


"A 2020 Vision for Food, Agriculture, and the Environment" is an initiative of
the International Food Policy Research Institute (IFPRI) to develop a shared
vision and a consensus for action on how to meet future world food needs
while reducing poverty and protecting the environment. It grew out of a con
cern that the international community is setting priorities for addressing these
problems based on incomplete information. Through the 2020 Vision initia
tive, IFPRI is bringing together divergent schools of thought on these issues,
generating research, and identifying recommendations.

This discussion paper series presents technical research results that encom
pass a wide range of subjects drawn from research on policy-relevant aspects
ofagriculture, poverty, nutrition, and the environment. The discussion papers
contain material that IFPRI believes is ofkey interest to those involved in ad
dressing emerging Third World food and development problems. These discus
sion papers undergo review but typically do not present final research results
and should be considered as works in progress.
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Foreword

As part of the 2020 Vision initiative, IFPRI has identified key issues for which better knowl
edge is required if poverty and hunger in developing countries are to be alleviated by 2020.
IFPRI is addressing the issue of rural poverty and unemployment from many different direc
tions, including research on policies to encourage rural development, rural credit and savings
programs, safety nets for those left behind by economic growth, and the role of government
policy when emphasis is on market-led development. One of the most urgent issues to be
addressed is the future direction of the nonfarm rural sector in the context of overall rural
development.

In most developing countries, the rural labor force is growing rapidly, but employment op
portunities are dwindling. As land available for expansion ofagriculture becomes increasingly
scarce, opportunities for nonfarm employment must expand ifdeepening rural poverty is to be
avoided. Given the expected growth and composition of large-scale urban industries, they are
unlikely to be able to absorb the rising tide of workers migrating from the countryside to the
cities. Looking toward 2020, we must slow the process ofurban spread, with its high social and
environmental costs such as congestion, pollution, and skyrocketing land costs. Expansion of
the rural nonfarm sector, with its emphasis on labor-intensive and small-scale enterprises, wid
ens income opportunities for the poor, including small farmers, the landless, and women, en
abling them to even out extreme fluctuations in their incomes.

This paper brings together much-needed empirical evidence on the nonfarm sector and
provides a systematic analysis ofpolicies for its future development that may be needed in in
dividual developing countries and regions. It reviews what is now occurring in activities rang
ing from rural trade and services to cottage industries to small-scale industries. It provides in
sights on the linkages between the nonfarm and the farm sectors, and between the nonfarm
sector and urban enterprises, and considers ways the government can assist in promoting the
sector through education, training, credit, infrastructure, and local government programs. We
at IFPRI hope that the paper will stimulate further research and analysis and help policymakers
in identifying critical issues for public action in this important area.

Per Pinstrup-Andersen
Director General, IFPRI
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1. Introduction

In recent years, the rural nonfann sector has re
ceived considerable attention from both policy
makers and analysts. This attention has sprung from
two major lines of analyses. One is the analysis of
agricultural and nonagricultural (intersectoral) link
ages in the economy as a whole or within a region of
a country. The other is the analysis of overall rural
development in which the role of nonagricultural
activities in rural areas is examined. At the same
time, analysis ofthe behavior ofrural households in
diversifYing their sources of income and employ
ment has added impetus to the examination of the
role of the rural nonfann sector.

There are, at least, four arguments in favor of
promotion of the rural nonfann sector: (I) it pro
vides employment for a growing labor force; (2) it
contributes to growth; (3) it slows rural-urban migra
tion and helps control urban congestion and pollu
tion; and (4) it promotes an equitable distribution of
income and contributes to the alleviation ofpoverty.

The rural labor force in most developing coun
tries is growing rapidly. Given the limited land
frontier in most countries, agriculture cannot ab
sorb all of these workers. In the early years of the
Green Revolution, employment in agriculture in
creased because many modern inputs such as fertil
izer, high-yielding seeds, and irrigation required
more labor than traditional methods. However, this
increase in employment in response to output
growth is slowing over time. Present and future
growth in agricultural productivity not only will re
quire increasing levels of skill, training, and man
agement, but will also involve use of agricultural
machinery. In most densely populated rural areas
with a rising person-land ratio, the possibility of
providing employment to small fanners and land
less labor through redistribution of land is severely
limited. Many fann areas are faced with a growing
contingent oflandless labor. The rural nonfann sec-

tor is gaining in importance because it is organized
on a small scale and provides employment opportu
nities, many of which are labor-intensive. Large
scale urban industrialization is unlikely to provide
enough employment, since the industrial sector is
not expected to expand at a high enough rate, nor is
it sufficiently labor-intensive to absorb the rapidly
increasing labor force.

In the 1950s and 1960s, during the heyday of
import substitution and industrialization in most
developing countries, the attitude prevailed that the
rural nonfann sector, especially rural industry, was
a low-productivity sector producing inferior goods.
Hence, it was considered a transitional phenom
enon that would disappear or become insignificant
as the process of industrialization achieved full
momentum. Attitudes have changed, however, as
historical experience in developing countries has
shown that small industries have persisted or even
expanded.

Therefore, as concern about employment ex
pansion and poverty alleviation in rural areas has
grown and it has become clear that urban-based in
dustrialization cannot provide a solution, attention
has increasingly shifted toward the rural nonfann
sector, which, as an intennediate sector, straddles
the urban economy, on the one hand, and the rural
agricultural economy, on the other.

Unlike the urban industrial sector, which is
plagued by institutional rigidities and government
interventions that cause distortions in factor mar
kets, the rural nonfann sector faces prices for labor
and capital that more truly reflect their social oppor
tunity costs. In other words, a dual structure of fac
tor markets and their relative prices exists between
the urban and rural areas. Labor-intensive technolo
gies are likely to be more efficient in view of the
relative social opportunity costs of factors of pro
duction in developing countries. Therefore, the rural



1However, it may not always be true insofar as high capital costs in rural areas may reflect high transaction costs and risks of lending
to rural areas; on the other hand, the opportunity costs ofsmall savings ofrural households may be very low because they have no al
ternative investment outlets or readily available financial instruments in which to invest their savings. Rural nonfarm enterprises
may be the only investment outlet available to them.

nonfarm sector provides an efficient path to expan
sion of the economy in a socially cost-effective
manner, if output is produced at minimum "social
opportunity" costs. I

Development of the rural nonfarm sector can
also help slow the growth oflarge urban agglomera
tions. When a large number of enterprises come to
gether in an area, they tend to exchange technical
information and reduce the cost of inputs because
they create a larger demand, thus lowering the cost
of supply. But they also incur high social costs. By
slowing urbanization, the development of the rural
nonfarm sector would save on the high social costs
of congestion, pollution, and high land values. Ur
ban agglomeration is frequently encouraged by
government policies through a preferential provi
sion of infrastructure. For example, location of the
seats ofgovernment that administer regulations and
controls (such as access to foreign exchange credit
or licenses) in large urban centers provides easy and
convenient access to resources and opportunities to
those near the urban centers. A decentralization of
institutions and infrastructure would provide scope
for growth of the nonfarm sector.

There are at least three ways in which the non
farm rural sector can improve distribution of in
come. First, it provides employment and income for
the marginal farmers and landless laborers who
cannot obtain enough income and sustenance from
agriculture. Lack offlexibility in agricultural wages
prevents agricultural workers from finding employ
ment at the going market wage; therefore, they suf
fer from involuntary unemployment. Nutritional
requirements, efficiency considerations, lack of per
fect information about the market wage, and trade
union pressure may result in this lack of flexibility
(Dasgupta 1993; Binswanger and Rosenzweig 1984).
Where there are such rigidities (a hypothesis that re
quires fuller and more extensive empirical verifica
tion), rural nonfarm employment, even at wages
lower than agricultural wages, provides employ
ment and income that otherwise would not be avail
able to them. During slack seasons, involuntary
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unemployment in agriculture is rampant; hence non
farm employment, however low the wage or the re
turns from it, supplements the income of farmers
and is especially important to the poorer farmers
and landless laborers.

The relative importance of seasonal farm em
ployment opportunities depends on the kind of em
ployment, however. Highly labor-intensive activi
ties are more suitable for off-season employment
opportunities. At the same time, there is a limit to
the extent to which the seasonal pattern of nonfarm
employment can be varied to fit the pattern of agri
cultural slack seasons. Nonfarm activities that re
quire large amounts of capital may be too costly if
their capital stock investment is kept idle during
agricultural peak seasons. Rural industries are often
faced with low capital utilization and high costs as a
result of labor absenteeism when farm workers re
turn to agricultural operations during high seasons.
Activities such as earth work, housing construction,
and road building-important sources of nonfarm
income-eannot be carried out during periods of
heavy rains, which also occur during the slack sea
son in agriculture in many parts of monsoon Asia.

While the role ofnonfarm income in alleviating
poverty or in providing additional sources of in
come for the poor is clear, it may not necessarily
improve the distribution of rural income: to the ex
tent that nonfarm income contributes a higher pro
portion of income to rich farmers, it may aggravate
inequality. In many cases, the share of nonfarm in
come in farm household income is higher for the
small farmers than for the larger farmers, and hence
it reduces inequality (Bagachwa and Stewart 1992),
but reverse examples are also available (White 1991).
The types and patterns of nonfarm employment are
different for the richer farming households than for
the poorer ones. The poor engage in low-paid em
ployment, often as wage laborers, or they are self
employed at home. The rich often are engaged in in
dustry, commerce, and trade as entrepreneurs and
employers. The rural nonfarm sector provides an
opportunity for women to combine household obli-



gations and work, including care of children, with
additional employment and income, especially if
these activities can be carried out at or near the home.
This is especially important for the poorer households.

Second, the nonfarm rural sector enables the
poor to smooth out or offset fluctuations ofagricul
tural income that occur from one year or season to
the next by allowing a diversification of sources of
income. This is especially true where institutions or
mechanisms do not exist for the rural poor to offset
such fluctuations through savings, credit, or insur
ance. Thus, the nonfarm sector provides a way of
offsetting the risks and uncertainties associated with
fluctuations in agricultural income between years,
caused by weather-induced variations in output,
pests and diseases, or variations in external trade in
agricultural commodities that are important sources
of income. Farmers often diversify their cropping
pattern to offset fluctuations in the production of in
dividual crops and to maintain income. Rather than
specializing in a crop that yields the highest return
but is highly variable, they choose lower average
returns but a more stable income by planting some
crops that are less variable but have lower returns.
Access to nonfarm income obviates the need to re
sort to a pattern of crop diversification that yields
lower average returns; by providing a means of sta
bilizing income, it enables the farmer to choose the
crop that yields the highest return. To the extent that
demand for the output of the nonfarm sector de
pends on income in the farm sector, the level of
nonfarm activities will be low when agricultural in
come is low; hence, the role of nonfarm employ
ment in offsetting the fluctuations in agricultural in
come is circumscribed. The effectiveness of the
nonfarm sector in stabilizing income over the dif
ferent seasons or consecutive years depends on the
strength and nature of the linkage and the types of
nonfarm activities that are involved.

Third, to the extent that rural industry produces
inferior goods at a cheaper price than large-scale
urban industry, it helps maintain the real income of
the poor, who have limited purchasing power.

The synergistic interaction between the farm
and the nonfarm rural sectors and their contribution
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to overall rural development are greatly strength
ened by the development of human capital through
the spread of education and the improvement of
health. Education, including both primary and sec
ondary education, improves productivity of agri
culture, enhances the impact and effectiveness of
agricultural extension and training, facilitates the
diffusion oftechnological innovations, and improves
efficiency in the management and husbandry of
modem inputs. The latter is assuming increasing
importance as marginal returns from a rising use of
inputs start to decline. Also, education facilitates
the expansion and improvement of productivity of
the nonfarm sector through the development of
skill, managerial capacity, and the capacity to per
ceive market possibilities and profit opportunities
in the nonfarm sector arising from linkages with the
farm sector. No less important is investment in
health, through the extension of health and sanita
tion facilities that reduce morbidity, enhance the
benefits of food intake, improve nutritional status,
and increase labor productivity. The expansion of
rural health facilities linked with family planning
programs has led to declines in infant and child
mortality. When further strengthened by the spread
of education, especially of women, the nonfarm
sector helps reduce the fertility rate and population
growth rate in poor countries where the growth rate
is high. The slowdown in population growth accel
erates the rate of growth in per capita income in ag
riculture. It also provides a stimulus to growth of
the nonfarm sector and reduces the growth rate of
the rural labor force and hence the pressure of rural
un- or underemployment. Growth of the rural non
farm sector, in tum, expands rural employment op
portunities, including those for women, whose in
creasing participation in income-earning activities
strengthens their decisionmaking power in the house
hold, helps limit family size, and improves chil
dren's nutrition and education. This sets in place a
beneficent circle of interaction between agricultural
growth, growth of the nonfarm sector, and the im
provement of human capital.
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2. Size, Composition, and Characteristics
ofthe Nonfarm Sector

21n India, the Census of Population defines an urban area as follows: (I) its population should exceed 5,000; (2) population density
should exceed 400 per square kilometer; (3) more than three-fourths of the workers should be engaged in nonagricultural activities;
and (4) other factors that might induce the Census authorities to declare an area as urban even when the other three criteria have not
been met. The "cutoff' is thus necessarily arbitrary. Also, there are semi-urban settlements or market towns, but they are not desig
nated as urban areas. These are primarily market places with shops, go-downs, hotels, and brick houses, as well as a number ofgov
ernment offices or establishments-easily accessible by roads, highways, and railways---often containing more than 5,000 people.
These entities playa major role in the life of the surrounding villages as centers of commercial, cultural, educational, and govern
mental activities (Dasgupta 1987).

holds and do not relate to the regions or districts.
The data on household income do not cover all the
households in a region, nor do they cover a repre
sentative sample. Also, when employment data are
used to analyze the nonfarm sector, it is the primary
occupation of the households that is used; subsidi
ary occupation in the nonfarm sector is frequently
excluded. Moreover, in national surveys of produc
tive enterprises, as distinguished from households,
small enterprises or household enterprises are often
missed or ignored.

The definition of "rural" in Asia is often any
settlement with 5,000 or fewer inhabitants. In Latin
America, the cutoff point is often 2,000 to 2,500 in
habitants. There are also occasions when urban and
rural areas are defined not only by size, but also by
kinds of activity-agricultural or industrial activi
ties that are carried out in a settlement.2 Thus, the
definition of rural areas varies among developing
regions and among countries within a developing
region. In some countries, rural areas include rural
towns, often defined as settlements with popula
tions of200,000-250,000.

For both analytical and policy purposes, it is
necessary to define the rural nonfarm sector with as
much clarity as possible. Most definitions of eco
nomic sectors or regions have some "fuzziness" be
cause conceptual categories do not always fit per
fectly with reality, but it is important that fuzziness
be kept to a minimum. The definition of the rural
nonfarm sector brings it to the intersection of two

A detailed analysis of the rural nonfarm sector is
handicapped by the lack of readily available, ade
quate, and relevant data that will allow a test of the
various hypotheses advanced in this paper. Analy
sis to date has relied on broad aggregate data by
country or region, or a limited number of micro
studies. In recent years, however, there has been an
increase in district and regional data as well as mi
cro studies; these are frequently not published or
not widely known except at the individual country
level. They are undertaken specifically in response
to needs of a government agency or to suit the pro
grams of nongovernmental organizations (NGOs)
involved in the nonfarm sector.

There are several questions about data and terms
or definitions that must be asked. First, what is ru
ral? Second, what is to be included in nonfarm ac
tivities? Differences over time and across countries
in defining these two concepts greatly hinder com
parability and hence attempts to arrive at generali
zations. Therefore, it is necessary to disaggregate
the data in order to make intertemporal or interspa
tial comparisons. Third, published statistics or stud
ies frequently include data on rural nonfarm em
ployment but not on rural nonfarm income. Even
when data on both are available, they are not related
because they do not belong to the same categories
of activities or groups of individuals. While rural
nonfarm employment data for regions and districts
are available, nonfarm income data are available for
sources of income of particular sets of rural house-



3The rural labor force includes the unemployed and therefore is a larger number than the rural employment figure.

sets of categories. One set consists oHarm and non
farm sectors and the other consists of rural and ur
ban sectors. There are nonfarm or nonagricultural
activities in the rural areas, and there are farm or
agricultural activities in the urban areas. Increasing
attention is being paid to what is called urban agri
culture. The definition of an urban or rural area
sometimes changes over time and across countries
and continents; therefore intertemporal and inter
country comparison of the relative magnitudes of,
for example, the extent of the rural nonfarm sector
becomes difficult. In most-but not all-<iiscussions
ofthe rural nonfarm sector, the economic activities
in the so-called small, rural towns are included.
Again, the definition of a small, rural town varies
widely among countries.

What is to be included in nonfarm activities and
hence in nonfarm income? Several sources of non
farm rural income can be distinguished depending
on their location: for example, (1) income earned
from nonagricultural activities in rural areas, either
earned within the household or outside, in self
employment or in wage employment; (2) income
earned from nonagricultural activities in the small,
rural towns through self-employment or wage em
ployment; (3) income earned by rural households
through commuting to work in large cities; (4) in
come obtained through remittances from household
members located in cities; and (5) income obtained
through remittances from household members lo
cated overseas. In the analysis of nonfarm rural in
come, all ofthese elements are not always included,
which hinders comparability of different studies.
Data on the various components of the nonfarm
sector are often not given separately but are lumped
together.

