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FOREWORD

The Assessing the Impact of Microenterprises (AIMS) Project seeksto gain abetter understanding of the
processes by which microenterprise programs strengthen businesses and improve the welfare of
microentrepreneurs and their households. In addition, it focuseson strengthening the ability of the U. S.
Agency for International Development (USAID) and its partners to measure the results of their
microenterprise programs.

The project's core agendaincludes desk studies, focused field research, three mgor impact assessments,
and the development and testing of toolsfor useby private voluntary organizations and non-governmenta
organizations to measure the impacts of their microenterprise programs. Each of the mgor impact
assessments will focus on aspecific microenterprise program. Information will be obtained from program
participants and acomparable group of non-participants intwo main rounds of data collection, with atwo
year interval between the rounds. Further information about this USAID-funded project and its
publicationsis available on the AIMS home page (http:\\Wwww.mip.org).

This paper isonein aseriesof AIM S studiesthat addresses substantive and methodologica issues. While
it furthers the agenda of the AIMS Project, the paper is also intended to be of interest to others seeking
to understand and document the impacts of microenterprise programs.

Carolyn Barnes
AIMS Project Director
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EXECUTIVE SUMMARY

In measuring the impacts of microenterprise services, it is common to focus on the growth of a sngle
microenterprise. However, even when the focus microenterprise does not exhibit growth, the client and
other members of the household may experience animprovement intheir economic welfare over time. This
may occur if the household pursues a diversfication strategy, where diverdfication is defined as the
presence of multiple income generating activities and sources of wage employment within the household
economic portfolio.  In order to capture the range of potentidly sgnificant impacts of microenterprise
sarvices, the focus should be broadened to include the entire household economic portfalio.

There are severd possible motivations for pursuing a diversfication drategy. These motivations are: 1)
poverty, 2) risk, 3) expanson, and 4) intergenerationd launching. Under the poverty motivation for
divergfication, the household facesresource or market congtraintsthat prevent it from expanding any sngle
income generaing activity up to a levd that would be sufficient for supporting the basic needs of its
members. In order to generate additional income, the household may alocate underutilized resources to
asecondary microenterprise or wage labor activity. Under therisk reduction explanation for divergfication,
household members seek to protect themsd ves from shocksto tota income by s multaneoudy undertaking
severd didinct income generating activities, with incomesthat are not covariant. The expansion motivation
for divergfication represents a strategy of responding to new economic opportunities.

The intergenerationa launching motivation for diversfication is based on a parent’s desire to provide
childrenwith future economic opportunities by launching them into entrepreneurid activitiesasthe children
come of age. By watching for opportunities and initiating the accumul ation of fixed assets, the parent isthe
key drategis behind an intergenerationd launching diverdfication drategy. The parent's origind
microenterprise serves as the launch-pad microenterprise, because its profits are used to pay the start-up
costs of the new microenterprises to be managed by the children. The launch-pad enterprise continuesto
play an important role in supporting the family, adthough its relative contribution to total household income
may decrease over time as the newer microenterprises begin generating relaively more income. If an
impact assessment focuses only on the launch-pad microenterprise, then it may fail to measure important
improvements in the economic welfare of the household and its members.

The use of diverdfication as an intergenerationd launching strategy isillustrated through three case sudies
of clients of Accion Comunitaria of Peru. The three clients-two women and one man--have each
established one or more new microenterprises to be managed by the grown children. The resources for
starting the new microenterprises came from the revenues of the parents microenterprisesand, sometimes,
directly from the microenterprise credit extended to the parents microenterprises. The purpose of the
diversfication strategy was to launch the next generation of entrepreneurs.

The divergfication drategies are interpreted relative to a conceptua mode of the household economic
portfolio, amode which has been presented graphicaly and described in detail in previous AIMS Project
Technicad Reports. In this paper, an dternative, symbolic representation of the household economic
portfolio is developed, and the motivations for diversfication are reexamined within this context. In
addition, the paper examinesthe dynamic, or life cycle, changesthat may occur in the household economic
portfolio as it pursues an intergenerationd launching strategy.
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The find section of this paper explores the implications of incorporating divergfication into the design of
amicroenterprise program impact eval uation and describes possible gpproaches for measuring the concept
of divergfication. Empiricaly, thoughthere are severa possible measures of diversity, aninverse Smpson
measure of diversity is recommended because it captures both the number of income sources and the
relative importance, or evenness, of these sources. 1n addition to measuring the incidence of diversfication,
an impact andyss should include variables that reflect changes in household welfare--such as tota
household income, expenditures on education, and accumulation of physica and financid assets--that may
represent the results of asuccessful diversfication rategy. Findly, a quditative component is needed in
animpact evauation in order to better understand the motivationsand circumstancesfor diversfication and
to invedtigate the relationships between diversfication and the life-cycle of the household.
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DIVERSIFICATION IN THE
HOUSEHOLD ECONOMIC PORTFOLIO!

l. INTRODUCTION

In measuring the impacts of microenterprise sarvices, it is common to focus on the growth of the target
microenterprise? For example, some of the more common variables that have been used to measure
enterprise growth are microenterprise profits, sdesvolume, enterprise assets, net worth, and employment.
Lack of favorable change in these variables is evidence for lack of growth of the target microenterprise.
Within the context of an impact evaudtion, the implication drawn from these results is that the
microenterprise services have failed to have a favorable impact.

