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The Hole of Hicreanterprizses in Devslopmaent

Small-scaie
Enterprises:
A Profile

By Carl Liedholm and Donald Mead

Small-scale enterprises, whether fornal
and visible or informal and invisible,
have grown in importance in developing
countries as outlets for the
entrepreneurial energies of people
outside the mainstream econonty, as
providers of jobs for the unemployed
and underemployed, and potentially
as contributors to national economic
growth and economic equality. The
following five articles explore these and
other aspects of the microenterprise
phenomenon.

In this first article, the authors,
on the basis of investigations in several
developing countiies, identify nine
characteristics that typify small-scale
industry. In their view, such industry
can be hei; oy policy reforms and
carefully tailre/! forms of assistance.

Carl Liedholm is professor of
economics at Michigan State University,
where he previously chaired the
Departr:znt of Economics. He he.
been a v.. urg fellow at the Economic
Growth « ~ter of Yale University and
at the ]nsrzru!e ef Development Studies,
University of Sussex. Donald Mead, a
visiting . cfessor of agriculiural
econer i~sat Michigan State University,
has also Deex a visiting lecturer at
Makerere University Coflege in Uganda
and an industrial policy edviser to the
Ministry of Plenning and Development
in Ethiopia. Both men have written
¢ rensively on small-scale enterprises,
v uding most recenty “Small Scale
Inuwstries in Developing Countries:
Empirical Evidence and Policy
Impiicaiions,” from which this article
is drawr.

The rele of small-scale industries in
providing productive empioyment and
earning cpportunities has emerged as
a matter of special importance to
policymakers concerned with economic
development, as well as to interna-
tional doner agencies and researchers,
During the 1970s, heightened interest
in these private sector activities parai-
leled the development communiiy’s
increased concern for equity and em-
ployment objectives. There was also
a growing realization that the large-
scale, “modem” indusinialization strate-
gies of the previous decade generally
had failed 10 solve the problems of
global underemployment and poverty.
Moaore recently, enhancing small-scale
industries {sometimes referred to as
“microenterprises’} has been viewed
as an effective way of fostering the
private sector’s contiributicn to both

the growth and equity objectives of

dev:zloping countries.

Until recently, however, little has
been known about smazl! firms in most
{evelopingcountries, particularly those
ai the lower end of the enterprise size
spectrum. Most such firms elude the
standard statistical nets and frequentiy
.xist unobserved in an underground
econom, where they may become
past of what is called the “informal
sector.” Informal sector enterprises
oiizn occupy a gray area between
what is legal and “what is illegal, but
in many areas of world they have
profiferated to the exteat thet they
rival in size and impertance the con-
ventional formal sector. The “invisibil-
ity of much of the informal sector
has meant that government poli-
cymakers and donors charged with
formulating policies and projects to
foster small-scale enterprises have often
been forced to make decisions “unen-
cumbered by information.”

In this article. we auempt to fill
in some of the missing pieces of the
small-industry mosaic. The article is
drawn primarily on the findings of a
set of studies conducted jointly by
Michigan State University and host
country scholars to uncover, describe.

1

and analyze small-scale industrial en-

terprises in a dozen countries. In six

of these corntries—Sierra Leone, Ja-
maica, Thailand, Honduras, Egypt,
and Bangladesh—comprehensive, in-
depth surveys and analyses of small
industries were undertaken; in the
remaining six~~Haiti, Burkina Faso,
Zambia, Botswana, Indonesia,
Keny 1 i

conducted. _
The findings of these stud:cs makc

clear that small enterprases are wide-
spread and diverse in developing econo-
mies and-—perhaps surpnsmglywthat_-
they are efficient in their use :of
resources. In view of their contribu-
tions to income and producuve em- .
ployment, it is appropriate that they .
should be the targe:i :of policy and
project-focused attention from govern-
ments as well as international dond_rs. )

Characteristics of small enterprises.

