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Preface

The study of entreprencurship isa largely untold story of development
in Pakistan and other countries. The Center sponsored this case study
of the farm machinery industry in Pakistan to explore how a small,
indigenous sector of the cconomy, licking effective access to the
cconomic institutions of the larger society, has nevertheless built a
vibrant, growing industry. Small firms run by entreprencurs have
penctrated the Pakistani cconomy and society even more completely
than the formal secror, which, dominated by large established firms,
is typically the objectof mdustrial strategies in developing countries.

We are contident that Dr. Nabi's study will make an important
contribution to our understanding of the role of ensrepreneurs in
cconomic development.

This is an executive summary of the original book published

by ICEG.

Nicolis Ardito-Barletta
General Director
International Center
for Economic Growth
Panama City, Panama
September 1988
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Executive
Summary

The purpose of the book is (a) to describe the microeconomic envi-
ronment in which industrialization takes place, and (b) t analyze its
influence on the decisions taken by individual firms. To do this, the
book focuses onastudy of the tarm machinery industry in Pakistan,
analyzinz *he microecononie behavior of individual firms and indi-
viduals. The principal conclusions of the study are:

Industriaiization is an important indicator of cconomic devel-
opment, and there are several paths 1o it Undil recently,
import substivation was tavored, with government subsidies to
large-scale industry, protected by restricrions on imports. But
import substitution has failed to provide broad-hased employ-
ment [thas often allocated scarce capital to inefficient indus-
tries that cannot compete in world markets.

The tailure of import substitution has led a number of countries
to follow the example of South Korea, Hong Kong, and
Taiwan and adopt more open cconomies, promoting produc-
tion according to countries” resource advantages and export-
oriented industry.

A central theme in the hook emphasizes the role of entrepre-
neurs in responding to opportunities to move capital and labor
to increasingly valuable uses, which is the basic task of devel-
opment. Government policy can facilitate the work of entre-
prencurs by providing a stable macrocconomic environment
and by ensuring thar special interests do not monopolize scarce
resources. The successes of entreprencurs in Pakistan's farm
machinery industry are remarkable given the bias in govern-



ENTREPRENEURS AND MARKETS

ment againstsmall enterprises. An example is the government's
allocation of credit to large, inetticient tirms——which reduces
the capital available to smaller enterprises.

The qualities assoctated with enrreprencurs, such as educa-
tion, are too mdividual to be an appropriaee subject tor policy
encouragement. Policy’s most important contribution is to im-
prove the overall coonomic environment- - especially by bring-
ing the returns to investment into hine with the risks associated
with investing in new, mnovative enterprises.,

The absence of technical tunmyg explains the importance of
kinship orbradriim the mdustry, In Pakistan, entreprencurs are
concentrated amony the fohar bradrt, who pass their skills as
ironsmiths on to therr cildren. As technology and product
mix become more soshisticated in Luer industrialization, this
influence of culrare should decline - importance. In the
meantime, the cultural moenopoly onctechnical <kill produces
an cmploviment benetie tor loh o workers, Because private
technicad schools huve been more successtul than government
schools m preparnng workers tor the Middle East market,
government traming provrams should work closely with the
priviice sector moany tutare attempt o uperade skitls in
Pakistan.

Other impediments totland labor markets come from excessive
Labor regulations on wages and employment conditions, which
harm small enterprises, torcig them enther to more capiral-
intensive technology or to lower output- -borh of which re-
duce employment. This is especially true when the govern-
ment maintains an overvidued exchangee rate, which encour-
ages imports of cheap, labor-displacmye machinery.

Undeveloped capital markars retard allocation of scarce capi-
tal to small enterprises. The problem s agaravared by legal
ceilings on iterest, which encourage hankers 1o resort 1o
credit rationing and lending sirategios that discourage risk-
taking investments. Under this system capital tends 1o be
allocated to large firms, with Tonited protit porentials. Tack of
an adequate patent Luw, protecting property rights i innova-
tion, also hurts. The Lick of incentives for risk taking (as well
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as lack of technical training) has harmed innovarion of ma-
chine design in the industry. Lacking developed capital mar-
kets, Dakistan has tried to help finance innovarion and pay
costs of prototypes.

* Inits broadest terms, this scady shows how small firms develop
extensive linkages with other cconomic sectors. Development
of small firms does not (as commonly thought) necessarily
promote migration trom rural to urban arcas, but allows bal-
anced growth, upgrading skills in the cconomy-wide labor
market.

