economies the small-scale entreprencur is being
glorified as if the conditions for perfect competition are fulfilled; one may refer to the dispropor-
tionate attention which is given to the arguments of De Soto (1989) regarding the production
potential of the informal economy. Such enthusiastic support is no substitute for rigorous
economic theory and applied policy analysis,

As a consequence of these observations I like to suggest that the author’s appreach to distin-
guish four main categories of industrialization can not yet provide definitive results in terms of
industrialization strategies and their impact for small-scale production, I would prefer to con-
centrate on well known categories of industrialization strategies like import substitution — with
different variants —, export promotion in its various forms, rural industrialization, regional
cooperation, or public invelvement in state enterprises, to mention some main chapter of litera-
ture as starting point for analysis,

The four categories as presented by the author lead to considerable problems. South Korea is
indeed a case of export promotion; but also of major governmental intervention and oligopolis-
tic industrial organization as a chosen strategy. Yet, these days in particular, 4 restoration of the
balance of sizes is taken up as a central policy issue in that country. How is it that the role of
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small-scale production in countries with a similar export promotion drive — like Japan and
Taiwan — is entircly differem? The Chinese case as presented in chapter IV is an iilustration of
redistribution policies. Is it so certain that the present upsurge in smali-scale production is not
related in a major way also {0 the inefficiency of large and medium-sized production and the
removal of some major price distertions? Is the Indian case a solid example of command type of
economies? Here the role of small-scale production in East European countries could teil us
more. The Indian case, one could argue, is the ontstanding example of a government which has
implemented a most complcte range of supporting policies for small-scale enterprises. It is
obvious, that each case is too complex 1o allow for direct illustrations with respect to some very
broad categories of industrialization which are insufficiently rooted in the complexities of the
developmental and industrial processes.

(ii) Development policy and redistribution

The second major point of comments regards the labour situation of small-scale production. Too
often an image is being created — see reference to De Soto — as if the small-scale entreprencur is
the corner stone of industrialization as was the casc — to a large extent — during the Indusirial
Revolution of the 18th and 19th century, particularly in England as an early starter of modern
industry. Such an image today makes for a caricature. Small-scale producers generally are
extremely dependent on both the input and output side of production; in ucademic jargon, they
fonn a sub-ordinate rather than a dominant phenomenon in national production, Their access to
resources mostly is heavily consirained; their market outlets only in rare cases allow for true
independent entrepreneurial behaviour. Stable subcontracting relationships with large and
medium-sized firms perhaps form one of the best options available.

This dependence is reflected in the generally low level of incomes and profits; the low level of
incomes being translated in generally very modest eamings for the owners and very low pay-
ments to any wage empleyees, apprentices, and “‘unpaid” family members. The weak profitabil-
ity is reflected in the very modest investments and generally poor working conditions of the
premises and infrastructure.

The South Korean case with earnings levels at par as between small enterprises and large ones is
the exception rather than the rule. Regrettably, earnings analysis mostly is given little attention
in research on small-scale production and often even entirely ignored.

Yet, from a developmental perspective it must be underscored that these aspects are of central
impartance. Earnings in order to provide for basic needs of the households which are involved;
but also working conditions as these impair health and safety conditions and only allow — but for
exceptions — for very modest learning and thus productivity enhancing circumstances.

A major point to draw attention 1o is the employment dimension, It is rather surprising that the
employment creating potential of smail-scale industry frequently is mentioned as a statistical
information which mostiy is of inacceptably poor quality, Pari-time work may be included in
jobs that have been counted; but also, long-term apprentice contracts at no or nominal pay are
included. The hiring of children on a huge scale — thereby worsening the already weak labour
situation in many countries — has become an alarming phenomenon. And lastly, the etaployment
of women under conditions of labour market discrimination is to be mentioned as a further
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ilustration of the need to examine closely the actual practices in smail enterprises before
endorsing uncritically this “new” strategy of development.

These few observations may serve to underscore the need for including developmental aspects
of distribution in any policy orientation to enhance the role of small-scale production, whether
in industrial or services’ sectors, It seems mandatory that the role of the state is examined
accurately, with respect to macro economic policies and with respect to specific interventions
related to small-scale production,

(iii) Old and New (Duich) Approaches

The “old” Dutch approach, finally refers to the view that any search for new approaches be
accompanied by a critical examination of the policy intentions of the recent past and the
achievements made till now. I like to present my assessment of developmental cooperation in
Pakistan, partially undertaken with support of the Netherlands government,

The Pakistan case with respect to the role of small-scale industry is quite interesting, During the
sixties all planning effort was devoted to the “Green Revolution™ and industrialization of an
import substituting nature; small-scale industry did emerge, in the absence of direct governmen-
tal recognition. During the seventies a major upswing is to be noted, mainly related to removal
of price distortions which had favoured large-scale industry, The early eighties witnessed a
continued strong performance — by the commonly accepted indicators — of small and micro
crierprises, mainly linked to rapid agricultural development and growing governmental sup-
port. This undoubtedly strong performance during the past decade took place in a context of
relatively strong agricultural development, a weak export performance, and highly unequal
distribulive outcomes of development.

A special point to be taken into account is the practice of large firms to evade labour legislation
by splitting up their firm into enterprises of tess than 50 workers; in some sectors, it particular
this applies to textiles, the result has been an artificial growth of smali-scale enterprises as a
conscquence of the breaking of large-scale firms in order 10 evade the impact of such labour
protecting legislation. Lastly, us for characterization of the past devetopments, the impact of
migratory remittances and of very favourable weather conditions during 4 long period of time —
except for | 988 — must be accounted for in the search for causes of the actual performance of the
small-scale sector.

The Pakistan-Netherlands development effort was from 1983 onwards as far as the industrial
field of cooperation was concerned focused on the promotion of small-scale industry, particular
in metal related activities (welding, automotive, and light engineering activities); in leather and
shoe production; and handicraft earnings by women. Also, more recently, through FMO (the
Netherlands Finance Company for Developing Countries) an elaborate programme of providing
loans Lo small, mainly rural enirepreneurs has been introduced, The examination of the Country
Policy document for Pakistan provides for a coherent programme which is largely reftected in
the activities just mentioned. Summarizing, one observes a “human capital” and “financial
capital” support programme which offer considerable scope for synergetic effects.

De Soto, H. (1989), The Other Path, Harper and Row, New York,



V. Macro policy mechanisms; new trends

by Frances Stewart!

Most efforts to promote small-scale firms and appropriate technology have been
concentrated at the micro-level, with finance and assistance devoted to particular
interventions, In Tanzania, for example, a Small Industries Development Qrganiza-
tion was established to promote and assist small-scale industries. The range of inter-
ventions supporting appropriate technologies has been wide - ranging, from cooking
stoves to windmills, from mini-cement plants to micro-electronic devices for controi-
ling hydraulic systems.? Although there were some good results, the effects tended 1o
be confined to a small number of firms and to particular areas where the intervention
took place. Appropriate technologies have rarely been widely disseminated. More-
over, spontaneous dynamism of small and micro enterprises and development and
dissemination of appropriate technologies, in countries where both were badly
needed, has been relatively unusual. A generally hostile policy environment appears
to be one of the main factors responsible, the negative effects of this environment
outweighing the positive effects of special schemes to suppori the small-scale sector.

This chapter explores how the macro and meso policy environment has impinged on
the small-scale sector and on rechnology choices, drawing on some empirical work
exploring the relationship between the macro policy environment and technology
choice,? '

In this chapter prime focus is on the need to make appropriate choices, rather than
small size of production units per se. In some industries the most appropriate technol-
ogy may consist of large-scale plants, when small-scale units are relatively inefficient.
However, in practice, the bulk of appropriate technologies are small-scale, since
smaller scale technologies are normally more accessible to low-income producers.

1. In writing this contribution I have been greatly assisted by Gustav Ranis.

2. See Carr (1986) for a survey of a number of appropriate technology interventions,

3. The research was supported by Appropriate Technology International. The initial project in this area,
involving seven empirical studies, was published in 1987 a8 Mucro-policies for Appropriate Technol-
ogy; see Stewart (ed.) Subsequently, three regional conferences were held to discuss the findings and to
provide regional inputs into the fonnulation of macro and meso policies for appropriate technology — in
Thailand, in Kenya and in Mexico. For cach meeting papers were prepared on the interaction between
macro policies and micro enterprises, based on experience in the region. Participants at the regional
conferences included members of the government and other politicians, civil servants, businessmen,
representatives of NGOs and academics,
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Moreover, for various reasons (historical and technological) there is a strong ten-
dency for larger scale plants also 1o be more capital-intensive. Consequently, in
practice there is a strong overlap between appropriate technologies and small-scale
Sirms, and policies which favour (or harmj one tend to favour (or harm) the other. For
the mosi part we do not differentiate between appropriate technology and small-scale
industry and attempt io identify policies which favour both,

The chapter is organized as follows: The first two sections discuss what appropriate
technology is, considering the relationship between appropriate technology and
small-scale industry; some evidence is presented on the efficiency of appropriate
technology and small-scale industry. Section 3 discusses how the policy environment
affects the choice of product and of technology, first in general terms, and subse-
quently in detail, surveying evidence showing the ways in which policies have dis-
criminated against appropriate technology and small-scale production in a large
number of policy areas. In the light of these findings, section 4 presents a summary of
the macro and meso policies identified as favouring the small-scale sector and appro-
priate technologies. The section includes some discussion of the political economy
obstacles to achieving such policy change. In the final section some conclusions are
presented.

1. Appropriate Technology

Defined simply, appropriate technology is the technology which best makes a use of a
country’s resources in order to achieve its development needs. These needs include the
need to achieve sustained economic growth, to industrialize, to secure wide and equi-
table participation in the process of growth, to enable ail the population to meet their
basic needs, and to protect the environment. Appropriate technology encompasses
products as well as techniques, that is it includes products with characteristics best
suited to meeting the needs of low-income consumers and producers, as well as
methods of production with appropriate characteristics. Defined in this way it 1s clear
that there can be no unique appropriate technology to fit all circumstances, The tech-
nology which is appropriate will differ according to the nature of a country, its re-
sources and opportunities.

A technology problem exists because the majority of technologies are developed in
advanced countries, with different social, economic and cultural conditions from low-
income countries, and therefore many of the techniques and products emanating from
developed countries tend to be inappropriate for use in developing countries. Com-
pared with developing countries, developed countries have more abundant capital
resources (three to ten times that available per head in developing countries), larger
markets, higher average incomes and therefore different consumption patterns, and a
greater availability of skills. The use of technology from advanced countries, unmodi-
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fied for use in developing countries, can lead to inequalities in work opportunities and
consumption patterns, and high levels of un- and under-employment.

In contrast to developed country technology, appropriate technology tends to be more
labour-intensive, smaller scale, use local materials, to include technologies especially
suited for contributing to rural development, and to produce appropriate products - i.e.
products suited for the mass of poor consumers,

It is important to emphasize that appropriate technology must be efficient, since some-
times it seems to be suggested that any technology that is labour-intensive and smail-
scale is appropriate, irrespective of its efficiency. An efficient technology is one that
maximizes the value of output, in relation to resource costs, when resources and output
are properly costed, allowing for social opportunity costs and benefits and not merely
costs as valued on the market. An inefficient labour-intensive technology will not help
those who use it in the long-run, because it will perpetuate very low incomes. More-
over, it i also important that appropriate technologies have dynamic potential, so that
productivity increases over time, so as to raise the incomes of those using the tech-
nologies and to permit these technologies to compete with technologies with inappro-
priate characteristics, on which there are continuous Research and Development
{R&D) efforts, with a consequent rise in productivity over time.

2. Does an effictent technology with appropriate characteristics exist?

One view, held fairly widely some years ago, was that an efficient technology with
appropriate characteristics was nomn-existent, because of the nature of technological
development, and particularly because of the domination of advanced countries in
R&D (e.g. Eckaus, 1955; Kaldor, 1965; Emmanuel, 1982). However, there is now a
considerable amount of evidence showing the existence of efficient small-scale and
labour-intensive technologies in a large number of industries.

In the studies reviewed here, efficient technologies with appropriate characteristics
were identified in a number of industries. Five examples are presented in table 5 —
sugar processing, maize milling, pineapple canning, rice hulling and cotton spinning.
In each, capital cost per person employed is much lower in the small-scale technique;
the most extreme difference is in sugar processing in Kenya, where capital costs per
head in the open pan sulphitation technique are less than 5% those in the large-scale
vacuum pan technigue. Capital costs per unit of output are also lower for the small-
scale technologies, ranging from 9.5% in maize milling in Tanzania to 71% in sugar
processing in India. Labour use is much larger among the small-scale techniques, with
the amount of employment created for the same level of output being as much as five
times as great as in the capital-intensive technology in Kenyan sugar processing. The
efficiency of the various techniques is shown in column (4): In each unit costs are
lower for the small-scale technology.
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Table §: Performance of small-scale labour-intensive as a multiple of capital-inten-

sive technigues
(1) (2) 3 (4
K/O L/C K/L operating costs
Efficient small-scale technologies
Sugar processing,  India 0.71 29 0.24 0.84(c)
Kenya 0.27 5.9 0.05 0.66
Pincapple canning,  Philippines
and Taiwan 0.39 33 0.17 competitive
Rice mills, Philippines 0.76(a) 1.7 0.30 1.96(c)
0.61(b) 0.88(b)
Maize milling, Tanzania 0.10 52 0.49 competitive. social costs
of labour-intensive lower
Spinning, Thailand 0.67 1.3(d) 0.50 0.76(e)
Doubtfully efficient
Dhenki, rice huller ~ Bangladesh 0.42 13.5 0.06 6.8
Mosti, Bangladesh 0.003 7.5 0.06 2.8

(a) Assumes large mill operates at 97% capacity; small mill at 77% as observed in survey.
(b) Assuming both rice mills operate at 100% capacity.

(c} When capital costs are costed at replacement value,

(d) Assuming labour use is proportionate to labour costs.

(€) Assuming no special promotion policies for the large scale.

Tt is clear from these examples that there are technologies which are labour-using,
capital saving, skill-saving* and efficient. The alternative technologies also typically
produce more appropriate products. For example, in both maize and rice milling, the
smaller mills produce a more nutritious, less refined product, which costs less and is
more appropriate to low-income consumers. In pineapple canning, the more labour-
intensive technology produces a lower standard product, the pineapples being more
crushed and broken, but there is an international market for the cheaper product at the
lower end of the market.

Two examples of inefficient small-scale technologies were identified. These were the
Dhenki (a form of manual rice hulling) and the Mosti (a manually operated cube well),

4. Data on skill use is not provided in the table, because it is not available on a systematic basis, but most
of the evidence shows the larger more sophisticated technologies requiring more skills than the smafler
technologies.



V. MACRO POLICY MECHANISMS 7T

As can be seen (table 5) fixed capital costs per head of both technologies are a fraction
of the alternatives, and labour absorption per unit of output is far greater. But because
of very low productivity of the technologies, unit costs are far greater. The Dhenki and
the Mosti are both purely manually operated, whereas all the other examples involve
some machinery: the two are basically traditional technologies which have not been
upgraded by modern science and technology, while the efficient technologies embody
some modern technological know-how.

Table 6: Capital intensity and economic profit of seven industries in five countries

Relative capital intensity {a) Economic profit as %
of large-scale, compared of capital stock {¢)
with small ()

Large-scale  Small-scale

BOTSWANA (1982)
Sorghum beer 32 +130 +190
EGYPT (1982)
Clothing 2.8 +17 +42
Metal products 12.3 -3 +103
HONDURAS (1980)
Clothing 28 -21 +45
Furniture 7.3 -26 +58
Shoes 139 22 +102
Leather products 7.1 -21 +79
Metal products 8.6 -24 +23
JAMATCA (1979)
Clothing 6.6 -11 +86
Furnitore 37 04 +173
Shoes 17 -6 +247
Metal products - 2.4 +16.6 +36
SIERRA LEONE (1974)
Clothing 49 -27 +59
Bread 7.3 -11 +12
Rice milling 40.8 -30 +80

Source; Liedholm & Mead, 1987

(a) Relative capital intensity is calculated by comparing the ratio of capital services to
value added in large and small firms.

{b) Large-scale firms are those employing 50 or more; small-scale those employing less than
50

{c¢) Economic profit is defined as value added less capital services (valued at shadow interest
rate} and labour costs (including family labour, valued at the competitive wage rate in the
industry),
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Other powerful evidence showing the existence of efficient small-scale technologies
comes from the work of Liedholm and Mead (table 6).

In studics of seven industrics in five countries, Liedholm and Mead found that capital
intensity (defined as the ratio of capital services to value added) was systematically
higher in large-scale firms than small, the ratio varying from 2.4 to 40.8, while eco-
nomic profit was consistently substantially higher for the small-scale firms, being
negative in most of the large-scale activities and high and positive in all the small-
scale activities.®

Most investment in Third World countries is in large-scale and often inappropriate
technologies despite the superior efficiency of small-scale technologies, the fact that
they economize on scarce capital resources, use more abundant labour and have a
favourable impact on income distribution, For example, recent investment decisions
in cotton spinning in Thailand were made in the semi-advanced technology, not the
more efficient intermediate technology (Santikarn, 1988). In the Philippines, a sophis-
ticated, large integrated rice mill was introduced which would make hundreds of small
village rice mills redundant (Ranis & Stewart, 1987). In Tanzania, 4 multinational
corporation chose to invest in a large capital-intensive roller-mill, even though the
economic and social profitability was much lower than the smaller labour-intensive
hammer mill (Bagachwa, 1988). In Kenya, the open pan sulphitation technology for
sugar processing accounts for onty 1.7% of total production (Kaplinsky, 1987). These
are just a few examples among many. At an aggregate level, wage employment in
manufacturing in the early 1970s rose by just 0.02% for every 1% increase in value-
added in both Africa and Asia, while in the latter part of the decade it fell, while output
rose, providing an aggregate indication of the capital-intensity of investment decisions
over that period (see Van Ginneken & Van der Hoeven, 1988).

The choice of technology has thus, for the most part, et neither economic nor social
objectives. One very important reason for this has been the macro and meso policy
environment. The next section considers how this has affected technology choice.

3. The Policy Environment, Technology Choice and Technology Change

Government macro and meso policies affect technology choices and the development
of technology by determining the environment in which decisions on technology are
made. Actual investment decisions on choice of technology are, of course, made at the

3. See also the evidence surveyed by Pack (1982) who has shown that efficient appropriate technology can
gencrate a very large amount of additional employment, Taking ning industries as a whole, use of
appropriate technotogy would generate over four times as much employment as the capitzl-intensive
technology.
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L

Decisions on technology are made at the micro level,

micro level by a variety of decision-making units, private firms and farms, large and
small, foreign and domestic, parastatals, co-ops, and family enterprises. These micro
enterprises are greatly affected by the policy environment - which helps determine the
prices they achieve, the cost of the factors they use, the availability of alternative
technologies and their knowledge about these alternatives, the availability of infra-
structure, and so on.

Macro policies are those that affect the aggregates of the economy, the total money
supply and credit creation, the level of taxation and public expenditure, the ruling
interest rate and the exchange rate. Meso policies are policies that are concerned with
the distributional and sectoral consequences of the macro policies. While macro poli-
cies are concerned with the aggregates, meso policies are concerned with how these
aggregates translate into burdens or benefits for particular sectors or income groups. ¢

3.1. Classification of Related Macro and Meso Policies
The studies suggested a broad categorization of the ways in which macro and meso
policies atfect technology cheice and change. First, there are ways in which enterprise

6. In the earlier work (see Stewart [ed.), 1987} the term macre policies was used for both these categories,
but this tends 10 create some confusion because the term macre policies is more commonly used for
policies affecting Ihe aggregates. Thus here we follow the terminology used in Cornia, Jolly & Stewarl
{1987), dividing the policies into macro and meso,
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behaviour is directly affected by policies which influence their objectives, their mar-
kets, their access to resources, and technology availability - the four facters which
together determine how an enterprise behaves. Then, cutting across these factors and
operating at various levels in the economy, policies towards organization and institu-
tional choices affect technotogy choice and change in a variety of ways. Finally,
policies towards rural linkages determine the dynamism of the rural sector, and the
extent of investments made using appropriate technology in the rural areas. We shall
discuss some findings with respect to each of these categoeries before coming to a more
detailed discussion of particular policies.

a. Objectives

The objectives of any micro enterprise may consist of profit maximization, satisficing
including bureaucratic objectives, employment maximization, or maximising family
income and employment. Objectives vary according to the type of enterprise and the
general environment prevalent. In principle, if prices broadly reflect scarcities, then
profit-maximising objectives are likely to lead to choice of appropriate technologies,
while other objectives may result in over capital-intensive technologies.

The studies showed three types of decision-making unit whose objectives did not
favour appropriate technologies. First, Santikarn showed that in Thailand many mod-
ern large-scale cotton spinning firms, both foreign and domestically owned, chose
more capital-intensive technologies “than what was actually needed for profit
maximization” (Santikarn, 1988). She suggests satisficing motivation may explain
these choices. Similar results were found in other industries in Thailand by Lecraw
and by Bell & Scott-Kemmis (1987). Secondly, James’ study (1987) showed consis-
tently inappropriate technology choice by parastatals in Tanzania and Kenya, despite
the existence of more appropriate technologies, and (in Tanzania) government-
declared objectives of promoting equality, which should have been supportive of ap-
propriate technologies. James explained these choices with reference to bureaucratic
objectives which, he hypothesised, are to extend investment and expand output; these
objectives lead to use of foreign finance, and therefore foreign technology. Aid agen-
cies formed a third category whose objectives did not appear to favour appropriate
technologies. There were a number of examples of aid-finance for inappropriate tech-
nologies — e.g. for the integrated rice plant in the Philippines and for their tractorisa-
tion programme, and for the capital-intensive sugar technelogy chosen in Kenya.
While there were a few cases where aid had favoured more appropriate technologics —
e.g. aid support for some of the Mostis — the balance of aid decisions appeared inap-
propriate. The objectives of aid donors — to maximise aid flows while minimising
bureaucratic costs, as well as to tie aid to supplies provided by the doner country -
seem to be largely responsible.

Policies affecting objectives include those directly impinging on enterprises’ decision-
making, e.g. reforms of parastatals and aid agencies, and those which affect the envi-
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ronment, for example by introducing more competition, thereby making it more diffi-
cult for firms to adopt satisficing objectives and survive,

b. Resources :

The major policies influencing the price and availability of resources facing the micro
enterprise are credit policies, which determine the quantity and price of credit avail-
able to different enterprises, subsidies and taxes on investments, tariffs and exchange
rate policies which affect the relative price of different types of good, and wages and
other labour policies, which affect the price of labour. There were numerous examples
of the impact of policies towards resources on the choice of technology, For example,
in Kenyan sugar processing, the government policy of permitting complete write-off
of capital costs by large firms artificially cheapened the capital-intensive technology
50 its costs fell below those of the small-scale alternative, In Thaitand and the Philip-
pines, exchange rate and promotion policies favoured capital-intensive technologies,
{see Bautista, 1988, and Santikarn, 1988). In many countries, the modern sector re-
ceives subsidized credit, while the informal sector has to pay rates up to 25 times as
high (Liedhoim & Mead, 1987). More detaited examples will be considered when we
come to discuss the individual policies.

c. Markets

Markets are important in influencing the type of products produced and the scale of
production. Both help determine the technologies used. More sophisticated products
for high-income markets tend to require capital-intensive technologies. In a number of
cases the desire to achieve ‘high’ standards for domestic elites or exports was used to
justify capital-intensive choices. For example, James (1987) showed that parastatals in
Kenya and Tanzania justified some of their technology choices in this way. The same
Jjustification was used for the more sophisticated maize mitling techniques in Tanzania
and for rice hulling in the Philippines (Bagachwa, 1988, and Ranis & Stewart, 1987).

Policies favouring markets encompass trade, income distribution, and products poli-
cies,

d. Technology

The range of technology known and available to a firm limits its possible technology
choice. This range depends on levels and direction of government research and devel-
opment and information services, and enterprises’ research and development (R&D)
and access to information. Two examples illustrate the significance of R&D for the de-
velopment of efficient small-scale technologies. In the case of the open pan sulphita-
tion sugar technology, R&D in India increased productivity so that the previcusly in-
efficient technology became competitive with the vacuum pan sulphitation technology
(Kaplinsky, 1987). Secondly, the axial flow paddy thresher, developed for small farm-
ers by the International Rice Research Institute, was rapidly taken up in the Philippines
and Thailand, being produced by 70 firms in the Philippines and over 20 in Thailand
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by 1985, Cumulative sales were 55,000 units in 1984, extending to Egypt, Honduras,
Ivory Coast, Ghana, Colombia and Mexico (Duff, 1987). The very low productivity of
traditional technologies — illustrated earlier in the case of the Dhenki and the Mosti —
also emphasises the importance of R&D to upgrade the productivity of traditional
technologies. Dissemination is also important, with very weak dissemination channels
for rural non-agricultural technology being a major obstacle to technology upgrading.

Policies favouring technology include policies towards government financed R&D
and dissemination, tax and subsidy policies, and patents policies,

e. Institurions and organization

Appropriate institutions are an important feature of policies that favour the small-scale
sector and appropriate technology. The studies showed that some types of institution
were much more favourable to appropriate technologies than others, The need for
institutional reforms extended to many of the areas already mentioned, For example,
many research and development mstitutions produce few useful results, and where
they do they are often mainly directed towards capital-intensive technologies., There is
little R&D devoted to upgrading rural technologies. New types of R&D institutions,
and new incentive systems are needed.

Similarly, reforms are required in technology dissemination institutions. Institutional
reform is an important aspect of getting credit to producers with few or no assets, as
shown in the very successful case of the Grameen Bank, Institutional change is also
needed in the strocture of government with more decentralization of control over
expenditure, and greater use of NGOs for monitoring. Institutional changes are needed
in the structure of parastatals if they are to take more appropriate decisions.

In the private sector, subcontracting from large to small-scale firms can permit effi-
cient and dynamic small-scale enterprises, working in tandem with the large-scale
sector, as in industrial development in Japan. Studies in Bangladesh and a number of
Latin American countries emphasised the importance of producer organizations,
among small and micro enterprises, partly to permit sharing of technology and market-
ing, but more significantly to strengthen the bargaining power of the producers and
their influence over government decisions. In Bangladesh, for example, small-farmers
associations were of critical importance for securing appropriate irrigation, In Costa
Rica, cooperatives of coffee producers eased access to technology and markets for
small producers.

f. Rural linkages

Rural linkages represent the linkages between agriculture and non-agricultural activi-
ties in the rural areas. Where agricultural activity is flourishing and rural linkages are
strong, rural industrialization develops rapidly. In the early stages of development,
especially, strong development of rural industrial activities also promotes agricultural
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growth, by improving incentives for such growth and stimulating technology change
and accumutation in the rural areas. The study of rural linkages in the Philippines and
Taiwan showed the importance of rural linkages for appropriate technologies, Rural
non-agricultural employment was shown to rise rapidly with expansion in agricultural
output because of production and consumption linkages. The extent of rural linkages
depends not only on the growth of agricultural output, but also the agriculturat strat-
egy. Very dualistic or bimodal agricnltural development leads to weaker linkages than
more egalitarian agriculture because if incomes are better spread consumption of
locally produced goods is greater, and small farmers use more local inputs and local
processing (see Ranis & Stewart, 1987, and Ranis, 1988),

Policies towards rural linkages include promotion of egalitarian agricultural develop-
ment, the creation of rural infrastructure and the dissemination of appropriate technot-
ogy in the rural areas.

