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TO:
FROM.

SUBJECT:

WD BANK £ INTERNATIONAL FINANCE CORPOY  ON

OFciCE MizMORBANDUIvi
Mr. David Gordon, Dircctor, DFCD DATE: November 5, 1276

\,?ﬂn‘i.{ ilc',.-
lan Little and Mark Leiserson| ECD

Comments on Draft Paper on Employment and Swall Enterprise Development

1. At the Staff Level Review of an earlier draft of this paper
onc of the principal criticisms made was the unsatisfaclory manner in
which direct employment ¢reation was emphasized as providing the primany
rationale for the promotion of small enterprise development. Although
this draft is improved in thig respect it is still marked by some
confusion deriving from a failure to establish a clear versnective of
the way in which employwent considerations enter into the central issue
of the allocation of invesiment resources between and among large and
smull caterprises. The introduectiocs to the papex makes the clear state-
ment that the crux of the employment problem in LDC's is the ekgon sion
of real demand for lesser skilied labor relative to supply, in owder Lo
achiove an increase in rezsl wages and labor incomes. Despite this,
hovever, there recurs a fregquent emphasis on the objective of "jcb
creation" in the allocation of investment with no recogniticn that
policies focused on such an objective may in faet confliet with efforts
to ralse the real earnings of the poor, now and in the future. The
addition of the qualifying adjectives "productive" or “"remuncrative" to
the cmployment ohjective is of little help since it teands to empty the
employment criterien of operational meaning (how productive must the
employment be?) and ewades the relevant questions of how investmesnt
shoold be allocated.

2, . The paper at the outset and subsequently at various plzaces
throughout the text invokes a "labor sbzorption" model of development
and poverty reduction. From this is derived the objective of raising
laber intensity, and the inference that since small scale enterprises
are.mnra labor intensive than large scale enterprises there should be
more lending to small scale enterprises. Unfortunately, the non-scauitur
in this line of argument makes it a poor foundation for Lhe poliey and
program recommendations of the papca. The general averages relied upon
do not show that, for piven products; SSE is more labor intensive. Oue
can think of many cases where larger scale activities might well save
capital without reducing labor per unit of output-—e.g., larpge vs. small
shirt makers. More lending for ESE's may in many cases tend to rveduce
their labor dintensity, rather than enable them to expand either into

new markets {exports) or to get a larger share of the markets at the
expense of more capitel intensive oeperators. 1t perhaps needs stvessing
that to deterwine which are the most promising arcas for labor-intensive
small-scale enterprise expansion reguires much more rescarch.

3. Moreover, the “"labor absorption" model ie too crude as a
framework for guidelines on scetoral allocation of inveslwmani rescurces.
In particular it obscures the central issue of the relation between presond
and future, between short-term and louper-term ewployment and income

opportunities. In so doing it tends towsrd an emphasi -

is on "labiar dntensiis
as a separvate investnent eriterie which g dvconsstent with the goeneral
Framework of economic and prejoct analysis being developed in the Bank.
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This point has also been repcatedly made in comnnection with the capital/
labor ratio guideline proposed by the Urban Project Department. It is
to be noted that this paper appears implicitly to propose the proportion
of SSE in DFC lending as a measure of their poverty performance. This
would be an even more remote and unreliable measure of 'poverty-linkagc'
than the former., The paper does not address itself at all to the problem
of how DFCs and other intermediaries can be taught and induced to find
sub-projects which have high social yields (often but by no means always
because they are labor intensive). One would have thought that sowme
discussion of this central issue should precede a recommendation of
greatly increased lending to DFCs. 1In particular, the suggestion that
DFCs should extend lending to SS8Es at the same usually subsidized rate
of interest as applied to large firms, would hinder rather than promote
the search for labor intensity.

4. The paper does offer another, more convincing argument for
support of 35Es in pointing to the institutional and market bias against
SSEs. (One should note, however, that in South Korea and Taiwan these
biases seem to be as strang as anywhere and little has been done to
counteract them--far more has been done in India. Small businesses have,
nevertheless, mushroomed and grown fast despite high curb-market lending
rates and little institutional support.) The paper does not address in
any major way the problems of removing such biases. The main thrust is
to try to give small business as much access to subsidized credit as
large business: this is hardly removing bias, but simply altering the
dividing line between the advantaged and disadvantaged, quite possibly
worsening the position of the latter. No mention is made of possible
urdesirable effects, such as a reduction of savings or the actual harm
that added support through DFCs for small scale industry might infliect on
really small enterprises which are not reachable by this particular
"delivery system." Admittedly, the paper makes some suggestions concern-
ing new institutional approaches to the very small--but it must be
recognized that these would be small, tentative, and highly uncertain’
with regard to their success, Rather different detailed recommendations
might arise if the central questions the paper sought to answer were how
to improve capital warkets, what role the DFCs should play in such reforms,
and what favorable effects for capital spreading, and efficiency, might
result.

5, In summary, while we are on balance in agreement with increased
support by the Bank of small scale enterprises, we feel the case could
have been made better, and that more caveats are appropriate. More
attention could have been given to the problems of developing operational
eriteria which the DFCs could employ to improve their lending performance
in this area. And, finally, the paper could perhaps, have reflected wmore
strongly the extent of our ignorance about the kinds of small enterprise
activity it is desirable to promote. It is obviously not possible to
consider major revisions in the paper at this late stage if it were



Mr. D, Gordon - 3 = November 5, 1976

agreed that they might be desirable. However, we think the paper would
be improved by judicious cutting and occasional rephrasing to reflect
some of the concerns expressed above. We are returning a marked copy
of the draft indicating the minimal changes we would urge upon you.

cc: Messrs. Chenery Messrs. Streeten
Karaosmanoglu Chanmugam
Alter Rowat
Avramovic Hasan
Jaycox Renger
Anderson, D. i Mrs, Sekse
Thadani _ Mr. Hidalgo
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{ - TO:
FROM:

SUBJECT:

WORL.L NK £ INTERMATIONAL !'Il‘fN'lCITZ COI':.“(_’JEIATT“

OFFICE MEMORANDUM

Mx., Warren C. Baum e . DATE: Decémber 3, 1976
Through J. Chanmupqm, Aeting Director, DICD
Gary L. Hyde, Iﬁbl&jﬁﬁ’

PPPR Eunestiona Concerning the Role of SS8SE

L This note conveys quick responses to the six gquestions raised in
Mr. Chexnick's Fovembexr 29 memorendwn to Mr. MceNimaxra.

2y The first point is correct, in that the SSE paper makes no attempt
10 specify country-by-counltry expansion limitg hﬁyoz 1d which overall factow
effiecicncy losses wounld occur. The degree and rapidity of S8E expansion
likely to occur ag & result of increascd Weorld Bani involvement is mot so
great as to create anwiety over reach¢nm such linits during the next cevera
years.

.Ll

3. The second point is also correct, as stated in para. 1.07 of the
paper's Introduction. We cannot at this time pzoduo a lisl of spesific
activities which should be supporied in each of the borrowing member cowntriss.
fith the Bank placing greater emphasis on nore and better industrial sector
woxk, however, it ghould be possible to generate broad country guidelines
fairly soon--and then {to expund and refine them over a longer time pericd.

L. The third point is also acknowledged in pare. 3 of the Summa
para. 1.06 of the Introduciion, but vhich state that small firms tend
pro i:ﬂc aoods and services that are physiczlly andfor quelitotively differe
Irom those produced by large firms. It is admittedly uLjJLLnLI to cbiain
relizble data for one~on-une enterprise comparisons, isolating scale &ffze
ete.,, but the fact ig that such exercises may n@i be Vﬂjy helpAul for JLv

purpese of making general small/large COMmMETriso

5 The fourth point is not addressed in the poper, bubt as a generali-
zation it does not seem very likely. Meost manmufacturing S8Bs in the
developing countries produce goods that are sirpler, ]oﬁq gophigticoted, than

those produced by large fimis. W1“1r transformation of inputs into catputs
often involves only a few physical steps, whercas large Tirms may go through
many sisges to create a unit of final outout. %he goeds-in-procces component
of perpement working capital is therefore likely 1o be low, relative to thal
of large firmps. Most cbseivers also come away impressed with the frugaliiy-—-
albeit forced by CATCUT?L“WCC"—"O4 egmall business in texrms of raw naterial
ptocks and final goods inventories.

6. The fifth point ias mi;ﬁirnr%ed, gince the paper does not call fox
the replacement of bon“fltfgo analysis by a labor-intensity cexiterion. I
labor-intensive S3E venlure does not pass muster in teimms of the usual

a
fj.vlu-aj and economic measures of merit. it shouldn't be financed.

-

. B The sixth point iz Lcchnjcujly va]
tent. A notable choraetoristic of most s
\mgelﬂmm,ﬂndnf they were Tox
fives {lewving aside the Taet
Tive

id but limited in practical con-
X L3
i is tholr payment cf dow
rrow 4o pay the sume rates as Jnrge

thiad SHE lsbar ip wlten noi on A pai, gualila-~
Coyy ' I3 b » s .
Lyy walh Lhwd wsployed an Jaxge fiims) thexe wodld probahly Le a rash of

e
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buseness Sadllures.  Bab sinece sueh faslor-price equalization is vob dlikely to
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occur in the foresceable future, one should take advantage of the fact

that millions of desperate persons will leap at' the chance to work, even
for weges that are paltry relative to those carned by orpanized labor
elites. The possibility of improved SSE accecs to credit leading to
greater capital intensity rather than to expanded employment exists, of
course, but if shifting of this sort were to take place on an unmacceptable
gcale it would show up clearly and quickly in subproject documentation.

Ve would expect the typical case to involve both employment expansion and
gome capital deepening, and even if the incremental additions to capital
were to exceed those 1o lebor--ihereby increasing an cnterprise’'s capital
intensity relative to labor--the S5SE firm would still be likely to be more
labor-intensive than larger firms!

B. A1 these points were raised in a meeting with DPS on November 19
(the cleared minute is attached for reference),  and congidered by Mr. Gordon,
the principal author of the 88X paper. His conclusion, and mine, was that
the best way for, the Bank to becore truly knowledgeable about gmall entexr-
prises is to move ahead with an active program of operations. Research can
be done as we go along. I an sure that Mr. Gordon would recommend a PRC
meeting at the earliest possible date (see para. i of the attachment). To
the extent that DPS hes Turther ouestions they can channel them thaough

¥ir. Chenery in that forum, We would expeci DPS to move prompuly to foxmu-
late research proposals in the subject areas of concern, should the PRC
accept the report's action recommencdations.

Attachwment: November 19 memorandum
cc: Mr. David Gordon, ofx

-GLE/adh



TO:

 FROM:
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V- SUBJECT:

. O"FICE MEMCRAND! 'M

Mr, David L, Gordon, Dircctor, Dﬁ%f _ " DATE: Noveuber 19, 1976

Cary L. Hyde, Economic Aﬂviﬁerl§ y . A5 2
Meeling with Messrs., Burki and Loursen (1PR)
1. We met late yesterday aftermoon with Messrs. Buriii and Loursen

to discuss iheir draft memerendum concerning the SSE paper (said memo to
be sent by lir. Hag 1o Mr. Mellamara).

2. . It is their considered view thal the paper does not make a
convincing case for the greater emphasis on assistance to SSE advocated
in Chapter VI.

Fa Their recommendation is to postpone the PRC mecting, which ba
been expected to take place next week, pending the preparation of a
separale lssuee Paper. The Issues Paper would be distributed 1o PRC
nembers, with the 555 paper as background, and a mecting would ihen be
held in due course.

k. Ve strongly questioned the wisdom of further delay in going to
the PRC, voicing doubis that a few more weeks or months would permit any-

one to come up with definitive, empirically-based generalizations about

o558 factor superiority or inferiority vis-a-vis lerger fimma. Ve referred
to various passages in the S5E paper which bear on the subject (including
para. 17 of the Summary, paras. 1,06-1.08 of the Intzodvetion, paras, 3.07-
3.09 of Chapter I1I, and a1l of Annex 1), and siressed thai our proposals
call for continuous examination of indusirial and service acbhbivities in
order to identify ihose that scenm particularly well-suited to the SSE format.

.

B. Messrs. Burki and Leursen reaffirmed their pozition, however, and
indicated basic doubts concerning the prepositicn that credit and technical
assigtance to small enterprise dis the right way to tackle urban poverty.
They agreed with our comient concerning their 2bility to produce indisput-
able evidence in a fow wecks or months, and indicated 1hat the Tssues Papor
would rather be directed towerd spelling out why the SSE paper is not

persuasive--in part by presenling conlrary evidence,

6. You agreed, with great reluctunce, to accept their recommendation.
They will proceed to dzaft an Issues Paper, vhich will be cleared with us
prior to FRO &istxridbution. =

[} - 1\
e
Cleaxed by and copy to: Mr. Laursen
ce: HMessrs., Baum, Jaycox, and Buxki (o/r)
GlM:adh
- . *
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SUBJECT:

WORLD BANK / INTERNATIONAL FINANGE CORPORATION

OF ICE MEMORANDU...

Mr. Robert S, McNamara s ’ ‘ pDATE: November 29, 1976

S
Sidney E. Chernick, Acting Director, PP & PR\

Policy Paper on Employment and Small Enterprise Development .

1. The pelicy paper on "Employment and Small-Scale Enterprise
(55E) Development" prepared by the Development Finance Companies
Department is attached, together with the minutes of the staff level
discussion of an earlier draft.

2. The paper contains a large amount of wvery useful informa-
tion, theoretical and empirical, on the subject of SSE-development, Its
main recowmmendation is a greatly expanded emphasis on assisting S5Es on
the grounds that (a) past policies and institutions have discriminated
against this sector and in favor of larger firms, (b) this sector has
been mneglected by the Bank, (c) a vigorous SSE gsector is believed to be
necegsary to help create productive employment and to improve incomes for
the urban poor at a reasonable cost. "
3. I should like to draw your attention to a number of questions
that remain regarding the role of SSE:

(i) The paper is inconclusive with regard to the actual
scope for an expansion of 58SE without incurring a loss
in overall factor efficiency.

(ii) The paper does not offer specific operationel criteria
as to which SSEs should be supported.

(iii) It is_not clear that small firms are necessarily more
capital-saving for any given product than large firms.

(iv) While on the average the small firms economize in fixed
capital, the inclusion of working capital requirements
would tend to reduce or might even eliminate this advantage.

(v) While a convenient first approximation, "labor intensity"
should not be a separate investment criterion; it ignores
the efficiency of all factors of production together,
present jobs may be expanded at the expense of future jobs,
and it does not consider the distribution of incomes generated.
To assess the overall return requires a more comprehensive
social cost/benefit analysis.

(vi) Large and small firms co-exist in part because interest
rates are low for the former and wage rates (and incomes
from self-employment) are low for the latter. Giving small
business greater access to credit at reasonable interest
rates could increase the capital-intensity of small firms
rather than induce them to expand employment.



U

Mr. Robert S. McNamara ) November 29, 1976
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I suggest that these questions, in particular (ii) and (vi), be further
considered in the light of ongoing operational research in the CPS.

4. We would recommend that a PRC review should be held on
this paper so as to have an adequate feedback on the direction of policy
and further work in this field.

Cleared with and cc: Messrs. Gordon
van der Tak

cc; Messrs., Chenery

Baum
Karzosmanoglu

Attachments



INTERNATIONAL DEVECLOF i INTERNATIONAL BANK FOR ' INTERNATIONAL FINANCE

ASSOCIATION RECONSTRUCTION AMD DEVELOPMENT CORPORAT I O,
OFHCE MEMORANDUM
TO: Mr., David L. Gordon, DFC Department DATE: April 14, 1976

FROM: H. Kaneda, ECDER_]%&'

SUBJECT:. Comments on Draft Issues Paper, Employment Creation, Small Enterprise

Development and the Role of Intermediaries
-

178 1 welcome the draft issues paper for its timely attention on

the range of issues it raises in the ways in which the Bank may intervene
in small-scale enterprise development. I am aware of the fact that the
scope of this draft is limited by the fact that the specific institutional
instrument of intervention being advocated is the financial intermediaries
and DFC's in particular. Nonetheless, I think it important to raise at
least two basic, but essentially interrelated, questions at this time in
order that we may focus more sharply on the possible Bank intervention
alternatives and also that we may improve upon the draft's analytical
framework for small-scale enterprise development.