However, even when the target microenterprise does not exhibit growth, the client and other members of
the household may percelve an improvement in their economic welfare over time. In order to capture dl
of the rdlevant and significant impacts of microenterprise services, therefore, it isimportant to take amore
comprehensive view of the household when conducting an impact evauation. By expanding the focus of
the anaysis, it ispossible to understand how household economic welfare can improve even while the target
microenterprise remains fairly stable. Such an expanded view of the enterprise within the household is
provided by the conceptua modd of the household economic portfolio, developed as part of the AIMS
Project.

One possible explanation for lack of growth in the target microenterprise is that the household is pursuing
a divergficaion drategy. Divergfication refers to the presence of multiple income generating activities
within the household economic portfolio. There are severa possible motivations for pursuing a
diverdfication srategy. Regardless of what the motivation may be for diversfication, the result isthat the
household does not focus dl of its productive resources into the sngle (target) enterprise. This usudly
implies that the target enterprise does not grow as rapidly as it would under a specidization strategy.
Therefore, diversfication is sometimes viewed by outside evaluators as undesirable, because it does not
result in asrapid growth in the target enterprise aswould occur if al productive resources were reinvested
in the target microenterprise.

The purpose of this paper is to improve the understanding of the role that diversfication plays in the
household economic portfolio and to clarify the relationships between diversfication and the impacts of

! Theauthor wishesto acknowledgethe hel pful comments of M onique Cohen and Carolyn Barneson an earlier
draft of this paper.

2 The phrase target microenterpriseis used to designate the microenterprise that is the focus of an impact
evaluation. The target microenterprise is chosen based on the criteria of the researchers. It will often be the
microenterprisethat isreceiving microenterprise program services, and it may be named on the credit application or credit
record. However, the phrasetarget microenterpriseisintended only toindicatethereferencepoint for theanalysisand
is not synonymous with the idea of targeted credit.

3 If househol d resources are expanding rapidly, then the growth path of thetarget enterprise may be quitehigh,
even in the presence of diversification.
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microenterprise services. Inthefollowing section, four possible maotivationsfor diversfication are described
and the idea of diverdfication as an intergenerational launching strategy is introduced. The use of
diverdfication as an intergenerationd launching strategy isillustrated in section three, with examples based
on the actua strategies reported by clients of Accion Comunitaria of Peru.* Section four advances the
conceptua framework of the household economic portfolio by deve oping asymbolic representation of the
modd. Diverdfication is then discussed within the context of the model. The find section explores the
implications of incorporating divergfication into the design of amicroenterprise program impact evauation
and describes possible approaches for measuring the concept of diversfication.

4 One of the AIMs major impact assessments will be conducted in Peru.
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1. MOTIVATIONSFOR DIVERSIFICATION

Diverdfication can be defined as the presence of multipleincome generating activities and sour ces of
wage employment within the household economic portfolio. Within the conceptud modd of the
household economic portfolio, theactivities of the household are categorized into production, consumption,
and investment activities® The production activities, in turn, include the following: 1) income generaing
activities; 2) household maintenance activities; and 3) wage and outside work. Microenterprisesare atype
of income generding activity. Thus, ahousehold economic portfolio issaid to be more diversfied if it has
agreater number of microenterprises® and/or more numerous sources of wage employment.

Thereare at least four possible motivationsfor divergfication. Theseinclude 1) the poverty motivation, 2)
the risk motivation, 3) the expanson mativation, and 4) the intergenerationd launching motivation. While
the poverty and risk motivations can be primarily understood in terms of the Situation of the household at
agiven pointintime, an understanding of the expangon and intergenerationd launching motivationsrequires
adynamic view of the household economic portfolio. Inaddition, theintergenerationd launching motivetion
can best be understood in terms of thelife cycle of the household. Thefollowing discussion consderseach
of these motivations separately. However, the observed diversfication in ahousehold' seconomic portfolio
may represent the household' s response to a combination of two or more of these motivations.

A. Poverty Motivation

Under the poverty motivation for divergfication, the household faces resource or market constraints that
prevent it from expanding any single income generating activity up to aleve that would be sufficient for
supporting the basic needs of the members of the household. For example, the household may have a
primary microenterprise that represents their income generating activity with the grestest profit potential.

However, the household is prevented from expanding this primary microenterprise dueto alack of financia

resources for purchasing additiona fixed assets. This condraint to the expansion of the primary
microenterprise leaves the household with additional human (labor) resources that are underutilized. In
order to generate additional income, the household may alocate this additional labor to a secondary
microenterprise or wage labor activity.

A smilar Stuation occursif the household is prevented from expanding its most lucrative microenterprise
due toamarket congraint. Themarket congtraint may be dueto geographicisolation, inditutiondly limited
market access, or low purchasing power among the base of clientde. In this case, the household may
dlocate its underutilized resources to a second microenterprise offering an dternative product or service.
Ancther example of amarket constraint occurs when available wage work islimited in hours or restricted
to certain members of the household. In thiscase, the household members may dlocate their underutilized
time to an dternative income generating activity, such as artesanry or commerce.

