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PREFACE

It is thirteen years since I first stood up in front of a group of mildly curious
African business people in Karatina, a small town on the side of Mount Kenya,
and tried to tell them something about marketing. They were participants in a
traders’ course, and their main objective was to get their copy of the certificate
given out at the end, which would help them to get a loan.

I was a newly arrived lecturer at the University of Nairobi, and I quickly
realised that what I knew about marketing was of little use to these traders; I
also realised that their businesses, and not the public corporations and multi-
nationals for whom I was preparing students at the University, were the real
businesses of Africa. Their needs were more severe, their problems in many
ways more complex and their potential contribution to economic development
far more substantial.

Since then, I have, 1 suppose, degenerated into an international ‘expert’, with
experience of small enterprise promotion programmes in many countries
throughout the world, but with actual responsibility for few of them. It will be
clear to the reader from what follows that these years of irresponsible and
superficial experience have produced a certain scepticism, not to say cynicism,
about many of the programmes which are designed to assist small enterprises.

I hope, nevertheless, that the cynicism has not affected my continuing and
ever-increasing respect for the small business people themselves. Many pro-
grammes which are designed to help them are indeed of some value, but one
overall message which should come out of this book is that in many ways the
best thing that can be done for small business people is to make them as
independent as possible. It is paradoxical, if understandable, that people who
genuinely wish to help small businesses often think that they can do this by
doing for small businesses so many things that they themselves, or other small
businesses, could do so much more effectively.

My admiration for small business people, and my concern for the effective-
ness of programmes which are intended to assist them, may blind me to some of
the more fundamental issues underlying their role in development. It can
be argued that only a fundamental restructuring of society can correct the
imbalances and inequities which are prevalent in many poor countries. Assist-
ance to small enterprises, it is suggested, is no more than cosmetic tinkering or
may reinforce the exploitative structure which must be destroyed. This debate
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is mentioned briefly in Chapter 2, but the political issues have been more than
adequately debated elsewhere. The basic objective of this book is to help those
involved in small business assistance to appraise what they are doing and to
make practical improvements, even when these may involve reducing the scope
of their own activities.

It is perhaps appropriate at this stage to admit, and to attempt to explain, the
total omission of the Chinese experience from this book. I have not had the
opportunity of working in China; a great deal has been written about what is
happening in small enterprises in that country, and I prefer to leave the reader
to draw his own conclusions from the literature, as I can add nothing from

personal experience.
The objective of this book is not merely to inform, or even to irritate, but to

help the reader actually to do something (and to advise against doing some
things), in order to help small enterprises. The approach therefore is practical
rather than academic; each chapter is preceded by a list of crucial questions
which are dealt with in the text. If the reader feels that the issues are not the
important ones, or none cf the questions appear of interest, he should proceed
to the next chapter. Each chapter is followed by a similar, but more direct and
personal list of ‘application questions’. The reader should ask himself each of
these questions, in the context of his own country, or the particular group of
small enterprises or assistance programmes with which he is concerned. This
should be in some cases at least unsettling; if the reader does not know the
answers, it is to be hoped he will try to find out. If he does, he may be prompted
to try and make some changes.

Every chapter except the first is also followed by a case study, which des-
cribes a real business situation which illustrates some of what is covered in the
preceding chapter. The reade: should draw his own conclusions from the case
studies; some ideas are included in a brief commentary which is given after each
one, but if these serve only to confirm the reader’s belief in a quite contrary
view, the material will not have been wasted. Rather than promote universal
solutions to changing problems I have tried to offer guidelines for evaluating
situations and action, which I hope wili be of continuing usefulness.

This is above all a dynamic and fast-changing field, and what is true today
may well be nonsense tomorrow. The book, as the publisher knows only too
well, has been a long time in the writing; the main reason for delay has been the
need constantly to add new material which I have learnt in the course of contact
with small businesses or people working with them. Sometimes it appears that
what had seemed to be a fruitful approach is as doubtful as many others. More
often, and more hopefully, I have met people, usually working in their own
couniry with their own small business community, who have developed solu-
tions to problems which previously appeared insoluble. Each time, a chapter
has had to be rewritten and it is to be hoped that this process of learning will
never end.

The group from whom I have learnt the most are the participants in the
Cranfield programme on the Promotion of Small-Scale Enterprises in Devel-
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oping Countries, who have come to the somewhat inhospitable environment of
Bedfordshire in the autumn of every year since 1977, nominally to learn, but
actually to teach me and one another about better ways of working with small

enterprises. A number of the case studies used in this book were originally
produced by members of this programme; those whose material has been used

in this way are:

A. P. Amuro : Nigeria
M. O. Anaba : Nigeria
S. M. Kahumbi : Tanzania
N. S. Khan : Pakistan
F. M. Lubang’a : Kenya
H. A. Quashem : Bangladesh
F. O. Sogbetun : Nigeria
M. Tala Dzudie : Cameroon
S. Tapper : Jamaica

Their contributions are gratefully acknowledged.

Itis impossible to list all the other people who have, knowingly or not, helped
in preparing this book, and it would be invidious to try. Much of the book is
highly critical of assistance institutions, and, by inference, of those who work in
them. It is clear to my colleagues that the main reason for my enthusiasm for
small enterprises is my inability to work in or understand large ones. In advance
mitigation of any offence, or even of plain ignorance, I should acknowledge my
debt to staff from the following institutions (and many more, who will I hope
identify themselves and accept my gratitude):

Colombia — Fundacion Carvajal, Cali.
Federai Republic — Deutsche Gesellschaft fur Technisches Zusam-
of Germany menarbeit, Eschborn.

India — Birla Institute of Technology, Mesra.
— Coilege of Agricultural Banking, Pune.
— Development Banking Centre, Gurgaon.
— Small Industries Extension Training Institute,
Hyderabad.
— Xavier Institute of Social Service, Ranchi.

Indonesia — Airlangga University, Surabaya.
— LPPM Management Institute, Jakarta.
— Department of Industry, Jakarta and elsewhere.

Kenya — Faculty of Commerce and Institute of Develop-
ment Studies, University of Nairobi.
— Kenya Industrial Estates, Nairobi and elsewhere.
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Nepal

The Philippines

Sri Lanka

United Kingdom

United States
of America

Urited Nations
Organisations

Bhaktapur Developmeznt Project, Bhaktapur.
Ministry of Industry, Kathmandu and elsewhere.

Micro Industries Development Programme and
Bureau of Small and Medium Industries, Manila.
Manila Community Services, Quiapo.

University of The Philippines, Institute for Small-
Scale Industry, Manila.

Industrial Development Board, Colombo.

British Council, London and elsewhere.
Intermediate Technology Development Group,
London.

Intermediate Technology Industrial Services,
Rugby.

Overseas Development Administration, London
and elsewhere.

Oxfam Trading, Bicester and eisewhere.

Appropriate Technology International, Washing-
ton D.C.

Partnership for Productivity, Washington D.C. and
elsewhere.

United States Agency for International Develop-
ment, Washington D.C.

The Economic Development Institute and other
Departments, of The World Bank.

The Food and Agriculture Organisation.

The International Labour Office.
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CHAPTER 1
WHAT ARE SMALL ENTERPRISES?

The crucial issues

— Are definitions necessary?

— Should quantitative or qualitative measures of scale be used?

— What are the effects of measuring scale by numbers employed?

— How can the capital investment in a business be accurately valued?

— Are there critical differences in management which distinguish small busi-
nesses from larger ones?

— Is it more important to define the maximum size of small businesses or to
ensure that assistance programmes reach the very smallest eiterprises?

— What types of business should be reached by small business assistance
programmes?

— Why do manufacturers often receive more assistance than traders?

Small businesses are fashionable

This book is not about small business; it is about ways in which small businesses
can be assisted. A great deal has been written about how small enterprises help
development, and small business people themselves frequently call on those in
authority to do more for them. Small businesses are said to need more credit,
more training, more advice, more technology, more buildings, more raw
materials and more markets, as if external assistance alone can solve all their
problems and enable them to employ the growing workforce that can no longer
be absorbed on the land, by Government or in large-scale industry.

Less has been said, however, about what must be done, by whom and how.
Small is beautiful, and perhaps dangerously fashionable; large and increasing
amounts of money are being spent on promoting small business, and some of
the techniques are more successful than others. As with small businesses
themselves, good programme management is more important than the details
of the assistance programme that is being managed, but there are nevertheless
some warnings and other lessons which can be drawn from the wide range of
international experience. The first flush of enthusiasm should perhaps be
followed by a somewhat sceptical reappraisal. The following chapters aim to
provide some arguments for and against the most popular forms of promotion,
together with some guidelines to increase their chances of success.

Why define?
It is important to be clear at the outset what is meant by ‘small’; the point below
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which an enterprise is dcemed to be small, and the way in which its size is
measured, are the subject of some debate. The scale of a business needs only to
be defined for a specific purpose, and there is no point in attempting to produce
a universally or even a nationally acceptable standard. Any discussion of
definitions should be preceded by a very clear understanding of the purpose for
which the definition is to be used.

Quantitative definitions are needed when it is necessary to exclude larger
enterprises from preferential assistance programmes which are designed to
help small ones. Such programmes sometimes include a high level of subsidy
and it is necessary to lay down rules as to which enterprises are eligible. The
clients of other forms of assistance, such as training or consultancy, may be
self-selected in that the programmes are designed to be useful only for the
enterprises they are intended to assist. In these cases it is only necessary loosely
to define the type of business for which the programme is designed.

Definitions must be clear and simple to apply. Small-scale enterprises,
particularly in poor countiies, are notoriously difficult to count, let alone to
measure individually, and it is vital to select a practical standard of measure-
ment. Even those measures which are apparently the most precise are subject
to a large degree of inaccuracy; the difference between qualitative and quanti-
tative measures is not so great as it might appear. Definitions are needed for
some programmes, however, and they can broadly be classified into those
which attempt to use a quantitative standard and those which rely on a more
subjective judgement usually relating to the management style and method of
operation. Table 1.1 briefly summarises the results of a survey covering
seventy-five countries which was undertaken in 1975. It can be seen that the
majority of the countries use quantitative measures and those preferring quali-
tative measures were more likely to be industrialised countries.

Table 1.1 Criteria for determining sizes of enterprises (Auciello et al., 1975)

Criterion Developing countries Industrialised countries

Number of employees 6 countries 9 countries
Assets employed 10 countries 1 country
Sales turnover 1 country —
Employees and turnover 1 country 2 countries
Employees and assets 16 countries 3 countries
Turnover and assets 1 country —
Employees, sales and assets 4 countries —

Total sample 39 countries 15 countries

Employee numbers

The number of employees is the most commonly used measure in industrialised
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countries, and is immediately attractive for its simplicity. It has some problems
of application, although perhaps less serious than any other quantitative
measure. These arise from the seasonal nature of much small enterprise
employment, from the prevalence of part-time work and from the exiensive use
of unpaid family labour including children; any statement of employee
numbers must involve a relatively arbitrary and inevitably approximate weight-
ing because of these factors, which mean that the measure has limited accuracy.

More importantly, most small enterprise promotion programmes have &5 at
least one, if not their primary, objective, the creation of employment oppor-
tunities. If the standard of eligibility is measured by the numbers employed, this
excludes those units which are contributing most to the objective. Most people,
however, would probably agree that the number of people employed is the
most generally acceptabie measure of the ‘size’ of a business. If there is a need
for an uncontentious, neutral and relatively easily applied definition for use in
census data or research into features associated with scale, employee numbers
is probably the best means.

The 1975 survey which is summarised in Table 1.1 shows a marginal prefer-
ence for employee numbers; the table oversimplifies the situation, since most
countries have more than one definition, and as promotion policies and pro-
grammes proliferate so also do ways of defining the enterprises eligible for
them. Nevertheless it appears that many agencies recognise that it is perverse
to use employment numbers as a limiting factor in programmes designed to
promote employment, and far more countries are now using the value of the
capital rather than the number of people employed.

The value of capital

Capital scarcity is generally associated with labour surplus, and a measure
which disqualifies enterprises employing more than a certain amount of the
scarce factor is immediately attractive. The meastrement problems are, how-
ever, more difficult than for numbers employed. Every one of the ways in which
a business can use its capital can be difficult to value; some figures may be
unknown to the owrer of the business, while it may be in his or her interest to
conceal or reduce the value of others. The owners of small enterprises are
notorious for their failure to distinguish between their personal property and
that of their businesses, and this clearly makes the measurement of cash
extremely difficult. Inventories or stocks, and in particular work-in-progress,
may be valued in a number of different ways, even if the quantities are known,
and only the total amount of money owed by customers is likely to be both
known and admitted by the owner.

Capital equipment poses further problems: the machinery may be very old,
or home-made, buildings are often used as dwellings as well as workshops, and
in many countries there is no real market for land so that any valuation must be
arbitrary and to an extent meaningless. It may be in the interests of a business to
own or to rent its premises; there is presumably no reason to discriminate in
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favour of those enterprises which occupy rented premises, but any form of
measurement which includes the value of capital employed in land and build-
ings must do this.

In India, where numerous preferential schemes of various sorts require
concise definiticn, a number of the above problems are avoided by defining size
in terms only of the vaiue of plant and machinery; this is valued at its original
cost, regardless of age or inflation, and out-of-pocket costs alone are included
for home-made equipment. This has on occasions led to anomalies when a
busincss has changed hands: the equipment is now valued at the price for which
it was bought, and this can mean that a business ceases to be ‘small’ without any
physical change having taken place.

Problems of this sort are however few and far between; it is important to
realise that in most cases there is little doubt whether a given enterprise is small
or is not; precision is only important at the margin, and many promotion
programmes such as factory estates or machinery supply schemes are in any
case designed only to be attractive to smaller enterprises, so that there should
be few applications from those which are at the larger end of the scale. Some
programmes involve substantial discrimination in favour of small enterprises,
however, in terms of low interest rates, preferential purchases or raw material
supply arrangements; the value of plant and machinery is likely to be easier to
determine for those enterprises which are closer to whatever upper limit is
selected, so that fewer problems actually arise in practice.

Other measures of ‘scale’

There are a number of other quantitative definitions which are suitable for
particular types of business. Sales turnover is a not unreasonable measure to
define the scale of trading enterprises, although it is very misleading if different
types of business are compared in this way, and it involves measurement over
time which can be more difficult, and more subject to seasonal variations, than
a figure of capital which can be measured at one moment of time. Value added,
that is the difference between sales and the cost of purchased materials and
supplies, is a further refinement and theoretically preferable version of sales
turnover, since it measures the scale of what actually happens in the business,
and excludes the value of materials which are merely bought and sold, but it
does further increase the measurement problems; it is important to distinguish
between figures which are sometimes necessary for analytical purposes and the
more routine requirements of a working definition. Some ‘technical’ measures
have also been used, such as installed horsepower or kilowatts, the number of
vehicles, hotel rooms, looms or other machinery, or the output capacity of the
equipment. Definitions of this sort are often the most effective, and easy to
apply, for the purpose of determining which enterprises in a single industry are
eligible for a particular form of assistance, but they are clearly inapplicable for
comparing businesses in a number of different industries.

Labour intensity is frequently, but not necessarily, associated with small
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scale; since employment creation is the major objective of most small enter-
prise promotion programmes, and since both the number of employees and the
value of some parts at least of the capital investment can be measured, it might
be argued that enterprises should be defined not by their size, but by their
labour intensity.

There are examples of large very labour intensive industries, such as the
clove flavoured ‘Kretek’ cigarette factories in Java, some of which employ over
15,000 people and would be defined as large by any definition but which are
presumably as deserving of special assistance as any smaller unit, if judged by
their ability to offer employment for very low capital investment; it is possible
that some industries of this sort have suffered because they are not deemed to
be ‘small’ by whatever definition is used and cannot therefore avail themselves
of preferential assistance schemes. For practical purposes, however, a measure
of labour intensity shou!d rather be a component in the appraisal procedure
applied to any request for assistance rather than being the fundamental
measure by which enterprises are defined. Employment creation is not the only
benefit associated with small enterprises, and an absolute measure of capital
employed in machinery and equipment is probably the most feasible definition
to use.

The choice of a particular maximum figure will of course depend on the scale
of enterprises in the country concerned, and the numbers which are proposed
to be assisted. What is a heavily capitalised large industry in a small and very
underdeveloped country may be a medium or even small-scale enterprise in a
larger and richer ecouomy.

Qualitative definitions

There are a number of qualitative definitions which are inevitably less rigorous,
and wholly unsuitable as a means of determining eligibility for preferential
treatment, but are perhaps intellectually more satisfactory in that they relate to
the essential operating differences between small and large enterprises, rather
than to arbitrary and not wholly acceptable quantitative standards. In Tanzania
only enterprises which are ‘within the reach of the people’ are said to be small.
This is eminently flexible, in that the actual scale of enterprises so defined will
presumably expand as the people’s financial, technical and managerial capacity
develops, and although it poses more questions than it answers the political
goal of promoting indigenous enterprise is clearly enunciated and imposed on
those institutions which are intended to promote small enterprises. Small
enterprises have been defined as those in which management lies ‘in the hands
of one or two people who are also responsible for the major decisions’ (Neck,
1977, p. 9). Some very large corporations, such as the Ford Motor Company,
have at times been considered to be managed in this way, but this definition
does identify a critical feature of small businesses which may be of greater
importance to those working in them, or doing business with them, than any
quantitative measure.
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The lower limits

The discussion has so far iocused on the upper limits, beyond which enterprises
are said to be medium or large-scale. It is more important, and less common, 10
debate or define the lower end of the scale. It is inevitable that the major
beneficiaries from small business promotion programmes have tended to be
those most able to take advantage of official assistance and least in need of it,
namely the larger enterprises within the category of ‘small’, however defined.
Some official definitions go so far as to exclude businesses below a certain size,
while many programmes effectively exclude the smallest enterprises because
they are designed for formally organised modern sector businesses, and excess
demand for preferential treatment inevitably excludes the weaker members of
the target group.