3.2. Effects of Macro and Meso Policies on Technology Choice and Change

The previous section provided an overview and broad categorization of the ways in
which macro and meso policies affect technology. This section presents a more de-
tailed analysis of how the policies identified in the overview have affected technology
choice and change. In general prevalent policies have been hostile to the small-scale
sector and to appropriate technologies,

The policies will be grouped into pelicies favouring taxes and investment promotion
schemes; credit policies; policies favouring international trade and foreign exchange;
labour market policies; products policies; policies favouring science and technology
and dissemination; pelicies favouring rural linkages; aid; parastatals.

a. Taxation and Investment Promotion

Many governments have intreduced schemes, to promote industrial investment, with
tax relief in the form of special depreciation provisions, being the most important
element. These schemes almost invariably discriminate in favour of the use of capital,
and of large-scale producers.

Two examples will be discussed: Thailand and the Philippines, These cases are
typical of many more.

Thailand: Investment incentives were introduced by the Board of Investment in 1960,
with benefits including protection (import bans and surcharges against foreign compe-
tition, and tariff relief on imports) and tax incentives (exemption from corporate in-
come {ax and other faxes). Requirements on mininum size and capital investment
meant that small firms were not eligible for these privileges; the larger the firm the
longer the tax holiday. “Consequently, many small agro-processing firms in industrial
industries such as rice mills, tapioca processing plants are not promoted” (Santikam,
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1988). The overall cost reduction of the promotion policies were 34.6% for the inter-
mediate technology and 38.7% for the semi-advanced. Non-promoted firms, which in-
cluded almost all small firms were thereby heavily penalised (Santikar, 1988).

Philippines: Two Acts of 1967 and of 1970 gave a package of fiscal incentives to

manufacturing enterprises registered with the Board of Investments, Nearly all the

incentives had the effect of cheapening capital. They included

- tax exemption on imported capital acquired within 7 years from the date of reg-
istration of the company. This reduced the cost of imported equipment by 10 to
20%.

- tax credit on domestic capital equipment equivalent to 100% of customs duties,

- tax deduction of expansion reinvestment.

There were also some incentives favouring labour use, including tax deduction of half
the expenses of labour training and a wage subsidy for exporters.

Analysis of the overall effects of these incentives showed that the user cost of capital
was reduced by 49 to 71% while labour cost declined by 3.5% for non-exporting firms
and 22% for exporting firms. The estimated effects” were reduction of 35.6% in
empleyment for non-exporting firms and 6.9% for exporting firms (Bautista, 1988),

b. Policies Towards Credit

Many governments have provided low priced credit for selected enterprises as a means
of promoting investment. For the most part this credit has been secured by large
enterprises, while most small and micro enterprises have had to finance their invest-
ment from their own savings, or by borrowing at very high cost from the informal
sector. The allocation of subsidized credit has thus tended to favour large-scale enter-
prises while the cheapening of capital invelved has favoured the choice of more
capital-intensive technologics by recipient enterprises. The private banking system
has also tended to favour large-scale and established firms because of the relatively
low risks associated with lending to them.

In the Philippines the firms registered with the Board of Investment for fiscal privi-
leges (see above) aiso have preferential access to low-interest credit, which reduces
the cost of capital by 9 to 35%. Limited access to low price credit by small enterprises
reduced the proportion of investible resources controlled by small firms, as did the
government’s eleven large projects, all highly capital-intensive, which together were
estimated to cost US$ four billion or 0% of one year’s GNP, Subsidized credit was
also provided for a tractorisation programme in a joint World Bank/Government
Programme.

7. These estimates depend on rather arbitrary assumptions of the life of the project, the discount rate and
the elasticity of substitution.
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In the manufacturing sector in Thailand promoted firms receive credit at 9% interest,
which, as shown earlier, had a significant cost-reducing and capital-cheapening effect
for promoted firms.

In Tanzanta, “the domestic capital market has been heavily subsidised by the high
rates of domestic inflation and low interest rates” (Wangwe & Bagachwa, 1988). The
real cost of institutional borrowing has been negative since 1978. Official low priced
credit is allocated administratively through the Central Bank of Tanzania. This mecha-
nism has led “to the bulk of loanable funds being allocated to the large-scale public
secior which are both the most politically and economically adept of the eligible
recipients” (Wangwe & Bagachwa, 1988). The small-scale sector has been excluded
from the institutional market for credit on grounds of higher risks and administrative
costs of lending.

In both Bangladesh and Zimbabwe, the small-scale sector has also been largely ex-
cluded from borrowing from the established financial institutions at relatively low
interest rates. In Bangladesh, Ahmad showed that rural entreprencurs have extremely
limited access to institutional credit - a 1979 survey showed only 6% of rural enter-
prises received any credit, and of this only one-fifth got institutional credit. This is
attributed to lack of collateral, lack of knowledge about sources of credit, ‘intricate
official formalities which have to be fulfilled to get institutional credit, the need for
brihes, a long gestation period (sometimes 5 months or more}, and a substantial cost in
time (12 to 20 days) in pursuing the credit atlocation (Ahmad, 1988),

In Zimbabwe, “almost all private sector lending by financial institutions goes to well
established firms” (Ndela, 1988). This is attributed to the fact that the banks make
their lending decisions on the basis of prior earnings, credit history and balance sheets,
all of which operate against new and small firms, and those with little collateral.

Surveys of sources of credit for small firms elsewhere have shown that less than 1%
come from formal sources (Liedholm & Mead, 1987). Small and micro cnterprises
either finance their investment from their own savings or from the informal money
market.

According to a 1975 survey, in two-thirds of countries formal sector nominal interest
rates were 10% or less (World Bank, 1975). Rates of interest in the informal sector in
contrast often excecd 100%. The huge differences in rales are shown in table 7.

It should be emphasised that the situation is by no means only a result of government
provision of subsidized credit. Even in the absence of such action, the small-scale
sector would receive a relatively small share of total credit from formal sector institu-
tions because of requirements for collateral, and bureaucratic procedures. A purely
market (i.. no government intervention) solution would not, therelore, be sufficient to
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Table 7: Formal and Informal Nominal and Real Interest Rates in Selected Econo-

mies
Informal Rates Formal Rates
(%) (%)
Nominal Real! Nominal Realt
Africa
Ethiopia 70 66 12 8
Ghanat 70 64 6 0
Ivory Coast® 150 145 10 6
Nigeria 200 192 6 -2
Sudam 120 120 7 7
Sierra Leone® 75 60 12 -3
Asia
Afghanistan® 33 n.a. 9 n.a.
India® 25 15 9 -1
Indonesia® 40 26 14 3
Jordan® 20 15 7 2
Malaysia® 60 58 18 16
Pakistant 30 27 7 4
Philippines 30 24 12 6
Repubkic of Korea* 60 44 6 5
Sri Lanku® 26 20 5 -1
Thailand® 29 27 9 7
Vietnam* 48 20 30 2
Latin America
Bolivia® 1G9 o6 9 5
Brazil® 60 38 15 -7
Chile 82 52 14 -16
Colombia® 48 40 24 16
Costa Rica® 24 20 3 4
El Salvador 25 23 10 8
Haiti* 140 122 15 -3
Honduras®* 40 37 9 6
Mexico? 60 57 10 7

In: Haggblade et al., 1986

Sources:

a. World Bank, 1975. Formal rates are average of those charged on various types of loans by
agricultural credit institutions. Informal rates are from various credit studies in the reporting
countries. Both sets of figures cover the period from 1967-1970,

b. Chuta & Liedholm, 1979. Data are from the period 1970-1975,

Wai, [977.

Real rates were obtained by subtracting from nominal rates the average annual rate of

increase in the consumer price index for 1967-1970 for World Bank countrics or 1972-1975

for Liedholm-Chusa countries,

&
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get credit to the small-scale sector. Institutional innovation is also needed, to over-
come the obstacles faced by small enterprises.

¢. Policies Towards International Trade

Exchange rates

Many countries, following an import-substituting industrialization policy, maintained
high exchange rates, accompanied by heavy tariffs {(and/or quotas) on consumer goods
with reduced (or zero) tariffs on capital goods.

This was the case, for example, in the Philippines in the 1950s and 1960s, in Costa
Rica and Cotombia in the 1960s and 1970s, and in Zimbabwe and Tanzania.

The combination of overvalued exchange rate and low tariffs on capital goods artifi-
cially lowered (he price of capital, thus encouraging substitution of capital for labour.
In addition, the foreign exchange rcgime discriminated against exports in favour of
production of import-substitutes for the domestic market. As a result, growth of la-
bour-intensive exports was inhibited.

The overvalued exchange rate also discriminated against agriculture, as widely docu-
mented by most of the studies of Latin America, as well as the Philippines, Thailand
and Tanzania, thereby reducing agricultural growth and potential rural linkages.

Trade restrictions and exchange rate overvaluation were estimated to have reduced
domestic agricultural prices relative to non-agricultural goods by over 100% in the
1950s in the Philippines, by 45% in the 1960s and around 20% in the 1970s (Bautista,
1988). In Thailand, the exchange rate was estimated to have been significantly over-
valued between 1960 and 1984. The combined effects of this, the tariff policy, and
policies towards agricultural prices was for a large (but declining) outflow of re-
sources from agricultural to the urban sector (Siamwalla & Setboongsarng, 1987). In
Tanzania, the exchange rate became increasingly overvalued during the 1970s and
1980s, with an estimated real appreciation of 56% between 1970-1978, and 120%
between 1979-1985 (Wangwe & Bagachwa, 1988). The effect of the overvaluation
was to reduce agricultural prices and agricultural output stagnated (see Stewart, 1986).

Estimates of currency overvaluation in 28 countries are shown in table &. In recent
years, however, many countries have devalued (usually as part of their IMF pro-
gramme) and there has been a major real exchange rate among developing countries of
around 30% over the three years 1984-1987, thus much reducing the cxtent of cur-
rency overvaluation.®

8. LM.F., World Economic Quilook, April 1988, It must be noted that any estimates of the extent of
overvaluation are acbitrary, since they imply that we know what the “cormrect” rate is. We do not — some
considerations argue for a degree of overvaluation compared with & free market rate, especially for
primary producers. But there are also strong arguments for avoiding excessive overvaluation and
protection from many peints of view, including those of promoting appropriate technology.
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Table8: Degree of Currency Overvaluation {Percentage)

Indications of Degree of

Year Currency QOvervalued
Africa
Botswana 1983 (a) 10%
Cameroon 1979 (b) 0%
Ghana 1983 (a) 228%
Egypt 1983 (a) 66%
Ivory Coast 1979 (b) 10%
Kenya 1983 (a) 17%
Malawi 1983 (a) 60%
Nigeria 1983 (a) 45%
Senegal 1979 {b) 40%
Sierra Leone 1983 (a) 37%
Sierra Leone 1976 ¢h) 15%
Tunisia 1983 (a) 12%
Zambia 1983 (a) 27%
Asia
Bangladesh 1983 (a) 42%
Hong Kong 1983 (a) 0%
[ndia 1983 (a) 28%
Indonesia 1983 (a) 0%
Malaysia 1965 (c) 4%
Malaysia 1983 (a) 1%
Pakistan 1963 (c) 50%
Pakistan 1983 (a) 30%
Philippines 1963 (c) 15%
Philippines 1983 (a) 50%
South Koreu 1983 (a) 8%
Taiwan 1965 {c) 20%
Taiwan 1983 (a) 6%
Latin America
Argentina 1958 (c) 100%
Argentina 1983 (a) 11%
Brazil 1966 (¢) 50%
Brazil 1983 (a) 37%
Chile 1966 (c) 68%
Chile 1983 (a) 17%
Colombia 1068 (c) 22%
Colombia 1983 (a} 21%
Jamaica 1983 (a) 14%
Honduras 1983 (a) 43%
Mexico 1960 (c) 15%
Mexico 1983 (1) 0%

In: Haggblade et al,, 1986

Sources: (a) World Currency Yearbook {1984); black market premiums as on December 31,
1983, (b) Jansen (1980). (c) Healey {1972); cites Little et al. ([970) and Balassu
(1971},
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Tariff structure

The tariff structure also typically discriminates against small-scale investors, as many
of the machines used by the small-scale sector are classified as consumer goods and
subject to a high rate of tariff, in contrast to the low or zero tariffs on large-scale
imports of capital goods. For example, in Sierra Leone sewing machines and outboard
motors were classified as consumer goods, subject to tariffs of 35%; in Burkina Faso,
import duties on handtools were 72%, and on sewing machines were 41% (Haggblade
et al,, 1986}. In many countries, duty free imports were permiteed to the large-scale
investors as part of the investrnent promotion policy; e.g. in the Philippines tractors
were subject to a zero duty, while power tillers were taxed at 19% (Bautista, 1988). In
Sierra Leone it was estimated that duty free capital imports of the large-scale investors
amounted (o a subsidy to them of around 25% (Haggblade et al., 1986). Effective taniff
protection for large-scale clothing producers was estimated to be 430%, while small
firms received an effective rate of protection of 29% (Haggblade et al., 1986). The
structure of protection in Tanzania “has also tended to overprotect ... the large-scale
inefficient firms at the expense of small-scale efficient firms” (Wangwe & Bagachwa,
1988). A World Bank study showed that *while a small-scale firm employing less than
25 workers hus an effective rate of protection below 10%, the large enterprise employ-
ing over 250 workers enjoys a rate of protection well over 2,000%" (Wangwe &
Bagachwa, 1988; World Bank, 1986).

Administrative Mechanisms for Allocating Foreign Exchange

Foreign exchange of countries following import-substituting strategies, especially
when subject to acute foreign exchange shortages, has often been allocated through
administrative channels - i.e. by controls, In both Tanzania and Zimbabwe, the con-
trols tended to favour the large-scale producers, at the expense of small-scale produc-
€IS,

In Tanzania, the system of administrative allocation and import licensing has been
“vulnerable to the lobbying strength of the applicant, the crisis nature of the applica-
tion and overall foreign exchange available and other political considerations. Be-
cause of their political and economic power, parastatal enterprises have been receiv-
ing a disproportionate share of allocations of foreign exchange ..” (Wangwe &
Bagachwa, 1988).

In Zimbabwe, foreign exchange is allocated by the government in a way that strongly
favours existing firms (Ndela, 1988). The appropriateness of the technology is not a
criterion. Both bureaucratic procedures and allocation criteria tend to favour large and
established firms and discriminate against the small-scale sector (Ndela, [988).

Evidence of how administrative allocation of foreign exchange is biased against
small-scale producers was also shown in Bhagwati’s nine-country study, which sug-
gested that even in countries which believe they favoured the smaller applicants “ex
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post outcomes appear to have been disturbingly concentrated on the large-scale ap-
plicants” (Bhagwati, 1987). The bias was attributed to similar factors to those found to
be significant in Tanzania and Zimbabwe: bureaucratic procedures which favour the
large scale; and a bias in favour of known and established producers.

While administrative procedures thus do not help small-scale producers, market solu-
tions - especially in contexts of severe disequilibrium - do not appear to do so either.
In Zambia, administrative allocation of foreign exchange was replaced by allocation
through auction in 19835, The result was that the small producers (and the agricultural
sector) secured aloiost no foreign exchange, as they lacked the resources to put in a
competitive bid. The main beneficiaries were the multinational companies and the
parastatals (Ncube, 1987).

Policies to support the small-scale sector will not only need to eliminate government-
imposed distortions, but also to introduce some special mechanisms to ensure ade-
quate access to foreign exchange by small-scale producers, during the transitional
period,

d. Labour Market Policies

Labour market policies form another “distortion” that tend to bias technology choice
towards capital-intensive technologies. These are policies such as minimum wage
laws, social security requirements, and restrictions on work hours etc, which raise the
cost of labour in the formal sector and thus tend to reduce employment in the formal
sector,

These laws do not extend to the informal sector, where the cost of iabour tends to be
much lower, But since they raise costs in the formal sector, they increase the competi-
tive edge of the informal sector and may thereby increase total employment (see
Stewart & Weeks, 1975). The labour market policies are typically not effective in
reducing poverty, since while they raise incomes in the formal sector they contribute
te depressing them in the rest of the economy, where poverty is usually worse.

In the Philippines, minimum wage legislation and supplementary allowances for
workers raise the price of labour, but these are partly offset by a subsidy on labour
among promoted firms (Bautista, 1988). In contrast, in Tanzamia wages pelicy has
been used to reduce differentials among workers and between urban and rural sectors.
Real urban wages have fallen sharply since the late 1970s, But policies restricting
employers’ authority to lay off workers have encouraged capital-intensive technology
choices (Wangwe & Bagachwa, 1988).

While most evidence shows a large wage gap between large and medium or small en-
terprises, much of this is not due to labour market policies, but to differences in skills,
and large firms’ desire to reduce labour turnover, as shown by the fact that many large
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firms pay wages above the legislated minimum. The increase in formal sector labour
costs was estimated to range from L5 to 27% in selected African and Latin American
countries in the early 1970s (Haggblade et al., 1986).

Most observers, however, found these labour market policies to have had only minor
effects (see e.g. Berry & Sabot, 1978). Large reductions in real wages in the 1980s,
with the debt crisis, will have further diminished the significance of these effects.

Aggregate effects of policies towards labour and capital

On balance government pelicies have acted to cheapen capital to the formal sector
through tax and promotional policies, credit policies and exchange rate and tariff
policies, while allocation of credit and of foreign exchange has favoured the large-
scale formal sector and discriminated against the small-scale sector. However, in a
aumber of areas H is not enly government pelicies that have had these effects, but also
the institutional arrangements. Thus market solutions {e.g. to credit and foreign ex-
change allocation) need to be supplemented by other policies to secure sufficient
allocation of resources for the small-scale sector - to bring about what we shall call a
“structured market”.

e. Products Policies
The appropriateness of products is itself a very significant aspect of appropriate tech-
nology; in addition choice of technique is closely related to choice of product, with
certain product standard requirements leading to capital-intensive and large-scale
production methods.

While governments do not normally have a set of policies they define as “products
policies”, many policies affect product choice, directly or indirectly. The studies sug-
gested that the most important direct product policies were government regulations,
and parastatal decisions regarding product standards. Policies towards product devel-
opment and information dissemination are also potentially important. Significant indi-
rect policies include the whole nexus of policies towards income distribution which
determine patterns of consumption demand.

A number of studies showed the close relationship between product standards and
choice of technique, with the “higher” standard products more in demand among high-
income consumers, being associated with more capital-intensive and large-scale tech-
nologies. This was true, for example, of the products of the roller mills, in contrast to
the hammer mills, in Tanzania; sugar processing in India; and pineapple processing in
the Philippines. James found that the objective of achieving “international” product
standards led to a large-scale and capital-intensive technology in the cases of shoe
production and laundry detergent in Tanzania. Other examples in Tanzania were
bread, cil processing, printing ink, cement and beer (Wangwe & Bagachwa, 1988).
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In the case of shoe production in Tanzania, and also rice milling in the Philippines, the
need (o maintain standards was justified as being necessary for production for export. ®
The argument that exports require “high” quality and therefore choice of capital-
intensive technology is often regarded as decisive. Yet deeper examination suggests
the argument can often be misplaced. In the first place, the export argument is often
used when in fact exports do not materialise at all, or only in very small quantities.
This ocenrred in both the projects cited here. Secondly, successful exporting does not
necessarily require very high quality. There are no unique “international” standards -
the international market is made up of many markets of varying income levels, sophis-
tication and quality requirements.

This was clearly illustrated in the pineapple case where the “lower” quality Taiwanese
product was successfully exported to a lower-income segment of the market. South-
South markets and exports to low-income Northern consumers offer a potential for
trade in more appropriate products. Low price can normally compensate for low
quality in international markets. In some countries, as in the Philippines and Tanzania
at this time, high proeduct quality was expected to offset the high costs of production
resuiting from inappropriate macro policies, especially overvalued exchange rates. In
practice, this rarely happens, and when it does the exports may not be worth promot-
ing, since they require expensive imported machinery and use little local labour. For
labour surplus countries, labour-intensive manufactured exports are more appropriate,
and these can best be secured by appropriate macro policies, not by artificially upgrad-
ing product quality,

Product quality was alse used as a justification for capital-intensive technology in
industries intended exclusively for the domestic market, where tastes for such prod-
ucts among the elite had been developed initially through imports, while the import
substitution stratcgy aimed to replicate the same product standards. Most of the cases
cited above — including the maize milling and the laundry detergent — were of this
type. In this case inappropriate consumption standards stem partly from unequal in-
come distribution, which means that even in a poor society there is demand for west-
ern style products among the elite, while the mass of the people, for whom different
products would be appropriate, lack purchasing power. In this context indirect poli-
cies, designed to improve income distribution (through taxes, subsidies, asset redistri-
bution) would be necessary to achieve a radical change in product choices. Nonethe-
less, a considerable amount can be achieved by direct praduct policies, which cur-
rently often favour inappropriate products.

9. The World Bank Appraisal Report of this project stated that “One fairly modern shoe factory presently
produces leather and canvas shoes for the internal market. The output is of acceptable guality within
Tanzania, but does not meet international standards. The new shoe factory ... wonld produce abour 4
mifiion pairs of shoes 1o international standards, primarily for export, but it is expected that a small part
of the production will be sofd internatly” . World Bank (1977), quoted in James (1987),
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First, parastatal choices favour inappropriate product standards — e.g. in Tanzania in
maize milling and laundry detergent, where more appropriate products and technolo-
gies could have been chosen, and would have readily found a market.

Secondly, governments frequently influence the nature of private sector investment
decisions, when they process technology transfer agreements, ficense investors to use
foreign exchange or borrow, or provide special tariff protection. In all these cases, the
appropriateness of the product (and technology) should be taken inte account in the
decision-making criteria,

Thirdly, government determined product standards and regulations mostly require
inappropriate products and technologies; for example, standards of hygiene in food
processing lead to excessive standards for a small segment of the population (Green
quoted in Wangwe & Bagachwa, 1988), while the majority of the people are unaf-
fected since their food is produced in unregulated conditions. Building standards -
including standards for brick and cement manufacture ~ also tend favour capital-
intensive choices, These standards were devised for the multistory buildings used in
large cities, and are quite unnecessary for the one or two story huildings prevalent in
many developing countries. Appropriate standards and regulations are needed which
contain standards of relevance to conditions and levels of living in poor societies.

Other policies influencing product choice are indirect taxes and subsidies, policies
towards advertising and information dissemination, and policies towards product
development.

f. Science, Technology and Dissemination

The studies showed few attempts to develop technology in an appropriate direction
and for the small-scale sector. However, where such cfforts were made they succeeded
in creating competitive technology.

In sugar processing, development efforts in India improved the extraction rate of the
apen-pan sulphitation technique so that it became competitive with the large vacuum
pan technique developed in the advanced countries (Kaplinsky, 1987). In Costa Rica,
technology devclopment of traditional lime production permitted cement to be re-
placed by lime (Pacheco Carranza, 1988). In Guatemala, applied research improved
the productivity of wool production by small preducers by improving genetic material
(Gutierrez, 1988). In Kenya, development of improved cooking stoves (liner stoves),
led to production by small private workshops. Production started in 1983 and by mid-
1988 about 200,000 stoves had been sold {(Hyman, 1988). The success of the IRRI
developed axial thresher has been mentioned earlier, with production of over 55,000
by 19841 (Duff, 1987). These efforts were partially or entirely aid-funded. However,

i0 .In the case of the axial flow thresher, it appeared that while it was an appropriate technology in
Thailand, in the Philippines it displaced labour and wersened income distribution.
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Berry & Sabot (1978) showed a high rate of innovation among small firms in Colom-
bis, unassisted by public support.

These examples all indicate the potential of R&D for increasing productivity of small
enterprises. But the examples are rather unusual. More typically, R&D efforts are
concentrated in large firms, or on inappropriate technologies in public sector research
institutions (sec e.g. Beranck & Ranis, 1978; Crane, [977), Thus Rudra (1987) indi-
cated that R&D in agriculture in India had been mainly focused on rather high cost,
input-intensive technologies.

In Bangladesh, despite the fact that “upgrading the technological base of the economy
has been a recurring theme in the successive five year plans...... little progress has so
Jar been achieved”, while the “issue of technology for rural industry has been given a
rather low priority... there Is not and never has been a clear-cut policy stance in
faveour of appropriate rtechnology for rural indusiries” (Ahmad, 198R).

In general, in the countries covered, technology policies do not systematically support
appropriate technologies. Appropriate technologies tend to emerge only as a result of
special efforts, usually inspired by outside funding bodies. This is partly due to the
institutional and reward structure of the science and technology organizations, partly
to the political economy pressures to which they, like other bodies, are subject, and
partly reflects the general environment favouring the development and use of inappro-
priate technology.

The legal system also appears either not to promote local technological development
at all, or to be supportive of only the more sophisticated technologies. In Kenya, for
example, patents are still registered in London, which would only occur for the more
sophisticated technologies — generally only those developed by multinational corpora-
tions, None of the countries studied in this proiect had the “utility” system adopted in
Japan, which gives legal protection to simple technologies.