In addition to differences in location, there is
also the question of what is considered a nonfarm
activity. In a few cases, all noncrop sector activities
are included in the nonfarm sector; forestry, fishery,
and livestock are considered nonfarm (Lanjouw et
al. 1993). In most analyses, focus on the rural non
farm sector is on I, 2, and 3 above. The policy
implications for the nonfarm sector vary depending
on how and where the nonfarm income is earned.
The policy for the development ofrural income and
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employment in category I is different from that in
category 2. The latter belongs to the overall national
policy concerned with urbanization or the degree of
decentralization of urban activities that is consid
ered feasible or desirable for equity and efficiency.
There is an increasing tendency toward a decentral
ized pattern of urbanization in preference to the
development of "megacities" with attendant high
economic and social costs. The development of a
decentralized pattern ofurbanization again is closely
related to the decentralization ofthe structure ofthe
government and administration, that is, the devel
opment of local governments.

On the basis ofa quick survey of readily avail
able data (given the limitations of data and defini
tions referred to earlier), the following tentative
conclusions emerge on the size ofthe rural nonfarm
sector. The percentage of the rural labor force3 in
nonfarm sector employment is higher in Latin
America and Asia (26-28 percent) than in Africa
(14 percent). In rural towns, the percentages for
Latin America and Asia are 80-85 percent and for
Africa 59 percent (Hazell and Haggblade 1993). In
Asia, the percentage ofnonfarm employment in ru
ral employment during the period 1970-90 (differ
ent years for the II different countries in the sam
ple) varied from a high of 67 percent in Taiwan in
1980 to a low of20 percent in China, whereas most
of the II countries in Asia had percentages of30 to
50 percent in different years. Of the 10 countries in
Africa, western Nigeria had the largest share at
60 percent and Rwanda the lowest at 5 percent. In
Latin America, nonfarm employment as a percent
age of rural employment varied from 32 to 43 per
cent (Lanjouw and Lanjouw 1995).

In published materials, data on income from the
nonfarm sector are scantier than data on employ
ment. In some countries, nonfarm income consti
tuted 23 to 50 percent of total income of rural
households. In many cases, rural nonfarm employ
ment and income data are available only from micro
studies of households at the village level.

Data on the subsectoral breakdown of rural
nonfarm employment are difficult to come by, espe
cially income data. Trade, transportation, construc
tion, services, and manufacturing activities are often



not distinguished clearly. For example, manu
facturing activities are sometimes separately indi
cated, whereas all the other subsectors are lumped
together. The relative importance of various sub
sectors in the rural nonfarm sector for a number of
Asian countries is shown in the Appendix, Table 6.

In a few Asian countries, the percentage of
manufacturing employment in total nonfarm rural
employment ranges from 10 to 55 percent. This in
cludes both household manufacturing activities and
activities undertaken in independent establishments
in villages or rural towns. In villages, household
manufacturing activities and services frequently
dominate, and in rural towns, commerce, trade, or
small-scale industries and services are more impor
tant. The importance of employment in public and
private services (including education, health, ad
ministrative services, and personal services), com
pared with employment in commerce, trade, and
transportation, varied greatly from country to coun
try. For example, a micro study in Bangladesh found
that borrowers from nongovernmental rural finan
cial programs such as the Grameen Bank, Bangla
desh Rural Activities Commission (BRAC), and
Bangladesh Rural Development Board (BRDB) were
largely involved in trade and commerce, followed
by manufacturing, transport, and services. The pro
portion of commerce and trade in nonfarm employ
ment was 51 percent; manufacturing, 20 percent;
transport, 17.5 percent; and services, 12.5 percent
(Khandker 1995). In Bangladesh, other micro stud
ies found that the percentage ofcommerce and trade
in rural nonfarm employment was 23 percent and
that in transport and communications was 25 per
cent, whereas services provided 17 percent of em
ployment (Hossain 1988). In China, there is a diver
gence between the subsectoral distribution of the
labor force and that of output in the rural areas. In
dustry's share in rural output increased from 65 per
cent to 78 percent between 1985 and 1992, whereas
that of services and trade declined from 10 percent
to 7 percent. The proportion of industry in total em
ployment decreased from 41 percent to 35 percent
and that of trade and services decreased from 20
percent to 16 percent (Lanjouw and Lanjouw 1995).

The more decentralized are the public-sector
expenditures on various services, the greater the
importance of nonfarm services in the rural areas,
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including the small towns. This, in turn, creates the
demand for locally produced manufactured goods.
As the rural nonfarm sector grows in size and im
portance, the various components or subsectors of
the rural nonfarm sector start to create intrasectoral
demand for each other's goods and services.

An important question is, as growth accelerates
over time, in both the rural agricultural and the
urban industrial sectors, will the absolute or relative
size of the rural nonfarm sector decline in relation
to the rest ofthe rural economy? What is the empiri
cal evidence regarding the absolute and relative
importance of the rural nonfarm sector among
countries at different stages ofagricultural or indus
trial development and income levels? Time series
data are not readily available. For example, scanty
evidence regarding the share of the nonfarm sector
in rural employment in a group of five countries
indicates that in four of them the share increased
over time, significantly in China and Taiwan, and
in one country the share stayed about the same
(Lanjouw and Lanjouw 1995). In this study, data on
nonfarm employment included nonfarm work by
rural households as independent producers at home,
subcontracting of work to farm families by urban
based enterprises, work in village or small town en
terprises, and commuting to work in urban centers.

In most countries, the structure of manufac
turing has changed in the course of development.
The relative importance of household or cottage in
dustry seems to have declined over time, whereas
small-scale industries have survived, at least in a
few branches or subsectors.

Varma and Kumar (1996) find that in Bangla
desh labor productivity in various manufacturing
activities carried out in permanent, small-scale ru
ral establishments is higher-sometimes considera
bly higher-than that in rural cottage industries,
except for a few activities such as weaving apparel
or marking pottery. The small-scale manufacturing
sector, which employs 10 percent of the rural labor
force, has a productivity level double that of the
household manufacturing sector. Also, there is a
low correlation between productivity levels in
households and permanent rural establishments.
This may indicate that there are significant differ
en(;es in technology, factor proportions, and skills
between the two sectors.



A related question concerns the productivity of
the nonfarm sector and its contribution to equity
and to rural poverty alleviation. How does the pro
ductivity ofnonfarm activities compare with that of
agriculture or urban activities? Not much evidence
is available about the relative productivity of the
different subsectors in the nonfarm sector. Much
has been written, however, comparing small or cot
tage industry with large-scale industry: since many
small or cottage industries are located in rural areas,
this work may provide guidance on differences be
tween productivity levels in rural and urban manu
facturing. It is also necessary to evaluate relative
productivity in other nonfarm sectors, such as trade
and services, because their relative size is often
greater than that of the manufacturing sector.

There are likely to be wide divergences in the
levels of productivity in the nonfarm sector, not
only within the various branches of manufacturing,
but also between manufacturing and other activities
and among trade, service, and construction sectors.
There may be some activities in which productivity
is lower than that in agriculture or in urban employ
ment, and there will be other nonfarm activities in
which productivity is comparable (Hossain 1988;
Smith 1988). In Bangladesh, labor productivity
(value added per unit of labor) is highest in rural
trade (both wholesale and retail)-much higher
than in manufacturing activities, irrespective of
whether they are carried out by household estab
lishments or small-scale permanent rural establish
ments. Moreover, the value added per unit of labor
is much higher in wholesale than in retail trade
sometimes twice as high. Income from services is
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frequently as high as in the manufacturing activities
(Varma and Kumar 1996).

Measures of labor or capital productivity in
isolation, which have often been used in the various
comparisons mentioned above, are not adequate.
Lower labor productivity is often associated with
higher capital productivity or vice versa. Compari
sons of small- and large-scale enterprises using
partial efficiency measures such as capital or labor
output ratios produce mixed results regarding the
relationship between capital or labor productivity
and size. Moreover, available evidence frequently
excludes rural small industries and nonindustrial
enterprises. In any case, partial efficiency measures
do not include all scarce resources (with nonzero
opportunity costs) used per unit of output (Tomich,
Kilby, and Johnston 1995). To obtain an aggregate
measure of productivity, it is necessary to obtain a
combined index of labor and capital productivities
by appropriately weighting labor and capital inputs
per unit of output by their opportunity costs or
scarcity prices. This provides some measure of the
social cost-benefit ratios. Very few studies ofsocial
cost-benefit analysis are available. In an analysis of
a few broad categories, industrial products eval
uated at domestic prices produced mixed results. In
two of the three cases of wearing apparel, the
benefit-cost ratios were higher in the small-scale
than in the large-scale industries, and in one case, it
was lower. In the two cases of shoe manufacturing,
small-scale industry had a higher benefit-cost ratio
in one and a lower ratio in another; in furniture, the
ratio was higher in two cases and lower in the third
(Tomich, Kilby, and Johnson 1995).



3. Demandfor the Goods and Services
ofthe Nonfarm Sector

The demand for the goods and services produced by
the rural nonfarm sector is derived from several
sources: (1) demand of the farm households for
consumer goods, including consumer durables for
household use; (2) demand for manufactured inputs
(intermediate inputs and capital goods) provided by
the rural nonfarm sector for use in agricultural pro
duction; and (3) demand ofthe urban sector for both
consumer goods and processed agricultural com
modities produced by the rural nonfarm sector.
Analysis of the demand for the output of the rural
nonfarm sector constitutes an important component
of the wider analysis of farm-nonfarm linkages,
which has spawned a considerable body of litera
ture in the past (Mellor 1995). This analysis also
includes an examination of the flow of capital or
savings and labor between the two sectors. Con
sumption linkages are hypothesized to be the
strongest linkages between the rural farm and non
farm sectors. The nonfarm sector in tum generates
demand for agricultural commodities to be proc
essed into semifinished or finished manufactured
goods. The marginal budget share in expenditures
on nonfarm goods, for example, varies from 24 per
cent in Nigeria, to 33 percent in Sierra Leone, to 39
percent in South India, to 62 percent in Malaysia.
The marginal budget share of locally produced non
food goods ranges from 37 percent in Malaysia, to
30 percent in South India, to 18 percent in Sierra
Leone, to II percent in Nigeria (Appendix Table 7).

Intersectoral Demand Linkages
The volume and composition or nature of demand
originating from the farm sector for the outputs of
the rural nonfarm sector depend not only on the rate
and pattern ofgrowth in the farm sector, but also on
distribution of land and income in the farming sec
tor and the production technology that is used. The
higher the rate of growth of income in the farming
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sector, the higher the volume of consumption de
mand for the output of the nonfarm sector. The av
erage and marginal budget shares of expenditures
on nonfarm goods are higher among the groups
with more land or income. At the same time, the
proportion of consumption demand for nonfarm
goods that is met by consumer goods produced in
urban areas or imported from abroad is higher
among the higher-income groups. The poorest in
come group among the farming households has the
highest average and marginal budget share devoted
to the purchase of food, principally cereals or other
staple foods. In fact, with an increase in income, de
mand for livestock and fishery products goes up
rapidly, as does cereal demand. The stimulating im
pact on the rural nonfarm sector is, therefore, likely
to be felt most strongly via the consumption de
mand of the medium- and small-scale farmers, and
not through the demand of the poorest or marginal
farmers. For the small and medium farmers, the
average and marginal budget shares are higher for
nonfarm consumption goods; the share of urban
produced consumption goods in their consumption
basket is likely to be smaller than that of large farm
ers. Details of average and marginal budget shares,
by individual commodities and groups ofcommodi
ties, by income groups, and by farm sizes, are given
in Appendix Table 8 for Bangladesh and in Table 9
for North Arcot, India.

In the underdeveloped villages in Bangladesh
in 1982, for example, the marginal budget share for
nonfood goods for the first quartile was 12 percent,
rising to 22 percent for the third quartile. In more
developed villages in Bangladesh, which have bene
fited from the rapid spread of the Green Revolution
and enjoyed substantial agricultural income growth,
the marginal budget shares of nonfood goods were
even higher (Appendix Table 8). For example, the
share was 24 percent for the first quartile, going up



to 43 percent in the third quartile and 46 percent in
the fourth quartile. Among the manufactured goods,
textiles and clothing constituted 13 percent of the
consumption demand of the poorest quartile of the
households and 24 percent of the richest quartile;
furniture and fixtures and wood products consti
tuted 3 percent for the poorest and 7 percent for the
richest groups (Deb and Hossain 1984).

Some data also exist on the relative importance
ofnonfarm goods ofrural origin in the consumption
basket ofsmall and medium farmers. In Sierra Leone,
for example, the marginal budget share for locally
produced nonfood goods went up from 3 percent for
the second and third income deciles to 10 percent
for the sixth and seventh income deciles and to
more than 20 percent for the tenth income decile.
The marginal budget share in a rural area in Malaysia
for locally produced nonfood groups rose from about
16 percent for the first income decile to 35 percent
for the sixth income decile. In Bangladesh, the mar
ginal budget share for manufactures of rural origin
was as high as 12.4 percent in underdeveloped vil
lages, compared with 10.3 percent in more devel
oped villages, whereas the marginal budget share
for manufactures of urban origin was 10.5 percent
in underdeveloped villages and 12.4 percent in
more developed villages (Appendix Table 10).

Of the manufactured goods, items that are actu
ally and potentially competitive with urban goods
constituted about 4 percent for the poorest and
7 percent for the highest-income households. They
include such items as mill cloth, mill-made gar
ments, cigarettes, edible oil and sugar, and metallic
utensils (Deb and Hossain 1984). The rurally pro
duced consumer goods have a niche market in the ru
ral areas because of their lower price, even though
they are of inferior quality compared with urban con
sumption goods. Rural nonfarm goods are not only
protected by specialized rural demand for such goods,
but also by transport costs involved in marketing in
rural areas. The marginal budget shares for nonfood
items are highest in Malaysia for both low- and high
income groups, which reflects the fact that Malaysia
has the highest average level ofincome (Hazell 1983).

High marginal budget shares for nonfarm goods
are associated with high expenditure elasticities.
For example, in Zambia, the expenditure elasticity
varies from 1.53 for clothing and footwear to 2.25
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for housing and durables and 2.8 I for transport,
whereas the corresponding elasticities are 0.58 for
cereals, 0.95 for meat and fish, and 1.07 for fruits
and vegetables (Hazell and Hojjati 1995). In Bang
ladesh, the expenditure elasticities are 0.84 for cere
als, 1.62 for fruits, and 1.29 for livestock products,
whereas the corresponding elasticities are 1.37 for
manufactures and 1.79 for services (Hossain 1988).

Whether the consumption pattern of medium
and small farmers with a high budget share of non
farm consumption goods but with a lower urban or
import content will have a stronger impact on the
rural nonfarm sector than that of the high-income
groups (with an even higher budget share for non
farm consumption goods but also a higher urban or
imported content) depends on a country's particular
circumstances (Deb and Hossain 1984). With the
spread of radio and television in the rural areas in
developing countries, familiarity with urban con
sumption style is spreading fast. Therefore, the pos
sibility that urban-produced consumer goods will
be substituted for rurally produced ones is stronger
than before.

The backward production linkage that gener
ates agricultural demand for production inputs and
implements produced by the rural nonfarm sector
depends on the technology and scale of production
used in farming. Technological progress based on
new seeds, fertilizer, and irrigation increases farm
ers' profits and encourages the purchase of equip
ment, thus increasing productivity and profits.The
use of capital-intensive technology on large-scale
farms will generate demand for a wide variety of
agricultural implements, tractors, threshers, and
harvesters. Small and medium farmers use such
machines sparingly, but both large and small farm
ers use labor-intensive inputs including irrigation,
water, fertilizer, and pesticides, generating a de
mand for irrigation equipment and chemical inputs.
The demand generated by backward production
linkages is therefore dependent on the extent and
nature of the modem technology that is adopted by
the agriculture sector.

The purchase offarm tools and machinery by a
modernizing agriculture provides an important link
age to the nonfarm sector. Moreover, the organiza
tional and technological improvement that occurs
in connection with the production offarm tools may
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eventually favorably affect a country's capacity to
produce other capital goods. To start with, the use
of elementary tools produced by rural artisans, black
smiths, and carpenters is accelerated; at a later stage,
there is an increasing demand for improved imple
ments such as threshers, dryers, and mechanical
plows and for light-processing equipment, irriga
tion pumps, and motors fabricated by light engi
neering workshops. These workshops are mostly
located in the rural nonfarm sector rather than in the
large-scale urban industrial sector, which produces
large tractors and combines. In the course of time,
however, the large urban manufacturers subcon
tract parts and components to the light engineering
workshops located in the rural areas or rural towns.
The interrelationships between light engineering
workshops and the large-scale equipment industry
tend to develop over time in many ways. As produc
tivity and per capita income growth in agriculture
accelerates, demand for equipment increases. The
capacity of the equipment sector, if it is strength
ened by education, training, and research, will im
prove and adjust in order to provide farm equipment
to meet the changing requirements of the farm sector
and in response to changes in relative factor prices.

Experiences in Taiwan, and to some extent in
India and Pakistan, indicate how the sector grows in
inventiveness and in the ability to sustain and inter
act with the farm sector in designing equipment to
suit different crop requirements, local circumstances,
and factor prices. In some cases, the government
sponsored research institutions for agriculture and
small-scale industry have succeeded in developing
prototypes for use in engineering workshops (Tomich,
Kilby, and Johnston 1995).

