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ABSTRACT

‘ Although rural non-farm activities are an important component
of the rural economy, they have generally been overlooked by those

‘examining rural financial markets. Yet, the fungibility of finance,

particularly for working capital, insures that they are an integral
part of the relevant terrain. The relationship of these activities
to the rural household are examined; quantitative benchmarks of rural
non-farm enterprises, particularly those engaged in manufacturing,
and their use of working capital are presented. A demand and supply
analysis of working capital with reference to rural manufacturing

is developed and the results of econometric tests of several emerging
hypotheses are reported for Sierra Leone. Several policy recommenda-
tions for strengthening rural financial markets are provided.
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./ INTRODUCTION

Research on rural financial markets has 1argely 1gnored the nonfarm ;5

sector. The 1973 AID Spring Review of Small Farmer Credit represented an

ambitious attempt to summarize theory and empirical evidence regardlngvrural;i
finance. Yet the nonfarm sector does not appear in the theoretical framework:
of the'Analytical Papers and is only rarely mentioned in any of the Country’
Papers.' Even today,‘elght years later, only a few art1cles and reports can

be found on some aspect of flnance for the rural nonfarm sector

':ﬁiJust how significant is the rural nonfarm sector’ Recent data assembled
vaChuta and Liedholm (1979) for ten Jow-income countries reveals that 30 to
50 percent of the rural labor force, includlng both part-time’ and full-time
workers, is engaged in non-farm act1vities.g These include manufacturinggf
proce581ng, repair, construction, trade, transport aﬁd'séréiéésﬁtgrhé'firétfl
three act1v1t1es, Wthh are the pr1ncipal foci of this paper, account for 221
to 46 percent of rural non—farm employment. As a source of income and asvanf
integral component in the mechanism_ofvagricultural;development, the nOnfarmg
sector_clearly merits_more attention than;itlhasasodrar received}

Of this very important segment of~the”ruralfeconomy, only marketing ana .
certain processing industrles (e.g., r1ce milling) have received scrutiny from
agrlcultural economists. How efficiently the nonfarm sector operates and - the ‘
constralnts to its more rapid development are ‘not" long—standing questions.,rd
This neglect holds even in the much researched area‘of rural capltal markets, .
vhere  the fungibility of finance insures that non—farm activities are an |
integral part of the terrain being studied; yet, for lack of a comprehensive
set of household accounts, these activities usually remain invisible to thec

researcher.



**lglhere}areCseveralﬁreaSOnsyWhthBefprbVisicﬁfoffﬁcrEiné;capitalétc}the
rural»smallienterpriselmay\be&important.ffFirst;,inﬂnearlvfevery.entreﬁreneuriali
survey a shortage of working capital -is 'given as’ tne rirst or second most
pressing problem.}; Second private capital markets have ‘generallv not served
this sector owing‘toian absence ot collateral and high information costs.; -
While public lendiag programs, concerned with launching relatively large ;

”ﬁcderﬁ enterprises, have in part filled this gap for long-term taoital

,there are very few schemes that provide short-t.rm flnance. Third vworking%

capital appears to be a relatively larger component or total capital for smaller
2 ‘ :

enterprises than for larger omes. Fourth, the prospects ror an efficient

lending operation should be better for short-term credit because of short '

gestation and quick turnover, both of which imply a'more rapid learning

process for the lenderg}gfinally,llender{risgs'shodld be lower inasmuch as:

wcrking capital lbanspareEself;lidﬂidatiﬁngHeﬁ'geared'to actual or prpspectiGeﬁi
production orders. | ’t |

- This paperisdmmarizes;the_resultsfqf,nge,recent:research;dn rural non-.
farm enterprises. Section IIiconSiders;the?relationship of non-farm
actiﬁities to the rural household,»provides some duantitative benchmarks and
relates these to the problem of prqvididg external finance. Sections III to V

develop a demand and supply analysis of working capital with reference to

1In Haiti, for example, lack of working captial was the most important
problem perceived by the entrepreneurs (Haggblade). In Jamaica, lack of
cash was the second most important constraint mentioned by entrepreneurs
(Fisseha and Davies). Lack of working capital was also the second most
frequently mentioned problem of rural entrepreneurs in Pakistan and was
"eritical oniy for the small firms'" (Child and Kaneda).

2In the U.S., for example, the working capital to fixed capital ratio
declines from 2.0 for small to 1.33 for large manufacturing enterprises_
(U.S. Government).



rural manufacturing activities; the results of an econometric test of
these hypotheses are reported for Sierra Leone in Section VI. The concluding
section focuses on the policy measures required to strengthen capital markets

‘SO that they may better serve the f1nanc1ng needs’ of the non-farm sector.;
(II. NON-FARM ENTERPRISES IN RURAL AREAS

‘Most microeconomic research.deals with'a single. enterprise or’:group of
enterprises.‘ lypically, spec1alists in agricultural finance work on the
unstated assumption that ‘the sole commerc1al act1v1ty of the borrower s house—
hold is farming. Likewise, researchers and decision-makers in the‘small
industry field work on the assumption that such industrial borrowers have no-
commercial committment other than manufacturing. Failure to allow for multiple
.commercial activities.leads to a faulty analysis of resource sllocation and;to;
development schemes that do not achieve their objectives.

‘A more realistic modeling of the diversity of rural households is set
'torth in Figure I. A household of Type A is the one most frequently considerea*
‘in farm management analysis whera it is assumed:thatllOO percent of productive;

time is spent in farming activities the'year;rounu.‘ Type>D is that'assumedfhy"
Lthe small industry specialist. theysole commercial activ1ty is manufacturing
_These pure types, however probably account for less than half of rural house-
holds. In Type B the household mixes farm and non-farm enterprises, such as
tmanufactuling,’over the entire year. In Type C. household ‘labor is alwavs lOO
percent specialized ‘but the specialization cnanges with the season.j Types E
and. F parallel B and C in the simultaneous or sequential mix - of enterprlses,
;putThere both activities are non-farm.