Technology dissemination also presents an obstacle to the transfer of apprepriate
technology to producers. Rural enterprises, especially, have very limited access to
technological information.

g. Rural Linkages

The comparison between Taiwan and the Philippines indicated the type of policies
likely to favour rural linkages {Ranis & Stewart, 1987). While both countries exhibited
significant rural linkages, Taiwanese rural industry grew much faster than that of the
Philippines. The first requirement for a dynamic rural sector is a sustained growth in
agricultural output. Consequently, policies which favour agricultural growth - includ-
ing both macro and sectoral policies - are likely to promote rural linkages. The Latin
American case studies revealed many instances where the agricultural sector had
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suffered from discriminatory macro policies, especially overvalued exchange rates. In
some cases — ¢.g. Mexico — these had been partially offset by favourable sectoral
policies (subsidies to fertilizers, subsidised credit), but for the most parl these tended
to promete mechanization and support large farmers the most, The linkage studies
showed that the nature of agricultural growth was also relevant to the size and nature
of rural linkages; more labour-intensive farming tended to involve larger local con-
sumption linkages; smaller farms — as in Taiwan — used simpler machines which were
more often produced tocally in small enterprises. Consequently, policies such as land
reform and credit reform, which favour smail farms, would tend to promote rural
linkages. The institutional environment facing rural enterprises was also found to be
important. In Taiwan, rural infrastructure - roads, electricity, and water — is much
more abundant than in the Philippines, while rural credit institutions ensure access to
credit for small enterprises. For example, in 1975, 26.5% of rural households in the
Philippines had electricity compared with almost total coverage of Taiwanese rural
households.

h. Parastatals

Parastatats were shown to take inappropriate technology decistons in almost all their
investment decisions in Kenya and Tanzania (see James, 1987). As noted above,
James atiributed this to their bureaucratic objectives. The non-competitive environ-

The nature of agricultural growth is relevant to rural linkages.
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ment in which they operated plus the government’s willingness to finance their defi-
cits indefinitely made it possible for them to take what were mostly uneconomic
decisions. Reform of the operations of parastatals could therefore be an important
element in a policy for appropriate technology.

i, Aid

Most of the evidence showed aid donors financing inappropriate technologies - large-
scale and capital-intensive. Examples include a rice mill and tractorisation programme
in the Philippines, sugar processing in Kenya, inappropriate agricuitural investments
in India, irrigation investment in Bangladesh and a textile mill in Tanzania, While
there were exceptions — for example, UNECEF helped finance some of the Mostis and
ATT financed a number of smalt-scale projects in Latin America — the balance was
clearly towards inappropriate technologies. According to Wangwe & Bagachwa
(1988): “ Foreign assistance has encouraged the parastatal sector to continue to invest
in new large-scale, capital and import intensive plants and machinery, despite preva-
lence of excess capacity in existing plants”.

The reasons for this bias in aid include bureaucratic procedures in the aid agencies
which make it easier to disburse {arge amounts of money in a few large projects than
many small projects, the practice of tying aid to capital cosis and to donor industries,
and the use of denor consultants, which almost invariably recommend technology
from their own country.

J. Administrative Procedures

Centralised forms of government appeared to work against appropriate technology,
favouring the farge-scale and the urban, as we have seen in terms of allocation of credit
and of foreign exchange, and also in the allocation of infrastructural investment.
Decentralization of the government machine, especially in relation to expenditure
decisions, would assist in the development of rural enterprise, particularly if NGOs
were involved to help in administration and monitoring.

4, Macro and Meso Policies for Appropriate Technology

4.1. Macro and Meso Policies

Many of the macro and meso policies in effect have tended to favour inappropriate
technology, as indicated in the previous section. Drawing on that discussion, this
section will briefly summarise the changes needed to eliminate this bias, outlining the
nature of macro and meso pelicies that would be supportive of the small-scale sector
and appropriate technology.

a. Taxation and Investment Promotion
Schemes for the special promotion of investment, involving subsidies, special credit
allocations, and tax allowances to a few large firms should be abolished.
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b. Credit

Subsidised credit to a limited number of large or small-scale firms should be stopped.
Rural credit institutions should be established to ensure physical access to credit in the
rural areas. New credit procedures should be introduced for collateral and monitoring
(as in the Grameen Bank, where groups of villagers act as coltateral for one another) so
as to help small enterprises, which lack conventional collateral, to get access to loans
at reasonable rates of interest. It may be desirable to require the major financial
institutions to reserve a proportion of their loans for small enterprises. This may be
needed as a transitional measure while new procedures for lending successfully to the
small-scale sector are developed and tried out. The proportion should be fixed in the
light of the circumstances of the particular country,

. International Trade

Exchange rates should be brought nearer to a market determined Jevel, so as to avoid
excessive discrimination against the agricultural sector and against exports. Tariffs
should be reformed so that capital goods do not receive specially favourable treatment,
Capital goods for the small-scale sector and for the large-scale sector should be taxed
at the same rate, Systems of allocating foreign exchange by administrative means
should be reformed 1o cnsure that the small-scale sector receives an adequate share of
the foreign exchange. This may be achieved by a move to a market system of allocat-
ing foreign exchange, combined with a requirement that a certain proportion of the
foreign exchange is received by the small-scale sector.

d. Labour Markeis

Policies which raise wages and restrict hours in the formal sector, while leaving
working conditions untouched in the rest of the economy should be avoided. Policies
towards labour market conditions should be devised which could reasonably be ap-
plied and enforced throughout the economy, and which do not excessively increase the
price of labour.

e, Products Policies

First, the idea of ‘appropriate’ products needs to be accepted as an important element
in any technology policy, and development and promotion of appropriate products
should then form part of science, technology and dissemination policies, investment
appraisal among the parastatals, and in any vetting of multinational investments.
Government standards should be designed to incorporate local needs, taking into
account their technological implications, and not simply copied from advanced coun-
tries. Information services about appropriate products should be supported, and a tax
on advertising be considered. Policies (taxes, employment policies, asset redistribu-
tion)} which make income distribution more egalitarian will also assist by cxtending
the market for appropriate products,
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f. Science, Technology, Dissemination

Government financed science and technology institutions should be reformed so as to

devote more of their resources to developing appropriate products and techniques.

This would be promoted by

- making the development of appropriate products and technigques a specific require-
ment;

- promaoting special institutions to develop small-scale and rural technologies;

- changing the system whereby R&D institutions are financed, so that more of their
activities are supported by contracts with local firms;

- the encouragement of producer organizations among small enterprises which can
exert pressure on research organizations, and possibly finance research.

A dissemination network for appropriate technologies needs to be established (see
Reddy in Bhalla, 1979). Reform of the legal system is required to encourage local
innovation in appropriate directions. This involves the establishment of a system of
protecting ‘utility” models,

g. Rural Linkages

Macra and sectoral policies to promote egalitarian agricultural growth include policies
towards agricultural pricing, extension and infrastructure and land reform; develop-
ment of rural infrastructure and institutions to supporl rural credit and technology
dissemination,

h. Parastatals

Change the environment in which parastatals operate to a more competitive one
{through greater competition, externally or domestically) so that they have to be more
efficient in order to survive; reducing their special financial privileges; improving ap-
praisal tcchniques and making appropriate technology an explicit element in ap-
praisal; reducing the influence of Western finance on their decisions, by seeking
alternative sources of finance including their own savings and other donors; generat-
ing new forms of public enterprise more likely to take appropriate decisions, e.g. more
decentralised small firms and cooperatives,

1. Aid

Reduced aid tying; reduced tying to capital costs of projects; reduced project aid and
greater sectoral aid; the use of local intermediary institutions to help dispense funds to
small firms with less administrative cost; appropriate technology to be incorporated
explicitly into project appraisal; use of developing country’s consultancy firms;
changing auditing and paperwork requircments to ease the problems of small dis-
bursements to small firms,

1. Administration
More decentralization of the administrative machinery, especially with respect to
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expenditure, where block grants to local authorities could replace centrally made
project decisions,

k. Fducation
Development of facilities to provide simple technical, administrative and management
skills needed for small-scale enterprises,

4.2. Political Economy of Policies and Appropriate Technology

One fundamental reason why these policies are not being adopted, lies in the political
economy of the changes proposed. To a very large extent, policies that favour appro-
priate technology and small and micro enterprise tend to favour the low-income and
relatively deprived (¢.g. small farmers and the landless, the informal sector and the
unemployed). Yet the policies which favour inappropriate technology tend to benefit
the “haves” of society — the big businessmen, the bureaucrats, foreign technology
suppliers, large farmers, Detailed investigation of the beneficiarics and losers from
alternative policies showed that this was the case in almost every example -in the
Philippines, in Bangladesh, in India, in Kenya, and Tanzania!'. Similar forces scemed
to prevail, leading to the adoption of similar policies favouring inappropriate technol-
ogy, in countries which were apparently very diffcrent: for example, socialist Tanza-
mia and more capitalist Kenya; or aid dependent Bangladesh and more self-reliant
India. Thus the forces of political economy are likely to present a very serious obstacle
to the types of reforms identified above.

However, total pessimism regarding the possibility of adopting better policies is not
warranted. In the first place, some elements of the policies were to be found in a
number of countries. For example, in Bangladesh the Grameen Bank has succeeded in
lending to those without assets, with a very low default rate. The Self-Employed
Women's Association has also been successful in India, The degree of exchange rate
overvaluation has differed sharply among countries, and also in the samc country over
time. For example, the Philippines greatly reduced the degree of overvaluation in the
1970s and Tanzania has done so in the 1980s. These examples show that the possibil-
ity of policy reform cannot be ruled out because of forces of political economy.

Secondly, careful analyses of the gainers and losers from different elements in the
policy package show that the type of political obstacles to be faced are likely to differ
according to the policy instrument. An example is presented for rural linkages in the
Philippines (table 9). While some policics are highly confrontational, with the gainers
making their gains at the direct expense of other (usually powerful) groups, other
policies can confer gains for some without severe losses for others. Land redistribution
is an example of the first, when in the short run all gains for the landless are likely to be

11. See the studies in Stewart, 1987, and section 3, for evidence.
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at the expense of the large landowners. Technology development is an example of the
second. The development of a new efficient and appropriate technology can raise
incomes for the poor witheut reducing incomes of the better off, even in the short run,
and in the medium term both groups may gain.!?

Thirdly, the batance of forces of political economy in a society may be changed. New
organizations may empower the small producers, as they have in some of the Latin
American cases cited, As time proceeds, economic success also breeds political
power, so that a shift which initially helps the small-scale sector a little may generate
cumulative political forces in its favour. Outside intervention can also influence deci-
sions — e.g. through conditionality — but there has been a mixed record in terms of
lasting achievements. However, foreign aid can be used to diminish or ease the short
run costs of otherwise unpopular policies.'

Three main conclusions foilow from the analysis of political economy. First, the
policy package to be promoted should be selected in the light of the political situation
and potential in the particular country, with less confrontational pelicies being pro-
moted in contexts where other policies do not seem feasible. Secondly, there is a lot
that can be done to increase the power of the impoverished - by organization and
education. Thirdly, aid can be used to ease the short run costs of policy changes.

Conclusions

The major conclusion of this chapter is that effective support for the small-scale sector
and for appropriate technology requires the formulation, introduction and implemen-
tation of macro and meso policies o create an environment which favours smull-scale
producers and the choice of appropriate technologies. In most developing countries
many of the prevailing policies in fact do the opposite — leading to inappropriate
decisions.

Changing the policy environment to favour appropriate technology should not only
affect the choice of technology but also the direction of technical change. The latter is
of critical importance because technical change determines the parameters of future
choice. The relative efficiency of future small-scale technologies could be greatly
increased if efforts to create new and improved fechnologies were systematically
directed to this end, while the current backwardness of some small-scale and tradi-
tional technologies is largely a reflection of their neglect in research efforts. Such a

12. Specifically for them, but this type of hypothetical loss will be much less strongly than a direct loss of
land or other assets.

13. One example was the use of generous US aid to ease the macro-policy transition in South Korea and
Taiwan in the 19605, Another was the use of British aid to finance land reform in Kenya after
independence.
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change in direction requires not only national action, which has been dealt with in this
chapter, but also cooperative international efforts.

In many countries, there are specific policies to support small-scale industry - provid-
ing special credit and technology for a few small-scale firms. Such policies were in
effect, for example, in Tanzania and in Zimbabwe. These policies have had very
limited effecis: they cover only few firms, and those that are specially supported in this
way often turn out to be high cost and incfficient. This type of small-scale industry
support policy is not likely to be effective so long as the macro and meso policy
environment is generally hostile to the small-scale sector. It makes no sense to favour
a few small firms with specially subsidised credit, while at the same time favouring the
large-scale sector in terms of overall credit and foreign exchange allocation and
government regidations. It needs to be recognised that policy to the small-scale sector
must be formulated together with policy towards the large scale sector. In most coun-
tries, removing privileges enjoyed by the large scale would do much more for the
small scale than the special schemes and regulations currently adopted.
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V1. The impact of classification on policy

by Michael Farbman and Alan Lessik!

In the past ten years, us we have worked in the field of small-scale and micro enter-
prise development, all of us have spent a significant amount of time arguing over
definitions in our work. How do you measure the size of an enterprise? By number of
employees, assets, sales, location of workplace, or participation of family labour? Of
what importance is it if a firm is in manufacturing, commerce, transport or other
sectors? After all of the discussions that have taken place, we still find ourselves
withaut any universal answers to our questions. Each person or organization has
developed its own concept of small enterprise and works accordingly. It appears that
despite the definitional differences, however, most of us stll can recognize a small-
scale enterprise when we see one. What then is the problem?

Obviously, there is differentiation in the field. Fach enterprise has characteristics that
make it different from its neighbour. Yer the human mind has a need 1o make order out
of chaos. This need arises from the desire to understand and react to phenomena and
eventually to influence them. We classify in order to simplify the multitude of choices;
then, for analytical purposes, we use these classifications or models, rather than the
existing, unordered reality.

However, our classifying of reality is not static. It changes as we gain further experi-
ence and understanding of the limitations of the models that we have constructed. As
new data is accumulated, we are forced to alter our models or build new ones. For
those of uy invelved in the field of economic development, our thinking has changed
significantly over the past two decades as we looked at small-scale enterprises.

Originally (in the dark ages before the ILO studies in the 19605 and 1970s), with the
exception of Staley and Morse and very few others, we saw nothing but an undifferen-
tiated mass. When we discussed the major economic activities of developing countries,
small-scale enterprise was relegated to the inconsequential activities of the poor. Ax
time has passed, the activities that the poor have enguged in have not changed as

1, The views and interpretations expressed in this paper are those of the authors and should not be
attributed 1o the U.S. Agency for International Development.
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much as our perception of those activities. Through the major research efforts of these
past decades - such as the ILO/World Employment Programme, Michigan State Uni-
versity, and RSIE report - we have gained an increasingly broad and systematic
understanding of the full dimensions and of the heterogeneity of this sector, and of its
impacts on the economies of developing countries. The process of our intellectual
development in this area in many ways has been one of using research and demonstra-
tion projects to enlighten ourselves in what was al least intuitively an interesting arca
for inquiry, gradually revealing an ever more complex landscape with far broader and
deeper linkages into national economies, household survival strategies, and genuine
broad-based economic growth than we had ever begun to imagine.

1. Classifying Approaches to Small and Micro Enterprise Development

These introductory comments are intended to point out that we veniure into this
discussion of classification with humility and a realistic appreciation for the useful-
ness and limitations of constructing models of the reality we are trying to study, and as
donors, ultimately to affect. For whatever categories we may choose to use for analys-
ing smalt and micro enterprises, we are bound to come up with exceptions. Moreover,
with the acquisition of future knowledge we know we will wish just as certainly to
repudiate whatever generalities we think we are “discovering” today.

The urgency of the need for a framework within which to classify and order our
thinking about smali- and micro-scale enterprise (SME) development derives from the
diversity in the origins of our current interest in the subject. fames Baomgard (1989)
captures this diversity nicely:
“In the 19705, while searching for alternative strategies to ‘trickle-down’ devel-
opment with greater prospects for employment generation and far more equi-
table distribution of benefits, the experts began looking seriously at the potential
of small-scale, labour intensive enterprises in both rural and urban areas. Small
enterprive began to attract a growing amount of attention through a variety af
approaches and with a variety of names. cottage industry, household industry,
the informal sector, Z-goods, the intermediate sector, appropriate technology
and technological choice, and rural non-farm employment to name but a few.
The approaches were similar when compared to the orthodoxy of development
economics at the time. They shared a commaon inferest in equity, but differed in
their emphasis on growth versus employment and on what could or should be
done to realize their implied objectives. Nevertheless, all were affected by the
Jact that there was little concrete evidence to document either the development
importance of small- and micro enterprises or the options for improving their
performance through policies or programs”.
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A reflection of this diversity in the why of SME is the heterogeneity of the whar of the
SME sector, in terms of e.g. size, sub-sector, industry, location, technology level, link-
ages, of entrepreneurial content. As different as SMEs are from one another in all these
respects, so must our approaches to promoting them - directly or indirectly - be
differentiated.

In this chapter our goal is to outline a system of classification that will be useful for
analysing and determining direct interventions and policy support for SME. The
moedel we shall use, which breaks down micro- and small-scale enterprises into three
categories, is based on ideas developed by Teszler (1989), as well as some new con-
ceptual work being done under contract for USAID to generate a holistic profile of
AID’s worldwide small-scale and micro enterprise development programme
{Boomgard et al., [989).

In view of the diversity found in the SME sector described above, it is not surprising
that donors have settled on a variety of approaches to promoting SMEs, have chosen to
work with differing targets and subgroups, and have adopted numerous objectives for
these projects. Collectively, the list of assistance options includes provision of:

- services to SMEs such as training or technical assistance;

- resources such as credit;

- capacity building among institutions that retail these seevices and resources;

- policy and administrative reform initiatives at both the sectoral and macro levels.

A particular project, however, attempts to deal with a narrawer focus, responding to
unique business needs and a particular resource and policy environment. The frame-
work described below classifies three general approaches to SME development, dif-
ferentiated essentially among only two criteria: developmental goals and target popu-
tation. It is based on calegorizing SMEs along a continuum of three categories:

- survival activities of the poorest;

-~ micro enterprises;

- small-scale enterprises,

Each will be discussed below, followed by the implications that they hold for direct
interventions and policy support.

1.1, Survival Activities of the Poorest

The first category comprises persons commonly referred to as the poorest of the poor.
These are people that are engaged in economic activities that provide the barest means
of survival. They participate in very few productive activities, other than providing for
some minima) means to keep themselves and their families alive, They occupy the
extreme lower echelon of the informatl sector where in many cases the only barrier to
entry to this category is the marginality of the economic return for their efforts that
would keep anyone with other choices from choosing this aption. The income that
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Pre-entrepreneurial, although involved in some form of economic activity.

they may eamn is ¢learly not enough to provide for any investment in their families
(hurnan capital), homes or cconomic activitics, This group might be called pre-entre-
prencurtal, although it is important to note that they are involved in some form of
economic activity. Since few developing countries have social security systems that
will provide a safety net of last resort under these people, they have to engage in some
form of income-generating activities to survive. The under-employed, overly abun-
dant hawkers and vendors of most developing countries, subsistence farmers and
many wormen’s household activities would fit in this category.

These people are kept out of the micro enterprise or otherwise more economically
substantial sectors by a number of barriers to entry. These include: lack of skills, lack
of experience or opportunity to gain experience, lack of financial resources, cultural or
social barriers and norms, and lack of access to markets, In addition, this is the cate-
gory in which will be concentrated 4 number of other people that Malcolm Harper
(1988) noted are often excluded from the economic mainstream in a given country,
including, e.g., refugees, the disabled, ex-offenders, women in some societies (simply
because they are female, apart from other economic characteristics), or minority
groups.

1.2. Micro enterprises
The micro enterprise group forms the next classification, For our purposes, micro
enterprises have the following characteristics: They employ roughly 10 or fewer full-
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time workers. According to the Michigan State University studies (Liedholm & Mead,
1987),2 they represent the largest percentage of employment in manufacturing in
developing countries, from 42 to 90%. The largest category of micro enterprises, from
42 to 68%, are the family-hascd firms with a single worker. The smaller workshops are
usually located in the home, The technology used is often traditional, based on widely
existing technical knowledge, existing labour skills and existing raw materials sup-
plies. Markets served typically are local.

The activities in this sector often correspond with the ILO version (rather than the
Hernando de Sote version; 1989) of the informal sector, although they are normally
unregistered and seldorn pay taxes or are regulated. Micro enterprises are found exten-
sively in rural settings, accounting for over fifty percent of rural manufacturing em-
ployment in many developing countries. In urban areas micro enterprises are equally
commen, and frequently account for the majority of employment in the retailing,
services and ransportation sectors,

The thresheld downward from micro enterprise to survival is very permeable to the
smallest and least economically capable members of this category. Bad economic
times, family illness and death, or business failure, may bring a household quickly
back to the survival sector. The barrier to the small-scale enterprise category is more
enduring. The barriers to entry here are the difficubties in amassing the particular
fesources necessary; human capital, financial capital, market access, techmology and
overall business experience, that are needed to operate a slightly larger, more dynamic
business.

1.3. Small-Scale Enterprises

The final category for this discussion is that of small-scale enterprises (SSEs). SSEs
are defined as businesses with roughly ten to fifty workers. Their contribution to
employment in manufacturing is generally smaller than micro enterprises, from 1 to
26%. Since these are larger firms, they depend more on hired workers who labour in
workshops located away from the owner’s home. More often small enterprises use
some non-traditional or ‘modern’ technology in some aspect of the transformation
precess. The products and services may range from simple to complex and similarly
span a range of consumer types. The marketing patterns may be somewhat more
complex, reflecting innovation in raw material procurement or in output sales.

Smail-scale enterprises may be more economically efficient than micro enterprises.
Liedholm & Mead (1987) report that a direct relationship exists in some manufactur-
ing industries between firm size and efficiency when firms of under 50 workers are
compared. Returns per hour are lowest for one person firms in selected industries in
most countries they reported on. Within the small-scale enterprise sector, these returns
consistently rise as the number of workers increases,

2. Data references elsewhere in this section are from the same source.
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Small-scale enterprises are often viewed as being either formal or, more likely, on the
margin of the formal sector. They may pay some taxcs or be registered with the
municipality. With increased size, they become mare obvious, both to customers and
suppliers and to government. Small-scale enterprises tend to be more urban-based
than rural.

In the case of the small-scale enterprise category, the threshold between it and the
micro enterprise category may he somewhat fluid, particularly once an entrepreneur
gains experience. Downturns in the economy may cause reductions in firm size,
growth and profitability, but since the entrepreneur is not perched as closely to the
edge as those in the micro enterprise sector, the business is likely to have more
resources to bounce back. Growth past the upper threshold requires an accumulation
of resources as well as the appropriate incentives for business expansion. This point
will be discussed in more detail later in this chapter.

The three disaggregated categories of the low end of the enterprise continuum de-
scribed above of course will contain some averlaps. Similarly, this classification also
oversimplifies reality to an extent, and other factors may play an important role in
different settings. These include: rural or urban locution, fundamental economic, insti-
tutional and cultural differences within and across countries, and sectoral or sub-
sectoral differences. However, for the purposes of this chapter, these three categories
possess sufficient precision and uniqueness to sustsin the basic points we wish to
make. The next sections discuss the different strategies one would use in direct inter-
ventions and policy support based on these categories.

2. Direct Interventions

The purposes for making direct interventions to SMEs may run the gamut from basic
employment and income generation, to enhancing business access to markets and
technologies, to improving overall business productivity and efficiency and contribu-
tion te economic growth and national development. Importantly, one often observes in
donor projects the objective of helping enterprises graduate from one class to another.

While this objective may be a good one - it is arguably one of the bases on which to
build a sustainable economic growth dynamic - in reality we are learning that system-
atically and willfully fostering graduation is much more difficult to accomplish than
we first hoped. In fact the whole issue of limits to transition capability between the
classes identified above will be seen to be the ultimate determinant and constraint on
donor eptions for intervening in the SME development process.

Viewed separately, each of the three categories of enterprise activity suggests its own
particular approach for intervention. Using Boomgard’s terminology, the survival
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sector may be assisted by a community development approach; the micro enterprise
subset may profit most from a marginalist or incrementalist approach; and small-scale
enterprise needs a proper business development approach. Differentiation into these
three approaches will give us a means for clarifying much of the discussion that takes
place regarding the right way to assist the various distinct categories comprising this
sector, and, with luck, might even be useful for defining timits and providing dircction
for project and programme design.

2.1, Community Development Approach

The goal of the community development approach is poverty alleviation and commu-
nity growth. It is concerned with issues of bread social and economic development,
usually within a specific locale or class within a society. Given the survival level of the
participants, income gencration in general — rather than employment or productivity
growth — is a key focus in dealing with this group’s economic needs.

Generally, community development approaches comprise integrated programmes of
social infrastructure development, credit, low-level technical assistance, and educa-
tional inputs (such as literacy and numeracy training). Much of the emphasis is on
community projects that will benefit larger numbers of the population. Other compo-
nenis of these programmes may include efforts specificaliy addressed to meeting basic
human need requirements.

The income generation aspects of the community development approach may take
several forms. Since many of the participants are considered pre-entrepreneurial, they
arc often given specialized training in job skills. In addition, some form of cooperative
or group enterprise formation is often part of the programme, However, as Jeffrey
Ashe has pointed our, these types of enterprises are the most difficult to develop and
the most costly to maintain in the long run (Ashe, 1985). They have grave implications
for donors in terms of recurrent cost finance requirements.

Enterprise development in this context seems to be more natural when it is focused on
the experiences and resources that exist in the community. Many successful targeted
women's projects often start with animal raising or food processing activities, These
projects build on the margin of existing experience of the participants. Since they are
smaller and incremental they are less apt to run into marketing and coordination
problems that larger cooperative projects often face. However, depending on the
locale, even these projects sooner rather than later often begin to encounter diminish-
ing returns as market access and raw materials become constrained or new entries
compete away possiblc economic surpluses.

Community development programmes usually have high costs per participant and, if
run by outside PVQOs or NGOs are rarely self-sustaining. Some Jocal grassroots ap-
proaches, such as the Sarvedaya movement in Sri Lanka, or the Bhoomi Sena in
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India’s hill country, have been able to show significant accomplishments at lower unit
cost levels. The credit programme of the Grameen Bank of Bangladesh uses what they
call a social development approach to their lending. They combine small initial loans
(US$ i to US$ 10) with simple community development education (the se-called fif-
teen rules). In this way, they have reached women in the survival category quite
effectively and in what appears to be a sustainable manner.

Graduation to running a micro enterprise in some of these interventions is often an
unstated goal. In others, such as the Grameen Bank Programme, it is positively es-
chewed. However, given the costs involved in running a community development
programme and given the often marginal human capital, market and natural resource
environments where they tend to be required, few such enterprises are ever seen to
develop. The results, while not insubstantial in social and economic terms for the
participants, are often harder to detect in broader economic or business development
terms.

2.2. Marginalist/incrementalist Approach

The marginalist/incrementalist approach is more focused than the community devel-
opment approach on the particular needs of the micro enterprises. The overall goals of
such an approach are to increase incomes and maintain jobs in micro enterprises. In
some cases there may be an expectation of increases in employment through new job
creation, although this may be downplayed in some programmes in relation to job
maintenance,

There has been a variety of approaches developed for micro enterprise assistance over
the years. These approaches range from training and technical assistance alone on one
end to credit alone on the other, with any number of combinations of the two (plus
supporting institutional capacity-building} in between.

Owing to the costliness of technical assistance and training, and because of difficulties
in demonstrating cost-effectiveness of such expenditures, much of the current thinking
on micro enterprise development seems to favour the so-called minimalist approach,
In a minimalist programme — such as the Indonesian BKK or Accion/AITEC's
programmes throughout Latin America — the emphasis 1s predominantly on credit,
both through group and individual loans. In these programmes, short-termn working
capitat loans of US$ 50 to US$ 1500 are given at market interest rates, Since the
problem for the micro entrepreneur is more often access to capital rather than cost of
capital, the interest rates in these programmes are set at market rates or higher, This
helps to guarantee the financial sustainability of the programme.