Special, additionally preferential programmes have been introduced in
India, Brazil, The Philippines and elsewhere to cater for the needs of ‘the tiny
sector’, ‘cottage industries’ or ‘micro-empresas’; if such programmes are effec-
tively designed, and if they genuinely reach the vast numbers of the smallest
enterprises, including the unenumerated, informal and unregulated, there is of
course no objection to excluding such enterprises from the more traditional
small business promotion programmes. If, however, there is no special scheme
for the smallest, or if such schemes are inadequate, it is vital that the official
definition, and the impact of whatever programmes are implemented, should
not exclude the very small enterprises which make up the vast majority not only
in numbers of units but in numbers employed.

Such enterprises are more difficuit to reach, and it is harder for established
formal institutions such as banks, Governments or training schools to work
effectively with informal enterprises. It is often necessary to design special
programmes to assist this type of business and to select or develop special types
of institutions to implement them, but ‘tiny’ and ‘small-scale’ enterprises are
similar enough to allow both to be assisted by some at least of the same
programmes.

It can be argued that the distinction between ‘modern’ and ‘informal’ is far
more important than that between large and small. While there are no large
informal enterprises there are many small modern ones, and these are often the
main beneficiaries from most forms of assistance. It is far easier for an assist-
ance agency to reach modern businesses, particularly if it has technical guid-
ance from countries where there are few if any businesses of any other kind, but
every attempt must be made to avoid the impression that a service which helps
most of the modern small busiacsses in a given community is in fact reaching
any but a very small minority of the total small enterprise population. A
conscious effort must be made to reach the informal sector; since this usually
requires quite different methods, it is argued that programmes should be
differentiated not on the basis of how large their clients are, but whether they
are informal or modern.
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This is-a reasonable argument, but a rigid definition of informality is itnpos-
sible. The objective of reaching the informal sector is more likely to be
achieved as a result of attitudes than explicit statements of policy or regulation.
Anyone responsible for programme design and implementation must recog-
nise that the vast majority of businesses are in fact in the informal sector. He or
she must decide whether it is feasible to do more than help the modern
minority, and, if it is, mast ensure that the programmes genuinely reach the
majority, rather than merely claiming credit for doing so. There are in fact very
few programmes which do have a significant positive impact on informal
enterprises, and many more which actually damage them. The distinction
between modern and informal should certainly be more clearly recognised.
This does not, however, invalidate the advantages of modern small enterprises
over large ones, so that the scale and the sectoral definitions both have their
value.

What types of business?

It is similarly important to be clear as to the type of activity which is to be
included in the term ‘business’, ‘enterprise’ or whatever other word is used to
describe the economic units which are the subject of this book. Although
reference is sometimes made to ‘the farming industry’, ‘the retail industry’ or
‘the catering industry’, the word ‘industry’ is usually associated with manu-
facturing, or non-farm activity which involves changing the physical form of
raw materials in order to produce certain products. National wealth appears to
be closely correlated with industrialisation, as indicated by the proportion of
people employed or share of gross national product produce 4 by manufactur-
ing industry. Large-scale manufacturing units have notoriously failed to bring
improved income to the mass of the people in poor countries, and most small
business promotion activity is specifically directed at small-scale manufactur-
ing or at service activities, such as vehicle repair workshops.

Farms are usually by far the most numercus small businesses in most devel-
oping countries, but agricultural enterprises are generally excluded from small
business assistance programmes. There are many similarities between small
farms and small industria! businesses, and many of them are of course located
in the same places and owned and operated by the same people. The distinction
between agriculture and business is, however, enshrined in the organisation of
Government, and farmers do tend to be more numerous, and more similar to
one another, so that a package approach to credit, marketing, input supply or
training is more likely to be successful with small farmers than with small
business people. Development Banks, aid agencies and national Governments
tend to separate farming from industry almost completely; this may be admini-
stratively necessary, because of the large numbers involved, but both sectors
have a great deal in common, and agencies attempting to help small industries
can certainly learn a great deal from the experiences of agricultural promotion.
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Traders or manufacturers?

There are many reasons why trading enterprises are excluded from small
business promotion programmes, and are regarded less favourably than manu-
facturers. It is less easy to appreciate the intangible values added by buying and
selling than the physical changes made by manufacturing, and trading has a
long history of disrepute, reaching back as far as the courtyard of the temple in
Jerusalem. The perception of trade as a somehow less legitimate or honourable
activity has to an extent been self-perpetuating; the distasteful task of market-
ing has been left to despised minorities or recent immigrants, who have on
occasion exploited their resulting monopoly position; this has further strength-
ened the public contempt for traders.

Much anti-Semitism can be traced to this type of situation, as can the often
profitable but increasingly invidious position of racial minorities such as the
Lebanese in West Africa, ‘Asians’ in East Africa, the Chinese in South East
Asia and innumerable smaller minority groups throughout the world, some of
which may merely be members of a clan or tribe who have migrated from
another part of the same country. Political independence and nationalism may
lead to the expulsion of such minorities, or to regulations which prevent them
from continuing their trading activities, but they have often been replaced not
by indigenous small businesses but by Government marketing boards ot offici-
ally sponsored co-operatives. This type of organisation is rarely altogether
successful, but only in a few countries, such as Malaysia, have deliberate efforts
been made to assist traders as generously as manufacturers.

It may be suggested that traders do not need the same level of assistance,
because it is relatively easy to start a small shop with little capital and no special
skills. Experience suggests, however, that new smali-scale traders suffer very
similar problems to those of manufacturers, and may suffer a similar mortality
rate.

Local small-scale traders play a particular and vital role in development; they
supply and market many of the raw materials and products of larger and
small-scale manufacturing enterprises, they supply inputs and market the
products of agricuiture, which is likely to remain the single most important
sector of the economy for many years in most developing countries, and they
provide basic necessities to the mass of the rural and urban poor in places, at
times and in an environment which satisfies their needs. Even if small-scale
traders did not in themselves play a vital role, most small-scale manufacturing
enterprises evolved from purely trading activities; they should be encouraged
as a source of industrial entrepreneurs.

The foregoing paragraphs may seem unnecessarily to have widened the
scope of this book, in terms both of the size and nature of the enterprises with
whose promotion we are concerned. There are indeed many special aspects of
promoting the very smallest enterprises, and non-manufacturing units, and
each of them, like each of the various ways in which small enterprises can be
promoted, would merit a more specialised study on its own. Most of the
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institutions which are concerned with small enterprises must, however, cover
the whole field. Because this field 15 S0 wide, the_y often concentrate on the
politically more; attractive or 0pcl—anonally less difficult clients, which mean
that the smallest, or trading businesses: are often r_leglected. We sl.lall attempt
therefore to deal with all sizes and tyP€S of enterpr1§e that are conSId.ered to be
small, by whatever definition, in the hope th.at what is lost becatlxse this does not
allow, detailed treatment of every aSPECt v-vn_ll be more than gained by the fact
that the book will alert those whos€ activities are -at present co.ncentrated on
one particular type or size to the needs of those which are not being reached by

their programmes.

Application questions o
.\ i used to determine eligibility for special assist-
Do all definitions which are xcluding those enterprises not in need of help,

. . are the genuine target of the programme?

_ 2‘; ;ﬁ:ﬁgfﬂg:}?ﬁig‘gd for different purposes, and types of business,
or is there a standard inflexible definition which may be inappropriate for
B g);nfoggireg:;lil:sszr authorities spend more time determing and applying
defini tions%ha suring that their programmes reach those most in need?
Conitons r;, en bgr of employees ever exclude enterprises which are
—_ ca(;a ;le :)tf“:::rslpl)(,);il:g large numbers of people, at low cost, and should

therefore be assisted?
— If invested capital is used as

. se?
ractical U3 . .
j‘:feuraascs)i,stt: g: ;ﬁ:gn:; rﬁ mes focused exclusively on manufacturing enter-
— n

prises, while trading and service businesses are more numerous and equally
?

deserving and in need of help?

ance serve their purpose by €

a measure of scale, are the values of sufficient
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CHAPTER 2

WHY PROMOTE SMALL
ENTERPRISES?

The crucial issues

— How can successful small enterprise promotion programmes gain popu-
larity for politicians?

— How can a newly independert country build a genuinely indigenous indus-
trial sector?

— Is there a real choice between large and small enterprises?

— Are the products of large or of small businesses most suitable for poor
people?

— Are workers happier in large or in small businesses?

— Do the research and development departments of big businesses develop
locally appropriate products and technologies, using local materials and
equipment?

— Which needs more ‘management’, a small number of large businesses or a
larger number of small ones?

— Are large or small businesses the more profitable?

— Which types of business mobilise and re-invest the most capital, large or
smali?

— What are the arguments against small business, and how can they be
countered or accommodated?

The political arguments

Poverty is caused by inadequate incomes, and incomes result in most industrial
societies from employment; employment creation is thus perceived as the main
goal of most poor countries, and small enterprises are believed to be a fruitful
source of jobs. Employment is not the only way of relieving poverty, and those
who have jobs are not necessarily no longer poor as a result. Nevertheless,
small enterprises, broadly defined, have displayed a remarkable capacity to
absorb labour, and it is reasonable for Governments and others to promote
them, or to desist from destroying them, for that reason alone.

There are however many other powerful, and perhaps less contentious,
reasons why small enterprises merit attention, and these are sometimes neglec-
ted because employment creation is perceived as being so important. Any
Government which is concerned with the opinions of the mass of the people,
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and not only of wealthy and often foreign elites, must at least appear to address
its policies towards the activities of the masses. The opening of a large factory
may be dramatic and politically attractive, but the urban and rural poor are
coming to realise that effective assistance to small-scale agricultural and non-
farm enterprises is far more likely to benefit them. Small enterprise promotion
thus becomes a political necessity; the daily newspapers in the Caribbean, the
Philippines, much of Africa, India and elsewhere, even though small-scale
business people do not usually read them, are full of accounts of new business
schemes, industrial estates and other programmes which are considered neces-
sary both to gain votes and to gain favour with the foreigners who disburse the
aid on which so many countries depend.

The struggle for political independence has been won in most countries, but
it is an empty victory if the economy is controlled by foreign interests or if local
public or private enterprises rely on technology, methods and expertise from
abroad. Small enterprises are almost always locally owned and controlled, and
they can strengthen rather than destroy the extended family and other social
systems and cultural traditions that are perceived as valuable in their own right
as well as symbols of national identity.

Alien minorities, who may make up well under 1% of the population such as
the ‘Asians’ in East Africa, or over 30% like the Chinese in Malaysia, often
control a disproportionate share of the economy. The indigenous people may
have been prevented from playing their due role in the economy, and their first
attempts are likely to be in small enterprises. Small business promotion in
Kenya, Indonesia, some parts of the Caribbean and elsewhere have more or
less explicit, and politically necessary, racial implications. Indigenous busi-
nesses are usually small ones, and the most important objective is o promote
not small-scale but indigenous enterprise.

Local products for the poor

The products of small enterprises tend to originate from indigenous craft
traditions, and they are also more likely to satisfy the needs of poor people than
are the products of large enterprises and foreign technology. In many develop-
ing countries there is a severe shortage of large numbers of commodities; it is
more equitable if scarce promotion resources are used to assist enterprises
which make things that poor people buy. Investigations into the demand for
soap in Bangladesh, shoes in Ghana, furniture in Kenya and bicycles in Malay-
sia (Baron and van Ginneken, 1982, pp. 685-686) suggested that there is a
tendency for local products, produced in small units using labour intensive
equipment to be more appropriate for the needs of poorer people. Poor people
also tend to be less well-informed and thus more susceptible to the appeal of
heavily promoted and not necessarily appropriate branded products, so that it
is not easy to define what their ‘needs’ really are. Nevertheless, even a brief
examination of the goods stocked by a supermarket catering to the rich, and by
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small-scale shops patronised by the poor, shows that the latter have a higher
proportion of goods manufactured by local small businesses. Farmers aiso are
often ill-served by the products of large industry; the simple tools and equip-
ment that are manufactured by local small factories are more within the reach
and more suited to the scale of the holdings and technical ability of the typical
farmer.

Because the profits of small enterprises are not dependent on long produc-
tion runs they can manufacture smaller quantities of products which have a
regional or even a more local market; this means that the peculiar needs of
farmers in certain areas, or of minority tribal or other groups, can be econ-
omically served. Even in Great Britain, farmers use differently shaped sickles
and other basic agricultural tools in different counties; this has enabled some
small-scale manufacturers to survive, and has made the task of the larger firms
more difficult. In poor countries, with less efficient communications, local
differences are far more pronounced and only small enterprises can economic-
ally cater for them.

The same local differences which appeal to individual communities in a poor
country are also attractive to the handicraft and ‘ethnic’ product markets in rich
countries. Handicrafts provide a substantial proportion of the manufacturing
exports of countries such as India, the Philippines, Bolivia and elsewhere, and
the necessary skills and styles are only preserved and can only be developed by
small-scale units.

Small enterprises satisfy local needs not only by making differentiated pro-
ducts but by being themselves scattered throughout a country, wherever people
live. This ensures that whatever employment opportunities are provided are
equitably spread throughout the country, more or less in proportion to popula-
tion, and that raw material producers are able to find local markets.

Local indigenous technology is more likely to use locally produced raw
material, and equipment, thus saving foreign exchange which might otherwise
be spent on imports as well as internal transport costs which generally include a
large element of foreign exchange. An integrated national market may be
necessary and desirable for some products and in some circumstances, but
when transport is expensive, and the whole infrastructure of internal communi-
cation is over-burdened, there is much to be said for local small units where
local people use local materials to satisfy local needs.

In East Java the people of one village are fully occupied in the manufacture
of traditional hats, and simple containers, woven from split bamboo. They
obtain the bamboo from a nearby village, whose people have traditionally lived
by growing and splitting the raw material for their neighbours. The products
are used throughout the region, but are being displaced by modern hats woven
from synthetic fibres, and by plastic bags. The new products are made from
imported raw materials in large factories; the traditional products are aestheti-
cally more pleasing, at least to an outsider’s eye, and when they are discarded
they decay and disappear. There seem therefore to be many reasons to prefer
and promote the survival of the traditional industry.
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Job satisfaction

Small businesses provide more jobs than large ones, and they also have rather
different effects on the people who work in them, regardless of their number. It
is difficult to measure job satisfaction, and indices of labour unrest are of
limited value in countries where strikes are rather infrequent because of legal
prohibition, weak trade unions and the desperate scarcity of jobs. Research in
industrialised countries suggests that people who work in small enterprises are
happier in their work than those who work in large oaes, in spite of generally
lower wages and poorer standards of safety, comfort and welfare facilities
(Peters and Waterman, 1982).

It is dangerous to assume that intensive mechanisation and the lack of
opportunities for close social relationships at work must necessarily be
as painful in societies where wage employment of any sort is for most people
a highly desirable novelty, as they are in wealthy countries, but as peopie
become richer they are likely to become disenchanted with the typical
dehumanised large-scale working environment, and to prefer employment in a
small business.

Entrepreneurship and innovation

Entrepreneurship is a quality which is by no means only associated with
small-scale enterprise, and which is as necessary in Government and public or
co-operative enterprise as it is in private business. Individual small enterprises
provide, however, both a nursery and proving ground for enterprise. The
person who successfully starts a business may work with it until it becomes a
large national or even international enterprise, or he may move through a
succession of ventures until he finds the sector where his talents can be most
fruitfully applizd. Alternatively, and more often, he may find that he lacks the
persistence, imagination and other qualities necessary for success, but what-
ever the outcome, small business also provides a valuable outlet, and training
ground, for the entzrepreneurial ambitions of people who are employed in
Government. They could not be involved in a large business at the same time as
holding an official position, because this would be too time-consuming and too
obviously likely to cause conflict of interest. A new small enterprise, however,
can easily be started and managed by a civil servant; ‘moonlighting’ may be
forbidden as in Tanzania, but relatives can occupy formal positions and the
earnings can be such as to compensate in part for the uncompetitive salaries
paid in the public sector. These may, as in Indonesia, be one-tenth or less of
equivalent salaries in the private sector. It may be unfortunate that Govern-
ment cannot enjoy the full time services of talented people, but a small business
venture at least allows these people to remain in the public service and to give
some of their time to it.

Evidence from industrialised countries suggest that more genuine innova-
tions are produced for every dollar that is spent on research than in large
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businesses (Natural Science Foundation, 1981). Very few small businesses in
poor countries operate in industries where explicit research would be appro-
priate, and even less are likely to account for this activity in such a way that the
cost, or the results, could be measured. The ingenious use of pieces of broken
window glass to make up replacements for imported hurricane lamp glasses, or
of domestic electric light switches as limit switching devices on a powerloom
may not be patentable innovations. They are nevertheless highly innovative,
and valuable for saving foreign exchange and generating local employment.
Large firms are more likely to rely on foreign collaborators for their
technology.