- ntvariegated collection of empirical studies, can.be.drawn upon to indicate

the proportion of rural households that fall within Types'B, to F. Census data



Figure 1

.‘Cbmmerggal Production and Time Allocation in Rural Households
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«”onnnonjfarm employment, which exclude those for whom it is a secondary occupa;i:
tion, reveal that for 13 countries from 14 to 49 percent of the rural labor
force 1is engaged in non—farm actlvities (Chuta and Liedholm, 1979). If’rurali
“towns up to 20, OOO or 30, OOO are intluded,.the range rises to 24 to 51 percent
(Anderson and Leiserson) And when secondary occupations are brought 1nto the
_ picture the proportion of.ruralihouseholdsAthat have some of,lts.members‘engaged
.in non—farm commercial activitiesewillirise’much higher. Thus' in the Rur:l |
Off—farm Emplofment'Projectfinilhailand;TSirichati reports for'a sample of
: 400-odd households that for both men and women but at different seasons, 70
‘percent of their. tlme is devoted to non-farm enterprises during certain months
of the vyear. And a majority of the Thai households, conforming to Type B,
maintained at leaSt one non-farm enterprise throughout the year (Kiatying-'
Ungsulee). |

Non-farm enterprises‘providefincome‘as well as employment.. In Japan;‘
_where commuting to wage employment in urban areas has becone’a prominent factor,
foff farm income grew from 50 to 71 percent of rural household 1ncome between m
;1960 and 1975 (Meyer and Larson) In the same period the share grew from 13 to
43 ‘percent in Taiwan, and represented a flfth of averace rural household income
'in Korea. In the African cases wage. earnings,hwhlch vary con51derab1y, arev .
ﬁprimarily limited to rural rather than urban employment. In Sierra Leone
the off-farm income share was 36 percent, of which less thanfatthird’derived>
~from wage earnings. By contrast in Kenya whare large plantations are common,
of the 41 percent off- farm income share, over one-half was generated by wagelj

femployment_(Kilby). In Thailand non-farm enterprises accounted for 43 percent

3The breakdown of the 4! percent is as follows: non-farm enterprises --
9 percent, regular wage employment -- 15 percent, casual employment -- 7 percent,
remittances from urban relatives -- 8 percent, and other gifts -- 2 percent.
"Off-farm" income includes returns for (footnote continued on next page)



of total household incofie, with wage earnings adding ‘ancther, 16 pércent!
(atamong).

1Tﬁe”éxi§tence”ot»multiple‘enterprises“inﬁthenruralﬂhousehold~has~tar-m
reaching impllcations for the allocatlon or resources,_partlcularlv tne rungl-
ble resources of unspec1allzed labor and capital Indeed in a’ ’ow—iﬂcdme, _d
high-risk environment the Elexibility of the rural housghold is\armajor‘sqdrcéfjw
of comperitive strength vis-a-vis the'séecialired largef;ca;é oroducers in: the .
urbah‘sector.a With respect to our immediate doncerﬁ;‘muitipie sources of:cash.-
receiérs affedt the working.cépital situation in two ways.

- The demand for externalvfinance that a commercial enterprise gives rise to
is af‘ected by 1its synchronizatlon with the household s other: casn—?eneraci"w
activities. In contrast to Type A and D, which are completely specialized, |
itjisdyirrgallf cértain that the two‘dr more simdltaneods enterprises (IypeSE

;nd E) will have non-identical time patcérns of casn surolus and Getiult
and hénce provide internal cross-finance. This complementary effecc, wh;;h
redupesdthg need for external borrowing, may or may not hold for Typest;édde;$

Furrharmara, with mixed enterprises, hbuSehdlds are likely to be subject. to less:

vear—to-vear.income variatlon, chus being ress rlsv ?“Stcméfsvﬁﬁédirdéy-db‘y
to borrdw.

T Ear‘liér; we ‘spoke of the positive aspects of fostering short-term lending
schemes for non-farm fims: There is also a cautionary side, in which multiple

entérpriSesfﬁiéyfa]role,dfThé‘lidhidif&idf WQrkingiéapitai?ﬁédhsffhéﬁrftfiéi

household labor provided for both agricultural and non-agricultural employvment
off the household's farm. "Non-farm' income would exclude the returns for
agricultural emplovment off the household's farm. Remittances from migrants
are excluded from both "off" or “non-farm" income figures.

4
See Lipton.



particuiariy nulnerable to being divetted to another household.enterprise, to

non—productive aesets ot to consumption. Beyond this diversion problem, there
is the d1ff1culty of distinguishing between true demand for productlve working
capital and a demand for working capital as plasma to’ prolong the llfe of a;~ i

1osseptodue1ng4enterprise.,

I.  RURAL MANUFACTURING ENTERPRISES AND'WORKING CAPTTAL

_ﬁthe siaeab;e literature on,smaLL 1ndustry’bywnon—agricultural:economisteys'
muehhodehich is applicable_to4rutallsnali scaiefindnétry, cpvéfsjﬁumérougfg
aspects of small manufacturing ventures, but working capitaidie‘not’among these.
The explanation for this lacuna would seem to be an academic tradition fodnsed
on fixed assets, an orientation of aid donors toward lending schemes with a _;
hlgh foreign exchange component, and a paucity of requ1sxte statlstlcs.va‘
recent survey by David Kennett reveals that bystematlc data on. the lenel and
composition of working capital are available only for India and,thentgn}yfﬁérgib

firms engaging ten or more,

5The post-World War II study of small scale industry in developing economies
commenced in India in 1953. During the following decade, research on the
"Indian model" was carried out in many Asian and Latin American countries; most
of the investigators had connections with the Stanford Research Institute and
‘the Ford Foundation. The focus was on "modern" small industry of relatively
large scale, with a policy orientation toward intensive assistance to selected
firms. An overview of this tradition can be found in Eugene Staley and Richard
Morse. After a hiatus of about a decade, interest in small scale industrv re-
emerged in the garb of appropriate technology and the informal sector. Now the
focus is on the lower end of the size distribution, typically with a rural orien-
tation and eschewance of subsidized assistance for a privileged minority.
Perhaps reflecting the normal lag between theory and practice, technical
assistance programs -- whether they be bilateral World Bank or UN-sponsored --
are virtually all designed on the Indian model. ,

6We are indebted to Kemnett's excellent survey for dlrectlng us_ to. the
pertinent empirical references for the U.S. and India. .



