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ABSTRACT

Many ecountries are searching for methods to facilitate

=

n

the creation and expansion of rural nonfar

(L
-

terprise

ervices
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W
=
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Attention is being given to increased financia

because: 1

.~

enterpreneurs complain of financial cahatraints;
2) most funding for such enterprises comes from Savings; and
3) what 1ittle credit is used dis frequently obtained
informal sources which charge high interest rates compared to
credit from formal sources. Several factors are given to
explain why the Supply of financial services O rural nonfarm
enterprises may be reduced. An important reason may be the
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—

=
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fragmented nature of rurai financial markets. It is argued

that increased attention is reguired by policy makers to open

O
O

up these markets to a wider range of clientele by moving
rules, regulations and requirements which fragment markets
and offer incentives for broader service. Other methods' to

lmprove rural financial services are also discussed.
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, although some

shE_ L lermen programs appear promising, most have yet to demon-

e povercyliprovlem. Their

Scope has been limited and it is not clear if piiot
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As development strategy shifts, a logical questivn must be
addressed: how can the small-scale sector be assisted? 1In
many countries, a viable small-scale sector is dependent upon
a dellberate restructuring of the current nules of the'game
which faver large-scale firms. Once having achieved such a
restructuring, however, the question Still arises as to what
LC brograms and policies can be designed to facilitate
the creation and expansion of small-scale firms.

The purpose of this paper is to review the financdial needs
of rural nonfarm enterprises and analyze how rural financial
markets can better serve these needs. The first section will
briefly review some of the arguments in favor of dncreased
emphasis on such enterprises and various alternatives sSuggested
for ‘assisting them. The second secftion will review the financing

of rural nonfarm enterprises and issues related to providing

-

them with increased financial services.

0

OFF-FARM WORK & RURAL NONFARM ENTERPRISES

=T .. o - 5 e al = - &l - -~
tolbrie=iy summanize Some OL ‘'the recent Iiterature concernin
the rural nenfarm S2eccor.  Tyo recent esearch themes are most
relevant . The first concerns the nature and extent el ff—farm

Werk for rural households. At one! time, this issue was largely
=nored by agricultural eec omists. Part-time farmi for
ienor by agricultural econ ists Part-time farm ng, for

exampie, was seen largely as a transitional phenomenon. It was




believed to represent an intermediate stage for persons moving
into or out of full-time farming. Part-time farmers Were viewed
as a special problem of efficient resource allccation. Public
policy was largely directed toward speeding and easing the
adjiustment from part-time to full-time status.

More recently, however, the part-time farm household has
begun to be viewed with more dintenest 'as a possible permanent

fixture of the rural setting. 'In such widely divergent settings

as the U.S. and Japan, nural residents typically earn a wide
variety of dncomes from both farm and off-farm sources.’ . In the
U.S., the percent of farm household income derived from off-farm

sources grew steadily from 43 to 59 percent between 1960 and
1976 (Meyer et al.). In Japan, from 1974 'to 1975, nonagricul-
turalireceipts grew from 48 to 62 percent ofl average\'farm house-
hold receipts. The importance of off-farm income for small
farmsids clear in both countries. Over 80 percent of the house-
hold income of U.S. farms selling less than $2,500 in gross

sales came from off-farm sources in 1976, This percentage was
0 percent. in 1960.. In Japan, farms with
less than 0.5 hectares in 1973 earned almost 90 percent of
leultural sources, while that per-

nrage was conly 30 percent for farms over 2.0 hectares.




i

) : 1 Pl ~
Leone, Nigeria and Egypt—/ show that farm families aldocate
thelr time to, and receive income from, a wide var. tv of loff-

farm or nonfarm activities, Problems of rural-urban income

0w

gap jand rural income distribution would 'be ‘much worse 4f 1ow-
income rural households did not engage in such off-faprm
activities,

The second research theme concerns. the nature, extent and
potential of nonfarm enterprises in rural areas. Liedholm and
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Chuta receritly summarized = majc

Leone which provides detailed information on that countryls

Lar information from other selected countries

2/

can be found in other recent studiles,.= This research shows

experience. Sim:

¥

that 20 to 30 percent of the rural labor force in many countries
1s engaged primarily in ronfarm work, In Asia the share was
reported as 51 percent in Taiwan in 1966, 40 percent in the