Employment for women

Much has been written in recent years about the role of women in poor
countries; they all too often remain in rural areas as the hewers of wood,
drawers of water and bearers of children, and their maternal responsibilities cut
them off from whatever benefits are to be gained from wage employment in the
modern sector. Small enterprises provide a valuable alternative source of
income and personal development, whether it is in a home-based cottage
industry or a rather larger enterprise to which a mother can conveniently travel
for a few hours a day when her children are cared for by an elder sibling or other
relative. Female-owned trading enterprises have a long history in many parts of
the world, such as West Africa. Certain manufacturing activities, such as
sewing, simple machine knitting, food preparation and many types of handi-
crafts provide more opportunities for employment and for outside contacts for
women who have traditionally been confined to farming and domestic Jabour.

The need for management

The performance of many enterprises, of all sizes, suggests that the scarcity of
competent managers is a more serious constraint on economic development
than the shortage of finance. Small enterprises are preferred because they use
less capital which is a scarce resource; it may be even more important to
promote them because they use less managentent, which is even more scarce.

Managers organise, co-ordinate and control activities which are undertaken
by other people; the need for management rises disproportionately with the
size of organisations, so that a business employing a thousand people will need
more managers, and some at a far ‘higher’ and scarcer level, than one hundred
businesses each employing ten. Small business consultants who were advising
village shop-keepers in Kenya were surprised that some of their most successful
clients were illiterate. Their success may in part have been because they did not
spend their time keeping written records which were taught in Government
training courses but whose actual use nobody was able to explain. It was clear,
however, that these people could not have successfully managed a large
enterprise.
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It was suggested earlier that an enterprise ceases to be ‘small’ when man-
agement becomes necessary as a separate full-time activity in addition to
carpentry, selling or whatever else is the function of the business. Smail
enterprises defined by this standard do not need full-time management at all;
this may be an extreme view, and ‘management intensity’ cannot be quantita-
tively measured like labour or capital; nevertheless, small enterprises are
arguably less ‘management-intensive’ than large ones, and should be promoted
for that reason.

Profits and investment

The profits of foreign-owned enterprises are often artificially reduced by
distorted transfer prices, and a locally owned large private enterprise may
minimise its publicly statcd profit in order to avoid taxation and charges of
profiteering. The profits of small business are even more difficult to determine,
concealed as they are by inadequate accounting, tax avoidance and unrecorded
withdrawals in cash or in kind, but such comparative data as is available
suggests that the return on capital employed in small business is significantly
higher than that earned in large ones (Harper, 1975). The capital on which the
profit has to be earned is of course smaller in relation to the output and
numbers employed, and owners of small enterprises may consider their own
wage as a profit; if no alternative employment opportunity was available, this is
not unreasonable.

A sample of some 170 small traders in Kenya was studied in some detail; the
average return on investment, including the owner’s earnings and any profit,
was 473% per year, while the return excluding the owner’s drawings was 25%.
A rather smaller sample of manufacturing enterprises, also in Kenya, were
achieving an average rate of return of 115% on the money employed. The
capital equipment in some cases amounted to little more than a few handtools,
but all these figures are impressive when compared with large private or,
particularly, public enterprises (Child, 1977). Profits indicate effective use of
resources, and have the potential to finance further investment; enterprises
which earn high profits thus deserve support.

Profits are not an end in themselves; if the high profits of small business were
to be hidden under the mattress of the owner, held in a foreign bank account or
spent on foreign imported goods, they would be of no value to the economy.
The available evidence suggests, however, that the contrary is true; the owners
of small businesses are less likely to spend money on imported goods, and more
likely to re-invest a higher proportion of their profits in their enterprises
themselves, than the owners of large businesses, whether they be local or
foreign.

Frugality and enterorise are often closely related, and many small business
owners continue to subsist entirely on whatever income they enjoyed before
going into business; 25% of the small-scale shop-owners who were surveyed in
Kenya were displaying remarkable restraint, in that they were not withdrawing
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any money or goods at all from their businesses for their own use. The average
earnings of the remaining owners were only marginally above the current
casual agricultural labour rate. 84% of the owners were re-investing at least
some money in their business, in that they withdrew less than the profits; these
enterprises were very small. and their growth may not have been dramatic, but
the funds were certainly not remitted to other countries or spent on con-
spicuous and usually imported luxuries.

The profits of an individual small enterprise are likely to be higher than those
of a large one in relation to the capital invested, but they may also be more
be more resilient to depression, and to offer a steadier level of employment
than large ones; their activities and locations are diverse, they depend on a wide
variety of sources and types of raw material, and their owners, if only for the
want of any alternative, are likely to stay in business and maintain at least some
activity and employment in conditions where foreign investors, or domestic
owners who did not depend on the business for employment, would have closed
their factories or even withdrawn their investment altogether.

Businesses not only use capital; they also create it, and it is appropriate to
encourage not only those which use the least but also those which mobilise the
most. Some large businesses may bring their capital into a country, through
foreign investment, supplier credits or international funding, but many indi-
genous small businesses are funded, initially at least, with dormant capital that
might not otherwise have been usefully employed. Under-utilised agricultural
assets, such as marginally productive cattle, or savings invested in jewellery, are
used to found new ventures, and to expand existing ones. Relatives of the
entrepreneur may also mobilise similar resources as they would for investment
in education, and these sources of capital might never have been tapped by
commercial banks or other institutions which may be involved in financing
larger enterprises.

Why are they labour intensive?

Comparative studies of large and small businesses, carried out in countries at
all stages of development, confirm that small firms employ more labour per
unit of capital, and require less capital per unit of output, than do large ones.
There are inevitably occasional exceptions, and the differences related to scale
may well be exceeded by those relating to the type of activity, but if policy
makers are concerned to increase employment opportunities, evidence points
conclusively to small business as a more productive source of jobs, per unit of
capital invested or product produced.

Most activities can be carried out by small or by large units, and it is possible
to identify alternative ways of producing most products, or at least of satisfying
most consumer needs. There is no necessary association between smali-scale
and labour intensive technology, but there are many reasons why the owners of
small units are more likely to minimise their capital investment, and to employ
more labour per unit of output than their larger competitors.
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Many people in poor countries go into business not in order to maximise
their return on investment, but to ‘buy’ themselves a job; as with any other
purchase, the buyer’s objective must be to purchase as much of the commodity
he wants, namely employment, for the minimum expenditure, or capital invest-
ment. If the expenditure buys employment not only for the entrepreneur but
also for one or more of his similarly under-employed relatives, so much the
better.

The rather more sophisticated entrepreneur may already have a job, and his
primary motive for enterprise may be profit rather than employment. Never-
theless, he is more likely to use a labour intensive technology than is the
investor in a large business. Apart from his desire, or obligation, to provide
employment for his extended family, he is unlikely to have access to foreign
exchange or to sources of sophisticated imported technology, which tends to be
the capital intensive option, or to the institutional sources of capital from which
he might obtain the funds to buy such equipment. If he depends on his own or
his family’s capital the total amount will be small, and if e attempts to borrow
money from informal sources the interest rates will effectively discourage the
capital intensive alternatives. He is also unlikely to be able to reach distant
markets whether in his own country or abroad; the scale of his operation
will therefore be limited by the size of the local market, which will incline
him towards small-scale, labour intensive, flexible and locally made equip-
ment.

Policy makers might in theory be able to ignore the scale of enterprises, and
to promote only those which are labour-intensive, whatever their size. Indi-
vidual investigation and prediction of employment and capital for every enter-
prise would, however, be a practical impossibility for any effective industrial
promotion policy. The size of an enterprise is, however, fairly easily deter-
mined; if small businesses are effectively promoted, the ultimate goal of job
creation is likely to be achieved.

The arguments against small scaie

The importance of small business has been recognised in nearly every country;
it is interesting that Great Britain, where modern industry may be said to have
originated, has been one of the last countries to make any explicit arrange-
ments in favour of small-scale enterprises. In poor countries, however, where
labour is even more in surplus, and capital even more scarce, the arguments are
overwhelming and programmes to assist small industries have been undertaken
for far longer than in many industrialised nations. There are nevertheless
powerful interests and arguments on the other side, and national concern for
small enterprise is not always translated into serious programmes.

The industrial sections of national or regional economic development plans
invariably refer to the expansion of various industries and they often give more
or less precise figures as to the capacity which is to be installed. Planners are
powerful people, and they not unnaturally like to see their plans become
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reality; it is far easier to initiate and promote the establishment of one or two
large units, whether they are owned by private investors or the State, than it is
to develop the same capacity through a multiplicity of smaller businesses.
Politicians also, who are nominally the masters of planners, nave more to gain
from large businesses than small ones. They can claim credit for the establish-
ment of a new factory, they can be photographed laying the foundation stone,
and they can, in some cases, benefit frcm whatever inducements or bribes the
investors are prepared to offer in order to ease their way through the bureau-
cracy. Small enterprises are less attractive; no individual unit is newsworthy,
and whatever bribes they are able to offer are beneath the attention of national
leaders.

Once the enterprises have been established, Governments may find it
appropriate to direct or encourage them to adapt certain employment policies,
to use certain raw materials or to direct their marketing effort towards certain
markets, perhaps for political reasons. It is difficult enough to persuade or
compel alarge firm to conform to Government policy, but almost impossible to
monitor and control the operations of large numbers of smaller businesses. The
same appiies to environmental, safety or product standards; a large firm might
require no more than one high level contact, backed possibly by the veiled
threat of sanctions, while ten or a hundred smaller firms providing the same
output wouid need legislation, a force of inspectors and a schedule of penalties
to ensure conformity with any particular standard which is introduced.

The large businesses, of course, do not necessarily do what is required of
them. A foreign-owned tannery in East Africa causes massive pollution of the
air and water in the otherwise pleasant country town where it is located, but the
damage to the environment is at least mitigated by the rewards to senior
politicians and officials who permit it. Smaller tanneries also cause pollution,
although on a scale which the environment is more able to absorb. This damage
is not, however, accompanied by significant rewards to those in authority.

Planners may forget in their enthusiasm for order that small firms are often
guided by the market to do the very things that they ought to be persuading all
industries to do; it is only natural that they should have a built-in preference for
the types of business which appear more likely to be bent to their will, and
where they feel that they can make a direct impact, rather than merely setting
the stage in the hope that individual entrepreneurs will perform as expected.
Because the activities of small businesses are largely undocumented, it is very
difficult for planners to know whether they are or are not acting in accordance
with national policies. Measurable results, even if they are unsatisfactory, may
be preferable to some than total ignorance.

Income Mistribution

There is also a natural association of small business with inequitable income
distribution. Society may be able to accept a small, largely urban minority of
wealthy individuals, who work for foreign or national large companies, if only
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because they live in segregated suburbs and are unknown to the mass of the
people, or are regarded as natural successors to the long-tolerated colonial
masters. It may be more difficult to live with a numerous and more visible
group, who stand out not only because they have recently become wealthier
than their neighbours but also because they can provide, or withhold, the
prized gift of employment.

Small businesses are not necessarily privately owned, although the record of
co-operatives, and community or nationally owned non-farm enterprises is not
particularly successful, but in any case such data as is available on income
distribution suggests that a widespread, numerous and prosperous small busi-
ness sector is mote likely to be associated with relatively equitable income
distribution than a smaller number of larger enterprises, whether they are
publicly or privately owned. Centrally planned economies, in spite of their
ideological commitment to equity, tend to have a small number of highly paid
officials managing large public enterprises, while a policy of encouraging
community or individually initiated smaller enterprises will increase the
incomes not only of their owners or managers but also of all those whom they
employ. In Tanzania, for instance, the poorest 60% of the population enjoy
only 13.9% of national income, while in South Korea, with a policy of growth
through individual enterprise, the poorest 60% have 15.4% of the country’s
income.

Small against informal enterprises

There are many other arguments against small enterprises, and the staff of
small business promotion organisations are often the most vehement oppo-
nents of the informal sector, which they perceive as a threat to their own
‘legitimate’ clients rather than as enterprises equally deserving of their atten-
tion. Chambers of Commerce are usually controlled by a minority of businesses
which have achieved fixed locations and official status. They may be regarded
as the true representatives of the independent commercial sector, but their
members have the most to lose from smaller-scale, more recently established
businesses whose opening hours are unregulated and whose locations are
determined by the needs of their customers rather than the colours on an urban
master plan. Officials may genuinely believe that organisations of this type are
the authentic voice of small business, if only because the informal sector has no
voice, but established small- and medium-scale business people are often the
first to propose limitation to the freedom which in fact enabled them to become
established themselves.

Planners who like to see their plans followed to the letter, the police and
others responsible for law and order, marketing board officials who yearn for
undisturbed monopoly and senior officials who prefer to drive along uncrow-
ded roads, all these have a vested interest in controlling or even destroying the
informal sector, which constitutes the vast majority of small enterprises. This
reaction is understandable, not only because of the genuine nuisance which is
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often associated with many small and independent enterprises, but because
those officials responsible for policies are unlikely themselves to be major
consumers of informal sector services.

There are of course some genuine arguments against small enterprises, and, -
in particular, the informal sector. The dividing line between criminal and legal
enterprise is finely drawn, nearly everybody gains from at least a minimum of
free traffic circulation and it is impossible to develop effective rural or urban
infrastructure without some control or monitoring of business location. Com-
plete laizzez-faire might lead to chaos; excessive regulation and control, on the
other hand, stifle enterprise, encourage corruption and deprive the mass of the
people of essential services. Everyone in Government and in particular those
responsible for employment and small enterprise promotion must be per-
suaded to appreciate the economic significance of the smallest enterprises; they
are the most difficult to assist, but their problems usually arise more from an
excess of regulation than from too little official assistance, and the most
effective and simple way of helping them, even if it is not attractive to the
institution builder who wishes to enhance his authority, is to modify ard
withdraw existing legislation or programmes which actively damage the
interests of the smallest enterprises.

The structural issue

There are, however, more fundamental arguments against small enterprises, or
rather against attempts to promote and assist them. Most programmes reach
only a small proportion of the total small business population, and these are
usually the more modern enterprises. It can therefore be claimed that assist-
ance is elitist and that its effect is merely to reinforce the dual nature of society,
by strengthening those who are already in the modern urbanised elite, and
assisting a tiny number to desert their less fortunate fellows and join the lucky
few. If programmes are successful in reaching the informal sector, however,
they are blamed for helping to perpetuate the division in society. Appropriate
technologies, informal credit mechanisms and traditional products are ideal-
ised, so that the programmes do little more than preserve and strengthen
existing systems, which are said to be fundamentally exploitative. Poor coun-
tries are kept on the periphery of the capitalist world, and a small minority
within the poor country is seduced into preserving this dependent status
because they themselves benefit from it. Similarly, it is argued, a few small
businesses are assisted to climb into the exploiting class, and those who remain
are encouraged to tolerate their oppressed condition by programmes which
marginally alleviate some of the more obvious difficulties but avoid any
fundamental changes. Society must be radically restructured, it is argued, and
cosmetic tinkering at the modern or the informal level only serves to delay the
inevitable revolution.




21

These views deserve aitention, both because they are widely held and
because the performance of many poor countries suggest that present solutions
are ineffective. Wealth has not ‘trickled down’ and the difference between rich
and poor people in the same country continues to grow, as does that between
rich and poor countries. The issue has been exhaustively treated elsewhere,
often by academics who clearly enjoy the privileges of the system thev so
eloquently deplore, and whose criticism is rarely accompanied by suggestions
for practical and peaceful remedies. There are, however, real life examples of
countries which have attempted radically to restructure their society, and to
impose a policy of state or community ownership rather than relying on
individual or foreign enterprise. Some of these countries have apparently
succeeded in dramatically improving the lot of the mass of their population,
while others have been equally dramatically unsucccesful. The revolution may
have been violent or peaceful, but success is by no means inevitable. Similarly,
other countries have kept to a basically capitalist or mixed economy approach,
and again some have succeeded while others have failed. The secret seems to lie
not in any particular political system so much as in the people’s basic attitude to
work, and to their willingness to take responsibility for their own destiny on a
community or individual basis, rather than relying on the state. Few readers of
this book, in any case, are likely to be in a position to institute radical changes,
violently or peacefully. It is right to question the fundamental basis of any
development activity, but perhaps even more important to ensure that what-
ever is done is done as well as possible. The ultimate goals must be discussed
and clearly identified, but no goal will be attained if the measures to reach it are
ineffectively implemented.

Schumacher published Small is Beautiful in 1973, and Adam Smith wrote of
the advantages to society of a multitude of small shops in 1776. Today there is
probably not a single Government of a poor countrv which does not at least pay
lip-service to the need to promote small business. The commitment may go
little further than a section in the five-year development plan and begrudging
acceptance of a United Nations training project. One or two cosmetic small
industry estates and a few training courses do not represent a genuine national
commitment to the cause of small business, and it may still be necessary to
persuade Government officials who are directly involved in industrial promo-
tion that small businesses do merit their concern; this is not easy, since progress
is equated with industrialisation which is perceived to mean large industries,
but the arguments used in this chapter, backed by reference to local conditions,
should persuade even the most conservative and least disinterested official that
they do deserve his attention, either because he wants to help his country or
because he does not want to miss a fashionable bandwaggon.