The Accion model uses group lending, solidarity groups and similar peer pressure
mechanisms as the means to guarantee repayment of the loan funds. These peer groups
develop their own working procedures, leadership and programmes. Group lending is
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more common at the lower income end of the micro enterprise category and often
incorporates some of the characteristics of the community development approach.

For businesses that are more well-developed and which employ other than family
members or more than one or two employees, these projects frequently disburse credit
to micro entrepreneurs on their own (i.e. outside a group context), usually on the
strength of a character-based rather than collateralized guarantee. This characteristic,
shared with the business development approach, concentrates efforts on individuals,
and attempts to respond to the needs of the business, rather than to those of a class of
people. However, unlike in the business development approach, most lending, even
among more viable micro enterprises, is for working capital rather than lending for
investment in fixed plant and equipment.

Graduation from micro enterprise status to the small enterprise level seldom is seen to
occur as a result of project effort; rather it appears to result more out of natural
selection, Nevertheless, within their own “incrementalist” terms of reference, many
firms have been shepherded through a limited growth process, have developed an
increased ability to handle larger and larger loan sizes, and have also shown a contin-
ued mainienance of jobs and some small increases in new jobs, Still, since compara-
tive duta are not kept on unassisted firms, and since some assisted firms (as may be
expected) do not prosper along with the best performers, and most importantly, since
graduation through the threshold into the dynamic small business category seems so
rare, one must be circumspect in judging the overall cost-effectiveness- of this ap-
proach.

2.3. Business Development Approach

The business development approach is perhaps the oldest one used in small enterprise
development. lis goal is to increase employment generation and income growth
through promating businesses into a sustainable growth dynamic. On an individual
basis, it hopes ultimately to graduvate clients to the formal sector and the institutions
that exist there.

More so than the micro enterprise approach, the business development approach pro-
vides its beneficiaries a concentrated, individualized package of technical assistance,
training and credit resources. The national development foundation approach in Latin
America and the Caribbean offers credit of up to US$ 5,000 to US$ 6,000 along with
classroom training in business-related skills - accounting, marketing, technology as-
sessment and business management. Oftentimes, individualized technical assistance is
available to overcome particutar problems of that enterprise or subsector of enter-
prises.

Credit is a more important component of business development programmes that deal
with firms closer to the micro enterprise end of the scale. As the firms gain more
experience with using larger amounts of credit and develop a credit history, many are
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able to access commercial credit from the formal banking system. In Honduras, local
banks with surplus liquidity in search of new business borrowers contacted the small
business development organizations for referrals of potential customers. Once a busi-
ness hits this size, it is often to its advantage to use commercial credit because the
terms frequently are longer and interest rates lower.

The Carvajal Foundation offers only limited amounts of credit and instead focuses on
a comprehensive thirteen-week training and follow-up technical assistance pro-
gramme. In working with larger small and micro enterprises, their approach features
training in business management skills as the key to creating successful enterprises.
The follow-up, individualized technical assistance, helps the entrepreneur in the
workplace and deals with the specific problems that he or she is confronting,

At the larger end of the small business development spectrum, programmes practice a
greater degree of selectivity in choice of clients. Feasibility proposals and other types
of studies and references often are prerequisites for obtaining loans. These pro-
grammes have greater costs per participant which often are justified by the potential of
greater benefits. However, due to the high costs per beneficiary, ultimately fewer
firms can be assisted in a given year and programme sustainability can be threatened
by a relatively low number of defaults on the credit side.

Like other SME development programmes, those business development programmes
that focus on one or two objectives and attenipt to use market forees rather than fight
them off appear to be more successful. The industrial estates concept is one example
of too comprehensive an approach which tends to have a high failure rate and is
unsustainable in the Jong run. The Carvajal programme, which charges participants for
the majority of the cost of the training and technical assistance that they receive, is
more sustainable.

24, Integration of the Framework

Figure 1 illustrates the relationships among the above three size categories. The three
small circles represent respectively the survival, the micro enterprise and the small-
scale enferprise categories. What is most important to note is that while there exists
some overlap at the margins of these three subgroups - as explained above - for the
most part the boundaries of each circle where it intersects its neighbour represent
thresholds which are protected by barriers to entry. Some project approaches are
specificatly designed to bridge these barriers, as in the case of attempting to make
community or social investments among survival group members in order for them to
develop into micro-entrepreneurs or to Jeak out of the system as skilled employees of
larger businesses, or attempting to graduate SSEs into the dynamic, growth-oriented
formal sector.

On the other hand, the marginalist approach seeks primarily to improve performance
and efficiency of micro enterprises as micro enterprises, which leads to the often-seen
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preference for sustaining assistance such as credit. Credit on its own can foster growth
up to frontiers bounded by more expensive interventions such as new technology
acquisition, professionalism of management and new market development - inputs for
the most part best allacated to SSEs potentially possessing relatively more dynamism.

As indicated above, the boundaries/thresholds are generally only semi-permeable; it is
much easier to fall back to a previous category than it is to grow out of any particular
one. Especially given the precariousness of life in the survival and micro enterprisc
groups, one would expect to find more fluidity in these thresholds. As the enterprise
grows and is more able to exist as an entity apart from the household economy, it gains
further stability. Even so, all small-scale enterprises (as many larger firms) are de-
pendent upon the entrepreneur or manager, and the fate and future of the enterprise
rests upon the serendipity of this person’s health, wisdom and commercial ot market
instincts.

Different types and combinations of institutions are called upen to deliver the different
service and other support packages corresponding to these three approaches. Donor
projects which provide resources, strengthen intermediary institutions concerned with
these respective target groups, and address policy and other environmenial constraints
(see below) will likewise differ in accordance with the different objectives and group
needs suggested by the framework.

3. Recent Findings on Growth and Barriers to Entry

Much of our knowledge about micro- and small-scale enterprise comes from static,
cross-sectional studies of the sector. Although much valuable information has been
gained from these studies, we know little about the crucial birth, transitional, and death
processes of enterprises that define the dynamic dimensions of life in this sector. A
recent study from Michigan State University, conducted by Liedholm & Parker
(1988), has given us some first pieces of documentation and some new insights in this
area.

Liedholm’s survey and analytic work on non-farm small-scale manufacturing has
covered the full spectrum of enterprise, from self-cmployed/family/cottage industry
on up to traditional SSEs and occasionally medium-scale industries. In an analysis of
historical micro-data on individual firm growth, which heretofore has not been ex-
plored in the Michigan State University survey data, Licdholm and Parker have deter-
mined that few enterprises naturally grew from micre to small to medium. For ex-
ample, as table 10 indicates, the large majority of micro enterprises in African coun-
tries for which data are available remain in that size category. Relatively few are
observed to graduate across the thresholds illustrated in figure 1. Similarly, the major-
ity of small-scalc and medium-sized firms do not grow out of a “seed-bed” of vet
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Table 10: Origins of Modern Small and Medium Private Manufacturing Firms (with
11 employees or more)

Region/ Year No. of % Originated % Beginning
Country Firms in as Micro with 11 or>
Sample (< 10 employees) employees
Africa
Nigeria 1965 64 43.7 56.3
Sierra Leone 1975 42 30.1 69.9
Rwanda 1987 28 10.7 89.3
Botswana 1982 20 20,0 80.0
Asia
India 1979 244 65.6 344
Philippines 1978 47 48.9 51.1

Source: Adapted from Liedholm & Parker (1988).

smaller firms, but tend to originate as larger firms. On the other hand, in India, with its
longer history of proactive support for small-scale enterprise development and with a
far more robust and dynamic economy than is found in most African countries, gradu-
ation was seen to be a far more frequent phenomenon.

The likelihood of growth also varied according to locale. In Sierra Leone growth
within class - not to mention across class-size thresholds - was observed to be dis-
tinctly less frequent in towns under 20,000 peopie than it was in towns greater than
20,000. This pattern of greater enterprise growth as one moves from rural to urban
areas appears to be related to the possibilities each environment offers. Barriers to
growth are most severe in rural areas and resources increasingly become somewhat
more avaitable in urban areas. Qur observation that the survival category is generally
located in rural areas, - while on the other end of the continuum, small-scale enter-
prises are found in urban areas - is reinforced by this finding.

Growth from micro- to small-scale enterprise also apparently depends on the type of
business. Seventy percent of machine tools, printing and shoemaking firms in India
that are presently small-scale grew from micro-sized firms, Other indusiries report
smaller growth rates.

Finally, within the micro enterprise category, Liedholm and Parker report that in India,
the larger micro enterprises (those with 6 to 10 workers) are more likely to grow than
the smaller micro enterprises.
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The majority of micro enterprises remain in the same size category.

4. Policy Support

Maximizing the enabling environment while minimizing elements of policy and ad-
ministrative hostility to micro- and small-scale enterprise development have emerged
over the past years as fundamental building blocks and indispensable complements to
direct technical assistance for increasing growth and development options for the
sector, However, the goals of policy support must be carefully crafted in order to assist
those enterprises that need it without harming other enterprises. In short, leveling the
playing field must be the objective while at the same time not introducing any equally
ill-advised or counter-efficicnt preferences for SMEs,

Much is now known about biases that exist within the financial, economic, trade and
regulatory frameworks that favour larger private and parastatal enterprises. However,
in our enthusiasm for promoting SMEs we must be careful not to be instruments of the
creation of new barriers to growth in other parts of the economy. In their assessment of
the poor performance of the non-crony private sector in the Philippines, Biggs et al.
(1987} talk about the phenomenon of the missing middle, i.e. the paucity of efficient,
growth-oriented medium-scale enterprises. While there ure many reasons for this
distributionat anomaly, some of the blame must be borne by policies that either favour
small enterprises or otherwise inadvertently provide incentives to them to remain
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small, even when other underlying economic forces and technical efficiency signals
are militating in favour of growth.

This issuc is explored widely throughout the modern literature on policies in relation
to business development. For this chapter we wish to note at this point that the three
small enterprise categories that we have been discussing each may have its own
distinct policy set. As with the respective direct interventions that may be appropriate
for the three categories, different policy regimes and approaches need to be developed
to complement each. The next sections will discuss the policy implications that flow
from the SME classification used in this chapler, fucusing on aspects of the policy
environment that are necessary for each, but which are also neutral with respect to the
needs of the other sectors.

4.1, Policies for the Survival Sector

Policy options for the survival sector are broad-based and relatively non-specific.
Essentially, those economic policies that encourage broad-based economic growth
within a ¢couniry are the policies that will affect this sector the most favourably. Onty
by increasing aggregate demand will the overall benefits be spread to this part of the
gconomy,

Particularly in the rural areas, government policies that complement the community
development approach will increase options. In most developing countrics this witl
require policies that provide incentives to agriculture and which raise non-farm in-
comes and derivatively the demand for non-agricuitural goods and services, Emphasis
on pelicies that promote health care, education, infrastructure, transportation, and
market development in rural areas are also likely to have positive results. Absent such
a supportive economic and social environment, supply-side interventions directly
focused on raising productien or productivity in SMEs will be at best redistributive
and mere tikely simply ineffective and non-sustainable,

In addition to general demand increases, urban-focused policies, such as shelter, trans-
portation or decentralization, can similarty impact the urban survival sector, through
opportunitics for housing improvement, expanding markets for wage goods, and other
following activities responding to the phenomena that accompany urbanization,

Finally, as a result of greater population demands, urban areas may experience scale or
agglomeration economies which allow for lowering transactions costs in community
economic development or pre-entrepreneurial assistance programmes. Upgrading of
human resources complementary to generally supportive urban policy inttiatives can
create a bootstrap synergy which enables more opportunity for greduation into sus-
tainable micro enterprises.

42, Palicies for Micro Enterprise Development
According to Liedholm and Mead, expenditure elasticities of rural households for the
products of small and micro enterprises are quite high. Thus, to the extent they in-
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crease aggregate demand for products produced and available in rural markets, the
policies that were discussed in the previous section will serve to increase incomes for
micro entrepreneurs, their famities and employees,

Trade policies also may have an important effect on this sector, mostly negative,
Import dutics and quetas are likely to distort internal demand. These policies often are
put into place in order to protect certain large industries in a country with little regard
for their effect on the smaller ones, In addition, import duties on consumer goods often
penalize small producers which use such goods, purchased on dutiable secondary
markets, while favouring larger businesses which import capital goods and raw mate-
rials duty-free for dircct use.

Perhaps the greatest policy distortion that affects this group is overvaluation of cur-
rency. Overvaluation provides disincentives to domestic industries to produce because
it makes foreign-produced goods cheaper. The negative impact at the margin on more
fragile, and less import-intensive micro enterprises is relatively much greater than for
larger businesses that have a means of offsetting this distortion. A floating exchange
regime will eliminate this effect to the advantage of the more numerous smaller
businesses which use fewer foreign capital goods or raw materials.

Another aspect of the policy and administrative environment that affects micro enter-
prises substantiatly, and which we have only recently begun to recognize fully, is the
impact on all businesses - but particularly smaller anes - of registration requirements
and other legal and property rights and procedures, Hernando de Soto (1989) has
vividly documented for Penii the barriers placed in front of any business wishing to
register and comply with the basic requirements of the law. In many (though not all)
countries, regufations that permit the easter establishment of a busincss, that protect
basic property rights and which deliver businesses from certain forms of governmen-
tally-imposed insecuritics would facilitate the entry, growth and maturation of even
the smallest micro enterprises sustainable into the formal sector.

4.3. Policies for Small-Scale Enterprises

The policies that affect small-scale enterprises inciude many of those mentioned
above plus others that more specifically relate to the growth dimension of SSEs. They
generally fall into two groups: those policies that place penalties on, or inhibit gradu-
ation 1o the formal sector, and those policies that affect growth to medium-sized
businesses.

Biggs, Grindle & Snodgrass (1988) note the preponderance of firms on the edge of
small-scale formal status that appear not to grow. As reported in the previous section,
Liedholm and Parker more recently noted that in many African countries one does not
see the growth from micro- to smali-scale that one sees in parts of Asia. Both sets of
authors attribute the blame to “lumpy” penalties that prevent graduation to the formal
sector. These penalties arc the very high costs that constitute the barriers to entry of
registration and legalization, These barriers may take the form of high marginal tax
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rates and onerous registration requirements {4 /a de Soto), and the potentially dramatic
financial impact of sudden adherence to minimum wage and labour laws. As long as
the business was small and not recognized, it was not covered by the above constraints
ar it stimply ignored them. For example, in the Philippines, the marginal tax rate for a
small business that entered the formal sector for the first time was calculated to be at
least 85% (Biggs, Grindle & Snodgrass, 1988).

‘The second category of policies of greatest concern to SSEs consists of those not
necessarily related to the formal scetor but which similarly affect the growth of busi-
nesses from small to medium size. Foremost are policies and laws designed to promote
small enterprises by favouring them with special benefits and concessions such as tax
exongration, government procurement preferences, or exemption from export or im-
port licensing. The penalty here, not just for the affected firms but for the economy as
a whole, can be substantial, especially when firms perceive internal rewards for subor-
dinating long-term vertical growth efficiencies to short-term pay-offs which accrue to
them as a result of market distortions.

Finally, financial and economic policics that interfere with the performance of credit
markets, otherwise misallocate scarce resources or provide interest rate subsidies, may
adversely affect srnall-scale enterprises more than others. Since these enterprises must
compete with larger, mare powerful vnes, policies that limit the availabitity of credit
will affect them the most. Unlike micro enterprises whose needs are smaller and where
formal credit plays a less important role, these firms cannot meet their credit needs
through alternative means as easily. Therefore, when the crunch comes, they may be
affected first.

Conclusions

The classification of small and micro-scale enterprises into the categories of swrvival,
micre enterprise and small-scale enterprise has given us a method for differentiating
key underlying characteristics which in turn suggest treatments appropriate for deal-
ing with their needs, both through direct, supply-side interventions and indirectly
through policy or regulatory reform. Division into these categories also implies that
there are no right or wrong reasons for supporting a particular group. Rather there
are merely different reasons for assisiing each of these subgroups, and the objectives
of the assistance must relate both to the real constraints experienced by businesses in
these groups and the sustainability of the short-term benefits that donor resource
transfers and other interventions often appear to stimulate.

The model thar we have ouilined also provides a means of differentiating those pro-
grammes which are designed to work within a category and those programmes de-
signed to stimulate firms to cross the critical thresholds berween categories. By utiliz-
ing this differentiation, donors have a greater analvtical ability in maiching their
assistance strategies with the conditions in a particular time and place.
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(ziven the appropriateness of maiching strategies for assistance with needs and donor
comparative advantage, this chapter has not prioritized between direct interventions
and policylenvironmental reform efforts. it is clear that the policies that are the most
helpful are those macro-policies which raise overall levels of demand in the economy,
and, at a sectoral level, those which serve to level the playing field, rather than
creating new distortions which favour other particular groups. Policies of the latter
type are particularly important when the objective is to assist small enterprises. These
policies should not inadvertently preclude growth into larger, more efficient enter-
prises.

A final point that bears repeating Is that graduation is difficult, particularly in coun-
tries with stagnant economies, and may occur rarely if firms are not assisted. Even
then, sustainability of pains is not always assured. This finding sounds a cautious note
concerning the prospects for our ability as donors 1o influence the growth and gradu-
ation rates of enterprises. At the least, more studies of small-scale enterprise dyvnam-
ics are needed to confirm this conclusion as well as studies of the effectiveness of
intervention programmes in helping to increase the natural success rates of enterprise
growth across critical size thresholds.
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VII. Innovative financing systems

by Jacob Levitsky

The problem of how to provide finance for small enterprises has become a contentious
issue, some argue against special credit liney as distorting the financial system and
not really providing, in the long term, more finance for this sector. Qthers question
whether access to credit from banks is really the biggest factor affecting the develop-
ment of small enterprises. Of course, most small and micro enterprises, when asked,
would say that shortage of finance is their major problem and the biggest constraint
on development, but many studies have shown that this may not be the real situation,
Ohne is forced to ask if finance from formal institutions is really the major constraint to
starting and expanding small enterprises that some have regarded. There is some
evidence that management, technology and markets, may be at least as important as
finance in many cases.

Certainly access 1o institutional finance is not a major constraint in “start-ups” of
very small micro enterprises. in most developing countries, the capital needed to start
such a micro business is not very large. In some African countries micro enterprises
are started for less than US$ 100, and US$ 300-400 may be the maximum capital
which in practice is generally used to start these entrepreneurial initiatives. GOver-
whelmingly, the entrepreneurs who start such a business with this small amount of
capital are using funds obtained not from institutions, but from their own or family
savings.

Even in more developed couniries, studies have shown that most of the small enter-
prises with less than 2 workers were started with not more than US$ 2000 10 US$ 3000
of capital, generally obtained from personal savings. A study in 1980 in Korea (Ho,
1980) found that of 1411 new enterprises started between 1971 and 1973 with only 5
to 9 workers, only 6% required more than US§ 5000. Even in this middle income
developing country, of 724 small enterprises that emploved between 10 and 19 work-
ers, only 3% needed more than US$ 75,000. So that it is not surprising that even in
larger small enterprises employing te 49 workers in Korea, only 8.8% had recourse to
institutional finance of any sort when they were started,

The same situation seems to apply in most countries. Indeed, as table 11, referred to in
the following subsections, shows, in 6 African countries studied in 1979, banks pro-
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vided less than 1% of the initial investment, except for 10% in Ghana, which was the
exception. In the table it is seen that own savings, or that of relutives, provided by far
the largest proportion of the funds used. Question thus arises what the relative contri-
bution is on formal financing systems in comparison to other types of financing.

1. Informal Credit Markets

Anand Chandavakar (1988) has studied the importance of informal credit markets in a
number of countries and points out that these sources provided 24% of the total rural
credit in Malaysia and about 37% in the Philippines as reported in £972. By informal
credit markets, Chandavakar includes money lenders, either professional or non-pro-
fessional, some small unofficial private banking organizations, pawnshops and pawn
brokers, and some merchants who may offer finance, sometimes together with another
commercial function such as providing materials or selling the products of the bor-
rower. Table 11 seems to show that in most start-ups, money lenders or informal
credit markets do not play a major role although there is reason to believe that when
these enterprises are in operation, there is often recourse to these sources for working
capital.

1t may be that these informal credit suppliers have tended to have been neglected by
those who studied the problem of finance for small enterprises. Yet there is a rich
diversity in these informal financial arrangements both in the type of service provided

Table 11: Sources of Finance for Initial Investments by Small Enterprises in Some
African Countries
(Percentage of Initial Investment by Source)

Nigeria Ghana  Tanzania Sierra  Uganda
Western [Ibadan Leone
Region
Own Savings 97.7 59.0 - 78.0 60.2 77.5
Relatives 1.9 35.0 90.8 15.0 19.5 -
Banks 0.02 - 0.8 1.0 0.9 0.8
Government - 20 - 1.0 - -
Money Lenders 0.03 - - - 0.9 -
Other - 4.0 - 6.0 18.3 21.7

Source: Cited in 1. Page, Smadl Enterprises in African Development: A Survey, World Bank
Working Paper, 1979.
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and the terms and costs of their provision, which vary considerably from country to
country.

There are, however, two basic characteristics of this group. The first, often forgotten,
is that these informal financial intermediaries are tolerated and accepted locally, other-
wise they would not be able to continue operating. Second, these services are outside
of the control of the monetary authority of the banking system. This affords both
strength and weakness to the informal credit markets; the freedom from regulation
ailows these informal money lenders to operate with greater flexibility, but on the
other hand, they are denied legal recourse to enforce a loan contract. Many have
tended to stress the darker side of the informal credit markets: the usurious nature of
the money lenders and landlords who make these loans and their occasional recourse
to violence to ensure repayment, Although such do exist, these features are probubly
less common than the situation where these informal lenders are well accepted in their
communities. Individuals borrow and repay loans from these lenders primarily be-
cause they can obtain the funds quickly and without formalities, and becausc they see
the prospect of having access to more finance from the same source in the future.

Those who borrow from the informal credit markets, usually small businesses or
small-holders in agriculture, need short-term credit to cover immediate expenditures,
They very often cannot provide the guarantee or collateral that would be required by
an institution, and often they have neither the documentation, nor are prepared to
devote the time to undergo the costs and inconvenience of a loan transaction with a
formal financial institution. For this reason, the informal lender is an attractive source
and although the relationship is basically one of trust, there is usually a binding
commitment on the part of the lender and borrower to complete the transaction satis-
factorily. :

Of course not all informal lenders operate purely on trust. The pawn broker, as an
example, does take some assets which, if the loan is not repaid, can be used to recover
part, or all, of his loss. Most informal moneylenders use their own funds and most of
this lending is done to long-term clients. Interest rates on such loans are often high,
sometimes attacked as extortionate, but on the other hand, the loans are disbursed with
little delay or demand for documentation and the transaction costs are fow both for the
lender and the borrower. As these trunsactions are usually short-term, the total amount
of interest does not appear so high to the borrower who may feel he is making up the
inferest payment by having access to the money quickly.

2. Informal Savings and Credit Groups

Not all types of informal credit markets depend on the individual lender: some involve
associations. Group savings associations are in rcality informal groups that aim to
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conduct a form of financial intermediation for their members, and they usually operate
both as savings and credit institutions. Such informal associations are widespread in
developing countries, especially in Africa (Seibel, 1988). A well known form of such
informal credit groups is the Rotating Savings and Credit Association (ROSCA),
wherein members agree to pool resources by making periodic payments into a {fund
which then rotates among members and the total is paid out to each member in turn.
The form of pay-out to individual members for ROSCA may differ and, in some
situations, those who have an immediate need for money may be given preference.
Transaction costs in these types of services are low and these ROSCAs are able to
reduce risk by only selecting members who have confidence in each other since in the
final anatysis all of the members are really guaranteeing each other,

ROSCAs really exist as a way to stimulate savings among group members, In most
cases the amounts saved and disbursed in ROSCAs are not large, and most of the
credit is short-term. More and more it has been found that most organizatiens that
have been successful in offering microcredits on a larger scale - Grameen bank in
Bangladesh, SEWA bank in India, KUPEDES in Indonesia - have combined mabiliz-
ing savings with providing credits. The credits so provided may be used for consumer
items but they can and have been used for business development. The ROSCA is an
example of an informal credit institution which may offer possibilities for some link-

Most successful organizations have combined savings with credit.
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age with the formal financial system. The combining of savings and credit has the
attraction of giving to borrowers a stake in seeing that loans are recovered and also
provides a way for lending organizations to hecome less dependent on external donor
sources.

The informal credit markets cannot, of course, meet all the financial needs of the
micro enterprise sector, let alone the requirements of businesses that become larger
and more formalized, and especially not for term lending for fixed asset investments,
In practice, it is difficult to assess what part these informal credit services realty play in
meeting the short-term needs for finance of the small enterprise or micro enterprise
groups. However rejecting all these types of intermediaries in favour of credit pro-
grammes through formal finance institutions or through NGOs, may mean that those
who make policies have denied themselves the benefit of the cxperience of these
groups in providing financial services.

3. Transaction Costs

As has been stated, the financial needs of most small enterprises in the early stages of
operation, and sometimes for even longer, are not usually met from the formal finan-
cial system, prirnarily because, as is well known, the commercial banks are highly
reluctant to lend to this group of borrowers. Lending to small enterprises is perceived
as risky, but probably most important of all, the transactien costs of such lending are
very high in relation to the amounts lent.

Transaction costs are high when a small enterprise borrows, not only for the lender but
also for the borrowers. These transaction costs for the borrower may include dircct
cash payments charged for a loan application, the costs of travelling to and from the
hank, expenses that may be incurred in preparing documentation, feasibility studies,
obtaining copies of land titles, mortgage documents, as well as the not insignificant
opportunity costs of time that the borrower must devote to these activities. It would be
more correct therefore to regard the total cost of a loan for a small and micro borrower
as not just the effective interest rate, but also take into account all these additional
transaction osts.

There are, of course, considerable transaction costs for the lender incurred primarily in
the screening process and the assessment of the risk involved in deciding upon a loan
to this type of borrower,

The lenders have to devote a significant amount of time in obtaining whatever rudi-
mentary information and data they can on the operations of the horrower, to say
nothing of the time involved in obtaining and assessing the type of guarantees or
collateral - for example obtaining information on titles to land and property - that may
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be offered. Collateral requirernents are taken largely by leaders to reduce risk, but
they also raise the transaction costs of giving such loans. It is not surprising that even
where commercial banks are prepared to lend to small enterprises, they aim to cover
the high transaction costs through special payments for loan applications, additional
commissions, compensating deposits, collection of interest in advance, all of which is
more of a way to raise the effective rate of interest to cover high transactions cost, than
to cover the higher risk perceived in such lending.