¢ Successtul policy should notassist entreprencurs directly, but
should remove mmpediments to them. That is the great chal-
lenge o all developing cousry policymakers.
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Entrepreneurs and Markets
in Early Industrialization

The level of industrial acrivity in a country is often taken as an
indicator of its cconomic development. The reasons are straight-
forward. Industrial activity provides for increased flexibility in the
choice of technology and in the goods produced for domestic con-
sumption and for export. Ina correct policy framework, the industrial
sector is capable of rapid technological transtormaiion to provide new
investment and employment opportunities. Indeed, there are few
examples of countries having attined high levels of development
withoutastrong industrial hase. It s livde wonder, then, that for many
developing countries industriahization occupies a central position in
their developmant strotegies.

There are several paths to industrialization. Uil recently, the
strategy in vogue was import substitution, whereby the government
fostered domestic Targe-scale industry in an environment that was
highly protected by povernment repulations. As aresult, the import-
substiturion industries registered impressive growth in many less
developed comtries. In Pakistan, tor instance, the share of large-scale
manufacturing in gross domestic product increased from less than 3
percent in 1949/50 to nearly 12 percent in 1983/84. Similar high
growth rates are reporred for much of Latin America.

Despite this rapid growth, import-substitution industries have
failed to provide adequire cmployment. Morcover, the inability of
these infant industries to “grow up” and compete in the international
market has resulted in severe trade and halanee-of-payments crises.
These industries have relied heavily on imported materials and
machinery and, other than producing very exrensive consumer
goods, have had few demand or supply linkages with the rest of the
economy. The resulting disenchantment with their performance has
led to a search for alternative industrialization strateges.
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Several alternatives exist. One is to persist with nmport substitu-
tion but in o more open cconomic setring, exposing the mdusery to
international competition inorder toatainereater efticiency. Another
strateay, used in South Koren, Hong Kong, and Taswan, is to promote
export-oriented industry i an open cconomy framework. Yer an-
otheralternative s o promore smatlseale, Tabor-mtensive industry
that is known o use resources more etticiently than the Liree-seale
sector. Evidence trom Pakistan suveests thae i the Liver 19708 amall-
scaleindustry wass onaveraee, nearly nme times more labor-
intensive, while value added peranic of capral wis nearlv twiee that
of the Lirge-scale industry. Givensuch evidence from many. Ccountries,
the promotion ot smallscale mdusiry has come o acquire erear
appeal s adev-lopment strateay

Revardless of which strateay s altimacely chosen tor alaneed
long-term erowth e s mporant to provide o corredt policy trame-
work that surs the coonomic crvironment movhich idustredization
tikes [‘].l\ S

The objecimne of this andy s twotol One s 1o desaribe the
ceononne cnviomment mewhich imdustrahzaonon takes place and 1o
analvze s imtluence onthe deasons tiken by individual tirms. We
tocu on the microecotomie bebavior o the tirm and of the agents
that mreract moas dedsion mak e Oue concern s just as much with
the workmus o marker suchas those tor Labor and Cipial, as with
the parnapane i those markers entreprencirs, bankers, and
workerss We ssacte development with the release of cntrepre-
neartl enerevowhich G overcome the hardles of an underdevel -
oped cconomie anvironment. Those aeents of Chanwee not only per-
ceve new opportantes tornak i proties, but also creare markers tor
inputs where none exisred, expermment with new techiology and
continuoushy expand markers tor then productss AT this must take
place without reatmg specal mterests and rent-gencratmg enclaves
that resalt trom excessive vovernment mrerventon. I what follows
we attempt tosdescribe this route to mdustialization,

The policy framework mowhich indusealizanon tihes place is
equally important. The second objeciive of this book, therefore, s 1o
identity the pohicies thar consciomly or onconsciously ageravate
market impert «cnions, which, m o, create barriers to entry and
impede growth, We then sacoest alternative policies that contribute
to st smoother functoning of markets and promote balaneed indus-
triad development.