5 The model of the household economic portfolio is discussed in greater detail in section four of this paper.

& Thediscussioninthissection focuses primarily on microenterprises. However, theremarksare al so applicable
to income generating activities more generally.
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The basis for the resource or market constraint is the household's insufficient access to markets and
resources. Theresult isthat the household expands horizontaly by using the non-constrained resourcesand
explaiting aternative markets to undertake additiona income generating activities. The household will only
be motivated to diversfy its portfalio if the sum of the income generated by dl of the income generaing
activitiesisgreater than theamount of income the household could earn by concentrating dl of itsresources
in asingle income generding activity.

B. Risk Motivation

The most frequently cited explanation for diversfication rdates it to the household' s efforts to reduce and
manage risk. Under the risk reduction explanation for diversfication, households seek to protect
themsdves from shocks to tota income by ssimultaneoudy undertaking severd distinct income generating
activities. These income generdting activities are sdlected in such away that the income from each of the
activitiesis affected by different externa risks. When the income from one enterpriseis reduced due to an
externa shock, then theincomefrom the other enterpriseisunaffected. In other words, the enterprisesare
selected S0 that thelr individua incomes are not covariant.

This type of portfolio diversfication provides the household with lower variance in the amount of total
income received, thus protecting the household from income shocks. However, the expected (mean)
income from a diversfied portfolio may be lower than the expected income from a specidized portfolio.
For this reason, risk reducing diversification can result in lower tota income over time.

C. Expansion Motivation

A household might dso diversify its economic portfolio as part of an effort to expand its economic base.
The expanson motivation for diversfication represents a srategy of responding to new economic
opportunities. The expangon opportunity may be linked to the household' s exigting enterprises, or it may
represent a completely new activity. In either case, the household utilizes the income stream from existing
enterprises or taps into outside resources (e.g. credit) or the household’s own underutilized resources to
initiate a new enterprise.

While there are some essentid similarities, the expanson motivation can be contrasted with the poverty
moativation in several ways. Firdt, there is the difference in attitude and purpose. Under the poverty
motivation, the household istrying to “ make ends meets’ and meet basic needs, while under the expansion
moativation the household is responding to avision of economic growth. Second, there is adifferencein
the nature of the externa stimulus that leads to diversfication. The poverty motivation is aresponse to a
condraint that limitswhat is consdered to be the primary activity. The expansion motivation, on the other
hand, is the household’ s response to a percelved opportunity. Findly, there may be a difference in the
length of the planning horizon. While the poverty motivation is normaly concerned with the size of present
income, expans on motivation diversfication may actualy bein response to the household' s assessment of
opportunities for future income streams.

D. Intergenerational Launching Motivation
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A fourth type of diversfication is reated to the expanson motivation but is specificaly used by parentsto
providether children with economic opportunities asthe children comeof age. In countriesor regionswith
high rates of unemployment, the maturing child may have alow probability of finding formd sector wage
or sdary employment. Recognizing this, the parent initiates a separate microenterprise that grows along
with the maturing child. Over time, severd microenterprises may be initiated, one for each child that will
be launched into an entrepreneuria activity.

The parent isthe key strategist behind an intergenerationa launching diversfication srategy. The parent
ison the dert for opportunities, and may begin to accumulate necessary fixed assets, evenwhilethe child
isdtill inhisor her early teenage years. Asthe child becomesincreasingly mature, the new microenterprise
islaunched, and the child assumesincreasing respong bility for the management of the new microenterprise.
In this way, the household economic portfolio becomes more diversfied. In the long run, the adult child
may take hisor her microenterprise and bresk off from the origina household unit, so that anew generation
of households are “launched.”’

Itisimportant to congder therole of the parent’ smicroenterprisein the intergenerationa launching Srategy.
Thisistheorigind microenterprisethat the mother or father gartswhen the children aresmdl. During these
early years, the parent’ smicroenterprise provides asteady source of incometo support thefamily and may
exhibit some growth. Once the parent begins to undertake an intergenerational launching strategy,
however, the parent’ s microenterprise may stabilize and show no further signs of growth.

The parent’ s origina microenterprise serves as the “launch-pad microenterprise”, because its profits are
used to pay the start up costs of the new microenterprises to be managed by the children. The parent will
continue to manage the launch-pad microenterprise, athough its Sze may be held a a steady levd. It
continues to play an important role in supporting the family, adthough its relative contribution to tota
household income may decrease over time as the newer microenterprises begin generating relatively more
income. The launch-pad microenterprise may not be extremely profitable, but it is often relatively
impervious to economic recessons. Thus, the launch pad enterprise creates afal back position and may
provide adegree of stability that permits the household to take risks.

No matter how successful the new microenterprises become, the parent-strategist will usudly hold on to
the launch-pad microenterprise because it provides a steady source of funds for “launching” the younger
children asthey come of age. In addition, it helps to maintain the parent’ s authority within the household
as the parent continues to envison and pursue beneficid economic dtrategies for the household. The
launch-pad microenterpriseis often thetitular recipient of microenterprise program credit, though theloan
principa may actualy be distributed among the various microenterprises. If an impact evauation focuses
only on the launch-pad microenterprise, then it may fall to measureimportant improvementsin the economic
welfare of the household and its members.