4. Formal Institution Lending!

Much has been said and written about the reluctance of commercial banks to lend to
small enterprises. There are real risks in lending to smaller enterprises, not because
the borrowers are inherently dishonest, but because of the instability and high mortal-
ity of small businesses, mostly due to factors beyond the control of the entrepreneur-
manager. Despite this situation, in 4 number of couniries commercial banks have been
prepared to become involved in credit lines for small enterprises such as those fi-
nanced by the World Bank. Banks are motivated to do this by seeking a new clientele
rather than by the profitability envisaged in these operations. It has been shown in
several instances that where commercial banks have become involved in lending to
small enterprises, even though in a cautious and prudent fashion, and usually through
advantageous refinancing arrangements that do not require the use of their own re-
sources but rather funds made available at relatively low cost, they do not expect to
obtain the same financial returns on these loans as in lending to larger enterprises,
Rather, they hope to obtain new clients who, if they prosper and grow, may become
important borrowers and users of the bank’s services in the future.

It would be well to remember, however, that although commercial banks have many
distinct advantages as intermediaries for small enterprise lending, they inevitably will
have a greater concern for maximizing profitability than possibly development banks
or promotional agencies, and they cannot be expected to be over-concerned with the
development aspects of the borrower and the loans given out.2

As long as the loans are repaid there is little concern by these commercial banks in the
use of the funds berrowed, although effective controls can be introduced to ensure that
the foans are used only for borrowers and projects considered eligible, but the limita-

1. For a more complete review of commercial and development bank lending to small enterprises, see J.
Levitsky (1988), Financing of Small and Medium Scale Enterprises, UNIDQ, Vienna.

2. Tor this reason it has been found thal develupment banks, despite their poor performances generally as
lenders 10 small-scale enterprises, should be encouraged to participate 1o a limited extent in refinancing
schemes because of their greater concem for the contribution to national economic goals of the projects
financed.
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tion of commercial banks as promoters of small industries development should still be
recognized.

In the final analysis, it may be that commercial banks can never realty become major
lenders for individual smaller enterprises, even less for micro enterprises, because
they base lending decisions on documentation, such as balance sheets, income state-
ments and feasibility studies, and they require documented physical assets that can be
used as collateral, all of which many small enterprises and certainly micro enterprises
do not have.

5. Interest Rates

Informal lenders base their lending decisions not on documentation but on personal
and social interactions not directly related to the loan itself but rather to the person
borrowing. It is argued that to become more involved in lending to the smaller
borrowers formal lending institutions will have to change the way in which they make
lending decisions and to decide more as informal lenders do, on the creditworthiness
and character of the borrower. They will therefore have to be prepared to take a higher
risk in making such loans. If they do so, this would mean that they would have to
charge higher interest rates to cover both the higher risk and the high transaction costs.

In many developing countries, governments limit the interest rate that can be charged
to borrowers and although some commercial banks can find ways of overcoming these
restrictions through the innovative forms mentioned, this inability to charge higher
interest rates threatens the profitability of the loan transaction, Even where it can be
shown that allowing banks to charge a higher interest rate in loans might actually
increase lending to this sector, political and social factors in developing countries
present a higher interest rate to be charged on loans made to small borrowers, who are
considered in general to be the poorer section of the population, than to larger enter-
prises, importers, and merchants. There are, hawever, some cases where this has
happened and become generally accepted.? Unfortunately in many cases, the desires of
politicians who appear to favour the poor leads to the imposition of ¢redit fines to be
lent at less than the prevailing interest rate, generally leading to distortions, misuse of
funds and poor lean recovery. Subsidized credit finds its way to the rich and well
connected, rather than to the poor.

3. MIDAS, an NGO in Bangladesh lends to its small borrowers at above prevailing commercial rates and
BKK and KUPEDES, organizations that give cut large numbers of very small loans to micro enterprises
in Java, charge higher interest rates than the banks in Indenesia. In both cases, loan demand was high
and the government has acquiesced in this situation,
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Many of the special government subsidized credit programmes introduced in develop-
ing countries to provide greater access te loans for smaller enterprises are unlikely to
achieve this objcctive, Most evidence shows that only a relatively small number ever
receive the credits made available through these programmes, and these are not always
the most deserving.

6. Mandated Lending

Some countries have tried to overcome the reluctance of commercial banks to lend to
smaller enterprises by issuing dircctives obliging these banks to allot a specified
minimum propoertion of their iending to this type of borrower.* Such directives, or
mandated quotas, for commercial bank lending for small enterprises have been com-
mon in India and Pakistan for a number of years. One might say that this is the stick
approach of imposing from above, a lending pattern on the bank, as distinct from the
carrot of offering higher margins, opportunities to lend at higher interest rates and
some form of risk sharing through credit guarantee or insurance all to make lending to
small and micro enterprises more attractive.

Mandatory quotas have been criticized in that they are difficult to enforce and depend
to a great extent on the reports of the banks on their portfolios to the central bank.
Policing regulations and enforceable penaltics have proved difficult, if not impossible,
as the banks are usually able to manipulate the reports on their lending to show that
small and micro enterprise borrowing is higher than it really is, oficn by reclassifying
certain types of loans to individuals as borrowing from small businesses. Further-
mare, this type of government direction of commercial bank lending means, in prac-
tice, that the overall cost of bank lending will rise and this will ultimately have to be
borne by depositors through lower interest rates, and by other borrowers through
higher interest rates on their loans, While the use of quotas in India has diverted some
lending from the larger borrowers to small and micro cnterprises, it has been ques-
ttoned whether this has really been of overall benefit to the economy, bearing in mind
the undesirable distortions resulting in the working of the financial sector and the costs
of enforcing such regulations.

Even so government action to monitor lending to the small and micro enterprise sector
and pressure on the banks to lend more to this sector can have some effect, if accompa-
nicd with a suitable set of incentives,

4. See I. Levitsky (1988), Financing of Smail and Medium Scale Enterprises, UNIDQ, Vienna, for more
on mandated lending to small-scale enterprises.
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7. Lending Through NGOs®

In addition to the informal credit intermediaries already referred to, credit programmes
for small enterprises, or more generally micro enterprises, have been developed in a
number of countries by prometicnal agencies and by Non-Governmental Organiza-
tions {(NGOs). These programumes usually began because of the failure of the formal
ingtitutions or commercial banks to meet the needs of the microenterprise sector. The
promotional agencies and NGOs stepped in by developing credit programmes consist-
ing, at least initiatly of smalf amounts in short-term credits principally for working
capital.

Such NGO credit programmes are now widespread in several Latin American and
Asian countries, and also in a few African countries, Most of these NGOs benefit from
funds made available by Private Voluntary Organizations (PVOs), often supported by
donor agencies in developed countries. ¢

Although in many cases these credit programmes were initiated primarily, more as
transitional pregrammes to provide the borrowers with some funds until they could
develop and grow to the stage that they would be able to enter the mainstream of the
financial sector and borrow from the formal commercial banks, in practice there has
been a tendency for these programmes to become self perpetuating and to grow in size
and volume without ever achieving the goal of graduating micro enterprise borrowers
into the formal financial system. In fact, many of these programmes put rather strin-
gent, somewhat artificial limitations on the amount of a single loan, so that it is
difficult to imagine that the micro enterprise could, with the help of such loans, be able
to graduate into the formal financial markets.

Some of these NGOs have however resisted transforming themselves into fufl-fledged
financial intermediaries and becoming involved in loan disbursement and collection.
They have assumed the risk in lending to micro enterprise borrowers, have taken on
the screening of borrowers and have helped those who are recommended for loans
with advice and training but have left it to a commercial bank or other formal financial
institution to disburse and collect the loans for a prescribed fee. This arrangement for
instance exists between most of the Foundations helping micro enterprises operating
in cities of Colombia with various banks and institutions.

5. For a wider treatment of micro enterprise credit programs of NGOs, see Summary Report of the World
Conference of Micro enterprises, June 1988, Washington D.C. The fuli proceedings of the Conference
are expected to be published in May 1989.

6. Although most NGO credit schemes are funded domestically or bilaterally, the Interamenican Develop-
ment Bank has prodived soft loans of about US$ 500,000 cach through its Small Credit Schemes to
several such credit programs in Latin America, and the United Nations Capital Development Fund has
also provided funds for such schemes in the least developed couniries,
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It is hoped that gradually after managing such programmes for a time, the commercial
banks would begin to recognize that these borrowers are reliable bankable clientele
and so would graduatly begin to make loans directly from their own resources to these
borrowers. So far, this has taken place, if at all, only on a very small scale. In India
however, the Syndicate Bank and the Bank of Baroda, today have active lending
programmes to smalt and micro enterprises but it is reported they began in this field by
managing loan programmes without, in the first stages, actually undertaking the risk
themselves,

8. Links Between Formal and Informal Intermediaries

One way for expanding lending to small enterprises may be through generating links
between the informal financial intermediaries and the formal financial institutions,
Two principal ways have been suggested for this. One suggested by Henry Jackelen
(1988a) is by converting an NGO, promotional agency or informal lender inte what he
cails a specialized intermediary. The term specialized intermediary is used to describe
all those persons or agents who bring services to market segments not attractive to
general providers of these services. Jackelen suggests that some of the NGOs and
promotional agencies could act as specialized intermediaries between the formal
commercial banks and the enterprise borrowers. In his concept, the formal financial
institutions would simply be the administrators of the lending programme, but would
not become involved in the screening of borrowers or assessing their debt servicing
capacity or their qualifications for a loan.

This approach really atiempts to graduate not individuals, who have proved them-
selves successful borrowers able to repay their loans in special micro enterprise pro-
grammes operated by promotional agencies or NGOs, but rather to “graduate™ a whole
programme. This would have the attraction of offering a larger number of borrowers
and a volume of lending with a proven high recovery rate as a more aitractive client to
a bank provided the risks and administration costs arc deemed to be reasonable. This
brings an important new group of clients to a bank without their having to incur the
high development and transactional costs involved in building up the knowledge and
information on this new client group. In this case the specialized intermediary would
do all the selection, appraisal, approval, monitoring and supervision work on these
clients at no cost to the bank and would be rewarded with a suitable, agreed service fee
which, it is suggested, may be charged to the client as a fixed percentage of the loans,

Jackelen’s proposal goes turther than merely relieving the formal lending institution
of the onus and costs of processing and supervising the loan through its various stages.

He also suggests a process of sharing the risk of the loan defaulting by offering in the
first year a 100% iron clad guarantee on the principal and interest due from the
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borrower, selected and approved by the specialized intermediary. This guarantee
would be provided on the basis of a long-term agreement based on mutually agreed
levels of performance. The available guarantee funds would leverage at least 10 times
by bank lending over a time period of 5-6 years and that the guarantee coverage in
agreement with the bank would be lowered over the yeurs to 80% and ultimately
dispensed with if it were shown that the performance of the borrowers reached an
agreed level of performance in repayment. In order to make the arrangement even
more atiraceive to the bank, it is suggested that the bank would be free at any time to
withdraw at any time from the programme,

Jackelen sees the main problem as that of administration and suggests that efforts be
made to computerize the loan portfolios of the banks for these lending arrangements to
ensure that there is close monitoring of repayment performance, However, others may
say that the arrangement of providing [00% guarantees has the danger of leaving the
banks without any real stake in the loans made to these micro enterprises, giving little
incentive to pursue debt collection. This would also put an undue amount of responsi-
bility on the special intermediary, i.e. the respective NGO or promotional agency to
select only those able to repay. It might be possible, or perhaps preferential, to work
out arrangements whereby the guarantee never goes above 80%, but this of course
raises the questions as to whether the banks would be prepared to enter such a scheme
even if required to bear onty 20% of the lending risk, However irrespective of whether
the guarantee is for 100%, 80%, or 70%, the system has certain merits in providiag a
relationship between informal financial intermediarics and formal financial institu-
tions. Although this may be confined in the first stages to organized NGOs or promo-
tional agencies, it can also be expanded, and enlarged in the course of time to cover
ROSCAs, credit unions, savings and credit cooperatives, or other informat lenders, all
of whom could enter into this relationship provided there is an overall coverage of the
programme from a guarantee fund which, presumably in the first stages, would need to
be financed by an external donor or by the government. One assumes that if a volume
of lending can be built up the intermediation charges earned by the specialized inter-
mediary would be sufficient to cover its own administration costs.

The second proposed way of linking informal and formal intermediaries would consist
of an NGO or informal credit intermediary borrowing in bulk from a financial institu-
tion or commereial bank and then using the money to lend-on at a suitable rate to
micro enterprise borrowers. This would of course be possible only where the NGO
concerned had good financial standing or individuals in its management who were
able to guarantee the loan made from the commercial bank, There are some examples
from Latin America of such arrangements’ whereby commercial banks lent to micro
enterprises through such an informal intermediary who was prepared to undertake the
financial risk. This arrangement might particularly apply to ¢redit union and ceopera-

7. ADEMTI in Deminican Republic already does this.
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tives who on the basis of their own deposits and savings, might be able to reach
agreements with commercial banks to obtain larger loans, to be broken down and lent-
on as business loans to credit unions or cooperative members.

This arrangement would also be attractive to a commercial bank in that they would
avoid both the high transactional cost in dealing with a large number of individual,
very small borrowers and ulso the probtem of loan security. Both of the proposals
mentioned have the advantage of involving commercial banks as a source of finance
for smatl-scale borrowers through a two-tiered arrangement, but in the second ar-
rangement there would be no need for a guarantee scheme.

9. Guarantee Schemes

The first of the two arrangements above, depends on a guarantee to the commercial
bank for the foans put out to the micro enterprise borrowers. Credit guarantee, or credit
insurance schemes®, which covers a fixed percentage of the risk, can provide an in-
ducement to a commerctal bank to lend to small enterprises, if at the same time one can
find a way of reducing the high transaction costs, There are some situations where
commercial banks are ready to reduce collateral requirements when convinced that
they are dealing with a credit-worthy client with a viable project, but commercial
banks generaily feel they have a responsibility to their shareholders and owners to
obtain security coverage for any loans madc. While the proposal above speaks of
100% guarantee which has been used in some developed countries including Japan
and France, most believe that in developing countries, where such schemes have not as
yet generally proved effective, the guarantee should not cover the whole of the loan
but rather only 50 to 80% and even then not automatically. There is the unfortunate
record of the credit insurance scheme in Indonesia, ASKRINDO, which guaranteed
75% of all loans automatically under the KIK/KMKP* programme for small borrow-
ers. The Indoncsian government was required to pay out the equivalent of hundreds of
mitlions of dollars to meet the claims of non-payment from this lending programme. It
is felt that the proposals of 100% automatic guarantee (i.e. guarantees without screen-
ing) in granting of guarantees should be avoided.

The disappointing experience of guarantee schemes in developing countries until now
has been that most of these schemes have not been able to cover the costs incurred in
administration and claims, and encountered great difficulty in attaining the confidence
of the commercial banks, However, credit guarantee or risk sharing schemes, if

8. For a wider treatmenl of credit guarantec schemes, see J. Levitsky & R. Prasad (1987), Credit Guarantee
Schemes for Small and Medium Emerprises, Industry and Finance Series, World Bank

9. See description of KIK/KMKP program in RSIE {1988), Development of Rural Small Industrial Enser-
prise, Lessons from Experience , UNDP, Government of the Netherlands, 1L, UNIDO, Vienna.
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properly destgned and implemented, could help convince commercial banks to be-
come involved in lending to small enterprises.

Credit guarantees have in the last years been staried, or are planned, in many develop-
ing countries in Latin America, Asia, and Africa — sometimes with donor help. Two
donors, USAID and German Technical Assistance, have been particularly active in
supporting such schemes. The record has been disappointing, but this may be due
more to the fact that some of these schemes were inadequately funded and poorly
administered,

Some of these schemes point proudly to the fact that after two to three years they have
not had to pay out on any claims, which raises doubt whether the scheme resuited in
any additional tending and tended to indicate that the lending institutions were con-
tinuing to demand collateral and to adopt an extremely cautious approach in approving
loans, presumably having little confidence in the scheme. Despite this experience, if
one wants to involve commercial banks in lendiag to the small, and in particularly, to
micro enferprises, then some form of guarantee arrangement will almost certainly
have to be introduced. In fact in the developed countrics in Western Eurepe, North
America, or Japan, such guarantee schemes have been an essential element in foster-
ing lending to smalt enterprises.

10. Incentives for Banks

To sum up there are basically three forms of incentives that can be used to induce

commercial banks to lend to small enterprises. There are:

(i) Help in reducing the transaction costs by having small enterprise clients
screened, appraised, and supervised by another agency acting as an intermedi-
ary, and if possible lending to these borrowers as groups with some intermediary
agency taking the risk and also reducing the intermediation costs.

(ii} Increasing the margin for the lending banks, either by allowing onlending at a
higher interest rate or making available lower cost funds for this purpose, possi-
bly through refinancing arrangements.

(iii) Reducing the risk of loss from loan defaults through credit guarantees or insur-
ance.

1t has been shown that with the above incentives in place and suitable training for bank
managers and staff, commercial banks can be induced to participate in lending
schemes for small and micro enterprises and even for micro enterprises to a limited
extent. Clearly small and micro enterprise lending cannot be expected to grow above a
limited percentage of a bank’s postfolio to allow for some element of cross-
subsidization of higher profits on the other loans and services to cover the lower return
on lending to small enterprises. In general, one may expect specialized banks such as
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savings banks, peoples’ banks, (or banques populaires), or cooperative banks -ie.
institutions that have as a major objective to provide banking services to members or
to specific groups as a service rather than just to maximize profits - to be more ready to
lend to small enterprises. This is indeed the case in the examples of the Caja Social y
Ahorro (Savings bank) in Colombia, Peoples’ Bank in Sri Lanka and BCP (Banque
Centrale Populaire) in Morocco, In some countries, state-owned banks are also more
prepared to lend to small and micro enterprises under pressurc from the government,
but this is not unifermly the case.

11. Alternative Financing: Leasing and Venture Capital

11.1. Leasing

Where capital is scarce, as is usually the case in financing small enterprise develop-
ment, leasing may provide a convenient arrangement. In leasing, a capital asset, usu-
ally a building or a piece of equipment, is made available by an institution or a leasing
company over a pertod of time for a regular rental payment. The asset remains the
property of the lessor, that is the party making available the use of the asset. The asset
can be repossessed if there is default in the rentul payment. Very often after a number
of years of leasing as asset, it may be purchased by the lessee (the user) for a nominal
amount thus converting the arrangement to a type of hire purchase,

Leasing may be an attractive alternative to purchasing a piece of equipment especially
in the case of a small-scale entrepreneur who cannot raise the finance to pay for the
purchase and has not enough coilateral to raise a loan. Leasing also has fax advantages
and can be beneficial to the cash flow situation of an enterprise that needs its limited
funds for working capital. Sometimes special leasing arrangements can be made
where payments are adjusted to the use of the machine leased and the earnings so
generated. Leasing may also be combined with technical assistance and supervision
including maintenance, quality control and advice (as in the casc of computer leasing).
In some situations commercial banks set up leasing subsidiaries where there are strin-
gent controls on credits, although leasing is still quite rare in most developing coun-
tries.

11.2. Venture capital

Few entrepreneurs are able to develop an enterprise sofely on the basis of loans and
debt. At best most institutions and credit schemes will not, and should not, finance
more than about 70% of an investment. The rest has to come from the entrepreneur’s
own resources or from sonie source of equity on venture capital,

Support for venture capital in developing countries is still relatively new and the few
such sources that exist have generally invested in larger medium-scale enterprises.
Also there exists strong resistance by cntrepreneurs to sharing ownership of their
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business with either public or private partners. Still there have been attempts at
providing equity for small-scale entreprencurs in some countries. An interesting
example is the case of Micropar, a venture capital company established by ACCION
International in Bahia, Brazil in the late 1970s, where basically small and micro
industries were screened and approved for equity investments. Practically none of the
investments were made since the legal process for registration was cxtremely cumber-
some and, probably more importantly, entreprencurs feared the repercussions (labour
laws, tax implications) of being legalized (Jackelen, 1988b).

In Affrica in particular, entrepreneurs are sometimes unable to mobilize even the very
small amounts of equity needed to start a new small enterprise. Some West African
countries have therefore created small funds, Fonds de Participation, in which small
equity contributions are made to enable an individual entrepreneur who has the skills
and a viable business plan, but cannot raise the minimum capital needed to start his
business.

It has been suggested that a type of guasi-equity might be used. This would be a type
of a lean in which an investor would have no legal rights of ownership, but would
accept to subordinate his claim on the borrower’s assets and might accept a variable
payment based on earnings. This type of financial assistance to small and micro
enterprises deserves to be explored as a possible way of overcoming the lack of risk
capital for new start-ups of small and micro enterprises and to reduce overburdensome
debt servicing beyond the capacity of such borrowers.

12. Debt/Equity Conversions

The debt crisis in Latin America and other developing countries has given rise to
proposals to reduce debi through debt/equity conversions. This refers to buying debt at
a discount from private lenders and selling debt to developing countries’ governments
for tocal currency at the full paper value, This would then be used for local invest-
ments. Some of this debt is being offered at a high discount for investment in Bolivia
for example, where foreign loans are offered at [0% of value. Thus an investor with
dollars can, by purchasing some debt, obtain considerably greater value in local cur-
reacy.

This may offer a new source of funds for small enterprise financing, but is 4 new and
rather complex field with legal difficulties and uncertainty as to how local authorities
would react. It also would prevent developing country governments from having
access to new foreign exchange if donors were to convert debt in this way, Neverthe-
less there may be cases where this source of tocal funding could be considered as a
supplement to external donor credit lines made available for small and micro enter-
prise development,
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Conclusion

None of the suggestions made could of itself answer all the financing needs of small or
micro enterprises in all the developing countries. The situation variey substuntially
[from country to country, depending on the banking system, whether state-owned, local
private or foreign-owned, and on the workings of the financial sector and the types of
financial institutions. There is now need for more innovative thinking on the subject to
make better use of the informal financial markets and finding ways of offering new
Jinancing help through leasing arrangements and equity capital provisions as well as
ways of stimulating the formal financial system to become more involved in lending to
small enterprises,
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VIII. Women and entrepreneurship; new approaches
from India

by Marty Chen

Over the past two decades, largely in response to the UN Decade for Women (1975-
1985), the various small and micro enterprise (SME) programmes funded by bilateral
and multilateral donor organizations have placed increasing emphasis on women
entrepreneurs. In their SME programmes for women entrepreneurs, donors have
favoured projects which provide direct assistance, usually in the form of credit, train-
ing, technology, or markering services. As a result, the donor community dialogue
about SME programmes for women has centred on whether a minimal or a more
comprehensive set of services is required and on how best to deliver the acceptable
number and range of services.

Given this emphasis on project deliverables, the SME projects for women have gener-
ally reached a limired number of beneficiaries, have generally paid limited attention
10 the structural constraints faced by women entrepreneurs, and have generally had a
limited impact on the policy environment which affects women's enterprises. In con-
frast to this general pattern, several women’s organizations in India have deliberately
and effectively addressed the structural and policy constrainis faced by women entre-
preneurs and have successfully organized and supported large numbers of women.

Drawing on lessony learned from these projects, this chapter argues that certain
concepts abour SME programming for women need to be re-examined and that SME
projects should attempt to build an enabling covironment for women entrepreneurs,
not simply provide direct assistance.' The first section of the chapter discusses the
Indian approach in support of women entrepreneurs. The second section of the chap-
ter presents some lessons from the Indian experience which challenge the standard as-
sumptions and objectives of SME programmes for women, The concluding section
suggests several options available to donors seeking to remove policy barriers to the
SME activities of women.

1. The term enabling environment has been borrowed from Van der Wees & Romijn (19873 and is used
here 1o refer to both the local work environment and the broader policy environment.
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1. Promoting Women Enirepreneurs: The Indian Experience

In the early-1970s, three significant organizations for women entrepreneurs in three

major cities of India were established. One of these, the Annapurna Mabila Mandal

(AMM) in Bombay, has organized over 15,000 women engaged in one single occupa-

tion: catering low-cost meals for industrial workers. The other two organizations, the

Working Women’s Forum (WWF) in Madras and the Self-Employed Women'’s Asso-

ciation (SEWA) in Ahmedabad, have organized over 25,000 and 35,000) women re-

spectively from a wide range of occupations, including:

- perty vendors and hawkers, who sell goods such as vegetables, fruits, fish, eggs,
snack foods, houschold utensils, and used garments;

- home-based producers, who are seif-employed or work as piece rate workers,
making such products as cigarettes, incense sticks, snack foods, garments, brooms,
and handicrafts; and

- labourers, who sell various services such as cleaning, cooking, and laundering or
provide manual labour for construction, transportation, or other activities.

This chapter is not intended as a comparative analysis of SEWA, WWF, and AMM but

as an analysis of certain common elements in their approach to women entrepreneurs.

The founders of all three organizations hud prior grass-roots organizing experience:

the founder of SEWA in trade union organizing; the founders of WWF and AMM in

potiticul party organizing. Given their prior experience, the founders shared an in

depth familiarity with women entrepreneurs, with the local cavironment in which

women work, and with the broader political and economic context which affects how

women work, When they began their respective organizations, therefore, the founders

did so from a common set of assumptions:

- that most poor women work;

- that most poor women work at micro enterprises which provide self-employment
to themselves and some family members;?

- that women work in a wide variety of enterprises: as producers, sellers, and labour-
crs;

- that the constraints to women’s full productivity are often specific to the particular
enterprise or trade group in which they are engaged;

- that there are significant financial, managerial, marketing, and leadership skills
among the women entrepreneurs;

- that government officers and planners (at the municipal, state, and national levels)
are generally cither indifferent or hostile to women entreprencurs; but

- that it is important to work closely with government in order to leverage support
and to advocate change on behalf of women entrepreneurs.

2. Tt is important (o remember throughout this discussion that women in developing countries are predomi-
nantly engaged in micro-scale enterprises (less than five workers).
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Women work in a wide variety of enterprises.

Given these assurnptions, each organization started working with women in selected
trades in which large numbers of poor women were already concentrated. They began
by analysing wormnen'’s work within these trades and by identifying the main constraini
or need specific to each trade: in most trades, the need for credit; in some trades, the
need fo reduce harassment by the police, middlemen, or merchants. Although they
began with onc entry point intervention, all three organizations evolved into complex
programmes carrying out multiple interventions. These interventions have been
adopted, sometimes with modifications, from other development strategies: credit or
banking services; technical exéension, training, and other input services; welfare or
social services; cooperative organizing; trade union organizing; and legal or political
lobbying,

As adopted and implemented by the Indian women's organizations, these multiple
interventions can be grouped into two broad categories of objectives: one set which is
designed to leverage or deliver certain services for woemen; another set which is
designed to influence or change the working environment for women. The first set,
which SEWA refers to as the development aspect of its work, includes many of the
standard interventions of SME programmes: credit, training, marketing services, and
cooperative organizing. The second set, which SEWA refers to as the “struggle”
aspect of its work, includes many of the standard methodolagies of trade union work:



142 MARTY CHEN

organizing workers by trade, establishing complaints cells, legal counselling, and
organizing strikes, pickets, or campaigns as needed.