Mechanization displaces labor in some opera
tions and increases the productivity oflabor in agri
cultural operations. Thus it may improve the eco
nomic position of the medium or large farmers and
enable them to rapidly expand their income per cap
ita. Given their high marginal propensities to con
sume nonfarm goods, this would stimulate demand
for them. At the same time, increasing use of me
chanical implements in agriculture stimulates rural
activities such as repair of mechanical implements
and production of parts and components. As the ru
ral market expands, manufacturing ofcomplete me
chanical implements may also be stimulated. The

increased employment in the rural nonfarm sector
may thus compensate in the short run for the dis
placement of labor; in the long run, it may more
than compensate for such displacement through ex
pansion of trade, transportation, and services, as
well as rurally produced consumer goods. This is
apart from the fact that mechanization that relieves
labor shortages during agricultural peak seasons
would increase agricultural income without dis
placing labor; thus it would stimulate the rural non
farm sector.

The location of manufacturing activities en
gaged in the processing of agricultural raw materi
als depends partly on the location of raw materials
and the cost oftransportation of raw materials in re
lation to that of final output; it also partly depends
on the extent to which raw material loses weight in
the process of its transformation into final product.
In Bangladesh, consumption of agricultural raw
materials constitutes 74 percent ofthe gross value of
manufacturing output. Agricultural raw materials
are locally processed if the demand for processed
products is primarily local; otherwise, the labor
costs and cost of transportation are likely to deter
mine the location of processing activities. In the
case of food processing, the demand and therefore
the location are likely to be local, whereas industrial
raw materials and export crops are likely to be lo
cated in urban areas where processing is carried out
on a large scale for use by industries or for export.

Frequently, the output of small producers is
processed locally in the rural nonfarm sector,
whereas agricultural commodities produced on large
plantations are processed in large-scale, capital
intensive industries. In Taiwan, pineapples that are
produced by small farmers are processed by small
rural enterprise and exported by the national trad
ers. Because they are not of superior quality, how
ever, they cannot compete with the products ofmul
tinational companies. They are traded mainly at the
low end of the overseas market where low-priced
products of inferior quality are sold. In the Philip
pines, the multinational corporations process the
pineapples that are produced on large farms and
plantations and export the pineapples to major mar
kets overseas.

The linkages between the farm and nonfarm
sectors have been quantified in various ways using



(10)

(12)

(11)

c
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HI =YI +BI(Y -L),and

Also,

Following an initial increase in tradable output, the
model allows T to increase in successive rounds
through increased household and intermediate de
mand, even though £, remains fixed. This addi
tional source of growth cannot occur in the semi
input/output model growth. Thus, the total demand
is greater than what occurs in the semi-input/output
model. Also,

The economic base model is related to the forego
ing semi-input/output model as follows. On the as
sumption that nontradable income VnN is a fixed
share oftotal income, VnN= cY. Equation 6 can then
be written:

M= 1
I - an - BnV (1- s) (8)

The multiplier Mbased on the above is

~x d~ =_1_= I +_c_= 1+ Vn!!.
V, dT 1- c 1- c V,T (9)

able output due to technological change or invest
ment. Assuming for simplicity's sake that ann = alll =
an and Vn= V; = V, a not unreasonable assumption in
developing countries, equation (7) is reduced:

The input/output model differs from the semi-input/
output model in that it assumes that the tradable
agriculture sector is perfectly elastic and is con
strained by export demand £, alone. Instead of
T = f, the output ofnontradables is

In this formulation, the only exogenous variable in
the model is the export of tradable agriculture
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(1)

(2)

(3)

(4)

(5)

(6)

L=sY.

Dn =all/T +a'lllN,

H n =Yn +Bn(Y-L),

N =Hn +Dn +Gn +]n,

T =f tradableoutput (fixed);

where N is nontradable output, H" is household con
sumption ofN, D is intermediate demand for N, Gn

is government expenditure, and I n is investment
expenditure.

I dY I - ann + alll (Vn / VI)
M =- x - =------.:-..--

VI df I-ann -B,rn (1-s)' (7)

methods ranging from semi-input/output to eco
nomic base input/output models. Most models as
sume that rural nontradables in the nonagriculture
sector are perfectly elastic in supply and that their
input coefficients (intermediate inputs) are Leontief
fixed coefficients. They are all fixed price models
and explained in detail below (Haggblade, Hammer,
and Hazell 1991). The semi-input/output model as
sumes that the agriculture sector is tradable but
fixed by resource constraints or technology, and,
therefore, supply is inelastic to price changes.

The model is elaborated as follows:

where Bn is the margined budget share for nontrad
ables, Y is income, and L is income leakages, the
amount not spent on consumption.

where alll and alll, are input/output coefficients, that
is, the amount of n used per unit of T and N.

where v" and V, are the value added shares ofoutput
(Nand 1).

On the basis of the above system of equations,
M, the multiplier, can be expressed in terms of input
coefficients, marginal budget shares, and value
added shares of sectoral outputs:

The multiplier quantifies the increases in total
income as a result of a change or increase in trad-
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agricultural tradables. The demand for both agricul
tural and nonagricultural nontradables, both con
sumption and intermediate demand, originates in
the tradable agriculture and nonagriculture sectors.
The magnitude of such demand is determined by
the marginal budget shares in consumption of both
agricultural and nonagricultural nontradables and
by the increase in income originating in both agri
culture and nonagriculture sectors, tradable or non
tradable. Intermediate demand, let us say, for labor
services for nontradable nonagriculture originates
from both tradable and nontradable sectors, both
agriculture and nonagriculture; the same is true for
intermediate demand for nontradable agriculture.
The multiplier effect in nontradable nonagriculture
will be ensured by both direct and indirect demand
originating from all sectors, agriculture and nonag
riculture, tradable and nontradable.

Attempts to quantify the multiplier effect of
growth in the tradable agriculture sector on the non
agriculture nontradable sector, based on the semi
input/output model, do not take into account the
feedback effect on both tradable sectors of the ini
tial spurt in the output of the tradable agriculture
sector and so on in successive rounds, as provided
for in the complete input/output model.

The growth multiplier of a spurt in agricultural
output and income in terms of increasing nonagri
cultural income in the rural areas (including, in
most instances, rural towns), estimated on the basis
of semi-input/output models, works out to 1.35 for
Sierra Leone and 1.71 for the Muda Valley ofMa
laysia (Hazell and Haggblade 1993). The variations
in the magnitude ofthe multipliers are due to differ
ences in marginal budget shares and interindustry
coefficients.

However, on the basis of the feedback effect in
successive rounds of increase in agricultural output
on the nonagriculture sectors, the multipliers are
much larger-ranging from 4.0 percent in Sierra
Leone to 3.5 in Malaysia. The consumption link
ages turn out to be the strongest linkages, contribut
ing 83 to 94 percent of the multiplier effect.

As agricultural income rises, the nontraded
local activities on which the multiplier effect is felt
expand in variety and magnitude. In India, when
aggregate demand for agricultural output increased
by Rs 1.00, the regional value added was Rs 1.90

(13)

A=[l-a/l -B,(l-s)V,]

[I-a/III -BII(l-s)VII ]

- [all' +BII(l- s)V/]

[am +B/(I-s)VII ]. (14)

Equation (14) differs from equation (7) only in
the denominator. The denominator is now different
because it includes rural demand for tradables. IfB"
all> and alii are set equal to zero, equation (14) re
duces to equation (7).

In all of these models, agriculture has been
treated as a tradable sector, whereas the nonfarm
sector within the rural economy has been treated as
a nontradable sector depending primarily on labor
and local inputs, which are highly elastic in supply.
Subsequent attempts have been made to relax these
assumptions and introduce complications that are
more realistic. For example, in the rural economies
of developing countries, not all agricultural output
is tradable. For example, starchy staples, traditional
crops, or perishable foods such as local fruits and
vegetables are often nontradable outside the rural
areas. Similarly, some products of the rural nonag
riculture sector are tradable outside the rural areas,
finding markets in urban areas (Delgado et al. 1994).

In this formulation, agricultural nontradables
suffer from demand constraints along with nonagri
cultural nontradables, whereas nonagricultural trad
abIes suffer from supply constraints along with the

This can be expressed in terms ofthe coefficients of
intermediate demand, marginal budget shares con
sumption coefficients, and value-added shares of
sectoral outputs:

outside the rural economy, so that the multiplier is
defined as



4Nontradable agriculture in the agriculture sector in Zambia benefits the most since the expenditure elasticity for locally produced
purchased food is 1.02. Even though the expenditure elasticity for locally produced nonfood may be as high as 2.31, its relative im
portance in consumption expenditure is very low: the average budget share is only 3 percent as against 13 percent for locally pro
duced food (Hazell and Hojjati 1995).

larger. The multiplier was relatively large for the
agroprocessing sector and for a number of service
oriented sectors such as trading, local financial ser
vices, and a variety ofpersonal services. The multi
pliers tended to be smaller for manufacturing. This
was the combined total effect of consumption and
production linkages-almost half and half in rela
tive significance. In Malaysia, with a higher abso
lute level of per capita income, consumption link
ages were about twice as important as production
linkages (Hazell, Ramasamy, and Rajagopalan 1991).

In Africa, the strength of the farm/nonfarm
linkages is lower because ofthe farmers' low level
ofper capita income, which limits consumption ex
penditure on nonfood goods and constructive use of
purchased inputs on agricultural production. Poor
infrastructure and lower population density also
playa role. In the case of Zambia, for example,
strong regional linkages ofgrowth in agriculture are
identified, but they are largely confined to the agri
culture sector. In other words, a 1 unit increase in
tradable agricultural output/income (that is not home
grown) generates an additional 1.5 units in the re
gional economy, out ofwhich 13 percent or 0.2 unit
is generated in the nonfarm regional economy.4

The estimation of the multiplier in methods is
based on the assumption that supply of nontrad
abIes is perfectly elastic; however, to the extent that
the supply ofnontradables is obtained at an increas
ing cost, any tradable agriculture-led increase in de
mand for nontradables will be dissipated through
price inflation. The fixed price assumption underly
ing the models, therefore, overestimates the multi
plier. There are two sources of increasing cost of
nontradables, that is, of rural nonagricultural out
put; first, there is the rising cost of labor as produc
tion of nontradables increases, which increases the
demand for labor. Second, the rising cost may be
due to short-run diminishing returns to increasing
application ofvariable inputs in the face ofcapacity
constraints and fixed factors. However, to the ex
tent that the assumption of Leontief-fixed coeffi
cients is relaxed and substitution among inputs in
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response to price changes is allowed, the rising cost
will be moderated. It has been estimated that ifonly
the rising supply price of labor is taken into ac
count, the price-endogenous multiplier will be re
duced to 75 to 90 percent of what otherwise would
have been estimated by the fixed price semi-input/
output model.

An alternative approach to estimating the mul
tipliers is through econometric analysis of country
data across time and across regions by relating non
farm income to per capita agricultural income.
However, differences in nonfarm employment and
income across countries or time depend on factors
other than differences in per capita agricultural in
come alone; such factors include infrastructure and
population density-factors that influence the size
of the market, the scope for cost reduction and
economies of scale, and so forth, and hence the
profitability of various nonfarm activities. Simi
larly, techniques used in agriculture will determine
the interindustry relationships with the nonagricul
ture sector and influence the intermediate demand
for the output of the nonagriculture sector. More
over, the econometric approach can also accommo
date the feedback effect of the growth in the non
agriculture sector on the agriculture sector. The
development of the nonfarm sector in rural towns
may stimulate the development of agriculture, not
only expanding the facilities for processing ofagri
cultural output, but also facilitating supplies of in
puts, access to markets, and availability of credit.
Hence, the models may incorporate equations that
treat nonagricultural employment and income as
well as agricultural income as dependent variables.
Agricultural income in tum depends on nonagricul
tural income and other factors relevant for agricul
tural growth.

An example ofcross-section analysis ofgrowth
linkages ofthis kind is an exercise undertaken in In
dia across regions and states. It incorporates factors
other than per capita agricultural income such as in
frastructure (roads per square kilometer ofarea and
distance from urban centers), population density,
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and irrigation. (Irrigation is a surrogate for the state
oftechnology used in agriculture, since a high level
of irrigation is often accompanied by a high level of
fertilizer and pesticide use and use of various other
agricultural inputs). The estimates ofthe multiplier
include the growth of the nonagriculture sector in
response to the growth in agriculture and also the
impact of nonagricultural growth on agriculture,
which varies from 1.37 (without feedback) to 1.54
(with feedback) for India as a whole. The rural areas
in this exercise include rural towns as well (Hazell
and Haggblade 1991, 1993).

The multipliers are also estimated separately
for high-, medium-, and low-income states in India.
They vary from 1.58 (1.90 with feedback) in the
high-income states to 1.34 (1.51 with feedback) in
middle-income states, and to 1.22 (1.33 with feed
back) in the low-income countries. The magnitudes
of the multipliers (without feedback) using econo
metric methods are usually lower than the compara
ble estimates of multipliers based on semi-input!
output models. The comparable estimates for the
latter in India range from 1.2 to 4.3 (Hazell and
Haggblade 1993).

Studies based on time series or cross-section
data relating to rural farm/nonfarm employment/in
come linkages do not always get consistent results
on growth linkages. For example, the linkages be
tween nonagricultural rural employment and farm
income or agricultural productivity, on the one
hand, and the linkages between nonfarm income
and farm income, on the other, do not follow the
same pattern. In all cross-sectional or time series,
studies carried out in India on the relationship be
tween farm and nonfarm income by districts or
states or regions, the linkage between nonfarm em
ployment and farm income is mostly positive but
not always so.

Therefore, two important factors determine the
growth of the nonfarm sector, both relating to the
consumption and production linkages between the
farm and nonfarm sectors. First is the high rate of
growth in the agriculture sector-the high produc
tivity growth and substantial increase in per capita
farm income. Slow growth in per capita agricultural
income, given the elasticity of response of the non
farm sector to the growth in farm sector income,
produces a modest overall impact on growth of the

nonfarm sector. Second, it is not only the pace of
growth in agricultural output per capita, but also the
pattern of growth that is important. If agricultural
growth were concentrated in a few large landhold
ings and shared by a small number of very rich
farmers at the top, the stimulating impact on the
nonfarm sector through consumption linkages
would be small. The marginal shares of rural goods
in their consumption expenditures are low because
their consumption pattern is heavily oriented toward
urban manufactures. Since the share of rural manu
factures in the consumption basket of the medium
and small farmers is high, what is required is broad
based agricultural development with emphasis on
small and medium farmers, which would have a
significant impact on growth in the nonfarm sector.

Rural Industries and Urban Linkages
Growth of the rural nonfarm sector, especially in
dustry, is correlated not only with growth of the
farm sector, but also with growth of the urban in
dustrial sector. There are segments ofthe rural non
farm sector, especially those that produce tradable
commodities, including small-scale industries, that
are in competition with urban activities or indus
tries, but there are also activities that are in a com
plementary relationship with urban activities. In
other words, urban industries provide markets or
demand for the output of rural industry. An impor
tant example of demand emanating from urban in
dustries is when a rural industry becomes a subcon
tractor to a large-scale urban industry; the rural
industry either produces components and parts for
the urban industry or undertakes final assembling
and finishing activities on their behalf. Frequently,
local agents contract with a household to produce
goods, which they then sell to urban firms that
package and distribute them domestically or for the
export market. In this instance, subcontracting in
volves several processes of production that are car
ried out at the rural level, leaving a few activities
such as finishing, packaging, and distribution to be
carried out by the urban firm. The intermediary or
agent brings the urban and rural producers together.

Microenterprises or small-scale industries in
rural areas and small towns are often thought of as
starting points for medium- or large-scale enter
prises. Learning by doing and accumulating experi-



5Various studies have found that, for small enterprises, most ofthe job creation comes from new startups. Most expansion in employ
ment takes place through new firms rather than expansion ofsmall firms. Jobs created by expansion ofexisting enterprises are more
likely to arise in response to an identified demand in the market for products made by existing enterprises, and the startup jobs are
more likely to reflect supply-side forces as people search for activities where they can sustain themselves. Most small enterprises do
not grow much (Liedholm and Mead 1987).
6The most important reason for closing down firms is financial loss, but in a few cases, more profitable alternative opportunities have
been responsible. Many of the proprietors who closed down their businesses started new ones subsequently. In a recent survey in
Africa, about 49 percent ofthe proprietors who closed down businesses started new ones and II percent worked for someone else
(Arnold et al. 1994).

ence in microenterprises is one way to develop
entrepreneurial ability and managerial capacity. At
the same time, the trade protection that is provided
to large-scale industries in the course of import
substituting industrialization adversely affects the
small industry in two ways. First, profitability of
the large industry increases in relation to that of the
small rural industry with the result that investment
or output is discouraged. Second, when the out
put of a large-scale industry provides the input for
the small-scale industry, the high-cost product of
the protected industry raises the cost of production
of the small-scale enterprise. For example, yam
produced by a large spinning mill may be used by a
small weaving industry.

It appears from limited evidence that enter
prises with fewer than 50 employees seldom grow
into large enterprises, remaining in the same size
group.5 However, most analyses do not distinguish
clearly between microenterprises and small or me
dium enterprises, and in discussions they are often
lumped together. A systematic analysis needs to
distinguish between microenterprises (those with
fewer than 10 workers), small enterprises (10 to
50 workers), and medium enterprises (50-200)
(McPherson 1996). The vast majority of new firms
are microenterprises, especially in Africa; as per
capita incomes grow, they appear increasingly in
larger localities. Also, business failures are highest
for microenterprises and lowest for the largest
firms. Failure rates are highest in the initial three to
four years, after which they have a substantially
higher chance of survival (Liedholm 1992).6
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One group of local rural manufacturing activi
ties is carried out in households, often with part
time family labor. In the course of time, they suffer
a decline as the result ofcompetition from more or
ganized enterprises established either as small-scale
industry in local towns or large-scale industry with
advantages of economies of scale in big urban
agglomerations. Not all locally based small-scale or
cottage industries suffer a competitive disadvan
tage vis-a-vis industries located in urban areas.

