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Small Scale Enterprise Credit Schemes: Administrative
Costs and the Role of Inventory Norms

Lenders' administrative costs are a central issue in the design of

credit projects for small scale enterprises.' Are these costs unduly high,

and if so, how might they be reduced? Information costs frequently loom as

a large component of these administrative expenses. Since working capital

appears to be the most important financial need of small enterprises and

inventory forms its largest component, improved information relating to

inventory requirements of small enterprises could contribute to reducing

the cost of lending to small scale enterprises.

In this paper, the actual administrative costs of existing small

enterprise lending schemes are examined first, followed by an examination

of the characteristics of low cost lending schemes. A final section

develops, using primary data collected in various Michigan State University

(MSU) studies, small enterprise inventory "norms" or guidelines that could

assist those making loans to small scale enterprises in developing

countries.

l Many factors, in addition to administrative costs, figure in the
success of small enterprise lending schemes. The most important among
these would include the output response of those producers who receive the
finance, their willingness to honor their debts, the cost of funds to
lending institutions, and the lender's costs for risk and administration.
This paper focuses only on the last item. While low administrative costs
do not by themselves guarantee that a given lending project is a success,
unduly high administrative costs are nearly a sufficient condition for
fail ure.

1

\
r
I
!



2

A. Administrative Cost of Delivering Credit to Small Enterprises

Administrative costs are one of the three major components of a

lending institution's outlays, the other two being their costs of funds and

expenses for default risk. 2 Administrative costs include all expenditures

related to evaluating, delivering, and recovering of loans; such expenses

include wages and salaries, travel, legal services and office overhead

expenses related to the lending operations.

What is the overall magnitude of the administrative costs of existing

small enterprise lending schemes in developing countries? One of the first

empirical studies, Saito and Villanueva's examination of financial insti-

tutions in the Philippines (1981), reported that the administrative costs

of lending to "small scale industry" in the Philippines ranged from 3 to 4

percent of the value of the loans outstanding. 3 The size of the loans made

by the institutions covered in their study, however, ranges from $5,000 to

$1 million, and thus they were not designed to reach the lower end of the

small enterprise spectrum.

2Expenses for default risk will not be dealt with directly in this
paper; for a discussion, see Kilby, Liedholm, Meyer (1984).

3Bhatt and Roe (1979) report that the administrative costs of
specialized small enterprise banks in India was 2.75 percent of out­
standing loans. Small scale, however, was not defined.
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Are the administrative costs of lending to the smallest enterprises,

which will be called "very small,,4 in this paper, substantially higher than

those found in the Philippines? It is generally argued that administrative

costs, particularly when measured as a percent of the loan value, are

inversely related to the size of the loan. Many administrative activities

such as the recording and disbursing of loans tend to remain the same

regardless of the loan size and thus represent a relatively larger

percentage component in smaller loans. Moreover, owing to the

heterogeneity of the smaller enterprises and their general failure to

keep records, it is frequently contended that the lender often must spend

additional time and money gathering information to determine the viability

of the project. Saito and Villanueva (1981) report that the administrative

costs, in percentage terms, of "small" enterprise lending were six times

those for "larger" enterprises in the Philippines. Does a similar result

hold when one examines the loans to the very small enterprises?

There is evidence to indicate that the administrative costs of making

small enterprise loans amounting to less than $5,000 are frequently higher

than those for larger loans. In a study of the Small Enterprise

Development Corporation (SEDCO) in Jamaica, for example, Wilson estimated

that the loan evaluation cost of a $22,000 loan amounted to $540, while

4Although there is no common agreement about what constitutes "very
small" and "small" enterprises, the working definitions used in this paper
are as follows: "small" includes all firms with less than fifty workers,
while "very small" includes only those with less than ten workers. In most
countries, over 90 percent of the enterprises fall in the "very small"
category, with most engaging only one or two workers (Chuta and Liedholm,
1979) •
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that for a $280 loan came to an astounding $843 (Wilson, 1981). In their

recent review of 18 micro enterprise assistance programs, Smith and Tippett

(1982) found that the lender's average administrative cost per loan was

$518. Since the average loan size was only $653, the administrative

costs amounted to almost 80 percent of the average loan value. The

administrative cost per loan value exceeded 100 percent in six cases,

ranged from 20 to 99 percent in nine cases, and was below 20 percent in the

remaining three instances. These findings, however, must be interpreted

with caution. The underlying cost data are, in most cases, extremely weak

and frequently include a sizeable component for the technical assistance

that many of these lending institutions were also providing; consequently,

comparisons of these programs with those pure credit projects where good

data exist must be undertaken with care. 5 A recent review of four Private

VOluntary Organization (PVO) projects where credit and technical assistance

were provided jointly indicated that administrative costs6 as a percent of

the loan outstanding ranged from 19 to over 100 percent (see Table 1 and

Kilby and d'Zmura, 1984).

Several recent studies of credit-only projects designed to provide

small enterprise loans below $5000, however, have indicated that lower

administrative costs have been aChieved. A summary of the salient findings

5Technical assistance costs and administrative costs may be partial
sUbstitutes, if technical assistance improves accounting procedures, docu­
mentation of assets, or dissemination information to entrepreneurs on what
is required for a loan. See Anderson (1982, p. 936).