Fhilippines in 1970, ‘and 25 percent in South Korea in 1970.
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One-half to two-thirds of all nonfarm employmen
in Asia were found in rural areas and towns (Anderson and ILeji-
serson). Likewise, small-scale firms, the majority of which
are located in rural dreas, represent a major share of total
employment in several industries. For example, Oshima found
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nat firms
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for the Philippines in 1 ngaging fewer than ten

Ve

PErsons comprised 93 percent of the employment in construction,

17 ; ; : n
= See Meyer et al. and Anderson and Leélserson tor a summary of
some of these studies.

2 : : : :
—/Some of these results are summarized in Anderson and Leiserson,
Gordon et al. and Meyer et al.
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94 percent in commerce, 76 percent in manufacturing, 64 percent
In transport and communications. and 95 percent in services,
3 -

Several studies have tried to assess the characteristics

off different size firms. The results Suggest impertant advan-
tages for small-scale enterprises such as they: (1) are less

capital-intensive; (2) are more geographically dispersed;
(3) offer more opportunities for unskilled and family labor;
(4) ihave greater linkages with the agricultural sector; and

3/
(5) have greater export potential than frequently assumed.-=
t 1s concluded that small-scale firms 4are more

consistent than large-scale capital-intensive firms with the

current resource endowments and stage of development of most

low-income countries. These resul lead many persons to argue
bthat more atvtention should be directed to the small-scale sector:,

but thes cuesticn n arises; what can be done to assist small-sector

CUETEQM AN m f'fF? OoAT T Taime “T T O
ASSTSTANCE T0O \LL-SCALE ENTERPRISES

licst eountriles employ a variety of industrial nromotion
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tax incentives and concessionally priced credit.

Unfortunztely, these technigues are princivally geared to rodern,

Lo ot

large-scale, capital-intensive firms. B8Small-scale firms fre-

auently do not or cannot benefit. Making these general incentives

i/See ey ‘er, et al., for a summary of some of the literature that

revort these points,
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more abplicable would help small-scale firms, but some promo-—

tional efforts must be pinpointed more specifically to their

problems. The Specific needs and approach will vary from country
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'Ly, but a number of options have been suggested.ﬂ/
Infrastructure. Social and economic infrastructure
may make a substantial impact on the development of
sonfarm activities, Rural areas typically lack commun-

llcation, transpovtation, electricity and ‘other facil-

[

ties for small-scale firms. Infrastructure reauire—

HRe
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nay not-be veny. Sophisticated. Dirt roads may

3

€ adeauate ratherp than highways: diesze] generators

=2y serve as well as electrical prids. Furthermore,
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& broviding small-se
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le Facilities, they can be more

97}

([

e

251ly located where Specifically needeqd.,
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omall-scale firms freguently lack

adequate Input and product markets. Healthier cooper-

2emestic sales and exports.,
“esearch and technical asslstance services. Nueh of

snEeireseareh in many countries is conaucted 'in urktan-
c&sed Institutes and the results have Iimiited relevance

Z2lountable o the intended clientelea. Nenfarm extension
s=rvices could be used like existinge farm extension

Lrosrams to erncourage the spread of innovations.,

See Andsrson and Leisersonland Gordon, et ali.i; for g descrip-
tion of these alternatives angd current World Bank brograms
in this area.




4) Vocational

in small-scale enterprises through apprenticeships
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may be complementary by providing basic instruction

training., A large amount of training occurs

()

training. Hormal vocational tra

nt, record keeping, ma irketing, et as well

By ..\.‘c}

ic skillsi like baking welding, carpen-

T A Tarias \ £

5 ; nga variety of service:
ver a'‘wide geographic area may be prohibitively expen-
Sive.  Several countries tried to hieve economies
of scale by cre Industrial tes
provide infrastructure and faci
provide building shells for fir
ience shows, however, that high cost, poorly locatec
estates will not be fully utilized anabe) .
6i) Rin ices. FRinally, most studies identify
redit and other financial services as a constraint
and propose special credit programs and/or institutions
for nonfarn enterprises, frequently in conjunction with
technical services.
HINANCING OF RURAL NONPARM EHNTPERPRISES
Inis@sectioniisiidividad Hinto two parts. The £irst deals
with thne financial characteristics cZ rural nonfarm enterprises

and the second discusses issues involved in providing adecuate

= ]




ExIsting Financial Services

The existing literature clearly suggests that small-scale

firms suffer from Inadeaguate financing. Three types of evidence

are freguently given in support of ‘this eclaim.