" Inmany ways, theintergenerational launching strategy issimilar to sometraditional apprenticeship practices,
such as among West African traders.
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1. CASE STUDIESON INTERGENERATIONAL LAUNCHING

The three case studies presented in this section were constructed based on interviews with three clients of
Accion Comunitariain Lima, Peru. Theseinterviewswere conducted during October 1996, and involved
observations both at the Sites of the clients' businesses and at their homes with numerous household
members present. Rather than using the dients names, they are identified by descriptive labels the
matriarch, the drategist, and the restauranteur. Thefirst two casesarewomen and thethirdisaman. The
individuals described in the three cases share severd characterigtics.

married,

at least some teenage or older children;

the primary economic planner-srategist for the household;

the sgnatory dient of Accion Comunitaria; and

the manager of a microenterprise in adiversfied household economic portfolio.

N NN NN

A. The Matriarch

The matriarch is an amazing woman who ddights in tdlling her sory. Born into a Quechua: spesking
household in a provincia area, she was orphaned at an early age. Thirty-two years ago, she migrated to
the capita city with her husband and two young children. Those early yearsin thecity weredifficult. After
renting for atime, they participated in aland invason on the urban periphery of Lima. As new squatters,
they lived in ahouse with dirt floors and walls made out of sraw mats. Thematriarch and her husband now
have sx children and numerous grandchildren. Thelr five sons and one daughter range in age from 18 to
37.

The matriarch was one of the origina borrowers from Accion Comunitaria, having received her first credit
in 1982. She used those fird creditsto buy inventory for starting asmall market stdl, abusinesswhich she
continuesto operate today. Her business offers staple food products (abarrotes) and currently operates
out of agorein the family home during afternoons and evenings, and out of the market gdl across the
Street during morning hours.

The explicitly stated god of the matriarchisto launch each of her childrenin abusinessor professon. She
has been remarkably successful. Three of the children have professions, the oldest son is alawyer, a
middle son is an Air Force pilot, and the daughter is a socia worker. All three of these children have
established separate househol ds and separate household economies.

Participating in the household economy aong with the matriarch is her husband and three of her children.
The husband works as a casua |aborer. Two of the remaining three children arethe managers of separate
microenterprises. The oldest of these children has a combined print shop and paper goods store, which
islocated across the sreet from the family home. Located within the store is a smal beauty salon, which
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he contracts out to local beauticians. The middle son has an eectrica appliance repair business, which is
located in the adjacent house® There is a motorcycle used for pick up and ddlivery of appliances.

At the time of the interview, the matriarch’s greatest concern was how to complete the launching of her
youngest son (18 yearsold) in hisown computer graphicsbusiness. The computer waslocated inthemain
gtting room of the house, and the amiable young man was happy to demonstrate some of hiswork creeting
flyers, posters, and advertissmentsfor loca businessesand organizations. The matriarch was preoccupied,
however, with devisng a plan for financing the purchase of alaser printer and color monitor, which were
needed to firmly establish the growth potentia of the graphicsbusiness. The son'sroleinthisdecisonwas
to determine the type and brand of equipment needed.

The matriarch qudifies for and receives loans from Accion Comunitaria on the basis of her staple goods
store. At thetime of the interview, she was on her ninety-first credit. This credit was a Six-week [oan of
4,650 soles to be repaid in six weekly payments of 835 soles (approximately $334 per week).® Each
credit that is recelved is distributed by the matriarch to the various microenterprises in the household
economic portfolio. In addition to the microenterprises aready mentioned, the family has a photocopy
meachine, with thelr primary copying business coming from the police station down the street. In summary,
the income generating activities in the household economic portfolio of the matriarch are the following:

staple goods market stall and home-based store (matriarch);
wages from casud labor (husband);

print shop and paper goods store (oldest son a home);
beauty sdon (oldest son a home);

electrica gppliance repair shop (middle son a home);
computer graphics services (youngest son a home); and
photocopy services.

N NN N N NN

Thematriarch’ s store serves asthe launch-pad microenterprise. It doesnot grow, but continuesto provide
a steady income which is used to build the microenterprises of the matriarch’s children. The matriarch’s
store aso dlows her to quaify for a large and ongoing source of credit, which she can use to further
implement her intergenerationd launching strategy. In evauating the impact of the microenterprise loans
received by the matriarch, an andlysis focused solely on her modest microenterprise would fail to measure
the success of thisremarkable woman in using her microenterprise and her microenterpriseloan to establish
the economic wefare of her children.

B. The Strategist

8 The resources in the household economic portfolio include a considerable amount of real estate. Thereare
two adjacent houses and alarge commercial property across the street. One house is the location of the main family
dwelling aswell asthesitefor thematriarch’ sstore, the photocopy business, and theyoungest son’ semerging computer
graphics business. Theadjacent houseisthesite of the electrical repair shop. A small living areahas been constructed
above the repair shop to provide bedrooms for two of the sons. Across the street isthe building that houses the print
shop and behind it, facing in the opposite direction, isthe matriarch’s market stall.