6The administrative costs include the technical assistance costs as
well as the costs of the credit component.
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Table 1: Administrative Costs of Small Enterprise Credit Schemes

Administrative Arrears
Administrative Average Cost (S of loans

Credit Organization Country Type Cost per Loan Loan Value (% of loan) outstanding)

A. Credit Only

Krishi 1 Bangladesh Government-owned $5.00 $126 '.0 10.5
Commercial Bank

Agrani 1 Bangladesh Government-owned $5.27 $101 5.2 '.3
Commercial Bank

BKK2 Indonesia Government $2.37 $··.·3 5.3 6

Janata 1 Bangladesh Government-owned $6.60 $125 5.3 1'.5
Commercial Bank

Rupali 1 Bangladesh Government-owned $7.33 $119 6.2 6.2
Commercial Bank

F.D.R.lPeru6 Perll Development Bank $531 $5961 9.0 8

Banco de Pacifico~ Ecuador Commercial Bank $1.0 $1100 13.0 7.0 0"1

D.B. Mauritius~ Mauritius Development Bank $108 $830 13.0 NA

Uttara 1 Bangladesh Government-owned $31.27 $122 25.6 12.1
Commercial Bank

(cooperative)

Bank Money Shops3 Philippines Commercial Bank $197 $687 28.0 NA

SEOCO Jamaica Development Bank $8'3 $280 275.0 NA

B. Credit and Technical Assistance

DDF/solidarity6 Dominican RepUblic PVO $2.2 $1267 19.1 33
IOH6 Honduras PVO $561 $172. 32.5 .2

DDF/"Micro ll Dominican Republic PVO $739 $1680 ".0 '2
UN07 Brazil PVO $1700 $200 85.0 8

PfP/BF6 Burkina Faao PVO $1238 $670 185.0 23

Sourcea: l J . Brown (1983); the credit organizations listed (e.g., Krishi) are government-owned commercial banks; 2S Goldmark
and Rosen~ard (1983): BKK is the Badan Kredit Kecamatan (the sub-d1strict cred1t body) program 1n Central Java: ~ M. Fagbman
(1981): V. Raghaven and T. Timberg (1982): 5M. Wilson (1981): SEDCO is the Small Enterprise Development Corporation: P.
Kilby and J. D'Zumura (1984); F.D.R./Peru is the Rural Development Fund Program of the Industrial Bank of Peru: DDF/Solidarity
is the ~olidarity Group.component of ~h~ Dominican ~evelopment Foundafion. I.D.H. is the Institute for Hond~wan Devel~pment;
PfP/SF 1S the Partnersh1p for Product1v1ty Project ln Burkina Fasoi J. Tendler (1983); UNO is Northeast Unlon of Ass1stance
to Small Business Project.
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from these recent studies is presented in Table 1. Although in several

cases, the administrative costs exceed 20 percent (i.e., Uttara Bank in

Bangladesh at 26%, Bank Money Shops in the Philippines at 28%, and SEDCO in

Jamaica at 275%), there are others where the costs are below 10 percent. 7

The government run Badan Kredit Kecamatan (BKK) project in Indonesia, for

example, has administrative costs of 5 percent while four of the government

owned commercial banks in Bangladesh, all of whom were participating in an

experimental credit program under the aegis of the Bangladesh Bank,

allegedly have administrative costs ranging from 4 to 6 percent. 8

The average loan size in all these cases is less than $150 and the adminis-

trative cost per loan is under $10! Indeed, these administrative costs

even compare favorably with those recently reported to exist in the

"informal" financial markets in India, where administrative costs as a

7The administrative cost of lending by commercial banks in India to
very small enterprises receiving loans of less than $1250 is reported to
range from 30 to 40% of loan value (Raghavan and Timberg, 1982, p. 169).
The Syndicate Bank in India also is reported to operate with administrative
costs below 6 percent (Bhatt and Roe, 1979).

8For a description of the BKK project, see Goldmark and Rosengard
(1983). The experimental credit program in Bangladesh, in which over 50
percent of the loans were for business activities, is described in Brown
(1983). It should also be noted that to provide incentives to participate
all the bank small enterprise loans were 100 percent guaranteed against
default. At the end of the "experimental" scheme, however, when the
guarantees and special incentives were removed, it appears that most of the
banks have now ceased their small enterprise lending. The reasons for this
cessation of lending need to be further examined.
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percent of working funds ranged from 2.5to 4.5 percent. 9 Clearly, there

is now evidence that at least in several instances, the administrative

costs associated with lending to very small enterprises can be kept low.

Nevertheless, in all too many instances, the administrative costs

associated with delivery of credit assistance to small scale enterprises

have been quite high.

When administrative costs are high, they force financial institutions

to require larger spreads between the rate at which they obtain their funds

and their lending rates to small enterprises. How large must that spread

be? The World Bank (1974, p. 24), for example, notes that the spread

required for lending to large enterprises ranges from 1.5 to 3%, while that

required for small enterprises might plausibly range from 4 to 6 percent.