What can be said about.small-
scale enterprises? Clearly, there is no
such thing  as the “typical” small
enterprise, even within a single coun-
try. Yet our research and that of other:
analysts indicates that they do share
many characteristics. '

—First, small-scale indusmes——.-
defined here as establishments with
fewer than 50 workers engaged: in .
manufacturing activities or related re-
pair work—form a significant compo—
nent of the industrial sector of most -
developing countries. Although these
establishments are small—most have

fewer than 10 employces—-col!ecnvclv .

they typically account for more than:
50 percent of total industrial emptoy- .
ment. They are generally engaged in
the producuon of light consumer goods,

primarily related to clothing,

small-enterprise actzvmesmciude auto- = §
motive, electricai, and: bicycle repatr '
blacksmithing. and light engineering. .
—Second. in most developing:
countries,
located in rural areas (that is, areas’

~and - .

furni- . |8 "
ture, and food and beverages. Other: |8

most industrial firms are [




Table 1: DISTRIBUTION OF SMALL-SCALE MANUFACTURING

ESTABLISHMENTS BY SIZE

{percent)
India Sierra Honduras Egypt
Size Bangladesh Punjab Haryana Leone 3 rural 2 rural Jamaica
{number of 11 thanas rural rural alt Zambia provinces governorates all .
persons) 1980 1971 1971 16876 1985 1880 1982 1979
1 15 65 57 42 €8 &0 63 62
2-5 62 az 38 53 30 35 34 32
6-9 i2 2 2 4 1 4 2 4
10 - 50 4 1 3 1 1 1 1 2

Source; Data for alt countrles except india from Michigan State Ur\:verssty country siudies. Data for India {"househalds™ plus “eslablishments™) computed from .

0.8. Gupta, "Rural Industriailzation In the Punjab Regien of Northern India,”

Labor Organization, 1984,

having fewer than 20,000 inhabitants}.
These are the producerﬂ that are most
frequently invisible since much eater-
prise activity takes place within the
farm compound. Employment in these
rural units frequently exceeds that
generated by all urban industrial firms.
—Third, the overwhelming ma-
jerity of the industrial firms are not
just small, but are very small. Indeed,
there is a plethora of one-person firms,
and most employ fewer than five
persons (table 1). In terms of their
large numbers and relatively low in-
comes, they constitute a potentially
important target group for policymak-
ers concerned with the low end of the
income distribution spectrum.
—Fourth, virtvally all of these
small firms are privately owned and
are organized mainly as sole proprie-
torships. In many countries, significant
‘numbers of the small-enterprise entre-
preneurs are female,
—Fifth, proprietors and family
- workers generally form the largest com-
ponent of the small-industry labor force,
accounting, on average, for over 30
percent of small-enterprise employ-
ment. Apprenticeship labor, however,
is also important in some areas, par-
ticularly West Africa. In these coun-
tries, the “informal apprenticeship sys-
tem,” in which a young person serves
. a proprietor or master for a given pe-
riod to learn a craft or trade, plays a
key role in skiil formation. Hired work-
ers typically form the smallest segment
ofsmall-enterprise employmentin most
developing countries. These workers

are frequently found in the more mod-
ern types of enterprises that operate
on a somewhat larger scale, such as
bricks and tiles, baking, repairs. and
metalworking.

—Sixth, in most countrigs, the
average person engaged in small-scale
industry does not work full time (2,400
hours per year) in that activity over
the entire vear. Among the countries
that we siudied, the annual mean
person-hours of employment ranged
from 1,164 in Sierra Leone 1o 25314
in Egypt. In many cases, these individu-
als also. work part time in other
activities, frequently farming. In fact,
the very close relationship between
agriculture and smalt-scale manufac-
turing activity is a noteworthy feature
of the rural areas of many developing
countries. Farm and nonfarm empioy-
ment often move in opposite directions
over the year and are thus quite
complementary in terms of providing
emplovment opportunities. Nev-
ertheless, there is evidence that many
small-scale workers spend significant
periods of time simply “‘waiting for
customers.”