Pitfalls in the Analytical Framework-

2. I think it unfortunate, although quite understandable, that we
cast the major questions at issue in terms mainly of the two familiar
factors of production, labor and capital, and also, with regards to the
size of operation, in terms of the dichotomy of large/medium scale on one
hand and small-scale on the other. Even if we are initially well aware

of this being undertaken for the sake of simplicity, what starts out as

a convenient simplifying procedure will soon tend to become a rigid frame-
work within which analyses get confined and the richer results that may be
obtained otherwise will be foreclosed. The draft suffers from this common
phenomenon. Let me illustrate some as follows,

3. One very important premise of the paper is that small enterprises
are less "capital-intensive" than large ones in terms of capital-labor
ratio. Aside from the enormous variance one often observes in such a
ratio among "small-scale enterprises'" (depending on the way capital is
measured, the hours and the number of shifts of work, the degree of
capacity utilization, etc.), one cannot escape from the problem of defining
the factor capital as well as the size in the context of such a statement.
The problem of course is more than just semantic, as there are physical
capital assets (buildings, land development and auxiliary facilities such
as utilities, transportation, etc., as well as more familiar production
equipment) and also human capital that are often neglected in the con-
ventional factor intensity calculations. That smaller enterprises have
less capital per worker than larger ones is usually true, if production
equipment alome 1s taken into account. It 1s no longer true, however,

if buildings, land, and auxiliary facilities are taken into account and

if one begins subdividing the small enterprises by size further into finer
categories, Thils empirical observation has important policy implications.
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4, If one were to proceed with the hypothesis adopted in the
draft that the smaller enterprises are less capital-intensive than the
larger, one would favor fostering small enterprises for the sake of the
maximum employment creation per unit investment. But, then, soon it

1s realized that some forms of intervention is necessary for this to be
achieved. Usual metheds of intervention are such as "credit provision
to small enterprises", "provision of sites and services", and "extension
and technical assistance''. By the time the amounts of capital in its
various forms (including those provided in intervention) are added
together and the total resource use per unit of output is computed, one
may find that small enterprises fostered in this way may very well require
more capital and labor per unit of output. Of course, this means that
this particular method is a rather costly means of employment creation.

By It has been known of course since some decades ago that this type
of simple-minded factor-intensity rule for investment allocation is deficient.
And yet, a variety of sins have been committed in the name of other invest-
ment criteria that favored investments in larger units. The draft issues
paper as well as many other recent pieces performs invaluable service in
emphasizing the need to allocate resources to directly benefit the hitherto
neglected group of low-income, often less-than-fully-emploved, people.

As the draft paper points out, however, the conventional intervention wvia
credit provision and/or other input provision schemes (as pointed out in
the paragraph above) are more costly by wvirtue of the fact that there are
many small units (and the attendant higher costs of credit administration,
difficulties of securing collaterals, higher risks, etc.). In order to
overcome someCfhese difficulties new institutions and organizaticns
(notably "cooperatives'" and "associations") are invented/fostered/imposed.
If these institutions are not financially costly, then often are in terms
of their intensive demand for scarce human resources inputs, Thus, a
project that is successful in the pilot stage often turns out to be a
failure when expanded to a larger scale, as the human capital is thinned
out and improvisation/innovation becomes sluggish with the bureaucrati-
zation of the relevant institution/organization. (In this respect, it is
very similar to the experience of rural development projects.) The point
is that although it can be done by way of "institution building" the
management/organization problems cannot be skirted around.

6. One often neglected aspect of small scale enterprises is the
importance of "external economies'. By virtue of the fact that they are
small most small enterprises are prevented from expleiting internal
economies of scale. But, they know (by experience) that there are external
economies to be exploited in certain locations (often smaller urban centers
in contrast to large metropolises). Often artisans, craftsmen, small
traders, etc. are pushed out of their traditional locations as they are
beaten in competition with the products of their urban counterparts (much
larger, better equipped, in capital and machinery, better protected by the
government) and those of foreign suppliers. They move to (and congregate
in certain streets of) small local urban areas to profit from exploitation
of external economies, which may very well be in the forms of: (a) Access
to inputs, especially imported components, components that need a greater
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degree of integration of production for efficient production, and
components for which "local, social division of labor" can develop

in small urban areas; (b) Access to skilled, semi-skilled workers

in the trade; and (c) Being able to keep abreast of the markets (of
both inputs and outputs) and the technical knowledge in the trade.
There are many examples of this in history and iIn currently developing
areas of the world. ~, .

-

Merits of Small Scale Enterprises

7 I shall not belabor a variety of points that can be made on the
relative merits of small scale enterprises depending on specific constellation
of product and factor/resource endowment, the developmental phase of

markets, communication/transportation networks, technology and entre-
preneurship and other factors. I shall, however, call your attention to the
following set of propositions derived from a study of small-scale industry

I conducted with my colleague in the Pakistan Punjab,*

This growth industry, concentrated in various centers

around the Punjab region, attracted cur attention because of
three important considerations: (1) It is a clear and
specific example of industrial/agricultural interaction;
that is, agricultural growth has generated demand for output
of the domestic manufacturing sector, and contrariwise, the
supply of agricultural inputs has been the sine qua non of
the "Green Revolution'" in West Pakistan. (2) The industry
is truly small scale and has been a vehicle marshaling
indigenous "minor" savings/investible funds, for the
development of entrepreneurial and managerial talent,

for training of skilled and semi-skilled labor, and for
application of new (for Pakistan) technology. (3) The
development of the industry occurred spontaneously, with

no subsidies, no tax concessions, no special credit arrange-
ments, no technical assistance or even recognition by official
agencies,

One of the most important merits of the small-scale industry in the Punjab
(both in Pakistan and in India) as we perceived it, and I think relevant

to the problems at issue here, lies in the marshaling/utilization of
indigenous, personal (or family) savings that would otherwise have remained
idle, or perhaps would have been '"wasted" in litigations, ceremonies, or
feasts.

8. The relevance of the preceding paragraph is obvious. It is
worthwhile to consider, at the time of credit provision, or for that matter
when we attempt to foster small-scale enterprise by direct infusion of
resources, whether we may just be substituting for some resources that
would otherwise have been mobilized, rather than complementing them.

* "Links to the Green Revolution: A Study of Small-scale Agriculturally
Related Industry in the Pakistan Punjab," EDCC (Jan. 1955), pp. 249-
275, with F. C. Child.
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Furthermore, once we accept the proposition that small-scale enter-
prises utilize the "idle" hoards of individuals and families and that
the opportunity costs of such hoards are lower than investible funds
elsewhere, it follows that apparent inefficiency in the resource use

by the smaller of small-scale enterprises is not a sufficient condition
for discouraging theif development. In the same token, however, it
follows that so long as the development of small enterprises requires
the provision of credits (that displace the indigenous savings), factory
sites and infrastructure specifically for that purpose, and so long as
production facilities in the industrial sites are not operated at capacity,
this particular apprcach to industrialization and employment creation
would be a costly one indeed.

9, One minor technical point that may be helpful in improving

the draft has to do with the statistical analyses in Annex 1. For
instance, Graph #1 shows the correlation coefficient to be 0.7 whereas
in the text discussion R? is said to be .7. Which is true? Similar
confusion is repeated over and over again in all the regression analyses.
Of course, if the correlation coefficient (R) is .7 then the coefficient
of determination (Rz, unadjusted for the degrees of freedom, I presume)
has te be .49, which says that only 49 percent of the variations in the
dependent variable is "explained" by the wvariations in the independent
variable chosen (on the basis of the statistical hypotheses assumed).
Whether this is a "surprisingly good fit" or not depends on what one
means by the phrase.

10. This set of comments is - already too long. I would have liked

to comment on some of the alternatives to the specific institutional
instrument (DFC's) that you have chosen. That the draft itself ponders this
aspect of the problem is quite clear. And, as I mentioned in the beginning,
the scope of the draft is limited by that which the authors chose. None-
theless, it seems worthwhile to ponder more seriously the question whether
or not DFC's are a good institutional instrument to go about fostering
small-scale enterprises relative to other avenues open to the Bank's
possible intervention in this matter.

cc! Messrs. Loeschner Baum
Burki Christoffersen
Anderson, D Goderez
Barry, N. _ Maecda
Bhatt Steele, D.
Leiserson Thadani
Little, I Weiss, C.
Webb

Stoutjesdijk



TO:

FROM:

SUBJECT:

INTERNATIONAL DEVEL OFRMENT ITRCTERMAL IONAL BANK FOR INTERNATIONAL FINANCT
AGBOCIATION RECONSTRUCTION ANMD DUVELOPMENT CORPORATION

OFICE MEMORANDUM

Mr. Ravi Gulhati, ECDIDR DATE: April 14, 1976
Donald B. Keesing, ECDND D (.
DFC Issues Paper on "Employment Creation, Small

Enterprise Development, and the Role of
Intermediaries"

-
-

T Apart from remediable flaws this is in my opinion an excellent
piece of work, doing great credit to the DFC Department.  The paper 1is
boldly imaginative, yet rich in specifies, illustrative evidence and
thoughtful qualification.

2. Throughout most of the paper, with the exceptions noted below,
I find myself either provisionally persuaded or else in strong agreement
with what is said. On the whole I like the thrust of the paper,
particularly the action program.

3. Tt seems to me there is an opportunity and challenge for our
Department here, because a vigorous SSE program along the lines suggested
would create pressures for related research in three or four of our
Divisions. Bank DFC specialists would need help in evaluating what is
being learned. The Public and Private Finance Division, among others,
could potentially play a major role in systematically exploring the
lessons and problems of DFC lending for SSE development.

L. One weakness in the paper deserves criticism: conflicts between
the objectives of employment and output are not acknowledged, addressed or
resolved. Small enterprises generate more employment than large enter-
prises, for a given investment: this means that capital/labor ratios are
lower in SSE. But what about output/labor and output/capital ratios?

As the paper says on page 9, studies-show that "small firms in contemporary
developing countries use less capital per man, produce very much less
value-added per man, and pay lower wages per man, than large firms."

Where output per worker is much lower, the result can be that capital/
output ratios are higher (and yields from a given investment lower) in SSE;
in this case, both labor and capital requirements per unit of output will
be higher in SSE than in large enterprises. This would be generally true,

in fact, using technology that "twrns back the clock." 1In 1900, as the
paper says, today's industrial countries had mostly 3$3E; in those days
they had no employment problem! The same was true a fortiori in today's

developing countries.

5. I have argued elsewhere that describing today's problems of
poverty and unequal distribution as due to a lack of '"productive employment™
is deceptive and basically incorrect. Without going into that again, let
me point oult that labeling SSE employment '"productive" does not solve the
problem. Any country, by choosing low productivity methods and turning
the clock back far enough, could achieve full employment. The difficult

724
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trick is to get high output per worker and still achieve full employment.
SSE development may be an important means toward this end, since small
enberprises do play a huge role in the advanced industrial countries.

But to an important extent, the main argument for S5E presented in the
paper is misleading and spurious. The central problem is nol only ducked;
it may have been overfooked. A big, low productivity SSE scctor alongside
a small, high productivity sector spells income inequality and low output
per head. Does the Bank want its lending program to perpetuate economic
backwardness? This becomes a danger if the yardstick for our SSE program
is to be employment creation. As Mr. Little would say, "that is
Neanderthal economics."

6. Scattered references to DPS (e.g., on pages xii, 48 and 6.4)
suggest a reliance on us for research, but propose that our research be
intimately related to the practical experience and problems of the SSE
program as it unfolds. I would favor making this one strand in our
research, but I don't think it should be our main focus.

7. Another contribution that we can make is not discussed, but it
should be. Its omission is intimately linked to the lack of any output/
productivity/ efficlency dimensions in the paper as it stands. This is the
need to study the spectrum of sizes and types of organization of enterprise,
activity by activity, to see what types and sizes of enterprises make most
sense, exactly how and in what circumstances large and small enterprises

are complementary, and what types of SSE development are called for by
market demand, not simply as a means of creating employment, but in order

to deliver modernization and efficiency in balance with other objectives
such as equitable distribution and employment and eradication of poverty.

As a complement to this we should study what sorts of technology and
technology policies make sense. If I understand correctly what Messrs.
Westphal and leiserson are proposing, they plan to undertake research

along these lines. Such research would be highly complementary with the
SSE program proposed by the DFC Department. The fact that their paper does

not adequately reflect (and they may not fully grasp) the output/productivity/

efficiency dimensions of their subject seems to me a compelling argument
for ow doing research that will bring the issues and answers into focus.

DBKeesing:pJ

cc: Mr. Avramovic
Mr. Little
Mr. Shepherd

ECD Division Chiefs
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TO Ravi Gulhati, Director, ECDDR DATE: Rprdl 1y 1976
FROM: y  u  Buats, Chief, BCDPFYH

SUBJECT: nimments on the paper - Brployment Creation Small Interprise
Developnent and the Hole of Intermediaries
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1. T agree with the following points made in the paper:

(i) Government pclicies by and large have discriminated against
small enterprises;
(ii) The financial institutions are not oriented towards the
provision of financial and technical services to this sector.

(iii) World Bank should try to reorient IDC policies towards
correcting these biases in the policy framework through tailoring its
lending program in favor of financial intermediaries that can provide
effectively and at reasonable cost financial and technical assistance
to small enterprises.

2 I, however, do not agree with the following propositions:

(a) A11 swall enterprises are labour-intensive;
and (b) Small enterprise development would necessarily redistribute
incomes and assets in favour of the poor.

Some studies made in India indicate that capital intensity
(Fixed plus working capital as proportion to labour force) is nob
necessarily Tower in small enterprises; the paper takesonly fixed
capital/labour as an index of capital intensity. Again, the small
entrepreneurs in the modern sector in their origin belong to the
upper five percent of income and wealth bracket.

3 The real question, then, is that of identifying such small
enterprises which are labour-intensive and which can help the poor.

There is no requisite instituticnal framewerk which has epecialised

in this task in the IDCs.

l. Further, after such project ideas are identified, the real
task is to inquire: What specific organisational and technology changes
would make the potential projects viable. There are traditional small
industries that are potentially viable provided they are an integral
part of a larger organisaticnal set-up -- with the functions of procure-
ment of materials and marketing of products. Scme substitute for the
putting out system is essential for their growth.

Again, some small production units can be potentially viable
provided their technology is upgraded. There has to be a design engineering
set. up which cencentrates on this problem.

Further, there is the question of relevant information on
technological possibilities -- this requires search or research; for
one must know what questions to ask to those who may have this infor-
mation or even to search the possessors of such infermation.
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I do not believe that the type of technical assistance envisaged --

even the nature of Technology Referral. Service —-- is adequate for this
purpose.
B Credit is a Problem; but the basic problem of small enterprise

promotion is much more complex than is made out in this paper. In parti-
cular, small enterprise promotion would require:

(a) Identification of Project Ideas

(b) Upgrading of traditional technology

¢) Search for relevant modern technigues

(d) Entrepreneur training programs

(e) Coordination of agencies dealing with a to d with
financial institutions/agencies purveying credit on
terms and conditions tailored to the requirements of
small enterprises and performing effective good
monitering function.

Without these, mere establishment of credit/techmical service
provision institutions may create further distortions in the economic/

financial structure.
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FROM:

SUBJECT:

WORLD BANK / INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM |

Mr. Robert S, McNamara , DATE: November 29, 1976

Sidney E. Chernick, Acting Director, PP & PR, '

Policy Paper on Employment and Small Enterprise Development

1. The policy paper on "Employment and Small-Scale Enterprise
(SSE) Development" prepared by the Development Finance Companies
Department is attached, together with the minutes of the staff level
discussion of an earlier draft.

2 The paper contains a large amount of very useful informa-
tion, theoretical and empirical, on the subject of SSE-development. Its
main recommendation is a greatly expanded emphasis on assisting SSEs on
the grounds that (a) past policies and institutions have discriminated
against this sector and in favor of larger firms, (b) this sector has
been neglected by the Bank, (c) a vigorous SSE sector is believed to be
necessary to help create productive employment and to improve incomes for
the urban peoor at a reasonable cost.