Saito and Villanueva (1981) argue that, when default risk expenses of 2 to

4 percent are added to their administrative cost estimate of 3 percent of

outstanding loans, a 5 to 7 percent spread is required. Both the World

Bank's and Saito and Villanueva's figures apply, as noted previously.

however, to the larger end of the small enterprise spectrum. For the "very

small" enterprises, Bhatt (1978) suggests that an 8 percent spread might be

needed in India and a spread of 10 percent appears warranted in Bangladesh,

if the banks were to break even (Brown, 1983).

9Timberg and Aiyar (1984). The bulk of informal finance, however,
goes for large scale trading enterprises; consequently these figures do not
accurately reflect the administrative cost of lending to small scale
industrial enterprises. Indeed, the informal lender with the highest
percentage of loans to small scale industry (16%), the Shikarpuri
financers, had the highest administrative costs (4.5%).
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The high administrative costs and the large "spread" that they require

help explain why "financial institutions" are reluctant to lend to small

enterprises. Unless they are provided funds from the government at

subsidized rates, are able to substantially reduce their administrative

costs, or are permitted to increase their interest rate, these institutions

will not find this lending attractive.

B. Scope for Reducing Administrative Costs

What scope exists for reducing the administrative costs of lending to

the smallest enterprises? Can anything be learned from examining the

characteristics of those lending schemes that possess relatively low

administrative costs?

There is some evidence to indicate that many of the high cost credit

schemes may be using inappropriate lending procedures. The loan delivery

system appropriate for lending to "modern" small, medium, and large scale

enterprises is not necessarily suitable for the "very small" enterprises.

The Small Enterprise Development Corporation (SEDCO) in Jamaica, for

example, used the same complex and time-consuming 18 step application

procedure and the same elaborate point scoring system for $200 loans that

it used for $20,000 loans (Wilson, pp. 14-15). Even credit schemes solely

focusing on "very small" enterprises frequently used similar procedures.

The loan review in the Dominican Development Foundation Program for the

Development of of Microenterprises (DDF) involved eight separate steps

requiring up to nine or ten staff in sixteen separate site visits to each

firm (Otero and Blayney, 1984). Not surprisingly, the administrative
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costs, expressed as a percent of the loan value, for the loans of these

institutions were quite high.

The small enterprise credit schemes with the lowest administrative

costs use very different lending procedures than those described above.

Indeed, their lending policies are more akin to those found in the

"informal" or unregulated portions of the credi t market, where simpl ici ty

and speed, based on local knowledge are central attributes. 10 More

specifically, an examination of those "very small" enterprise lending

schemes with the lowest delivery costs, reveal that they possess the

following common characteristics. 11

1. Character based screening -- most of the high cost lending schemes

still rely on project feasibility and/or collateral to enable them to

screen their prospective clients. Such screening procedures are time-

consuming, require extensive documentation, and tend to exclude the

smallest entrepreneurs who have little or no assets. In character-based

screening, lending decisions are based on the lender's judgements about the

reliability, capacity, and motivation of the individuals who would obtain

the loan. In the lower cost schemes, loan recipients are generally

10See Timberg and Aiyar (1984) for a discussion of attributes of the
informal credit market in India.

11 See also the list of "innovative" characteristics of PVO business
lending schemes in Tendler (1982). Character-based lending and small
initial loan levels are mentioned as well as informal group lending and
unspecialized lending staffs. Note that the PVO lending schemes have
rather high administrative costs (see Table 1), part of which is
attributable to the technical assistance that is also provided.

I
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recommended by local officials, who are knowledgeable about those in their

villages; consequently, it is also important that there also be:

2. Locally-based lending institutions with decentralized decision­

making -- local institutions are able to have the intimate knowledge of

their clients that is central to a low cost appraisal of the entrepreneur.

They also reduce the transactions costs of the entrepreneurs desiring loans

by reducing their traveling as well as waiting time.

3. Primarily working capital loans to existing enterprises or entre-

preneurs the information needed to assess an existing entrepreneur's

request for working capital can generally be obtained with more speed and

with less cost than can a new entrepreneur's request for fixed capital. In

addition to these cost considerations, there is now an accumulating body of

evidence indicating that the provision of working capital to existing

entrepreneurs is a crucial element in the overall "success" of such lending

schemes. Kilby and D'Zmura (1984), after evaluating the costs and benefits

associated with several small enterprise lending schemes, conclude that

working capital loans to existing entrepreneurs represent a "single missing

ingredient" for most very small firms; indeed, those "very small"

enterprise lending schemes providing it were found to possess benefit-cost

ratios greater than one. Such a result is reinforced by the finding of

most small enterprise surveys, which indicate that entrepreneur's

"perceive" lack of working capital as the primary constraint facing their

firms. It is also not inconsistent with the findings that working capital

forms a larger component of total capital for smaller firms than for larger

ones (see Kilby, Meyer, and Liedholm, 1984). r

I
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4. small initial loan levels -- The initial loans are started at very

low levels ranging from $10 to $100 for very short periods of time ranging

from three to six months. Problem borrowers can be identified quickly and

losses can be kept to a minimum. Repeat loans are based almost entirely

on the clients' repayment record, a practice that keeps administrative

costs low. The desire to obtain future loans provides a key incentive for

full and timely repayment and thus less reliance is placed on collateral or

administrative follow-up to ensure repayment. The repayment record of

these institutions appears to have been quite good; in only one instance

did the arrears exceed 10 percent of the loans outstanding. This compares

favorably with the 40 percent average arrears rate for several agricultural

credit projects reviewed recently by the World Bank (1975) or with other

small enterprise lending programs (see Table 1).