® At thetime of the interviews, the exchange rate was US$1 = 2.5 Peruvian soles.
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The drategist is younger than the matriarch; her seven children range in ages from 8 to 20. In 1989, she
and her two oldest children began working in aloca bakery. It wasphysicaly hard work and the pay was
low.*® So when her husband lost his government job under a structural adjustment policy in 1993, the
drategist began to consider dternative economic activities. She looked at the possbility of work as a
domestic servant, but discovered the pay wastoo low. Instead, she made up her mind to open astoreand
gpent the next year accumulating inventory while continuing to work & the bakery. In April 1994, she
opened agenerd store, operated out of her home, offering groceries, somedry goods, and afew prepared
foods.

In January 1995, shereceived her first loan from Accion Comunitariafor the amount of 500 soles. Onthe
day beforetheinterview, she had just received her twenty-second loan for theamount of 3,250 soles. This
was a six-week loan, payable in weekly ingdliments. At the time of the interview, she had aready spent
the entire loan to purchase inventory. The strategist maintains that her profits are increased by using her
loan immediatdy and maintaining the highest possible rate of turnover in current assets.

Inthe 22 monthssincerecelving her firgt loan, the srategist has changed from group borrowing to individud
borrowing. For her earlier loans, she borrowed as part of a five-member solidarity group. She secured
the lagt five loans, however, as an individud borrower, with her neighbor serving asaco-sgner. The shift
from group to individua borrowing may have resulted from a perceived increase in the opportunity cost
of her time.

The drategist’ s store has been growing over time, and she aso distributes kerosene from her store front.
She buys her inventory from wholesders and didtributors. 1n addition to buying inventory, she used some
of the money from her previous loans to purchase glass shelvingand adisplay case. Her plan for the next
loanisto buy arefrigerated display case so that she can add delicatessen meats and prepared foodsto her
product line. She would like to make use of her bakery experience and prepare pastries for sdein her
store.

In addition to investing in the expansion of her store, the strategist has begun developing abusinessfor her
oldest daughter. She bought anindustria sewing machine and, when shelearned of agood price on aused
indudtria surger, she bought that aswell. Her oldest daughter isnow enrolled in afull-time sewing course,
and amiddle daughter has begun to study sewing in high school. The strategist buys pre-cut pieces, and
the daughters produce jackets and sweat suitsfor sdein the store. In addition, the oldest daughter does
finshing work under contracts to loca garment producers. The strategist’s plan is to increase the
daughters  sKills, equipment, and contracts. In thelong run, she plansto add a second floor to the house,
move the family’ s living quarters upstairs, and open a sewing workshop that, dong with the store, would
occupy the firgt floor of the house.

I naddition to the microenterprisesin the household economic portfolio, the household receivesincome from
the husband’ s and oldest son’s work as casud laborers and gardeners. The husband' s wages are used

10 She reported that the three family members received atotal of 250 soles per week.
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to pay the tuition at the seamdtress school. In summary, the strategist’s household economic portfolio
congsts of the following income generating activities:

generd Store (drategist);

kerosene digtribution (strategist);

casud labor (husband and oldest son);

sewing garments for sale from home (two oldest daughters); and
finishing garments under contract (oldest daughter).

N NN NN

C. TheRestauranteur

The restauranteur had a full career in the Peruvian navy before returning to Lima to open a rotisserie
chicken! restaurant in asquatter settlement area. Hiswife runs a separate restaurant, farther down the hill

in a more established neighborhood. Her restaurant is the oldest, over twenty years old, and she ran it

while her hushand was away in the navy. They have five children; the oldest son is a police officer, a
middle daughter isasocia worker, and the youngest childisapre-schooler. One sonworkswith hisfather
inthe chicken restaurant and the oldest daughter has been launched in amicroenterprise of her own (athird
restaurant!). Thediversfication of thishousehold' seconomic portfolio iscongstent with both the expansion
and intergenerationa |launching motivations.

The restauranteur opened his chicken restaurant four years ago and received hisfirst Ioan of 900 solesfrom
Accion Comunitaria in September 1993. At the time of the interview, he had recently received his
seventeenth loan for the amount of 4,300 soles. Theloan was payable twice amonth over aperiod of five
months. He used the loan to build a second floor over hisrestaurant. With the next loan, he planned to
put aroof over this upstairs room, which was designed to accommodate dances, mestings, and parties.
In spite of thefact that the roof was not finished, the restauranteur had managed to book the meeting room
for two paid events in the week since the floor had been finished.

Two years ago, the household tarted athird restaurant, aso down in the established neighborhood. This
restaurant is run by the oldest daughter and is more limited than the other two restaurants in that it offers
only afixed platemenu. Nevertheless, it generates additiona income, whichis shared between the twenty-
seven year old daughter and her parents. The three restaurants in the household economic portfolio
generate employment for four family members and six paid workers.

Inaddition to the restaurants and meeting room, the restauranteur has a public telephone service with 250
monthly subscribersat 5 soleseach. The telephone can be used to make long distance calls and messages
are taken for the subscribers and relayed to them. In addition, they have atruck which is used for cargo
and there are plans to start a home food ddivery service. In summary, income is generated within the
household economic portfolio through the following activities'?