—Seventh, the amount of capital
used by most small-scale industrial
firms is modest, as is their Initial
capital stock (table 2). Fixed assels
—buildings and equipment—{form the
largest components of small firms’
capital stock. with equipment {rools
machines. and furniture} typically ac-
counting for the greatest share. Al-
though low, however, the capital 2ntry
barriers 10 small-scale industry are not

2

Rural Small-Scale Industries and Employment in Africa and Asia, Geneva: Intermational -

insignificant,
pared with the capital required for
petty trrading or unskilled service activi-
ties or with per capita income levels
in those countries. _

—Eighth, most of the funds for
establishing or expanding the small
firm comes from persconal savings,
relatives, or retained earnings.
paucitv of funds obtained from the .
commercial banks, governments or. :
even informal financiai sources such.
as moneylenders is striking.

the financial markets in many develop-. -
ing countries and indicate the limited "'
extent 1o which small firms are directly:
reached by formal credit instirutions. -
—Ninth, smail-scale industriat ac- . -
tivity appears to be increasing in .
absolute terms in most developmo g

eountries. Although systematic ‘nforma-.—;ﬂ

cion on growth is i!mated ‘the available -
evidence indicates that it has been

growing at a faster rate even than -

larDP scale industries in a few coun-
tries. Since small-scale-industries ac-
count for such a large portion of total _
industrial employment, the absolute

“increase in employment absorbed by -

the small-scale private sector is sub- -
stantial in virtually -ali developing

countries. Among small producers, = .

thare is evidence that the slowest

growing segment is the one- person'- -

firm. By enterprise type. many of the .
S'“.aH scale ic’ht consumer ooods en-
alarly ta1lorm2. dress-
and furniture ma-\mc'—Have ._
even after iarge—scal_e_'

making,
grown rapidly.

especially ‘when com-. . .

The =

These .
resuits highlight the nascent state of -~



domestic factory production in these
subsectors has begun. Moreover, with
the structural changes in manufactur-
ing associated with increases in a
country’s per capita income, several
newer types of small-enterprise activi-
ties—other metal preoducts and ma-
chinery, along with bicycle, auto, and
electrical repair—have also experi-
enced rapid increases.

What drives small fir:ns?

What are the main determinants
of the existing and future patterns of
small-scale industrial activity? Some
illuminating insights can be obtained
by focusing on the set of factors
influencing ‘the demand for and supply
of small-industry goods and services.

Most of the items produced by
small industries are light consumer
goods sold directly to urban and rural
households. Consequently, a key issue
is whether or not the demand for these
goods and services increases as house-
hold income increases. Although some
have argued that these are “inferior
gcods” (that is, the quantity de-
manded declines as income increases),
recent studies have revezled without
exceplion a strong positive relation-
ship between changes in household
income and changes in the demand
for a range of small-scale industry
goods and services,

A second scurce of demand for
small-industry products stems from
their backward and forward produc-
tion linkages with other sectors of the
domestic economy, particularly with

griculture and large-scale industry.
Aithough empirical evidence on the
linkages with agricuiture is sparse, it
appears that these linkages are often
important. Their magnitude 1s related
to the size distribution of farms and
the type of agricultural strategy
adopted. The capacity among smali
producers for “idiosyncratic design
acdaptation” 10 meet the equipment
and tool needs of small farmers is