5. High volume of loans per loan officer and/or outlet -- Given the

small size and short duration of the loans, it is important that a

reasonably high volume of loans be made to enable the lending institution

to be viable. The typical loan officers in the Bangladesh and Indonesia

schemes manage 200 or more loans per year while those in the higher cost

schemes typically manage fewer than 50 loans per year.

6. Interest rates high enough to cover operating costs including the

cost of funds -- If the financial institutions are to be economically

viable, the interest rate must be high enough to cover all costs. In the

case of both the BKK and the Bangladesh commercial banks the "spread"

___________ L
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exceeded 10 percent and the interest rates charged lenders were greater

than 20 percent. In both countries the real rates of interest were

positive; even with these relatively high interest rates, there appeared to

be a large effective demand for credit.

7. Enforced savings -- The Bangladesh and Indonesian lending schemes

both required that lenders maintain a minimum deposit balance in their

institutions. Such deposits served to further link the borrowers into the

formal financial market, and provided the lending institution with

additional liquidity, collateral, and, most importantly, information on the

borrower, which helped keep administrative costs low.

One must be somewhat cautious in making undue generalizations,

however, on the basis of these low cost schemes in Asia. Different

economic, social, political, and administrative environments can affect

the success of any given lending program. Nevertheless, many of the

salient characteristics of these schemes may be relevant in other

countries, particularly if careful attention is paid to local conditions.

A common thread running through most of the low cost lending schemes

is that the lenders already have intimate knowledge of their clients.

Consequently, the lenders' information costs are low.

Information costs are an important determinant of the administrative

costs of small enterprise lending schemes. Owing to the heterogeneity of

these enterprises and their general lack of financial records,12 the

12See , for example, Chuta and Liedholm (1979). I
I
,
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cost of obtaining borrower information can frequently be unduly high,

particularly for those financial institutions that have not previously

dealt extensively with the small scale enterprises. Some of the high costs

may be of a transitory nature and simply reflect the initial inexperience

of many financial institutions in starting to deal with small enterprises.

Loan appraisers and loan officers' judgements should improve with an

increase in knowledge of specific trades, with better information on

individual firms, and with the general experience they gain by lending to

small enterprises for several years. Consequently, one might hypothesize

the administrative costs will decline over time.

What additional information might be needed by financial institutions

to enable them to increase the effectiveness with which they make loans to

small enterprises and to speed the decline in administrative costs? Since

the majority of small enterprise loans are for working capital (Kilby,

Meyer, and Liedholm, 1984), financial institutions might require better

information to enable them to distinguish rapidly the true effective demand

for working capital from the specious demand that serves only to sustain

temporarily a fatally-ill enterprise; this sUbject has been discussed

somewhat in Kilby, Meyer, and Liedholm (1984).

Another information gap centers on what is the "normal" amount of

inventory and working capital needed by various types and sizes of small

scale enterprises. If simple profiles could be developed, they might

provide a useful supplement to the character-based information already

generated by those low cost schemes that focus on the smallest firms.

Moreover, these profiles should prove to be important and, indeed, may play

!
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14

an even more central role for those financial institutions providing larger

loans to firms at the upper end of the small enterprise size spectrum

where, one might argue, enterprise or project based information might be

relatively more useful than character-based information. These profiles

should improve the ability of lenders not only to screen their potential

borrowers more efficiently and more rapidly, but also to determine their

lending levels; ultimately, administrative costs should correspondingly

decline.

C. Inventory Norms for Small Scale Enterprises

How should these working capital and inventory norms be constructed?

This is a controversial subject. Should the norms reflect the most

efficient firm in the industry or just the average one? How narrowly

should the industry be defined? To what extent should geographic or size

or process variations be incorporated into the construction of these

norms? No conclusive answers to these questions have yet been provided; a

brief review of some initial attempts at formulating such norms, however,

can be presented.

In the United States, Robert Morris Associates, a national association

of bank loan and credit officers, has been compiling for over 60 years the

Annual Statement Studies (1983). The Statement Studies "contain composi te

financial data on manufacturing, wholesaling, retailing, service and

contracting firms." Balance sheets and income statements are shown for

each industry, along with widely used average ratios, which are considered

i
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to be "general guidelines not absolute norms." One of the commonly

presented ratios is that of sales to inventory for each industry.

In 1974, specific inventory guidelines were also established in India

as a result of the recommendations formulated by the Tandon Committee, a

study group created by the Reserve Bank of India (Tandon, 1974). The

Committee established both inventory and receivable norms for each of

fifteen industries with a view to encourage a better management of working

capital. Firms failing to comply with norms were denied credit unless they

made attempts to conform to the norms, although exceptions

were allowed for such unforeseen occurences as strikes or transport

difficulties. The norms, however, were derived from and applied to large

rather than small scale firms.

Unfortunately, there is a paucity of data on the level and composition

of working capital of small scale enterprises in most developing countries.

A 1979 survey by Kennett (1979) indicated that systematic data were

available only for India and then only for firms with 10 or more workers.