The micro- and small enterprises that grow over
time into large enterprises display a few similar
characteristics. Urban-based firms in small towns
grow faster than those in outlying areas in the rural
region, providing evidence of the external economic
benefits of agglomeration. The firms of proprietors
with training grew at a significantly higher rate than
those run by untrained proprietors. In some areas,
female-run enterprises grew more slowly than those
run by men (whether this demonstrates discrimi
nation or that female proprietors were more cau
tious managers is not clear). The smallest firms
(typically household industries) were generally less
efficient, less likely to graduate to a larger size
category, and more likely to fail than firms that
were just slightly larger. The construction and ser
vice sectors grew the most rapidly. All of these
findings indicate the importance of agglomeration
externalities and hence the advantage ofsmall com
mercial centers (so-called "industrial estates") in
rural areas in facilitating the growth of small
enterprises.



4. Supply Responses in the Nonfarm Sector

The response of the nonfarm sector to the demand
for the goods and services it provides depends on a
number of factors: important among them are avail
ability oflabor; access to capital or credit; availabil
ity of infrastructure; and access to technology in a
broad sense, ranging from production to marketing
techniques and arrangements.

Labor Supply: Farm and Nonfarm
Allocation and Wage Differentials

The availability of labor is an important reason for
growth of the nonfarm sector. In fact, as stressed
earlier, labor absorption in the rural areas lags
behind agricultural output growth. Moreover, in
creased labor productivity in agriculture releases la
bor for employment outside of agriculture, while,
with rising incomes, a higher proportion of aggre
gate expenditure is directed toward nonfarm goods.

The choice between farm and nonfarm employ
ment depends, among other things, on the income
differentials between the two sectors-the wage
rate or income in farm employment compared with
wage or nonwage (self-employed) income in non
farm employment. Rising income and opportunity
costs of labor in the agriculture sector discourage
the flow of labor to the nonfarm sector. At the same
time, rapid growth in agricultural income provides
surpluses for investment in the nonagriculture sec
tor and creates demand for goods and services pro
duced in the nonfarm sector. On the other hand, a
high growth rate in agricultural productivity, in the
output per worker, tends to dampen the increase in
demand for agricultural labor.

A study ofstate-level data in India found a posi
tive relationship between unemployment rates (com
bined farm and nonfarm unemployment) and the
percentages of rural nonagricultural workers in the
labor force, leading to the hypothesis that the rural

nonfarm sector is a residual sector (Unni 1994;
Verma and Verma 1995). Data for districts and re
gions have not always indicated that employment in
the nonfarm sector is positively related to income or
productivity in the agriculture sector. There may be
disguised unemployment in the nonfarm sector, es
pecially in the traditional nonfarm sector. This un
employment may also be a spillover from the dis
guised unemployment in the farm sector. In many
regions, the second phase of the Green Revolution
was marked by faIling capacity to absorb labor, ris
ing landlessness, declining tenancy, and a rising
share of wage labor, which led to unemployment in
the farm sector.

Because these data had limitations, this finding
needs to be considered with caution. The data on
unemployment reported in the National Sample
Survey related to open (undisguised) employment
and excluded either part-time unemployment or un
employment that was not reported or inadequately
reported (Unni 1994). Also, reported unemploy
ment was higher in agriculturally developed re
gions or states. Because the expectation of obtain
ing employment was higher in those areas than in
agriculturally backward regions, workers migrated
to more developed regions in search of work, and
migrant workers tend to report unemployment.
Similarly, open unemployment was higher among
casual workers or wage-dependent households than
among self-employed workers; wage-dependent
households or casual workers happen to be more
prevalent in developed regions. Moreover, excess
labor, as indicated by high rates of open unemploy
ment, was not corroborated by lower nonagricul
tural wages relative to agricultural wages. In other
words, the ratio of nonagricultural workers to agri
cultural workers in the labor force can be considered
an indication of "residual" employment in the non
farm sector if it led to a fall in nonagricultural
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wages relative to agricultural wages, which is not
indicated by the data.

However, there were instances where an in
crease in nonfarm employment was a way out of
stagnant or unproductive agriculture rather than a
response to an expanding agriculture sector. Non
farm employment based on temporary migration or
commuting to cities tended to be significant in semi
arid zones of western India. These areas were not
very productive agriculturally (Shylendra and
Thomas 1995). In this case, rural nonfarm employ
ment was associated with stagnant agriculture.
Also, nonfarm employment expanded in districts in
Haryana, an area not significantly advanced in agri
culture, because the government made a special
effort to develop rural industry. While volume of
production and employment in the rural industrial
sector was expanding, the output per worker was
declining.

There were instances when the supply push and
demand pull both contributed to growth in the non
farm sector. For example, the case of silk weaving
in Ami, Tamil Nadu, was one in which both de
mand pull and distress push factors reinforced each
other, contributing to the expansion ofa rural indus
try (Verma and Verma 1995). The demand pull
originated from two factors: one was the increased
income of the middle and lower-income rural
classes resulting from the Green Revolution in the
region. Second was the increasing influence exer
cised on the rural demand pattern by the consump
tion behavior of the urban areas, with which the ru
ral area was closely interlinked by a rapid growth in
transport and communication networks. The de
mand for silk was income-elastic and highly valued
as a consumption item signifying higher social
status. The middle and lower-middle classes also
preferred silk but they chose less expensive varie
ties among the range of available qualities of silk
fabrics. This variety was also more labor-intensive
and, in fact, employed large numbers ofwomen and
children in silk production.

The distress factor or supply push came from
the relatively arid zone in which they lived, which
had suffered successive droughts. The small farm
ers in this zone, suffering from depressed income
for several years in a row and searching desperately
for alternative means oflivelihood, turned to the ru-
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ral industry producing silk. The master weavers, in
termediaries, and traders developed a system of
subcontracting with the households that provided
cheap labor, mostly women and children who were
affected by the loss ofemployment opportunities in
agriculture. Traditionally, in this region, cotton tex
tile weaving and silk weaving have served as a
source of nonfarm employment for farmers, as a
way of diversifying and stabilizing their fann in
comes. At the same time, the traditional weavers
also engage in part-time fanning. For them, agri
cultural activity is a secondary source of employ
ment and income, a source of security when income
from weaving fluctuates as the result of demand
fluctuations.

Thus, employment in the nonfann sector can be
found in both stagnant and progressive rural areas.
The relative importance of push or pull factors can
only be ascertained by an examination of the cir
cumstances of each case. If the nonfarm sector is
the main reservoir for unemployed labor pushed out
of agriculture, wages or incomes in the nonfann
sector are likely to be lower in all subsectors of the
nonfarm economy if labor markets within the vari
ous subsectors of the nonfarm rural economy are
not fragmented. There have been several instances
where wages in individual nonfarm subsectors were
either lower or higher than those in the agriculture
sector, making it difficult to conclude whether and
to what extent nonfarm employment was a low
wage escape route for labor pushed out of agricul
ture, rather than pulled into the nonfann sector by
expanding demand. For example, in Pakistan,
wages in several manufacturing and construction
activities were lower than in agriculture, but wages
were higher in trade, services, and transport subsec
tors than in agriculture. In some nonfarm subsec
tors, wages were comparable to those on farms but
were distinctly lower than in urban industries; the
rural nonfarm sectors could have been served by the
unemployed from either urban or agriculture sec
tors, since they could not find employment at the
lower wage rate in either agriculture or urban indus
tries (Mahmood 1993).

In Bangladesh, the wage rate in the 1980s in
rural industry was about the same as that of un
skilled (casual) agricultural labor. However, rural
industry largely employed women and children
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who received lower wages than male casual agri
cultural laborers and did not do the same kind of
work. Thus, if only the wage rate of the adult male
workers is considered, wages were 30 percent
higher than agricultural wages on average, even
though wage rates varied widely among different
rural industries (Hossain 1984). The rural labor
market was highly fragmented not only by types of
activities but also by gender and age with noncom
peting groups ofvarious kinds and different institu
tional arrangements with employers. For example,
in Bangladesh in 1978, family workers in rural in
dustry constituted 71 percent of total employment,
of which 27 percent were proprietors of industrial
enterprises and 44 percent were unpaid family la
bor. Of the remaining 29 percent of hired workers,
hired relatives were 1.5 percent, nonrelatives 26.5
percent, and apprentices 1.3 percent (Hossain
1984). Moreover, in Bangladesh, about 25 percent
ofthe total employment of female members of rural
households was in the nonagriculture sector,
whereas the percentage for male household mem
bers was about 40 percent. Total nonfarm employ
ment was divided almost equally between wage
employment and self-employment for both male
and female members (Appendix Table 11).

A study ofnonfarm employment in Bangladesh
looks at two sets of villages (excluding rural
towns); one set was making rapid agricultural prog
ress and had highly developed infrastructure, while
the other had slow growth and underdeveloped in
frastructure. There were similarities and differ
ences in the relative importance and composition of
nonfarm activities in the two groups. First, the share
of nonagricultural income and employment in total
income and employment, in general, went down
with an increase in the size ofthe landholding ofthe
rural households and correspondingly in their total
income and levels of living (Appendix Table 12).
Second, the share of nonagricultural income was
higher than that of employment, signifying gener
ally higher earnings in the nonagriculture sector
than in agriculture, except in underdeveloped vil
lages and for low-income groups: the landless and
marginal farmers as well as the small farmers.
There is a presumption, therefore, that in underde
veloped villages (with stagnant agriculture), in
come and employment in the nonagriculture sector

are a matter of "push" from the agriculture sector
rather than "pull" exercised by a dynamic sector.
Third, as technological development takes place in
agriculture with a growing demand for labor and
expanding employment opportunities, the share of
nonagriculture in the income and employment of
the landless declines significantly. The decline in
the share of nonagriculture is more pronounced for
the small and medium farmers than for large land
owners; there is in fact an increase in the share of
nonagriculture in the total income and employment
of the large landowners. This confirms that for the
poorest agricultural population, especially in a situ
ation of relatively stagnant agriculture, nonagricul
tural employment may often be low-wage residual
employment. In a growing economy, as both agri
cultural and nonagricultural outputs increase, agri
cultural employment increases for landless and
marginal farmers for some time until, at a later
stage, agriculture becomes more mechanized and
less labor-intensive. At the same time, participation
in the nonagriculture sector increases among the
higher-income and larger landowning classes. They
can take advantage ofnonagricultural activities that
require self-employment and employment of some
wage labor because they have access to skills and
some education and capital (including access to fi
nancial institutions).

The hypothesis that, in a relatively stagnant ru
ral economy, the nonagriculture sector provides a
"vent for agricultural surplus labor" in low-income,
nonagricultural employment is further supported by
the change in the composition of different types of
nonagricultural activities (Table I).

Where the agriculture sector is dynamic, the
low-wage, low-productivity activities in the non
farm sector-a residual sector that absorbs labor
when there is little or no employment in agricul
ture-shrink in importance. These activities include
cottage industry, earthwork, and miscellaneous non
farm activities. The share ofthese low-productivity,
nonfarm sectoral activities drops from 34 percent in
the underdeveloped villages to 18.1 percent in the
developed villages. The decline in cottage or house
hold industries is partly because of competition
from urban goods in the more developed villages,
which provide a larger market for this type ofgoods
because incomes are higher. At the same time, labor
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Table I-Average weekly employment in underdeveloped and developed villages, Bangladesh, 1982

Table 2-Distribution of nonagricultural
income among underdeveloped and
developed villages, Bangladesh, 1982

(percent)

Distribution of nonfarm employment

Underdeveloped villages Developed villages

can either widen or narrow, depending on changes
in the labor demand and supply situations in both
farm and nonfarm sectors. For example, Hirashama
and Mugdata (1986) compare increases overtime in
farm and nonfarm wage rates in Bangladesh among
three regions-slow-growth and higher-growth
agricultural regions and regions near a large urban
commercial and industrial center. The nonfarm
wage rates are higher than agricultural wage rates in
all three cases, but the wage differential narrows as
one moves from a slow-growth to a higher-growth
area and then to the urban area. This is because
agricultural wages improved with increased pro
ductivity in agriculture. In one instance, however,
while nonagricultural wages were higher than agri
cultural wages in both the backward and advanced
agricultural regions, the wage differential was
higher in the latter than in the former; in other
words, with increased productivity in agriculture,
nonagricultural wages improved faster than agri
cultural wages. While growth in agricultural
productivity raises the demand and wages of agri
cultural workers, it may also raise nonagricultural
wages through its demand-induced expansionary
impact on the nonfarm sector. The relative increase
in wage rates depends upon the relative strength
of both tendencies and their impact on income
(Hossain 1988).

Thus, as agricultural development accelerates,
the rising wage cost of rural labor reduces the cost
advantage of low-value cottage industry and petty
trade, which are largely based on part-time house
hold labor; they cater to the local market and offer
no scope for division oflabor or specialization. The

5
24
56
15

Developed
villages

43.53 47.13
32.86 23.19 100.0 100.0

3.34 0.65 10.0 3.3
7.70 5.56 23.0 24.0
8.28 6.06 25.0 26.0
5.73 7.46 15.0 32.0
3.97 1.91 12.0 8.2
3.85 1.55 12.0 6.6

Hours of employmeut per week

Underdeveloped villages Developed villages

(percent)
10
12
46
31

Underdeveloped
villages

Agriculture
Nonagriculture

Cottage industry
Trade and shopkeeping
Construction and transport
Services
Earthwork
Miscellaneous

Type of employment

productivity in cottage industries or family-based
household enterprises falls below that in agriculture
in many cases. If the cost of hired labor is imputed
at the going agricultural wage rate, net returns for
one-third of cottage industries tum negative (Hos
sain 1988).

Employment in services in the developed vil
lages expands sharply. These services include edu
cation, health, personal services, religious services,
and others. This reflects a decline in the average and
marginal shares of consumer expenditure on cot
tage industry products in the developed villages,
compared with the underdeveloped villages, while
the average and marginal shares of consumer ex
penditures on services in the developed villages are
more than double those in the underdeveloped. The
differences in the composition ofhousehold income
in the two sets of villages in Table 2 reflect the dif
ferences in the sectoral composition ofemployment
shown in Table 1.

As agricultural development accelerates, the
wage differential between nonfarm and farm work

Source: Hossain 1988.
Note: Leaders (...) Indicate not applicable.

Nonagricultural
employmeut

Source: Hossain 1988, 120.

Cottage industry
Trade
Services
Nonagricultural wages
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more specialized, full-time, small-scale enterprises
thus enjoy an advantage in these respects; they can
absorb the rising labor cost, and the range of manu
factured goods they produce depends on their arti
sanship and entrepreneurial ability. Moreover, as
per capita income rises, there is a shift in location
from villages to rural market towns and eventually
to urban centers. Improved rural roads increase
competition with urban products and tend to erode
in many instances the advantages of small rural en
terprises based on cheap labor and low overhead
costs. The more enterprising among the rural small
scale producers move to urban areas in order to
benefit from larger markets and economies of
agglomeration. They take advantage of the avail
ability of a large pool of skilled labor as well as
cheap and diverse sources of materials. However,
many enterprises in small towns and rural areas still
continue to be of small and medium size and to be
more labor-intensive than the large-scale urban
enterprises (Tomich, Kilby, and Johnston 1995).

Role of Infrastructure, Education,
and Credit

Availability of infrastructure plays a crucial role in
facilitating the growth of the nonfarm sector. The
expansion of roads and transportation and commu
nication facilities encourages specialization and di
vision oflabor by the rural households because they
no longer need to be self-sufficient in meeting their
own requirements for farm and nonfarm goods. In
frastructure facilitates exchange between villages
and small rural towns, enabling each to obtain in
puts from the other and to find outlets for their pro
ducts. Expansion of the trade and commerce, mar
keting, and distribution network linking farm and
nonfarm sectors depends on the availability of
transportation and communication. Moreover, trans
port and communications facilities provide access
to markets in distant cities and to export markets.
The development of infrastructure in the newly in
dustrialized countries of Taiwan and the Republic
of Korea is a case in point (Oshima 1994; Lane
1996). In Taiwan, most ofthe small, labor-intensive
export industries are located near highways that
crisscross the entire country.

Infrastructure widens the choice ofmarkets and
inputs for rural enterprises and frees them from ex
clusive reliance on local materials or markets. With
good infrastructure available and a reduction in cost
oftransport, rural enterprises, especially those with
a high ratio of value added to weight, depend
mainly on labor costs in determining their location.
Transport and communication facilities enable
them to make efficient subcontracting arrange
ments between urban enterprises and those in rural
towns. During the 1960s and 1970s rural nonfarm
employment was less important in Korea than in
Taiwan because Korea's transport, communication,
and electrification facilities were relatively less de
veloped (Oshima 1994). For example, farm house
hold income derived from nonagricultural sources
was 78 percent in Taiwan, compared with 39 per
cent in Korea. In fact, between 1965 and 1987, the
relative importance of nonfarm income in Taiwan
increased proportionately more than that in Korea
(Appendix Table 13).