Working capital is a firm's invesement in eﬁoftQCefﬁwaSSetéh These cédeiet{
of cash and short—-term securities, accounts rece*vable and inventorles. iﬁdene
.tdries, sometimes referred to as physical workidgdCapital, are eomprised of .
raﬁematerial stocks, works-in progress, and finisheddgoods.' falaceodnEinéf
cefﬁindlogy the firm's short-term assets are»labelled?grbes,wOrRing;eapiealﬂ
or eotal current assets; this is contrasted wiﬁhiaetfVorkiﬁgfeabiﬁai;fQﬁiehfie;
toeal current assets less total current liabll¥tie$%(efg?}“acsqqgtsiP§Y§bl€
and short-term loans from othere); The concept .we empley1iﬁftﬁiejbapeﬁfieﬁ
grose workiﬁg capital. Owing to tﬁe»natdfeie}‘odr data,;withi¢~ngSslﬁefkiﬁgﬂﬁ
capitaL we will pay particular attention te inventories.

| The level and composition of working capital is'subject to.wide variation:
Avaiiable evidence indicates that suca‘variacion is reiated.to‘level'of“defeleQV
ment, to industry group, to‘tvoe of enterprlse w1th1n an enduetrv orouo,'ana '
ftnally to the individual enternrlse. Invphe U.Sé.;hebga;iegoifworking‘capitai
to fixed assats for large manufaeeuring unite }e"i{3fye;sdee2.0'fer small manu-}
factufers; this compares to 1.6 for small manufacturers in India (Kennett). Hﬁ¢b¢
of the U S. Indian diff erence for small establishments- is attributable to the -
f_r snaller holdings of cash in India,- where itiis: only ‘5% of work 11g:cap;;a1;
ae compared to 16n for the U.S.
::although invencery appeafe to be the:largest”component of working capital.

in all cases, it is relatively mdre_importaﬁ;,ihfde?elepihéfeodhtﬁiea;f@IdQff‘

India;‘fer example, inventory represents abpquimateiyv§OZfd§;§qﬁa}iﬁbfkiﬁg:/
capital of small manufacturing enterprises,'While;ihetheiU{Sf:ifpcdaéfieeseonly
about 40 percent (NCAER and U.S. Governﬁent). Further,.the relative magnitude

of inventory also appears to vary by industry group wi;hin'a‘éeun;ryf5 In’Sie:ra,
Leone the .inventory-to-sales ratio‘fer small enterprises. varies.irom.l,3 per-
cencgfq;dthe'bakdngﬁindustryféegldg4:éefcedt;fer carpentry (see Table 1).

There are also systematic differences in the.inventory sales ratio by major



TABLE 1

Avefege Iuvehtory/Annual Saies Ratios fbr Small Scale Enterprise Types:

by Economic Profitability and Location, Sierra Leone, 1974

Industry

Tailoring

Gara Dyeing

Carﬁenefy5
Blacksmith
Baking
Other:

‘Total

Economic Profit

Location

"Positive

.024
(n=34)

(n=-4)

%4074,
(n—ll)

2036
‘n=64)

Negative

031
(n—31)

a‘qaa
(n= 2)
.339

- .060

020

{~=29)\

i(ﬁf‘Z)’,
~kn=54)e5 ,“

'(n-'4)'?ﬁ%

203

Urban

.029

(n=38)

.022

(n=5)

099

’(n= 9) *

038

f(““ 4)ii”

o .o13fj?‘;
RO

116

(n~21):i

. TALL

027
(n—65)

.023
(n=6)

;114,e
(n=13)

042
‘n=10)

015
n=13)"

.203
'n=32)

14

{(n=75)

Source:

Computed from survey data collected for the Sierra Leone small }
scale industry study (Liedholm and Chuta). s



éncerprise types within'an industry.group.: Within'the Sierra Léone tailoring

induetry;atheginvenfpfy¥:orselee&raﬁib,fo;?ﬁbféﬂ”faefbfy%E?beﬂ tailoring
SilLerprises was 'iU.44, Whlle-that..ror ‘job-shop¥: tailors,”where customers -
ksupply_cheegeterial; wasv0nly[2}4z. Finallv, even w1chin enterp setgfqdpings,
»thefefarevof;eneeuite wide vafiee ions between endiv1uual flrms eThe*iHQénEOrve
7ﬁe;seieefratide for:"job~sh6p' tvpe tailors in Sierra Leone,_For exaﬁple, ranges
from .5 to 5.7 percent.’ |
‘tWhaﬁ.aecounts for these.varia;ions in wo;king capital,eomgositiqn};pef;iee%‘
leriy.inventory? There are clearly a véfie;? of factqre at’ﬁerk. rin[&hejeeg€e 
,section we examine this issue in terms Of_theAfaccors affecting che75eﬁe£§;£e£;

and supply of working capital.

'1V. DEMAND FOR WORKING CAPITAL

demand for working capital arises because production'and‘sales ara not
*bé%fectlyisynchronized: che dates of payment for inputs do not match the dates
or correspondi1° sales recelpts. 'We<may partition into saven categories those;

:fae;ofe"that“ere,:hefprincipal‘determinants of demand.for‘Wbrking~capital

iiThe quanc1tv of working capital aehandeu wily: vafv‘d*rect1;,v1tnkthe
fvolume of sales. This follows oy definition since ehEPoriﬁeipelieee
g“Of'working capital is to finance labor, rav naterials; end other pﬁfdheeedﬂl
”iﬁpu;e that go into the croods produced "or sale.;‘InVentories 'follow1n°:f
QBaumol S, nodel a:e gsuelly beliaved to,be,e ;enceion of theveqea*e root”

5or¥seles,’;The'"teal world" validity of ;hie'mbde¥;;hewever;ibee5beeﬁi;

“qﬁeéfibﬁedi_with“elternaqive specifications,'fdﬁféxéﬁple}lévggfefiiﬁee:ﬁ

ffelagionehip'can be posited (Sen).

7 - — - - et o
These figures were derived from survey data generated from the 1974
Sierra Leone small enterprise project (see Liedholm and Chuta for details).