These two sets of interventions are at once complimentary {especially in terms of
short-term objectives) and fundamentally different (especially in terms of long-term
objectives). Whereas the main objectives behind the first set are the actual delivery of
credit, training, and other services to a targeted number of women, the objectives
behind the second set are not deliverable but require advocacy and negotiation: that is,
visibility, legitimacy, a representative voice, and supportive policies for women entre-
preneurs. These differences in objectives are reflected in the two approaches to organ-
izing adopted by SEWA.

Borrowing strategies from the trade union movement, SEWA organizes women pri-
marily into trade groups which negotiate, bargain, and lobby for fair prices, wages,
and working conditions. Unlike standard trade union workers, however, the women
entrepreneurs organized by SEWA cannot negotiate and bargain with an employer, as
they are self-employed. Rather, they negotiate and bargain with merchants, middle-
men, the police, municipal authorities and government: all of whom in various ways
influence the terms and conditions under which women work. As and when necessary
(for example, if women within a trade group are being victimized by merchants from
whom they obtain raw materials or to whom they supply finished goods), SEWA also
organizes women into cooperafives to receive training and marketing services and to
develop autonomous markets for their goods and services.

Table 12 presents the range of interventiens developed by the three women’s organi-
zations in India: categorized by the two sets of objectives described above and by the
standard areas of SME programme intervention. It is important to note that all three
programmes carry out many of the standard SME programme interventions. They
have continued, that is, to deliver certain services while lobbying for an enabling
environment. It is alse important to note that the programmes have deliberatety and
systematically built linkages: horizontal linkages between their women members and
with other women’s groups to develop a representative movement and vertical link-
ages with formal financial institutions and government departments and ministries
both to leverage services and to institute change. Finally, it is important to note that the
programmes chose and modified interventions to address the specific structural con-
straints and strategic needs of the various trades or subsectors,

By building linkages and by aiming for structural change, these women’s organiza-
tions have not only, as ORU (1988) and Teszler (1989) have correctly observed, ac-
tively supported women’s enterprises but have alse organized women to become
elfective pressure groups at the local, national, and international tevels, These pres-
sure groups have lobbied effectively for women as legitimate clients of the national-
ized banks; for women’s legitimate space in municipal markets; for women as suppli-
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Table 12: Two Sets of Interventions

AREA DIRECT ASSISTANCE POLICY INFLUENCE

R&D Feasibility studies Diagnases of structural
constraints

Market demand studics Sectoral analyses of

dynamics & constraints

Credit Credit delivery Leveraging credit from bank
Specialized development banks

Training Technical skills Lobbying skills

Raw materials

Work place
Technology
Management

Markets

Organizing

Services

Advocacy

Managerial skilis

Procurement and
supply

Providing production
and sforage space

Providing tools and
equipment

Colleetive production
Cooperative leadership

Product markets
Market information
Cost pricing

Cooperatives:
- production

- marketing
Strategies:

- conperative

Social and welfare:
child care

Financial institutions
Business institutions

Organizing skills
Lobbying for:

- quotas

- fair prices

Lobbying for fixed point
of sale

Lobbying against
technological displacement

Representative organization
Trade anion leadership

Labouwr and factor markets
Market structure

Wagc and price policies
Cooperatives;

- supply

- service

Strategies:

- trade union

Legal and trade union:
- complaints section
- legal counselling
- insurance schemes:
* maternity benefit
* life
* gccupational health

Government institutions
Policy-making institutions
Planning institutions
Research institutions
Media institutions
Trade unions:

- nakional

- international

‘Women's moverment:

- national

- international
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Table 13: Policy Influencing Efforts by SEWA 3

LEVEL

POLICY ISSUE

Municipality level

State level

National level

International level

Supreme Court ruling mandating space be altotted in new municipal
market to women vegetable vendors.

Cooperatives of wemen to supply various goods and services to public
scetor schemes or departments,

Tdentification badges for self-employed women and municipality
sanction of informul sector activities.

Adoption of various insurance schemes for self-employed women
workers: Maternity Benefit, Life Insurance, Occupational Health In-
surance.

Public sector purchasing scheme to purchase certain goods and ser-
vices for women.

Sections of informal sector and women entrepreneurs in recent Five
Year Plans of Govermnment of India.

Report of the Commission on Self-Employed Women Workers sub-
mitted in time for recommendations 10 be considered for Eighth Five
Year Plan.

Resolution on home-based workers adopted by international associa-
tion of frade unions,

Invitation by ILO for representative of self-employed workers to join
tripartitc consultations (of employers, formal sector workers, and
ZOVCInment).

ers of various goods and services required by government programmes; for the appli-
cation of formal sector labour laws and benefits to informal sector workers; for mater-
nity, life, and occupational insurance schemes for women; against cases of harassment
or exploitation of women waorkers; and for other measures of public recognition,
support, and protection of women entrepreneurs. Perhaps most significantly and fun-
damentally, SEWA has effectively lobbied for the legitimacy and representation of
self-employed werkers in the international trade union movement. Table 13 presents
the various steps SEWA has taken to successfully influence public policy in support of
seif-employed women workers.

Despite the range of interventions tested and the significant impact of public policy

3. This tabic is based on information from SEWA in 1988, Full information can be obtained from SEWA.
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achieved, there are several weaknesses which can be ascribed to the Indian experience.
First, because these programmes have deliberately built on woemen’s traditional eco-
nomic roles, the occupational structure for women entrepreneurs has not been altered
significantly and the majority of women have not moved out of the lowest level
occupations, Whereas earnings have increased for some women and wage or price
rates have been increased for certain trade, earnings and wages remain low for most
women. However, if one compares the pre-intervention earnings in many occupations
with post-intervention earnings, the increase in earnings in relative terms is signifi-
cant.?

Secondly, and a related point, only limited attempts have been made to help women
enter higher-priced product markets or the formal sector of labour. To help women
gain access to the formal sector, skils training for women in electronics and other
high-growth industries should be increased. Similarly, attempts should be made to
help women expand their enterprises or enter higher-priced product markets and to
train women in new skills so they can compete for jobs in emerging or expanding
sectors. However, it is not clear, given the limited absorption to date of surplus labour
generally, how many women will actually be abserbed into the formal economy.”

Limited short-term success in the areas noted here may actually lead to long-term
success. There are potential trade-offs in terms of scale and impact when projects aim
to capture higher margins of profit or different product and tabour markets for women.
Experience from projects that have been able to move women out of the lowest level
occupations or to maximize earnings for women indicates that the process teads to
benefit only a few women. The projects referred to in this chapter explicitly aim for
marginal increases in income but substantial increases in the bargaining power and
visibility of large numbers of women. What in the short term may appear to be
marginal change has the potential to lead to macro-structural change if the bargaining
power of significant numbers of women is strengthened and if the centrality of their
enlerprises in the critical sectors of the economy is recognized and translated into
national policies.

2. Lessons Learned From the Indian Approach

The Indian experience offers several criticat insights both about women’s enterprises
and about how best to support women’s enterprises. The Indian programmes identi-
fied characteristics specific to women’s enterprises which confirm evidence about
women’s enterprises from other settings (ORU, 1988):

4. Woman artisans working as piece-rate workers, making bags, lace, or bangles, earn as liale as two
rupees (about 16 US cents) a day. Where projects have been able to unionize these women to demand
higher piece rates, they have begun to eam three to five rupees (25-40 US cents) per day.

5. SEWA estimates that in India the formal sector absorbs only 11% of total labour; the remaining 89%
work in the informal sector.
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The smaller the enterprise, the more likely it is to be a woman’s enterprise. Women
are more likely to be entrepreneurs in micro enterprises, particularly those which
provide seif-employment to themselves or family members, and are more likely to
be employees in larger enterprises.

The more invisible the enterprise, the more likely it is to be a woman's enterprise.
Women’s enterprises are often not recognized, counted, or valued. Hence, wo-
men's contribution to the economy is still undervalued.

The lower the returns 10 an enterprise, the more likely it is to be a woman's en-
terprise. There are legal and customary barriers to women owning assets or land
and institutional barriers that limit women’s access to mainstream support services
{credit, training, information). These factors restrict women to low productivity
sectors.

The Tndian experience also suggests several ways in which the standard concepts
about SME might be broadened to better promote women'’s enterprises and SMEs in
general:

The nareow definition of enterprise (i.e. as industry or manufacturing} might be
more broadly defined to include commerce and services, The Indian experience
points to the importance, if a programme is designed to promote all types of
women’s enterprises, of including all areas of entrepreneurship: from home-based
production to petty vending and hawking to selling labour services in a wide
variety of sectors (not just those typed as female).

The debate which focuses on the size and significance of SMEs (growth issues)
might recognize the centrality of micro enterprise to the economies of poor house-
holds, both those which are net suppliers and those which are net consumers of
SME goods and services (equity issues). The Indian experience points to two
major issues in regard to the equity side of the SME debate. First, that the enter-
prises of poor women are critical to the welare of their households and that poor
women can seldom exercise choice as to whether or not to become entrepreneurs.
Second, and this point is often overlooked, that SME supply goods and services at
low prices to poor customers and that these low-priced goods and services often
subsidize capitalist growth. For example, the women caterers supported and organ-
ized by AMM offer low-cost meals to industrial workers. If this catering service
were not as low-cost or as large-scale as it is, the industries would be forced to pay
higher wages to their workers.

Programmes which aim to promote women’s enterprises, and SMEs generally,
might shift their emphasis from promoting targeted projects to influencing
policies. The Indian experience points to the significance and potential of moving
beyend credit, technical assistance, and other project deliverables to focus on
structural change and political advocacy. So long as programmes maintain a nar-
row project focus they are likely to benefit relatively few entrepreneurs and to do
so only for the duration of the project. If programmes begin to address structural
constraints to SMEs and to advocate policy changes in support of SMEs they are
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more likely to achieve significant benefits in terms of scale and systematic change,

- The Indian experience in promoting urban women entreprencurs can be character-
ized as a sectoral approach and can be applied to rural sectors as well. The Indian
experience with urban women entrepreneurs can be characterized as a sectoral
approach in that strategies or interventions were designed to address constraints
specific to various sectors or subsectors of the economy and were designed fo
introduce change at all levels of any given sector, from the immediate work envi-
ronment at the local level to the policy environment at the national level. As
developed in the urban programmes described above, the sectoral approach in-
volves, initially, analysis of women’s work within any given sector. Through such
analysis, interventing structural constraints or strategic needs, specific to women's
rotes within the sector, can be identified and addressed. Further, because govern-
ment programmes are typically developed along sectoral lines, women can be
linked to existing support systems and infrastructure services. Finally, and perhaps
most fundamentally, women’s work and needs can be translated into broader
policy issues relating to sectoral development. Given the success of the scctoral
approach in the urban context, several programmes in India have begun to replicate
the approach in varicus rural sectors, notably in the dairying, sericulture, and
forestry sectors. ®

3. Implications for Donor Assistance

The Indian experience would suggest that it is useful for donors to foster a dialogue
between non-governmental (NGQ) projects and relevant professional or government
institutions. Cross-institution coordination could make good use of the particular
strengths of each institution: NGOs would benefit from the technical expertise and
direct linkages with the government or professional institution; the government or
professional institution would benefit from the project experience and gender and pov-
erty perspective of the NGOs; and, most importantly, the women entrepreneurs would
benefit from the widest possible range of interventions and support.

The Indian experience suggests several options available to donors seeking to remove
structural barriers and to improve the peolicy enviranment that affects the micro enter-
prises of women: options for research activities, project intervention, and influencing
poticy. For each of the options listed below, donors also have the choice of whether to
carry out the option directly (through their own staff or consultants) or whether to
carry out the option through host country institutions (non-government, professional,
or government).

6. Refer 1o Chen (1989) for a detailed discussion of the sectoral approach to promoting women's work in
India.
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4. Research

- Collecting data and conducting research on SMEs to promote a policy dialogue.

- Conducting policy studies on SMEs to promote a policy dialogue.

- Documenting how SMEs have responded to specific policies and how policies
may promote SME growth,

- Building national capacity for policy analysis and research.

- Developing national research capacity to collect, analyse, and disseminate infor-
mation on topics relevant to SMEs.

- Conducting rescarch on growth sectors and factors that influence access or entry to
and product development or diversification within these sectors.

- Researching the consistency of growth-led policies with establishing or protecting
SMEs.

- Conducting a series of sector specific analyses of SMEs, employing both a gender
and a class framework.,

- Conducting a series of case studies of pilot projects in support of SMEs in specific
sectors or subsectors.

- Preparing country and sector specific guidebooks on SMEs for use by planners and
practitioners.

- Sharing this research information with host country planners and practitioners and
with the international donor community.

b. Project Interventions

- Supporting demonstration projects that can influence the intended policy andience.

- Supporting demenstration projects designed to mainstream women into the magor
sectoral plans and programmes of government.

- Supporting sector specific strategic planning exercises or specialized training ses-
s10ns.

- Promoting mechanisms for SMEs {and SME programmes) to engage in policy
dialogue.

- Supporting efforts to build representative institutions for SMEs to address struc-
tural constraints and to represent SMEs before government planners and policy-
makers.

- Coordinating with other donors and policy-makers on SME policy issues,

- Strengthening NGO or other institutional capability to lobby for policy reforms.

- Promoting technological improvements for sectors or subsectors (e.g. the service
sector) where women predominate.

- Promoting instituticnal changes that would increase SME access to banks, coop-
eratives and other enterprisc-related organizations.

c. Policy Meagsures

- Raising SME policy issues in the context of host country or donor community
dialogues about structural adjustment, growth strategies, poverty alleviation strate-
gies or other relevant iopics.
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- Supporting government efforts to develop national strategies to address SME
problems.

- Advocating policies that would generate demand for small-scale production and
avoid subsidization of competing large-scale enterprises.

- Advocating policies for promoting labour-intensive, small and micro enterprises.

- Advocating supportive policies in the areas of credit, interest rates, taxation, li-
censing, and investment privileges,

- Advocating SME specific marketing policies: such as the government purchasing
scheme adopted by India that limited the public sector purchase of specific goods
and services to SME-suppliers.

- Advocating legislative and municipal reforms that would sanction informal sector
work.

- Advocating policies for maternity benefit, child care, life insurance, and occupa-
tional insurance schemes for wotnen entrepreneurs.

Conclusion

In conclusion, it should be emphasized that programmes in support of SMEs, particu-
larly those in support of women’s enterprises, have the potential of producing both
equity fin that the poor, particularly poor women, are concenirated in SMEs) and
growth (in that SMEs constitute a large and, in some contexts, increasing share of
national economies).
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IX. Creative donor interventions

by Marilyn Carr

Although the majority of people in developing countries depend on agricultural pro-

duction for their livelihood, the non-farm sector has just as important a part to play in

support of agriculture and, increasingly, as a direct source of income for masses of
poor people.

In the past, development sirategies have tended to emphasize large-scale, capital-
intensive, urban industries based on imported technologies and skills, promoting
goods which can be afforded only by small elite and creating few employment oppor-
tunities. Many such industries have proved to be ‘white elephants’, depending on
government subsidies and foreign equipment and expertise for their continued exis-
tence. Few have had any major impact in terms of contributing to sustained develop-
ment.

By focusing only on agricultural production at one end of the spectrum and large-
scale urban industry at the other, an important sector of economic activity has been
overlooked. This is the small and micro enterprise sector which comprises millions of
artisanal units in the urban areas and many more millions of household units in the
rural areas, as well as a substantial number of small modern factories.

tncreasingly, it is recognized that this sector, which is sparing in its use of capital and
foreign exchange, draws heavily on local skills and resources, and produces basic
goods and services demanded by the bulk of the population, holds the key to a develop-
ment process in which the majority of people can participate and from which the
majority can benefit.

Many developing country governments, donors and international agencies {although
far from all) are now anxious to channel increased resources into the promotion of
sall and micro enterprise. As support for this sector grows and as more experimen-
tation lakes place, the evidence is increasing as to how difficult it is 1o have any
significant impact in terms of contributing to sustoined development.

In particular, three points have come to light. First, not only is the sector huge, it is
also very diverse; and fuzzy thinking, which has failed to differentiate between the
characteristics and needs of modern small industry, urban informal units, rural enter-
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prises, and rural non-farm activities, has led to much confusion when trying to design
support programmes and formulate policies.

Second, many of the early attempts at small enterprise promotion, usually channelled
through governmental small enterprise organizations, have tended to benefit the bet-
ter-off, larger and more urban small and micro entrepreneurs. The bulk of the people
in the sector, the so-called microentrepreneurs in the urban informal and rural areas
- many of whom ure women -have not benefited at all from such interventions.

Third, while some of the more recent small enterprise programmes have focused
specifically on the smallest entrepreneurs and on disadvantaged groups such as
women, they have managed to reach only a handful of the people involved. Thus,
although such programmes highlight the benefits of assisting these enterprising
people to help themselves, the question remains as to how this can be done effectively
on a widespread and sustainable basis. It is this question which forms the basis for
discussion in the following pages.

The chapter commences with a brief review of experience in small enterprise develop-
ment to date. It then looks at how donors and infernarional agencies could reorient
their thinking, policies and programmes in a way which promotes the small enterprise
sector more effectively. A final section highlights some key issues for discussion.

1. Assisting Small Enterprises: Experience to Date

.1. The SMIDA Approach

The traditional and commonly thought-of channel of support for small enterprise are
the Small Industry Development Agencies (SMIDAs) which have been set up in many
countries in the last two or three decades to provide a comprehensive range of support
services. These are normally public institutions and they include the SIDOs (Small
Industries Development Organizations) in Tanzania and Zambia, the SEDCOs (Small
Enterprise Development Corporations) in Zimbabwe and Swaziland, Small Indusiry
Corporations and Boards in Pakistan, and Smatl Industry Services Institutes and Dis-
trict Industry Centres in India.

For the main part, the impact of these schemes has been disappointing. First, many of
the agencies have failed to promote a significant number of enterprises. For example,
SIDO in Tanzania established onty 0.5 small industrial enterprises per staff member
per annum between 1978 and 1983 that are still operating (RSIE, 1988).

Second, even those SMIDAs which have managed to establish Jarge numbers of new
enterprises and to reach out to large numbers of entrepreneurs have tended to make
contact only with the wealthier, urban tip of the iceberg. The bulk of entrepreneurs in
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the urban informal and rural sectors have normally not been able to benefit from their
services. Women in particular have had difficulty in making use of SMIDA services.

Third, there has been a tendency for SMIDAs to become dependant on external
sources of funds for their existence, and even worse, many of the industries they have
helped to establish are also dependant on continued external support because of exces-
sive use of imported equipment and inputs (RSIE, 1988). This reliance on import-
intensive techniques, combined with the fact that the entrepreneur is not usually in-
volved in the early but crucial stages of product design and technology selection, have
been found to stifle the development of indigenous entrepreneurship in countries such
as Tanzania (Wangwe & Bagachwa, 1988).

Fourth, SMIDAs have concentrated almost totally on the supply of services to small
entrepreneurs and played an insignificant part in undertaking research into and influ-
encing the economic and legal environment within which smail enterprises operate.
Not all SMIDAs have such a function within their terms of reference, but given the
importance now being attributed to getting the environment right (RSIE, 1988) this
would seem to be an important issue for government-related small enterprise bodies to
address. As things stand at the moment, SMIDAs may cven have a negative effect on
the overall environment for small enterprise since governments which have estab-
lished such agencies can point to this as their contribution to the sector and then ignore
more important policy issues,

This is analogous to the situation concerning the use of appropriate technology where
many govermments (and donors) put relatively small sums of money into appropriate
technology centres or units and then proceed to choose inappropriate technologies in
their overall programmes.

Despite their apparent weaknesses and failings, SMIDAs continue to receive the lion’s
share of donor assistance for small enterprise development in the Third World. Some
of this relates to correcting deficiencies noted above. For example, donor assistance is
being offered to several SMIDAs to increase their capacity to assist women entrepre-
neurs. For the main part, however, it is difficult to see how such centralized, rigid
mstitutions could ever reach and effectively assist the bulk of small entrepreneurs in
the urban informal sector and in the rural areas.

1.2. The Informal Sector

It is estimated that approximately half of the urban population in the Third World
depends directly or indirectly on the informal sector for its livehood (ILO, 1986). In
addition, over 20% of the rural labour force now participates in off-farm activities. A
very high percentage of entrepreneurs and workers in the informal sector are women.
In Sierra Leone, over 80% of owners of tie-dye establishments are women. Women in
the rural industries of Bangladesh constitute over 34% of the workforce. In Honduras,
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wornen own about 61% of all small enterprises and employ nearly 50 per cent of all
workers. And in rural Guatemala, women contribute 50% of the workforce in textiles,
47% in food processing and baking, and 65% in commercial services (ILO, 1986).
Women’s involvement in enterprises is particularly high in rural areas {ORU, 1988).

The dependency for their livelihoods of the very poor, and particuiarly of poor
women, on informal sector activities has become a streng argument in favour of its
promotion, There are, however, a number of issues and problems facing those who
seek to promote it,

First, there are those who query whether the informal sector entrepreneurs need assis-
tance at all. For example, Harper (1988) states that the sector is “self-contained and
balanced in that there are informal mechanisms for providing finance, for marketing
and supply, for premises and for training. They may not be ideal, but they do exist and
expand or contract in response to demand "

Many attempts at helping this sector have, he feels, resulted in a waste of resources
and, in some cases, had a negative impact on intended beneficiaries. He does, how-
ever, accept that training and technical assistance may be useful for micro entrepre-
neurs wishing to ‘graduate’ into the formal sector, and for disadvantaged groups such

Dependency of the very poor on informal sector activilies.
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as women and refugees who do not have automatic access to the ‘network of services’
available within the informal sector.

Second, while many agree that the entrepreneurs in the informal sector must be as-
sisted, consensus soon ends over the issue of how. Some argue that all the entrepre-
neurs in the sector need is an end to harassment of their activities by the authorities and
legalization of their position. Others feel that provision of credit at commercial but
non-exorbitant rates is the most important fortn of assistance. Stll others argue for
provision of technical assistance and training either with or without credit,

The evidence is mixed, but it does seem that the less entrepreneurial individuals (e.g.
women} need a greater input of services than others in the sector. Many studies have
concluded that assistance programmes become more expensive and mote complex in
situations where latent entreprencurship has to be uncovered and where special barri-
ers to entry have to be overcome. To concentrate only on the simpler and least costly
programmes (e.g. the Kaolack scheme in Senegal) may result in reaching larger num-
bers of entreprencurs in a cost-effective way, but it means that the group of people
most in need of assistance will be left out altogether.

Third, although they are on the increase, there is still a lack of local agencies through
which external assistance can be channelled to the informal and rural enterprise sec-
tors. For the main part, the agencies involved are indigenous and international NGOs
and associations of small entrepreneurs. In some countries, various government de-
partments involved in rural development are also active in encouraging rural enter-
prises. Such agencies have the advantage of holding the trust of the entrepreneurs they
seek to serve, They also normally have a participatory approach to development which
leads to successful projects. In total, however, they would have difficulty in extending
comprehensive services to more than a small fraction of the poor household involved
in productive activities. In addition, some of these agencies have a welfare orientation
which diminishes their value as a channel of improved business methods, Women's
organizations and NGOs, and extension officers who work with rural women seem to
be particularly prone to this approach, and the result has been proliferation of non-
viable projects which do little to raise women's incomes ar status.

Fourth, the lack of competent partners in developing countries has resulted in

- overloading of the few good agencies which do exist;

- attempts to increase institutional capacity;

- giving direct assistance to small entrepreneurs without going through an interme-
diary.

Good agencies can cease to be effective if they take on more work than they can
handle. Small agencies which are working well at a local level may not perform so
well if they greatly expand their operations with a massive influx of donor funds. And
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direct assistance to entrepreneuss is not a sustainable option (although it may be useful
for demonstration purposes as in the Kaclack experiment in Senegal).

Fifth, because donor interest in small enterprise promotion is so great at the moment,
there is a tendency for donors and agencies to duplicate each others activities. A
current cxample of this comes from Malawi where UNDP has recorded a total of eight
projects which propose 1o increase women’s access to income-generating activities
through running business training courses for extension workers or increasing
women’s access to existing business advisory services. Without some attempt at coor-
dination on the part of UNDP, these eight projects would undoubtedly duplicate
efforts in respect of development of training materials. Worse still, they could train the
same set of trainers (and rural women) in differing and conflicting ways.

In summary, although enthusiasm for working with the informal and rural enterprise
sector is running high, success stories are as yet few in number, and obviously there
are some major obstacles to be overcome if more is to be achieved. Approaches which
donors and international agencies might take in seeking to overcome these obstacles
are explored in the following section.

2, Filling the (zap: the Role of Donors and Agencies

2.1. Demand or Supply?

One of the major concerns of those involved in small enterprise development is that to
date, only a tiny proportion of potential and existing entrepreneurs have benefited
from assistance measures. This is largely a consequence of the almost total concentra-
tion on programmes which aim at the direct supply of services. For the main part, the
demand-side of the equation has been tgnored.

Where issues of demand have been addressed in the past, this has normatly been at the
sectoral level, with attempts being made to redress the discriminatory effects which
industry policy {(which has normally favoured large-scale industry) has had on the
senall and micro sector. Areview of the development plans of 41 developing countries
{Sinha, 1983) found that the vast majority stated an interest in encouraging small-
scale, often decentralized industries, and most specified a number of policy instru-
ments which should be implemented to enable small industries to compete on equal
terms with large industries, or even to enable them 10 operate in a protected environ-
ment, However, policy pronouncements do not always lead to implementation of
policy measures and, even when rmeasures are implemented they do not always result
in a positive impact on intended beneficiaries. The 1983 review found little evidence
of impact on small firms, but it would be interesting to update this exercise to sce what
has happened six years on. Even if effective, however, such measures have relevance
mainly for the small modern industry sector: they would be unlikely to be of help to
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the bulk of the entrepreneurs who operate outside of this. Recent studies and trends

indicate that these enterprises - the bulk of which are in rural areas and small market

towns - can best be helped through demand-side policies which result in an increase in

rural incomes and a consequent increase in demand for the products and services of

micro enterprises. Such demand-side macso policies include (RSIE, 1988):

- investments in infrastructure and social services in rueal areas;

- price policies to ensurc favourable terms on trade for the farmer:

- wide distribution of benefits in rural areas so as to generate sufficient effective
demands;

- agricultural investments in irrigation extension and research and provision of
credit to farmers.

It is now argued that, in the absence of a favourable econemic cnvironment which
stimulates demand for the basic goods and scrvices provided by small enterprises,
supply-side measures will have a limited effect and may even fall flat on their face.
Thus, donors are being urged to ensure that favourable policies are in place before
providing supply-side assistance (0 smal! enterprise, and in those cases where the
environment is unfavourable, to channel assistance towards changing the situation.

This represents a radical departure from normal donor and agency practice in this
sector and it is not surprising to find that, as yet, while several donors express a
theoretical preference for the macro policy approach, external assistance rarely takes
the form of policy assistance, and support for small enterprise is rarely a consideration
in policy leverage situations.