3. I should like to draw your attention to a number of questions
that remain regarding the role of SSE:

(i) The paper is inconclusive with regard to the actual
scope for an expansion of SSE without incurring a loss
in overall factor efficiency.

(ii) The paper does not offer specific operational criteria
as to which SSEs should be supported.

(iii) It is_not clear that small firms are necessarily more
capital-saving for any given product than large firms.

(iv) While on the average the small firms economize in fixed
capital, the inclusion of working capital requirements
would tend to reduce or might even eliminate this advantage.

(v) While a convenient first approximation, 'labor intensity"
should not be a separate investment criterion; it ignores
the efficiency of all factors of production together,
present jobs may be expanded at the expense of future jobs,
and it does not consider the distribution of incomes generated.
To assess the overall return requires a more comprehensive
social cost/benefit analysis.

(vi) Large and small firms co-exist in part because interest
rates are low for the former and wage rates (and incomes
from self-employment) are low for the latter. Giving small
business greater access to credit at reasonable interest
rates could increase the capital-intensity of small firms
rather than induce them to expand employment.
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I suggest that these questions, in particular (ii) and (vi), be further

considered in the light of ongoing operational research in the CPS,

4, We would recommend that a PRC review should be held on

this paper so as to have an adequate feedback on the direction of policy
and further work in this field.

Cleared with and cc: Messrs. Gordon
van der Tak

cc: Messrs. Chenery

Baum
Karaosmanoglu 4

Attachments
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T0: Mr. R. Gulhati
FROM: Douglas Keare, Anna Sant'Anna and John English

SUBJECI': Preliminary Points on the DFC Issues Paper

-

: * The paper contains a greal deal of material and covers a ver

.- . ®

wide range of issues rélaﬁéd‘to the development of small scale enlerprises.
However, the result appears in many respects to be toc broad in scope and
to be somewhat diffuse as a result.

5 . The case for assisting small enterprises appears to be argued

on too broad a level, and tends to lead to the conclusion that emphasis on
SSE will solve almost all problems, e.g., in particular para. (vi) in the
Summary. The body of the text is not very illuminating in supporting this
summnary paragraph and many of the points are legitimately areas for
research rather than arguments which support SSE developmentis,

3 For example, the use of national or regional intermediary organi-
zations, which will inevitably have limited staffing,will mean that these
institutions will only be able to servé existiﬁg entreprensurs, While some
efforts may be made through cooperative, handicraft organizations etc.,
these will be essentially peripheral, in terms of lending and likely
impact. Especially in more rural environmenis, lending to existing entre-
preneursuwill mean that principal benefits will be obtained by those
already better off in the community. This is not to argue thal such efforis
should not be supported, but to note that "interpersonal and inlerregional
income inequalities" may well not be reduced. Effectively, in these situ-
ations we are likely to be operating in a manner which we have been trying
to.move away from in agricultural projects, i.e., supporting larger-scale

"enterprencurs. Given the difficulties of establiching fimance and support
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systems, this 1s inevitable, but it would be betier to bring this oul
front rather than pretend otherwise. -

ly. The principal goal of the paper is not really clear. Is it to
be a paper for managemenC decision as to scope and composition of lending
for SSE; to indicate to stalf “involved in SSE work issues and direchions
which might be explored in formulating projects (or subprojects); or to
provide a background to the Fresident's letter 1o DFCs "explaining the
Bank's new emphasis"? It does not seem to £i11 any of these needs.

5. " Some sort of structural clement seems to be needed, e.g.; a
counhrﬁ typology, which could form the basis of a discussion of types of
approaches which might be considered in different country groups.

6. Similarly, many of the ideas presented would not themselves
form the core of an SSE project. Combining a number of them would resvlt
in a @iffuse project with major management problems. Could a division of
some sort be made between (a) scope and organization of DFC SSE projects,
and (b) the scope and organization of SSE compenents in rural, urban and

other non-DFC projects.

T This type of approach, narrowing objectives and providing a
typology or structure, might lead to some ordering of priorities for the
Action Program. For example, the 12 topics for Study or Guidelines provide
a formidable agenda for work. Some guidance is needed on where to start.
presumably Jtem (22), analyzing what types of incentives for SSE have

high potential pay-off, is a higher prierity than Ttem (2L), investipgating

the "curb-market".
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8. On more specific points, the summary does not always provide a
very good reflection of the text, e.g., para. (xviii) refers to "orgunived
municipal and rural services". In the main text this appears actually to
be contracting serVices}'e.g., contract ploughing, spraying, refuse col-
1ection.: Similarly, pérqzw(vi)_is not really elaborated upon bul is
essentially repeated in pé;a: 2.23 where it is clearly a minor addition to
the main argument.

9. Similarly, some of the examples appear not to be well chosen.

For example, although the Nicaragua S & S project contained credit for
SSEs, the cutoff point was very high. As a result, the bulk of SSEs
existing before the earthquake were not coﬁered and many have never been
able to get back into business.

10. While we agree ﬁith the general point that projectis should not
have to wait upon sector work, this point may have been slightly overdone.
The paper points out the frequent symbiotic relatimship between large

and small enterprises. Are, in fact, those constraints which hinder the
development of S5SEs predominantly tho;e which'can_be overcone by project
approaches through intermediaries? Projects will only benefit directly a
very small proportion of enterprises. In many circumstances a much greater
impact, mﬁght be made through appropriate poliéy changes. To what extent
are we willing to make these conditions of lending?

il. In principle, we have no real difficulty with the housing ideas. ,)
However, the implied approach seems to be through S & L type institulions
and we would query whether in fact these could serve as a niclcus for

financing housing constructien for the bottom 1O percent. They certainly

don't in most developed countries. Consideration is being given in some

curront urban projects to the proposed elements, e.g, Pakistan and Zambia.
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SUMMARY

i In most developing countries only a fraction of the annual additions
to the labor force can be employed productively in agriculture, and the
meager availability of capital severely limits the number of new non-farm
Jobs that can be created so long as investment costs per job continue at
levels typically associated with modern industry. An effective development
policy should therefore seek to increase the demand for labor as an input
in production processes, relative to capital, to the extent compztible with
overall sconomic efficisncy.

2. A number of general studies, supplemented by specific case studies,
suggest that the efficient substitution of labor for capital is possible over
a broad spectrum of manufacturing activities. In many LDCs, unfortunately,
the tendency has been to prefer capital-intensive procedures as a result of
the prestige and promotion of advanced-country technologies, ignorance of
alternatives, high-income-consumer preferences for impert-squivalent goods,
difficulties in dealing with large numbers of inexpserienced workers, and
government policies that tend to favor capital use. These same influences
affect non-manufacturing activities as well.

3. Small scale enterprise (SSE), comprising (a) small but relatively
modern manufacturing industry, (b) organized non-manufacturing activities
such as construction, transportation, and trading, and (¢) traditional or
"informal" activities, is generally labor-intensive compared to larger
organizations. Small manufacturing fimms clearly generats more dirsct and
probably generate more indirect jobs per unit of invested capital, on the
average, and service activities usually exhibit even lower capital costs.

Such generalities cannot be pushed too far, since reliable data for making
rigorous comparisons on an enterprise level and for an identical product

are very scarce. OSmall firms tend to produce goods and services that are
physically and/or qualitatively different from those produced by larger firms.
The observation that SSE is generally labor-intensive is nonetheless well
grounded in fact, and in many activities where the optimal size of production
unit or sales outlet is small the most efficient form of business organization
is the small firm.

k. SSE provides productive outlets for the talents and energies of
enterprising, independent people, many of whom are not well suited to work

in large organizations. OSmall firms often flourish by serving limited or
specialized markets that are not attractive to large companies. They provide
a seedbed for entrepreneurial talent and a testing-place for new industries,
thereby supplying dynamism and ccntributing to competition within the economy.
They enhance community stability, have less adverse impact on the physical
environment than do large factoriss, stimulate personal savings, promots
agro-industrial linkages and improve rural welfare, and generally raise the
level of popular participation in economic activity. In many countries small
firms furnish parts and sub-assemblies to large firms at considerably lower
unit costs than would prevail if the latter were to absorb the function. A1l
things considered, there is definitely a role for SSE in most sconomic systems,
just as there is for medium- and large-scale business organizations.

P
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5. Small enterprises have weaknesses, of course, some of which can

be overcome by the intense pesrsonal commitment of their owner-managers but
others of which are hard to correct without outside help. Specialized
management is rare in SS5E, and one perscn is usually responsible for
production, administration, finance, marketing, and numerous other functions
which would normally be distributed over several persons in a large firm.
Apart from inherent weaknesses, moreover, small firms face a number of
artificial disadvantages, relative to larger firms, in most countries. The
better managed firms find market niches and generate surprising amounts of
investment resources for themselves, but often lack access to institutional
credit and government facilities. The numerous artisan and infermal activities
depend on middlemen and moneylenders for supply and marketing servicés as well
as for credit; these services are very costly and often restrictive. Infra-
structure facilities are often deficient, and public programs for the pro-
vision of technical and marketing assistance rarely reach the small fim.

6. It follows from the preceding discussion that in addition to
"ggtting the prices right," by removing or reducing pervasive factor-price
distortions which cause business in general to favor capital-intensive
products and processes, special efforts are in order ito help small fimms
overcome their weaknesses and aexploit their natural advantages. Such
efforts include, inter alia,

(a) directing institutional procurement to SSE, or at least making
it easier to compete therefor;

(b) encouraging sub-contracting by large firms to small firms;

(¢) developing industrial estates, especially those which stress
linkages among large and small firms, and providing joint services
and technical assistance to homogeneous SSEs;

(d) broadening the lending coverage of conventional Development Finance
Companies (DFCs) to include construction, transportation, trade,

repair facilities, perscnal services, and other activities;

(e) providing working capital, which often is needed as much or more
than fixed-asset financing; and

(f) devising alternative means of loan security that are acceptable to
lenders and feasible for borrowers.

T The ability of most DFCs to influence client firms' choice of
technology is limited, but they may usefully attempt to

(a) identify, and assist ciients to exploit, opportunities for sub-
contracting;

(b) give explicit weight to labor intensity in subproject appraisals,
and discourage unnecessary capital intensity;

(¢) facilitate access to knowledge of alternative technologies; and

(d) finance the adaptation of technology to local conditicns.
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8. Despite increasing interest and investigation in many countries,
solid and up-to-date information on technology alternatives is not always
readily accessible. It is recommended that the Bsnk sponsor, on a trial
basis, a clearinghouse for such information, linking Bank-assisted DFCsg
with international technical data and research resources. National agencies
for technoleogy information and adaptation also deserve support.

9. Apart from DFCs, other entities which may be used to assist SSE include:

(a) commercial banks, which normally have wide centacts and fairly simple
loan procedures but which also tend to bs very cautious and conventional
in cutlook;

(b) investment companies, which can provide essential seed capital;

(¢) mass-oriented intermediaries such as workers' banks, credit unions,
savings and loan institutions, etc.;

(d) cooperatives, which are hard to organize and maintain but which
offer great potential as channels for credits, guarantees, collections,
delivery of technical assistance, joint procurement and marketing, etc.;

(e) middlemen and moneylenders, pending the evolution of effective
institutional alternatives; and

(f) institutions involved in integrated programs of urban and rural
development, incorporating SSE credit and technical assistance.

10. The savings potential of SSE deserves special emphasis, and should
be encouraged in all programs affecting this sector. Attractive deposit
interest ratss and other incentives to save should be featured in popular
credit programs.

11. The delivery of finance to S55E needs to be coordinated with the
provision of technical assistance, and in view of the diversity of SSE nseds,
the design of delivery systems should vary according to circumstances.
Artisans and Informal sector people are especially hard to service, unless
there is a concentration of very similar activities. In many situations the
need is to devise institutional delivery systems which simulate the positive
aspects of the middleman/moneylerder system, while avoiding the more
exploitative featurss,

3z, It generally costs mors per unit of assistance delivered and credit
extended to SSE than is the case with larger businesses. The credit risk may
accordingly have to be underwritten, ai least for a time, by partial government
guarantees. The cost of such guarantees, and of general technical assistance,
ought to be distinguished from the cost of money, and either counted as pro-
motional expense to be paid by government or passed on te the SSE beneficiaries.
The interast rate to SSE clients should not be less than that charged to larger
clients, and should be significantly positive in real terms. In view of their
relative lack of sophistication about such matters, SSE clients should be
permitted to pay a fee and let govermment carry foreign-sxchange risks.




-iv-

L3, Bank/IDA commitments for DFC projects during FY1972-76 totalled
about $2200 million; only about 3100 million of this amount was explicitly
for SSE, almost all since 1973, but other DFC and some industrial estate
projects also assisted small firms to an amount estimated at $80 million
more. For the future, it is recommended that substantially greater emphasis
be given to SSE, and that appropriate technology choices be encouraged for
every scale of operation.

1k. The Bank's country economic and industrial sector work should
stress the importance of correcting policies which tend to encourage undue
capital intensity in investment and to inhibit SSE development. It is
proposed that the President write to DFC managers and their governments,
expressing the Bank's concern for employment/appropriate technology/SSE
development, informing them of the propesed Technology Referral Service,
soliciting constructive suggestions, and emphasizing the importance of a
favorable policy environment.

15. Tentative lending targets for FY1977-81 are suggested which would

(a) boost the dollar value of SSE lending (defined as lending to firms
classified as "small" in their respective country, subject to a
maximum fixed asset limitation of #50,000 in 1976 prices) from
an estimated $115 million in 1977 to $330 million in 1981, an
increase from 15 to 30 parcent of total DFC commitments;

(b) initiate at least ten experimental projects in the informal sector,
for at least 350 million, involving new types of intermediaries or
approaches and an average cost per job below $1,000;

(¢) initiate at least eight industrial estate projects with provision
for SSE, lending at least $0 million; and

(d) seek to direct at least a third of total DFC lending into subprojects
the benefits of which will accrue to the urban poverty target group,
as defined by and in accordance with the guidelines and country
parameéters currently under preparation in the Bank.

16. Assistance to SSE may require some adjustments in Bank lending
policies, including "

(a) greater flexibility in financing local currency costs;
(b) more liberal financing of working capitalj

(c) drastically simplified criteria and procedures for subproject
appraisal; and =

(d) the passing on of Bank/IDA funds to DFCs and other intermediaries

at lower than normal interest rates, on occasion, while maintaining
gignificantly positive real rates to final borrowers.

New types of intermediaries (some already being explored) will be used.
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17. Although increased Bank assistance to SSE is expected to lead

to significant benefits in terms of broadening employment and income
opportunities among the urban poor, the magnitude of the problem is so
great that our impact will bs quite modest. The Bank's ability to give
timely and penetrating policy adwvice may well be of much greater importance.
The conclusicn of this paper, nonetheless, is that the Barnk can and should
proceed without delay to give support to SSE in the developing member countries.
The basic rationale behind this conclusion is that SSE plays a major role in
providing employment and income to the urban poor, and that past neglect and
policy bias need to be corrected in order to give small enterprises greater
opportunity vis-a-vis large firms. The paper provides scme evidence that
this support for SSE, invelving the provision of credit and technical
assistance, need not entail unacceptable costs in terms of owverall factor
efficiency provided that reascnable care is taken in the selection of
activities. Although this evidence cannot be described as conclusive, it
seems adequate to warrant moving ahead with an active "lsarning-by-doing"
SSE program.

A S i e I A P L SN T



I. INTRODUCTION

1.01 Most developing countries are characterized by a rapidly growing
population and labor force. While much of this labor force will continue to
be absorbed in traditional agricultural pursuits, it is clear that an
increasing amount of labor will have to be employed in non-farm occupations
--roughly two out of every three job seekers over the next twenty-five years.
Some of these jobs may be found in villages and small towns, closely linked
to developments in agriculture. A growing number, however, will have to be
found in the larger towns and cities.

1.02 Absorption of this inevitable labor forece growth into productive
employment is one of the principal challenges of development in the
remaining decades.of this century. Most new entrants into the labor force
will be poor and unskilled, coming from rural areas and city slums. Their
number and lack of skills mean that in all but a few countries the process
of absorption will take place under conditions in which real urban wage

rates for the great majority are unlikely to show substantial increases

until the pressures of population growth and migration on the supply of labor
subside.