IJAZ NARI ¥

Entreprencurship, Regulations, and Industrial Development

Industrial strategies in developing countries focas mainly on large
firms. To this end, covernments manipulate therr cconomies to direct
resources toward Large firms ac the expense of other sectors of the
cconomy. But there s growing vidence that such s -atevies have had
litele success. This micro study of the fam machinery indusery in
Pakistan reveals what increansing numbers of countries have discov-
ered: that balanced industrial erowth, well-mtegrated with the rest of
the cconomy, happens as o resalt of work and cooperation by
individual entreprencurs uvice 1o beter their Tot throuchout the
society, The government can belp by providing o stable macroecon-
omic cnvironment and by ensaring thar special mterests do not
munupull:v SUATCL resources,

This study, which focuses onthe sigle case stady of the wricul-
tural machinery indusire in Pakistan, hovhihiohts the central role
played by indiadual enreprencurs inading development. They do
this by tiking tisks i moving capiral and Tabor 1o increasingly
vilmable uses, alwavs seek g tommprove ther products inresponse 1o
an ongome dalocue they have with the tarmers who are their
CHINTOTTICTS.

Ther success m bulding this indusery sall the more impressive
in licht of the tace thar notonlv do they get no special help trot the
sovernment, but, on the contrary, are otten actually hampered by
government imerventions i the cconomy. Thais s ospeaall s e of
government regulanions thaccreare market biases agaimst small enter-
prises. Perhaps the bestexample of these biases is the eredie policy rhat
allocates scarce credie o Targe enterprises, thereby cutting small
businesses out of tormal credit markets.

Although we consider how sovernment policy might be able to
cncotrage entreprencashipand increase the pool of eatreprencurial
ralent, the characreristios associated with entreprencurs are to
individual and e centric to be enconraged by such policy. The most
important policy contribution, we conclude instead, relates to im-
proving the overall cconomic environment, especially by bringing
the returns to investment into line with the risks associared with
Investing i new, innovative enterprises. To the extent that govern-
ment policy contributes to this environment and permits returns that
are necessary to encourage risk viking, iv will encourage potential
entreprencurs, who belong to different social groups, to exercise their
entreprencurial talent.
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Apart from the impact of cconomic mcentives on-entrepre-
neurship, it is the absence ot widespread rechmal traming that
perhaps accounts tor the importance of kinshap or bradr in the
industry. We observe a concentration of entreprencurs among the
lohar brady, who pass then skills as onsonths trom one weneration to
the next. Culvure, theretore, appears to plav a role e begimning
industrinlizarion, especrally where access tospearahzed skills depends
on membership moa cosely ke social group. Smee non-lohar firmes
abound, however, dhis caltaral barnier s noc very stncr Moreover, as
the technology and product nux become more sophisticated, the
entreprencur whorsacombimation ot manager and skitled worker will
give wanv to the pure nsk takine entreprencar who hires managerial
and techmcal experte. Theretore, althongh the frade may be a
barrier o the carly staves of mdustralizaton, 1 should become
weaker over e The tansioon o mdosoey from dependence on
entreprencurtal Gilent himted 1o certam socnal groups 1o society -
wide entreprencurial poob s accurnmge Jow o this induostry, and
reflects stmilar trends i ocher imdustries i Pakistan,

Employment Problems
The pronunence of loha entreprencars leads, i oam, toa preterence
for lohar workers, wheare believed toninhene the group's pool of
technical knowledee, We tind that o most Skl cacevories lohar
workersare berter pandand appear te have more responsihle jobs than
those i other croups: Enceprencurs do look tor properly trnmed
workers, or ar lewst those widh the absloy o earn on the job, and
cducated workers, espeaally those with technical tamene, would
almost certamiv be hared regardless of therr bradre backvround, The
absence ot technical traming, Lowever tends to fvor the ohars, who
pass onskdls itormally wichin the groups To broaden employment
opportunities, theretore, 1t wvould be valuable o expand technical
training i the aducational system o serve Tocad ndustey's needs
better than the existing showpiece covernment mstitutes are now
doing. Private-sector techmeal schools and apprenticeship programs
have in fact been much more successtul than vovernment schools in
preparing ther eraduates tor emplovinent m the Middle East market.
Our study reveals one addinonal source of impediments 1o the
workings ot the Libor market: misuse of burcaucratic power by the
lower functionaries in the tabor weltare depariment. The problem
arises becanse ot arbiteary and selective implementation of fabor laws
regulating work conditions. The s are well intentioned and aim to
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provide protection against unsafe, poorly lit, and badly venrilated
working conditions. FHowever, government functionaries implement
the Taws selectively and mainly agamst the small cntreprencurs. The
objective isless tocntorce the law, since the Taroe fims counchecked,
than to extract graft from the small firms strugehimg tor sarvival. This
particular mtervention by the vovernment and the manner in which
ity implemented are wideh resented inohe industey, In fact it nuty
be counterproductive, simce it has the effect of CNCOUTIging 4 more
capital-mrensive technoloay s or Tower onpuat, enther of which
would reduce cmploviment.