Assuming then, that the ‘selling’ job has been done, and that those in
authority are convinced that small enterprises have a valuable role to play, it
now remains to investigate the nature of small business problems and to
identify ways in which official programmes can, and cannot, assist them.
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Application questions

— Are small enterprise promotion programmes designed to appear to be
helping small enterprises, or do they actually help them?

— To what extent are small enterprise promotion programmes actually
intended to redress racial imbalances in the economy, rather than to pro-
mote small enterprises as such, and, if they are, do the social and political
benefits outweigh the economic costs?

— Are highly paid workers, working regular hours in good conditions in large
businesses, really happier than people who own and work in small
businesses?

— What is the best school for indigenous management: a multinational com-
pany or an independent small business?

— Where do foreign-owned companies carry out their research and develop-
ment, and to what extent is it designed for developing country conditions?

— Do publicly owned businesses make large profits?

— If large, locally owned private businesses make good profits, does
the money remain in the country, and if so is it re-invested in more
employment-generating activities?

— Do large businesses mobilise capital that would otherwise have been
unused?

— Where do new small enterprises usually obtain their initial capital from?
Was this capital always being usefully employed before it was invested in a
new venture?

— Do small enterprise promotion programmes help all small enterprises, or
only the more modern formal ones which are least in need of assistance.

— Whose interests are really damaged by the unrestricted activities of the
informal sector? Are the losers representative of the population as a whole?

Case study: Mrs Hirji’s business

Mrs Hirji, like many other women in Bangladesh, was widowed in the Libera-
tion War, and was left with four daughters to support. The Government gave
her a pension of $15 a month, but this was not enough to support her family.
She had some years before been trained as a tailor in a programme run by a
Government Department, but since she had no money at all of her own and
there were no jobs available she had no idea how she might use her skills to
solve her financial problems.

A Government agency was set up in an attempt to help families which had
suffered in the War. Mrs Hirji heard about their work from a neighbour, and
went to see their local office. As it happened there was at that time a vacancy
for a tailoring instructor in the agency. The local officer told Mrs Hirji about the
opportunity and she applied for and was given the position, at a salary of $§15 a
month. With this, and her pension, she was just able to support her family. She
trained other women as tailors, and was also responsible for obtaining orders
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for the goods produced by the trainees. In the course of her work she met many
senior purchasing officials from different Government Departments, and from
the Army. After working in this way for two years Mrs Hirji realised that she
might be able to use her contacts to start her own business, if there was some
way of buying a sewing machine; she could not possibly afford the price of $66.
She sought advice from her employers; they were pleased to support her
initiative and allowed her to buy a sewing machine from their stock at a
wholesale price, to be repaid over several months.

Mrs Hirji continued to work for the Government agency, and worked on her
new machine in the evenings. Her customers paid for the necessary materials in
advance, so she did not need any working capital. After a few months her
daughters were able to help her with the work, and in addition to some small
contracts from the Army she obtained orders for ready-made clothes from a
number of shops.

After three months she decided that she should devote all her time to her
business, and resigned from her instructor’s job. The agency continued to
support her, and arranged for her to buy three more sewing machines and two
knitting machines on credit. She hired five trained women and succeeded in
obtaining further orders from the Army, from shops and for school uniforms.

After less than two years Mrs Hirji applied for a loan of $1,500 from an
industrial financing institution; she paid off what she owed on her original
equipment, and bought five more sewing machines and four knitting machines.
She hired fifteen more workers, and moved her workshop from her home into a
rented building next-door. She then decided to open her own shop; there were
no shops available for rent in the market, so she converted the front of her
workshop into a showroom. She hired a commerce graduate to help her
manage the business and to keep the accounts, and her business continues to
grow and prosper.

Commentary

The story of Mrs Hirji has been used to illustrate this chapter because, unlike so
many of those that follow, it is a success. Most small enterprise assistance
programmes are intended to help people who are most in need, but many fail to
reach them; Mrs Hirji was a woman, and a widow, and was clearly in desperate
need.

The agency was the means by which she obtained the necessary capital,
contacts and support, and it is hard to see how she could have succeeded
without their help. The idea, the initiative and the energy came from her,
however; the agency provided the resources she needed, when she herself
judged that she needed them, instead of forcing an integrated package of
assistance on an unwilling entrepreneur.

Mrs Hirji had already been trained as a tailor, and the agency provided the
means whereby she could use her skill to create a job, first for herself and then
for her family and twenty-one other people. Other Government Departments
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also helped with orders from her new enterprise, but the assistance was cer-
tainly not handed to her on a plate. She herself identified the opportunity and
persuaded the various officials to give her orders. The story as a whole shows
how official efforts to promote small enterprises can be successful, and why the
attempt is worthwhile. Mrs Hirji had the necessary initiative and skill, and the
agency provided the means whereby she was able to use her resources to start a
successful business. This is all that any small enterprise promotion agency can
or should hope to achieve.
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CHAPTER 3

THE PROBLEMS OF SMALL
ENTERPRISES

The crucial issues

— Is it possible to generalise about the problems of small businesses?

— What difficulties do small businesses have because they are small, and to
what extent are these balanced by compensating advantages?

— How can the problems of small businesses be most effectively identified?

— Are small business owners and managers always aware of the main prob-
lems of their own businesses?

— Are there more viable business ideas than there is money to finance them,
or is the lack of good ideas more of a problem than money?

— Are marketing problems the result of low demand or the inability of small
business people to market their products effectively?

— How can small enterprise assistance programmes be made more sensitive to
the real problems of the people they are trying to assist?

The need for analysis

The mere fact that a certain type of enterprise is agreed to be of greater benefit
to the economy, and to society in general, than another type, does not neces-
sarily imply that Governments or others not directly involved in such enter-
prises need take any action to assist or encourage them. People whose prestige
and employment depends on the establishment and growth of official institu-
tions will naturally propose new programmes to promote anything which
contributes to national development; benign neglect may, however, be more
effective than misdirected programmes which owe their origin to institutional
self-interest or the need to be seen to be concerned rather than to careful
analysis of the real problems of small tusinesses.

Small businesses are in a very r~al sense an extension of the personality :~f
their owners, and any attempt to generalise about them or their problems is as
difficult as any generalisation abcwt large number of human beings. Small
enterprise owners’ perceptions of their problems may be coloured both by their
inability to analyse their situation and their view of what might or should be
provided for them by Government. We saw earlier that it is not easy to define
the enterprises whose problems we may wish to alleviate; it is still less easy to
discover how many enterprises fall into any particular definition, and to find
out what their problems are. Some attempt must nevertheless be made to
survey the small enterprise sector; precise enumeration is unnecessary and
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impossible because of the continuous change and mobility, and any promotion
initiative must be based on analvsis of the problems of a small and carefully
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selected sample.

Small business peoples’ own beliefs

Most small business owners in Kenya, in Papua New Guinea, in India, in the
United States and elsewhere believe (Harper, 1975, p. 366) that shortage of
capital is their major problem. They may refer directly to their need for more
finance, or they may mention their inability to invest in a particular asset,
whether it be raw material, equipment, customer credit or finished products;
this inability in turn they ascribe to their shortage of capital. A smaller number
will complain about shortage of demand, while others will mention the diffi-
culty of obtaining raw material or the shortage of skilled and honest workers.

There are two common features of nearly all business people’s views of their
problems; first they refer to one single problem, and appear to be under the
impression that if this could be solved all would be well, and second, they
identify problems whose solution they believe to be beyond their own contrel.
Peopie who are faced with the day-to-day pressures of managing a small
enterprise are naturally likely to concentrate on whatever appears to be their
most pressing probiem and to ignore the difficulties that will most likely
become more easily seen if the first problem is solved. They are also, like
anybody else, more prone to blame external circumstances for their difficulties
than to admit to their own lack of ability. This is particularly to be expected if
the businessman is giving his views to someone from whom he hopes for help
such as finance or other resources from outside.

While each small business has its own problems, there are certain difficulties
which are shared by all small businesses, although these can be outweighed by
their advantages of flexibility and resilience. These problems generally arise
from the difference in size between small enterprises and other institutions,
whether public or private, with which they have to deal. Small enterprises have
their origin in small economic units such as villages or clans which have no links
with others; one necessary feature of economic or business development is
concentration, so that highly developed economies such as the United States or
Western Europe are to an extent dominated by organisations which operate on
a national or even multinational basis.

In wealthy countries such as the United States or the United Kingdom, small
businesses occupy an important but minority position, accounting for around
one-third of industrial employment and a rather lower share of output. The
large firms therefore represent the majority of industrial activity, and are able
to meet Government on more or less equal terms. In poor countries, small
businesses account for two-thirds or more of industrial activity; the Govern-
ments of these countries are, however, no less and often rather more central-
ised than those of rich countries. They attempt to promote development on a
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national scale through national institutions, and small businesses are to an
extent cut off from Government because of the very differences in their scale of
operation.

This barrier matters far more in poor countries than in rich ones, because the
small enterprises account for such a large share of industrial employment and
production. If small businesses in a rich country are unable to influence
Government policies or to make effective use of Government programmes
only a small part of the nation’s industry will be affected; when the same thing
happens in a poor country, the majority of industry, and an even larger share of
locally owned enterprises, is adversely affected.

The informal sector

The very large numbers of one- or two-person enterprises, usually mobile or
operating from temporary premises, and often outside the law, clearly have
rather different problems from the small but growing number of relatively
modern businesses, which are legally recognised and may already be benefiting
from one or another form of official assistance. If an entrepreneur has every
day to struggle to maintain the existence of his business, not because of normal
‘commercial’ problems but because local or central Government does its best
to put a stop to his activities, his main problem is not finance, raw material
shortages or level of demand, but the regulatory system which makes it difficult
for the enterprise to exist at all.

Many of the more recently established modern small enterprises were
started in response to Governments’ attempts to replace imports, to create
employment in particular regions, to use a particular raw material or in some
other way to be an instrument of official policy. Many of their problems arise
because they are involved in attempts to push forward the boundaries of skill,
supply or demand. Informal enterprises, however, arise in response to oppor-
tunities to satisfy urgently felt needs which may be neglected by planners, or
may not be accepted as legitimate needs at all. Smuggling, prostitution, illegal
liquor manufacture or unlicensed taxis are started because the law prevents
people from obtaining a service they are willing to pay for. More legitimate
activities such as mobile food vending, garbage picking or roadside vehicle
repair may not be illegal, but their problems are more likely to arise from the
fact that they are not generally taken into account as an acceptable form of
economic activity. Many governments pay lip-service to the need to make
allowance for this type of activity, but until this awareness is translated into
action, usually involving the removal of restrictions rather than the initiation of
any new programmes, the major problems of the informal sector will continue
to be official neglect and opposition. In some parts of some countries this
problem has been overcome. At this point, the more conventional problems
outlined in this chapter also become of prime importance to informal sector
enterprises.
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Capital

The shortage of capital is in some cases an illusion, since closer investigation
reveals that substantial sums lie unused in unproductive assets; large numbers
of small enterprises, however, do succeed in employing the little capital which
is at their disposal, in the most profitable way, and could make economic use of
further resources. We saw earlier that their labour intensity, or low use of
capital, was one of the major advantages of small enterprises over large ones; it
can be argued that although capital scarcity is indeed a problem for the owners
of some of these enterprises, it forces them to employ people rather than
machinery, and thus to contribute more effectively to alleviating the universal
problem of unemployment.

The virtues of labour intensity are, however, relative. The increasing use of
capital is a function of economic development, and the aim should not so much
be to deprive enterprises of capital altogether, but to ensure that whatever
capital is available goes to those enterprises that are likely to create the most
jobs with it. There are a number of reasons why small-scale enterprises are
likely to find it hard to get even the small amount of capital they do need.

In most poor countries the shortage of viable investment opportunities is far
more serious than any shortage of funds to finance them. Oxfam Trading, a
British ‘alternative marketing organisation’, for instance, has a policy of return-
ing a substantial percentage of the value of every handicraft suppliers’ turnover
with them each year, for investment in new equipment, stocks of new material
or some improved welfare arrangements such as a créche, a bicycle shelter or
latrine. They ask only that the suppliers should state how they propose to spend
their ‘supplier dividend’. The majority of suppliers are unable to present any
ideas at all, even after repeated requests and reminders, and the scheme may
have to be wound up because of the administrative problems involved. The
fairly large sum of accurnulated unclaimed dividends could, it is felt, be put to
better use. Is this type of situation consistent with any genuine scarcity of
capital for small-scale enterprises?

In fact it is, since most small enterprise loan schemes fail because of the
relationship between the institutional source of funds and the small businesses
rather than because the enterprises themselves are not viable. The cost of
appraisal, disbursement, supervision and recovery does not vary according to
the amount of money lent, so that small-scale lending is less profitable than
lending the same amount of money to one, far larger enterprise; since small-
scale borrowers have usually not accumulated a great deal of property before
making their first application for funds, they are unable to offer security in the
event of loss. This factor means that even if the risk of loss is the same or even
less for small businesses than for large ones, small businesses will still be
unattractive to lending institutions.

Risk capital is even less attractive than loans from the point of view of the
institutional investor; the typical small-scale business owner is a sole proprietor
or possibly a partner with one or a few others; it is almost impossible for an
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institution to take a share of the ownership of an enterprise whose profits may
be unknown or where the owner considers his own employment as the main
return. The administrative problems of controlling a large number of small
investments would be overwhelming, and any attempt by the institutional
investor to sell his shareholding would be very difficult, quite out of proportion
to the small sums of money involved.

Moneylenders and other sources of so called ‘informal credit’ are as ready to
serve small non-farm enterprises as they are to lend money to small farmers.
These ‘loan sharks’, as they are sometimes called, are in fact themselves
small-scale business people who make a living by providing a service which is
needed by other businesses. Those who complain about their apparently extor-
tionate behaviour would be better to examine the reasons why so many
small enterprises find it necessary to borrow from these sources, and should
encourage competition rather than attempting to forbid unofficial money
lending.

Because of what are effectively local monopolies, however, borrowers from
moneylenders may fall totally under their control. They are tied to expensive
sources of supply, or to customers who pay low prices, and they become little
more than employees who work on their own premises and are nominally
independent but actually wholly in the power of whomever provides their
capital.

In one part of Magetan, a town in East Java, almost every house is occupied
by an individual shoemaker. They take their day’s production of two or three
pairs of shoes to the moneylender every evening and collect sufficient materia’
for the following day’s work. The moneylender, who is also the supplier and
customer, pays each shoemaker a small sum for each pair of shoes he delivers.
He is nominally purchasing the complete article, less the value of the material
which he has ‘lent’ to the shoemaker the previous evening, but the relationship
is actually far more like that between an employer and his employee who
happens to work at home than between two separate businesses. Only the
incidental fact that they work at home, rather than in a factory, leads outsiders
to enumerate them as separate enterprises, and to call for the abolition of the
moneylenders, rather than regarding the shoemakers as underpaid workersina
larger business.

Since the supply of capital is the means by which the ‘Mahajan’, the ‘Cukong’
or whatever else the financier is called secures his control over the si. all
business, this problem is often seen as a symptom of a shortage of capital, which
can be remedied by providing it. It is hardly surprising that attempts to remedy
this problem by providing alternative sources of finance have not generally
been successful. People who have never had the opportunity or the need
actually to run a business are not likely to acquire the necessary skilis or
attitudes just because somebody lends them money on reasonable terms, and
efforts to convert independent outworkers into entrepreneurs are equally
likely to be unsuccessful, whether they involve handicraft makers in The
Philippines or handloom weavers in Nepal.
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Lack of demand

Capital alone is often wasted or even counterproductive; the effect may be to
convert a struggling but independent business into a struggling and deeply
indebted one, and it is clear that finance is not the only, or even the most
important problem for most small businesses. Lack of demand is probably the
problem most business people will mention after the shortage of capital; this is
not something which can be remedied by providing anything tangible, such as
finance, a machine or raw materials, and the nature of small enterprise market-
ing problems must be clearly understood before any attempt is made to solve
them.

We have seen that one of the merits of small businesses is that they are a part
of the local environment, and that they tend to employ and serve the needs of
the poorer people in their community. The very poverty of the people whom
they serve obviously limits the demand for their products. Economic develop-
ment is inevitably accompanied by increases in the size of communities and the
growth of large institutional customers so that newer, larger sorts of businesses,
even if their actual products are no more suitable or no less expensive, are
necessarily at an advantage because they match the new scale of the demand.