Kilby, Meyer, and Liedholm's (1984) more recent review provides detailed

sales-inventory data for small scale industries in one additional country,

Sierra Leone.

New information is now available, however, from small enterprise

surveys recently conducted in Honduras and Jamaica. As in Sierra Leone,

small scale industries were defined as those firms with fewer than fifty

workers, although the average firm surveyed was much smaller, averaging

only about two workers. In these countries small manufacturing firms were

interviewed twice weekly over a twelve month period about their sales,
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output, costs, and profits; data on fixed capital and inventories were

obtained in separate surveys conducted during the survey year. 13

Armed with these data, it is now possible to construct preliminary

inventory norms or guidelines for small scale enterprises in developing

countries. Owing to the limitations of the underlying data on cash, short-

term security and accounts receivable, it is not yet possible to construct

similar norms for working capital in general. 14 This is not, however, a

severe limitation. Inventories, which comprise raw material stocks, works

in progress, and finished goods, form the largest component of working

capital in all countries. Moreover, the available evidence indicates that

they are relatively of more importance in developing countries (Kennett,

1979). In India, inventory comprises 60% of working capital of the small

manufacturing enterprises, but in the US it amounts to only 40% (Kilby,

Liedholm, Meyer, 1984).

Inventory "norms" or guidelines constructed for four major small scale

enterprise types -- clothing, furniture, metal products, and bread -- in

the United States, Jamaica, Honduras, and Sierra Leone are presented in

Table 2. Following the practice of the Annual Statement Studies, they have

been expressed in terms of the actual yearly sales to inventory ratios of

13The Honduras survey collected information from 494 firms in 1980,
while the Jamaican survey obtained information from 196 firms in 1979. In
the previously mentioned Sierra Leone study, 250 enterprises were
enumerated in 1974.

14Working capital consists of cash and short-term securities, accounts
receivable and inventories; in accounting terminology, this would be
labelled as gross working capital as opposed to net working capital, which
is obtained by sUbtracting total current liabilities from this figure.

,
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Table 2: Sales/Inventory Ratios for Major Small Scale Enterprise
Categories in Selected Countries -- all sampled firms

Enterprise type

Jamaica Honduras
Sierra
Leone

Clothing:

Upper quartile

Median

Lower quartile

Furni ture

Upper quarti I e

Median

Lower quartile

Metal Products

Upper quartile

Median

Lower quartile

Bread

Upper quartile

Median

Lower quartile

21

8

3

13

6

4

48

15

7

28

17

9

33

16

11

25

13

10

33
17

11

100

50

33

50

20

7

50

20

10

50

33
14

150

100

50

100

33

25

33
10

7

100

33
14

150

100

50

I
i
I
I,
I
!
f

Sources: US -- R.M.A., Annual Statement StUdies, Robert Morris Associates,
Philadelphia, 1983. Jamaica data collected during 1979 survey of 197
rural and urban firms conducted by SEDCO, UWI, and MSU. Honduras -- data
collected during 1980 survey of 485 rural small scale industries. Sierra
Leone -- C. Liedholm and E. Chuta, The Economics of Rural and Urban Small
Scale Enterprises in Sierra Leone, African Rural Economy Paper #14, 1976.

Note: 1US data for firms with assets below $1 million; enterprise categories
chosen were as follows: women's dresses (SIC 2335) for clothing:
wood furniture (SIC 2511) for carpentry: machine shops (SIC 3599)
for metal products: and bread (SIC 2051) for bread.
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the "median" firm. To provide an indication of the variance that is not

unduly influenced by outliers, two other values are presented for each

enterprise type: the ratio for the median firms in the upper and lower

quartil es. 15

An examination of Table 2 reveals that the inventory "norms" or the

median sales to inventory ratios vary markedly from country to country and

from enterprise type to enterprise type. The median sales-inventory ratio

ranges from a high of 100 for the Sierra Leone bread industry to a low of 6

for the U.S. furniture industry. Consequently, failure to recognize country

or enterprise group differences can lead to incorrect specification of the

inventory norms for enterprises in developing countries.

Several patterns, however, begin to emerge from a closer perusal of the

table. There does appear to be a clear relationship, for example, between the

enterprise type and the relative magnitude of the inventory-sales ratio.

Bread enterprises possess the highest sales inventory ratio while furniture

possesses the lowest in all four countries. Indeed, the rank order of

enterprise inventory "norms" is the same in all four countries: 1) bread; 2)

metal; 3) tailoring; and 4) furniture. Evidently, such characteristics as

the length of the production and marketing periods and opportunities for bulk

input purchases vary importantly by enterprise group.

15These figures are calculated by first computing the actual rates for
each firm in the enterprise group. The ratios are then arranged in order
from highest to lowest. The figure that falls between the median and the
highest firm ratio is the "upper quartile," while the figure falling
halfway between the median and the lowest ratio is the "lower quartile."

-------------~
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The sales inventory "norms" also appear to vary with the country's level

of per capita income. An examination of Table 2 reveals that, holding

enterprise groups constant, the sales-inventory ratios decline as per capita

incomes increase. In the clothing enterprise group, for example, the median

sales-inventory ratio declines from 33 in Sierra Leone, the country with the

lowest per capita income, to 8 in the U.S. Similar patterns exist for the

other enterprise groups.16 One plausible explanation for this observed

pattern is that capital is relatively more scarce in lower income countries.