,l 1,

“The ‘quantity of working capital demanded_Wi;lgﬁary'inversely with the
capital-intensity of production.  The more,éapital—intensive is production
.the higher will be fixed capital costs and:the lower will be variable costs
(assuming fixed assets are owned rather than rented). It is principally

‘variable costs that are financedyby‘wofking capital. Since most rural
v@aﬁufacturing is more labprfintensive gﬁau_its urban counterpart, the
fqrmer's relative demand for‘working capital will be correspondinglf‘

‘higher. The fact that the rurél firms use a higher proportion of,fémily;

~labor will not affect‘this;cthIﬁsioﬁ unless they would othefwiséfméké?

‘no contribution to family income.

.. The quantity of working capital demanded will vary directly with the
léﬁgth of the production period and with’the :length of:the marketing:

period for raw materials and finishéd'gobdéigf

This relationship can be illustrated by tﬁo;éi@ﬁiéfékémﬁies;  Pr6ducer A
maﬁufactures common wooden chairs. He purchaéés“lgmbér from a nearby |

| sawmill four days before he commences pfoduéfizhvon a typical order of

20 chairs that take him ten days to prpdgpe.; Tbé buyer takes delivery
upon'completion and pays cash.‘;In ébhféégéinfédﬁcér‘B makes highfquélity.;
chairs from kiln-dried wood ;énffffo@‘gﬁgkdébital:¢iﬁy which ﬁQs£,béY;f§ik‘
ordéted and paid for 56 days:prior to 1t§ arrival.  Production of 20 chairs

requires 14 days and the: buyer is given:28 days-from delivery to pay.:

In the case of A, raw material has to be financed for'four days and, then
-all-other variable costs for ten days. .If raw material cost:is 40 percent
of sales, other variable costs are 30 percent and this cycle is: repeated:

32 times-a ‘year, the ratio of working capital to annual sales 'is roughly



;3 percent.  In the case of B, raw material purchases must be financed: -

for:56: days iand accounts receivable for 28 days, in addition to the l4 -

1qays;offwdfk%infprogress., If the same cosc»racice‘and 320 day working

‘yeariapply,ithe working capital-sales ratio is 16 rercent,

Of“the five-fold difference in workingfcapitalfrequirements‘dfftne two .

firms, ‘differences in production period-account for only oneftentnf

As we shall see late;;‘winekdifferences in observed wofking eanital
ratios in the same induatry are most'freqnently the resultvnf differing%
marketing arranoemencs, whlch .may range from paving fnr raw matér?alév
in advance and belllng on. credlt as_in‘B.‘ta subconﬁractiné‘ef-wnrk:EOx

orner‘wherejthe cUstomer suppliGS‘the raw material and pavs cash on delivery.

The ‘quantity of working capital demanded will vary directly with ecdnbmieé?
of lahge -lot raw material purchases. Insofar as the- transacc1on :est_cfiy
placing a raw material order are fixed irrespective of size and, mb;é‘
importantly, the seller gives price discounts for bulg;purchasesi it willl”
pay the firm to hold larger raw ma;erial‘inventeries upkcoethat.pnine’

on

i

where the marginal carrving costs are equal to the marginal savingz
raw material price. For the rural producer, however, the scope for obtaining
economies of bulk purchasing are quite modest compared to the infrequent

availability of transport for deliverv. Hence, we predict, as Kennect has

before us, that rural produce:s;will‘carrynrelatively larger inventories

. than their urban counterparts. '

8Inventory raw naterials + work in proz*ess + finished aoods
(all expressed as a nercent of sales)

W, + SALES = [.4(75 5+ 270 + (0] Sales = 2.7% of ennualisales

{
|

INV

B SALES

[.4 4 + ./o + 2. o)] Sales = 16.1% of annual sales
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The Qﬁantity of working capital demanded will vary directly with external
eﬁvironmental risk (Chart 1). These include qnpredictable events such as
failure of electricity supply,.defegtive equiﬁment,,theft, and breakdown
in suoplv firms that interrupt or rédﬁée sales[withdu; causing a compensating
reduction in costs (e,g.;‘wages). A séddﬁdvgrﬁup of unpredictable events

are the result of government policies. Shortage of critical spare parts

‘owing to import quotas, a flood of duty-free competitive imports owing to

illegal issuance of licenses to the politically influential, delayed pay-

ment for sales to government agencies, délays in issuing permits -- all

these absorb working capital. Entrepreneurs tend to be over—optimistic/

Véﬂ@ut the frequenqy of these events; only a small proportion‘ofififméjz

maintain precautionary reserves for their occurrence.

The quantity of working capital demanded will vary inversely with managerial

efficiency. Since gross profits are a major source of cash, anything that

reduces profits has the potential ;ofihcreaseAdemand for working capital.

Three types of managerial shortcomings‘aréfidentified'in Chart I. The

first four items reflect inadequacies of technical knowledge and industrial’

engineering. Poor product quality, slow rates of throughput and materials
wvastage affect working capital via a reauced profit component in cash flo&;
machine breakdown, owing to lack of maintenance or operator malfunction,'r
lengthens the production pefiod.k The second gfoup of'entrepreneﬁfial‘,,
f;ilures, involving financiél coﬁtrol, represénts a simple leakage of!ﬁgﬁking
capital. The third group are marketingkshortcomihgs; their*impaétfi§}§§ ? 

reduce sales revenue.

Insofar:asfa,significantfpért:of'an'QStaBlishedffifm'sxnééd for additional

working:capital derives from any of these internal causes, ceteris paribus




1% External Risks' Power failure .
Defective equipment:
Theft ' .
Breakdown in supplier firms

~I1.. Policy=Created Risks. Imported input shortage

N Illegal import dumping ;
Delayed public agency pavments
Delayed government assistance
Harassment by municipality

III. .Entrepreneurial Shortcomings Product quality
A T Rate of throughput

Machine breakdown

Materials wastage

Pilferage of materials and product
Clerical theft .
Defaulted customer credit
Non-business cash withdrawals -

Failure of transport
Loss of distributors
Product pricing



receipt of loans or raw materials on credit will undermine the natural
pressure for corrective action and add to the scarce capitaI resources

that are lost.