Governments of all types tend to consume an ever-larger proportion of
national goods and services, and they have to adhere to formal tendering and
supply procedures when purchasing the vast quantities of every type of product
and service which they need. These procedures, to say nothing of the informal
‘inducement’ which may alsc be necessary, are quite beyond the skills and
resources of most small enterprises. As people become more mobile, they are
less dependent on small local sources of supply, and can purchase more of their
daily requirements from large suppliers in towns and cities. Small firms are also
at a disadvantage when attempting to promote their products. Traditional
personal links become less important, and are replaced by mass media such as
posters, radio and newspapers. Advertising is only economic if its costs can be
spread over a large volume of sales, so that these advertising media are out of
the reach of small businesses. It thus appears that smaller enterprises are
unlikely to obtain more than a small share of the greater purchasing power
which comes with economic development

This is, however, a one-sided view of the demand situation for small busi-
nesses; development is synonymous with change, and small enterprises are far
more able to recognise and satisfy new demands. The capital and the skill
necessary for imported large-scale technology are often absent, and enter-
prising small businesses can capitalise on the demand which is created but
unsatisfied by large international firms. Consumers in Nigeria, Indonesia and
elsewhere have become aware of the latest pop music and dress fashions before
their foreign manufacturers are fully able to supply them. Local enterprises
have successfully satisfied this demand by ‘pirating’ tapes and fashions; this
may be unfortunate for the owners of the copyright, but is a typical example of
the entrepreneurial response which can often overcome the disadvantages of
small scale.
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New large businesses need small-scale sources of supply and distribution
channels; this again provides opportunities for the new and existing enter-
prises. Nevertheless, inadequate demand is often a more genuine problem than
shortage of capital; it arises from inadequate access, disadvantages of scale and
the lack of skill and initiative in marketing; assistance programmes can attempt
to fill these gaps.

Raw materials and supplies

Shortages of raw material are also a frequent problem; these may arise from a
shortage of working capital which effectively ties the enterprise to one high-
priced, unreliable or low-quality supplier like the shoemakers in Magetan.

Handloom weavers in Nepal have a rather different raw material supply
problem which they perceive as a shortage of working capital. The Govern-
ment, in its efforts to save foreign exchange, has imposed import restrictions
which mean that cotton thread for weaving is in short supply. The few suppliers
are unwilling to allow credit to individual small-scale weavers, or to supply
them with the small quantities for which they are able to pay cash. It is also
necessary to travel some distance to reach the thread suppliers, so that it is in
any case uneconomic for the weaver to purchase small quantities. They there-
fore need more working capital to pay cash for several days’ or weeks’ worth of
thread at a time, but the problem might equally well be solved by a more
suitable raw material distribution system.

Governments’ efforts to ‘ration’ raw materials and to ensure that small
enterprises get their share, such as has been done with steel in India, often lead
to further difficulties. A few of the more powerful businesses, with better
‘connections’ in the right places, purchase the limited supply that is available
and then sell it illegally to large businesses, or at very high prices to the small
businesses for whose benefit the system was originally designed.

The small enterprise however also has some advantages over larger busi-
nesses in obtaining supplies. Whenever materials are available from scattered
small producers, small-scale users are more able economically to purchase and
use them in the limited quantities they need, without excessive transport costs.
In Kenya, India and elsewhere traditional small-scale refiners of brown sugar,
or ‘gur’ or ‘jaggery’, for instance, are able to make use of sugarcane produced
by widely distributed small farms, while large-scale sugar mills must buy their
cane from large estates which are within an economic distance of the mill.

Labour intensive methods of production which are typical of small busi-
nesses can cope more easily with variations in quality of materials. Village
blacksmiths in East Java use steel which has been salvaged from wrecked cars
to forge high precision industrial components for weighing equipment manu-
facturers, whereas a large producer, using more modern technology, would
need regular supplies of steel sections to a particular specification.

Agricultural raw materials may only be available for a few months every
year, and other supplies may depend on infrequent allocations of foreign
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exchange. A large-scale knitting factory could never be economic, for instance,
if it had to depend on occasional deliveries of wool, but a small-scale enterprise,
with two or three knitting machines costing perhaps $200 each, can still earn
enough money to pay for the machines and make some profit if raw material is
only available for three or four months every year. Labour is also often
available only for part of the year, since people are fully occupied in their farms
during the seasons for planting, weeding and harvesi. A large-scale brick
factory in Nepal, with expensive equipment must operate all year round to be
economic, but small individual units need only work when farmers have har-
vested their crops and are free to dig clay and carry the bricks to market.

Equipment

Similar problems and advantages apply to equipment. If the market demands
products which can only be made with foreign large-scale technology it is
basically closed to small enterprises. However, there are very few products
which can only be made on a large scale, and here again the ingenious and
enterprising businessman has the opportunity to modify foreign methods so
that they are more suited to the costs of labour and capital in a poor country. A
mechanic in a small town in Nepal observed that local weavers wanted to buy
nowerlooms which had to be imported from India. He designed and built
similar equipment, but using scrap steel sections, simple locally available
electrical fittings and other similar components, so that he both satisfied
people’s need for the machinery and created a local industry to build it.

Spare parts prcbably cause more problems than original equipment itself,
even if it has been possible for a small enterprise to import suitable equipment.
It may be that the small amounts of foreign currency necessary for buying spare
parts cannot be obtained; as with the case of raw materials, large businesses are
better situated to obtain allocations of any supplies which are at the disposal of
Government. Here again, however, this problem presents an opportunity for
small business people. They can observe the need, and themselves manufacture
local variants of the foreign spare parts. Larger firms are less likely to be able to
make economically the small quantities of the variety of parts which are likely
to be required.

Regulations and the law

In addition to the problems of selling to or buying from Government, small
enterprises are also at a disadvantage when it comes to negotiating for excep-
tions from any forms of regulation, permission to operate in a particular place
or any other privilege or right which is under the control of a large-scale central
authority. The time and expenses required for negotiations may be the same
regardless of the scale of the operation, and hard-pressed officials are naturally
unwilling to spend time negotiating or deciding on applications when the final
result will only be a small addition to national production or employment.
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It is easier, however, for smali enterprises to operate outside the law; their
transgressions are less noticeable and the expense and administration involved
in effective control are beyond the resources of most Government agencies.
Where there are advantages to be gained from paying less than official wages,
producing illegal products, operating unsafe working conditions or infringing
envircnmental regulations, the small business can often take these advantages
without being noticed by Government agencies, and without the difficulties of
negotiating or ‘buying’ exemption from the law.

Application questions

— Are all officially sponsored assistance programmes based on a genuine
understanding of what really are the problems of small enterprises?

— Do some programmes ‘scratch where it does not itch’, because they are
directed at official preconceptions of what the real problems are, or because
they provide resources which are convenient for the providers rather than
useful for the businesses?

— When small business people themselves are asked what their main prob-
lems are, can they always be relied upon to know, and, even if they do, are
they likely to say what they believe the enquirer wants to hear?

— When small business people complain about their lack of capital, does this
necessarily mean that they are employing the capital they do have as
effectively as possible?

— Is Government itself responsible for some of the problems which its assist-
ance programmes are attempting to alleviate?

Case study: the Lagos Ruler Company

When the Government of Nigeria introduced free primary education, there
was an immediate demand for all kinds of school supplies. An enterprising
engineer from Lagos, who had at one time worked in a factory producing rulers
in Europe, decided to grasp the opportunity and to set up a school ruler
business.

He had little capital of his own, and applied for a loan of $70,000 to pay for
the necessary equipment, which would have to be imported from abroad. The
officials of State Loan Scheme always insisted that loan applicants should state
how they propose to market their products; the engineer made some contacts
with the Ministry of Education in Lagos and some neighbouring States, and
with the three large companies which presently imported and sold school
equipment. They all expressed interest in his products and placed large initial
orders.

Since the engineer had no security to offer for his loan, he offered to pledge
the equipment itself as collateral. This was at first refused, but after a long
delay, including an appeal to the Ministry of Justice, the offer was accepted.
The equipment was ordered, and duly arrived. It had to be installed by
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technicians from the foreign manufacturer, but the engineer was unable to
obtain visas to allow them to enter Nigeria. After some months further delay,
the technicians obtained visas and the equipment was properly installed.

As a result of these delays, the new company was unable to deliver on time,
and the various customers had to place emergency orders with their previous
foreign suppliers. When the new company finally started to operate, further
difficulties arose because of constant electric power failures. The engineer had
included a standby generator in his loan request, but this had not been
approved. It was only possible to produce a very small number of rulers, but the
skilled workers whom the engineer had by this time managed to recruit had to
be paid the full daily rate in order to retain their services.

As a result of all these problems, the engineer found it impossible to repay
the loan on time. He asked the Loan Committee either to reduce the monthly
repayment or to grant him a monopoly for the supply of rulers to the State
Controlled Schools. The Committee decided that it would be better to guar-
antee him a market. They asked the Ministry of Education to place all its orders
with the new company.

Commentary

This business appears to have got into difficulties because its owner has chosen
equipment, and distribution channels, which would be more suitable for a large
and well-established company. The equipment had to be ordered from abroad,
and it was not possible, as it might have been with a more simple method of
production, to build up production gradually. It depended on foreign expertise
for its installation, and operations could not continue without electricity. It
seems to have been a typical example of inappropriate technology, so that the
business failed to benefit from the special advantages of small scale.

The engineer was encouraged by the Loan Committee to sell through
Government and large-scale private suppliers. They initially ordered large
quantities, so that the business had to manufacture and deliver in bulk from the
very beginning. If he had started gradually, selling to smaller customers, some
of his problems would have been avoided.

Although the Government Loan Scheme was designed to assist small busi-
nesses, the availability of finance may have actually deprived the engineer of
the benefits he might have gained if he had had to start on a very small scale and
build the business gradually by re-investing its earnings. By agreeing to the
engineer’s request for a monopoly, the Committee may actually have made it
even more difficult for the owner to establish a genuinely viable business. He
will be protected from competition, which is the best form of training, and the
schools will be tied to an unreliable source of supply. The new company is
unlikely to provide the best prices or the highest quality, because there will be
no competitive pressure to encourage them to do so.

This example demonstrates how important it is for the owners of small
business, and Government officials who are trying to support them, to be
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clearly aware of the advantages small enterprises have over large ones. If a
number of smaller units had been encouraged to satisfy the demand, using
simple labour-intensive equipment, and selling to individual schools or through
local small wholesalers and retailers, more people would have been employed,
less foreign exchange would have been needed and society in general would
have benefited from the higher level of service that could be expected from
businesses which had to face competition.

The owner’s own decisions, and the way in which the official assistance
programme operated, tended to exaggerate the problems of small scale, by
choosing equipment, methods and marketing channels which were more suit-
able for a large business. It may be possible to avoid some of the problems of
small industry, but the best approach is to exploit the advantages as effectively
as possible.
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CHAPTER 4
THE POLICY ENVIRONMENT

The crucial issues

— How ¢ . Governments help small-scale enterprises by ceasing to hinder
them as well as by trying to help them?

— How do urban planning regulations make life difficult for small enterprises,
and are the benefits outweighed by the costs?

— Do the emplovees of small businesses, and those who would like to be
employed in them, really benefit from minimum wage regulations and
attempts to improve working conditions?

— What effects do business licences have on the licencees, those who cannot
obtain licences and the general public?

— What is the impact of regulations affecting small enterprises on their rela-
tionships with the police?

— Are fiscal incentives, which necessarily involve complicated claims pro-
cedures, an effective way of helping small enterprises, or do they actually
injure them?

— What effect do highly concentrated assistance programmes, which reach
only a small minority of small businesses, have on the remainder who do not
benefit from them?

Official contradictions

Organisations, and people who work in them, are fundamentally concerned
with their own survival. In a small private enterprise, survival depends on
profits, and it is possible to make higher profits either by reducing expenditure
by stopping doing something unnecessary, or by increasing revenue by adding
some new product or activity. Most departments of large organisations, and in
particular of national Governments or international assistance agencies,
cannot so easily be judged by the criterion of profit. Because they do not
actually sell anything their measure of achievement becomes the amount of
money they spend, absurd though this may seem to a business person to whom
expenditure is cost, the item he is always trying to reduce. In these circum-
stances, it is hardly surprising that people in Government, including those who
are responsible for small business promotion, prefer to propose new pro-
grammes rather than to eliminate or simplify aspects of their own or other
Departments’ activities.

As a result of this natural tendency of official organisations to extend rather
than to curtail their activities, small enterprises are both the victims and the
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beneficiaries of official regulations and programmes. Government policies may
in theory favour small enterprises while official purchasing procedures at the
same time prevent them from selling their products, a small number of special
highly subsidised factory sites may be reserved for small businesses, while the
vast majority of small enterprises are continually harassed by planners who
object to their presence, and official training schemes train artisans in appro-
priate technologies while minimum wage regulations prevent small enterprises
from employing them.

This 2zmbivalence is an enormous waste of resources; any Government which
is concerned to promote small enterprises should first of all examine very
carefully the impact of all its existing policies and programmes on the small-
scale sector. In spite of institutional reluctance, changes can be made; in Great
Britain, small enterprises were relieved of the major proportior: of their routine
form-filling obligations, even though this caused some inconvenience to
Government statistical departments, because the report of the Bolton Com-
mission on Small Firms was considered a matter of national importance. The
International Labour Office’s Report on Employment, Incomes and Equality
in Kenya recommended that the Government should simplify and indeed
totally eliminate some of the licensing requirements demanded of informal
sector taxi operators (ILO, 1972, p. 210). Its recommendations were accepted
and implemented, with very positive results for the business people involved.

Itis not immediately obvious which aspects of Government policy damage or
unfairly discriminate against small enterprises, because this discrimination is
not a deliberate attempt to assist large enterprises against their smaller com-
petitors, but is wholly unintended. It is necessary therefore to identify the kinds
of regulations which can damage small enterprises.

Inappropriate standards

First, and perhaps most obvious, are legally imposed standards, whether they
apply to product specifications, buildings, »nvironmental pollution or any
similar aspects of indusirial undertakings. Many such standards have come
from industrialised countries, together with the techniques and often the actual
companies which have initiated modern industrial development. The regula-
tions may be suitable for large-scale foreign industries, and it is natural that the
host country should insist that the new companies should not adopt lower
standards than those prevailing in the countries where their firms or their
technology originated. Small businesses find it quite impossible to obey many
regulations of this sort, however, and Governments can neither inform small
firms of the existence of the regulations or monitor their compliance. As a
result the rules are widely ignored; they remain in force and are an obvious
pretext for petty corruption since any policeman or simiiar official can be fairly
sure of finding some regulation which a given firm is breaking. Compliance is
quite beyond their reach, but a small ‘tip’ buys a blind eye until the next official
is in need of ready cash.
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Employee protection

Similar problems arise from measures which may appear to be designed to
protect the interests of employees; what objection can there be to Govern-
ment’s efforts to improve working conditions or to ensure that minimum wages
do not fall below a certain level? Clearly every country should be concerned to
improve the lot of its citizens, but, as in so many ways, attempts to legislate
improvements which are substantially inconsistent with the overall economic
situation can be useless or counterproductive. As with product or building
standards, regulations which cannot be effectively policed are an open invita-
tion to petty corruption; more importantly, anything which tends to increase
the cost of employing people beyond the minimum amount for which they
would be willing to work will discourage the creation of jobs and encourage the
substitution of capital for labour.

Regulations of this sort should certainly tend to lead rather than to follow the
harsh realities of the economy; they should, however, only be imposed if they
can be policed and if they represent an attainable and marginal improvement
over the free market situation rather than a wholly irrelevai. . set of standards
borrowed from industrialised economies. Small children finally ceased to be
cruelly exploited in nineteenth-century British mills and collieries because of
Lord Shaftesbury’s legislation, but the growing wealth of the working popula-
tion meant that parents were no longer compelled to allow their children to
work in such conditions; the law marginally accelerated the improvement and
ensured that it was universal, but it could never have been effective if the only
alternative open to the masses of the people was starvation. Similarly it is said
that the Civil War only marginally hastened the end of slavery in the South of
the United States. Even a war could not impose a change which was too far
ahead of economic realities.

Physical planners can be quite inadvertently the worst enemies of enterprisc.
New businesses are often started in people’s homes; if they prosper they
expand into additions or outbuildings, which can be environmentally sub-
standard and are almost always untidy, disorderly and an offence to the
planners’ eyes. Such enterprises are unable to finance the sudden transition to
modern premises, whose rents even if subsidised are inevitably more than the
cost of operation in the home, and industrial buildings are usually sited in
separate areas from people’s homes. Children and other members of the family
can no longer conveniently work for the family business, which has therefore to
absorb higher labour costs at the same time as higher rent.

Special ‘nursery estates’ or other accommodation for small businesses may
be provided as part of an urban plan, but they must be rented at some cost, and
even if there are a number of different sizes and types they can never ade-
quately cater for the diverse requirements of small enterprises which may be
seasonal, and whose activities grow or contract rapidly and unexpectedly. The
presence of such estates is often used as a pretext for prohibiting industrial
activities in people’s homes; a small number of enterprises may benefit but far
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more are damaged. Planners must ensure that theiy standards are appropriate

and that they are not imposing uniformity in the interest of neatness and order
for its own sake.

Fiscal incentives

Product standards and worker protection and planning regulations are
designed to protect employees, customers or society as a whole; small enter-
prises are sometimes the inadvertent casualties. There are other measures
which are specifically designed to promote and assist businesses themselves,
rather than their emplovees or customers, and which nevertheless damage
them. It is perhaps inevitable that any form of concession or privilege should be
more easily accessible to the stronger members of whichever group it is
designed to help. Tax incentives effectively discriminate against businesses
which pay no tax in any case, and bonuses or subsidies, such as those offered to
encourage exports, particular locations or staff training are of little value to
enterprises which can a:ford neither the expertise nor the time to claim them.
Small enterprises may in effect be exempted from many regulations because
they are unenforceable, but they are also unable to obtain access to concessions
which are introduced to benefit them. The most effective way of encouraging
particular types of activity is not to impose taxes or other regulations and then
offer special reductions or refunds which can only be obtained through com-
plicated official procedures; it is far more simple not to impose the taxes at all.