1 Pollo alabrasa isvery popular in Lima.

2 Previously, the restauranteur also had a marine pension, but this was suspended under President Fujimori.
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< rotisserie chicken restaurant in squatter settlement with carry-out service (restauranteur and
son);

generd restaurant in established neighborhood (wife);

fixed plate restaurant in established neighborhood (oldest daughter);

room booking for parties and mesetings (restauranteur);

tel ephone subscription service (restauranteur and son); and

truck/cargo service.

N NN NN

D. Summary

In each of these cases, the recipient of the microenterprise credit has established one or more new
microenterprisesto be managed by the grown children. Theresourcesfor starting the new microenterprises
came from the revenues of the parents microenterprises and, sometimes, directly from the microcredit
extended to the parents microenterprises. In some cases, the parent’ s microenterprise remained stable,
while in other cases, this launch-pad enterprise continued to grow. The purpose of the diversification
drategy was to launch the next generation of entrepreneurs.
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V. DIVERSIFICATION IN THE CONCEPTUAL MODEL

The conceptual modd of the household economic portfolio has been presented graphically and described
indetail in an AIMS Project report (Chen and Dunn 1996), and there have been specific interpretations
of themodd relativeto risk (Dunn, K aaitzandonakes, and Vadivia 1996) and to debt (Dunn 1996).1° The
graphica representation of the modd is included in this paper asfigure 1. The purpose of this section is
to provide an aternative, symbolic representation of the model and to reinterpret the motivations for
diversfication within this context. The section closes with an examination of the dynamic, or life cycle,
changes that may occur in the household economic portfolio as it pursues an intergenerationa launching

strategy.
A.  Symbolic Representation of the Household Portfolio M odel

The household economic portfolio conssts of aset of household resources (R), aset of household activities
(A), and the circular flow of interaction between household resources and household activities. The
resources of the household consist of the human resources (HR), physical resources (PR), and financid
resources (FR) available to the household at a given point in time:

R" (HR PR FR)

Inany given period, the resources of the household may be augmented by thereceipt of credit, represented
by the amount of loan principal received (L).

Household activities consst of aset of production activities (P), consumption activities (C), and investiment
activities (I):

A" P C

The specific number, type, and intengity of production, consumption, and investment activitiesin any given
period depend on severd factors. Firs, the household isconsirained by the set of resourcesat itsdisposa,
both in terms of own resources (R) and borrowed resources (L).** In addition, the sdlection of household
activitiesin any given period is determined by the set of joint and separate resource alocation decisons
(D). Thus, the vector of household activities in the initid period (A,) is determined by the following
function:*®

18 Chen, Martha Alter and Elizabeth Dunn. 1996. Household Economic Portfolios. Washington, D.C.:
Management Systems International.

Dunn, Elizabeth. 1996. Households, Microenterprises and Debt. Washington, D.C.: Management Systems
International .

Dunn, Elizabeth, Nicholas Kalaitzandonakes, and Corinne Vadivia 1996. Risk and the Impacts of
Microenterprise Services. Washington, D.C.: Management Systems International .

14 For simplicity, the possibility of accessing additional resourcesthrough social networksisignored. However,
the treatment of socially accessed resources would be somewhat anal ogous to the use of borrowed resources.

* The functional mapping from resources to activities corresponds to the upper flow (left to right) in the
graphica model of the household economic portfolio (figure 1).
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A, " (2R, Lo Dp), O#2H1, O,
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Figure 1: Conceptual Model of the Household Economic Portfolio
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where Ry = initid resource dlocation of the household (assumed given),

Lo = loan principd received in the initid period,

Do = St of joint and separate resource alocation decisons,

2 = proportion of household resources dlocated to activities, and
o = proportion of loan principa dlocated to activities,

and the vector of activities (A,) is poditively related to the vector of resources (R;) and the amount of
money borrowed (L,):

Mf $0 . Mf $0

M?Ry Myl

The outcome of the resource alocation decison is the amount and type of resources generated and
returned back to the set of household resources. Thisoutcome providesthe new set of resourcesavailable
to the household at the beginning of the next period (R;). Theincome and resource outcome depends on
the set of activities sdected by the household intheinitia period (A,), exogenous and random factors that
occur during theinitia period (&), the amount of money borrowed during the initid period (L), and the
effective interest rate under which the money was borrowed (ry). Thus, theincome and resource outcome
can be represented by the following function:*

R " 9(Ay & Lo Tp)

The exogenous factors might include changes in wages and prices, changes in laws and regulaions, and
other contextua or environmental changes considered outside the control of the household. These risk-
related changes influence the returns to income generaing activities, investment activities, and wage

eanings.

%077 Ay &)
No © N (Ay &)
Wo " WA, &)
where ?0 = profits generated by income generating activities in the initia period,
No = investment earningsin theinitid period, and
W, = wage earningsin theinitia period.