7. The quantity of working éépital demanded wiil vafy invérse;y wi£hj§hé1;
_cgsgiofiborro&ing}yﬂThe3¢os; 0f'b0rroﬁed fﬁﬁgé?iS{méaéiup‘éfggﬁféé#¢;§;6;
fhenté‘as'noted:by'Adamé‘and Nehman: (i) the nominal rate of 'interest =
chérgéd on the loah, (ii) ﬁransactions cost incgrredfby the borrower-and
(iii) expected changes in the ﬁurchasing power of monéykovef'the loan
period. Trancactions costs for obtaining a formal loan are surprisingiy
high, and for a small loan pfdporgionately véry high. - Thef include appli-
gaﬁion fees, form filling fees, tra&elling expenses, entertainment exbenséS}f
- and the opportunity cost of the enﬁerpreneur's time in travelling and
iWaiting to see officials.9 The expected rate of inflaﬁion is an offset,
against the nominal interest charge as also is complementary techﬁical
assistance that sometimes goes along with a government loan. Loans in f

the curb market entail hardly any transac:ions cost, no_complementary
éérviées and far higher interest. bBut informal loans have the great f

) édvantage of a short interval between loan 1equest and disbursement;;p
V. SUPPLY OF WORKING CAPITAL

Firms obtain working capital: from both in;ernalyandvéxterhal»sourcés.
The original capitalization of rural manufacturing enterprises, including working

capital, is overwhelmingly’obtaiﬁéd from peréonélfsavings, gifts and informal

91n Haiti, for example, entrepreneurs reported that more than 50 percent
of the loans they received took longer than three months to process (Haggblade).
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loans.from friends and relatives.
‘The major source of wdrking‘Capitaleorfexpansiqn;ofﬂexistingjunits;is

their own "free cash flow" of depreciation and profit.not-alresady. committed

to servicing debt.k In Slerra Leone.90 of‘etpansiov fundstwere derlved *rom'
this source, while the figure was 812:1n Haiti However,‘whlle interﬂal cush 

:low is the most important source of working caoltal it should be recalled |
from the earlier discussion oﬁ Eungibility thacithere;ara often substantial.

"leakages" to other household énterprises,fto;finanéial investments or to

consumption. As with potential managerial ‘inefficiency, the possibility that
this type of siphoning-off is occurring\makes,:hg]é§§é59@eﬁtfbf7creditwor:h%ﬁé$s

Lv a iender extremely difficult.

The four extarnal sources of short-term cfedi;{4f,sup?lier; ¢ustomefs,

- commercial banks, the curb market -- are of far‘iesé quahtitafive sigﬁificénce.
The most important external source is customer credit. One form of customer.
;redit is subcontracting, where the customer, typically a much larger firm,
supplies the rural enterprises with all the raw macerials required to produce:
the goods ordered. This qually will occur in reédy-made Zarments, knitting;

jfurnluu*c, artistic hanaicrafcs and Zootwear ccmpcnencs.ll Mora wic‘espreadw

 i§ the practice of retail customer supplying the producer with sither the raw

‘matérial, (e.g., fabric for a garment), or a cash down—paymenﬁ sufficient to

‘purchase the needed raw material (e.g., furniture, wrought iron, farm tools,

10These sources represented 8! percent of the original capitalization of
surveved firms in Sierra Leone (Liedholm and Chuta), 94 percent in Jamaica
(Fisseha and Davies), and 91 percent in Haiti (Haggbalde) -- all futursz
references to these countries are from these sources and will no longer te
cited. Government lending schemes for manufacturing focus on large scale
enterprises in urban areas.

1

In Thailand Dorald Mead reports that subcontracting can also be found
in the production of fuses, Christmas tree lights, silk weaving and the : aking
of fish nets.



leather goods). Although these are frequently individualized products;ithe
criticai attribute appears to be that the value of the finished good ie‘eignififf
cant relative to the producer's supply of working capital. Of couree;{tdﬂerriﬁei
at the net supply of working cepital supplied’by customers, we‘mustVShhtreet‘
credit extended to any other group of customers,12

Such advance payments by customers (i.e., a shortening of the marketing
period described earlier) represents an interesting response to the ebstaeles
faced in a low-income community where financial intermediation is limited.

The customer temporarily foregoes the pewer‘teqconsnme'and‘reeeives in'return
implicit interest in the form of a lower’nrieei- Theiproducer avoids the entre?
preneurial risk inherent in producing fdr‘inventory. For communitiesvwhere
income and tastes are stable, it is”e very efficient economic system.

A second external source pf working capital are accounts payable to
suppliers. Normally this facility ie reserved for customers with well-established
husinesses and good payment records; it is provided:without collateral but the
implicit interest rate is high. Supplier credit te large‘nnits (i;e., ever 10
employees) in urban areas is quite common. ' For smailer rurei_units,‘typically
employing one to three workers, supplier credit is rare;

A third external source of working capital is commercial banks.; Survey
data from Sierra Leone, Haiti and Jamaica indicate that commercial banks provide'
1-2% of the 1nitia1 financ1ng for rural manufacturing units and from 0-8% for :
,expansiqn. This very limited participation of commercial banks in the non—farm'
sector is attributable to the collateral requirements and the transactions’cests
1facinglthe borrowertand, from the bank's viewpoint, the perceived high'COSté aﬁ&

‘risks associated with such loans.

12
We have no information on the volume of credit extended to customers,
although we know a significant fraction of producers do extend some credit,
In Haiti, 70% of the entrepreneurs reported giving credit compared to 347 in
Jamaica.



The final sou;ce of externéi éredit is the_cﬁrb market. In the dozen-
_bdd'éduntrieé ot whichyfhe authors have personal knowlédge,‘there is no
Sighificanc use (say 10% or more of average working capital) of the curb
méfket bv small manufactﬁring enterprises.L; Yet the curb market recelves a
vast-émount of attention,'unfortﬁhately mbre exhortatory thén investigative
in nature. Tﬁe reasbn for the‘interest seems to be that it is viewed alterna-
:iﬁélyfas a marvelous self-clearing market which supplies the credit needs
qfkhigh-fisk borrowers without sufficient dollateral, or as a market dominated
byvrépééious monevlenders charging usurious inte;est rates. In most cases

recourse to monevlenders occurs at infrequent intervals for small loans for a
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few days in rasponce to a sevare emergeacy. II for no othar r
rates of 50-to-1507 any meaningful reliance on the curb market is out(of the
questiqn given ﬁhe sector's generallvy moderate profit rates.

o Suchfare the sources of supply for short-term finance.  The majér défér—*
jinéﬁtéiqfuhéﬁbmuch working capital each source is willing'Ed‘prdvide;are'aj
Eﬁh;ﬁiﬁﬁ:df their assets and income, the opportunity cost of their funds, .the
igééfest’raté on working carpital, administrative cqsts} anq tbé fiéks at;éndant
on such loans.