particularly noteworthy. The evidence

Tabie 2: CAPITAL INPUTS IN SMALL-SCALE ENTERPRISES

Sierra

Jamaiza Honduras Egypt . Leone
1878 1980 1982 1975
Fixed assets indicators
Percent of enterprises
producing in home n.a. n.a. 84% B4%
Percent of enterprises with
machines 32% n.a. 14% €3% .
“Excess capacity™ 35% 24% 18% 35%
Initial capital stock £1,140 £354 n.a. $49
Stock of capitalfirm :
Buildings 81,022 $283 n.a. 5359
Machinery and equipment 1,985 445 383 245
Working capital 1.217 81 28 - 50
Total 54,224 $809 n.a. §654.
Annual flow cost of capitalfim '
Buildings 5263 s 57 n.a. $83
Machinery and equipment 408 120 317 47
Working capital 243 14 3 Q-
Total $914 $191 n.a. 5120
Conversion factors : L :
Discount rate {percent) 20% 20% 10% 20%
Exchange rate (U.S. $1.00 =) 1.78 2 1.19 .91

*Estimated based on responses of proprietors to question of how many additlonal:hours they wouild opér-" :
zte thelr firms if there were no demand or raw material constraints, .

Sources: Data for Jamaica and Honduras from Michigan State University country studies, Dala for Egypt . '

from Stephen Davies et al,

“Small Enterprises In Eqypt: A Study of Two Governorates,” Michigan State

University Intermnational Develobment Papers No. 16, 1584, Data for Slerra Leone from Enyinna Chuta and
Cart Lledhoim, Employment and Growth in Small-Scale Industry, New York: St Marllns Press, 1585, © .

f linkages with large-scale industry
is also limited and is usually discussed
in terms cof subcontracting arrange-
ments between large and small firms.
Subcontracting 1s particularly preva-
lent in Asia, where it tends to be
concentrated in a himited range of
product tvpes.

Government and foreign custom-
ers provide the final source of demand
for small-industry goods and services.
Although sometimes important for
particular product groups or for indi-
vidual firms, overall these sources of
demand are relatively minor.

With respect to supply, the kKey
issue is whether or not small-scale
industrial firms in developing coun-
tries are efficient users of economic
resources, particuiarly when compared
with their larger-scale counterparts.
Both partial and comprehensive meas-
ures of economic efficiency have been
used In attempting t¢ answer this
quesiion.

The labor-capital (labor m».cnsny) '
and the output-capital{capital productiv-
ity) ratios are the economic efficiency -
measures most frequently used in.
empirical studies concerned with"de- -
velopment. These partial efficiency
measures are based on the assumption

that labor is abundant and capital is

the only scarce resource. Virtually all
the aggregate and most industry stud-
ies reveal that small-scale industries-
generate more employment per unit

_of scarce capital than their larger-scale

counterparts. The available evidence.
on relative capital productivities is.
somewhat limited and more mixed.
Yet in the majority of countries where
such comparisons have been made,.
the output per unit of capital among
small producers is found to exceed
that generated by large industry.

Only a few studies have used one’™

of the analytically more correct:
comprehensive  economic  efficiency -
measures, in which all scarce resources -




are included in the analysis and-are
evaluated at “shadow™ or social prices
that reflect their scarcity values in the
economy. The findings of such studies
are mixed. To assist in filling this void,
we used a social benefit-cost analysis
10 compare the relative efficiency of
smail and large industries in three of
the in-depth survey countries (Sierra
Ieone., Honduras, and Jamaica). A
kev finding from this analysis 15 that
in 10 o0 12 specific industnial groups
examined, the social benefit-cost ra-
tios of the smell firms not only ex-
ceeded 1.0 but also were greater than

the comparable ratios for the large-
scale firms in those particular indus-

tries and countries. Consequentiy, there
is now accumuiniing evidence that, at

least for a significant range of prod-
ucts. small-scale indusiry s inceed
economicaliy efficient