More specificdly, the resources available to the household at the tart of the subsequent period can be
represented by the following equation:

R, ™ 2% No% W, % (182,) Ry% (181,) Lo & (1% )L,

Thus, the resources available at the start of the subsequent period (R,) equa thesum of profits, investment
returns, wages, unused initid resources, and unused loan funds minus the interest payments on any money
borrowed. In later sections, it will be convenient to represent the profits, investment earnings, and wages
by a single earned income function (Y):

6 The functional mapping from activities to resources corresponds to the lower flow (right to left) in the
graphica model of the household economic portfolio (figure 1).
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In evaluating the impact of microenterprise services, we are interested in knowing how the household's
resources are changing over time, asthisis an indication of changesin household economic welfare. The
change in household resources between theinitid period and the subsequent period can be determined by
subtracting the set of theinitia resources (R,) from both sides of the above equation. Theresulting equation
provides aflow measure indicating the change in household economic wdfare:

R& Ry ™ 2 %Ny %Wy &2 Ry & (b %ro) L

Thus, there is a greater gain in household resources across periods when profits, investment returns, and
wages are higher, and when the interest rate charged on borrowed funds is lower. While unused initia
resources and initid borrowed principa have a direct postive effect on resources available in the
subsequent period, the ability to generate earned income is constrained by the type and amount of
resources dlocated to these activities,

B. Motivationsfor Diversification, Revisited

The firg three motivations for divergfication can be reinterpreted relative to the above mode of the
household economic portfolio. The poverty mativation for diversification occurswhen somedementinthe
combined set of own and borrowed resources (R, + L) condrainsthe household fromincreasing the scde
of itsmost lucrative production activity. The household then dlocates the non-constrained resourcesto an
dternative ctivity.

Resource condraint diversification provides a net economic benefit to the household so long as the
dternative activity generates a positive return on the non-constrained resources (thus generating a higher
return than would have resulted from keeping the resources idle). In other words, income from the
diversfied portfalio (Yp) is greater than income from the specidized (congrained) portfolio (Yg): Yp >
Ys. Thepalicy implicationsarethat theincome-earning potentia of aspeciaized portfolio can beincreased
by removing resource and market constraints--such as by increasing the availability of credit--and by
introducing technologies and management practices that make the limiting resources more productive,

Smilaly, the expanson motivation for divergfication involves the dlocation of household or outsde
resourcesto anew activity. However, if the expangonisbased primarily on the potentia for futureincome,
then the current income from the diversified portfolio may not exceed the current income possible under
aspecidized portfolio. Instead, it may be necessary to cal culate the present val ue of the household’ sfuture
income stream in order to determine whether the expansion motivated diversfication was a successful
drategy for improving household income.

In order to interpret the risk reduction motivation for diversfication, the first step is to express earned
income as the sum of the income generated by each of the n production and investment activities:

Y20 N% W Ty % v, %% y,
where y.~ N(y;,s;) and i%1,..,n

WPDATA\REPORTS\3175\3175-039.w61
173un99 15



Diverdficaion reduces the risk of shocks to total income so long as the covariance between any two
individua income sourcesislow or zero:

cov(y;,y)-0 for (i0j)

The problem with risk reduction diversfication is that the average amount of total income earned in the
diversfied portfolio may be less than the average total income that would be earned in a speciaized
portfolio: Y # Y. The household iswilling to forego a certain amount of income since the variance of
income inthediverdfied portfolio islessthan the variance of incomein the specidized portfolio. Thus, there
isapotentia economic lossthat could be removed through policiesthat provide householdswith aternative
mechanisms for reducing and managing risk, such as savings and insurance mechanisms.

C. Intergenerational Launching and the Household Life Cycle

Diverdficaion for the purposes of intergenerationa launching can best be understood by means of a
dynamic interpretation of the household economic portfolio model. The resources and activities in the
household economic portfolio change over the years. These phases of the household economic portfolio
can be characterized as the early years, the middle years, and the later years.

Inthe early years, the resources of the household are scarce. Only one or two adults are available asthe
potential labor resource of the household and the other resources--physica and financid--aredso reatively
scarce. These resources are alocated to production, consumption, and investment activities. There may
be anumber of young children, and theleve of household maintenance and consumption activities must be
reldively high to dea with this high dependency ratio. The household may have one or two income
generding activities, which might include a mixture of microenterpriseand wagework. During theseearly
years, or toward the end of these years, the launch-pad microenterprise is initiagted. The investment
activities of the household include investmentsin the children’s human capitd and investments to build the
launch-pad microenterprise. Astime passes, the physical, financid, and human resources of the household

begin to grow.

Inthe middle years, the oldest children have entered their teenage years, and they may begin to contribute
to the human resource base, or available [abor, of the household. The household continues to alocate a
subgtantia share of its resourcesto household maintenance and consumption, but, becausethe overdl leve

of resources has increased, the relative alocation to these categories may decline. The dependency ratio

has either stabilized or begun to decline. A rdatively larger share of household resources are now being
alocated toinvesments. Human capita invesments continueto beimportant, while additiona investments
are made to initiate a second, or even athird, microenterprise. These newer microenterprises may be
managed by the other parent, or jointly managed by a parent and the oldest child(ren). The origind,

launch-pad microenterprise continues to be akey contributor to tota household income.