1

3ines

4 iy -
Tinsit y LUSInes

n

$

men customarily identify finance asi one of their key bottlenecks

5/
4

when asked about their b siness. They freguently nerceive that
inadeguate finance is the major/ reason for thelr 1imited profits
whilel in fact their management off limited capital may be the prea]
problem.

Second, small enterprises frequently are Started and later
expand largely with equity capital obtained from savings accumu—
lated from other activities or from the firm itself. TFor example,

Liedholm and Chuta report that approximately 60 pereent: of the

bete

funds used to establish small-scale industries in Si&rrg Leone
came from personal savings from agricultural activities, trade
O business. Steel quoted from the 19
survey which showed that over 90 percent of the firms were

started using personal Savings: or loans from relatives. On the

other hand, debt capital frequently plays a more important role

in the finance of larger firms in many. countries.  Thus, the

= Harper discusses rese earch on shopkeepers! perceptions of their
major oroblems in Réenya and summarizes resulvs of other resezrch
addressing this same question. Also see Dunlop and Steel for
references which re port this conclusion.




Third, when credit is used, it frequently 1s obtained from
informal sources such as input suppliers, purchasers, friends
and relatives, and moneylenders. The interest rates charged
are usually ‘higher: than those charged by formal credit sources.
or example, Kochov et al. report that small industrial enter-
prises dn  Korea'borrow at rates of 35/ to Lo percent from informal
sources compared to 17.5 percent from official sSources, while in
olombia the informal rates are 36 to 60 percent compared to
the offiicial 24 percent. ‘Thus, it 1s concluded that small busi-

e

Aesses are denied adeguate formal credit and are foroed intc
upply constraints of<er one plausible exnlanation for smalil
amounts of formal credit use. Two other explanations adalso may

be important. Adams and Nehman have shown how borrnowing costs

are high for small farmers due to high transaction costs. Compli-
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Ures are often introduced by lenders to assist
rationing scarce loan runds, especially when interest rates are
set at concessional terms. Thus, total porrowing costs for

ied by interest rates.
posed large differential between costs for formal and

informel eredit may largely disappear when vorrowing costs are

¥y iEhere may be little demand for formal credit
by smell-scale firms. The gconomic envivonment in which they
duerave may te sc uncertain or so biased toward large-scale

firms that there is 1ittle Inecentive for them to Erow and expand.

Input supplies may be uncertain and of poor auallity. Product
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Several i1ssues need to be faced. Firit, 'the current emphasis on
implementing credit projects rather than-strehgthenihg'ﬁhﬁal
financlal markets contributes to fragmenting rathep than inte-~
grating financial services., A few borrowers are favored by a
Specifiic project, while many- are neglected. ' Services Do flinms

W,

outside the project mayreven deteriorate as staff and agenciles
Strive to service project beneficiaries. Rural financial markens
MUst, be opened up to a wider range of clienteles. Borrowing and

Savings sepvices must be broadened. | ‘Some of
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regulations and resuirements must te relaxed and aupropriate

m

Incentives given to financial intermediaries,

Secondl, attention has been given to the type of institution
reaguired to effectively provide flnancial services Colrural - non-—
farm enterprises. fochav et al. review alternative institutional

arrangements.! This issye is pProbably not worthy 'off all the

[

attention usually glven to #t. 'Stud

S8l

sStriking similarity in the performance of various typesiof

L5S5Sue appears to be the obiectives ang interests of institutions,
not thelrinarticular form! or even ownership.! Faor example | \Cosita
Rica) Jamaics indie, and pangladesh have nationalized cormer-

- 3 o= = T3 St w1l S e : - S| s s 3
rately: theisame ciienteie a5 belore navionalization. Nationalizet

Danks: téng tol'share some of the same verformance lcriteria used

byl commercial banks such as unit costs, profit mMargins and surpluses.
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