The density of paved highways and feeder roads
was 76.4 kilometers per thousand square kilometers
in 1962 in Taiwan, increasing to 214.5 kilometers in
1972. In Korea, corresponding figures were 10 kilo
meters in 1960 (as low as 6.4 if city roads were ex
cluded) and 50 kilometers in 1975. In the 1960s, 70
percent ofTaiwan' s farm households received elec
tricity compared with 13 percent in Korea in 1964.
In fact, overcapacity in electrification was built into
the system in Taiwan with the expectation that rural
industry would emerge to exploit the capacity
(Lane 1996).

There is another side to the development of in
frastructure. The ease of transport and communica
tions between cities and other regions confronts the
rural enterprises with increased competition from
imports. This is especially true for rural industries
and cottage enterprises that face competition from
cheaper products produced by large-scale urban in
dustry or imported from outside the country. Also,
good transportation and communication facilities
affect the tastes and preferences ofrural households
and orient them toward urban products. Electricity,
for example, in a village creates demand for urban
products such as household electrical goods, in
cluding radios, televisions, and refrigerators.



Table 3-Education levels of rural industrial workers and proprietors in Bangladesh

ness (Vijverberg 1995). There is a "crossover" ef
fect of the education of those who are not directly
employed in the enterprise; they contribute indi
rectly through discussion and suggestions. The
crossover effects are significant when entrepre
neurs are not educated; the educated family mem
bers affect the outcome through "advice, sugges
tions, and hints" that raise the productivity of the
enterprise. Self-employed rural family enterprises
benefit greatly from education irrespective of the
sector or location of the rural enterprise. The rates
of return on entrepreneur's income at different lev
els of education are 41 percent for an elementary
education and 6.9 percent for a post-high school
education. Their income is higher, but the rate ofre
turn is lower because cost of education is high in
Ghana.

Vijverberg (1995) correlates the incomes ofen
terprises with the level of education:

Monthly income
Years of schooling of entrepreneurs

(Ghanian shillings)

o 8,497
1-6 (elementary) 8,198
7-10 (middle school) 11,086
II-IS (high school) 14,902
Post-high school 28,328

In fact, a nonlinear relationship between educa
tionallevel and income has been found. That is, the
rate of increase is faster as the educational level
goes up.

The nonfarm rural sector has limited access to
formal financial institutions such as commercial
banks, both public and private. In recent years, fi
nancial institutions have been established that cater

Education-not only literacy or primary school
education, but also secondary education-facili
tates the growth of the nonfarm sector in villages
and small rural towns. Education contributes to
higher productivity in trading, construction, serv
ice, and manufacturing activities. Secondary educa
tion stimulates entrepreneurial capacity, whereas
primary education enhances the productivity of the
workforce, including foremen, supervisors, and
other middle-level personnel. Education makes it
easier to impart on-the-job training in skills relevant
to particular enterprises. Education is an important
factor in the choice of a nonfarm activity, and it
raises productivity in the nonfarm sector (Khandker
1995). The private return on one year of education
was 2-5 percent in nonfarm employment. In Bang
ladesh, those who were employed in rural industries
as well as proprietors had a higher level of literacy
and education than the rural population in general
(Table 3). For example, about 27 percent of the ru
ral industrial workers in Bangladesh had a primary
education and 20 percent had a secondary education
or more. Among proprietors, the education level is
even higher: about 34 percent had a primary educa
tion and about 24 percent had a secondary educa
tion or more. Among the expanding industries,
which require aggressive leadership and better en
trepreneurial skills, the percentage of proprietors
with secondary education or more was 37 percent.

A recent survey of the impact of education on
income from nonfarm employment in Ghana con
cludes that not only do the years of schooling ofen
trepreneurs and family workers employed in the en
terprise have an impact on the incomes of such
enterprises but also the education of other family
members who are not directly employed in the busi-

5.0

5.8
14.0
3.8

More than secondary
education

17.9
23.0
14.9

15.0

Primary to secondary
education
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27.3

34.3
31.0
13.1

Up to primary
education

No formal
educationItem

Rural industrial workers 52.7
Proprietors

All 41.0
In 10 expanding industries 32.0

Male populationa 68.2

Source: Bangladesh Development Studies 1984.
aMales over IS years of age.



Source: Hossain 1988.

Table 5-Investment by landownership group, Bangladesh, 1982

Table 4-Annual household income and investment in technologically underdeveloped and
developed villages, Bangladesh, 1982

(Hossain 1988). Including investment in housing,
sanitation, and consumer durables, the share of in
vestment in nonagriculture has risen to 67 percent
in underdeveloped countries and 72 percent in de
veloped countries (Table 4).

The percentage of household expenditure de
voted to agricultural investment does not vary signif
icantly among the various landownership groups,
except that the marginal farmers with very limited
resources have low investment in agriculture (Ta
ble 5). In the nonagriculture sector both the medium
and large landowners invest significantly more than
the marginal farmers. This is, however, not the case
for agricultural investment. Higher income, sav
ings, and better access to financial institutions of
the large farmers led them to invest significantly
more in the nonfarm sector relative to the farm sec
tor, compared with small or medium farmers.

With the introduction of semiformal institu
tions, primarily NGOs (supported by government
and donors' funds) as well as special government
sponsored credit programs for the rural poor, the
percentage of households relying on these sources
as the primary source of start-up capital increased.
For 20-35 percent ofhouseholds in Bangladesh, the

Underdeveloped villages Developed villages

Total Agriculture Nonagriculture Total Agriculture Nonagriculture

(percent of household expenditures)

8.5 2.3 6.2 8.4 1.2 7.2
13.0 5.4 7.6 12.6 6.2 6.4
18.6 7.1 11.5 14.9 3.6 11.3
26.3 5.8 20.5 18.0 3.5 14.5

Underdeveloped villages Developed villages

Sector Income Investment Income Investment

(taka) (percent) (taka) (percent) (taka) (percent) (taka) (percent)

Agriculture 11,178 61.0 1,039 32.9 15,644 66.2 881 28.2
Nonagriculture 7,151 39.0 2,118 67.1 7,994 33.8 2,246 71.8

Total 18,329 3,157 23,638 3,127

Size of landholding

Marginal
Small
Medium
Large

Source: Hossain 1988.
Notes: Includes housing, sanitation, and consumer durables. The percentage figures iindicate the distribution ofincome and investment be

tween agriculture and nonagriculture.
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at least partial1y to the credit needs of the rural non
farm enterprises as wel1 as to the needs of the agri
culture sector. Traditional1y, nonfarm activities have
relied on financing from moneylenders and friends
and relatives, not only for the initial start-up capital
but also for working capital needs. For small-scale
or cottage industries in particular, household sav
ings have often provided the start-up capital, sup
plemented by borrowing. The smal1-scale or micro
enterprises have also relied on credit from suppliers
of materials and buyers of final products. A recent
survey in Bangladesh found that for 70-80 percent
of households, the primary source of start-up capital
for investment in nonfarm activities was derived
from household savings, about 18-20 percent from
friends and relatives and sales of assets (Khandker
1995). For those households whose primary source
of capital was their own savings, more than 20 per
cent relied on informal sources such as friends and
relatives as a secondary source of capital.

Data on the pattern of investment ofrural house
holds in Bangladesh also show the relative impor
tance of nonagricultural investment; 25-36 percent
of household investment has gone to such nonagri
cultural activities as industry, trade, and transport



primary source ofcapital was a semiformal institu
tion such as the Grameen Bank, the Bangladesh Ru
ral Advancement Committee, or the Government
Rural Development Project. In fact, 60 percent of
loans advanced by the semiformal institutions went
toward nonfarm activities; relatives, friends, and
neighbors directed about 27-28 percent of the total
loans to nonfarm activities (Khandker 1995).

Despite the presence of semiformal, informal
(friends, relatives, and moneylenders), and formal
financial institutions, the nonfarm sector in Bangla
desh suffers from credit constraints, at the current
costs of borrowing. Seventy-two percent of house
holds engaged in manufacturing, 59 percent of
households engaged in trade and services, and 54
percent engaged in transport are reported to be suf
fering from lack ofcredit. Credit constraint is high
est for borrowers from the government agencies
and lowest for borrowers from friends and relatives.

A study in Africa covering four countries found
that 30-84 percent of the rural industries com
plained of inadequate access to credit (Bagachwa
and Stewart 1992). In fact, lack of adequate credit
was recognized as one of the most important con
straints, next in importance to the lack of infrastruc
ture, inputs, and markets in that order.

Supply Linkages with Urban Sector
Subcontracting arrangements either between rural
and small town enterprises or between urban enter
prises and rural or small town enterprises seek to
deal with the problem ofaccess ofrural nonfarm en
terprises to markets, finance, and technology.

The urban firms that enter into arrangements
with enterprises in rural areas or small towns could
be either domestic industries or multinationals that
mainly export abroad. The exporters frequently op
erate through local agents who have specialized
knowledge of local conditions, who can select the
best rural entrepreneurs, and who can monitor the
performance of the rural suppliers and ensure
timely fulfillment of the contract. The domestic ur
ban (or small town) industry frequently has a con
tractual relationship with rural entrepreneurs with
whom they have built up personal or business rela
tionships in previous business transactions. The ur
ban or export firms have various arrangements for
providing finance, technical knowledge, inputs, or
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materials for the production and delivery ofthe fin
ished or semifinished products in the desired quan
tity and quality. Ifprivate companies provide mate
rials under subcontractual arrangements, working
capital for the rural subcontractors is saved. More
over, along with materials, urban enterprises pro
vide guidance in selecting styles and designs that
appeal to consumers in urban markets. The private
companies also provide technical guidance and some
times machinery to subcontractors to improve pro
duction materials and the quality of final products.

The advantages to the urban firms in choosing
this mode of subcontracting include the use of
cheap rural labor, the ability to pass on fluctuations
in demand to the suppliers, and the possibility of
obtaining cheaper inputs from rural suppliers who
specialize in supplying one input on a large scale,
thus reaping economies of scale. The possibility of
splitting up production technology into discrete
processes to be carried out by independent special
ized, small-scale producers makes these subcon
tracting arrangements desirable. Subcontracting is
most suitable where the labor component is high,
capital requirements are small, and transport costs
are relatively low.

It is sometimes difficult to get adequate infor
mation on the various kinds of subcontracting ar
rangements that prevail in different countries. In
formation relating to these arrangements is seldom
recorded in national industrial surveys unless it is a
predominant feature of the particular industries
covered in the survey. It seldom appears in the sur
veys that indicate the primary employment of the
labor force. Because labor legislation and trade
union activities in the large-scale industrial sector
tend to raise the cost of labor, the urban industrial
enterprises are motivated to decentralize and sub
contract many oftheir operations to producers in ru
ral areas and small towns, who frequently avoid the
regulatory net of labor legislation and trade union
activities. Subcontracting arrangements can also
develop among several small enterprises clustered
around a small town or urban area, the output of
each providing inputs to others in their production
processes.

An important problem that must be faced in set
ting up subcontracting arrangements is coordina
tion and enforcement ofcontracts between the rural



7For a comparison of state, nonstate, and privately owned industrial enterprises in China, see Appendix Table 14.
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and urban partners. The success of any subcontrac
tual arrangement requires that rural enterprises
meet quality requirements and deliver adequate
quantities ofgoods on time. Urban contractors must
pay for the goods at the appropriate time. The en
forcement of contracts by legal means is often
costly and protracted in developing countries where
the legal system in rural areas may not be effec
tively enforced because institutional arrangements
are weak and underdeveloped.

Historically, in Japan and Taiwan and recently
in Thailand and the Philippines, long-term business
relations were fostered by personal ties, mutual
trust, and community obligations (Otsuka 1996b).
In Thailand, the majority of rural subcontractors in
the garment industry were former employees of
urban enterprises for whom they subsequently be
came subcontractors. In the Philippines, a large
number of subcontractors in the garment industry
previously worked in the sector, and some were
employees of urban exporters-not necessarily ur
ban garment producers. They built up personal con
nections, goodwill, and good reputations in the gar
ment sector and therefore commanded a degree of
credibility when they became subcontractors. Prior
work experience in all these cases provided infor
mation on the trustworthiness ofthe subcontractors.

In China, many township and village enter
prises (TVEs) were cooperative enterprises jointly
owned and managed by urban enterprises (fre
quently state enterprises or foreign enterprises).
These relationships between TVEs and urban enter
prises had often existed for 10 years or more and
were more stable than TVEs that were independent.
The cooperative TVEs employed retired engineers
and old equipment of the parent enterprises and of
ten sold their products with the brand names of the
parent companies through their marketing chan
nels. This encouraged subcontracting relationships
in which the contractor only guaranteed the pur
chase of the final product without necessarily pro
viding in advance raw materials for production.
When the independent TVEs were originally started,
managers were selected from local farmers or local
government officials. They relied on advance con
tracts or subcontracts with urban enterprises. Grad-

ually over time, the rural-based entrepreneurs were
replaced by urban-based entrepreneurs who for
merly worked for state production or trading enter
prises. The cooperative TVEs, however, were
jointly managed with the urban enterprises so that
the transactions between them were more like inter
firm transactions (Otsuka 1996bV

In Korea, except in the weaving and garment
sector, the personal relations and contracts between
urban and rural enterprises were absent. This was
one of the factors that discouraged subcontracting
arrangements, which detracted from the rapid pace
of rural industrialization in the early years of eco
nomic development. The managers of local facto
ries were recruited from urban areas by the govern
ment. They had no work experience or business
relationships with relevant urban enterprises, so
trust and confidence could not be assured. This was
not true ofthe rural weaving industry, however. The
rural factory owners had previous work experience
in other factories in the same locality, so they could
be screened for reliability and performance before
they became subcontractors to urban enterprises.
The rural entrepreneurs had local origins and were
known in the area, making it relatively easy to con
firm the reliability of their business dealings (Ot
suka 1996a).

Subcontracting with rural industries was most
prevalent in Japan, where rich peasants and land
owners became intermediaries and traders linking a
large number of rural small establishments with
urban industries. They frequently advanced raw
materials to the village manufacturers for process
ing and collected finished products under a piece
rate system ofpayment. This system combined con
tracts for material supply and product purchase with
contracts for the provision of credit (working capi
tal) and sometimes partial financing of fixed capi
ta\. Also, technical guidance or help was often pro
vided. The local entrepreneurs (rich peasants), who
acted as traders, ensured that the contracts with the
small rural manufacturers were enforced because of
their close personal knowledge and ties with them.
They had multiple business contacts with each other,
either as workers or employers in trade or agri
culture. Through repeated successful transactions,



mutual confidence and trust were built up as a major
means of contract enforcement. This system of
transformation of upper-income peasants into com
mercial and industrial entrepreneurs has historical
roots in Japan.

Over the years, the system became highly so
phisticated. In its advanced stage, the system suc
ceeded in reducing the need for large inventories in
either the parent company or the assembly plants
because components were delivered by the subcon
tractors at the time and in the quantities needed
(Hayami 1996a). Japan established an efficient sys
tem of long-term multifaceted relationships. Com
petition among the urban corporate groups was so
intense that opportunities for the parent companies
to exercise monopoly or monopsony power over
subcontractors were restricted.

In recent years, there have been examples, par
ticularly in Indonesia, where rich peasants have
become traders even though they have not yet
emerged as small-scale industrial entrepreneurs
(Hayami 1996a). Frequently, the marketing organi
zations in countries like Indonesia consist of a de
centralized hierarchy of many self-employed infor
mal agents tied by customary trade practices and
informal contracts. Vertical integration is typically
absent. The village-based traders are in a good posi
tion to enforce contracts with fellow villagers.
Everyone watches everyone else in villages, and
news about one's business conduct travels much
faster by word-of-mouth than by modem means of
communication. If a contract is violated, not only
the benefits of the present contract are lost but also
future opportunities for contracts (Hayami 1996b).
The trust and confidence established in urban-rural
trading operations provides the basis for the traders
to eventually be transformed into subcontractors
and entrepreneurs or intermediaries between urban
industries and rural small producers.

The possibility ofa large-scale domestic indus
try entering into a subcontractual relationship with
rural or small town enterprises is greatly enhanced
if large-scale industries are spread among a number
of large urban centers rather than in one or a few
megacities. This decentralized pattern of large
scale industrialization not only avoids the conges
tion and environmental disadvantages of megaci
ties, but proximity encourages exploration of
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subcontracting arrangements with small rural
enterprises. It has been suggested that subcontract
ing arrangements were more popular in Taiwan
than in Korea because large-scale industries in Tai
wan were more decentralized.

But the question has been raised of whether the
decentralized pattern of small- and medium-scale
industries throughout the rural areas of Taiwan was
stimulated wholly by the income growth in agricul
ture and by the need or convenience of satisfying
the demand for locally produced manufactured
goods, or whether the pressure of high urban wages
and land prices played a major role in "pushing" in
dustries from the congested cities to the rural areas.
Amsden (1991) argues that, in fact, in the early
stages of industrialization in Taiwan, as in other de
veloping countries, industries were highly concen
trated in urban areas, and only at a subsequent stage
were they dispersed throughout the rural areas,
sometimes as independent entities and sometimes
as subcontractors.

Beginning in the 1960s, Korea focused its strat
egy of import-substituting industrialization on large
scale industries concentrated in cities that were the
centers of import trade. Korea subsequently ori
ented the urban-based, large-scale industries to
ward export markets that provided economies of
scale as well as efficiency gains arising out of com
petition in export markets. Moreover, rapid urban
industrialization in Korea resulted in workers' mi
grating to the urban centers. This raised rural wages
and reduced the low-cost advantage of the rural
areas, even though land prices continued to be
lower in rural areas. At first, Korea neglected to
provide rural areas with adequate transport and
communication facilities, electrification, or an effi
cient credit system-essential preconditions for
successful rural industrialization.