‘The cheapesﬁ source of working capictal is the encerprise's”bwn cash flow.
This stems f%om the absence of administracive costs and a more accurate knowledge
of the risk factor. On the other hand, the ease of redirecting cash flow from
one household enterprise to another means that’this internal scurce of iiquidity
is;far more sensitive to alternative yields am§ﬁgtﬁhe‘vé£ibus hohsehoid'

activities than is normally the case.

13
In Haiti 0.9% of the firms used monevlenders for their initial purchase
of equipment and raw materials; for expansions investment the figure was 1.7%.
In Sierra Leone initial reliance was 0.9% and 3.9% for expansion.
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;For eXternal sources of supply, on‘the other‘hand; the administratiwe:
costs and rlsk components become more important elements in the cost of funds.:
Administrative costs of 1ending to smaller firms are typically quite high and
‘above those incurred when lending to larger enterprises. Elements such as
recordlng and disbursing the loan'tend to be fairly constant regardless of
the loan size and thus 1oom‘1arge for small loans. Information costs required
to ascertain risk tend to be‘absolutely higher for loans to the small firms,
owing to the heterogeneitv of these enterprises and their general failure to '
keep records.14 | |

kThe:risk premium is also likely to be an important ingredient in determining
thesekternal supply of working capital to rural, non-farm enterprises. Although"
the'sector as a whole may well he'viable and resilient, failure rates for
indiwidual firms canibe quite high. 1In Sierra Leone the small enterprise“
failure rate was approx1mately 10% per year with the vast maJority failing
within the first three years (Chuta and Liedholm, 1982)

'One‘ofﬁthe reasons that "risks" for financial institutions are high in
thissafealis because it is difficult and expensive to obtain the information

. « 1 , , ,
needed to screen the good borrowers from the 'lemons." 6 Since it 1is difficult

14In the Philippines, for example, adminlstrative costs for a given value
of small enterprise lending were six times that for larger enterprises (Saito
and Villaneuva), while in Jamaica, Wilson found that it could cost the Small
Enterprise Development Corporation (SEDCO) as much as J$1,300 to process a loan
application of J$500!

15Moreover, default rates on small enterprise loans also can be quite high.
In Jamaica, for example, 40% of the Small Business Loan Board were deemed un-
collectable (Wilson) while in Kenya up to 45% default rates were reported (Kilby).
Low default rates, however, on small enterprises loan programs have been reported
in Ghana (Steel).

16See Akerlof for a more extensive discussion of the problem. Risks are also
high because of deficient loan collection procedures of lenders, particularly
public lenders. See below for a more extensive discussion cf this point.
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to.vary interest rates by:risk of ‘borrower and potentially good-borrowers
are.orten indistinguishable from "bad' .borrowers, the: former may in some’instances
beidtiﬁen‘ont'of thé“mafkétg;it@&@é?ﬁiéijpgﬁksjécﬁémptg:bfieagéef:ﬁeiéis§7§;eﬁihm
and the need to gather extensive information by insisting on full ‘collateral™ .
and by dealing only with known borrowers. Indeed, in the Philippines, the risks
0L lending to unknown borrowers was estimated to be 10 times or more the risk: -
of lending to known, creditworthy borrowers (dnderson). 'Input suppliers and
moneylenders, on the other hand, often have considerably mote knowledge about

‘the borrowers' business than do commercial banks. Yet;feven they ars not immune
to high risks. 1In Sierra Leone, for etample, local traders with zood knowledge
of the community, found their average 168 percent loan to small rural enterprises

1elded an average of onlv 437% due to delayved:. paywents and oerault (Zinsenmeyer).

VI. TESTS OF HYPOTHESES

What empirical Support exists to verify any of the hypotheses relating to.
the determidants of ‘demand for working capital? Data are at best scarce: how-.
ever, a limiteo amount'of"information is avaiiable from the Sierr Leone’smeli:
enterprise study‘to enable us to conduct a lin-teﬂ investigation of sevetsi‘ofﬁ
these propositions with respect to physieal working capital. In the Siert

Leone survey, conducted in 1974, 250 small scale enterotises were internieﬁedﬁ
ktw1ce weeklv’over a twelve-month period to generate flow 1nformation on sales,
;ooutpnt;’costs, protit and stock information on inventories and Zix d eeo1tal

Ihe hypotheses presented above combined with the data enable us to fornu— -
Lflate the following demand model The absence of information on credit supplv’

frequires an assumption that supoly factors are not svstematicallv linked to

. demand.’ .Of necessity, the~dependent‘variable is_the.enterprise s'totalﬁ

IfFoEVmore details, see LiedhoimﬁéﬁAZtﬁdté:



inventory,rsinCe data‘on the‘firm’s other components‘of working capital are
eitner missing or incomplete. The available variables expected to explain
inventory are: sales, economic profits, location (rural versus urban),‘and
type of industry group (e.g., carpentry,‘baking,’tailoring), Sales~neuld:'
be expected to be positively related>to‘inventery‘levels, although‘the specificfk
forms of that relationship aré-maﬁy ‘ Economic profit, defined to reflect the.'
shadow price of all inputs and‘thus ensure that a marginal firm would have a
zero rate of profit,‘would bevexpeeted'to have a negative relation tq'inuentoryii
levels. Profits pruvideia refleetion~0f managerial efficiency and well—run
enterprises would be expected to require less inventory than poorly—run ones.
Location is also hypothesized to affect inventorv levels. Rural enterprises
would be expected to carry a higher inventory than those in urban locations
because of the more infrequent availability of transport. Finally, the partiéu;°
lar characteristlcs of the specific 1ndustry, such as the length of its production
and marketing period, will vary from industry to industry and thus lead to'
differing inventory requirements.