1.03 The prospect of stable real wage rates does not necessarily imply
stagnant real incomes; the transfer of labor from agricultural activities

to higher-productivity non-farm activities, together with opportunities

for increased participation of the papulation in the labor force, will result
in some increases in average income per head. The lot of the poor in both

rural and urban areas who have only unskilled labor to offer, however,

g n o depmii cw
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can only improve substantially when the demand for labor, relative to supply,

begins to exert upward pressure on wages. In some countries this is

probably a decade or so away; for reasons it could be a much longer process.

1.04 This paper examines the potential role of thé Bank Group in

assisting LDCs to expand the demand for urban labor. In most LDCs the

scarcity of capital is a major constraint, so that in varying degrees depending

on specific factor endowments, emphasis should be placed on utilizing

capital as widely and efficiently as possible in order to expand the demand
for labgrlj. It appears that small-scale enterprises (SSEs) often generate

more jobs per unit of investment than do larger firms, which suggests that

SSE development can be an important component of the attack on poverty,

‘ 2 A
The small entrepreneurs themselves may not be pDOr,“f although their

relative prosperity is often precarious, but they provide livelihoods for

many others in need.

1.05 These considerations have led the Bank (a) to investigate the

potential for job creation and other benefits from enterprises of different

sizes and degrees of capital intensity; and (b) to seek means to assist,

financially and otherwise, those at the lower end of both scales, The latter

Purpose cannot be accomplished by direct loans from the Bank, given the emelllnens and

dispersion of the targeted beneficiaries, so it is necessary to work through

appropriately organized and oriented intermediary institutions in the LDCs,

Thus the principal focus of this paper is on the use of intermediaries

1/ A1l Subsequent discussion relates to LDCs in which capital and
foredign exchange are scarce, and unskilled labor is in ample supply.

2/ In the informal sector (see paras. 3.01 and 3.02), however, entrepreneurs are
usually workers and often are poor.
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1.06 It should be recognized that references in this paper to bréad
tendencies and characteristics are not meant to be taken as necessarily
applicable to every specific urban activity. Thus the observation that

SSEs use less capital per worker than do large enterprises, on the average,
is not offered as a universal truth; some SSEs are doubtless more capital
intensive than their larger cousins. It is also likely that some SSEs use
capital less efficiently than their larger counterparts. But after allowing
for data problems and the fact that small firms tend to produce goods and
services that are physically and/or qualitatively different from those
produced by larger firms, it still seems clear that SSEs generally tend

to create more jobs per unit of capital investment. They also get less
output per worker, pay lower wage rates, have more intimate contact with

the urbaﬁ pcor, and seem to get more output per unit of capital.

1.07 The conclusion to be drawn from these observations is not that SSEs
ought to be promoted indiscriminately throughout the developing world. The
point is rather that employment and income opportunities for the urban poor
can be improved, through the provision of coordinated credit and technical
assistance, without facing unacceptable costs in terms of overall factor
efficiency. Some activities are natural candidates for assistance, in that
they serve limited markets (because of product perishability, high unit
transpnrté?ion costs, custom design, etc.) and/or are not subject to
significant economies of scale in production. Our knowledge is not adequate
to permit an enumeration of such lines of endeavor, but in time it should be
possible to identify a growing number that because of country-specific
circumstances have exceptional promise in terms of ability to produce desired
goods or services a£ competitive uni; cést, to create useful job opportunities,

and to survive.
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1.08 The provision of assistance to selected SSEs is merely the means
to an end, since the goal is the creation of greater démand for human labor.
In most of the developing countries the indispensable "ticket" needed to
share in the national income, for the vast majority of persons, is a job.
And in view of the enormous existing and future supply of raw urban labor

in those countries, simple arithmetic indicates very clearly that unless

the supply of investment capital can be spread more widely than in the past,
unemployment and underemployment will persist or worsen. Hence, the Bank
should encourage and assist the developing member countries to change
national policies and procedures which discriminate against labor and favor
the excessive use of capital in productive activities. Helping them to
deliver credit and technical assistance to small firms is one approach to
the problem; others, including the provision of timely and penetrating policy

advice, may well be of greater importance.




I1. EFFICIENT RESOURCE UTILIZATION FOR CREATIEG EMPLOYMENT

2.01 In LDC urban areas, manufacturing employment is generally growing
mgch more slowly than manufacturing output, Capital/labor ratios for new
industrial projects in LDCs frequently involve capital costs per job of $15,000
or more, and entail high foreign exchange requirements. In very few LDCs would
the availability of capital suffice, at such cost, to absorb more than a small
fraction of the increment to the labor fcrce.lj Public policy must, therefore,
aim at stimulating the creation of new jobs at much lower average capital cost,

both in manufacturing and in other urban occupations.

A. Manufacturing Sector

2.02 This low-cost job creation need not imply a reduction of overall econcmic
efficiency-- i.e., of lower total output relative to the combined capital and labor

inputs, appropriately valued. Econometric studies for a wide range of countries

indicate, with few exceptions, "that efficient factor substitutability is

passible”.gj From engineering and process analysis studies, available for a
limited number of industries, "factor substitutability does seem to be quite
possible, and the differences in factor ratios can be quite substantial" --
e.g., efficient alternatives in rice milling/marketing ranging from $65,000
to $700 investment per worker, and in cotton textiles from $21,500 to $6,600
(even much lower in other célCulations).gf Labor-intensive alternatives aré

not invariably to be preferred -- quality standards, economies of scale, and

management or skilled labor requirements may sometimes tilt the balance toward

1/ The Urban Projects Department has estimated roughly, for a number of countries,
what average cost per job is implied by the country's capital constraints and
the size of its employment prcblem. Examples, based on preliminary,
unadjusted data, are: India $500; Chile $4,800 and Malaysia $3,100.

2/ Llawrence J. White, Appropriate Factor Proportions for Manufacturing in
Less Developed Countries: A Sutvey of the Evidence. (Discussion paper
No. 64, Princeton, 1976), p.13. See also David Morawetz, "Employment
Implications of Industrialization in Developing Countries', Economic
Journal, Vol 84, pp. 499-500.

3/ 1Ibid, p. 19.
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more capltal-intensive options —-- but "in wirtually all cases, at realistic

opportunity-cost wage and interest rates for LDCs, labor intensive or inter-

mediate alternatives are economically sensible.'QJ

2.03 Supplementing country- or industry-wide analyses, there is l
extensive documentation of specific examples of efficient substitution of
labor for capital,such as the importation of used equipment at a fraction of
original cost; running machines at faster speeds or for longer hours than !
is normal in advanced countries, the more frequent breakdowns offset by

low wages for repair crews; intensive manning of machines to compensate for
.their lower reliability; continuous patching and improvised repairs, notably
evident in vehicles as well as industrial equipment in many LDCs; ete. Such
expedients not only economize capital but over time act to expand the pool of
practical mechanical skills. Often a mix of advanced and simpler intermediate
technologies 1s appropriate -- some production processes requiring a high level

of mechanization and quality control, other peripheral aspects (e.g., materials

handling) remaining labor <intensive, so long as the latter do not constrain

output or capacity utilization in the former. The conceivable adaptations and

innovations are as varied as the range of industrial products, processes, market
segments and consumer demands, and their viability is strongly affected by
specific country circumstances and policiesﬁéfﬁdjustments nueed to be worked 3
out on the ground, insofar as possible -- by local technical, financial or
commercial entities, or individual entrepreneurs and mechanics =-- but such local
1n1tiatiyes could benefit from more efficient intermational interchange of
technological information (see para 4.20),.

2.04 Despite the widespread evidence that efficient technological

1/ Ihdd, p.22.

2/ A systematic effort to develop, and apply commercially, appropriate
technologies in the electronics industry is conducted in the Pilot

Plant of N.V. Philips at Utrecht. The components and production
processes of various electronic _goods are analyzed in relation to
differing country factor proportions, compomnent producing potentials

and markets,to find the optimal technological mix. Based on these
findings, overseas plants have been set up in some 20 countries, and
their techniques, local content, product mix, etc., can be progressively
upgraded. The Pilot Plant's original purpose was not to create more jobs
in LDCs, but tc devise commercially viable patterns of local producticn,
replacing imports, despite the swmall production runs anticipated.




options exist, their documented importance in the economic history of Japan,
Korea, Taiwan, and elsewhere, and the many specific examples of successful
application, a combination of mutually reinforcing influences, often leads

industrialists in LDCs to make choices that are more capital-intensive than

is appropriate to their countries' factor endowments. Among the reasons for
this misdirection are (a) the prestige of Western technology and the

hesitancy of LDC entrepreneurs, officials and financial institutions to

take chances on "inferior" or untried alternatives; (b) the lack of knowledge
of such alternatives; (c) the selling, by expatriate consultants and suppliers,
of the technologies and equipment that they know; (d) the tying of most aid

to imported capital goods; (e) favorable tariff and tax treétment, exchange

rates and credit conditions accorded to imported capital goods in many countries;

(f) low-interest credit and fiscal incentives provided for industrial

investment in general; (g) high levels of protection for the products

of "modern" industry in the domestic market; (h) the desire to minimize
problems of labor management; (1) unduly high wage differentials for
protected workers in the modern sector (often reinforced by minimum wage
laws and pr9hibitinn of lay-offs) relative to the rest of the labor force:
and (j) consumér preferences among the higher income groups in LDCs (who

frequently have disproportionate influence on the market) for import-equivalent

goods,




B. Non-Manufacturing Sectors

2.05 The discussion so far has related mainly to manufacturing industry.
But appropriate technology can be no less significant in other sectors —-

in eivil works and building construction, in transport and other services,

in agricultural processing and cultivation. The range of differences in
capital intensity in some of these activities is comparable to that in manu-
facturing, and they account in the aggregate for a.much greater share of.
jobs in most LDCs.

2.06 The indiréct effects of industrial investment and output on employ-
ment may often be more significant than the direct ones (8ee Annex I,

para 14). 1In Mainland China, it is reported, 'despite the relatively labor-
intensive character of the small rural industries i;é compared with modern
urban plantg?} their direct labor-absorbing impact has been small." Their
main employment contribution is to permit the intensifiecation of agriculture

"by releasing countless individuals (mostly women) from the arduous tasks of

hand grinding and milling", and to counteract the diminishing returns to labor-

intensive cultivation by providing modern types of inputs complementary with

1/

labor.™

2.07 One means of fostering the creation of more urban (or non-farm) jobs

per unit of capital invested is through encouraging development of small

1/ Carl Riskin, Intermediate Technoleogy in China's Rural Industries (mimeo,
1976), pp. 9 and 10.




scale enterprise (SSE) which is generally more labor-intensive than larger

units. This is the topic of Chapter III.




III. SMALL SCALE ENTERPRISE DEVELOPMENT: ADVANTAGES AND PROBLEMS

3.01 SSEs comprise a wide variety of undertakings, which may be
categorized in diverse ways in light of different countries' pattern and
stage of development, and their governments' policy aims and administrative
set-up. The Georgia Institute of Technology;/has found at least 50 different
definitions used in 75 countries. Definitions may relate to capital (with
top limits ranging from about $25,000 to $2 million) or employment (maxima
from 15 to 500) or both, or to other criteria. Some countries have no
official SSE definition; others use two or more for different purposes. As

a working definition for this paper, SSE includes all enterprises classed as

"small" in their countries, subject to an upper limit of $250,000 (in 1976
2/

prices) for fixed assets excluding land, before any proposed expansion project.

No lower limit is set; SSE in this paper encompasses sole proprietorships,
family businesses, small shops with a handful of workers, cottage industries,

artisans, etc.

3.02 Within this mixed bag it will be useful, for the purpose of clarity,

to distinguish three SSE categories, which themselves are quite broad and
varied:
(a) small manufacturing companies of relatively modern character
(s51);
(b) orgenized non-manufacturing enterprises--e.g. firms engaged
in congtruction, repair, transportation, and trading activ-
ities; and

(¢) enterprises that are not organized or conducted in a "modern"

1/ An International Compilation of Small Scale Industry Definitions,
Atlanta, 1975.° = .

2/ 1In practice, well over three-fourths of the "small" enterprises so defined
have fixed assets below $100,000 and employment below 50. We have chosen
the fixed-asset limit to underscore the scarcity of capital relative to
labor. "Land" is excluded bedause its valuation is even more difficult
than that of other fixed assets.
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manner--traditional artisans, petty traders and trans-
porters, etc.--essentially corresponding to the "informal"
gector.
while the subsequent discussion and proposals relate mainly to SSE in urban
areas, they also apply in substantial part to rural non-farm activities.

A. Efficiencvy of ESE in Capital and lLebor Utilization

3.03 A meaningful comparison of the capital/labor ratios of small and
large enterprises can be made only for the first (manufacturing) category
above. Although the data are incomplete and not always comparable, they
strongly suggest that investment cost per Jjob tends to increase with increas-
ing scale, whether measured in terms of assets or number of workers (Table 1).

A more detailed discussion is contained in Annex I.

Table 1
in Manufacturing

Fixed Assets/Direct Employment/in Selected Countries

India 2/ Colombia b/ Philippines &/
Size of Enterprise (1965) (1974) (1970)
Small 5278 $3,000 $1,020
Medium $557 52,850
Large $2,450 $13,400 $8,000
($5,000)

a/ Data from Annual Survey of Industries, 1965, and (in parentheses) ICICI
publication Financial Performance of Companies, 1973/74, p.23

b/ Banco de la Republica, El Mercado de Capitales en Colombia, Bogota, 1974.

~  Other estimatesof the cost/job in Colembian medium/large enterprises,
quoted in the Bank's 1972 OED report on Colombia, range as high as
515,000 - 22,000.

c/ 1ILO, Sharing in Development,1974.

-
-
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3.0k These figures relate to the firm as a whole, usually the result

of a succession of expansion and improvement projects. The cost/job ratios
are about three times higher for improvement investments, because as a company
grows and prospers it "upgrades" its production technology and becomes more
"modern" and capital-intensive. Some of the later investments may be

designed explicitly to replace labor, and others to break bottlenecks and
raise output without greatly increasing the work force. Hence, project-
related (rather than company-related) cost/job ratios for the Bank's DFC
sub-borrowers are often much higher than those in Table 1. The numbers

above do not reflect 1976 costs; small firms would now require perhaps

$1,000 - 3,000 investment per job, and medium to large companies perhaps
$5,000 - 20,000. But the correlation between capital intensity and size of
firm remains consistent at different price levels and stages of development.
3.05 If it is correct that SSEs tend to employ more direct labor per
unit of capital invested, is there ground for assuming that their total
(direct and indirect) effect on the demand for labor is superior? Large
enterprises often have far-reaching linkages, on both input and output sides,
with other producers and service enterprises, giving rise io employment oppor-
tunities exceeding any direct job creation. The Bank's Colombia Special Study
estimated indirect employmeﬁt effects at roughly half of the direct employmént,
but considered only related industrial employment, leaving aside service Jjobs
that might be equally or more numerous. This limited analysis found wide
variations among 28 individual projects, however, concluding that indirect
employment effects were negative in 13 and that total net employment was
negative in 5 of them. Estimation of indirect job creation is enormously
comples, requiring comprehensive and feiiable input/output data which are not

available in most LICa.
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3.06 There is some basis, nevertheless, for the hypothesis that SSIs
generally have greater indirect domestic employment effects also, due in
part to the greater propensity of large firmsIto import both capital goods
and raw materials. Small firms generally require a much lower proportion of
imports than large firms, and the substitution propensity of larger
companies--in terms of imports, of replacing traditional products of
driving out smaller firms--is evident in the economic history of many

countries, including IICs.

3.07 A basic question is whether this characteristic of SSI, in terms of
lower capital cost per job, carries over into other measures of factor use.
Although fully reliable data are hard to come by, the available statistics
seem to indicate that generally as firm size increases: (a) capital
investment per worker rises, (b) value added per worker rises, (c) the wage
rate rises, and (d) value added per unit of capital falls. (See Annex 1.)lj
Evidence from a number of developing countries reinforces this point, viz.,
that ". . . small enterprises with a lower level of investment per worker
tend to achieve a higher productivity of capital than do the larger, more
capital-intensive enterprises."gf

3.08 This observation bears investigating, at the level of the firm and
across different industries; to throw light on elements such as management
specialization and production economies of scale and relate them to total
factor efficiency. There are vast differences in technological requirements

for the production of goods, and the range of choice with respect to plant

scale and capital intensity is very wide. Total factor productivity is a

;j Table 3 in Annex 1 shows a break_in'the trend for the very smallest
Japanese firms, possibly reflecting capital indivisibility and hence
its gnderutilization below a certain minimum scale of operation.