=t
ef
Vhat tvpes of small industries are

CareinI A

most efficient and what are thair
characreristics? A review of the find-
ings from five couniries where in-
depth surveys were conducted yields
some useful insights. Although the
small-scale industries in the aggregate
are shown 10 be economically efficient
in all five countries. there are wide
variations in this efficiency by major
industry groups. as well as by more
narrowlh defined product tyvpes. Effi-
ciency is alsc shown to vary by the
firm's production characteristics, parti-
cularly firm size, input composition,
and location. Some imporiant patterns
in this regard. Small firms

istics. many of which can be discerned

on the basis of visual evidence. Such
firms cenerally use hired workers,
operate in workshops away from home,
operate in localities with more than

hop *

LB

- -

2,000 inhabitants, and are involved in - [
selectzd product lines with better eco- -
nomic prospects, such. as tiles, furni-
ture, baking, and repair activitiesi A
particularly striking finding is that the
one-person firms are frequently on the ~
margin of economic viability. Judi-
ciousiv and cautiously applied, such

indicators can provide the analystwith §

useful insighis into those -types of =
small-scale industries most likely to
be economically viable. o

The policy environment .

In light of the many favorzble
characteristics of small-scale indusiries,  §
and the porential contributions they |
can make to the growth in income and -
emplovment in developing countries, -
what can governments and donor

agencies do to further enhance the -




role of small producers? Two major
avenues are avatiable. The first is
through seeking changes in the gen-
eral policy environment that broadly
affects small private enterprises, while
the second is through the implementa-
tion of specific projects designed 1o
provide direct assistance 1o individual
firms.

Past governmenial cfforis to en-
ceourage the growth of small enter-
prises have generally concentrated on
project interventions aimed al provid-
ing specific assistance to particular
target groups. Yet such efforis have
often been frustrated by =2 policy
environment that is detrimental to the
developrment of small producers. A
recent publication of the World Bank
has stated this clearlv: ~Until realistic
exchange regimes were _stablished
and until changes took place in trade.
investment and financial policies. it
was difficult to effect 2 substantind
development of SSEs (small-scale en-
terprises) along heslthy economiclines.
It 1s hardly feasible 1o press for the
use of appropriate technologies and
maximum employment creation in oo
situation where subsidized finance for
equipment purchase is offered and

where it is possible to operate in a
protected market where profits are
high enough 10 justiiy equipment used
for only a small part of the time.”

There are two major ways that
the general policy environment can
be made more supportive of small
producers in developing  countries.
The first is through instituting a policy
environment that is at least “neutral”
with respect to enterprise size. In
most developing countries. general
poiicies arc biased against small firms.
Freguentlv. these biases result from
the unintended side effects of invest-
ment. trade. credit. and other policies
implemented with the goal of promot-
ing an expansion of farge-scale indus-
tries. Investment incentive laws fre-
quentiv formally restrict the special
taX concessions to large-scale firms;
where such overt restrictions do not
occur, smail firms are often ignorant
of the concessions available or are
unable 1o undertuke the protracted
bureaucratic procedures required (0
obtain them.

The credit policics of most devel-
oping countries have ubo tended o
disertminate aguimst smadl firms. Govern-
menats have ofter imposed interes:

5

1. ceilings or cother types of credit
controls that have tended to keep |
interest rates artificially low. Faced' |
with excess demand for funds, the:
banks have responded by rationing
the scarce funds to their traditional
large-scale clients. Consequently, small
enterprises have been forced to ob-
tain funds either from family mem-
bers or from the informal market,
where interest rates frequently exceed.
100 percent per year. The removal of
interest rate cecilings cdn constitute -
step toward ensuring that interest

rates for borrowers of all sizes ap-
proximate the opportunity cost: of

capital. oo

The second major way that gen:.