Oneseriovs problenrot discrinmation cgamnst the relaively low-
paid workersoccur s aresalcot vovernment policies thar encourage
substitution to excessively Capital intensive technolosy, The prob-
lem occurs when the covernment mamt.ame an overvalued exchange
rate, thus enconmaange tiprd and widespread miportation of auto-
mated, Libor-displicime machiness There s proesent o lively
market tor secondhand mochinery i most towns where the farm
machmen imdustn s Concentrared. Use of ~secondhand machinery
cises the burden of tume cnrmy e the industey, particularly tor
worker-entreprencurs who can servi el repait thie machinery
themeelves Althongh this machinery ie o obsolete gmost of is Jess
than tttecnvears ol D Canbe nide "obsolere” By imdirect subsidies
(through the overvadued exchanee roed 1o Import more capital-
mtensive technolooy s whichos Fevondd the extsting capabilities of
worker-entreprencars ana then cquipiient. Sinalarly, subsicies tha
encourace theimport and use of sophistcared farm machinery, such
ascombine harvesters, e ikely to doserons damage 1o the industry,
The analysi presented i the study shows tha the entreprencars in
the industy do not as vet possess the technolowi il sophistication
required to manutactare such machinery .

Policy Problems in Capital Markets

Besides these problems in the Libor markets, serious policy problems
also existin the artificiallv Tiited capital markets in many develop-
ing countries. Part of the problem with undeveloped capital markers
is the extreme searcity, it not complete navailability, of risk capiral
(orventure capital) to invest insmall but high-risk cnterprises. There
is as yet livde evidence that remittances from Pakistanis working
overseas are being invesced in the agricaltural machinery industry on
any significantscale. This limitation is aggravated by legal ceilings on
interest in the capital market that cause bankers to resort to eredit
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ratiommg and adopt lending stratesies thae discourage risk-taking
investiments. In chis stady o we show thae o tiem's probabilite of suc-
cess in borrowing depends on “visible” cricerie past accumulation of
capital and past protits, membership me the more successtul lohar
bradre, prott potanual, and frrm focation (hecause location wall often
determime whether o firm s known o bank managers). By these
standards, copreal tends to be allocated to farge, well-ostablished
firms; ~tall, new, inovacive firms are rationed o o the formal
marhet and torced to oo to the mach smaller imtormal market. As
long as rerurns are himrced and canical remams incshore supply, this
problem wilth almose certmly contmac, The current situation misht
e mproved byorewardime bank manacers tor lending 1o new
potenaally successtul toms and By penalizme them tor lendiag to
ventures that erther have low proticabiliny or actuallv generate tosses.
Increasing bank rianacers acoountabilie mient improve the alloca-
tion of capital,

The problem of pel oy etfects onentreprencurship, especiatly on
the willineness 1o ke risks o mmnovarme machime design, is ex-
tremely sertons, Beand Tree, the desiens used by the mduostry in
manufacturme tarm machimery are copres of older models imported
from industrally advancad comntes and the technologically ad-
vinced Indim Pungabs Darme the 1965 border waar with India, fol-
lowing the caprure of atarmnme area m the Stalkor sector near Daska,
local manutactarers visied the tairms and copred the thresher designe,
The same was true for the sicle-pton Rustin tubewedl engine,
which was copred trom a Brocsh protorvpe of the 19200 and has ween
Little mnovaton

There are thiree primapal reasons why <o hiide experimentation
zoes onowith enzimceerme desien. Part o the problem s Tack of
techneal tramee. Bor o more tundamental reason, sieain, comes
from the lack of mcentives tor nisk tikime due borh o dhe fegnlared
Himits on reterns to investment already mentioned and - just as im-
portant - to the absence of an etticiently policed patent system.

The Lick of tectivical tramme expluns why most worker-
entreprencurs cannot read simple techmical driwings, they rely -
stead on homegrown rules of thumb and egperience i manutactur-
ing. This maapaciy Teaves the mdusery espedially valnerable o for-
cign competition, such as occurred, tor instncee, when lighter and
more clficient Chinese diesel engines were tirst imported 1 the
[970s. The industry Tacked the techmical skills to compete, and many
firms had to cither switch products or close down. Large firms, with
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more skilled workcrs, are generally more able to experiment and
innovate than smalf ones.