2/ Small Scale Industry in Latin America, United Nations (1969), p.56.
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function of labor, capital, scale, and management skill. Some goods can be
produced at reasonable unit cost on the basis of very small quantities, while
others require sizeable production runs. Characteristics such as size, weight,
handling requirements, and perishability may copstrain marketing possibilities
to a 1limited area, moreover, and prevent high-volume production even when
scale economies might be feasible., Research can help to identify industrial
activities that are natural candidates for SSEs.lf

3.09 More important than manufacturing industry, as sources of
urban employment, are a wide range of service occupations. It is estimated
that services engage three times as many gainfully employed persons as
manufacturing. Many of them serve industry directly; almost all depend
ultimately on industrial (or other) goods production to sustain them. It
appears that the ratio between manufacturing and service jobs is relatively
constant, over a wide range of urban economies and variations in the level

or capital intensity of industrialization (see Annex 1, paras. 18and 19).

The creation of additiomal jobs in manufacturing at low capital cost per
worker may therefore be expected to have a multiplier effect, creating further

service jobs at even lower cost.
B. Other SSE Attributes
3.10 Finally, there are other well-known arguments, difficult to quantify,

favoring the support of small enterprises. They include the role of SBE as

"preeding grounds" for entrepreneurial develcpment, as generators of savings,
as sources of stability and coherence to commmnities, as means for reducing

inequalities of income distribution between regions and economic groups and as

1/ For example, a recent series of monographs analyzes a gumher of sub-sectors

. —=textiles, garments, wood and leather products, ceramics, optlgs, toys
and electrical goods, each broken down by major product categorles-fto
assess their potential for development in Africa, to be exported.malnly
to European markets. For each product categorg, i?vgstment requirements
(physical and human), costs, value added, profitability and markets are
compared under Buropean and African conditions, respectively. (societe
d'Etudes et de Developpement Industriel, Activities de Main d'Qeuvre:

Transferts Industrielg vers les Pays en Voie de Developpement. Geneva, 1976.)
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production systems generally involving less adverse environmental impact.
Other advantages cited are SSEs' potential to help stem migration to
metropolitan areas, to utilize agriculture/agribusiness/industrial linkages

to increase rural labor productivity and income, and to involve people at

the lowest income scale in employment, ownership, and decision-making through
cooperative and other community-based projects. Bstablishment of outlying
small~-scale production units, to serve markets of limited radius or as sub-
contractors to larger industry, may also help significantly to reduce industrial

concentration, and correspondingly the mounting cost of municipal services.

C. Problems of SSE Development

3.1 While there is a prima facie case that SSE can operate as

efficiently as large enterprises, or more so, for various political and
institutional reascns SSEs are often handicapped.

"While small enterprises pay lower wages, they face very much
higher prices for capital than large modern units. It also seems that
the small scale sector has been neglected by government policy in most
countries. It is typically the characteristic products of large scale
industry which have had very high protection, and it is partly this
which has enabled them to pay higher wages (also, higher wages enable
them to have a more skilled labor force with lower turnover -- so that
higher wages do not always imply higher labor costs in terms of
efficiency units of labor). The small scale sector's frequent lack
of access to subsidized credit, the extremely high interest rates
prevailing in 'curb' markets, and greater difficulty of access to
licenses and consequent resort to black or grey markets, has
probably outweighed the fact that they could evade some taxes and pay
lower wages for a labor force which is often of lower quality. Small
units operate largely beyond the threshold of government regulation.” 1/
~-and often of govermment assistance.

3.12 The specific problems of SSE development must be distinguished as
between modern, organized small industries and services (the first two

categories defined in para 3.01 above) and the informal sector. The former

typically fit into market niches and channels, and have a fairly solid internal
management and levels of technology and organization well-adapted to their
clientele. Their needs for investment and working capital are met largely from

internal cash generation and personal savings rather than

institutional sources; their gsavings propensity is high, But

1/ Urban Poverty and’ Employment (IBRD draft, 1976), p. 50.
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lack of technical know-how and access to supply and credit facilities inhibits
their obtaining a wider market.

213 The major share of existing and potential non-agricultural
employment in most developing countries, however, is outside the modern
industry sector--in repair work, artisan production, market wvending, local
transportation, handicrafts, custom jobbing, construction, and small-scale
processing of primary products. Generally they are handicapped by a small
production base and poor purchasing, production and marketing organization.
Individually they cannot afford the chunks of capital and specialized person-
nel needed for design, sales promotion, bulk raw material purchase, etc: Their
inability to develop products, expand markets or reap benefits from scale
economies in infrastructure keeps them small.

3.1L In the informal sector (and gsometimes at the margin of modern sector)
most SSEs depend on middlemen/moneylenders for working capital and personal
emergencies. These ubiquitous informal intermediaries also help fill certain
of the marketing and supply gaps that trouble SSE, but at high cost and
sometimes in a manner that restricts upgrading of products or outlets. The
middleman offers the needed finance, but only in small amounts and on short
term, and locks the SSE into a marketing arrangement by which reéayment is
deducted from the selling price. If output is unsatisfactory or payments
lapse, the middleman can sever the relationship without having made a major
financial commitment. While middlemen generally have good market links and
information, and are responsive to market trends--often more sc than government
agencies--they tend to take a short-term view., They are seldom aggressive
marketers, but cater to known ocutlets and are slow to suggest design changes.,

They rarely lend for fixed investment néeds.
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market trends--often more so than government agencies--they tend to take a
short-term view. They are seldom aggressive marketers, but cater to known
outlets and are slow to suggest design changes. They rarely lend for fixed
investment needs.

3:15 For many small producers obtaining material inputs poses major
problems: poor access to imported and domestic materials; inadequate cash
or credit for economical and timely purchases; inferior quality of raw
materials and intermediate processing, which reduces the value of finished
products; remoteness, which (combined with cash deficiencies) forces artisans
to spend disproportionate time fetching small quantities; and great
vulnerability to absolute shortages. The middleman is often an unreliable
supplier.

3.16 SSEs, especially informal or marginal ones, generally lack access
to improved production technologies. For artisans catering to a limited
neighborhood market, this may not be important. Their skills and general-
purpose machines (if any) can readily adapt to changes wanted by their
undemanding clientele. If, however, they attempt to widen their markets a
modest technological breakthrough may be necessary--e.g., small cobblers
might produce for the general market, even for export, if provided with
_aimpie cutting, skiving and stitching machines. The more stringent quality
standardization, price and minimum contract requirements of new markets often
force small producers to upgrade their skills and/or use more specialized
machinery.

17 Infrastructure and services available to SSE--power supply, water
and sewerage, access roads--often are inferior. For many, egspecially in the
informal sector, this is not a seriéﬁs ﬁresent problem. Indeed, their ability

to function without such services may help to protect their market niche from
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more powerful competitors. But again, these deficiencies will obstruct
their growth and transition to a "formal" mode of operation.

Inter-gsectoral Linkaces

3.18 Large and small enterprises are not mutually exclusive
alternatives; they can be mutually supportive, as in Japanese economic
development and in the Chinese strategy of "walking on two legs" (Annex 1,
para. 7). SSEs may also make for more efficient linkages between industry
and the agricultural and other sectors. To take full advantage of these
complementarities it will be desirable to mitigate the special handicaps
to which SSEs are subject, so that they have reasonable opportunity to
function (and for the market to test their efficiency) in those sub-sectors
or niches of the economy where they could compete effectively on an equal

footing.
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IV. INSTITUTIONAL SUPPORT FOR APPROPRIATE
TECHNOLOGY AND SSE

A. Governmental Policy and Preferences

4.01 A first, and major, requirement is to remedy the price and

incentive distortions cited in para,2.04 above, which tend to favor capital-
intensive technology. The existence and welght of these bilases are amply
documented in World Bank reports and in the literature of economic development.
They stem largely from Western technological concepts, widely advocated and
accepted both by development "experts' and by the governmental and business
elites in the LDCs during the first two postwar decades. They havé come under
increasing political and intellectual criticism, but they are deeply ingrained
and, moreover, correspond to powerful interests. To redress the balance will
require major, sustained efforts to inform and persuade opinion leaders,
administrators and businessmen in the LDCs, and to undertake and disseminate
solid research on technological alternatives.

4.02 Public policies in many countries give the larger enterprises in
manufacturing or other sectors, still other advantages over SSEs. The most
common is the supply of institutional credit at artificially low interest rates.
Public services —-- power, transport, water supply =-- that are used much more
by large than by small firms also are frequently subsidized; so may be the

cost of premises in industrial estates. Skilled workers trained in vocational
schools at public expense generally gravitate to large, modern establishments,
whereas the artisan usually bears apprentice training cests himself -- perhaps,
however, obtaining a superior result. Some element of the advantage for

large firms will persist, even if goyetﬁments try to avoid discriminating,
because SSEs will seldom be as capable of dealing with governmental or institu-

tional procedures, gaining access to scarce supplies, developing marketing
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contacts, etc, So "getting the prices right" is not sufficient in itself
but it is a major first step toward rationality in investment decisions -- by
financial intermediaries and even more by private or public sector entre-
preneurs.

4.03 Typical industrial development incentives —-- customs exemptions,
tax holidays, subsidized credit —— principally aid the larger (or at least
modern) industries, not the generality of SSEs. Promotional efforts for the
latter need to be pinpointed more specifically toward overcoming their handi-
caps and enhancing their advantages.

4.04 Procurement. SSEs can often compete effectively for Suﬁply by
public or private agencies of standard items —-- e.g., hospital beds, office
furniture, school equipment, uniforms and tools. A number of countries
systematically direct part of government procurement of such goods to SSE.

In India for instance, 192 product-types are reserved for exclusive purchase
from small enterprises; in 1973, 21,000 8SE were participating in the

"Government Stores Purchase Program" (but total procurement from SSE




amounted to only 6% of total purchase value). In Botswana and Lesotho
thriving exporters of garments, sponsored by the local SSE intermediary,

got their start through domestic contracts for pelice and school uniforms.

But for SSEs to benefit from such”contracts, sdme'entity needs'systamatically

to call their attention to tender notices, to help them fill out the forms

and provide other rechnical assistance, perhaps to intercede with the authorities
against unduly restrictive specifications or contract conditions, and to provide

finance (including working capital) when needed.

4.05 Subcontracting. In most countries the tendency has been for large,

integrated industries to displace to displace small fabricators. However,
the latter, while perhaps not financially capable of manufacturing complex final
products, could often supply essential components and intermediate goods to
large firms, if permitted and assisted to do so. That they do not

is the result of several factors: primitive techniques, low quality and

lack of capital in the SSE sector; the desire, on the part of larger firms,
to control quality, deliveries and prices; advantageous rates of interest and
foreign exchange for the large enterprises; and the absence of effective
measures to remedy SSE deficiencies and encourage their use. Some
contries have avoided or overcome these distortions. In Japan a symbiotic
relationship has developed, by which some 60% of the small and medium-size
manufacturing firms are engaged 1n subcontracting for larger corporate
customers.lj Korea has had more recent success.

4.06 Promotion of subcontracting is a practical and cost effective means

1/ See Anmex I, Table 1 and Chart. With assistance from the Bank's Tokyo Office,
~  contacts have been established and information is being assembled with
a view to assessing how Japanese experience might be useful for other
countries.
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of delivering technical assistance to SSEs, as well as assuring markets

for their output. Examples in Japan, India, and Latin America are

extensively documented —-- ranging from provision of blueprints (or models

for those who cannot read drawings), to design and fabrication of suitable

machine fixtures, to advice on appropriate machinery, raw materials, and

the application of new processes, to intensive help in technical and

managerial problems. Institutional support for subcontracting can

provide brokerage services to try to match needs and skills of large and‘

small producers, staff or facilities for quality control and design work,

and specific technical training to upgrade the skills of SSEs to make them
attrac;{ye partners‘to larger enterprises. DFCs could explicitly encourage their
larger clients to consider suchudollaboration with smaller firms in lieu of
developing in-house capacity to produce intermediate inputs. Policy support may be
needed in the form of protective legislation for the subcontractors (model enforceable
contracts and requirements for timely payments), uniform technical standards,

incentives encouraging decentralized expansion, etc.

4,07 Industrial Estates projects usually do not cater specifically to

small industries.lf In many countries the mixed estate, providing space and
facilities for a wide range of sizes, is likely to be the best
model. It may facilitate subcontracting, or transport or maintenance

service relationships, between small and large units. It may also be financially

more viable, with more stable occupants having greater rent-paying capacity.

However, mino-industrial estates can be helpful in the transition of SSE from the

1/ Of four so far financed by the B;nk only one (in Yemen) is for SSI;
‘those in Pakistan and Mauritius are designed for medium and smaller
units.
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informal sector to more solid commercial status. In Botswana, numerous very
small (formerly household) enterprises are grouped by product categories in
several zones —- textiles and clothing, leather goods, metal fabricating,
building contractors —- each with specialized technical assistance, joint
procurement and equipment for common use. However, industrial estates are not

essential for this purpose. Often coordination and common services may be provided

at less cost by establishing the services in a central place, leaving

producers at thelr existing sites if these do not seriously inhibit growth.

Industrial estates sometimes prove ineffective instruments for SSE develop-
ment because they are located outside the town, cut off from general urban

services and remote from their workers or their customers.

B. Institutional Lending Policies

{i) Broadening Sector Coverage

4,08 The foregoing discussion related mainly to the modern manufacturing
sector, which has been the principal object of lending by DFCs (not only
those assisted by the Bank). Other kinds of productive activity, however,
may offer équal or greater job creation relative to investment cost, and

could benefit from institutional finance. TFor example,

(a) construction, especially financing of contractors'
equipment and supplies;

(b) transportation -- bus and-trucking services, taxis and jitneys;

(e) warehousing and distribution -- regional and local depots for
grain collection and atorage, and fertilizer aml ballding

materials distribution;
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(d) retail trade of all kinds, down to the corner kiosk;
(e) fisheries -- vessels, gear, ice plants, etc.
(f) forestry -- extraction and transport equipment, as well as

sawmills and processing of forest extracts;
(g) maintenance and repair facilities -- garages, machine shops;
(h) organized services -- e.g., garbage and trash collection or
building maintenance in the cities??iontract plowing, spraying
or well-drilling for commercial agriculture;
(i) personal services —- restaurants, barber shops, laundries;
(1) tourism activities -- not only hotels but travel and guide
services, tour buses, folklore exhibits, etc.; and
(k) arts and crafts, including wholesale handicrafts production.
4.09 Some recent Bank projects deal with sectors outside the manufacturing
mailnstream, generally through a sector-focussed project and specialized institu-
tion. Such an approach may be mnecessary or prudent, given special sector
characteristics and conditions with which a.general-purpose DFC may not be
familiar. MNonetheless, there are advantages in encouraging an established DFC,
once it becomes aware of opportunities and needs in a new functional area, to
employ the requisite expertise and develop appropriate lending criteria, rather
than to build up a new institution from scratch; and for the Bank dealing with
a known institution may also be easier than working out a wholly new relationship.
Finally, there may be administrative economies and intersectoral linkages which
a DFC interested and active in several fields could exploit more effectively

s

than a single-purpose institution.=

i

4.10 Agribusiness is a case in!foint. Modernizing, increasingly commercial

1/ The SSE operations in Camercon and Ivory Coast assist a broad spectrum of
enterprises, including bakeries, metal workshops, woodworking and aitomobile
repair facilities. The BHC 1In Ghana finances equipment for civil works
contractors.
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agriculture requires more sophisticated processing, storage and distribution
networks to handle both inputs and output. These facilities, especially when

tied into effective cooperative organizations, can help to reinforce and guarantee
agricultural credits to the producer as well as financing for the middleman/
cooperative. Possibilities for such interlocking systems are being actively
explored in several countries -- e.g., Mexico, India, Indonesia, Philippines,
Tanzania, etc.