As far as policy leverage and conditionality is concerned, one study (Haggblade et al.,

1986) concludes that
“this approach has met with some success in case of stabilization policies, particu-
larly during the course of foreign exchange crises. We have found less evidence of
successful leveraging aimed at developmental policies coneerned with enterprise
or empioyment questions. It may be unrealistic to expect leveraging 1o work in
these areas, given the non-crisis and wide-ranging nature of the policy changes
required, the analytically and politically controversial nature of such changes,
and the limited amounts of funds likely to be available for conditional assistance
Jor these types of changes.”

Of course, if external assistance is needed in the wake of an economic crisis, the
opportunity could be used to include small enterprise-related policy in the adjustment
programme. But as usually agencies such as IMF and the World Bank which are
involved in structural adjustment programmes, to date, have shown no intercst in
including a small enterprise policy component.

Such programmes can and do benefit small enterprise indirectly. For example, the
closure of modem factories in Niger following a structural adjustment programme led
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to micro enterprises taking over the manufacture of agricultural implements, metal
beds and jam (Van Dijk, 1988). The effects are not always beneficial, however, and
donors who arc interested in small enterprise promotion but who lack sufficient clout
individually to engage in effective policy leverage should consider what options re-
main.

One suggestion is that individual denots could use their membership of agencies such
as the World Bank to focus their attention on small enterprise promotion {Teszler,
1989). Another option is for donors to collectively exert leverage at the country level
through the UNDP Resident Representative who shares responsibility with the host
government for field coordination of donor and agency activities,

A longer term option, and probably one of the more important contributions donors

can make, is assistance in building up indigenous capacities for policy analysis. This

can involve

- strengthening the data base on which policy analysis rests;

- highlighting and disseminating information on successes and failures;

- supporting educational and research institutions where staff and graduates can in-
fluence policy formulation;

- supporting the formation or strengthening of policy making units;

- assisting policy makers (through training) to gain a better understanding of the
complex ways in which policies affect different sectors of the economy.

In all of the above, an attempt should be made to build on the work already done on
policy research and the building of indigenous pelicy analysis capacities in the field of
appropriate technology choice.

2.2, Balancing Supply and Demand

While demand-side policies provide an important stimulus to small enterprise devel-
opment, supply-side measures are often also needed to enable small enterprises to
respond to the increased demand for their products and services. It has been pointed
out that women and other disadvantaged groups in particular will be unlikely to be
able to respond adequately to favourable demand situations without the implementa-
tion of measures aimed at improving distribution and access (ORU, 1988).

In this respect, a comparison can be made between the strategy needed for small
enterprise development and the strategy used to promote agricultural development
which has successfully mixed demand-side (price) policies and supply-side interven-
tions {technology and infrastructure). A major difficulty in the case of small enterprise
development is that the enterprises are more diverse and local in their inputs and
markets than farming and, in the case of rural enterprises, they are also much thinner
on the ground. They are, therefore, relatively more difficult to reach and to service
effectively.
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In most developing countries there is usuaily a fairly comprehensive network of
agricultural extension agents who can reach the majority of farmers. Normally, there is
also a network of community development workers whose job it is to organize and
mobitize local people. By contrast, there are very few examples of rural industrial
extension services at government level, and where they do exist (one example is the
Rural Industry Officers in Botswana) they are insufficiently resourced to deal ade-
quately with the task in hand. Finally, while extension staff in public small enterprise
support agencies (such as SMIDAs) have been able (o reach many urban-based small
madern entrepreneurs, their outreach in the urban informal sector is very limited. To
the limited extent they are able to, it are NGOs which have attempted to fill the gap,

It is to this issue of filling the gap in supply of inputs and assistance to small enter-
prises that donors and agencies have normally addressed themselves. To date, atten-
tion has been focused on supporting SMIDAs but as it has become increasingly clear
that this often represents an expensive way of providing a few better-off entrepreneurs
with a whole range of subsidized services which they could probably do without, these
agencies have come in for much closer scrutiny.

There is no suggestion that external support should be withdrawn entirely from
SMIDAs, however, as donors and agencies can play an important part in molding
them into effective institutions. For example, they could be encouraged to curtail some
of the least successful of their ventures such as management of industrial estates.
Assistance could be given to set up more branch offices so as to reach entrepreneurs in
smaller towns. And assistance could also be given to assist in the process of reaching
greater numbers of women enirepreneurs. SIDA has been assisting SIDO in Tanzania
in this respect and UNIFEM has made funds available to SEDCO Zimbabwe to host a
meeting of all SMIDAs in the SADCC Region to discuss increased support for women
entrepreneurs. SMIDAs might also be encouraged and assisted to play a role in advis-
ing on pelicy formulation in support of small enterprise development. Thought should
be given, however, to the pros and cons of placing such a function in a SMIDA versus
somewhere more in the mainstream of economic policy making,

Given the disappointing performance of the SMIDAs, however, donors and agencies
have increasingly turned their attention to finding other channels through which the
supply gap can be filled.

2.3. Partners in Development

a. Donors and NGOs

Given their impressive record in assisting the poorest entrepreneurs (albeit limited
numbers of them) in the urban informal and rural areas, more and more external
assistance has been channeled to NGOs.
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A nurnber of comments can be made about this relationship. Firstly, NGOs work in
very different ways from donors and international agencies and cooperation between
two parties which is not based on an adequate understanding of each other can be
problematic. Donors should, therefore, make a greater attempt to get to know the
NGOs they seek to work with to increase their understanding of how the ‘grassroots’
approach works. The example of the NGO Division of UNDP in training its field level
staff in the NGO approach to devetopment could be copied by other agencies,

Secondly, and related to the first point, doner and international agenctes should not
overlook the value of researching NGO experiences when designing assistance pro-
grammes, For example, the World Bank programme to assist with rural employment
creation in Bangladesh through establishing Upazila Employment Resources Centres
(UERCs} is based on a very thorough review of NGO experience with rural employ-
ment creation in the country.

‘Thirdly, even though most developing countries have a multitude of NGOs (including
associations set up by small entreprencurs themselves), donor attention is normally
focused on only a few of the better known, and presumably more successful ones, One
problem with this is that the better known NGOs can be persuaded (o take on more
work than they can handle or may be transformed from a workable small organization
into a much expanded version which cannot duplicate the same results on a larger
scale. Of course, there are exainples of successful grading-up of pilot schemes - the
Grameen Bank in Bangladesh and the Northeast Union of Assistance to Small Busi-
ness {UNQ) project in Brazit (Hunt, 1985) being two of the better known, However,
other successful organizations have failed to survive the test, and donors need to
dedicate a maximum of care 1o planning for such expansion,

In doing so, they should also bear in mind the need to be able to disperse assistance
required by the NGO as gquickly as possible if it is to be of maximum use. The example
of bilateral assistance for the replication of the successful Intermediate Technology
Transfer Unit scheme of the Technology Consultancy Centre in Ghana illustrates this
point, In the case of one donor, a delay of five years was encountered between design
of the proposal and commencement of the project. In the case of another donor an even
longer delay of ten years was experienced because of excessive bureaucracy (Smillie,
1986}. This does not lead to harmonious donor-NGO retationships, but is there a
choice for NGOs which want large amounts of assistance to grow bigger? One sug-
gested route is for donors to channel more of their funding to Third World NGOs
through NGOs in the First World.

Another point of concern is that the many smaller and lesser known NGOs in develop-
ing countries often have no access to donor or international agency assistance, and it is
these groups which often work with the poorest households in the most remote areas.
How can donors effectively reach these groups? In some countries, a focal NGO can
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act as a conduit between local NGOs and donors, as well as providing them with
services such as training and information on technology. Dina Desa plays this role in
Indonesia. In other cases, various types of ‘umbrelta’ organizations exist which under-
take similar functions on behalf of their NGO members, The Micro Industries Devel-
opment Centre plays this role in the Philippines. Where such organizations do not exist
donors could assist in their formation, or assist an existing NGO to do the job. Aid
would be channelled to small organizations through the focal agency until such time as
they are able to receive aid directly. The focal agency would then be abie to turn to
building the institutional capacity of other small NGOs (Ashe, 1985).

Fourthly, while most local NGOs have a good understanding of the communities in
which they work and strong community programmes, many have a welfare orientation
which timits their usefulness in small enterprise promotion programmes. There arc
serious doubts as to whether it is possible to transform the more typical small, welfare
oriented NGO into an enierprise development organization capable of achieving sig-
nificant scale (McKee, 1987). However, donors should examine ways and means of
enabling such organizations to upgrade their knowledge and understanding of basic
business skills since they are often the main source of assistance avaiiable to disadvan-
taged groups such as rural women. Even larger NGOs often start off with a welfare
appreach. In their case, however, there are several examples of donor assistance to set
up business programmes (USAID assistance to NCCK in Kenya; Ford Foundation and
ITDG assistance to BRAC in Bangladesh).

In conclusion, systematic channelling of external assistance through NGQOs would
seem to be a promising avenue for reaching targeted sector of small entrepreneurs
{particularly marginal entrepreneurs, women or refugees).

b. Donors and Government

Experiences in channelfling external assistance through SMIDAs have already been
discussed, but are there other ways in which donors can try to assist the smallest
enterprises through government institutions?

One area of interest relates to supporting business training for relevant extension
workers such as home economics agents or community development workers who are
often expected to help women set up income-generating activities but lack the skills to
do this on a sound business basis. An international NGO, World Education Inc., has
been training home extension workers in Swaziland in business skills (using Kenyan
women entrepreneurs as trainers), and it plans to run similar training courses for
community workers in Malawi. It remains to be seen whether this results in the
establishment of viable businesses.
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c. Donors and the Private Sector

Another channel through which donor assistance could be routed is the private com-
mercial sector. Entrepreneurs and business people are often the best people to train or
give advice and evidence suggests that entrepreneurs prefer getting advice from busi-
ness people rather than from governmental officials,

At the level of small business, there are examples of successful experiments which
could be copied and replicated by donors and agencies. The African Women’s Task
Force which was initiated by [INECA to enable small businesswomen to travel o
other African countries to transfer their (technical) skills to other women could be
expanded with increased assistance.

In Somalia, local business people were paid by an assistance project to train refugees
in appropriate local skills. This not only ensured that the skills and the training were
relevant to the local resources, but it also provided a means whereby the trainee-
refugees could start to make contacts in the busincss where they were being trained, in
preparation for starting their own (Harper, [988). This could be tried in other countries
with large refugee populations. In addition, ways and means should be explored of
building up the capacity of the network of small traders in rural areas to deliver advice
and information to the smallest and most vulnerable enterprises.

There are examples of successful experiments.
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At the large business-level, denors could assist by exploring ways in which sub-
contracting relationships could be better developed with small enterprises as a way of
expanding markets. While this sort of assistance is more likely to assist modern small
enterprises, some of the traditional small eaterprises may also benefit. Donors and
agencies could also discuss cooperation with the large-scale industry sector in estab-
lishing some sort of rural industrial extension network which would lead to increased
prosperity in the rural areas and ultimately lead (o increased markets for the products
of large industries.

The commercial banking sector is another avenue worth exploring. Recent experi-
ments and studies reveal that a significant, unmet demand for credit exists at a price
sufficiently high to cover the high transaction costs inherent in underserved rural
markets. Donors might pursue further experimentation of this kind with a view to
entering into a dialogue with the banks on measures needed to foster the commercial
replication of successful approaches (Robert Nathan Associates, 1985). Attention
should be paid to the fact that certain types of potential borrowers may not be able to
benefit from such developments for reasons other than price. For example, women
who have no collateral in their own name are normally rejected by commercial banks.
In this respect, innovative guarantee schemes such as those introduced by Women's
World Banking, UNIFEM and others should be further encouraged and assisted.

d. Donors and Donors

Finally, donors must, of course, work with each other both at the tield level and at
headquarters. At the field level, coordination of donor activities is in theory the re-
sponsibility of the Resident Representative of UNDP who reviews annual foreign
assistance cfforts. This exercise is voluntary and coordination is therefore difficult to
achieve, particularly in an area which covers so many areas and has no specific focal
point within the agency itself or its field offices. UNDP offices now have focal points
for priority arcas such as Women in Development and NGOs. These focal points are
expected to assist with coordination of activities in these sectors and they receive
training and other support from special units in headquarters. Donors and agencies
could request UNDP to consider establishing a focal point for smatl enterprise devel-
opment in each field office.

At headquarters level, coordination is assisted by an informal network of individuals
responsible for small enterprise development in their agency. This network includes
representatives from most of the major bilaterals involved in the sector as well as a
number of multilateral agencics. Members meet annually in different host countries to
review priority areas in small enterprise development and exchange views and infor-
mation, Informal exchanges occur between meetings,

This is a useful coordinating device which deserves continued support from the agen-
cies involved. A headquarters problem which it does not solve, however, is the lack of
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sufficient in-house expertise on small enterprise development in most donor agencies.
If effective donor policies and programmes towards small enterprise development are
to be designed and implemented, this is a matter which needs urgent attention.

3. Do Special Groups Need Special Assistance?

While macro demand-side measures have the potential of making their impact felt on
all entrepreneurs, it is unlikely that supply-side measures could ever reach the entire
existing and potential small entrepreneurial population in a country - even if donor
assistance successfully strengthens the outreach and delivery capacity of government,
NGO and private commercial institutions,

In a situation where an entire sector cannot be covered, certain sub-sectors have to be
targeted for assistance. There is considerable debate as to criteria for selection of these
target groups, Some argue for limiting supply-side assistance to those small entrepre-
neurs who can abselutely not do without such assistance and who require a complex
and expensive package of inputs. Others argue that assistance should be targeted at a
level of entrepreneur who, although still very small and informal, has more substantial
resources than those in the very poorest group, Much of this discussion revolves
around the importance of making women a special focus for attention since at the very
tiniest end of the enterprise-scale, it is women who predominate. Thus, the higher the
cut-off point for assistance, the more likely it is that women’s needs will be ignored.

A separate but related issue is whether women who have been targeted for assistance
require special programmes, Evidence suggests that because of the special constraints
which women face in the running of their enterprise, programmes designed to assist
them will need to cover much more than training, technical assistance and credit
related to business or income-generating activitics, A recent study of women entrepre-
neurs (ORU, 1988) maintains strongly that a successful aid strategy addressing this
group must also incorporate a minimum level of social provisions as a basis for further
development and empowerment. Experiences to date with organizations such as
SEWA and Grameen Baok tend to bear out this view.

Other special measures are often needed to effectively serve women entreprencurs. A
recent study of the Port Sudan Small-scale Enterprise Programme (Hall, [988), con-
cluded that reaching out to women (almost half of the Programme’s clients) where
they live and work is a very effective strategy to increase their participation in a loan
scheme. Unlike so many other loan schemes, women can take part without having (o
gather up their courage to take the daring, often disapproved of step to go to a public
office to ask for a loan. In addition, there is a great advantage in having women work
with women (half of the staff are female). Both unsolicited and regular home visits are
unremarkable and unobjectionable if they are made by women. Training is also of-
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fered in the home/work place at times which fit in conveniently with women's multi-
tudinous daily tasks. Perhaps the point needing greatest stress is the overwhelming
importance of recruiting adequate numbers of female extension workers in assistance
programmes aimed at poor women,

UNIFEM has now had over 10 years experience in targeting assistance directly at the
productive activities of women micro enfrepreneurs and women's groups. A great deal
of this activity has focused on the priority areas of food production and food process-
ing - the latter being one of the few viable business activities that can be started in
sparsely populated, low income rural areas experiencing no rapid growth in income
{RSIE, 1988).

The experimental projects promoted by UNIFEM over the years bear out many of the
above findings relating to targeting special groups. Assistance has normally taken the
form of an integrated package of inputs comprising credit, training and technology,
and they are normally proceeded by careful research into women’s priority needs and
local socie-economic conditions., An impaortant part of these technology-related pro-
jects has been identifying local technology agencies and private firms whose engi-
neers are willing to work with intended women beneficiaries on the design and adap-
tation of technologies suited to their needs.

It has been found to be important to include men in most UNIFEM projects and they
benefit too; directly as participants and indirectly as a result of women’s increased
incomes. The important thing is that women are never excluded {as is often the case in
mainstream projects) and as a result, everyone is better off. As is the intention with
UNIFEM projects, many of its successes at the pilot level have been taken up by
bitateral donors for widespread replication.

Conclusion

There is now increased interest among donory and international agencies in suppor!-
ing the small enterprise sector and a growing concern that existing forms of external
assistance might be inappropriate 1o the task in hand. In particular, the conventional
strategy of channelling assistance for the sector through centralized small industry
development agencies can benefit the more urbanized, modern small but seems hope-
lessly inadequate in terms of helping the millions of smallest entrepreneurs in the
urban informal sector and the rural areas. The major question being asked is how
donors and international agencies can best channel their resources in order to assist
this massive, diverse, scattered and difficult to reach group of people.

Debate seems to centre around two major issues:
(i} to what extent should donors devate more attention to demand-side policies affect-
ing the economic environment for small enterprise development,
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(11) to what extent should donors move away from channelling supply-side assistance
through centralized small industry support agencies and experiment with new de-
tivery mechanisms.

In both cases, there is also a need to debate how any desired shifts in emphasis can
best be achieved.

a. Demand versus supply

Emphasis to date has been heavily focused on supply-side assistance measures and

there is undoubtedly some scope for paying more aitention to demand-side policies.

- Is the evidence in support of the impact of macro policies on small enterprise
development strong enough to warrant a substantial shift in emphasis?

- Do we know enough about the likely impact of various policy related measures to
be abie to decide where donors should place emphasis?

- Towhat extent can donors and international agencles have an impact individually,
and to what extent is there a need for a coordinated approach?

h. Supply-side mechanisms

Emphasis to date has been heavily focused on channelling supply-based assistance

through centralized SMIDAs which have very little outreach in the informal sector

and rural areas.

- To what extent should future external assistance be focused on making SMIDAs
maore effective? Could such Institutions help informal enterprises either directly or
indirectly through advising on policy formulation?

- Should the major emphasis of future assistance be on experimenting with new
delivery mechanisms?

- Isthere enaugh evidence to show what the most appropriate mechanism for reach-
ing informal enterprises might be?

- How can donors best work with and through NGOs, private companies and banks?

- 15 the evidence In support of the importance of women in the small enterprise
sector strong encugh fo warrant special attention being given to them? What types
of assistance are best suited to women entrepreneurs and to what extenr can
donors make use of existing specialist agencies in channelling this support to
them?
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X. Intervention programmes still needed?

by Klaas Molenaar

Complementary to the afore mentioned issues a number of guestions related to small
and micro enterprise development were further discussed during the 19589 Workshop
“Small Scale Enterprise Development, In Search of New Duich Approaches”. An
holistic approach to the development prospects of the sector invites for further analy-
sis of such issues as:

- the role of technical assistance programmmes;

- the role of rechnology;

- the role of non-governmental organizations,

- the role of research programmes.

In an annex to this chapter some remarks are also presented about the capacity of
Dutch organizations to implement new policies. This chapter is a summary of the
discussions of the above-mentioned items during the workshop.

1. Technical Assistance

The RSIE report (1988) has revealed that SMIDAs to date have not generated the
results originally anticipated. Notwithstanding the limitations of SMIDAs it would be
incorrect to draw the conclusion that non-financial assistance would not be effective at
all. Technical assistance will remain to be an important instrument in the programmes
to promote and develop micro and small enterprises,

Two levels of assistance can be distinguished:
(i) Direct assistance to the target group.
{iiy Assistance to intermediaries (local and national),

The traditional types of intervention, such as management training or management
advice and consultancy services, still need to play a role. These types of intervention,
however, need further adaptation to prevailing conditions, While being considercd
relevant it has also become evident that new approaches are required. Such new
functions requiring a massive input are:
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- Participatory training and extension methods, which require guidance and linkage
to other programmes but also a changing attitude of officials on high policy level,

- Promotion of small and micro enterprise associations, which is a very labour-
intensive work since a lot of assistance is required in the formation and develop-
ment of such associations.

As to the need to develop new methods for transfer of kaow-how to small and micro
enterprises it is understood that research and development capacity is to be built up in
developing countries. Universities and training institutes are to be supported further in
order to ensure that they are in a position to develop new methodologics and concepts.
At the same time it is betieved that local expertise is to be mobilized further. In this
field donors can play an important role as they could consider contracting local con-
sultants more often for the execution of small and micro enterprise promotion and de-
velopment programmes. Similarly, thought could be given to the idea to build up — and
strengthen existing — networks of experts and institutions in developing countries in-
volved in such new approaches as participatory training and extension.

With regard (o the role of intermediaries a strenger involvement of local organizations
{NGOs, PVOs) is considered to be important (see also section 3). However, taking into
account the size of problems, other entititics will also play an important role, such as
national institutcs, partly the more traditional small and micro enterprise development
agencies, financing institutions, and other institutions at national level, In this way,
through joint operations of both public and private organizations, achievements can be
increased significantly, since NGOs alone lack sufficient capacity to do so.

However, such local intermediaries (c.g. NGOs, PVQs, church groups) need to build
up institutional capacity and their staff have be to trained.

Thus, assistance is required by national institutions to back up activities of local
institutions. These national institutions might either provide credit or give professional
advice in specific subsectors.

In order to allow the national institutions to perform these new functions, due attention
should be given to:

- Institutional development.

- New measures to make the institutions viable and sustainable in these functions.
- Policy development support, since often a deviation from tradition is needed.

- Staff training (e.g. the problem of loan officers for credit institutions).

Finally, the element of subsidy, which implicitly is always imbedded in technical
assistance, should be compared with other activities. Especially in the agricultural
sector, governmental support systems consume large amounts of money. The amount
required for the smali-scale industrial sector is relatively insignificant, and should not
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necessarily cause much problems. Further assessment of the practices in the agricul-
tural sector are recommended in order to learn from such experiences, especially as to
the question of reaching large numbers of beneficairies in a cost-effective way.

In general, one can conclude that technical assistance is stilt required in order to tackle
the many new fields identified in the previous chapters.

2. The Raole of Technology

In chapter V ample evidence has already been presented about the importance to

create an environment favourable to the promotion of adequate technologies. Still due

attention is also to be given to the promotion of technology at micro level, Small and

micro enterprises can be assisted by the introduction of the right technology. To assess

the impact of tcchnology a number of guestions have to be put forward such as:

- Why have certain developments taken place and others not?

- What are the success factors of programmes that promoted the use of certain types
of technologies?

- What are the linkages between technology promotion programmes and other sup-
port programmes?

Within this context, lessons can be drawn from specific experiences.

- Firstly, lessons can be drawn from experiences gained in field projects introducing
specific technologies. An example is shown in a GTZ sponsored project in Malawi
aiming at the promotion of income-generating projects for women through the
introduction of location and target group specific technologies.

In the field project in Malawi it became evident that the introduction and eventual
adaptation of new technologies, was made possible by linking the technology com-
ponent to a programme of technical assistance, training and development credit.
Most important was the general understanding of all parties involved that the
projects initiated (such as oilpressing, soap making, maize milling) should be
sustainabie in order to assure a continuous improvement of the living standards of
female headed households,

- Secondly, in depth analysis of the impact of organizations dedicating to the trans-
fer of technologies can throw more light on the relevance of technology in small
and micro enterprises. An cxample may be the role of Appropriate Technology
International {ATI), a Washington based non-profit organization that deals with
both technology development and transfer of technology.

The experiences of Appropriate Technology International are used as lessons for
the future when successful, sustainable projects become available. In the approach
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one aims at a limited number of activities that are initiated, but special care is exer-
cised to ensure that a great number of beneficiaries is reached.

ATI gives grants to specific projects ultimately aiming at a sustainable commercial
activity. The development of self-reliance is considered to be of primie importance.
From the start of a particular activity support ts organized as much as possible on a
risk sharing basis. Risks can be part of the technology; adaptation of equipment to
local circumstances and quality improvement of the raw material are crucial fac-
tors.

The economic risk is appraised by means of a cost benefit analysis. If the cutcome
is positive, ATI supports the project in the start-up phase, which lasts about two
years. Technical assistance and financial support for foreign components are given
during this period.

After the start-up phase one decides upon continuation. In case of continuation,
ATI plans gradual withdrawal from the project.

The experiments in Malawi and the activities supported by ATI are only examples of

the various initiatives in the field of development and promotion of new technologies,

Much has already been said and written about activities by others, The initialives

discussed here distinct themselves mainly because an atternpt is made to link technol-

ogy to business development and financing (Malawi) or research is carried out to

commence with sustainable programmes that can be replicated eventually without

external donor support (ATI's approach). Analyses of present technology develop-

ment programmes and transfer of technology programmes lead to the believe that

further attention is to be given to a number of issues such as:

- establishing linkages between technology development organizations;

- building up indigenous, local research and development capacity;

- introducing systems that can become sustainable;

- creating networks that are client oriented;

- setting up documentation systems and databases accessable to both field staff and
researchers.

In as far as it can be assumed that there might be an ordered spectrum of technologies

two questions have to be put forward

- whether there are areas of continuity between these technologies from more tradi-
tional to more maodern, and

- which factors would influence such transitions,

Besides the above questions further atiention is to be given to the South to South

transfer of technology, in order to avoid continuous imitation of modern technologies

only.
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3. Role of Non-Governmental Organizations

Non-financial assistance for small and micro enterprises could very effectively be
organized by local intermediaries.

Classification of NGOs is indeed regarded to be an important step towards further
support. For example, distinction can be made between an economic and a non-
economic approach. Services provided on the basis of the economic approach might
have effects which are conflicting with the target group dominated approach. Since
many people from the target group will not be able to pay fully for services, part of the
target group might not be reached when applying fully the economic approach. On the
other hand, grants create dependency and do not lead to sustainable development.
Consequently suggestions made by USAID aiming at a local contribution of at least
20% of the costs involved and avoiding complete dependency on one donor, are
believed to hit upon a viable compromise.,

Several other classifications are possible, such as micro vs. small-scale enterprises,
informal vs, formal, oppositional vs, accepted groups, all of which are considered rele-
vant as long as these are in line with the objective of the specific analyses at a given
time. These classifications refer to a continuum and not to a dichotomy. In general,
classification is seen as relevant from the point of view of organizational development.
Each type requires a specific approach. '

Bue care should be given that NGOs do not loose their specific characteristics by
becoming fully involved in one or two intervention activities, Such can be the case
when NGOs or PVOs are involved in chanelling credit (as a supporting activity to their
regular programmes) and subsequently become quasi-banks themselves with most of
the available time of the staff devoted to collection and administration of funds proper;
credit and financing institutions are still required to properly carry cut such functions.

Strong emphasis should be put on the organizational development of NGOs, which is
considered to be vital. Organizational development should be supported and this
might even go as far as playing an active role in the creation of new organizations. On
the other hand, great care should be taken to avoid overkilling NGOs, especially by
overfunding (see also section 1),

Organizational development can be supported at three levels:
(i} Target group level.

(i1} Intermediate level.