The government has tricd to compensate for the inefficient
capital marker by helping finance innovation and paying costs of
protorypes through the Agriculiural Machinery division. The divi-
sion also helps in vequiring orders for successtul machines. Through
this cooperation a new generation of reaper-binders wis successfully
dc\‘a‘lu}‘cd. In the abseace of efticient capited nuarkets and without
adequate technical iraining programs, government support of the
costsof research and development of hasic designs may be vatuable in
the heginning stages of industrialization. At the same time, the
overriding priority should be to increase incentives for risk raking,
including establishment of a strong patent system that would etfee-
tively ensure that entreprencurs are adequately rewarded for assum-
ing the risks associed with mnovation.

Broad Effects on Development
[tis often argued thar nvestment m many Jeveloping countries has
fow domestic muduphar eftects because production machinery, tech-
nology, ind raw naterials mast all be imported. Our study shows the
contrary. Most ot the thirteen broad categories of production ma-
chinery used in the farm machinery mdistry, ranging from simple
lathes to complex cutting, honing, and shaping machines, are domes-
tically manufuctured, often By the worker-managers therselves., The
industry thus forges important inkages with the domestic engineer-
ing industry, which its crowth is likely 1o benetit. ¢ ‘onversely, tactors
thar constrn development of the local heavy envineering, foundry,
andtorging sectorsre likelv to retard growth of the light chgineering
ndustry. ITnvestment and renewal programs in the heavy engineering
sector must keep pace with developments in downstrecm industries.
A well-known hypothesis regarding small-seale mdustry in de-
veloping countries is that workers use 1t as a halfway house to acquire
skillsand search forjobs white they moy e from rraditional agricultural
occupations to employment in the large-seale sector. While our
study's evidence on occupational mobility provides partial support for
this hypothesis, we have much stronoer evidence that, after acquiring
new skills in the industry, workess retam o their agricultural oceu-
pations betrer equipped to maintain and repair new farm machinery.
This trend, which we believe is healthy, is contrary to the widely held
beliet that industrialization in developing countries sets in motion
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one-way stream of workers from furm o city. When industry s
properly linked 1o the domestic agricultural sector, i can directly
contribute to upgrading skills in the cconomy-wide Labor market.

The concern abont urban concentration has also been mirigated
by the growing mobihiy of workers through what has come 1o he
known as the Suzuk s Revolution (named atter the automobile manu-
facturer). The advent of imexpensive antomobiles in the 19708
facilivated Cheap and frequent commuting, which has greatly in-
creased the availabduy o Tabor for firms Tocated i small towns.
Workers cancontinue to ive with ther tamidies mraral areas, and
towns are not burdened with having o provide socid services o
mmigrating houscholds, Workers avoud distuprmg their family life
and benetic from the Tow costs o rural iving. The multiplicr effects
inruralareas of imcomes carned i erban areas may also be substantial.

Unual recentvs covernment pohoy toward the tirm machinery
industry i been one of benren nevlect. The imduostry has benefited
from restrictions cicimports of b machimery put in place not so
much 1o promore this mdustry as 1o conserve foreien exchange and
sateciard cnploviment i raral areas. Tt has enjoyed some direct
beneties, proncrpadlv throueh t holidays Oncthe other hand, s we
have ~cen, the industry s been hure by covernment allocation of
capttad to Largesscale tirmss i huas fallen tar short ol s potential for
meovation becase ot an mettectve patent Law that fails 1o protect
property nehi me the trans of mnovaoon. Fanally, the industry has
recently come 1o be threatened by divecr vovernment subsidies to
import heavy formmachmery, mthe form of combine harvesters and
sophisticated reaper binders,

This protle ot the tmemachimeny mdusery shows how entrepre-
nenrs goabout the real busmess of development. The longer one fooks
at ther extraordiany record at the depth of their Tinkaves with
otherparts o Pk s raralcconomy the healthier this venture in
industrial development appears Inimportant wavs, one may think
that the most advantaecous condinen atfecting the mdustry s the
fack of vovernmental atcemprs o dieealy intluence any part of its
development. Indirect merventions i labor and capital markets 1o
benefit the Lrae-scale sector, however, work 1o the disadvantage of
entreprencurs like the ones whoare the sabject of this hook. Retard-
ing such entreprencurs means revarding development.

Suceesstul policy shoul b not assist entreprencars directly, but
1t should doevervthing i can o remove impediments to them.
That is the greac challenge o policymakers in developing coun-
rries everywhere.
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