Consequently, entrepreneurs in the lower income countries would be expected

to tie up less of their scarce funds in inventory and thus possess higher

sales inventory ratios than their counterparts in higher income countries.

Indeed, in these lower income countries, retail customers frequently supply

the firm with either the raw material or provide them with a cash down payment

to purchase the needed raw material (see Kilby, Meyer, and Liedholm, 1984).

Another related explanation is that with increases in per capita income,

there is also a shift away from production-to-order (Le., "job-shop" type

acti vi ti es) towards production-for- inventory ("factory-type" acti vi ties) ,

partly because a larger and more diverse array of inventory may now be

required to service a more complex set of customers' tastes and partly

perhaps because entrepreneurs become more knowledgeable about how to

market their products.

What other characteristics might be expected to affect these "inventory"

norms? Location might be hypothesized to have an influence on inventory

16The Sierra Leone furniture industry appears to be the one outlier to
this pattern.

I
!
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norms. Rural enterprises might be expected to require relatively larger

inventories than their urban counterparts because of their relative isolation

from regular input supplies. This posited relationship might be mitigated,

however, if rural small industries require relatively fewer purchased inputs

and produce relatively more to order (Le., "job-shop") than their urban

counterparts. Indeed, an earlier analysis of the Sierra Leone data, however,

revealed that location was not a statistically significant factor in

determining an enterprise's sales-inventory ratio (Kilby, Liedholm, Meyer,

1984).

The economic viability of the enterprise might also be expected to

influence its sales-inventory ratio. Economically profitable enterprises

would be hypothesized to have higher sales to inventory ratios than those that

are not profitable, reflecting differences in managerial efficiency and

inventory management abilities. The previously mentioned analysis of the

Sierra Leone data discovered that economic profits were a statistically

significant determinant of a firm's inventory-sales ratio. Firms with higher

economic profit had higher sales to inventory norms. Thus, determining

inventory norms for just the economically profitable firms might be a useful

exercise, particularly if one felt that the relevant standard of comparison

should not be the "average" but the economically profitable firm.

Summary

The administrative costs of lending to small scale enterprises, particu­

larly those at the bottom of the size spectrum, frequently loom large and
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often serve to discourage financial institutions from providing funds to

them. Although the paper's review of the administrative costs of several

existing small enterprise lending schemes has revealed numerous examples of

high cost programs, several low cost schemes were also identified. The common

characteristics of the low cost schemes were then delineated, many of which

were found to be akin to those possessed by "informal" credit institutions.

One common thread was that the low cost lenders had intimate knowledge of

their potential clients.

Information costs frequently form a large component of the administrative

costs of small enterprise lending schemes. Since little information exists on

the amounts of working capital and inventory used by small enterprises,

"inventory norms" were then developed. Using primary data collected from

Sierra Leone, Honduras, and Jamaica, the inventory norms, in the form of

sales-inventory ratios, were constructed for the clothing, furniture, metal

products, and bread industries in these countries. Although these "norms"

varied from country to country, several patterns emerged. The size of sales­

inventory ratios tended to vary inversely with the country's level of per

capita income; at the same time, the relative position of the sales-inventory

ratios for each enterprise type remained consistent from country to country.

Information on such "norms" may prove to be of value to those charged with

providing working capital loans to small scale enterprises and provide a

useful device for reducing lending costs.

L



Bibliography

Anderson, Dennis. 1982. "Small Industry in Developing Countri es: A Di s­
cussion of the Issues," World Development, Volume 10, 1111, pp. 913­
948.

Bhatt, V. V., 1978. "Financial Innovations, Transactions Costs and
Development," Development Digest, Vol. XVI, July, 1978, pp. 33-35.

Bhatt, V. V. and Alan Roe, 1979.
Economic Development," World
1979.

"Capi tal Market Imperfections and
Bank Staff Working Paper #338, July,

Brown, Jason, 1983. Small-Scale Banking in Bangladesh, report prepared for
USAID, mimeo.

Chuta, Enyinna and
Review of the
East Lansing:

Carl Liedholm, 1979. "Rural Non-Farm Employment: A
State of the Art," MSU Rural Development Paper No.4,

Michigan State uni~v~e~r~s~i~t~y~.~~~~~~~~~~~~~

Farbman, Michael, editor, 1981. The Pisces Studies: Assisting the
Smallest Economic Activities of the Urban Poor (Washington, D.C.,
Office of Urban Development, Bureau of Science and Technology, USAID).

Fisseha, Yacob and Omar Davies, 1981. "The Small Scale Manufacturing
Enterprises in Jamaica: Socioeconomic Characteristics and
Constraints," MSU Rural Development Working Paper No. 16, East
Lansing: Michigan State University.

Goldmark, Susan and
Entrepreneurs:
DAr.

Jay Rosengard, 1983. Credit to Indonesian
An Assessment of the Badan Kredit Kecamatan Program,

Kennett, David, 1974. "The Working Capital Needs of Small Enterprises,"
unpublished paper, World Bank, Washington, D.C.

Kil by, Peter and David DI Zmura, 1984. "Searching for Benef its," Wesleyan
University Paper.