Import duty drawback systems, accelerated depreciation allowances, export
incentives and tax holidays are all measures which are intended to mitigate the
burden of taxation for special cases; measures to exempt broad categories of
enterprise from any form of taxation may be cruder in theory but are more
likely to be effective and economical to administer in practice.

Licences

Licences are a further irritant which can be a major item of expense for the
s.nallest enterprise; even if the actual fee is nominal in relation to the smallest
business and the numbers of licences granted are not limited, which is often not
the case, the time taken to obtain a licence is bound to be a proportionately
greater burden to the owner of a small business than a large one. Licences are
justified by the need to control numbers and to obtain information as to the
ownership and whereabouts of licensed businesses, but the force of the market
will inevitably overcome attempts to limit numbers if the chosen maximum is
significantly lower than the number required to satisfy demand. An informal
trade in licences forces up their prices, and at the same time large numbers of
illegal operators will enter the market without licences.

The result is that official figures are wrong, customers are faced with lower
levels of service and higher prices and the police are provided with a further
opportunity for petty corruption. The actual licence fees may be a burden to the
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poorest and often discriminate against those least able to afford them, but they
are at the same time often insufficient even to cover the cost of collection.

Governments are attempting to redirect the field officers of departments of
trade, industry or commerce towards active promotion of and assistance to
local enterprises; if they are perceived both by their own staff and by the small
business community as licensors and controllers there is little chance that they
will be accepted as promoters and assistants.

Many small business problems arise from basically misconceived policies and
regulations, which need to be drastically modified, or totally abolished, in order
to allow entreprencurs fully to play their potential economic role. Other
functions of Government, which do not directly impinge upon small businesses,
can nevertheless make a very positive contribution to the development of
enterprise. Most school curricula, for instance, are designed to enable children
to pass examinations and to proceed to the next stage of the education system.
At the same time, successful completion even of a postgraduate degree is no
guarantee of employment. Children need to be made aware of the fact that jobs
are no longer something you can get from somebody else if you amass the right
certificates, and that it may be necessary, and profitable, to create your own
employment through individual enterprise. 88% of a sample of Nepalese
schoolchildren in the thirteen- to fifteen-year age range said they would prefer
to be Government clerks, teachers or soldiers rather than self-employed busi-
ness people. Most were from artisan families, and their choices were affected
by caste and other factors apart from school, but changes in the school cur-
riculum could go some way to making these children more aware of, and
prepared for, the need to create their own jobs. The ‘Junior Enterprise’ system,
whereby schoolchildren go through the experience of starting a small business,
managing its operation and sharing the profits or losses at the end, originated in
the United States but has been successfully transplanted to many different
countries. Black and white schoolchildren have worked together in a pro-
gramme of this sort in Johannesburg, in an attempt by a voluntary organisation
both to bridge the gap caused by the political system and to introduce both
groups to the idea of self-employment. It is very difficult, and slow, to change
an educational system, but new enterprise must be promoted in this way as well
as in the short term.

Infrastructure

Small businesses, and in particular those which have links with larger ones,
need communications such as roads and telephones. They also need electricity
and water. Small businesses are obviously not the only beneficiaries when
services of this sort are brought to an area where they have not previously been
available, but they are less able to construct their own facilities than are larger
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businesses. They are also scattered in rural and urban communities, mingled
with and often indistinguishable from farms and dwelling houses. A large
number of modest roads, possibly constructed with help from the community,
may not be as impressive as a modern four-lane highway linking the airport and
the capital city, and serving the branches of multinational companies along its
length, but for the same expenditure of public funds they can arguably benefit
far more people, partly by promoting the growth of and employment in small
businesses.

Small business people in rural areas of Kenya benefited significantly from
improved market and supply information when they acquired telephones. The
rural electrification schemes such as those undertaken by special authorities in
India and the United States are probably the single most effective means of
bridging the gap between the city and the countryside. Supply may be inter-
mittent, and small businesses are less able than large ones to install standby
generators, but when the workers live in or near the workshop they can cope
more easily with random power-cuts. The workers in a small-scale steel re-
rolling mill in a rural area of Bihar, in India, live around their factory. When the
electricity comes on, by day or by night, they can quickly restart opeartion. This
is hardly a satisfactory state of affairs, but if they had to travel a long distance
from their homes to a factory in an urban area, the factory would not be able to
take advantage =ven of the inadequate electricity supply that is available.

Misguided assistance

Finally small enterprises in general suffer even from those forms of assistance
which appear to be most clearly designed to help them. Governments provide
grants and low interest loans, and do not actively pursue defauiters unless the
borrower has been blatantly dishonest; extension staff devote themselves
assiduously to the care of individual enterprises and obtain orders from Gov-
ernment departments, negotiate raw material supplies and even arrange for
full-time experts from abroad to be attached to one small business in order to
help with its technical, marketing or management problems.

Inevitably only a few businesses can be served in this way; they may or may
not benefit, but they cannot be allowed to die because of the official loss of face
that this would involve. In the meantime the vast majority of enterprises must
subsist without the benefits of such assistance and, whatever its real value,
business people will come to believe that they are entitled to concentrated help
of this sort. Since the majority cannot enjoy it, they will come to blame the
Government for their lack of success, rather than realising that prosperity can
come only from their own efforts, hopefully untrammelled by excessive
Government interference, whether it is designed to control or to assist them.

Application questions

— Do small enterprise people actually view Government as a source of sup-
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port or of harassment? How can this view most easily be changed?

— Is the cost of Government forms, and licences, both to Government and to
small enterprises, in money and in time, really covered by the benefits to the
country at large? What changes could be made?

— Are minimum wages significantly higher than those for which people are
willing to work? If so, what effect do the regulations actually have on
employment?

— Why do people continue to run their businesses in their homes, even if it is
forbidden? Who actually suffers if they do?

— Are all small enterprises, particularly the smallest and most in need of help,
able to take advantage of tax concessions and other incentives? How could
the procedures be simplified, or would it be possible to eliminate the need
for the concessions by abolishing the import duties or other taxes them-
selves?

Case study: Baba Didi’s furniture factory

Alhaji Baba Didi started his furniture factory in 1972, when he was 32 years
old. He had for some years before starting his own business been apprenticed to
another carpenter. At first he relied on his own manual labour using a few
simple hand tools and whatever supplies he was able to buy. He worked in a
temporary shed and his total initial investment was under $200.

Because he had so little working capital, he was unable to make goods for
stock. His main products were simple stools, benches, tables and shutters and
he produced them only as his customers asked for them. He sold most of his
products to his neighbours such as market women and housewives and because
there was very little demand his sales were very low. He did not keep any
records at that time, but he now thinks that he used to earn around $40 a week
when he was actually working.

He was nevertheless very determined and did not give up. He carried on for
about four years, doing his best to maintain his household. The business failed
to expand in any way but his efforts were finally rewarded in 1976 when the
Government introduced Universal Primary Education. This programme aimed
to give free primary education to everyone and large numbers of new schools
were opened. They needed benches and tables for the children and there was
thus an enormous increase in demand for simple furniture such as Baba Didi
made.

Early in 1977 he received a contract to manufacture furniture for two
schools. He was able to pay for the materials with the little amount of money he
had been able to save, and he was then able to expand his business, using his
earnings from the school contract. 1977 was thus the turning point for Baba
Didi.

He wasted no time; he moved to a new site, built a biager shed with a
showroom, and took on three skilled employees, two semi-skilled workers and
one labourer. He bought a few carpentry machines and started to produce
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standard designs of furniture which were later improved in response to his
customers’ requests.

Although his records were very rudimentary they showed that by 1978 the
business that had started with a capital of $200 six years before was now worth
about $80,000. The equipment was worth $42,000, there was $15,000 worth of
raw material in stock and the building was worth $23,000. Baba Didi had
accumulated all this from the earnings of his business. He had not borrowed
money from anyone.

As the quality of his products improved, Didi became the main supplier in
the local furniture market. He soon found himself in competition with long-
established large furniture factories but nevertheless obtained a reasonable
share of the market. In 1979 he bought some more machinery and employed
two new skilled carpenters. His sales rose to $160,000 per year, his annual costs
were $100,000 and he continued to take only a very modest salary for kimself.
He re-invested the vast majority of the profits in expanding his business stiil
further. He worked as hard as ever, and because of the good reputation his
business had earned he had little difficulty in obtaining supplies of raw material
and in selling his furniture.

In February 1981, however, disaster struck. A fire broke out in his workshop
and burnt all the machinery and equipment and the stocks of raw materials and
finished products. Nearly half a million dollars’ worth of finished goods,
machinery, equipment and materials were destroyed. Something was saved,
however, since some of the finished products were kept in a separate showroom
which was not destroyed.

Just before this disaster Baba Didi had approached the State Small-Scale
Industries Credit Scheme for a $160,000 loan to purchase new machinery and
to add to his working capital. The application was approved in principle, but
because the scheme was short of money formal processing of the application
and the disbursement was seriously delayed. Didi therefore had to use all his
past savings to rebuild the workshop. He sold the finished products which had
not been destroyed in the fire and purchased new machinery with the proceeds.
He was ready to start operation again by 1st June 1981 and by the end of the
year the enterprise was back on its feet and employing fourteen people.

Commentary

This story has been chosen to illustrate the chapter on The Policy Environment,
because it describes the successful development of a business which, through
luck or good judgement, was entirely unaffected by unnecessary Government
interference or well-meaning attempts at assistance whose effect is often
equally unfortunate. It is a success story of private initiative and determination,
untouched by Government intervention.

Baba Didi was not trained in an inappropriately equipped Government
institution, but by another carpenter, who no doubt used the same tools and
equipment that Baba Didi himself used when he started his own business. He
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received no Government start-up loan, and started on a very small scale, so that
he was able to develop his own skills slowly as the business grew, rather than
having to start at once with a complex enterprise demanding a high degree of
management and technical ability.

Like the ruler manufacturer in the previous chapter, his first official contract
came from the introduction of Universal Primary Education, but only from two
schools. The quantity therefore was not beyond his capacity, and he only
received the contract after he had mastered the business through four years of
selling to individual customers. Even when disaster stuck, Baba Didi did not
benefit from any Government assistance, although he had applied for a loan. If
he had waited for money from the official scheme, he might have lost
his workers and his market. Because he was forced to depend on his own
resources, he rapidly and successfully rebuilt the business.

The main reason for Baba Didi’s success was his own initiative, determina-
tion, hard work and resilience. There are people with these entrepreneurial
qualities in every community, but they are often discouraged by Government
restrictions, or diverted by Government assistance, so that they never build
viable enterprises such as Baba Didi’s furniture factory. People responsible for
promoting small enterprises must recognise that their own contribution is at
best peripheral; individuals like Baba Didi will play their part in economic
development so long as they can operate in an environment which allows them
the freedom they need to prosper.
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CHAPTER 5
CAPITAL

The crucial issues

— Is capital scarcity really the main problem of small enterprises?

— Should interest rates on loans to small businesses be subsidised?

— How should smail business loan appiications be appraised?

— Should fixed and working capital loans be provided by the same or by

_ different institutions?

— Should the bark appraise small business loans itself, or should another
institution carry out the appraisal?

— How can commercial banks be encouraged and assisted to offer better
services to small-scale enterprises?

— Is money lending itself an appropriate small business activity, and, if so, how
can moneylenders be encouraged to provide a better service to small
businesses?

The capital scarcity illusion

Most small business people believe that shortage of capital is their major if not
their only problem; at the same time they often have substantial resources
uneconomically employed and are not likely to make optimum use of addi-
tional capital if they can obtain it. Over two-thir _; of the Kenyan shop-keepers
who were referred to earlier believed that their most important problem was
their shortage of capital. At the same time, 72% of the shop-keepers had more
than one month’s worth of goods in stock. None of the shops were in particu-
larly remote areas, so they could obtain more supplies without difficulty at least
once a week, and there were at this time no shortages or threats of price
increases which would have justified the holding of excess stock. They thus had
at least some of their present capital uneconomically employed, and those who
had received loans had merely accumulated an even larger stock of slow-selling
goods, with no effect on their profits.

On the other hand, however, many entrepreneurs are prevented from start-
ing a business only because they lack the initial capital, and some existing
businesses are making remarkably effective use of tiny amounts of capital. A
shoemaker in Colombia, with one employee, makes two or three pairs of shoes
ever morning. He sells them at lunchtime to one of the retail shops where he is
known, for cash, and with this money he buys the raw material for a further two
or three pairs which he makes up in the afternoon. He sells these in the evening
and repeats the process, thus turning over his working capital at least twice a
day. He sells to and buys from a number of different businesses, and is not
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effectively the employee of one financier, like the shoemakers of Magetan who
were mentioned earlier. If he had more capital he would not spend so much
time buying and selling, and might pay lower prices for his material.

Other businesses, such as grain millers, jewellers and tailors are unable to
compete with large manufacturers of ready-made goods because they have to
wait until a customer provides them with the raw material, or money to buy it,
for whatever he wishes to purchase. In industrialised countries people are
willing to pay extra for tailor-made clothing, and made-to-measure shoes or
personally designed jewellery are unheard of luxuries except for the very rich.
Craftsmen in poor countries, however, are compelled to operate in this way
because they have no alternative. A cobbler in Nepal was unable to afford to
buy leather until he received an advance deposit, and because this was the
normal practice he doubted whether anyone would buy ready-made shoes from
him even if he was able to afford the finance to make them in advance. A loan of
about $30 enabled him to make the attempt. To his great surprise, he sold his
first pair of ready-made shoes very soon after he had finished them, and he was
able to double his workforce, from two to four people, as a result of receiving
this very small amount of extra money.

Capital is often the lever by which extortionate suppliers or customers
effectively control and exploit small enterprises; if the owner obtains more
capital and is prevented in one way or another from tapping new sources of
supply or selling to new markets the situation is unlikely to be improved, but
capital is still an essential part of any ‘package’ which may be designed to
release him from the bondage which makes him in effect no more than an
employee without the benefit of trade union or Government protection.

Small enterprises will lose one of their major advantages over larger ones if
they attain the same level of capital intensity, but they must invest in equip-
ment, even if this means less employment, in the interests of long-term survival
and growth. Shortages of raw materials, however caused, lead to the need for
higher stocks, while personal customer contact may mean that small enter-
prises can more safely extend credit than large ones. Capital is scarce in
developing countries, almost by definition. It is therefore essential that what-
ever capital is available should be deployed as efficiently as possible, in order to
maximise the creation of new jobs and the production of new goods and
services, rather than being used to convert a very small number of businesses
into modern capital intensive enterprises, without basically changing the dual-
ist structure of the economy. The money must therefore be widely spread and
effectively used. How satisfactorily are small enterprise financing schemes
achieving this objective?

Sources of capital

Promoters of official support schemes sometimes act as if small enterprises
have no other source of capital apart from banks and similar institutions. In
fact, in both industralised and developing countries, the vast majority of initial
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venture capital and subsequent funds for expansion is provided from ‘informal’
sources. These include the entrepreneur himself, his business and his family,
suppliers and customers, and moneylenders or other investors who provide
capital in innumerable ingenious ways, often linked to supply, machinery,
employment or customers.

While many small enterprises fail to grow, or even die, because their owners
take toc much money out of them for their personal use, other entrepreneurs
are startlingly frugal; an underemployed subsistence farmer may go so far as to
take nothing at all from the small shop or other activity which he starts in an
aitempt to improve his lot, so that any profits are automatically re-invested in
the business.

Some business owners know exactly how much money their enterprise is
making, or losing, without any formal accounting records. An illiterate black-
smith in Indonesia was asked how much profit he made in a month, and said he
thought it was $37. He was then asked a number of detailed questions and his
business was observed for some time. It appeared that his profit was indeed $37
per month. Others, however, are totally ignorant of how they are doing. A
tailor in Kenya, employing some twelve people, was delighted to allow a
number of school uniform contracts to replace his earlier work on general
clothing, although it could quickly be calculated that the price barely covered
the cost of materials. If he had gone on in this way for a few more weeks, he
would have run out of money altogether. Ignorance of this kind can lead to
excessive withdrawals, but, by the same token, an ignorant owner may not
realise that he is making a profit and may thus continually re-invest his income
in more stocks, machinery or other assets, without being aware of the point at
which he is unnecessarily adding to the funds employed. There may neverthe-
less be a need for more capital as a complement to funds from informal sources,
or from the business itself. How can money be most effectively provided, and at
what cost?

Interest rates

Before considering the actual mechanisms and institutions through which
finance may be made available to small enterprises, it is necessary first to deal
with the vexed question of interest rates. If the intention is to help small
enterprises, and in some ways to compensate for the disadvantages inherent in
their small size, it is natural to suggest subsidised rates of interest. It is adinini-
stratively simple, politically demonstrable and attractive, and small businesses
are genuinely assisted because they have to pay less for a resource for which
larger enterprises have to pay more. There are, however, powerful arguments
against subsidised interest rates.