eral policies can effectively be used -8

to support smaii-scale  enterprise - §
growth 1§ through enhancing the de-
mand for their products. Studies have:
made clear that one of the key con-
straints facing small entorprises, par-. |
ticularly those located in rural areas,
is the limited demand for their prod-

ucts. A significant share of the low- . 8

cost consumer goods. sold in rural
markets is produced by small firms in’
that same area. Furthermore, the
demand for these products, as well as

for agricultural inputs, is particularly S

high among the small-scale farming
households. As a result, policies that -
promote rapid increases in agricul-
tural income can provide a powerful
stimulus for smali-scale enterprises.
Agricuitural policies such as pricing
and other measures aimed at increas- .
ing the income of small farmers are
imporiant not only in their own right =~
but alsc because they can contribute
in a2 major way to the growth of
small-scale nonagricultural activities:
This fact also demonstrates that’in
reviewing the general policy environ-
ment for smal firms, it is important
to transcend the traditional sphereiof
industrial policy and include agricul-
tural, trade. foreign exchange. and -
other policies as well. ot
As noted eariier. projects rather
than policy referms have been the -
primary vehicles used by governments



and international donor agencies for
fostering small-enterprise growth.
Smal!l enterprises are difficult targets
to reach through direct project assis-
tance, however. The firms are numer-
ous, widely dispersed, and not easy
to assist in a cost-effective manner.
Indeed, virtuatly all smail enterprise
surveys reveal that oaly a tiny frac-
tion of the entrepreneurs have heard
of the programs intended to help
themn, and even fewer have been
aided by them. These same studies
indicate that the constraints facing
these small firms, and thus the types
of direct assistance needed, vary from
industry to industry and from country
to country.

Finance projects have been the
most commonly used category of direct
assistance to small industries. Al-
though special credit programs have
been designed specifically 10 reach
small and medium-sized firms in sev-
eral developing countries, the smallest
firms generally end up receiving very
tittle of the funds. Moreover, the
administrative costs in such projects
have often turned out to be quite high.

Innovative credir schemes

Severalinnovative credit schemes,
however, appear to have been gquite
successful in providing financial re-
sources to even the smallest private
enterprises. There are several com-
mon characteristics of such schemes.
First, loans are provided primarily for
working capital rather than for fixed
capital. Second, loans are screened in
locally based institutions on the basis
of the borrower’s character. Third,
loans are initially made for small
amounts and for short periods to
encourage and facilitate high repay-
ment rates. Since these lending prac-
tices are closely akin to those of the
informal credit institutions, it would
appear that the nearer banks and other
formal institutions can come to the
operating procedures of informal lend-
ers, the more likely they will be

successful in making loans to small
nroducers.

Nonfinancial direct assistance 1o
small enterprises invoives the delivery
of such things as technical, manage-
rial, marketing, and infrastructure in-
puts. It is frequently argued that the
small firm's demand for such service
is generally quite small and that a large
volume of resources end up being
concentrated on a relatively limited
clientele.

A review of the limited number
of nonfinancial assistance projects indi-
cates that mos: were not particularly
successful in terms of benefit-cost
analysis. Nevertheless, some were suc-
cessful, and these possessed several
common characteristics. First, the proj-
ect addressed situations in which a
single “'missing ingredient,” rather
than an integrated set of multiple
ingredients, needed to be supplied to
the firm. An implication of this finding
is that projects assisting existing firms
are more likely to be successful than
those attempting to establish new
firms. Second, the successful projects
were industry and task specific. Third,
before these projects or schemes were
launched, surveys were undertaken
to uncover the demand for the activity
and the number and type of missing
ingredients. Finally, successful proj-
ects tend to be built on proven institu-
tions, even informal ones.

Empirical evidence indicates that
small-scale industry can be an impor-
tant vehicle for meeting the growth
and equity objectives of developing
countries. Improved policies and care-
fully crafted projects can play an
important role in ensuring that the
potential contribution of small enter-
prises to the development process is
fully realized. E

Reprinted from “Smalt 3cale {sdustries in Developing Couns
tries: Empirical Evidencs and Poicy Implications.” 2 Michigan
State University Development Paper. This publication and the
resedteh it reports were suppurizd by the Grfice of Rural 2nd
Inststunonai Deveivpment. Buredy for Saence and Technology.
U.S. Agency for International Devetopment.

Coprright © All rights resened by Michrgan Staie University,
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