Kilby, Peter, Richard L. Meyer and Carl Liedholm, 1984. "Working Capital
and Nonfarm Rural Enterprises," in Undermining Rural Development with
Cheap Credit, D. Adams, D. Graham, and J. D. von Pischke, editors,
Boulder, Colorado: Westview Press.

Liedholm, Carl and Enyinna Chuta, 1976. "The Economics of Rural and Urban
Small-Scale Industries in Sierra Leone," African Rural Economy Paper
No. 14, East Lansing: Michigan State University.

23



24

Otero, M. and R. Blayney, 1984. "An Evaluation of the Dominican Develop­
ment Foundation's Program for the Development of Microenterprises,"
USAID, mimeo.

Raghavan, V. S. and T. Timberg, 1982. "Notes on Financing Small Scale
Enterprises," in Aspects of Development Bank Management, Diamond
and Raghavan, editors, Johns Hopkins Press.

Robert Morris Associates, 1983. Annual Statement Studies 1983, Robert
Morris Associates, Philadelphia, Pennsylvania.

Saito, Katrine and Delano Villanueva, 1981. "Transactions Costs of Credit
to the Small-Scale Sector in the Philippines," Economic Development
and Cultural Change, Vol. 29, pp. 631-640.

Smith, Cameron and Bruce Tippett, 1982. "Study of Problems Related to
Scaling-up Micro-Enterprise Assistance Programs -- Phase I", Trade and
Development International Corporation.

Tandon Committee, 1975. Report of the Study Group to Frame Guidelines for
Followup of Bank Credit, Bombay: Bombay Reserve Bank of India.

Tendler, Judith, 1982. "Turning Private Voluntary Organizations into
Development Agencies: Questions for Evaluation," AID Program
Evaluation Discussion Paper #12.

Timberg, Tom and C. V. Aiyar, 1984. "Informal Credit Market in India,"
Economic Development and Cultural Change, Volume 33, No. I, October,
1984, pp. 43-59.

Wilson, Middleton, 1981. "Some Problems in Operating a Loan Program for
Craft and Emerging Small-Scale Nonfarm Enterprises in Jamaica," MSU
Rural Development Working Paper No. 15, East Lansing: Michigan State
Uni versi ty.

World Bank, 1975. Agricultural Credit, World Bank Sector Policy Paper,
Washington, D.C.

----;:;-:-:7' 1974. Financing the Development of Small Scale Industries,"
Bank Staff Working Paper #19.

~._-------



!DP No. I

!DP No. IF

!DP No.2

!DP No.3

!DP No.4

!DP No.5

!DP No.6

MSU INTERNATIONAL DEVELOPMENT PAPERS

Carl K. Eicher and Doyle C. Baker, "Research on Agricultural Development in Sub­
Saharan Africa: A Critical Survey," 1982 (346 pp.).

Carl K. Eicher et Doyle C. Baker, "Etude critique de la recherche sur Ie
developpement agricole en Afrique 5ubsaharienne," 1985, (435 pp.).

Eric W. Crawford, "A Simulation Study of Constraints on Traditional Farming Systems
in Northern Nigeria," 1982 (136 pp.).

M.P. Collinson, "Farming Systems Research in Eastern Africa: The Experience of
CIMMYT and Some National Agricultural Research Services, 1976-81," 1982 (67 pp.).

Vincent Barrett, Gregory Lassiter, David Wilcock, Doyle Baker, and Eric Crawford,
"Animal Traction in Eastern Upper Volta: A Technical, Economic and Institutional
Analysis," 1982 (132 pp.).

John Strauss, "Socia-Economic Determinants of Food Consumption and Production in
Rural Sierra Leone: Application of an Agricultural Household Model with Several
Commodities," 1983 (91 pp.).

Beverly Fleisher and Lindon J. Robison, "Applications of Decision Theory and the
Measurement of Attitudes Towards Risk in Farm Management Research in Indus­
trialized and Third World Settings," 1985 (106 pp.).

MSU INTERNATIONAL DEVELOPMENT WORKING PAPERS

$ 8.00

$10.00

$ 5.00

$ 4.00

$ 5.00

Out of Print

$ 5.00

WP No.1

WP No.2

WP No.3

WP No.4

WP No.5

WP No.6

WP No.7

WP No.8

WP No.9

WP No. 10

WP No. 11

WP No. 12

WP No. 13

Daniel Galt, Alvaro Diaz, Mario Contreras, Frank Peairs, Joshua Posner and Franklin Out of Print
Rosales, "Farming Systems Research (FSR) in Honduras, 1977-81: A Case Study," 1982
(48 pp.).

Edouard K. Tapsoba, "Credit Agricole et Credit Informel dans Ie Region Orientale Out of Print
de Haute-Volta: Analyse Economique, Performance Institutionnelle et Implications
en Matiere de Politique de Developpement Agricole,1I 1982 (125 pp.).

W.P. Strassmann, "Employment and Construction: Multicountry Estimates of Costs and Out of Print
Substitution Elasticities for Small Dwellings,'· 1982 (48 pp.).

Donald C. Mead, "Sub-contracting in Rural Areas of Thailand,'· 1982 (52 pp.). Out of Print

Michael T. Weber, James Pease, Warren Vincent, Eric W. Crawford and Thomas Stilwell, $ 5.00
llMicrocomputers and Programmable Calculators for Agricultural Research in Developing
Countries," 1983 (113 pp.).