The statistical regression model»investigatediwas{specifiedpasih

INV=a +b /(_s')_+c(P)+d(R)+e(C)+f(B)+g(T)
where INV is inventory level, a is a constant, S is sales entered in terms of
its square root in accordance with Baumolfs "square root rule," P is econonic
profits, R is a dummy variable equal to one if the enterprise is located in
a rural area (i.e., locality size less than 20,000 inhabitants), C is'avdummy
variable equal to one if the enterprise is~carpentry,‘B is a dummy variablesﬁ
which is equal.to one if the enterprise is‘baking; ana 1. 1S & aummy variaple
»equal to one if the enterprise is tailOringr
The results, based on the sample of 138 small scale-manufacturing. enter-

.VpriSesvthat possessed the required.data,fwere::



:hsfaﬁﬁafdféfrbfé'afe*inpbréCKeE),'f
For a cross section analysis,ntﬁéi}ééﬁigéiiﬁéiéate thé: the equation?has
‘provided a reasonabiy good estimate_of‘thé underlying determinants of the -
demand for working capital.. The individual cbmponents must now be more
fully examined.

Yot surprisingly, the 1eVel of sales was found to be an important
'de:erminant ot inventdry;ievé;s.z ihelsguate root of sales coefficienﬁLwé§ 
prositive and significéhglé;iﬁﬁé'l ﬁefcent Iévél,}fHoreover, the resﬁits would -
seem £o also §:ovid§ addiﬁional empiricai suppdrt for Baumol's squarekrodt;ﬁ
rule, since an aite:natiﬁe‘linear spécification,éf this relationship~é:o§ide§§i
- less powerful statistical results;l8 | |

Economic profits were also found to bé an important determinant.' Tﬁe 
“economic profits coefficient was negative, as predicted, and significanﬁ at’.
:the 1 percent level, Thus, our contention that managerial shortcomings, fér‘
wihich economic profits is a proxy, would be reflected in larger inventorieé
‘seems to be borne out. The actual mean inventorv/sales ratios for diffarent
industry groups, arraved by whether or not the entarprise generated a positivel

economic profit, are presented in Table 1.

The location coefficient, on the other hand, was not found‘to_befstatiSCically

significant. The evidence, however,‘presénted~in,Tébie 1'in which mean{ihﬁéntér?/sale

18The equarion with sales as a linear function of inventory yielded a R
of only .44 and an F value of the coefficient of only 38 as opposed to an R
of .50 and and F value of 35 in the square root "formulation.'" Moreover, in
a final regression formulation in which the log of inventorv and the log of
sales were entered, the sales coefficient was not significantly different than
.5, the value predicted by the 'square root rule."

2
2
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kfétios for industry groups‘arfayed by rural and urban location are portrayed
bwould seem to indicate rural enterprises generally do have higher mean inventory
levelé. Evidently, however, when all other variables are taken intc account,
these systematic variations lose their significance.

Finally, the results of our analysis‘indicate that there are some éignifi-
cant variations in inventory lévels by industry group. Specifically, the carpentry
coefficient is positive and statistically significant at the 10 percent level.
Indeed, carpentry, which appears to have a longer mérketing‘and production
period than other small enterprise groups, has a significantly higher inventory/
sales ratic th&n other enterbrises. The bakery and tailoriﬁg coefficients,
howvever, were not étatistically significant, although in Table 1, mean values
for the inventory/sales ratio did appear to vary importantly from enterprise
group to'eﬁterprise group. Finally, it should‘be_noted tha; the mean invento;y/
sales ratios for the product groups in Sierra Leon§:§ere quite similar to'théxfa
inventory/sales ratios obtained‘froh éur p;g;imipary:re5ults;9£ the analyéiéiéf:

Honduras and Jahaica data.
:VII: POLICY11MPLICATIONS*

Given the heterogeneity of rural non-farm entefpriéés within any one
 ébuntry and the variations between countries, it ié difficulﬁ to generalize
“about the liquidity problems facing the sector. In some cases, the demand
issues predominate, while in others it is supply issues. Nevertheless, sevefal ;
 p9licy recommendations do emerge at this stage. |
Some of the short-run capital problems facing rural enterprises are traceable
;eﬁo demand constraints. In some cases, effective demand for working capital
iﬁay be low because the activity is not economically viable or because particular
| enterprises suffer from disabilities such as poor management. Indeed, the effeﬁtive

demand is frequently lower than the entrepreneur's perceived demand for working



o
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capital, since other problems (e.g., managerial failures;, raw §éfé;i$ ,
necks) often are misperceived as a working capital need.

The lirited evidence available from these countries with 3deqya;é;pro§it”yw
data such as Sierra Leone (Liedholm and Chuta), and Thailand”(Artkoﬁgharnj}fff
nowever, indicatas that a significant fraction of tﬁé rufal ﬁon—farﬁ activiﬁies
are economically viable and thus capable of generating a strong effective‘demand
for working capital in these cases. The experimental credit 3rogram in Bangla ‘csh;.
which was designed to provide loans primarily to small farmers, discovered,an
unexpectedly strong demand‘for non-farm loans even at "high" in:erest,raﬁés

when the supply was assured (G. Adams).

it is in the former area that most of our policy recommendations amerge.,

-

Increased flexibility in loan tarms, measures to. raeducs adminié:rati?e costs -
and risks of lenders, more experimentation with informal lend ding sources, '
removal of imperfections and better integration of the rural financial markecs. -
ars more soecific suggestions that will now be examined in zreacter de:éil.
chreas-ng interest ratas to cn;bxe banks and non—oan“ intermediaries
to more adequately cover their fisks and administrative COSts emerges as a
major policy racommendation. A central theme of this colloquium is that
controlled interest rate: discourage lending to small farmers and businesses. .
when credit is underpriced, all businesses receive a aubsidv in direct pro-" 
Dortlon to the size of their loans; large borrowers receive larce gra;ts
wiiile small borrowers recei;e small grants, Horeerr,,the lender's nonfprice
credit rationing of the excess demand gererated by-intefgst'race~ceilings

restricts the access of smaller enterprises to formal cradit (Gonzalez-Vega).
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Several factors may limit formal sector interest.rates, however, from rising
to risk and cost-reflecting levels.!? First, political cbﬁ$idéra;ioﬁs hay‘dictate
against increasing interest rates for small rural enterprises to unduiy higﬁ
levels. Secondly, higher interest rates may result in an adverse selection of
borrowers by attracting the riskier and deterring those whose projects have a
lower, butlfar more certain'rﬁtekof feturn‘(Stigiiti and Weiss). As a result,
lenders nﬁght'still be faéed with a credit-rationing system in which good
borroﬁers could potentially be driven out by the improperly screened "lemons."