(i11) International non-governmental organizations,

A distinction can be made in suppert of organizational development between a project
approach and an organizational approach. A project approach implies short-term inter-
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ventions in combination with specific, short-term objectives. An organizational ap-
proach should contain an analysis of the organization, including that of financial data
of past perieds, discussion of objectives for future planning in relation to performance
in the past, and an agreement on what should be done in the next three years, including
financing.

In this context it is important for an organization to determine its ability to evolve
along its own lines, not according to donor perception or major macro-economic
issues.

4. The Role of Research Programmes

The starting point for any research programme supporting small and micro enterprise
development must be the relevance of the research programme proper. Further, ade-
quate attention must be given in research activities to the need of regional differentia-
tion. Different research programmes ar¢ needed for the various small and micro enter-
prises support programmes reflecting the specific target groups the support pro-
grammes intend to serve,

Research programmes should preferably be divided into two main-streams;

- Action oriented research, which must be very specific, and will be more of a short-
term nature, and

- Long-term research, which will cover a longer peried and have a wider horizon
supporting specifically (leng-term) policy programmes.

On the basis of the prevailing understanding of the need for further support to ongoing
and planned small and micro enterprise development programmes the following areas
of major attention can be identified:

Action research

- evaluation of existing knowledge;

- analyse processes which affect people (e.g. monetarization, commercialization,
technology change);

- new organizational forms and subcontracting;

- technology transfer.

Long-term research

- self-employment in a regional context;

- technical change, possibilitics or stagnation for SME;
- where do entrepreneurs come from;

- impact of government policies.
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Annex to chapter X

The Capacity in the Netherlands to Implement {New)} Policies and Programmes

In assessing the capacity for assistance to implementation of small and micro enterprises devel-
opment programmes both the demand and supply-sides should be considered.

With regard to the demand-side the following questions were raised:

- Should the Netherlands be involved in direct (or indirect) interventions or only aim at policy
level interventions? If yes, at what level?

- What expertise is necessary and what quality of this expertise is desired?

- In which way should cooperation be sought with local expertise? Although experience in
cooperation with local expertise appears to be limited, 11 is nevertheless belicved that such
cooperalion be intensified.

- How will the situation be in about five years time?

Answers to such questions are at present difficult to provide as there is so far little attention paid

to the develepment of & “communal memory” through a systematic learning process, Very little

experience is publicized and, if publicized, it is often not easily available (because of the
unavailability of reports),

With regard to the supply=side (from Dutch organizations) there appears to be a tendency to
think that expertise is limited, This may, however, be caused by the fact that experience and
manpower is extremely scattered over a large number of organizations.

In September 1988 a mecting was organized in Tilburg al the initiative of the Institute for
Devclopment Studies (TVQ) and the Royal Tropical Institute (KIT) of people concerned with
SME development. As a result of this meeting a small contact group of implementation oriented
individuals was formed. That informal group initiated an attempt 10 make an inventory of avail-
able cxperiences and expertise in the Nethertands.

A draft report of this study, which has so far a very preliminary and probing character, was
brought forward in 1989. Possibly the most surprising result was that about 50 persons (di-
vided over 34 organizations/individuals) report to have experience and be aclive in small-scale
enterprise development programmes (partially or fulfy).

The study can be seen as an interesting initiative which could serve as a starting point and a
partial contribution for further systematic investigations Lo find answers to questions like:

- What type of expertise is available?

- What is the quality of this experience?

- How can the experience required in 5- 10 years from now be formed?

- How can capacities of expertise in the recipient countries be assessed and mobilized?

- Which combinations between local, international and Dutch expertise are possible?

To support policy formulation, and to assess whether intended policy adjustments can be imple-
mented, the question “How can demand and supply meet each other in the optimal way to serve
the goat of SME development?” should be further cxplored.






XI. New directions identified

by Antoinette Gosses and Klaas Molenaar

From the analyses presented in the preceding chapters the general conclusion can be
drawn that small enterprise development requires rethinking of the issues at hand,
reardering of priorities, and indeed innovative ways of intervention. This is true for
hoth donors, researchers, professionals and practitioners. The analysis of both the
supply and demand-side interventions by donors (and supported by each professional
in his or her respective field of competence) presents a strong case for not only
reformulating the way small enterprises develop, but especially the mechanics of any
intervention put forward.

The issues discussed by the various authors show a high degree of consistency and all
indicate that major shifts are needed in our approaches.

At first sight the fundamental dilemmas for small and micro enterprise programmes
appear {o be lo choose between direct intervention and policy changes or between
institutional development and direct interventions, However, a more in depth analysis
of the issues at hand shows that the fundamental question to address ourselves is
related to the question whether we talk of small and micro enterprises in terms of their
(in)direct and potential contribution to economic growth or whether we are support-
ing the poor masses in their efforts to survive and make a dignified living. In other
words, are we using a definition in which development equals economic growth or are
we 1alking about poverty alleviation and the uplifting of the underprivileged. Develop-
ing straiegies that would bring the two approaches together appears to be the real
challenge.

This challenge aims at finding ways to link the world of the underprivileged with the
more formalized economy, it requires a basic understanding of the environmental
context in which the poor masses operate: it requires an attitude to translate small
developmental efforts into programmes serving a large number of people; it asks for
linking formal and informal systems, without loosing sight of flexibility and accessibil-

ity.

Within this context the overall conclusion from the thematic evaluation on the devel-
opment of Rural Small Industrial Enterprise (RSIE, 1988) must be taken seriously, i.e.
that the supply-side approach, depending on the context and particular conditions,
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has worked only to a limited extent. To put it bluntly, it has been a type of isolated
support, reaching few people at relatively high costs. This argument was in favouwr of
direct small and micro enterprise interventions only as a complement to general
development programmes. In other words, small and micro enterprises are not a
prime mover, but only enhance the development process (see also chapters I, I and
v).

1. Policy Environment

We are aiming at employment, income and growth us long-term objectives and small
and micro enterprise development support 1s only one possible strategy. Strong argu-
ments have been brought ferward to think in terms of development strategies of which
a small and micro enterprises stratcgy is only an element. Basically, the question
whether small and micro enterprises policy should be an integral part of overall
development policy, should be answered affirmatively.

One of the issues, immediately derived from the former point of the small and micro
enterprise sector being an integral part of general development, is that policy changes
can also bring about new distortions, favouring one group or sector over another, In
other words, the question should be raised, what are the effects of policy changes on
our development approach as a whole?

The RSIE report and chapter IV by Subrahmanyan Nanjundan give ample empirical
evidence of the relevant success - and related implications - of macro policies in a
selected number of countries. However further in depth analysis of such cases seems
required in order to learn from such experiences further, as it is still difficult to arrive
at uniform guidelines for overall policics. Policies remain to be defined in such a
manner that they reflect the socio-cultural and economic conditions of the country
concerned. While in one situation an export oriented policy as in the case of Korea
may be the best choice, it is guite well possible that in other countries {China for
instance) redistribution and rural based policies are better suited. Stili the analyses in
the RSIE study (1988) provided ample empirical evidence that macro policies should
preferably favour growth of rurat income, through the generation of agricultural sur-
plus as a precondition for the stimulation of non-farming activities and henceforth of
{rural} small and micro enterprises.

Donor programmes can be instrumental in introducing the pertinent changes and
adjustments in overall policies and programmes of governments in the field of small
and micro enterprises. But, there is reason ¢o examine the existing programmes of
industrial cooperation carefully, both in the multilateral and bilateral dimensions as a
sound base for the search for new approaches and improvement of the involvement of
international efforts in the area of small-scale labour oriented development.
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Similarly, we have to take into account that there is a trade-off between growth policy
and target group policy. There are no changes in policy that will be without any effect;
if policy changes will favour one group this will undoubtedly affect others, Thus, if
new policies for small and micro entrepreneurs strengthen their position, this could
lead to nepative reactions from other power groups. Support to small and micro
entrepreneurs should not be seen in iselation from overall development policies, nor
should it deny any prevailing political systems and structure,

Furthermore, we should also look at the vertical integration of economic activities,
rather than treating thetn in an isolated way. The interrelationships between the vari-
ous economic activities in the product column can not be overlooked. A simple eco-
nomic activity at first sight might be classified as survival activity (such as the house-
hold activity of carpet weavers in Pakistan or India}, but further analysis can reveal
that it could form part of a wider range of entrepreneurial initiatives with merchants
and agents involved in putting-out systems, trade and commercialization. The devel-
opment of one element in the ‘chain’ can not be pursued in isolation from activities at
other levels,

Consequently, a strong point has to be made on the strengthening of pressure groups
both in terms of empowerment of the people concerned as well as to influence policy
formulation on a macro-level. Such empowerment processes are long-term processes,
with very little {quantifiable) results on the short run, Short-term measures to improve
the life of the individual are indeed needed too. Hence, the challenge for the future is to
find a balance between both strategies. Policy decisions should reflect this choice
clearly in order te allow for its pertinent evaluation to measure achievements over
time.

The discussion around structural adjustment policies should be assessed in this context
too, rightty so because a lot of countries are confronted with them and the impact of
such programmes is far-reaching. Through these adjustment programmes the small
and micro enterprise sector is either victimized or conversely seen as the sector of last
resort with dwindling support services. Pros and cons are being recognized but basi-
cally it must be acknowledged that the World Bank is still putting too much faith into
the functioning of market economies only and has made little headway in interlinking
the structural adjustment programmes with social development plans.

2. Efficiency of Small Enterprises

After studying chapter V by Frances Stewart - relating the arguments in this chapier
also to the results of the studies carried out by the Michigan State University
(Liedholm & Mead, 1987) - one may conclude that small enterprises indeed are
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efficient; support to the sector of micro and small enterprises, and even selfemploy-
ment activities, deserves further attention from an economic perspective.

Particular care should be exercised when analysing the sector in macro-economic
terms, taking into due consideration the fact that the vast majority of these enterprises
generate products for low prices (and relatively low quality) for the poor masses at
domestic markets. Too easily the sector can be placed in an international macro
context, leading to wrong conclusions in cost benefit analyses. The shadow price for
unemployment is not zero for the many operating small businesses but rather starva-
tion or death. Individual small and micro enterprises will come and disappear, but the
sector as a whole will remain, whether it be in a formal capacity or as informal
activities, and people will continue to earn a living from it,

However, & major question remains to be answered, i.¢. how to arrive at an environ-
ment corprising the required growth and development of the sector. Studies {Stewart,
1987) have proved that the sector still often operates in a hostile environment,
whereby larger industries are favoured and have more scope for development,

Policy changes needed to eliminate this bias are in the field of:

- taxation and investment policy;

- access to credit;

- international trade (foreign exchange allocation, tariff structures);
- working conditions and legislation on the labour market;

- product policies;

- science, technology and their dissemination;

- rural linkages;

- efficient parastatals;

- transport, infrastructural development and decentralization.

A policy dialogue should be entered into by donors and recipients but it should be
based on persuasion rather than on confrontation.

An addition to the above can be made. The policy environment is not only hostile to
small and micro enterprises but also indifferent to small and micre enterprises. There
are too few incentives for atiitudinal changes of bureaucrats when dealing with small
or micro entrepreneurs, In this light, careful assessment is also needed of theories
applied and promoted by various training institutions and universities, It can be ob-
served that in certain training institutions theories are advocated that ultimately would
not benefit the small and micre enterprise sector. People graduating from such institu-
tions are the policy-formulating officials of the future. If such a theory environment
can be influenced the long-term benefits might be enormous.

Time and again questions are raised regarding the policy approach te be chosen. Are
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we talking about poverty alleviation or about small and micro enterprises deveiop-
ment? This basic choice needs to be made at some point in order to ask the right
analytical questions. The answers to these questions are not only technical, they con-
vey the necessity to make political choices. Furthermore, when searching for answers
one has to be aware of the interrelation between economic policies and development
needs, Creating an enabling environment is an economic strategy in itself and can only
be successful if the prevailing political context makes such strategy feasible.

3. Target Groups and Policy

Similarly, the question is raised how to define the target group; in other words to
determine the orientation of the development strategy. This subject has been very
effectively and extensively tackled in the debate on classification. A clear analysis has
been given (see chapter VI, Michael Farbman and Alan Lessik) of the choice of
instruments, according to the different grouping of individuals involved in economic
activities.

Ciassification is needed for analytical purposes. It helps linking the right instrumentis
to the various groupings of economic activities. The actual choice which category of
economic activities to support is of course a political decision, But again evidence is
growing that it is quite impossible to support one target group without interrelating
such programmes to the question of its impact on other target groups, not forgetting
even the existing interrelationships and interdependence between the various target
groups,

The classification has its limitations given the heterogeneity of the sector as well as the
dynamic elements in society. Nevertheless, for analytical purpeses it is an indispen-
sable instrument for policy makers.

Also based on the results of research carried out in the past decade (USAID; PISCES)
it is felt that classification along the following lines:

- survival activities;

- micro enterprises (mainly informal);

- small and micro enterprises (with growth potential);

would be a helpful one. Other, similar ones exist. The most important lesson to be
learned from the past is the need to includc the ‘survival’ economy in the classifica-
tions. Economic activities initiated and undertaken by the poor (even when purely of a
survival nature) cannot be isolated from other economic activities.

This also means that community oriented development programmes should not deny
the linkages that exist between social and economic development processes. One
cannot go without the othee.
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For all categories, interventions and policies have heen suggested, which seemed,
broadly speaking, acceptable, also considering again the heterogeneity of the catego-
ries.

A very important Iesson learned from empirical research is that graduation from one
category (upward mobility) is very rare. On the contrary it more often occurs that
people fall back from one category to a lower one, sometimes moving back and forth
(see also the result of PMUR Colembia research).

When it comes to the policy decision which target group to aim at it appears of vital
importance to be explicit in one’s choice. If one target group is taken as a point of
departure, certain intervention programmes seem to be more effective than others. But
more importantly it is clear that the target group itself must be seen as an actor in the
development process rather than as a subject of assistance proper.

The attitude and mobilization of the target group itself can be instrumental in arriving
at the required policy changes. In this respect it is well understood that even people
working af the lowest level of subsistence are hampered by the disfunctioning of
institutions around them, such as the police, legislature, suppliers, distributors, and
even their relatives. Further organization of the target groups at all levels is seen as a
step forward to arrive at a situation where the required changes in environment can be
arrived at by its transformation into an enabling rather than a hostile environment.

Approaches in terms of policy choice of target group are probably very dependent on
the time frame allowed for intervention. Assessment of the functioning and even more
the impact of organizations such as the Grameen Bank (Bangladesh), UNO (Brazil) or
Dina Desa (Indonesia} demonstrate the need for a long-term perspective and strategy.
The foundatien of their present importance was laid more than ten years ago when
these organizations commenced as a very minor social mobilization programme.

Just as was the case with the cooperative movement in Western Europe, it took
considerable time before these grass roots organizations were accepted as a serious
market partner, and obtained the influence they appear to have nowadays. Imitating
these successes is hence very difficult, if not impossible; learning from their experi-
ences is nevertheless very useful.

Subsequently we may conclude that if we allow ourselves enough time — which we
should, considering the vastness of problems — empowerment should be one of our
prime strategics; we should atlow the target groups to organize themselves to play
their role too in changing the enabling environment and enhancing the effectiveness of
a number of interrelated interventions.



XI. NEW DIRECTIONS IDENTIFIED 183

4. Intervention Straiegies, the Role of Finance

The analyses presented in the previous chapters made it clear that supply-side policies
have their limitations. Still there is a felt need for adequate and appropriate interven-
tion programmes that are in line with the advocated demand based policies. Financing
and credit programmes could continue to be an important instrument for small and
micro enterprises support. It has even proved to become more and more important.
Financing seems to be one of the few interventions that can be controlled or even
owned by the target group (at all levels). The Roscas, Susus, or Tontins are examnples
of if, but also the credit and savings associations or the small enterprise finance
tnstitutions.

1t has become clear that in future the informal money markets have to absorb alse quite
a significant part of the bulk of financial needs of the small and micro entrepreneurs.
Moneylenders and informal credit associations are seen as important instruments
performing major services.

Of paramount importance is the link between credit and savings, as shown by success-
ful institutions. Whenever savings programmes are linked to credit facilities it has
been demonstrated that the effectiveness of the finance operations has improved.
Commitment of the borrowers is translated clearly in the willingness to save, but even
more important is the understanding of the importance of saving,

Savings are a way to mobilize funds on the one hand, and as a means of social
mebilization and secial organization, On the other hand this can be channelled further
into group-based savings and credit programmes (such as Grameen Bank-Bangladesh)
or into group-based guarantee systems (such as the INSOTEC-Ecuador promoted
programme). Group formation for the small borrowers plays a very important role and
in many occasions is most appropriate given the prevailing socio-cultural context.

Numerous evaluations of formal finance systems have revealed the limitations of the
latter {0 reach the underprivileged. Secondly, the informal systems lack to an extent
the pertinent know-how and funds to give sufficient impetus to the sector to grow and
develop further. Links should be found between the informal and formal financing
systems.

When searching for ways to link formal and informal systems, it should be borne in
mind that both systems operate with a set of acceptable standards that do not necessar-
ily have wo be modified. The informal systems are successful becuuse of the accessibil-
ity, flexibility, very low degree of formalization or bureaucratization, and use of social
pressure.
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The format system can only survive if it continues to adhere to existing banking
principles such as risk avoidance, cost minimization and accountability. The linking of
the two systems would occur with the introduction of methods that respect the charac-
teristics of both systems. Thus, collateral requirements remain an issue for the formal
system; a requirement that can be overcome through certain types of guarantee sys-
tems. Secondly, transaction costs are still to be covered, thus when NGOs and PVOs
can take over some functions from the banks, it will reduce the burden of the latter but
not eliminate the costs themselves. And when risks are high, this must be reflected in
the interest rates.

The now widely accepted view is that there is generaily not a shortage of funds, It is
rather a matter of accessibility. Many banks have a good liquidity and would welcome
the possibility of new profitable opcrations; hence a need to open channels to the
banks as well. In this respect it must also be taken into account (see also chapter VII,
Jacob Levitsky) that financing operations arc best administered by specialized entities.
Rather than again setting up new institutions, efforts should be deployed to strengthen
existing ones. Jackelen (1988) rightly argues that NGOs and PVOs could become a
vital instrument in linking formal and informal systems. But, organizations with a
social mission such as NGOs or PVOs should not be lured into credit operations if
their organization is not up to it. In such cases preference is to be given to linking the
latter with financial entities proper. This again should be directly linked to the issue of
sustainability and viability. Scattered credit operations undertaken by a vast number of
organizations at a very limited scale prove to be very inefficient and with limited
impact. Combining efforts enhances opcrations tremendously.

Two other elements deserve further attention in the years to come, Group formation
may have & long-term positive effect on the credit and finance operations. Even though
it is a costly operation on the short run, it seems to be instramental in reducing risks
and linking formal and informal systems (see also chapter VIL).

Second, and in line with the findings of Farbman and Lessik (chapter VI), supporting
technical assistance programmes have only a limited impact on the performance of
borrowers. Once an enterprise reaches a certain stage (a more formalized one) indi-
vidualized technical assistance might be of use; whether comprehensive technical
assistance programmes have a positive contribution to the development of micro
enterprises remains o be investigated. Whatever the outcome of such research, it is an
accepted fact that such technical assistance remains to be treated as a subsidy to the
sector, as it can never be launched on a cost recovery basis.
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5. Group Specific Programmes

The analyses put forward by Marty Chen (chapter VIII) and the ORU study (1983)
throw more light on the importance of group specific programmes in the small and
micre enterprise secter. But even more important are ihe observations that pro-
grammes should be based on two mutually complementary strategies. To arrive at a
balanced development policy, attention is to be paid to the following two strategies:
- the developmental strategy which is directly related to the tangible, visible envi-
ronment, i.e. the potential for development of the business, and
- the policy intervention strategy, dealing with the conglomerate of invisible issues
(i.e. the sets of laws, regulations). The latter should take into account pertinent
policy changes at three levels; the micro level (the direct environment of the
business), the meso level (district, municipality level) and the macro level {na-
tional policy level).

In order to arrive at a persuasive policy dialogue, the organization of the actors (entre-
prencurs) at all levels has proved to be effective. Through such an organization the
entrepreneurs can act as pressure groups that are in a position to put their views across,
and they often succeed in obtaining the required policy adjustments.

When prograrnmes are set up to assist women one should take into account the mul-
tiple roles of women entreprencurs (thought should thus be given to the entrepreneur
in her capacity as consumer, producer, housekeeper, and last but not least the sociai
organizer).

Empirical evidence demonstrates that sectoral, or group specific approaches have
positive effects, as long as they can be linked to programmes to change policy and
environment.

Furthermore, it has becorne cvident that group specific programmes can be successful
if they are directed both to potential, new starters, and to existing business operators.
Creating an environment conducive to establishing more new enterprises is important
as well as safeguarding existing employment and sources of income,

6. New Donor Initiatives

During the past ten yeurs or so more insight has been gained about the relative impact
of the various intervention technigues and the short and fong-term impact of adopted
policies,

In the introductory comments of the editors of these proceedings reference has already
been made to the numerous conferences and seminars held in the Netherlands, not
disregarding the importance of the numerous studies carried out on the international
scene.
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Perhaps the most important studies in this field to refer to are the PISCES studies
(Farbman, 1981), the research programme by the Michigan State University
(Liedholm & Mead, 1987) and the RSIE study {1988). In chapter I these experiences
have been analysed in their aggregate form, The basic questions to find an answer to
are: Why have donor agencies for such a long period avoided to work out demand
specific programmes? Why were those reached either the ‘easy-to-reach’ groups (the
better off, more urban and more developed entrepreneurs), and in those rare cases
where the weaker groups were reached (women, the self employed, refugees, handi-
capped, poor rural people), why so few? In summary: why have so many programmes,
projects, seminars and workshoeps accomplished so littie?

Analyses of the past have thrown more tight on the many pitfalls to expect, the many
difficulties for which no answers are readily available yet as has been rightly argued
by Marilyn Carr (chapter I1X). The first and foremost and gravest point to mention is
whether outside intervention for small, micro or informal sector type of firms can
produce any positive result at all, i.e. whether such interventions can lead 1o incre-
mental growth and to combatting poverty. The next step then is to design interventions
that comply with both economic criteria and development requirements. Calculations
have been made of the interest rate required in Indonesia for small-scale tending
schemes that would be completely recovering their costs, including bad debts. That
interest rate would be around 50%, which by any standard would be at any political
level unacceptable if inflation would be only 9%. Do we thus have to be a passive
observer only? On the contrary, as proved by the analyses in the previous chapters,

Promotion of small and micro enterprises forms an integral part of overall develop-
ment policy. The generation of jobs, income and growth is not only to be measured in
macre-economic terms. The small and micro enterprises are also a vehicle for overall
development, supporting other sectors (through processing, distribution and supply of
goods and services), and being supported by other sectors too (i.e. surplus cash income
from the agricultural sector stimulating the sector, or potentials generated by the mod-
ern seclor for instance for the sector through hitech deveiopment}.

Small and micro enterprises are there to stay and deserve continuous support. So the
question at hand is not whether to do anything, but at what level of income, living
standards, job security, and future perspectives for the generations to come to direct
programmes.

Essential in this respect is first to leaen from those programmes that were successful.
Group specific programmes such as the ones set up for - and, more importantly, by -
women have demonstrated the importance of setting up networks, group organizations
and policy dialogues.

Secondly, initiatives deployed by Non-Governmental and Private Voluntary Organi-
zations deserve further support and eventually replications. Thirdly, scrious thought
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should be given to the question why local programmes set up without external inter-
ventiens such as the ROSCAs, sometimes have been successful.

It is thus essential to formulate a number of critical questions, Questions not to criti-

cize present initiatives but formulated as a new step forward.

- Is it possible to design new monitoring and evaluation systems that generate more
insight in the relevant immpact of new and existing programmes?

- Is it possible to measure the incremental impact of small and micro enterprises?

- s it possible to enhance existing supply-side programmes whenever the overall
policy environment is indeed favourable for small and micro eaterprises?

- Is it possible to support local initiatives of local self-help organizatons, so that
they initiate and stimulate further processes to change present conditions?

- Is it possible to extend the network of expertise by strengthening consultancy
organizations in developing countries, and even more importantly, by strengthen-
ing local organizations, training local consultants and professionals?

- Ts it possible to support government efforts to strengthen their planning capacity in
such way that governments will be in a position to coordinate the various donor
initiatives?

- TIs it possible to cstablish linkages between formal development agencies, {or for-
mal organizations) with local, more informal systems, while continuing to respect
the characteristics of both systems?

- Is it possible to identify the subsidy elements in programmes for small and micro
enterprise development and promotion, consequently facilitating the ultimate pol-
icy decision whether 10 support the sector or not, and on what grounds?

- Is it possible to identify specific government intervention mechanisms that will
contribute to the creation of an enabling environment?

- Is it possible to design long-term intervention programmes that eventually will
lead to a more favourabie environment for the sector?

- And subsequently: Is it possible to identify local groups that eventually will be the
key actors in such a policy dialogue, and is it possible to introduce a process of
organizational development that will ultimately give such groups the pertinent
capacity to undertake this task?

The various options need to be carefulty investigated. Hence, to that end basic quality
research is needed into the various processes and their intricacies. In general one can
observe that further discussions are needed on the required policy influencing the
sector both directly and indirectly. If we consider macro policies vital te: enable the
small and micro enterprises sector to develop further, coordination of donor interven-
tion is necded. But there are a lot of inconsistencies as far as policy coordination is
concerned too, particular if we take into account the range of vested interests. Thus,
strengthening of policy advisory structures and training for policy makers is of para-
mount importance for the various countries,
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Concluding remarks

Discussions on demand-side policy vs. supply-side policy have not yet matured 1o the
full, probably because the differences between both policies are not always clear ones.
Supply-side policy is still particularly viable where NGO support Is concerned or
where governmeni extension and business advisory organization has been given an
autonomous status and are operating at local or district level mainly.

Again, supply-side programmes are effective where certain vulnerable groups or
sectors are supported and where it can have a demonstration function in order to
influence policy. Intermediate institutions in general have failed to carry out the tasks
originally assigned to them. Too much has been expected of them, 100 many pro-
grammes have been suggested, especially to the more successful ones, and too little
Jfreedom 1o design their own policies has been allocated to them. But their outreach
capability is undisputed. Staff training could be strengthened to overcome part of
those problems.,

As has been argued before, group specific programmes continue to warrant (even
increasing) atlention and support, special approaches for specific target groups have
proved to be effective. To get better insight into their programmes, more in depth and
longitudinal research might be needed.

Erom the analyses made so far, one may conclude that new initiatives in the future
should reflect the widely accepted view that small and micro enterprises are there to
stay, that economic activities at a wide spectrum deserve further support, and that new
programmes should incorporate both the economic and the social development objec-
tives. Economic deyelopment for the poor and underprivileged will not be possible if
the poor are left out.

Particularly programmes that promote and develop income-generating activities, as
well as small and micro enterprises, will be instrumental in ensuring a balanced
development process.
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