Thomas Stilwell, "Periodicals for Microcomputers: An Annotated Bibliography," 1983 See lDWP 1121
(70 pp.).

W. Paul Strassmann, llEmployment and Housing in Lima, Peru," 1983 (96 pp.). Out of Print

Carl K. Eicher, "Faire Face a la Crise Alimentaire de l'Afrlque," 1983 (29 pp.). Free

Thomas C. Stilwell, "Software Directories for Microcomputers: An Annotated See IOWP fl22
Bibliography," 1983 (14 pp.).

Ralph E. Hepp, "Instructional Aids for Teaching How to Use the TI-59 Programmable Out of Print
Calculator," 1983 (133 pp.).

Michael L. Morris and Michael T. Weber, "Programmable Calculator (Tl-59) Programs Out of Print
for Marketing and Price Analysis in Third World Countries,1I 1983 (l05 pp.).

Valerie Kelly, Robert D. Stevens, Thomas StilwelJ, and Michael T. Weber, !IAn Annotated $ 7.00
Directory of Statistical and Related Microcomputer Software for Socioeconomic Data
Analysis," 1983 (J 65 pp.).

Chris Wolf, "Guidelines for Selection of Microcomputer Hardware," 1983 (90 pp.). $ 5.00



WP No. 14

WPNo.15

WP No. 16

WP No. 17

WP No. 18

WP No. 19

WP No. 20

WP No. 21

WP No. 22

WP No. 23

WP No. 24

WP No. 25

WP No. 26

WP No. 27

MSU INTERNATIONAL DEVELOPMENT WORKING PAPERS - CONTINUED

Eric W. Crawford, Ting-Ing Ho, and A. Allan Schmid, "User's Guide to BENCOS-­
SuperCalc Template for Benefit-Cost Analysis," 1984 (35 pp.).

Copy of BENeOS Template in IBM PC~DOS 1.1 Format, on single sided double density
diskette (readable on most MS-DOS systems).

James W. Pease and Raoul Lepage with Valerie Kelly, Rita Laker-Ojok, Brian Thelen,
and Paul Walberg, IIAn Evaluation of Selected Microcomputer Statistical Programs,"
1984 (187 pp.).

Stephen Davies, James Seale, Donald C. Mead, Mahmoud Bade, Nadia El Sheikh,
and Abdel Rahman Saidi, "SmaJl Enterprises in Egypt: A Study of Two Governorates,"
1984 (100 pp.).

Thomas C. Stilwel1, "Microcomputer Statistical Packages for Agricultural Research,"
1984 (23 pp.).

Thomas C. Stilwell and P. Jordan Smith, "An Annotated Directory of Citation Database,
Educational, System Diagnostics and Other Miscellaneous Microcomputer Software of
Potential Use to Agricultural Scientists in Developing Countries," 1984 (34 pp.).

Amalia Rinaldi, "Irrigation in Southern Africa: An Annotated Bibliography," 198.5
(60 pp.).

Daniel C. Goodman, Jr., Thomas C. Stilwell, and P. Jordan Smith, "A Microcomputer
Based Planning and Budgeting System for Agricultural Research Programs," 1985
(75 pp.).

Thomas C. Stilwell, "Periodicals for Microcomputers: An Annotated Bibliography,"
Second Edition, 1985 (89 pp.).

Thomas C. Stilwell, "Software Directories for Microcomputers: An Annotated
Bibliography,lI Second Edition, 1985 (21 pp.).

Alan Hrapsky with Michael Weber and Harold Riley, "A Diagnostic Prescriptive
Assessment of the Production and Marketing System for Mangoes in the Eastern
Caribbean," 1985 (106 pp.).

Donald C. Mead, "Subcontracting Systems and Assistance Programs: Opportunities
for Intervention," 1985 (32 pp.).

Carl Liedholm, "Small Scale Enterprise Credit Schemes: Administrative Costs and
the Role of Inventory Norms," 1985 (23 pp.).

James J. Boorngard, Stephen P. Davies, Steve Haggblade, and Donald C. Mead,
"Subsector Analysis: Its Nature, Conduct and Potential Contribution to Small
Enterprise Development," 1986 (57 ppw).

Steve Haggblade, Carl Liedholm, and Donald C. Mead, liThe Effect of Polley and Policy
Reforms on Non-Agricultural Enterprises and Employment in Developing Countries: A
Review of Past Experiences," 1986 (133 pp.).

$ 3.00

$15.00

$ 7.00

$ 5.00

$ 3.00

$ 3.00

$ 4.00

$ 5.00

$ 5.00

$ 3.00

$ 5.00

$ 3.00

$ 3.00

$ 4.00

$ 5.00

Copies may be obtained from: MSU International Development Papers, Department of Agricultural Economics, 7
Agriculture Hall, Michigan State University, East Lansing, Michigan 48824-1039, U.S.A. All orders must be prepaid
in United States currency. Please do not send cash. Make checks or money orders payable to Michigan State
University. There is a 10% discount on all orders of 10 or more sale copies. Individuals and institutions in the Third
World and USAID officials may receive single copies free of charge.