However, starting in the 1970s and 1980s, Ko
rea adopted a policy of encouraging rural industri
alization by dispersing industries throughout the
countryside. First, a series of incentives such as tax
concessions or exemptions, concessional credit, and
even direct subsidies of various kinds were pro
vided to increase the profitability of rural indus
tries. Second, industrial estates were established in
cluding land development and infrastructure. This
policy met with limited success. Many ofthe enter-
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prises that were transferred to rural areas failed to
adapt to the new environment. Successful rural in
dustries depend on rural entrepreneurs as well as on
a marketing system based on a multiplicity of con
tracts. The traders often supply materials, design
services, and technology to small, rural producers,
and they eventually market their final product. A
subcontracting system is a convenient way of pro
viding rural traders or small rural enterprises with
opportunities to learn business management and
linking them with urban and export markets.

Rural industry in many countries seems to de
velop most vigorously near an urban industrial
nexus, either on the periurban fringes of major cit
ies or within a 25-30 mile radius of a major eco
nomic center (Yusuf and Kumar 1996). There is
also evidence that productivity is greater for those
located near larger towns and cities (Lanjouw and
Lanjouw 1994). For one thing, the possibility ofru
ral residents' earning more by commuting to urban
centers gives rise to multiplier effects in the local
rural economy through increased demand for rural
products. In addition, the urban center provides a
market for the products of surrounding rural areas.
Rural produce can be marketed more readily where
there is access to urban infrastructure and distribu
tion services. More important, urban demand stim
ulates the development of a wide range of ancillary
activities, including processing activities, packag
ing enterprises, storage facilities, and delivery com
panies. The spillover effects of large urban centers
to surrounding rural areas also include

• superior transport and communications infra
structure and electricity;

• close proximity and access to urban technical ex
pertise through consultation and through tempo
rary visits of urban engineering and technical
personnel to the countryside;

• access to a prolific source of ideas and entrepre
neurship, sparking rural industry through the
transfer of ideas about industrial options; and

• improved access to formal and informal financial
institutions, which are more numerous in and
around cities.

Local Self-Government and the Rural
Nonfarm Sector

The institutions of self-governing local governments,
it has been argued, are helpful in stimulating growth
ofthe nonfarm rural sector by facilitating the devel
opment of physical, social, and human infrastruc
ture at the local levels. Decentralization to local
governments that are endowed with decisionmak
ing and implementation powers and strengthened
by access to financial resources is presumed to im
prove efficiency and increase economic participation.

Greater efficiency in resource use is a possible
consequence of decentralization because decisions
are made closer to the location of the projects,
whereas the central government is unlikely to have
adequate knowledge about local conditions. Decen
tralization broadens economic participation by lo
cal populations. It tends to shift the focus of expen
diture toward small-scale infrastructure projects
and thereby encourages the growth of small- and
medium-scale private-sector projects. These proj
ects have greater access to local government and
more opportunity to influence the decisions of local
governments that critically affect them. Moreover,
it is likely that there will be greater equity in the dis
tribution of public expenditures within localities
because there is more transparency and account
ability in a close-knit local setting. There is also a
greater possibility of participation by broad seg
ments of the population in self-governing local in
stitutions (Ranis and Stewart 1994).

The supply of regulatory and legal services de
pends on the capacity of local governments, as well
as the provision and maintenance of infrastructure.
In East Asia, especially in China and Taiwan, local
governments have played an important role in
development of rural infrastructure and industriali
zation; sometimes they have supplied seed capital
and managerial expertise and shouldered the initial
risks associated with new enterprises, thus helping
the local community to acquire the learning needed
to successfully diversify into nonfarm activities. In
China, the collectives started at the initiative of the
local governments opened the way for private and
cooperatively owned enterprises (Yusufand Kumar
1996). Local governments compete among them
selves to see which can be the most efficient and



harness the best local talent. They sponsor new enter
prises, attract investment from outside the locality,
and persuade the provincial or central government
to enlarge their financial stake in the community.

Local government structures in the rural areas
of Taiwan allowed local entrepreneurs to gain ac
cess to state resources, especially where capital was
scarce and credit rationed. This was not the case in
the Republic ofKorea, where political structure and
decisionmaking were highly centralized. Korea con
centrated political authority and economic resources
in central government institutions; because of the
government's domination oflocal political and eco
nomic life, the possibility of rural entrepreneurs'
having influence on resource allocation was greatly
restricted. In Taiwan, electoral competition for lo
cal and provincial posts allowed local political fac
tions and economic interest groups to gain access to
state resources for local development. Taiwan's
local politicians manipulated the rules to benefit
themselves and their constituents. Given their ties
to individual constituents and institutional access to
resources through their official positions, they
could influence policies in favor of local develop
ment. In both Korea and Taiwan, state controls over
national or collective political opposition made
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lobbying the central government costly and diffi
cult. Rules made collective lobbying at the national
level close to impossible; individual rural entre
preneurs who resorted to political action or lob
bying efforts at the national level on their own
found them to be extremely costly, which put them
at a disadvantage compared with large urban
enterprises that had better access to government. In
Taiwan, local elective government institutions with
access to resources provided the rural entrepreneurs
with an opportunity to obtain economic resources
and patronage. The contrasting examples ofTaiwan
and Korea demonstrate that, for small, rural indus
trialists, access to and influence on policymaking at
the level of the central government is likely to be
limited; however, political institutions at the local
level influence business opportunities as well as the
costs of both economic and political organizations,
and they are likely to be within the reach of local
rural entrepreneurs (Lane 1996). However, it is not
clear how the experience of Japan fits in with this
hypothesis of the relationship between local gov
ernment institutions and the rise ofrural industry. In
Japan, the central government institutions and the
policies advocated by national politicians played a
major role in rural industrialization.



5. Public Policies for the Nonfarm Sector

Public policies for promoting the nonfarm sector
can be divided into two categories. The first cate
gory relates to those economywide policies that
affect the nonfarm sector such as trade, foreign
exchange, fiscal, industrial, and labor policies. The
second category relates to specific policies directed
toward the nonfarm sector. This category includes
programs and projects to provide financial assis
tance and credit facilities to the nonfarm sector and
technical services of various kinds. These policies
help reduce the discrimination and disincentives
suffered by small-scale rural enterprises through
lack of access to credit, technology, and markets.
Given the urban bias in policies, these enterprises
also suffer from underdevelopment ofsocial, human,
and physical infrastructure in the rural areas.

Public policies relating to the nonfarm sector,
whether economywide or sector-specific, affect the
various components of the nonfarm sector differ
ently. The subsectors include trade, construction,
services, housing, and manufacturing enterprises
(both small-scale and microenterprises). Most pub
lic policies designed to provide access to financial
services or technical assistance in the past focused
primarily on the manufacturing sector (small-scale
and microenterprises).

In a regime of state control over access to im
ported inputs and foreign exchange resources and
Iicensing of industrial and trading enterprises, small
enterprises in the nonfarm sector are at a disadvan
tage compared with the large urban enterprises.
This is partly because of proximity, since most of
the regulatory or licensing authorities are located in
large urban centers. Where the state has discretion
ary control over the allocation of resources and
large enterprises have influence over the agencies
or bureaucrats in charge of administration, they
may obtain preferential access to resources and
share in the excess rents and margins generated

during periods of scarcity. This is also the case with
public financial institutions that dispense loans, fre
quently at subsidized rates of interest; small-scale
nonfarm enterprises are at a disadvantage. For
example, small enterprises suffer from the imple
mentation or administration of tariff schedules or
rates if the equipment or parts they use are misclas
sified so that they pay higher taxes. These relatively
minor items are often not properly classified in the
tariff codes (Haggblade, Liedholm, and Mead 1986).
Thus, under such a regulatory system, large enter
prises enjoy a built-in advantage over small rural
enterprises in access to foreign exchange at the offi
cial rate, relief of import duties on imported capital
equipment, loan capital obtained at low interest rates,
and quotas and tariffs levied on competing imports.

While regulation of the capital market reduces
the cost ofcapital to the large enterprises, labor leg
islation increases their wage costs, with the result
that they prefer capital-intensive techniques. How
ever, the minimum wage legislation and mandated
benefits for labor usually do not affect small enter
prises. They are either excluded by law or the laws
are too difficult to implement at that level. Small
scale enterprises in the informal sector often do not
pay taxes and hence have an advantage over large
scale firms in private profits.

Recent policy reforms aimed at deregulation,
privatization, and a greater reliance on markets and
prices affect small-scale enterprises in different ways.
Both supply and demand effects have an impact on
these small enterprises. The supply-side effects of
policy reforms involve devaluation, reduction of
subsidies, and streamlining of the public sector or
simplification of public-sector regulations. A de
valuation, for example, may raise the price of im
ported inputs and squeeze profit margins for firms
that produce nontraded goods, since devaluation re
duces the relative prices of nontraded goods vis-a-

28



8The definitions of micro- and small-scale enterprises vary even within the World Banle Small and medium enterprises are distin
guished from microenterprises. Microenterprises have fewer than 10 employees (usually self-employed owners plus an employee or
two). Whether legally or illegally, they operate informally. The small and medium enterprises generally have 10-200 workers and
operate in an organized, formal way (Webster, Riopelle, and Chidzero 1995).

vis traded goods. However, to the extent that firms
produce traded goods, they will be compensated by
a rise in their prices. An increase in agricultural
prices that raises the farmers' income but erodes the
income ofthe urban working classes and rural non
agricultural households will increase the demand of
farmers for the products of small enterprises while
depressing the demand of others. The final effect
depends on the extent of relative price changes of
products and inputs vis-a-vis those of the large
scale sector or the rest ofthe economy, intersectoral
linkages, supply elasticity in the small-scale sector,
as well as distribution of income and the impact on
the demand pattern.

To the extent that small-scale enterprises com
pete with imported products, import liberalization
may adversely affect them through increased com
petition. However, large-scale industries are more
likely to produce import-competing products than
are small enterprises. Privatization may result in
layoffs of workers in large public enterprises as
well as a fall in real wages in the sector facing
downsizing or import competition. This may in
crease the volume of unemployment and result in
pressure on microenterprises (those that employ
less than 10 workers) and on the small-scale enter
prises (those with 10-50 workers) to absorb the
displaced labor force (Parker, Riopelle, and Steel
1995).8 Those redundant public-sector employees
with entrepreneurial ability may want to start their
own small-scale rural industries.

In general, the macro or sectoral policy reforms
that facilitate the growth of the nonfarm sector, es
pecially small-scale or microenterprises in industry
and trade, include (l) simplification and rationali
zation ofentry and exit regulations and tax codes to
lower new entrants' costs; (2) liberalization and
streamlining of export and import regulations to
lower barriers for small participants; (3) privatiza
tion and regulation of monopolies to create oppor
tunities for new entrants; (4) reforms of banking
regulations so that banks are encouraged to com
pete in order to seek new markets; (5) reforms of
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property rights and collateral regulations that im
pair small firms' ability to receive loans; and (6) re
forms of labor regulations that restrict or tax labor
flows. These reforms tend to make the playing field
equal for both small rural and large urban enterprises.

The macroeconomic or sectoral reforms by
themselves are not considered adequate or suffi
cient incentives to expand opportunities for devel
opment of the nonfarm sector. It is believed that
small-scale enterprises in the nonfarm sector re
quire project assistance targeted for specific pur
poses. Generally, government project assistance di
rected toward small enterprises has been designed
to provide credit or access to financial and technical
assistance. Furthermore, targeted assistance for non
farm sector enterprises is basically split into two
size categories: the first focuses on smaIl- and
medium-scale enterprises in small towns and rural
areas; the second focuses on microenterprises.

Small and medium enterprises are sometimes
conceptualized as seedbeds for nurturing and train
ing entrepreneurs for the large-scale industrial sec
tor. Small and medium enterprises in advanced
industrial countries have shown remarkable dyna
mism and have contributed significantly to their
economic growth. It is argued that many small and
medium enterprises start up but many also fail. The
share of output produced by small and medium en
terprises is not growing in many countries. Moreo
ver, empirical evidence does not conclusively show
that small firms necessarily grow up to be large
firms, and thus they do not always provide a source
for the growth of large-scale industries. Therefore,
instead of targeted assistance, what is needed is an
improvement in the general environment for well
functioning private enterprises. What is needed are
reforms in property rights and their enforcement,
development of infrastructure and viable financial
systems, and simplification of rules and regulations
governing private enterprises.

There is also a growing interest in the subsector
ofmicroenterprises within or outside of rural house
holds. This interest is an outgrowth of concern
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about the slow progress in reducing poverty in de
veloping countries. Microenterprises are seen as ef
ficient, cost-effective, capital-saving, and labor
intensive ways of expanding employment and in
come of the poorest people.

Financial assistance to medium, small-scale,
and microenterprises is usually channeled through
government-owned commercial banks or special
ized financial institutions, or by requiring private
commercial banks to allocate a certain percentage
of their loans to these enterprises, often backed by
refinancing ofsuch loans from central banks or spe
cialized refinancing institutions.

Credit is usually provided to small-scale and
medium enterprises through government-owned fi
nancial institutions or through commercial banks.
Small enterprises often receive loans at subsidized
interest rates, resulting in credit rationing. The
credit allocation frequently goes to those who have
influence and financial strength rather than to those
who need it most. Because the rate of repayment is
very low, the financial institutions suffer from
losses as a result ofthe large proportion of nonper
forming loans in their portfolios.

Increasingly, fiscal assistance to microenter
prises has been channeled through nongovernmen
tal organizations (NGOs). A few ofthese NGOs are
established for the express purpose of providing
credit to microenterprises. They accept deposits
only from members and provide credit either to
individual borrowers or to groups of borrowers.
The ways in which these groups are organized, how
they identify those in their lending portfolio, and
how they monitor the projects vary widely.

There are examples of government-sponsored
institutions that have charged market interest rates
to small- and medium-scale industries, enforced
regular repayment, and become self-sustaining. But
government-owned and government-managed in
stitutions have rarely succeeded in doing so with
microenterprises. An additional layer of organiza
tion, such as an association or an NGO, often acts as
a channel to provide loans to microenterprises. The
wide variety ofexperiences requires further analysis.

To date, experience indicates that subsidized
interest rates are not necessary except in the early
stages, especially for microenterprises. An interme
diary agency or NGO may require a subsidy to build
up its own institutional capacity. As the scale ofop
erations becomes larger, fixed overhead capacity is
more fully utilized, economies ofscale are realized,
costs decline, and subsidies can be dispensed with.
However, to the extent that these intermediary
agencies or NGOs perform training and other
capacity-building functions, the costs of their non
credit operations need to be viewed independently
of the costs of providing credit. This would enable
the financial viability of the credit operations to be
appropriately evaluated.

In the past, technical assistance to the nonfarm
sector has taken the form of assistance for manage
ment training, training in accounting and finance,
and marketing. It has been provided directly either
by the government agency established for the pur
pose or through an NGO. Technical assistance is
sometimes combined with the provision of finance,
as mentioned before. The micro- or small-scale
enterprises, mainly in manufacturing, have been the
major recipients of such assistance. It is possible to
provide technical assistance through private con
sultancy firms with resources obtained from the
government. The micro- or small-scale enterprises
sometimes borrow technical and managerial exper
tise from each other. One popular way of providing
services to these small microenterprises is to estab
lish industrial estates that are fully endowed with
infrastructure, roads, communications, electricity, and
financial services, in small towns or semi-rural areas.

Government measures to promote small- and
medium-scale enterprises in rural towns and in ur
ban areas have mostly been generic: they provide
assistance to the whole range ofenterprises without
distinguishing between their fields of activity
whether trade, commerce, services, or manufactur
ing. In the manufacturing sector, little attention has
been paid to whether assistance to the sector should
be customized to meet the needs of a particular en
terprise or group of enterprises providing the same



9Even in a subsector such as forest products, individual small-scale enterprises differ in the problems they encounter and the types of
assistance they need, depending on whether they are at the start-up stage or already established. To illustrate, woodworking enter
prises generally have a greater problem getting access to finance than in marketing their products, but the reverse is true for canemak
ing enterprises. Start-up enterprises have a more difficult time getting access to financing than established enterprises do. In wood
working, however, the new and established enterprises do not differ in their ability to gain access to markets. In both canemaking and
woodworking, the established enterprises suffer more from problems relating to the supply of inputs than the start-up factories,
whose requirements are relatively small (Arnold et al. 1994).

product. Individual enterprises and subsectors do
differ in the problems they face and the obstacles
they need to overcome, in both financial and techni
cal matters.9

A distinction can also be made between what is
called supply-driven and demand-driven assistance
(Boomgaard et al. 1992). The former is provided
without regard to whether the enterprise or the sub
sector requires the type of assistance that is pro
vided in order to meet the requirements of the mar
ket they face or whether, in fact, there is a market
demand adequate enough for the enterprises or the
subsector to utilize the type ofassistance that is pro
vided. In other words, supply-driven assistance is
not directly linked with the requirements of the
market for the product in question. Demand-linked
or -driven assistance originates because the enter
prises have a contract with the buyers for the supply
of a product, and the fulfillment of the contract re
quires that they utilize specific types of assistance.
For example, when large urban enterprises buy
products for their use from small-scale enterprises,
either urban or rural, they often provide financial
and technical assistance in the form of product
design, specialized raw materials to be used in pro
duction, and production technology. The subcon
tracting arrangements between urban large enter
prises and rural small-scale enterprises constitute
an example of demand-linked or -driven assistance
that flows between enterprises ofdifferent sizes and
expertise or specialization.