(1i) Construction and Housing

4.11 Repeatedly the Bank has emphasized its importance to economic
development; and in some developing countries construction capabilities have
become internatianélly competitive. For most civil works, locally-based
contractors should normally have comparative advantage and produce a good
return to the national economy. Expansion of construction activity, using
domestic inputs to the maxium extent, is probably the surest means of
creating additional employment quickly and consistently (assuming effective

market demand).

4.12 In urban areas, on average, six to eight percent of the labor

forqe is employed in construction of residential, commercial and industrial
buildings. Most are unskilled and come from lower income strata.

Large and small firms exist side by side and the industry is an important source
of entrepreneurial talent. Construction techniques are generally labor
intensive, and local materials are used. The industry frequently suffers,
however, from inadequate supply of materials, partly the result of price
controls and other administrative @eaSQres. These supply problems, combined
with minimal financing of working capital for small firms, favors larger

firms using more capital-intensive techniques and imported materials.

S
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4.13 The Bank and DFCs could help to remedy these problems through
assistance both to building materials industries and to small contractors.
For building materials industries this would mean lending to smaller firms
producing a variety of construction inputs, For small contractors the
need is mainly working capital and some technical assistance. It

will not be easy to reach these groups; firms enter and leave the industry

1/

with great rapidity.= TFinancing might be provided through the commercial

banks, specialized institutions or informal channels (para. 4.30).

Publicly financed projects (including Bank projects in urban areas) can
encourage the use of small firms through appropriate design and tendering
features (e.g., revolving funds to insure that small contractors are quickly
paid for work done) and support of appropriately designed housing schemes.

In summary, the steps that need to be taken are an extension to the building
industry of measures by which the Bank is supporting the contracting industry
in general (No. R76-1). The labor-intensive nature of the industry makes it

an important vehicle for improving the productivity of the urban poor.

4.14 Housing and home improvement may be especially effective

contributors to greater welfare for the urban poor. Apart from creating
employment for construction and building materials workers, much of the
work can be dome by the occupants themselvesﬁif given the regquired materials
and limited amounts of skilled labor. Benéfits in terms of improved

health, comfort and morale are demonstrably substantial; and housing

lj In Botswana the SSE promotion agency has sought to introduce more
stability through provision of office sites, common procurement
of standard construction materials and some TA in accounting; loecal
contractors have thus been enabled to compete successfully on small
civil works, previously monopolized by foreign-based firms.

2/ Productive "employment" is not confined to work done for wages.
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improvement is an important incentive to saving.

4.15 Demand for housing has been limited in many LDCs by the circumstances

(a) that long-term financing is often unobtainable, very
costly, or heavily subsidized (and hence severely rationed);
(b) tha; standards for government-financed housing are usually too
costly for those most in need, or even the majority;
(c) that charges for urban services tend to be skewed to favor
upper—income groups; and
(d) that institutional structures, both technical and financial,
are generally weak.
4.16 Sites and services projects, with minimum unit costs, can help
directly to ameliorate the housing situation of the poor. Conventional
housing finance schemes, with resources derived mainly from personal savings
have shown promise in some LDCs; they cater to middle income levels, but in
doing so create jobs for the urban poor. Possibilities for extending this
approach more widely —- emphasizing especially its potential for encouraging
popular saving -- should be actively pursued.

(1ii) Working Capital.

4.17 For most SSEs, working capital is the main financial constraint.
Statistics for Colombia show working capital constituting 74% of project

cost forrémall enterprises, 18% for medium/large firms; in the informal
sector, it may be almost the entire investment. It is needed to purchase
bulk quantities of raw materials when prices are low, and also to finance
holding of work in process and finished inventories during slow demand
seasons;seasonal working capital is critical for industries serving a

rural population dépendent on crop‘}etﬁrns. In both cases, a working capital

buffer permits steadier production and fuller use of capacity, thereby

increasing jobs and earnings at minimal ceost,

e e G

—

e




& PF =

4.18 Bank policy, and usually that of DFCs, has limited the use of loans
to acquisition of fixed assets and "permanent" working capital. This is
generally sound practice for institutions whose‘role is primarily to finance
fixed invéstment, but it is also in the interest of such institutions to
ensure that working capital required to meet ceasonal and occasional, as well
as expansion, needs is provided somehow to their clients. Collaboration to
this end, between DFCs and commercial, cooperative or special-purpose banks,
should be encouraged. Conventional DFCs might open a new window, with
appropriate criteria, for short-term working capital finance to modern SSEs.

(iv) Collateral Requirements

4.19 Most non-conventional financing techniques are attempts to overcome
the SSEs' lack of collateral to satisfy the requirements of formal institutions;ll
BOA in Egypt requires no collateral frpm.SSEs, relying only on an honor code
enforced by their socio-ethical environment to induce repayment, without

undue losses so far. The collateral problem may be approached in several

ways. ﬁental of premises and equipment reduce the loan, and hence the
collateral requirement. Hire-purchase arrangements in part embody their own
collateral. New forms of security such as life insurance certificats or
cooperative guarantees may be introduced. For many types of SSE the prospettive
cash flow is a more reliable safeguard than conventional collateral. Govern-
ment guarantee funds help to reduce the preoccupation with collateral (para
5.07).

4.20 A different approach is for some agency to

provide collateral (funds or equipment) directly to promising entrepreneurs

either as equity participation -- which the entreprenur might be entitled

1/ One reason why many small enterprises resort to high-cost borrowings
from the curb market is that whatever collateral they have is
preempced by institutions from which they have borrowed previously.
The formal credit institutions quite usually require collateral with
value a multiple of the loan amount.
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to buy back on specified terms once he got estabhlished--or with a contingent
liability for repayment depending on the enterprise's profitability;
exceptionally an outright grant of seed capital might be justified to get

a high priority industry or service started or to keep it going.

C. Potential Institutional Channels

4,21 Institutional channels to
promote SSE and urban employment objectives should certainly include some

of the DFCs that have been the main intermediaries for past Bank financing,

and others of similar type. But various other organizational patterns
and operational styles are being considered in the search for maximum

flexibility, coverage and contact with the target groups.

(1) Conventional DFCs

4.22 Employment considerations do not seem hitherto to have had much
weight in project planning by Bank-financed DFCs (Annex 2) but a number of
ther: have recently shown interest in shifting their emphasis toward

(a) favoring more labor-intensive technologies where feasible, and (b)
assisting smaller enterprises in the modern productive sectors. Ideas and
examples from DFCs that show superior flexibility and innovative capability
can be fed back into the worldwide DFC information network with a view to

stimulating other institutions. As some DFCs have pointed out, however,

their capability to influence the choice of technology toward more labor-
intensive alternatives may be limited. Usually they get involved in project
scrutiny only after the sponsoring entrepreneur has reached a fairly firm
decision as to process and equipment, influenced by many factors --

including government Iincentives and interest rate policies, the problems

-

of managing and training a large work force and the prospect of labor
disputes, the equipment's performance record and servicing arrangements,

and so on.
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4.23 Nevertheless, there is potential for constructive influence by
DFCs on the choice of scale and technology, in four wavs:

(a) by taking explicit account in sub-project appraisals of the
employment effects (positive or negative) of technology
choices;

(b) by identifying, and encouraging clients to explore,
possibilities for sub-contracting, and helping to work out
collaborative arrangements;

(e) by helping sub-project sponsors to gain access to the
knowledge available worldwide about technologies
appropriate to factor proportions in particular countries;
and

(d) in some cases, by financing the development of promising
adaptations of superior technology'to local cnnditi?ns.

Their effectiveness in performing these functions would depend in major part
on governmental policies. [
4.24 The adequacy and accessibility of information on technology alterna-
tives leaves much to be desired. TIndustries patterned on conventional Western,

Japanese or Russian models can take advantage of these respective sources of

technology (and of their promotional efforts). Finding or devising more

appropriate technological solutions is harder. Investigation of such alterna-
tives in product design and production processes is still limited in scale

and rather widély dispersed —- although in a few countries (e.g., India,

Korea and the Philippines) government agencies give considerable help to DFCs.
There is also increasing interchan%e,thr0ugh international organizations, among

the consulting fraternity and a few data banks, but "appropriate technology"

|
|

information referrals continue to be an ill-served sidelire for several
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uncoordinated aid programs.if We recommend that the Bank, on a trial basis,
sponsor and support a central clearing house —- drawing upon the various
technical data and research resources now available -- that could help to
systematize and economize the international exchange of appropriate techno-

logical information. This proposal for a Technology Referral System (TRS)

is set forth in more detail in Annex 3.

4.25 Mechanisms also need to be created or strengthened in the respective
LDCs, whereby entrepreneurs and financial institutions could be informed about

the availability of appropriate technology for both production and product

design. Such information may be available in the country from tfade associations,
technology iInstitutes, universities and productivity centers. Where such
institutions are inadequate the Eank can help. National mechanisms would extend
and strengthen the suggested international network; and for them ready access

to information already compiled, about other relevant country situations, could
avoid duplication -- and perhaps inspire further adaptations.

(11) Other Intermediaries

4.26 Many of the DFCs such as the Bank has usually assisted would find

it hard to lend to Egzg_sﬁall enterprises, and even less to the informal sector.
Such activity is fraught with problems and risks that a conventional DFC may

be ill-equipped to assess. The project appraisal techniques which the Bank

has evolved and inculcated into its DFC clients over the years are too

elaborate for very small projects. We need, therefore, to look also to new,

1/ Cf. A.S. Bhalla & F. Stewart, International Action for Appropriate Technology
(ILO, 1976 ), p. 183.
"Existing institutions concerned with technological development are often
working as isolated units, with little communication between them or co-
ordination of their activities. " The absence of a Worldwide communication
network reduces the effectiveness of their work, leading to duplication
and weak dissemination.
"There is need for an international institution -- An Internstional Appro-
priate Technology Unit -- to provide a means of co-ordinating and dissemin-~
ating work on appropriate technoleogy on a worldwide tasis and to foster,
encourage and disseminate new R and D to meet the basic needs strategy.”
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differently organized entities.

. 1.
4,27 Commercial banks, in particular, could be suitable intermedlarles.—j

They usually have a branch network that can be more responsive to small
enterprises than the more centralized DFCs. They can better assess

personal qualities of the borrower and local business conditions. Furthermore,
given that many small enterprises primarily need working capital, commercial
banks could usefully combine their own short-term funds with longer-term

2/

finance from the Bank.—

4.28 Commercial banks are reputedly wary of financing small enterprises
in view of the costs and risks involved. In many countries legal limits

on interest and other charges prevent their covering costs. Some banks, however,
a
are making/vigorous effort in this area, and numerous governments are applying

pressure or giving incentives for them to do so. In some countries, X percent
of the commercial banks' resources must be allocated to the SSE sector, as
‘locally defined. In others, cheap money is made available to the banks for

such purposes. Generally, the government guarantees the banks, in major part,
against loss. Preliminary indications are that a combination of ready access on
favorable terms to government (or central bank) resources, plus a guarantee
covering 50% or more of the risk of defaults, should generally give adequate
"inducement for commercial banks to seek SSE business. Part of the repayment

risk should remain with the lending banks, to encourage effective supervisiocn

3/

and loan collectinn efforts.— Collateral substitutes should be actively sought.

1/ Bank Group projects in Bangladesh, the Philippines and Kenya, and another
= planned in Indonesia, rely mainly on commercial banks as financial intermediaries.

2/ This calls for synchronization of credit terms, since it is not unusual

T to find that short-term interest rates are significantly higher than
long-term rates. =

3/ Commercial banks, may, in fact, be better at this than DFCs, since: (a)

they may have a stronger tradition of hard-nosed collection efforts,and

(b) their clients often have to come back at short intervals for additiomal

loans or renewals, whereas the DFC client may need no further long~term

funding for 5-10 years.
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4,29 Investment companies. For smaller (modern) enterprises, provision

of seed capital, and hence the role of investment companies, may often be

crucial. In the Bank's experience, government-controlled DFCs have generally

been more attentive to this need but over a longer history and wider range,
private enterprise has prided itself on promotional capability and success,

and its potential should not be ignored.

4.30 Funding of seed capital is often a critical determinant for a

sound capital structure, and essential to obtain institutional credit.
Government support in India has provided seed capital facilities at the state
level (through the SFC Special Capital Fund) and at the national level (through
IFCI's Risk Capital Foundation); Indone&ia, Kenya and other countries have
established equity funds to help their nationals establish enterprises; but the
experience in all these cases has been too brief to draw confident conclusions.
The Bank may also help on occasion to increase the flow of equity capital.lf

4.31 Other Financial Institutions. The Bank Group is beginning to

explore actively the establishment of operating relationships with mass-
oriented intermediariesgj such as workers' banks, savings and loan Institutions,
credit unions, and institutions like the Popular Credit Bank (PCB)

in Syria and the Citizens National Bank in Korea (CNB). Their ultimate
potential as channels of finance to the lower end of the enterprise and income
scale seems promising. In countries where they are effective

they have a broad-based and loyal clientele. They are accessible to the

small borrower and better able than more remote institutions to assess his

needs and merits, to keep track of his performance, and to give advice when

1/ The sixth loan to the Colombian financieras included a $5 million component
making it more attractive for the financieras to assist enterprises through
equity investments, but its use is still limited.

2/ Such institutions are likely to be used in Bank Group projects planned
for Colombia, the Philippines, El Salvador and Pakistan.
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necessary. Sometimes they can obtain collective guarantees for loans; in
any case thelr relationship tc the community helps to reinforce the moral

obligation of borrowers to repay. They facilitate and encourage popular

saving.

4.32 Where such intermediaries are lacking it may take time
for them to get established and develop community contacts and confidence.
This process can be accelerated in the context of integrated urban development
projects which focus the common interest and encourage other, related group
activities, and where the project management can give organizing impetus and
guidance. The local entity so incubated might then become a nucleus or model

for a wider network. This would not exclude efforts also to organize

on a broader scale from the start, where conditions are propitious. In the
latter case an apex institution or a central bamk would have to be assigned
the dual function of providing rediscounting facilities for the local intermed-

iaries and of supervising and upgrading them.

4.33 Cooperatives. The Bank has some experience with rural cooper-

atives, but little with those in urban/industrial activity.l/ The:success of
cooperatives in the LDCs has been quite uneven. They require an especially
high standard of dedication and integrity of leadership, assiduous train-
ing and supervision to maintain this standard, and continued education and

 motivation of the membership. Potentially, however, they could be enormously

useful as a source and channel for SSE initiative and credit programs, a security

and ccllection mechanism for loans, a delivery system for technical assistance,

and a means for joint procurement and marketing. As’cooperatives develop

in the urban environment, moveover, they may establish mutually advantageous

-

1/ The Bank recently sent a mission to India to explore with several
institutions which have extensive experience in assisting industrial
and agribusiness cooperatives, possible ways of using such organizations
in a broad attack on urban poverty (see Annex 4). The Indian experience
with cooperative organizations is especially rich and mixed as to performance.
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linke with cooperatively organized rural production and distribution systems
—— as an alternative to the traditional middleman.

(111) Informal Sector Channels

4 .34 Middlemen/Moneylenders play a sigrhificant role at the margin even

in advanced economies; and in the LDCs, especially for SSE in the informal
sector, they are crucial sources of credit for consumer and producer needs, at
interest rates often exceeding 50%. Moreover, they often provide indispensable
links to raw material sources and to larger markets. Until institutional

support offers a similarly comprehensive flexible and convenient package,
middlemen are likely to be needed.lj Possibilities for using them constructively,

as channels for financing and services, should be explored, initially in the

somewhat controlled context of trbsn projects. In any case the techniques and
criterla used by curb market operators for loan decisions, supervision and

securing repayment deserve study by agencies financing SSE, especially in the
informal sector. '

4.35 Integrated Programs/Projects. An effective means of meeting

the needs of poor people, in both urban and rural areas, may be through an inter-

sectoral approach, with mutually reinforcing project compenents -- including

construction, production credit and tools rental facilities, services and techni-
cal assistance. Potential entrepreneurs may be identified in the community
and given special training, stressing bookkeeping and rudimentary merchandizing

gkills. Work- and employment-ofiented literacy courses could be helpful for

a wider target group. The Philippine Urban project comprises diverse, inter-
related elements; and the Bank's DFC units are working with Urban Projects and

Pural Development, respectively, to prepare Integrated programs of urban and
rural development in the Ivory Coast, Upper Volta, Mexico, Pakistan, and Indonesia.
In tourism operations, support for local artisamns, handicrafts and other aspects

of popular culture (music, dances) are frequently included.