Consequently, even with higher interest rates, mechanisms are needgdf:o v
improve the information gathering and screening procedures of those finéﬁéiéi
institutions making short-term loans to rufél, non—férm enterprises. In this
connection, for example, financial institufiohs need better procedures to
distinguish the true effective demand for{wérking capital from the specidué
demand that only serves to sustain temporarily a fatally ill enterprise.

Norms for inventory and working caﬁital needs by type and size of enterpfié§ 
might also be developed for use as rules of thﬁmb'in screening as well;éS'ih\}
determining lending levels.20 Such improved screening devices should contribute
to reducing lender risks.

Risks can also be reduced markedly by improving loan coilectiqn pfo@é@ﬁfeé;
Although borrowers‘are'ofﬁén abievtovrepay,'they;frquently:aféjtémptéiﬁhbtﬁﬁéﬁ

do so, particularly.Wﬁeh }éfgé1numbeps:étéfknown?ﬁoﬁétoibé\réba&ing;?fifnfhéféi

19This section relies heavily on the discussion in Anderson.

ZOThe Tandon Report established such norms in India. Data from small

rural enterprise surveys, such as portrayed in Table 1, may enable such
norms to be established for non-farm enterprises in other countries.



are prospects qf‘recéivingiaddition;l wo;king capital loans and if chese are
gondit@dngd}dnﬁthe repayment of»bast'debts, timely repayment of existing loans
shddldfimproveb FMqreover,‘such‘prbcedufeﬁ as threatening foreclosure, advertiging
deiiﬁéﬁgncies or cases undér litigation, Sr mounting loan collection dfivés égﬁ“
havé‘dramaticiresults. Although it took some time foi these pra;eduresktqlhaVe‘
an effeét, they were probably responsible for reducing the arrears by dﬁe‘half

in a Philippine small scale enterprise project (Anderson).

‘With the accumula:ion of experience and improved imformation, the'risks .
faced by lenders to rural non;farm enterprises should decliné over. time.,” Loan’
aprraisers' and loan officers' judgmenté will improve wiﬁh an increase in
kncwladge of speciiic trades and with the general exﬁerience thev gain:by
lending to this sector for several vears. These 1ending,ingti:utioné,vhdwever,
are not going to willingly engage in this "learning by doing" process unless
Viﬁs high cost (initially high default rates) can iﬁ éome'way be.abSErSEd;V The
{appropriate analogy is infant industry tariff protection. A guarantee‘scheme
}is one such cost absorbing mechanism. Commercial banks would be mdre“willing

to provide unsecured short-term loans to rural encarprlses lf ‘the amount
guarantaeed were reasonably high (ac least 80 percent of the 'oan'losses

covered) and if all»screening costs above those incurred for standard loans
could be shifted to Ehé guarantof. Most criticallv arter some specified

period under the guarantee, the banks would be required for anv borrower in
good standing to continue to extend the credit facility at their own risk;

;he guarantees thus‘would serve to 'prime the pump" during the learning period.2
In addition to these recommended improvements in the formal lending

-, schemes, there is‘also.a need for more experimentation with informal lenders 

21 : s : , , : ,
~See Kilby .for a more extensive discussion of the mechanism.



as s@urcgs of short-run credit. Input suppliers, assemblers, prbcessors,'traders,-
ahd ﬁoneylenders, are impOrﬁant potential conduité for on—lending to rural non-
farm producers.

In general, the rural non-farm sector is likely to benefit from the re-
‘moval of distortions and coﬁstraints Ehat exist in rural‘financial markets.
Because of fungibility, for example, some borrowing suppbsedly for farm enter-
prises actually supports some non-farm activity. Ideally, however,‘constraints
placed on the usekof rural credit should be removed so that rural households can
more easily. allocate their financial resoufces where they perceive the highest
~return. Credit controls which attempt to prevent leakage of‘funds to un-
approved uses usually have oniy limited success, but do lower the value of,tﬁgi
loan to the borrower and increase the cost of financial intermédiation.4
Correspondingly, constraints should also be removed that prevent speciélizéd
farm lenders from lending short-term funds to non—fafm'enterprises. Given the
heterogeneous nature of rural non-farm enterprises, financial services must
be very flexible and tailored to the local level if their needs are to be
serviced. Consequently, financial markets that are integrated, decentralized
and relatively unfettereé will be needed before many of the financial
requirements of these rural non-farm enterprises can be met.
| .'Finally, an approach that Qould helé both borrowing and non-borrowing rural
f;?mé/éhd households in all cduﬁffies iéybnevemphasizing the expansion of a
fdil‘fénge of banking services.ﬁ Tﬁé;bfé§ént heavy emphasis on subsidized agri-
cultural credit has discouraged*suchfexpansion. The financial intermediaries
involved have come to rely upon cheap_f@ndé‘provided by central government and
international donors. There have beéﬂ few incentives and little need to develop
savings mobilization‘strategies and;e#pand:and perfect banking services. Fixed

low interest;rates’for lending prévent'Offering attractive interest rates for



savings. Thus' the furaly$éctdrfis dedied‘acce55 to complete financial services..
£ interest'ra;e regulations are relaxed and‘less reliance is placed on};¢p;f
down supplies of funds, the environment Qill be improved.for an expansion in:
seli-financed financial intermediaries. Indeed, the rural non-farm sector
will likely derive far greater long-term economic and social benefits from

the development of sound rural financial markets than it would from subsidized

credit programs and from specialized lending institutions cesigned. to help

only a select, few enterprises.
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