We saw earlier the inconsistency of providing capital for enterprises whose
major advantage to society lay in their labour intensity; capital is of course
needed, but if its price is artificially lowered below the prevailing market figure
this will tend to encourage borrowers to use more of it than they would if it was
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more expensive. Demand will also be increased; the effect of low interest will
thus be to attract a larger number of applicants, but to satisfy very few of them.
The tendency will be towards a small number of relatively capital intensive
enterprises, and a larger number of frustrated applicants who receive no help at
all. Alternatively, the available funds will be evenly spread over a large number
of applicants, so that no single borrower receives what he needs. Both situa-
tions are all too familia.

Whenever the price of a commodity is artificially reduced below the market
level, demand exceeds supply, and the market price tends to reassert itself
through ‘fees’, corruption or other ‘costs’ that must be incurred in order to
obtain supplies. This is as true for small business finance as it is for taxi licences
or foreign exchange. The supply of funds must depend on Government grants,
foreign assistance or other unreliable sources which are insensitive to demand,
since the interest rate is not high enough to encourage local people to deposit
money with the lending institution and more people will want to borrow money
than can be accommodated. The businesses which receive the loans are likely
to be those nearer to the maximum level of scale, however defined, which has
been laid down as a condition of eligibility, since they can afford the time, the
bribes, the administrative procedures and the travelling expenses which must
be expended before a loan is obtained; they are likely to be those least in need
of assistance.

Some small business lending schemes fail to lend the funds they have avail-
able, in spite of subsidised interest rates; does this not disprove the foregoing
arguments? Such schemes have in fact erected a barrier of appraisal procedures
in response to the overwhelming demand, so that very few enterprises can
qualify; even if the loan is approved in principle, the controls are so strict that
funds once committed cannot be disbursed.

A jeweller in Nepal wanted to borrow $150 so that he could buy silver and
make jewellery for tourists, rather thar relying on local people who advanced
him the money, or the metal itself, for goods made to order. He applied to a
bank for a subsidised loan. He received some help in filling in the forms, which
were printed in a language he did not understand, but he also had to submit title
deeds for his own hectare of land as security. The land in question was jointly
owned by a number of his relatives. The formalities for obtaining a title deed
dragged on for six months, and eventually the jeweller despaired and accepted
an offer from a relative to be flown to Hong Kong and take up employment in a
jewellery business there. Here again the market has reasserted itself, in that the
real ‘price’ of the money, in terms of formalities and procedures, has been
forced up beyond its value to the consumer.

There are many reasons for the high rate of arrears experienced by most
institutions lending to small enterprises, but low rates of interest are often
involved. When a borrower has to decide when to repay a loan, the interest rate
becomes the only variable, since the principal will not change. If the penalty for
delay is modest, and particularly if it is well below the prevailing rate of
inflation, the incentive for delay is obvious.
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The Nigerian State Governments set up special departments to operate a
Small Industry Loan Scheme since they were aware that the commercial banks
were unwilling to make medium- or long-term loans, at low rates of interest, to
small businesses. The Scheme was originally funded by Central Government.
When the initial allocation was lent, no more money was available from this
source, and the borrowers not unnaturally delayed the repayment as long as
possible, since the interest rate was well below half the current rate of inflation.
Government staff were also reluctant to take defaulters to court or to seize
security, because of the potential loss of political goodwill this would cause. As
a result, many of the small business loan schemes ceased to operate because the
money that had been lent was not returned for further lending. Banks or other
private lenders, on the other hand, were even less enthusiastic than before,
because their own far higher interest rates would have appeared extortionate in
comparison to the rates widely publicised and charged by the Government.

High rates of interest will not automatically remedy all problems of arrears,
but they have some influence on borrowers who can repay, at some sacrifice,
and who cannot effectively be forced to repay. Extra penalty interest charges
can be imposed after due repayment dates have passed; this is complicated to
administer and difficult to explain to borrowers and an initially high market
rate is more effective.

The effect on the lender

More important, however, is the influence of low interest rates on the lending
institutions themselves; however effectively such an institution is organised, it
is bournd io be more expensive to lend small amounts of money to several small
borrcwers than large amounts to fewer borrowers. The cost of promotion,
appraisal, disbursement, supervision and collection are not directly related to
the amount of money lent, and smaller, less sophisticated borrowers may take
longer to appraise, and require more skill, because they are unable themselves
to present the necessary financial data. If the risk of default and the interest
rates are the same as for large and small borrowers, large loans will be more
profitable. If interest rates are lower for small businesses, the situation is even
worse; funds may be provided through a special ‘small business window’
whereby the Central Bank re-finances all loans made to small businesses at a
very low rate of interest which is intended to compensate the lending bank for
the higher risks and costs. Alternatively, or in addition, there may be a guar-
antee scheme to reduce the risk of loss, but subsidised rates of interest are often
so low that even if the lending institution pays nothing for its money it cannot
itself cover its costs.

If the actual transaction costs are correctly calculated and charged to the
loans to which they relate, it will still be clear that large-scale lending must
subsidise lending to smaller enterprises. However much management may
stress the importance of small business lending, it will be clear to the staff
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involved that it is a loss-making activity; if they are properly trained and
motivated to judge their activities by the return earned from them, and to work
in the interests of the long-term survival of their employer, they will inevitably
tend to prefer lending to the largest enterprises eligible for whatever scheme
they are operating, which is not what is intended.

Whether an existing financial institution is persuaded to implement a special
subsidised small business scheme or a new one is specially set up for the
purpose, they are likely to have few imitators if the interest rate is artificially
low. Small businesses will be forced to rely on one source whose officials are
continually aware that what they are doing is unviable, and this is scarcely a
promising basis for an effective, mutually satisfactory, long-term banking
relationship.

The effect on the borrower

The purpose of low interest rates, apart from any political aspects, is of course
to help small businesses by lowering the cost of finance; it is important to
examine how important this cost is to the small borrower, and how valuable the
reduced interest rate actually is to them. All other things being equal, a lower
interest rate would clearly be preferable to a borrower than a higher one; we
have seen that from the lender’s point of view at any rate low interest rates lead
to excessive demand, unenthusiastic management and reduced competition.
These factors must influence the level of service provided to borrowers, so that
application delays will be lengthened, and applications will be less likely to be
successful; will these disadvantages more than outweigh the advantages that
might arise from cheaper money?

We saw earlier that institutional finance is mainly required to supplement
existing funds, at least for existing businesses; the enterprise needs to remove a
critical constraint such as the lack of a tool, or a shortage of raw material that is
preventing economic use of a larger part of the resources employed. If a
relatively small loan, even in relation to the quite small amount of capital
employed in the whole business, can remove a barrier to economic operation, it
can transfer a net loss into a profit of several hundred per cent of the funds
employed, which will be even higher when expressed in terms of return on the
amount borrowed. In these circumstances, even a large reduction in the rate of
interest is far less important than the fact that the enterprise can operate at all.

This point can best be illustrated by reference to specific examples from
Mexico, India and The Philippines:

(1) Vegetable stall holder in Mexico

Daily sales 12.00
Daily cost of vegetables 10.00
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Daily gross earnings 2.00
Interest at 1% per day (365% per year)
on cost of vegetables 0.10
Net daily earnings $ 1.90
Increase in earnings if interest rate halved = 2%

This woman, like many others, borrows the $10 she needs to buy her day’s
supplies from a branch of a private bank which specialises in small business
lending. The bank opens at 5.00 a.m. so that the women can get the money in
time to buy their vegetables before the retail market opens. At the end of the
day the woman returns her $10, along with ten cents interest. No security is
required, beyond the bank’s knowledge that she is a registered trader. The
bank’s operation is profitable, but not excessively so, because of the very high
cost of operating large numbers of small branches in convenient locations, with
very long opening hours, and because of occasional defaults.

(2) Handloom weaver in India

$

Annual sales 300
(Material provided free of charge by customers)

Gross annual income 300
Capital equipment = $200

Annual interest at 25% 50
Net income $ 250
Increase in earnings if interest rate halved =  10%

This man has borrowed the money to buy his loom and related equipment from
a welfare agency, which attempts to cover as much as possible of the costs of its
various services by charging people what they can afford, but no more. No
formal security is required, but it is understood that the agency can repossess
the loom if a weaver falls behind in his payments. There has been some criticism
of the high interest rate, when compared with that charged by Government-
sponsored lending schemes, but the agency would have substantially to curtail
its activities if its interest earnings were significantly reduced.
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(3) Wood carvings producer in The Philippines

$ §

Monthly sales 305
Wages (3 employees) 180

Raw materials 20
Total costs 200
Monthly gross income 105
Interest on $200 working capital borrowed

monthly at 10% per month (120% per year) 20
Net monthly income $ 85
Increase in earnings if interest rate halved = 20%

This woman borrows about $200 every month from a local moneylender, who
provides a similar service to a number of people in the community. She can
have the money when she wants it, and vary the amount if necessary. She
repays what she has borrowed, plus interest, when she has herself been paid for
the carvings by the trader who visits the community at the end of each month.

In every case the benefit to the borrower of a reduction in interest would be
relatively insignificant when compared with the lender’s reduction in income.
Lenders, whether they are banks or individuals, are encouraged by high
receipts to provide a wider range of services, and to reduce collateral require-
ments. They can therefore pay more for their funds themselves, and thus attract
more money for lending to more small businesses. It may be that some or all of
the lenders in these three examples were making very high profits, as well as
providing a valuable service to their borrowers. The remedy for this is not to
prohibit private money lending, or to impose official interest rate ceilings which
discourage people from lending, but to encourage as many individuals and
institutions as possible to enter the market for financing small business. Com-
petition will bring down interest rates far faster than legislation, as it already
has started to do in India and The Philippines.

Transaction costs

Higher or economic interest rates are obviously not all that is required to
ensure that small business lending operations will be efficient for borrowers
and lenders alike; the appropriate level of service must also be provided, and
systems must be designed to minimise transaction costs while still allowing
individual and informed appraisal of every application. It is necessary, in effect,
to reduce costs both to the borrower and the lender. The twin goals may appear
fundamentally opposed to one another; borrowers need branches which are
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easy to reach and are staffed by well-trained responsible professionals who can
assist them to apply and rapidly receive lcans, while lenders need to reduce
their operating overheads and to rely on rigorous centralised approval pro-
cedures which minimise mistakes arising from poor training or dishonesty.

On closer analysis, however, there are some common elements in the real
costs of borrowers and lenders; it is possible that the same changes may benefit
both parties.

The bankers’ objections to small enterprise lending are familiar: the formal
procedures take as long for a small business as for a large one. Eliciting a
properly prepared application and approving this and confirming legal title to
any security may well take longer for a small, distant and unsophisticated
borrower than for a well-known company whose staff are familiar with the
bank and its requirements. In addition it is said that small business borrowers
often misapply their loans or mismanage their investment; it is therefore
believed to be necessary to devise procedures to disburse funds only against
approved purchases, regularly to supervise the borrower and to attach the
funds necessary for repayment by arrangement with a customer of the enter-
prise. This takes a great deal of administrative time and money which is
unnecessary for a large-scale borrower. Since the return is in the form of
interest on the sum borrowed and the rate of interest is very rarely higher for
small borrowers than for large ones, it is clear why small business lending is
unattractive.

The banks’ high transaction costs arise from the disproportionate amount of
time that is spent on the small loan, but this time is equally discouraging for the
borrower. Mysterious formalities have to be learned in order to prepare the
application, lengthy and expensive visits are necessary to explain, request,
record and revise the proposal, and if and when the loan is approved the money
may only be able to be disbursed, or repaid, through tied transactions that are
not necessarily in the best interests of the borrower. A rural bank in Malaysia
moved its premises from a simple shop building in the market area to a
purpose-built office on the edge of the town. It was expensive for the bank, and
intimidating and difficult to reach for borrowers who were not used to dealing
with financial institutions and did not have their own transport. A similar bank
outside a small town in the Dominican Republic has a lavishly furnished
reception area. Small business borrowers have to sit nervously on expensive
armchairs waiting to be interviewed in the inner office. When they are finally
admitted, they have to stand clutching their papers in front of the official’s
desk, while he sits comfortably and fires questions at them. The applicants
waste time and are discouraged from applying, while the bank is spending far
more money than it need on the whole process.

The necessary procedures and formalities also lead to delay. As a result the
opportunity which the loan would have enabled the borrower to grasp may
cease to be available, prices of what he proposed to buy may increase or his
enthusiasm for the whole venture may flag. In any case delay is as expensive for
the borrower as time taken negotiating a loan is costly for the bank.
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It is therefore worth examining ways in which procedures may be simplified
and expedited; both sides will benefit. Complicated application forms are
expensive to complete and to process; they should therefore be simplified.
Bankers may claim that all the information is necessary for a proper appraisal,
but closer inspection of application forms as completed by the average small
business applicant shows that much of the data is either unavailable or is the
subject of ill-informed guesswork. Banks concentrate on unreliable quantita-
tive data rather than on the character and ability of the prospective borrower,
and experience suggests that an apparently marginal or ill-documented venture
which is implemented by an energetic and enterprising investor is more likely
to succeed than an appropriately presented and highly profitable proposal from
a disinterested or incompetent applicant. Less successful still are those ‘pro-
jects’ which have been carefully documented and prepared and are then ‘given’
to so-called entrepreneurs who do little more than sign their names and show
their willingness to put in whatever personal investment is required.

Head office staff cannot supervise and be personally familiar with every
applicant; if some of the highly qualified analysts in expensive central offices
are replaced with well-trained, low-level village or community bank managers,
the bank may spend less and achieve better results. This may require that the
whole system of management discretion, delegation and loan appraisal pro-
cedures should be changed, because existing systems which have been designed
for a few large loans are quite unsuitable for large numbers of small ones. This
in turn requires total management commitment to small business lending,
which is itself difficult because of the very systems which make it unprofitable.

Loan appraisal

The bank spends money on sophisticated appraisal of applicant data, and the
resulting delays, and possible requests for further estimates or guesses, take
time which is expensive for the applicant. There are four types of appraisal; at
the simplest level, the analyst must establish that the enterprise can generate
enough funds to pay interest and principal; he is only concerned to protect the
bank’s interest and relies on the borrower to protect himself. At the second
level, the analyst checks that the venture will earn a reasonable profit on the
investment as a whole. It can be argued that it would be appropriate for the
bank to pay greater attention to borrowers’ repayment capacity and the result-
ing viability of the bank’s operations than to attempt to protect the borrower’s
interest, implying that he is incapable of doing this for himself.

At the third level the bankers calculate the internal rate of return by dis-
counting cash flows; they are here applying techniques which are far from
universally applied in modern large-scale enterprises, and whose results are
contentious at best, particularly in times of inflation. The exercise may provide
comfortable employment for analysts who have been expensively trained in
discounting techniques, but it appears to have little other value.
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At an even higher level of sophistication the analyst may not only allow for
the effects of time but may also alter the figures for wage costs, or foreign
exchange earnings or expznditure, in an attempt to reflect the social as opposed
to the financial costs and benefits of the proposal. Subsidised interest rates or
artificially protected rates of exchange or unrealistic minimum wages may
indeed motivate entrepreneurs to make proposals which use more scarce
resources and less surplus ones than what might be the optimum ‘mix’ if factor
prices were not distorted, but the best remedy is to remove the distortion rather
than to attempt to allow for it by complicated appraisal techniques.

A non-Government lending institution in The Philippines is experimenting
with microcomputers in order to accelerate small business loan appraisal.
These are now so simple, robust and inexpensive that it is perfectly feasible for
bank branches dealing with small business loan applications to have suitable
equipment in each bank, together with programs for appraising applications at
each of the above levels. The level of skill required for staff to operate the
equipment is far lower than that needed to carry out the complicated analyses
themselves. Since the calculation and analysis can be completed in a few
minutes, this may help staff to realise that this quantitative data is relatively
unimportant; what matters is the individual’s enterprise, his competence and
commitment.

If disbursements are only made against invoices from approved suppliers of
the equipment originally included in the application, or repayments are drawn
direct from remittances from approved customers of the enterprise, the
investor may be prevented from taking advantage of unexpected opportunities
to obtain cheaper equipment, possibly second-hand direct from the prior user,
and may be tied to uneconomical suppliers, or customers, who are willing and
able to conform to the bank’s formalities. Closer supervision is unlikely to be
able to compensate for lack of energy and interest, but may tie the borrower to
his original pian even if this is no longer appropriate.

A vehicle mechanic in Kenya applied for a loan to buy a cylinder-boring
machine. After he obtained the loan, he discovered that there was a good
opportunity for a taxi service in his village. He used the money to buy a car
instead. His taxi was very profitable and he easily paid the loan instalments
when they fell due. After some time a field officer made a supervision visit and
found that the borrower had never bought the machine he had applied for. The
bank tried to repossess the car, but the mechanic was able to repay all he owed
ahead of schedule. The bank regarded the whole affair as a failure, but the
borrower increased his income far more than he would have done with the
boring machine. The lender spent money unnecessarily on supervision, in an
attempt to reduce its customer’s income. It would have been far more economic
to ensure that all borrowers repaid their loans by following up defaulters rather
than those who are up-to-date in their payments.