1/ During the mid-sixties, the Korean Government fought a hard battle to drive
moneylenders out of business. For a while it seemed that the Government
would win, but the curb market rebounded and is now alive and well, more
so than before.
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4. 3¢ A problem with such integrated projects is their complexity,

in both conception and administration. Coordination of the different
disciplines, time horizons and bureaucratic interests involved, within
the Bank and in the project management, can be extremely difficult. But
this complexity reflects the intricacies of social organization and
relationships, of community realities; and an approach based on these
realities has a validity and appeal that more simplistic conceptions lack.
The necessary continuing linkage among the diverse elements of integrated

projects calls for highly flexible, sensitive intermediaries on the ground.

D. Savings Accretion and Mobilization

4. 37 The savings potential in SSE development of all kinds, and in
programs related thereto, deserves special emphasis. As has been mentioned,
small entrepreneurs apparently have a high propensity to save as their
earnings rise above minimum requirements; and they are likely to be increasingly
so motivated if there is a realistic prospect of supplementary credit on
reasonable terms, to enable them to make a desired investment with good
profit potential. 1If, as a result,their productivity and earningé should
increase, one could expect much of the increment also to be saved -- and
perhaps deposited in the same neighborhood credit institution, further
reinforcing community linkages.
4.38 In all kinds of programs for integrated urban development, for
housing finance, for cooperative production and marketing and the like,
the impnrtanée of savings should be stressed, and accessible and reliable
facilities for that purpose built in. Interest rate pelicies should also
be designed to encourage saving._ People's lending institutions might give

preference In the extension of credit =- €.g., -for home improvement -- to
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depositors of a specified minimum amount. A lottery feature to allocate
loans for standard purposes in high demand (housing, transport vehicles)

may also create the incentive for deposits.




V. COORDINATION AND DELIVERY OF FINANCIAL AND TECHNICAL ASSISTANCE TO SSE

s .
Delivery of Financial and Technical Assistance

5,01 SSE encompasses such a variety of industries and services -- modern
urban factories producing diesel engines or electrical goods, bakeries and
bicycle repair shops in market towns, truckdrivers and market vendors,
craftsmen serving the local needs of a city slum or a village, and artisans
making handicrafts for export —- and such diversity in markets, sources of

raw materials, levels of technology and patterns of location and organization

that it is not possible to prescribe common needs for institutional support

or delivery systems. A first general requirement, however, is for means of
distinguishing genuinely (or potentially) productive units from a mere
spreading of a constant amount of wofk. For assisting the former category some
combination of financing and non-financial assistance (TA for short) is usually
needed, and it is important that the two be effectively cﬁordinated to

reinforce each other. But the nature and emphasis of the mix, and the way

assistance is organized and funded will vary widely for different types of target

enterprises and problem situations.

5.02 The array of agencies that offer TA for SSE development is itself
rather formidable. Table 2 presents a preliminary summary listing of
international organizations active in this field. It is not exhaustive;

our records are incomplete, and new initiatives are emerging every month.
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TABLE 2

SYNOPSIS OF
INTERNATIONAL TECHENICAL ASSISTANCE AGENCIES

(a) by type of TA needed

Coorzratives 2 ICA, ILO, Technoserve, IVS

Industrial Estates UNIDO, SRI

Subcontracting UNIDO, TACME, APO

Technological Advice) Georgia Tech, ITDG, UNIDO, CIDA, VITA, IRRI, JCI, APO
and Referral ) SRI, CIDR, Technonet, FRIDA ‘

Handicrafts/Cottage Ind. T10, UNDP, SRI, SIDR, IACME, AVAP

Agro-industry development ITDG, Technoserve, ILO, IID

Training of':

- managers/entrepreneurs 1LO, UNIDO, AITEC, Technoserve, IID, INED, Georgia Tech,

- workers

Technonet, IVS, IMDI, AFO
ILO, UNIDO, AITEC, ORT, IVS :

~ extension workers ILO, UNIDO, UNDP, AITEC, ITDG, Georgia Tech, SRI, IRRI,

E-W Ctr, ORT, TETOC, IVS, IMDI, APQ

Institutional development

- management

% organization ILO, UNIDO, SRI, UNDP, Technonet, TETOG, AITEC, IMDI, FBDB

- extension centers ! UNIDO, Georgia Tech, SRI, APO
= preoductivity and R&D Georgia Tech, ITDG, VITA, IRRI, APO
Centers

Africa
EMENA
South Asia
EAP

- LAC

A1l regions

(b) by regional specialization

Technoserve, CIDR, ITDG, Georgia Tech, VITA, IMDI, FRIDA
TACME

ITDG, IRRI, Technonet, APO, IACME

IRRI, Georgia Tech, Technonet, APO

AITEC, Technoserve, ITDG, VITA, Georgia Tech, CIDR, TACME
ILO, UNIDO, UNDP, SRI, ICA, IID, ORT, TETOC, IVs, JCI, FEDB

Notes: (a)

(b)

(&)

(d)

for meaning of acronyms and more information on the above agencies,
see Annex 3;

the information on most of the agencies is second-hand; their inclusion
in this paper is therefore not an endorsement of their capabilities;

some agencies have been active in particular countries rather than a
whole regicn as highlighted in Annex 3;

the above listing is still very incomplete; other agencies which have
been asked to send informaticn on their activities include:

Societe D'aide Technique et de Cooperation (SATEC) (France), Approp-

riate Technology Development Unit (India), Batelle Memorial Institute
(USA), Arthur D, Little, Ic. (USA), Industrial Development Research

Center (Canada), Research Institute for Management Science {RVB)

(The Netherlands).
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It is impracticable to list the many agencles or institutions in the LDCs

that could provide advice or services for SSE, but such national (or local)
agencies, thoroughly familiar and integrated with their varied national
environments, are crucial to SSE development and to the effectiveness of

external help. In the design of SSE projects and their TA components, it will

be important to identify and to build in effective participation by local
technical /management information agencies whose capabilities can be progressively

enhanced (cf. para. 4.24).

A. Needs of Modern Enterprises

5.03 ¥ The modern, organized SSEs —- small
manufacturing plants, construction, trading and transport companies, and

so on—-—- are, of course, more easily reachable; and it should be possible for
DFCs, commercial banks and other conventional entities to meet their financial
needs, given appropriate policy adaptations and some supporting TA.

5.0L Apart from strictly technical matters, some modern firms will
require assistance in getting established and getting finance(feasibility
studies, project preparation, choice of technology and equipment, setting up
accounts, etc.) and in their current operations (market information, management
training, subcontracting brokerage, dealing with government regulations, etc.)
These problems tend to be most acute at the frontiers between the informal and
the modern sector, and enterprises attempting to make this transition need
capable help.

(1) Organizational Alternatives

5.05 There is no unanimity among the "experts'" in SSE development as to
the most épprépfiate relation between the technical information/advisory services

and the administration of credit, at the level of their combined application.

Alternatives are:

B A S TR i i S P

AT

e Fr B e L T v e P [

ot il ot AL L i i 5 M i e s il <



Py -

(a) The TA agency fully integrated into a financial intermediary
—-- which helps ensure coordination but may prejudice the
independence of financing decisions. It may also confuse, in

the client's mind, the TA function with that of loan supervision

and collection, making both less effectiye, Finally it might
unduly concentrate responceibility for SSE development in a

single entity, and choke off potentially useful competition

~and unorthodoxy.

(b) More usual, the TA agency separate, under the direction of the
government industries department. This could lead to friction with
DFCs or banks, with the technical agency pushing fts clients'
proposals in spite of financial and marketing deficiencies.

(¢) A more satisfactory arrangement. in the Bank's limited

experience, is a TA agency outside, but closely linked with, thke

financial intermediary(s) for SSE, the financial insticution thus acting

as speonsor of TA to its clients (actual or prospective) and of

its clients to the TA agency. The entity that provides or controls
financing seems often to have the most leverage (or catalytic

influence) on both the other parties. .

But institutional structure and patterns of influence, and the policy
orientation of different government agenciles, vary from country to country.

The essential thing is that very close cooperation should prevail between TA (in the

broadest sense) and the provision of credit, J
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(ii) Meeting Non-Financial Costs

5.06 Financing and TA programs for S5SE
even modern ones, will cost more than programs benefiting large firms.

Table 3 shows portfolic quality and prefitability data for three countries
where the Bank has assisted intermediaries catering to both large and small

firms. The data are not strictly cCmparable, but they suggest that the

Intermediaries serving the smaller units (MIB, the SFCs and CFP) have sreater arrears
problems than those financing larger enterprises}f They also have higher
administrative costs for subproject promotion and appraisalfsupervising,

a reflection of the large number and dispersion of small projects. Costs

ﬁf TA, provided by other agencies, are not included in these figures.

5.07 The relatively high mortality for SSE is often a predictable
consequence of geficiencies in finance, technical know-how and entrepreneurial
experience.gj The bankers' typical concern with collateral more than cash
generation works against SSEs and aggravates their wvulnerability. Hence
more constructive and flexible (though not less hard-headed) lending 7
criteria might improve the survival ratio for infant énterprises.

The SSE borrower, i1f he has the means, is often conscientious in paying his
debts -- so long as he is made to understand clearly, inter alia by effective
collection efforts and procedures of the intermediary, that his financing is
indeed a serious debt rather than government generosity. So there

is ground for hope that traditions of SSE repayment will be established; but
until this has been demonstrated in practice, over a considerable period of time,

gnvernment guarantees will still be necessary in many countries.

1/ However, some SSE financing institutions -- e.g., the PCB/Syria, the NCB/Korea,
the Halk Bank/Turkey -- do not have greater arrears problems.

Ej The statistlics may exaggerate. Small enterpreneurs often initiate several
activities at once -- the corresponding "enterprises" consisting of a
registered name and a post box.-- until one "takes off", at which point

the others are dropped; in reality they were pre-investment exploratipns®
rather than genuine enterprises, but they show up in the figures as failed
businesses,
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Table 3 _ .

FORTFOLIO ANALYSIS AND PHGF?T?BILITY DATA
1

g ‘ FOR SELECTED DFCs
) Korea ’ India Colombia
2 g
W xmB koo sros? IDBI TOIOI CFP )
Quality of Pertfolio
Principal in arrears
over 3 months 3.5 2.0 2.2 9.8 0.5 2,6 9.5 2.9

(% of loan portfelio)

Long-term portfolio
affected by arrears 7.6| 1k.0 6.6 [39.3 L.l an 16.6 L.9
over 3 months (%) —

Profitability

Spread on _ ‘

borrowings (%) bl 1.2 5.8 3.2 1.6 2.8 1.5 L
Administrative costs 7

as g of average total 350 D5 LT [ 33 WL O 643 1.7
assets ‘

Profit before tax (but

after provisiocns) as 0.2 0.6 L.6 1.9 1.6 2.6 1.8 L.l
% of averege total

assets

Net profit as % of

average equity T.5] 2.k 8. 8.5 9.3 LT 3 16.3

Ll‘:

[ata are from recent IBRD Appraisal Reports and from the Policy Pzper
"World Eank Assistance to Publie IFCs", IBRL/LFCD, Oct. 31, 197h, BRC/S/C/7L-20
(internal document)

Figures are statistical means, except fer the SFC profitability data which
were computed on a consolidated basis.

-
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In India assistance to small enterprises by state development banks and
commercial banks has increased severalfold since the introduction in 1960

of a eredit guarantee scheme, later reinforced by government pressure on

the banks to extend their network to reach small enterprises. However,

the guarantee scheme has been widely criticized, principally for uncertainty
as to the ;onditions for compensation, a gsimilar scheme in Nigeria has
apparently not worked well, but has in Brazil. Studies in depth are needed

to identify the factors affecting success of different schemes.

5.08 Even with good repayment performance, or guarantees greatly

reducing the default risk, the unit cost of administering 100 loans of $50,000

is higher than for five loans averaging $1 million each. Different criteria
and procedures clearly must be used. Some current and plarmed studies are
seeking to distill, from the practices and experience of various entities
financing small firms, quick, simple screening devices that could largely
gsubstitute for more formal appraisals. These short-cut criteria will vary
in different economic/cultural environments but should include potential
sales demand, unit costs and prices, raw material supply characteristics,
and basic financial ability to withstand market fluctuations. Checklists
with specific questions or minimum data requirements would guide the lccal

branch managers investigation.

5.09 TA costs for the more modern, organized SSEs can be divided into

at least three categcries:
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(a) advice associated with supervision ( and protection) of the
credit extended, which is in the intermediary's interest
and should be deemed part of its administrative expense;

(b) technical or business advice to -the client going beyond the
scope of normal loan supervision or beyond the intermediary's
capability -- generally a government policy/promotional function
parallel to the credit program and separately funded, although

the financial intermediary might be the catalyst; and

(¢) more elaborate investigations or advisory services, requiring

special consultancy arrangements, which might be financed

from a subproject loan or (if government policy so provides)

from a special promotional credit or grant.
5.10 In general, it seems preferable that TA expenditures going beyond
the commentary and advice normally offered in connection with adequate loan
appraisal and supervision be identified and financed separately, whether
the TA administrative responsibility for TA rests with the financial intermediary
or elsewhere. Otherwise, pressures and criteria for control of the intermediary's
strictly administrative costs could be weakened. Adequate funding for TA of
all kinds needed by SSE should certainly be provided, but the cost and financial

1iabilitv (nlaced insofar as nossible on the beneficiarv) should be identified

and controlled.

(i11) Financial Charges

5.11 The pattern of financial charges, and the resulting margins to
intermediaries, usually reflect a confusing combination of risk calculations,
administrative costs, inflationary assumptions, government strategies, and

institutional policies that are inconsistent, differ among countries and change

. T
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over time. It will be useful, in the assessment of specific credit programs
for support te SSE, to isolate the costs of TA and to cover the risk factor with
a government guarantee. The remaining financial policy issues are complicated
enough.
5.12 The question whether small borrowers should be charged less, mare,
or the same rate of interest as medium/large enterprises has been the subject
of widespread dispute. Because of widely varying circumstances we have not been
able to rationalize any clear-cut general rule. Still, some tentative
judgments can be made:
(a) for.most SSE in developing countries, the advantage of a
few percentage points reduction in interest is less significant
than access to credit on anv reasonable terms;

(b) a subsidized interest rate for SSE would represent a drain on

public financial resources:

(c) to attain a secure status, not permanently dependent on
government favor, SSEs must be able. eventually. to survive
on marketplace finaneial terms;

(d) the costs/risks of lending to SSEs are often higher than
for lending to large, established industries,so that
equivalent interest charges, in themselves, would constitute
a subsidy to SSE; but

(e) much higher interest rates, fully ccvering the lending costs/
risks, would likelyuencounﬁer gevere social and political

resistance.
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but also to encourage rational investment and managerial decisions by
borrowers.

B. Needs of Artisans and Informgl Activities

(1) Technical Assistance and logistical Support

5.16 The fragmented, dispersed character of the smallest SSEs

makes it extremely difficult to organize

assistance to them. Informal industries normally depend on expensive

support from middlemen; or are isolated, cater only to the closest markets,

live from hand to mouth. They could benefit by joint organization or sﬁppdrt
services to provide an integrated package of assistance, cpreading "overhead"
costs over a number of formerly decentralized units. With organization around
their critical unmet needs, they could reach larger markets, increasing and
upgrading production capacity, and could offer banks a better credit risk.

€. 19 However, the needs are often industry-specific, only superficially
similar. Project preparation must look systematically at the nature of products
and markets, and specific functional needs, to devise appropriate project
components and grouping possibilities. Often single-industry, tailor-made
strategies may be more effective than general-purpose, '"catch-all" institutional
or TA schemes, but given the diverse and dispersed nature of informal

industries single industry suppert may be impractical and costly. For instance,
a "full package" approach comprising cooperative production facilities, TA,

bulk raw material supply, and marketing collection points could be justified

for an urban or rural concentration of shoemakers, but not for scattered

e ———— e =
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village cobblers -- even though the latter may need an active integrated
approach more,.due to distance and difficult access to raw material

supplies or markets.