It is also possible to take advantage of promo
tional measures provided by the government to
small and medium enterprises that are linked to the
government procurement oftheir products and sup
plies. In many developing countries, government
procurement of goods and services constitutes a
substantial portion of market demand. This is a
potential market for small-scale enterprises that can
provide a great stimulus, while at the same time en
suring that their efficiency in production and mar-
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keting techniques is greatly improved. The tradi
tional way ofencouraging or promoting small-scale
enterprises through government procurement is to
give a preferential price to small-scale enterprises
or to reserve a certain percentage of total govern
ment procurement exclusively for purchases from
small-scale enterprises. This policy provides a "re
served or protected market" but does not necessar
ily help improve the efficiency of small-scale enter
prises in techniques, quality, reduced costs, or
better marketing methods.

However, in the demand -linked or -driven sys
tem of providing government assistance to smaIl
scale enterprises, the government procurement
agencies or the purchasing departments or minis
tries ofthe government need not be under any com
pulsion or obligation to purchase from small-scale
enterprises. The agency in charge of providing as
sistance or promoting the small-scale sector should
become the supplier ofgoods and services on behalf
ofthe small-scale enterprises to the government de
partments or purchasing agencies and guarantee the
quality, price, and timely delivery of the requisite
quantities of supplies. In other words, the govern
ment promotional agency would act as a contractor
to ensure supply to the purchasing department or
agencies, which are free to cancel the contract if the
agency is unable to fulfill the contract, just as for
any contract between private sellers and buyers.

One major obstacle to government procure
ment is the difficulty in dealing with a large number
of small-scale suppliers and ensuring that product
quality is uniform and that they deliver on time. The
transaction costs of dealing with one or two large
suppliers is considerably less from the point ofview
of the government bureaucracy. The intermediary
role played by a different government agency
charged with the task of promoting and providing
assistance to the small-scale enterprises circum
vents the problem ofhigh transaction costs incurred
by the purchasing or procurement agencies. The



IOTendler and Alves Amorin (1996) describe in detail how the Brazilian Small Enterprise Assistance Service (SEBRAE), a semipub
lic technical assistance agency, helped promote the small-scale enterprises involved in making school furniture and in providing
maintenance and repair services for public schools. The assistance enabled them to compete successfully with large enterprises in
procuring and fulfilling contracts with government procurement agencies.
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promotional agency, in turn, has to deal with a large
number of suppliers and ensure the fulfillment of
the contract. One way ofmeeting this problem is for
the promotional agency to deal with organized
groups or associations of suppliers rather than with
individual suppliers (Tendler and Alves Amorin
1996). There is a case for subsidizing the transac
tion costs of contracting with small firms through a
special program run by the promotional agency pro
moting associations or organizations ofsmall firms.
Furthermore, small enterprises can also be made to
pay for the services rendered; the purchasing
agency can provide to the promotional agency the
usual commissions involved in bulk purchasing and
handling.

In Brazil, for example, the government assis
tance agency not only works with existing associa
tions of small firms but also encourages groups of
firms located in one place to organize associations.
If any particular producer does not deliver to the
association on time or produces a faulty product,
the other firms in the association are jointly respon
sible. They make up for any shortfall. The better
performing firms pressure the laggards to comply,
sometimes by threatening to damage their reputa
tion. This disciplinary mechanism is key to the suc
cess of the promotional agency in ensuring high
quality and productivity improvements in the sup
plying enterprises, while at the same time helping to
reduce the transaction costs to the government in
volved in buying from small enterprises. This is
similar to the peer pressure or performance moni
toring exercised by borrowers' groups in various
microcredit programs such as the Grameen Bank in
Bangladesh. The assistance agency monitors and
supervises product quality and helps solve the vari
ous technical and financial problems faced by the
association of small enterprises in closely defined
product groups.

This approach accomplishes three important
things. First, it links small firms to a customer that
is committed to purchasing large quantities of a
product. Second, by securing a contract for procure-

ment, it brings together support and promotional
agencies with firms, ensures that the agency pro
vides training at the firm site rather than in class
rooms, and solves problems as they are identified in
the course of production. Third, the approach helps
the agency to discover specific critical bottlenecks
and to learn how to overcome them. The technical
experts of the assistance agency concentrate on the
problems brought to them by clients. If necessary,
they can take the problems from the site of the
enterprise to their head office or laboratory to do re
search and find appropriate solutions. In various
ways, the support agency has to prove to the gov
ernment's purchasing departments that buying
from small firms is no more costly or burdensome
than buying from big firms.

As the Brazilian case illustrates, the promo
tional agency's advice and understanding of the
sector's problems and prospects is greatly im
proved by working together with the producers at
the firm's site. 1O They dispense with the preset
agendas and packages so common in other business
extension services. The technicians of the support
agency have to maintain vigilance regarding quality
even after the producers have completed their or
ders because of the contractual requirements for
payment and the system of warranties established
between them. They have to visit sites, reject sub
standard products, and ensure the replacement of
defective items.

Under the supply-driven assistance program,
neither the firms nor the support agency is subject
to tests of market demand. The support agency tra
ditionally delivers standardized services-business
advice, training, production assistance, or credit
to as large a number of firms as possible. The
agency provides only generic services common to
all enterprises, not client-specific services, and
therefore is less effective. The success of the
demand-driven approach depends on the contract
being entered into, with groups of firms providing
identical products and payment being made to each
producer upon delivery and satisfactory inspection



ofthe products ofthe whole group. This is crucial to
the reduction oftransaction and monitoring costs of
the government purchasing agencies. This creates
the necessary peer pressure and shifts the monitor
ing function from the support agency to the group.

The government's policy on the rural nonfarm
sector discussed in the foregoing focuses on the
promotion of self-employment or employment in
small-scale or microenterprises in private-sector
industry and trade. In this connection, the role of
rural infrastructure and education in promoting the
rural nonfarm sector has already been discussed
extensiveIy.

An important source ofemployment in the rural
nonfarm sector has been the direct provision of
wage employment by the public sector. The three
most important avenues of wage employment are
(I) public works programs; (2) decentralization of
governmental or administrative functions, either
through the decentralization of administrative or,
more important, through local self-government that
expands local employment in public administra-
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tion; and (3) expanded provision of public services
in the social sector including health, education, and
other services such as maternity and family plan
ning. The first category of employment-generating
public expenditures expands employment and in
come for the poor. The second and third categories
are an important source of employment for those
with primary or secondary educations, who are
frequently above the poverty line. Also, in areas
such as the Middle East that have labor shortages,
government has taken an active role in arranging for
overseas employment for both skilled and unskilled
labor, drawn from both urban and rural areas. At the
same time, outmigration of all categories of
labor-from the unskilled to the highly skilled-to
high-income developing countries or to developed
countries has been considerable in recent years.
This is especially true in Africa and Asia. In Latin
America, such migration has been predominantly
private and seldom publicly organized or sponsored
and is mostly confined to the American hemisphere.



6. Conclusions

In summary, in most developing countries, the non
farm sector in the rural economies, including vil
lages and small towns, generates income and em
ployment; its share in rural employment or the rural
labor force varies from 20 to 50 percent in most
cases. In several countries, its importance is in
creasing relative to both the urban and rural farm
sectors. In addition to its significant contribution to
average year-round employment and income, the
nonfarm sector provides supplementary income
and employment during slack seasons in agricul
ture. Furthermore, it provides a higher proportion of
income and employment for the rural poor, includ
ing women, in household-based activities.

The relative importance of the rural nonfarm
sector and the composition ofthe various economic
activities included in the sector differ widely among
countries and regions. Broadly defined, this sector
includes not only activities outside farming, such as
trade, transportation, construction, manufacturing
(both household and small-scale or micro), and
services of various kinds, but it also covers income
earned by rural residents who commute to urban
areas and remittances from family members who
live in urban areas or abroad. Household industries
have declined over time, whereas small-scale, non
household industries have expanded. Cottage enter
prises based on part-time family labor are relatively
less efficient than small-scale, full-time, special
ized rural industries; as the cost oflabor rises, enter
prises with no scope for division of labor continue
to lose their cost advantage. The rural towns that
serve as trading and distribution centers for both ur
ban and agricultural goods subsequently attract
manufacturing activities.

The linkages between the rural nonfarm and
farm sectors have been much explored in the litera
ture. The growth in farm income provides an ex
panding market for consumption goods and agricul-

tural inputs produced by the nonfarm sector, while
agricultural raw materials are processed in the rural
nonfarm sector. The relative strength of the con
sumption and production linkages depends on the
pace and pattern of growth in agricultural income
and production technology used in agriculture. The
higher the per capita income growth, the higher the
share of nonfood consumption in rural expenditure
and hence the greater the stimulus to the growth of
the rural nonfarm sector. The share of locally pro
duced, consumption goods (as against imports from
urban areas or abroad) in consumption expenditure
depends on the distribution of income in agricul
ture. It is higher among the medium or small farm
ers than among the rich.

Modernization of agricultural technology that
encourages the use of mechanical equipment for
both irrigation and cultivation provides an expand
ing market for simple, inexpensive tools to be pro
duced, serviced, and repaired by the rural nonfarm
sector. The output of the rural nonfarm consump
tion sector is protected from competition with urban
goods by the high costs of transportation from ur
ban areas and by the specialized rural demand for
low-priced (but perhaps inferior) goods produced
by the sector. High per capita income growth in ag
riculture, particularly ofsmall and medium farmers,
and widely distributed benefits ofgrowth constitute
important factors in determining the growth of the
rural nonfarm sector.

Various attempts have been made to quantify
the growth multiplier-the increase in nonfarm ru
ral income resulting from one dollar's worth of in
crease in farm income. The estimates vary from
$0.35 to $0.90 (implying a multiplier of 1.35 to
1.90), depending on the size of the marginal budget
shares of farm sector income and the interindustry
coefficient. This also assumes that supply in the
nonfarm sector is perfectly elastic-an unlikely as-
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sumption because the increasing demand for labor
raises wage costs and returns diminish in the short
run as the result of capacity constraints and fixed
factors. Rising supply costs are likely to reduce the
multiplier effect by 10-30 percent.

The linkages between the rural nonfarm sector,
especially rural industry, and the urban sector have
often been underemphasized. Rural small-scale in
dustry has both a competitive and a complementary
relationship with the urban sector. As subcontrac
tors, rural industries either produce parts or com
ponents for the urban industry or undertake assem
bling and finishing operations. Although in
efficient, the urban industry fostered under a pro
tectionist regime often enjoys high profitability and
attracts investments; the rural small-scale industry
suffers in comparison, especially if it is obliged to
secure inputs at high cost from the urban industry.
The rural micro- and small-scale industries seldom
grow into large enterprises; they remain trapped in
the same size group. Moreover, failure rates in the
first three to four years are quite high for
microenterprises.

The availability of abundant rural labor is the
primary reason for the growth of the nonfarm rural
sector. But increases in rural nonfarm employment
are stimulated by both "push" and "pull" factors. If
agriculture is stagnant, surplus unemployed labor is
pushed into the nonfarm sector, often into low
productivity activities at wages lower than these
workers earned in agriculture. Ifgrowth in the non
farm sector is stronger than that in the farm sector,
labor is pulled to the nonfarm sector by higher
wages. When agriculture is stagnant, the activities
that provide a large share of rural nonfarm employ
ment are cottage (household) industry, earthworks,
and miscellaneous rural activities with low produc
tivity and low wages. In general, the share of non
farm income and employment in total income and
employment ofrural households declines as the size
of landholding and income goes up. A rapidly
growing agriculture sector provides rising employ
ment for the landless and small and marginal farm
ers until labor absorption slows. At the same time,
the stimulus provided by a buoyant agriculture sec
tor results in increasing participation of the higher
income, landholding classes in the rural nonfarm
sector as self-employed entrepreneurs.
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Infrastructure development, higher levels of
education, and increased access to credit facilities
are all factors that contribute to the growth ofthe ru
ral nonfarm sector. While infrastructure widens the
size and choice ofmarkets as well as sources ofraw
materials for rural enterprise and encourages sub
contracting arrangements with urban enterprises, it
also facilitates the flow of competing urban goods
and introduces urban consumer tastes. Education
increases the productivity of the work force, and
secondary education encourages entrepreneurial
ability in trade and rural industry. The rates of re
turn to education in rural nonfarm activities are
high. Workers in the rural nonfarm sector have, in
general, a higher level ofeducation than the general
population, and those engaged in rural industry
have higher levels of both primary and secondary
education.

The start-up capital for rural enterprise is often
provided by either household savings or friends and
relatives, whereas working capital is provided by a
wide variety of informal credit institutions, includ
ing buyers of products and suppliers of raw materi
als. The government-sponsored financial institu
tions or the NGOs (of increasing importance in
recent years) can playa catalytic role in providing
initial capital for rural nonfarm enterprises.

Subcontracting arrangements that provide rural
enterprises with access to market, finance, and tech
nology exist between villages and small town enter
prises and urban enterprises (both domestic and
multinational). Apart from the high labor and low
capital requirements that characterize rural village
or small town enterprises, low transport costs en
courage subcontracting arrangements. Most impor
tant, however, are the legal framework and institu
tional arrangements for the enforcement of
contracts, which are relatively weak in many devel
oping countries. A relationship of trust and confi
dence built up through personal connections, previ
ous associations in trade or business, as well as
goodwill, reputation for reliability, and a record of
contractual fulfillment have been crucial in the
growth of urban subcontracting arrangements with
rural enterprises. Moreover, a decentralized pattern
of urbanization with a large number of urban cen
ters rather than one or two megacities facilitates
subcontracting arrangements with urban enterprises.



36

Small enterprises have often developed vigorously
within a radius of 25 to 30 miles of an industrial
nexus, with easy access to transport and communi
cation facilities, urban technological expertise, and
innovative ideas about marketing and production
technology. Local self-government, responsive to
and aware of local needs and potentials, can foster
investment in physical and social infrastructure
more than the distant central government.

Both economywide and sector-specific tar
geted policies facilitate development of the rural
nonfarm sector. These policies to a large extent
should be directed toward removing disincentives,
including limited access to credit, markets, and re
search and development efforts. Reduction or sim
plification of domestic, import, and export regula
tions remove the barriers to trade. Import liberaliza
tion may increase competition with imported goods,
and it may lead to downsizing of large-scale urban
industries, which could release entrepreneurial
ability for investment in small-scale enterprises.

Technical assistance in marketing, manage
ment, and accounting is provided either by govern
ment institutions or by private institutions financed
partly by government and partly by recipients of
assistance. Credit facilities for small and micro
enterprises are best provided by linking the formal
financial institutions (government or private) with
associations or groups of small-scale enterprises
acting as intermediaries between individual enter
prises, on the one hand, and the formal financial in
stitutions, on the other. NGOs increasingly playa
vital role as intermediaries.

Experience indicates that technical assistance is
best when it is tailored to the needs of a cluster of
enterprises producing identical goods or services,
helping them to meet identified market demand or
to fulfill prenegotiated sales contracts. If the gov
ernment procures goods and services from small
scale rural enterprises, procurement can be tied to
assistance in upgrading the quality of products,
improving managerial skills, and reducing costs.
Demand-driven assistance of this type is more effi
cient than generic technical assistance to small en
terprises, which does not distinguish between the
products orthe markets they serve, and which is not
linked to a sales contract, that is, to a commitment

by the purchasers to purchase large quantities of a
product.

In this light, a more detailed elaboration ofthe
multiple roles of the nonfarm sector-acceleration
ofgrowth, income and employment diversification,
poverty alleviation, a decentralized rural industri
alization, and relief of urban congestion and pollu
tion--deserves to be high on the agenda for further
research. This will require additional empirical
work. Future research should include an in-depth
study of different regions or groups of countries.
South Asia, for example, differs significantly from
East Asia, and Central American countries differ
from South American countries. As one looks to the
future of the rural economies, a strategy for rural
development should be based on a recognition of
the important role of the nonfarm sector, as well as
on the formulation ofa policy framework for its ef
ficient growth in light of the differing circum
stances of developing regions.

A few relevant questions or issues that need
further elaboration and investigation remain. What
is a rural area, and what is the nonfarm sector? Uni
form definitions should be adopted, and evidence
relating to the concepts defined need to be ana
lyzed. A distinction needs to be made between vil
lages and small rural towns. However, the defini
tion of what constitutes a rural village or a rural
town differs among countries. This needs to be kept
in mind in making intercountry comparisons. Simi
larly, activities that are included in rural nonfarm
activities differ. How does the contribution of the
different components of the nonfarm sector to
growth, poverty alleviation, or relief of urban con
gestion vary in importance? The predominant non
farm activities in the villages are trade and service
industries, whereas small-scale industries are fre
quently concentrated in small rural towns rather
than in villages.

To what extent is employment in the nonfarm
sector the result ofa push from stagnant agriculture
rather than a pull from the nonfarm sector? To what
extent do market imperfections such as credit con
straints lead farmers to seek additional sources of
nonfarm income to obtain resources for agricultural
investment? To what extent is pressure for diversi
fication the result of instability or uncertainty of



fann income or seasonal variations in agricultural
income?