In the later years, there are severd adults and teenagerslivingin thehousehold. Thedependency ratio has
declined fromitslevd inthe early and middle years. Theleve of household maintenance and consumption
activities has stabilized and represents a smdler reative share of the total resource dlocation. The
household now has anumber of microenterprises, some of which are managed exclusively by adult children
within the household. The parents launch-pad microenterprise may be stable in an absolute sense, but it
isdedlining in its rddive contribution to overal household income. Toward the end of these later years,
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the compostion of the household will undergo dramatic changes, asmost or dl of the adult children break
away to from separate households, and the parents become less active economically.
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V. IMPLICATIONSFOR IMPACT EVALUATION
A. Analyzing Diversfication in Impact Evaluation

Growth in the target enterprise may not occur when the target enterprise is alaunching pad for additiona
microenterprises managed by entrepreneurid children. Despite the fact that the target microenterpriseis
not growing, the welfare of the household may be improving. Therefore, the target microenterprise is
insuffident asthe unit of analysisfor impact assessments. The unit of andysis must be expanded to include
the household economic portfolio. As part of an evauation, when one is considering whether or not
divergfication is anet bendfit to the household, it is necessary to &) empirically measure diversfication in
order to determine the degree to which it is true for a given household economic portfolio; b) seek to
determine themotivationsfor diversfication; and c) define and implement gppropriateimpact varigblesthat
can demondtrate the increased welfare of the household in the abosence of growth in the target enterprise
(e.0. totd household income; education expenditures; entrepreneurial opportunities for adult children).

B. Measuring Diversification

Conceptudly, diversfication is the presence of multiple income generating activities and sources of wage
employment within the household economic portfolio. In order to develop an operationa definition of
diversfication, it isnecessary to digtinguish between expangon of an existing income generating activity (not
considered to be diversification) and the creation of a new income generating activity (consdered to be
diversfication). There may be dtuations in which the digtinction is not obvious. In genera, however,
expanson of an existing activity could be defined as adding different types of products or services, but
within the same generd line of products and services dready offered. Diversfication, on the other hand,
can be said to occur when the household initiates a different type of activity or the same activity in a
different Ste.

Empiricdly, there are severd possible measures of diversity. These dternative measurement gpproaches
are reviewed in Hill.*” Possible measuresincludea simple count of the number of income sources, the
Simpson index, and the inverse Simpson index.  Hill recommends the use of aninverse Smpson measure
of divergty.

The inverse Smpson measure captures both the number of income sources and the relative importance,
or evenness, of these sources. It is given by the following formula

whered isthemeasure of divergfication, thereare n sources of income (indexed by 1), and p; isproportion
of income generated from income sourcel.

7M. O. Hill. 1973. Diversity and Evenness: A Unifying Notation and its Consequences. Ecology 54(2).
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This measure of income diversification (d) increases both with the number of income sources and with the
relative importance of each income source.  If thereis only one source of income, then d=1. If there are
two sources of income, and each provides hdf of tota income, then d=2. Ingenerd, if there are n sources
of income, and each source contributes the same amount (1/n) to tota household income, then d=n.

Table 1. Examples of inver se Simpson index of diversification for four income sour ces

Contribution to total income from individua income sources Simpson
1st source 2nd source 3rd source 4th source Index
Casel 14 14 14 14 4
Case 2 13 2/9 2/9 2/9 3.86
Case 3 Ya 1/6 1/6 1/6 3
Case 4 2/3 1/9 1/9 1/9 2.08

However, if the contribution to total income of the variousincome sourcesis uneven, then the measure (d)
will be less than the total number of income sources. The table aboveillustrates severd possible types of
diversfied portfolios containing four sources of income. Inthefirst case, each source contributes the same
amount (1/4) to tota income, so that the Simpson measure equas four (d=4). Inthe fourth case, thefirst
source of income contributes 2/3 of total income, with the other three sources contributing much less. In
this case, the Smpson measureismuch lower (2.08). Asthe non-primary sources of income becomeless
and less important as contributors to total income, the inverse Simpson measure gpproaches 1.

C. Conclusion and Recommendations

Diversficationof income sourcesin the household economic portfolio isagtrategy pursued by somedlients
of microenterprisesarvices. Thishasimplicationsfor the evauation of theimpact of these servicesbecause,
to the extent that a client is pursuing a diversification srategy, the growth of the target enterprise may be
halted or delayed. On the other hand, diversification may lead to increases in overdl household welfare.
Depending on the mativetion for diversfication, it may lead to higher tota income (poverty motivation),
lower variancein total income (risk motivation), an expans on of the household' seconomic base (expansion
moativation) or increased economic opportunities for the client’s children (intergenerationa launching
motivetion).

Inorder to capture these impacts, it is necessary to frame the analysisin terms of the household economic
portfolio. Fird, diversification needs to be measured, to determine whether it istaking place and whether
it is occurring relatively more frequently in the client or non-client populations. The inverse Smpson
measure of divergfication provides a rdaively smple and intuitively appeding approach to the
measurement of diversfication. Second, the impact analysis must include variables thet reflect changesin
household welfare. These changes may occur in the absence of growth in the target microenterprise, but
represent the results of a successful diversification srategy. Such variables could include total household
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income, expenditures on education, accumulation of physcad and financia assets, and economic
opportunities for adult children of the household. Findly, aquaitative component is needed in an impact
evauation in order to better understand the motivations and circumstances for diversfication and to
investigate the generdizations made earlier in this paper concerning the relationships between diversfication
and the life-cycle of the household.
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