5.18 When the concentration of informal SSEs is not sufficient to warrant
Common services, more intermittent information and advice on specific
marketing, procurement, technical or organization matters might be provided
-— the emphasis necessarily on general needs of diverse industries and
services. Scale economies and a more focussed strategy might be achieved

by selecting for concentration a few major industrial lines, potential or
existing, in each area, using standard investment and management packages

for credit and new SSE promotion. Also, extensionists can help form loose
associations among eixsting producers —— e.g., for village blacksmiths to
organize joint purchase and transport of scrap metal, common sales outlets,
and training and information-sharing seminars on improved equipment to

reduce costs and improve marketability of agricultural implements. In

this way, small single-industry networks could develop that depend on ousdi
outside help only for initial organization and subsequent trouble-shooting.
5.19 Service industries (e.g., commerce, local transport and repair)
usually require less institutional support; nearly all cater to local markets,
require féw rav materials, and have flexible, autonomous organization.

Access to working capital and investment credit is usually the main requisite.
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Cooperatives or associations can previde broader distribution of earnings,
possibiiities of increasing services and some wholesale purchasing economies.
But integrated support and active intervention is usually more difficult and
less effective in the services than for manufacturers.

5.20 Marketing tends to be the major problem of most small manufacturers
and the starting point for project intervention. Small firms often lack direct
access to larger, lucrative markets; distances, poor quality and design,
limited production capzcity, and lack of information about potential niches
impede their gestation and growth. Firms at a distance from markets, in rural
areas or small towns, need institutionalAsuppori to provide information on
growth markets and-related design, price, and quality requirements; joint
collection points with quality control; and commen transportation. Firme
closer to the market can get much of the information themselves and economies
in transport are less significant.

5.21 Another important factor is the length of the product life cycle;
if, as in fashion and high technology items, the characteristics and designs
of products must respond rapidly to changing demands, then small, decentralized
industries will need close vertical coordination go provide quick diffusion

of market demands and corresponding design and technology changes. Likewise,
tight organization of collection points, quality control and delivery will be
needed. On the other hand, for a standard product (e.g., of grain mills,
tanneries) assistance in distribution may be necessary, but quick, tight
market information and coordination is less critical.

5.22 When informal producers move into more demanding markets, they often
need special TA to make the transition.£o reliably improved quality. TIn

cases where SSEs have vigorous management they can often find their own
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market niches, arrange storage and transportation, and convince commercial
banks to lend for working capital needs. Howaver, such skills are scarce

In most countries; most small producers work through middlemen or for local
consumers, and have little knowledge of broader market potential and require-
ments. Attemptsto replace the middlemen with government or cooperative
marketing structures have sometimes proved more clumsy and done little to

improve the artisans' market contacts, knowledge or autonomy.

5.23 Raw Materials often make up 50-80% of the cost of goods sold by

SSEs, partly because their supply is costly and of inferior quality,
detracting disproportionately from the final product value. Artisans must
buy hand to mouth,-often squeezed by seasonal or chronic shortage; provision
of working capital could greatly improve their position and productivity.
Government policy should avoid discriminating against SSEs in access to

raw materials, import licences or government-purchased imported stocks.,

5.24 Backward linkages from SSE to the agricultural, livestock, fisheries
and forestry sectors are important, especially introduction of techniques

and incentives to upgrade intermediate processing and handling, which

could greatly increase the value added at each stage. For instance, improved

tools and techniques for flaying and initial preparation of hides in India

could double their walue and enhance the range and quality of markets for finished

leather products.
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5.25 Technology is often stressed unduly by SSE extension networks,

relative to marketing, organizational and raw material needs. Capable
artisans in LDCs have generally undergone long apprenticeship and are
technically knowledgeable and adaptive. Still, some forms of technological
assistance could well increase the competitiveness of SSE or enhance the use of
local resources. Existing labor-intensive equipment can be introduced
selectively and made accessible to SSEs by extension work, hire/purchase
arrangements and investment credit. Introduction of basic equipment may give
a major impetus to a small, unorganized produger, provided his other requisites
are met, opening up new markets and at the same time imposing stricter

quality, price and minimum contract requirements that call for further
upgrading of his skills and/or equipment. At this transition point, the SSE

may need TA in selecting machines, a short practical course on their use,

introduction to methods of quality control. TA can be important in subcontracting

arrangements; for instance, light engineering SSEs can benefit by joint

quality/testing equipment, and R & D workshops for developing proprietary or

Joint pwoducts.

‘Be26 Institutional support is needed at least as much in the organization
of productiop as in its strictly technical aspects. Production cooperatives
have had ﬁome success, where artisans benefit by pooling or jointly purchasing
complementary or expensive equipment (e.g., shoemaking, carpentry, metal-
working); in areas resistant to cooperatives, reciprocal use of individually
owned equipment, combined with joint facilities for bottleneck or highly

specialized operations, may yield similar benefits. Artisan acceptance of
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industrial cooperatives in some settings has been hampered by the organizers'
insistence that artisans pool assets and form joint production units; as in
agriculture, industrial producers are more open to cooperating on marketing
and input supply, since the producer benefits from economies of scale
without having to relingquish control over the source of his liwvelihood.
Reciprocal arrangements and joint facilities may be arranged around existing

production sites or within industrial estates.

5.27 T?aining should mainly foeus “on short, practical sessions to
upgrade skills of existing artisans, apprenticeships and work-study arrange-
ments--avoiding more lengthy and more formalized types of vocational
training which tend to exclude existing artisans and other target group
members. Conventional vocational training would be necessary, however, in

new subsectors (e.g., electronics) or in countries with a very limited

gkill base
(ii) PFipance
5.28 Very small enterprises are usually‘short of cash, hesitate to

borrow and have little access to institutional credit. Many of them could
advantagecgsly use local currency loans for raw materials and upgraded
equipment; foreign exchange represents a small (although sometimes eritical)
percentage of total credit requirements, especially for informal SSEs. Being
labor- and raw material intensive, éSEs need credit mostly for working capital

rather than fixed assets; and while their permanent capital base is small
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their working capital needs are both relatively large and fluctuating.

They keep incomplete accounting records (or none) and cater to volatile
markets; their risks and returns are hard to evaluate reliably. Hence com-
mercial banks shy away and 3SE, especially informal ones, have to fall
back on the middleman/moneylender.

5.29 The criteria and procedures for more organizedprovision of finance

to the smallest enterprises must be drastically simplified:

minimum paperwork, with standard packages roughly indicating the amounts
needed for different activities;lioans based primarily on the strength. of

the market, internal management, and institutional support; strict ongoing

supervision being the main reliance for loan security. Hire purchase or
equipment leasing arrangements may be especially appropriate. Information
promotion campaigns are necessary; SSes may have no idea how to approach

a bank. Amortization terms should be reasonable and flexible; the eventual
repayment record of SSE can be excellent, but temporary slacks in the market,
production problems or raw material shortages may cause repayment delays that

are recouped later.

(iii) Alternative to the Middleman

of effective SSE assistance programs in many

5.30 A prime object

countries must be to devise an institutional (cooperative, private or governmenr_al}

delivery system that will simulate the positive aspects of the middleman

system —— its "full service" package, its operational flexibility and

leanness —— while reducing exploitative features, Such a system,could

1/ Prototypes for such activi;ies'as bakeries, auto repair, wood and metal
working and stone crushing, geared to local markets of different size cate-—
gories, are a feature of the SSE loan to the Ivory Coast. Each model
specifies the facilities and working capital required for the enterprise

of appropriate scale, its likely costs and financial results, minimizing

the need for appraisal guesswork by the loan officer and greatly facilitating
the monitoring of the subproject.
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{a) minimize the need for working capitalladvances to individual
SSE participants, since they could draw raw materials from a
common warehouse, return the finished products and be paid
for the value added;

(b) assess other credit needs and certify them to the banks;

(c) assure repayment, by check-off from the sale of finished
goods;
(d) through standard specifications and inspection, assure customers

of product quality;

(e) explore wider market possibilities;
(£) provide assistance on design or technical problems; and
(h) provide common facilities, with equipment too costly or too seldom

used for individual SSEs to own or lease, on a fee basis.

5.31 If alternative delivery mechanisms are to compete with
the middleman, performance incentives for the extension staff will be
needed to overcome the routine government lethargy., In larger countries it
might help to establish at least two competing profit centers within the

to make
government framework, with no geographic demarcation,and/regular comparisons
of methods and results. Most of the staff should be in the field and have
substantial autonomy in decisions.

5 32 Such a model would be suitable mainly for fairly homogeneous

artisans' activities. The more diffuse informal trading,transport and other

services are less susceptible to help through package programs. The alternative

to the moneylender, if any, is a generalized commercial banking or ecredit union

program. Banks frequently have a branch network, can distribute and supervise

credits, and mobile branches could help to reach out more effectively. They are
Seen as commercial, rather than dole-giving institutions. They have experience
in working capital finance, although mainly so far to established enterprise;

but a judicious combination of guarantees and Incentives can move them toward SSEs.
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-5.33 Industrial cooperatives are an attractive concept since they
connote management and distribution of earnings emong the producers them-
selves, and the achievement of some economies of seale without permanent
dependence on government support. However, the record of small industry
cooperatives has not generally teen good, mainly due to weak management.
To transform rural or slum-dwelling artisans into effective cooperative
managers or participants is likely to be a slow process, for which
support from an interim, self-liquidating geovernment entity, for training

and establishing links, will be usefulilj
(iv) Meetin~ the Costs.

5.34
to artisans and informal industries are greater even than those for "modern"

The costs of effective institutional support

SSE. But so are the potential economic benefits, including the possibility
of raising many of these enterprises above the commercial threshold.g/ As
with the modern SSE sector, it seems useful to distinguish the cost of
money and loan administration from other (TA and guarantee) expenses, and
to set the normal lending rate at the same level as for larger enterprises.

The other costs would be absorbed by public agencies serving this sector.

1/ The rickshaw-pushers' cooperative in Comilla (then East Pakistan)
in the early 1960s was a unique erarple of internal leadership
and external reinforcement. Inspired and assisted by the Academy
for Rural Development nearby, the rickshaw-pushers, who had been
paying something like 60Z of their daily earnings as rent for
their vehicles, banded together to collect a few pennies each day
to buy them. Their combined savings, supplementd by loans from the
central coocperative federation and repayments at a high (by 1960s
standards) interest rate, made them all independent operatérs within
a couple of years; and having learned what miracles compound interest
could accomplish they went on to become joint owners of a repair
shop, trucking company and commercial farm.

2/ SSEs are usually fiercely competitive, which accounts in part for their
high birth/death rates. The benefits of commercial survival and
prosperity for some are partly of fset by losses of others, hut with likely

increase of efficiency overall -
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VI. ACTION BY THE WORLD BANK

6£.01 Based on the information and analysis so far available, the
following conclusions seem justified:
(a) that a very important, perhaps the most important, means
to benefit the great mass of urban (and rural non-farm)
population is through expanding effective demand for labor;

(b) that smaller enterprises (SSE) typically provide more jobs

per uvnit of investment than larger ones, service occupations

being especially effective in employment creation; '

(¢) that SSE development is subject to serioud handicaps,
stemming from government and institutional pqlicies as
well as some inherent weaknesses; and

(d) that a variety of measures have been identified, and tested
to some extent, that seem to offer promise for mitigating
these weaknesses and anti-8SE discrimination.

Implications for World Bank policies and actions are suggested in subsegquant

paragraphs.

A. General Orientation

6.02 During the five-year period FY 1973}76, Bank Group financing for
1.

DFC projects amounted to about $2,200 million, of which only about $100

million was explicitly directed to SSE, almost since 1973. However, most

conventional DFC loans, as well as some industrial estates operations, also

1/ Additional direct lending for industry and mining (almost entirely
medium and large enterprises) during FY 1972-76 was $3,100 millien,
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Table I
(As of October 1976)

Bank Projects with SSE Impactlf

Estimated SSE

Country FY Nature of Project Amount Share
(% million) {$ million)
Approved
Pakistan 1962 Industrial Estates
Development 6.5 6.5
Pakistan/ 1970/72 TA and Import Finance 3.0 3.0
Bangladesh
India 1973/76 DFC 65.0 30.0
Mauritius 1973 Industrial Estates
Development and Export
Processing Zone 4.0 2.0
Yemen 1974 Industrial Estates
Development 2.3 2.3
Nicaragua 1974 Sites and Services Develop-
ment and Credit 2.5 2.5
Jamaica 1974 Sites and Services Develop-
ment and Credit 1.9 1.9
Colombia 1975 DFC and TA 5.5 5.5
Philippines 1975 DFC and TA 30.0 lS.Ozl
Sri Lanka 1975 DFC 4.5 0.2=
Cameroon 1976 DFC 3.0 1.5
Cyprus 1976 DFC 6.0 0.75
Ivory Coast 1976 DFC and TA 5.6 5.6
Jordan 1976 DFC 4.0 0.3
Korea 1976 DFC 30.0 15.0
Kenya 1977 Commercial Banks (IFC) 2.0 1.0
Liberia 1977 DFC 7.0 2.0
Nigeria 3/ Integrated SSE Development
Rwanda 1977 DFC and TA 4.0 1.0
Senegal 1977 DFC 4,2 0.2
Somalia 1977 DFC 5.0 2.0
Total 196.0 98.3

1 E)

1/ The most important projects are described in Annexes [ and 5.
SSE is the country's definition up to fixed assets of $250,000.

has an SSE share if i) it has an earmarked SSE component or

The definition of
A DFC project
ii) more than 20%

of the general DFC loan is expected to go to SSE projects.

2/ This is portion earmarked. More of the general loan is also expected to be used
by SSE projects. .

3/ The Bank has provided technical assistance and will provide additional assistance
toward the implementation of the project. The funds, however, are Nigerian. Total
cost is $165 million including a credit component over the next five years of $80
million.
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Estimated SSE

Country FY Nature of Project Amount Share
($ million) ($ million)

Appraisal Stage

Bangladesh 1977 SS51 and TA 6.0 6.0
Burundi 18377 DFC 2.0 0.5
Colombia 1977 DFC and TA 20.0 20.0
Indonesia 1977 Small Business Development 4/
and TA 20.0 20. 0~
Kenya 1977 SSE and Industrial Estates 10.0 10.0
Korea 1977 DFC 82.5 T4
Lesotho 1977 DFC 2.5 0.3
Mauritius 1977 DFC, SSI, and SS Ag. 15.0 3.0
Swaziland 1977 DF¥C 5.0 0.3
Turkey 1977 DFC 74.0 - 5/
Upper Volta 1977 Urban and DFC 11.0 i 4
Sierra Leone 1978 DFC 3.0 1.0
Total 251.0 72.1
Preappraisal Stage
Chile 1978 DFC - & 7/
Ghana 1978 SS1 Development 10.0 10.0
India ? Informal Sector Manufacturing ? T
Kenya 1978 DFC and SSI 10.0 10.0
Korea 1978 DFC 50.0 25.0
Mexico 1978 DFC 30.0 -~ Bf
Philippines 1978 DFC and SSI 20.0 20.0
Turkey 1978 Industrial Credit, Textiles,
Clothing, and Leather 70.0 18.0
Total 190.0 83.0
GRAND TOTAL 637.0 253.4

4/ 1Includes very small trades and service sectors less than $48,000 in total assets,
5/ Portion below $250,000 in fixed assets will be small.

6/ Loan amount uncertain.

7/ At least 20% will be for SSE.

8/ A high percentage is expected to be SSE.

o DFCD
L 10/15/76
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benefitted small firms. During the FY 1972-76 period, total Bank assistance
to enterprises falling within the small scale definition set out earlier is
therefore estimated at about $180 million. Table l; lists projects approved
to date, plus those well advanced in the pipeline,

6.03 It is recommended that in future lending programs the Bank give
greatly increased emphasis to assisting SEE, including sole proprietorships
and firms with only a handful of employees. This is not to suggest an
uncritical "small is beautiful" approach. It will sometimes be betier to
foster projects benefitting both small and medium enterprises; depending on
country circumstances, medium enterprises may offer greater potential for
indugtrial and service linkages, labor productivity and employment objectives
than the smallest category.

6.0L Enterprises of every scale of asgsets and employment should be
encouraged to choose their investment projects, technology appropriate to

the relative factor proportions in their country, where a choice exists.

To assist Bank-financed DFCs to assess or influence such choices systematically
and with better information it is