More evidence is needed on how the gains from
agricultural growth are distributed among different
farm sizes and income groups, and on how this re
lates to the strength of the linkages between the
fann and nonfarm sectors, both urban and rural. Be
cause the income elasticity ofdemand ofpoor, rural
households is high for basic cereals and, as income
rises, also high for livestock and horticultural prod
ucts, they are likely to spend any income gains on
food. In the short run, their income increases are un
likely to have a significant impact on nonfann
growth. Therefore, to maximize the impact of the
consumption linkages ofagricultural growth on the
nonfann sector, attention will have to be focused on
fanners with intennediate incomes, rather than on
the poorest farmers. Is that consistent with the ur
gent need for poverty alleviation, and is it the most
feasible route?

Has the unequal land distribution in Latin
America, often with absentee landlords, a predomi
nantly urban pattern of consumption demand, and
mechanized large-scale farms, militated against the
development of rural nonfarm enterprises? Do the
big landlords invest their savings in urban enter
prises rather than in rural enterprises?

Even if the rural nonfood consumer demand in
the early stages of growth is for simple goods, pro
duced by rural enterprises, the development of
transportation and communication links with urban
centers quickly orients the rural consumption pat
tern toward urban goods, and facilitates the import
of urban goods into rural areas. Therefore, will the
rural industries producing simple goods be only
short-lived in a fast-growing economy? Has this, in
fact, happened in various countries? What is the
evidence?

If opportunity costs of all labor and capital
factors are included, how does efficiency of
household enterprises or microenterprises and
rural small-scale industries compare with urban
small- and medium-scale enterprises? To what
extent is the survival of small-scale industries in
rural areas and in small towns due to their ability
to avoid (1) unionization of labor and associated
high wage costs and (2) government labor regula
tions that raise the indirect costs of labor? Also,
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being less visible, do they avoid the net oftaxation?
Do they have greater flexibility than large-scale ur
ban industries in responding to changes in market
trends and technology in a period ofpolicy refonns
and structural adjustment? Does a centralized pat
tern of industrialization based on megacities dis
courage rural industrialization while encouraging
the rapid growth of the urban infonnal sector?

What policies are needed to promote the non
fann sector and all its diverse components? Is it
enough to remove the bias against rural nonfarm en
terprises that prevailed in the past? To what extent
are rural enterprises the outgrowth of urban enter
prises (pushed by high land and labor costs),
spreading out to the small towns and rural areas
through subcontracting in some cases and, in oth
ers, by splitting up production processes to be car
ried out in small rural enterprises?

Regarding sources offinancing, the relative im
portance of several sources requires further clarifi
cation. These include fonnal, infonnal, and semi
fonnal financial institutions, savings of the
nonfann sector itself, and remittances from urban
areas or overseas. How much do peasants invest in
trading? How much do traders invest their savings
in small industries?

What are the various ways in which technical
assistance is offered? What are the nature and rela
tive success of programs providing training and
education, on the one hand, and transfer oftechnol
ogy, on the other? How successful are the policies
of tax incentives and of industrial estates? To what
extent does local government contribute to the pro
motion of the rural nonfann sector?

In this context, the contemporary experience of
rural industries in China, the so-called township
and village enterprises (TVEs), requires special at
tention. Before economic refonns in China started
in the 1980s, the TVEs were fully integrated with
agriculture within the commune system. This
system focused more on meeting the forward pro
duction linkages (processing of agricultural com
modities) and the backward production linkages
(providing inputs for agricultural operations) than
on the fanners' consumption demand. To what ex
tent are the prevailing linkages of rural enterprises
(TVEs) with the urban industrial system in China
the result of the policy refonns introduced in the



past 15 years or so? Did the production pattern of
TVEs change after the end of the commune system
and why? The TVEs seem to have many forms of
relationship with urban industries: for example,
joint or cooperative ownership between TVEs and
state enterprises or between TVEs and foreign en
terprises. They sometimes produce the same prod
ucts that are competing in the market and some
times they are subcontracting partners for urban
enterprises. What is the role ofthe township or local
government in the development ofTVEs, following
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the breakup ofthe commune system? Are there les
sons to be learned from China's experience that can
be transferred to other countries?

It is apparent that a number of questions need
further empirical research and analysis. The
differences between countries and regions must be
identified, highlighting the circumstances that
contributed to their varying degrees of success.
Such an analysis will also help policymakers to
formulate appropriate policies.



Table 7-Marginal budget expenditure shares in four studies, 1972/73 to 1982/83

Table 6-Sectoral composition of rural nonfarm employment in selected countries

Appendix: Supplementary Tables

Taiwan, China, India,
1966 1990 1966

n.a. 3 n.a.
27 60 39
13 7 14
50 15 24

4 15 14
6 n.a. 9

Korea,
Indonesia, Republic of, Philippines, Malaysia, Thailand,

Sector 1971 1970 1970 1970 1975/76

(percent)
Sideline agriculture n.a. n.a. n.a. n.a. n.a.
Manufacturing 29 30 34 22 28"
Trade 34 24 15 22 35
Services 27 29 29 41 21 b

Construction 9 10 II 5 n.a.
OtherC 5 7 10 10 16

39

Source: International Labour Organization 1994, Table 2.
Note: n.a. indicates not available.
"Manufacturing and construction.
bServices and administration.
cIncludes utilities, transport, and miscellaneous.

Gusau, Northern Nigeria, Rural Sierra Leone, Muda, Malaysia, North Arcot, South India,
Item 1976/77 1977 1972/73 1982/83

(percent)
By commodity group

Food, alcohol, and
tobacco 76.1 67.9 37.7 63.0

Clothing and footwear 8.9 7.4 8.1 7.7
Consumer expendables 4.4 10.0 3.7 2.4
Housing 0.4 12.4 0.0
Transport 2.7 3.0 3.1 3.4
Durables 1.4 1.9 7.1 1.9
Education and heal th 1.6 0.8 5.2 2.4
Services, and social and

religious expenditures 4.4 9.0 22.7 19.3
By location

Locally produced
Foods 70.3 66.1 24.6 48.5
Nonfoods 11.3 17.8 36.9 30.8

Regional imports
Foods 5.8 1.I 13.1 12.0
Nonfoods 12.6 15.0 25.4 8.6

Source: Haggblade, Hazell, and Brown 1989.



Table 8-Average (ABS) and marginal (MBS) budget shares, by income quartiles, in developed and underdeveloped villages,
Bangladesh,1982

First quartile Second quartile Third quartile Fourth quartile

Consumption
Developed Underdeveloped Developed Underdeveloped Developed Underdeveloped Developed Underdeveloped

item ABS MBS ABS MBS ABS MBS ABS MBS ABS MBS ABS MBS ABS MBS ABS MBS

(percent)

Total food 83.21 76.05 81.77 87.87 73.31 65.46 77.63 80.04 58.42 56.69 78.02 78.74 59.24 54.17 80.74 81.09
Cereals 64.00 53.77 62.91 55.91 43.03 40.54 60.34 57.41 28.46 14.91 57.55 54.96 26.16 9.36 55.59 44.50
Field crops

(potatoes,
vegetables,
pulses,
spices) 9.26 3.83 9.23 12.04 8.92 4.94 6.80 6.67 9.17 12.80 7.58 11.18 9.31 8.59 10.08 12.56

Narcoticsa 3.46 5.47 1.05 2.86 4.45 5.49 2.11 3.30 4.49 2.34 3.27 2.97 3.87 5.33 2.55 1.26
Sugar 0.80 2.37 0.84 1.16 2.04 2.87 0.94 0.96 1.28 2.81 0.55 1.29 2.52 4.84 1.44 2.27
Oils and fats 2.24 2.59 2.96 5.59 2.32 2.07 2.04 1.70 2.06 2.99 1.54 1.73 3.31 4.17 2.20 3.72
Fruits 0.57 1.24 1.29 2.02 1.14 1.23 0.56 0.71 2.14 2.09 2.05 2.15 2.53 2.96 1.18 1.85
Tea 0.90 1.15 0.01 6.24 1.30 1.05 6.00 6.00 1.35 2.69 0.01 0.14 0.94 0.74 0.02 0.02
Fish and

livestock 1.98 5.64 3.48 8.05 10.11 7.27 4.83 9.29 9.44 16.06 5.47 4.60 10.60 18.18 7.68 15.50 .j:::.
0

Total nonfood 16.85 24.37 18.20 12.11 26.64 34.53 22.37 19.92 41.59 43.31 21.98 21.09 40.76 45.83 19.26 18.91
Energy and

fuels 8.74 6.79 10.87 -2.12 8.39 8.88 12.23 7.87 12.71 9.26 8.30 4.30 8.12 6.31 6.40 2.47
Consumer

goods 5.25 10.87 4.51 9.52 5.74 10.63 8.37 10.71 16.13 11.86 10.07 10.64 15.73 11.85 9.61 10.59
Services 2.86 6.71 2.81 4.71 12.51 15.02 1.77 1.34 12.75 22.19 3.61 6.15 16.91 27.67 3.25 5.85
Total 100.07 100.44 99.97 99.98 99.95 99.99 100.00 99.96 100.01 100.00 100.00 99.83 100.00 100.00 100.00 100.00

Source: Ahmed and Hossain 1990.
Note: Totals may not add up to 100 percent because ofrounding.
aThe narcotics included in this data are biri, cigarettes, betel leaf and nuts, tobacco, and jarda.



Table 9-Average budget shares for household expenditures, North Arcot, India

1973/74 1982/83 1983/84

Small Large Non- Small Large Non- Small Large Non-
Consumption paddy paddy paddy Land- Non- paddy paddy paddy Land- Non- paddy paddy paddy Land- Non-

item farms farms farms less agriculture farms farms farms less agriculture farms farms farms less agriculture

(percent) (percent) (percent)

Total foods 82.5 74.7 75.6 84.0 83.7 76.5 69.4 77.5 79.0 79.1 77.0 78.1 70.2 75.9 75.1
Foodgrains 63.9 53.7 59.5 65.3 65.2 50.2 42.9 46.3 50.6 44.4 33.6 37.2 30.4 33.0 33.2
Dairy and eggs 0.4 2.0 1.4 0.1 2.5 1.3 3.0 0.7 0.3 1.5 3.9 6.5 1.7 3.3 1.2
Meat and fish 1.8 2.1 1.1 2.1 1.1 1.2 1.8 4.4 3.2 2.2 5.6 5.2 8.2 7.1 5.2
Vegetables,

fruits, and
nuts 2.4 3.1 1.4 2.3 3.0 6.6 5.0 6.8 6.4 8.4 12.0 8.9 11.9 12.0 14.2

Oils and spices 10.5 9.3 8.9 11.3 8.7 15.2 14.1 17.6 17.5 20.0 15.5 14.6 11.8 14.7 14.4
Alcohol and

tobacco 4.5 5.4 4.2 4.3 5.3 3.4 3.0 3.9 5.2 5.2 3.4 1.6 4.4 4.6 6.9

Energy 1.4 1.3 2.6 2.9 1.7 1.6 1.5 2.6 2.0 2.2 2.1 1.8 2.1 1.8 1.6
Toiletries 1.6 1.4 0.7 1.4 1.0 1.2 1.4 1.8 1.5 1.1 1.5 1.2 1.3 1.4 1.2
Durables 0.3 0.9 0.1 0.1 0.1 0.2 0.7 0.9 1.0 0.2 0.7 I.2 1.3 1.2 0.4
Clothing and

.j::.-footwear 4.4 7.1 4.2 3.1 3.2 3.7 4.4 2.5 2.4 4.3 3.3 4.6 3.7 2.8 2.6
Personal services 1.6 1.8 6.4 1.4 1.6 1.4 1.3 1.0 1.1 0.9 1.3 1.3 1.6 1.3 1.3
Education 0.4 0.4 ... 0.1 0.6 0.4 0.8 0.5 0.3 0.3 0.1 0.4 0.3 0.2 0.3
Medical services 0.3 2.5 0.3 0.1 0.4 0.8 1.3 1.7 0.6 1.8 1.4 1.5 1.4 1.8 2.2
Transport 1.5 1.5 1.6 1.4 1.4 2.2 3.5 3.9 2.4 1.5 2.7 2.4 8.4 2.9 2.4
Entertaimnent 0.3 0.3 2.7 0.6 0.1 0.6 0.9 1.1 0.7 1.7 3.5 2.1 3.5 3.4 4.4
Religious and

social functions 1.2 2.7 1.5 0.7 0.9 7.8 7.8 2.5 3.1 1.6 2.9 1.7 1.7 1.9 1.5
Home

improvements n.a. n.a. n.a. n.a. n.a. 0.3 4.0 0.1 0.6 . .. 0.1 2.0 0.1 0.7

Source: Hazell and Ramasamy 1995, Table 3.15.
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Table IO-Expenditure patterns of households in underdeveloped and developed villages,
Bangladesh,1982

Underdeveloped villages Developed villages

Average Marginal Expenditure Average Marginal Expenditure
Commodity group share share elasticity share share elasticity

(percent) (percent)
Crops 67.0 56.5 0.84 62.9 45.0 0.71

Cereals 53.0 42.1 0.79 49.1 31.2 0.64
Pulses 1.1 1.3 1.24 0.8 1.2 1.56
Roots and vegetables 5.4 4.7 0.87 4.8 3.1 0.65
Fruits 2.1 3.4 1.62 1.9 3.0 1.57
Spices 3.4 2.9 0.84 3.7 3.3 0.91
Betel nuts and leaves 0.9 1.4 1.55 1.3 1.3 1.00
Rice husks and jute sticks 1.0 0.7 0.70 1.3 1.7 1.30

Forestry 4.1 3.2 0.78 3.1 2.7 0.88
hrewood 2.0 2.6 1.29 1.5 2.1 1.38
Leaves 2.1 0.6 0.30 1.6 0.7 0.43

Livestock products 4.4 5.7 1.29 4.0 6.4 1.59
Meat and eggs 1.6 3.2 2.00 2.1 4.4 2.10
MIlk 0.9 1.8 1.93 1.3 2.4 1.92
Cow dung 1.9 0.6 0.33 0.7 -0.4 -058

Fishery 3.6 4.3 1.19 4.4 5.3 1.22
Manufactures 16.7 22.9 1.37 17.5 22.7 1.29

Rural origin 9.5 12.4 1.30 9.5 10.3 1.09
Urban origin 7.2 10.5 1.46 7.8 12.4 1.56

Services 4.2 7.5 1.79 8.2 17.9 2.18

Source: Hossain 1988, Table 59.
Notes: Figures are derived from commodity-specific Engle functions estimated from household-level data. Parts may not add to totals because
of rounding. Leaders (...) Indicate not applicable.

Table II-Percentage breakdown of rural household employment by sex and by sectors, Bangladesh

Wage employment Self-employment Total employment

Sector Male Female Male Female Male Female

(percent)
Agriculture 18.74 3.36 39.20 66.60 57.94 69.96
Nonagriculture 18.34 13.41 21.22 11.92 39.56 25.33

Total 37.08 16.80 60.42 78.52

Source: Rahwan and Khandker 1995, Table II.



Table 13-Comparison of rural nonfarm sectors in Japan, Korea, and Taiwan, 1965 and 1987
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Source: Hossain 1988.
Notes: The figures in parentheses represent the share of the nonagriculture sector in employment.
"Does not include small rural towns; hence, the data are not comparable with others that include them.

83.5
38.5
78.0

Nonagricultural
income

29.7
35.0
25.6
9.8

62
(64)
42

(44)
33

(31)
24

(22)

1.53
1.95

2,961

1987

Underdeveloped villages

16.5
61.4
22.0

Agricultural
income

52.0
20.8
34.0

30.6
32.5
25.2
11.7

44
(43)
39

(36)
27

(20)
30

(25)

1.82
2.86

3,626

Nonagricultural
income

Developed villages"

1965

48.0
79.2
66.0

Agricultural
income

Medium (2.5-5.0 acres)

Small (0.5-2.5 acres)

Table 12-Distribution of land and income, Bangladesh, 1982

Item

Large (more than 5.0 acres)

Distribution of households (percent)
Landless (less than 0.5 acres)
Small (0.5-2.5 acres)
Medium (2.5-5.0 acres)
Large (more than 5.0 acres)

Wage rate (Tklhour) for males
Agriculture
Nonagriculture

Per capita income (Tk/year)
Share of household income derived from the

nonfarm sector (percent)
Landless (less than 0.5 acres)

Country

Japan
Korea, Republic of
Taiwan

Source: Lane 1996.

------------------------------
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Source: Jefferson and Rawski 1994.
Note: n.a. indicates not available.
"Privately owned firms employing fewer than eight workers.
b1ncludcs privately owned firms employing eight or more workers, joint ventures, foreign-owned firms, and other ownership forms.

Table 14--Characteristics of state and nonstate industrial enterprises in China

8.9
6.8

5.6
4.1

35.3

11.3

20.6
21.3
24.6
16.0

(thousand
yuan/worker)

Labor
productivity

n.a.
n.a.

n.a.

2,388

3,380

13,070
19,750
12,310
8,470

(yuan/worker)

Fixed assets

n.a.
n.a.

n.a.

3,052

4,670

19,142
30,080
17,620
11,760

Original cost Net value

61
25

2
3

202

110

4,110
9,851
1,492

256

Workers
per firm

5
80
28

141
120

167

825
261
304
263

1987
gross output

(billion yuan!
current prices)

State-owned enterprises
All state firms
Firms employing over 5,000
Other large and medium firms

Small state enterprises
Nonstate enterprises

Collective ownership
Urban collectives
Rural enterprises

Township
Village

Private ownership
Urban firms"
Rural households"

Other ownershipb

Category
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