Transaction costs may be reduced for both parties in these ways, but the
major cost for the lender, which is a benefit for the borrower, is default. Default
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is, however, only a benefit to the borrower if the lender allows it to be, and most
banks take a somewhat patronising view of small business borrowers. While
they may go through the motions of obtaining security, the emphasis is on
supervision and procedures which are intended to help the borrower to avoid
being unable to repay, rather than on rigorous enforcement of relatively simple
sanctions which will discourage him from being unwilling to repay. We have
already seen that low interest rates are an effective encouragement to arrears,
particularly if they are well below the rate of inflation. Higher rates, or
cumulative penalties which are automatically imposed when repayments are
overdue, are far more likely to lead to rapid repayments. It may be impossible
actually to take possession of security such as houses or land, which are often
unrelated to the business in any case; it is easier, and more reasonable, to
impose a simple hypothecation agreement or floating charge on assets, which
will enable the bank physically to seize actual raw material, equipment or stock
in the event of default. Elaborate legal procedures may delay drastic action of
this sort, but the security thus obtained is more likely to be marketable, and its
seizure Is more likely to be feasible.

Defaults and guarantors

Poor repayment experience is more likely to be the result of a history of lender
weakness and political interference than the genuine difficulties of the bor-
rowers, and it may take no more than a few well-selected exemplary cases of
rigorous action to establish the fact that loans are intended to be repaid. A
Government-sponsored lending institution in Kenya advertises the auction
sales of properties it has siezed from defaulting borrowers. The advertisements
have the ostensible purpose of attracting buyers, but they also serve to remind
others that loans are best repaid.

An alternative approach may be to rely on social pressure rather than the
force of bank itself. Guarantors are normally perceived as wealthy individuals
whose resources would adequately cover the debt if the borrower defaulted;
guarantors of this sort can be found but they tend to reinforce exploitative
client relationships, and the new entrepreneur is unlikely to have contact with
people of the necessary authority. A more positive approach may be to mobil-
ise group pressure by demanding a number of guarantors, who may in fact also
be borrowers themselves and whose resources may not be sufficient individu-
ally, or even jointly, to cover the loan. Informal groups of this sort have
developed among Indian rickshaw pullers and fruit vendors in San Salvador. If
each member of such a group realises that default by any one will lead not only
to a demand for repayment from the rest but also to a bar on future loans to any
of them, he will do his best to ensure that the group maintains a ‘clean sheet’.
Indian rickshaw pullers have even been known to seize a defaulting member’s
rickshaw and to drag it forcibly to the bank, even when the bank itself has no
right to seize it, and the default rate in San Salvador has been under 2%.
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Supervision and management

Field officers can also be more effectively employed as collectors than as
supervisors. Field staff of the Mauritius Development Bank, who have no
pretentions to be able to assist business people in the management of their
enterprises, are informed of late payments on the morning of the day after the
deadline has passed, and are required to visit the businesses that same day.
Defaults fell from 25% to nil when this system was introduced along with a
package of other effective management methods. The State Bank of India
collects repayments on some very small loans on a weekly basis; the itinerant
vendors, porters and other borrowers do not have to visit the bank, but are
contacted on the job by agents who collect the very small amounts of money
due, and are themselves remunerated by a commission. This is far smaller than
the cost of the necessary decentralised bank facilities or the defaults which
would inevitably arise if borrowers had to add to the weekly struggle to repay
the additional sacrifice of valuable working time involved in visiting the bank.

Transaction costs can only be reduced, and repayment rates improved, by
well-managed institutions. A bank with a large headquarters, generously
staffed with well-qualified analysts, and a small number of well-appointed
branches, managed by managers with high status but little discretion, is
unlikely to be able to lend effectively to small enterprises but it can be
managed, or at least administered, without too much difficulty. It is far harder
to develop and manage an organisation with a small headquarters and large
numbers of relatively autonomous micro-branches or village banks, staffed
probably by two or three people each, who have reasonable but closely defined
authority to lend and are regularly and rigorously supervised and controlled.
The management, training and organisational implications are the same for any
decentralised institution, and need not be dealt with here; it is relevant,
however, to consider the type of institution which might be best suited to
organise and manage an operation of this sort.

Commercial banks

The commercial banks would appear at first sight to be ideally qualified: they
often have extensive branch networks already, even in rural areas, and they
have the necessary administrative procedures to staff and manage more small
offices if necessary. They are already lending short-term working capital to
large and small enterprises of many different types; they offer savings bank
facilities which are regularly used even by very poor people who would not
normally qualify as current account holders or borrowers; they often have
money to lend, and they are anxious to identify new lending opportunities,
profitably to absorb surplus liquidity; they are also under pressure to reverse or
at least reduce the traditional flow of funds from the rural poor to the urban
rich. In many developing countries the commercial banks are wholly or partly
foreign-owned or they may have been taken over frcm foreign interests
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relatively recently; they may be owned by local private interests whose political
position is precarious. In any case, they welcome any opportunity to be seen to
be contributing to national development. In spite of this apparently formidable
list of qualifications, however, commercial banks have often failed to play a
major part in officially sponsored small enterprise lending programmes, and
have also failed to develop their own activities in this field.

It is necessary that banks should be conservative institutions, since they are
dealing with other people’s money and must above all be trusted as stable and
secure repositories. This conservatism, however, effects every aspect of the
organisation, and staff who are trained to adhere rigorously and correctly to
daily procedures are likely to resist changes of any sort. One cardinal principle
of commercial banking is to ensure that the loan portfolio is not committed
over a longer period than the deposits which are the source of what is lent. This
effectively limits most banks to working capital loans, which are perhaps the
most important financial need of small business, but which also must be
complemented by long-term finance to provide equipment, land or buildings.
Large enterprises are able themselves to solicit funds from an appropriate ‘mix’
of sources, whose lending policies are suitable for the proposed investment.
Most small enterprises are unfamiliar with financial institutions of any sort, and
it is unrealistic to expect them to develop banking relationships with (wo or
more sources of finance.

Commercial bankers are also trained to demand security, not in the expecta-
tion of ever having to foreclose but in the knowledge that the threat of such
foreclosure will effectively deter the borrower from allowing repayments to be
so delayed that it might have to be used. Many smali-scale borrowers have no
suitable security, and the tenure arrangements in their society may be such as to
preclude the use of land for this purpose, even if they do effectively own it. A
bank may also demand personal referees, or evidence of a satisfactory long-
term banking relationship; if the prospective borrower is already outside the
formal modern system, he is unlikely to qualify under these conditions. Small
business people must in fact be in the financial system in order to be qualified to
enter it.

Employment in a bank traditionally confers status and security, and people
who have recently obtained these goals are the least likely to welcome others
who are not so fortunate. Branch staff may therefore frustrate programmes
designed at headquarters, by failing to implement them effectively, however
well they may have been conceived. This is not only a matter of training; in a
competitive situation it is not unreasonable for those who have reached a
certain level to be reluctant to help others who may wish to equal or surpass
their success through an entrepreneurial rather than a bureaucratic route.

Guarantee schemes

Before considering alternative organisations to commercial banks, we should
ask whether it is possible to mitigate some of these disadvantages so that the
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powerful services of commercial bankers can be mobilised to assist small-scale
enterprises. One way of eliminating, or more properly reducing, the risk is a
guarantee scheme, whereby Central Government takes over the majority of
the risk of default, in return for a premium which is paid by the borrower. The
Indian experience may not be typical since so many banks are lending such
large amounts, in total, to small business, but a premium of 1% of the amount
lent has proved to be sufficient to cover the losses and to pay for the admini-
strative expenses involved. Elsewhere the experience has not been so good,
normally because the guarantor or reinsurance agency has been unwilling to
trust the lender’s appraisal. The loan has therefore to be appraised both by the
lender and by the insurer, and this leads to further delays and expense, which
add to the transaction costs of both parties. A guarantee scheme has recently
been introduced by the British Government after detailed examination of
similar schemes in a number of countries. The commercial banks appraise
applications according to their normal procedures, and have only to submit a
simple, one-page form to the Government Department responsible for admini-
stering the scheme. This Department gives its approval within ten days at most,
and then guarantees 80% of the loan in return for a 3% fee which is paid by the
borrower. The rather high fee has not discouraged applications, and twice as
much money as had been expected was lent under the scheme in its first year.

Credit insurance or guarantees, however, cannot on their own overcome the
problems of small business lending. They must be part of a package which
effectively motivates the commercial bank and overcomes its natural reluc-
tance. The Central Banks in The Philippines and in India operate a special
‘small business window’, from which lenders can borrow money to be lent to
small businesses at a concessional rate. This can be used to reduce the interest
rate charged to the borrower but should also allow the lender to pay the
transaction costs which are bound to be higher than for larger loans, even if
every effort is made to reduce them. It may also be possible, as is done in India,
to require that a certain percentage of all loans be lent to the small business
sector; both these policies require a quantitative definition of ‘small’, which
may refer also to particular castes, tribes or other disadvantaged people, but in
Korea the requirement that 30% of all loans should go to smaller firms has
proved valuable and effective, in that many banks have more than exceeded
their minimum and have made money by doing so.

Specialised appraisal institutions

In a number of countries the authorities have attempted to reduce the bankers’
costs of appraisal and supervision by setting up separate institutions which are
required to carry out these functions, leaving the bank to its traditional finan-
cial tasks of disbursement and collection of funds. This tends not to be success-
ful, because the banker feels not unnaturally that he must double-check the
conclusions of the promotion agency; since the aims, objectives and operating
climate of a Ministry of Industry, or a special Small Industry Development
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Organisation, are fundamentally different from those of a commercial bank,
co-operation may be very difficult. This leads to disputes and further delays,
which effectively constrain the flow of funds to small enterprises. in Kenya and
Nigeria Governments have gone even further in their efforts to spare the
commercial banks from functions which are unfamiliar to them. Long-term
lending has been entrusted to a Development Bank or special Government
Department, so that the commercial bank has only to provide working capital,
and in Tanzania funds for land or buildings have to be solicited from yet
another institution. It is inevitable that such a multiplicity of sources should
lead to confusion, particularly when appraisal is in the hands of totally separate
organication with no financial responsibility; transaction costs are further
increased for both borrowers and all those involved in the lending process.
Attempts to break up the process of small business lending into separate
functions appear basically ill-conceived; the contact must necessarily be con-
centrated, brief and personal if it is to be effective, and the organisation and
individual involved in personal contact, information-gathering and appraisal
must also be held responsible for results. The most positive approach appears
to lie in making the total operation attractive to banks; Governments must not
force down interest rates by offering subsidised loans which can necessarily
reach only a small number but will nevertheless discredit higher charges, but
should encourage competition between lenders in order to prevent interest
rates rising to traditional moneylender levels.

Alternative sources

The aim should be to develop a diversity of sources of finance, rather than one
monolithic and probably ineffective institution. Rediscounting facilities should
be made available to any commercial bank which is capable of making use of
them, and other specialised sources of finance should be encouraged to extend
their services to small businesses whenever possible. Building societies or
mortgage companies, for instance, often restrict their activities to domestic
preperty but could usefully extend them to small business premises. Suppliers
of equipment, whether new or second-hand, can often increase their sales by
offering hire purchase facilities, and their staff can ensure that customers do not
misuse or rcmove the equipment and at the same time provide technical
services and assistance, and possibly deliver consumable supplies as well. This
form of supervision is far more useful, and economic, than routine visits by a
bank repres.ntative who has no function other than to collect outstanding
debts.

Specialised venture capital or equity financing schemes, such as have been
successful in the United States, are unlikely to be appropriate for the financial
needs of small-scale enterprises in developing countries. It is difficuit enough
for an unsophisticated entrepreneur to appreciate the differences between his
own investment and any loan he may have received. The distinction between
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outside equity and the associated need for incorporation, shared responsibility
and dividends as opposed to drawings is unlikely to be manageable. An attempt
was made by an orgarisation in The Philippines to provide venture capital to
small businesses. Entrepreneurs, however, were unwilling to accept joint
cwnership of their companies and the organisation eventually developed a
novel and apparently effective scheme of short-term equity financing, whereby
they provided capital to finance individual transactions and shared in the
resulting profits.

Government and private agencies in The Philippines are also using small-
scale business people themselves as channels through which finance can be
brought to others. One agency operating in the crowded central area of Manila
used at one time to lend very small amounts of money direct to market traders.
As the popularity of the scheme grew the agency started to work through
traders themselves, who had already borrowed and repaid money. 30 of these
women are now acting as informal ‘moneylenders’. They borrow up to $100
from the agency, at 2% interest per month. They then relend the money in
amounts of $10 or $20 at a time to other traders, at 4% per month. This is well
below the rates charged by private moneylenders and as a result of their
competition, the far more numerous private moneylenders are now reducing
their rates. This means that far larger numbers of traders than could be reached
by the organisation on its own are now benefiting from its work.

Every country, and every type of enterprise, has a different range of financ-
ing needs, and private and public institutions should be encouraged to develop
locally appropriate solutions to them. Banks can in fact learn a great deal from
the operations of moneylenders, who are closer to their clients and who charge
interest rates which may in fact be not very much higher than the true transac-
tion costs of an effective service operated by a formal institution. A bank
should press strongly for repayment, rather than encouraging further lending
which leads eventually to virtual enslavement, and should charge as low a price
for their money as is consistent with commercial operations, given the possi-
bility of some subsidy of small business lending by larger loans and possibly
from other sources as well.

Local community organisations can provide a further alternative channel for
funds, particularly in cities where large numbers of very small enterprises are
concentrated in a small area. It is not surprising that a strong feeling of group
responsibility is more likely to be associated with an organisation which has its
origins in the local community than with a distant commercial bank or Govern-
ment institution. This advantage may not apply to a large charity with foreign
funding and staff, but there are many examples of local voluntary organisations
which have proved themselves capable of recycling funds already in the country
or on-lending commercial bank finance.

In Ghana a national rural bank has successfully channelled loans through
informal community groups which have come together in order to obtain
fin.ace. These are not formal co-operatives, but the bank has been willing to
extend credit to individuals on the basis of guarantees from all the others in the
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group. The group organises the disbursement and recovery of funds for the
bank, and acts in effect as a very small lending institution.

In Western Kenya, a voluntary agency has encouraged the establishment of
village loan committees by advancing money for a revolving loan fund. Each
member of the community knows that he will only be able to use the money if
the others repay it, and group pressure has therefore ensured that the losses are
very small. The traditional ‘friendly societies’ on which such community groups
are often based had to rely on their members’ resources alone. These groups
can act as channels for money from larger official lending institutions which are
flexible enough to recognise their potential.

Banks must therefore search out appropriate distribution channels through
which their product, namely loans, can be brought to the target market in a way
which satisfies the needs of smali enterprises and of the bankers themselves.
There are no standard solutions, and the alternatives such as local ‘micro
banks’, private intermediaries, community organisations, itinerant commission
agents or tightly controlled field offices must be examined and appraised in
relation to the needs of the market place; there is little doubt, however, that
loans can be economically provided to small enterprises which genuinely need
them, providing that the problem is approached without preconceptions and
the operation itself is effectively managed.

Application questions

— Are small business loan interest rates subsidised? If so, what effect does this
really have on the borrowers themselves, and the lending institutions?

— Are small business needs for working capital as well catered for as the need
for fixed capital? Is there any reason why both sorts of capital should not be
provided by the same institution?

— Are many small businesses, particularly the weakest, still borrowing from
moneylenders in spite of the existence of official lending schemes? If so,
why do they prefer to obtain capital in this way, and what can the formal
lending institutions learn from moneylenders?

— Can loan appraisal systems be simplified in order to provide quicker
decisions?

— Do loan appraisal systems concentrate on the ability and need of the
applicant or on abstract data which is likely to bear little relationship to
what actually happens if the loan is granted?

— Could commercial bankers play a more significant role in financing small
business? Would it be less expensive and more effective to encourage
them to do this than to set up specialised small-scale enterprise lending
institutions?

Case study: joint financing of small industries in Punjab State of Pakistan

Small industries in Pakistan employ more than 85% of the national industrial
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labour force and produce almost half the country’s manufactured exports but
the vast majority of industrial financing has gone to the larger sector. The
Industrial and Development Bank of Pakistan (IDBP) is responsible for
lending to small businesses, as well as to some larger ones not covered by other
institutions, but out of a total of $390 million lent to industry, only about $30
million has gone to small businesses. It would appear reasonable that institu-
tional arrangements should be improved so that they can obtain a larger share
of the available finance.

The Punjab Small Industries Corporation (PSIC) was set up in July 1972 to
promote and develop small industries in the Province of the Punjab. The
provision of finance was seen as the major constraint on small business devel-
opment and was taken as the main priority. PSIC was not itself set up as a
lending institution, but was to provide the necessary appraisal services and
guarantees to encourage banks to lend more money to small enterprises. Up to
the end of 1980 PSIC had sanctioned loans to 1,421 small businesses for a total
of $23 million.

Loans have been approved for industries with agricultural linkages, such as
cold storage, poultry farming and rice milling, for light engineering industries,
in particular those making agricultural tools, and for export-oriented industries
such as those making ready-made garments, hosiery and other knitted goods.
The National Small Industries Corporation made an agreement with the IDBP
and a consortium of five commercial banks to finance small-scale industrial
projects.

Under this arrangement one of the nominated commercial banks is respon-
sible for the local currency element of loans and the IDBP takes responsibility
for any foreign currency component. The Provincial Small Industries Corpora-
tion guarantees 75% of the foreign currency component of the loans, and 50%
of the domestic funds lent by the commercial bank, and receives a % commis-
sion from the total 11% interest charge which is rather lower than normal
commercial rates in order to assist the borrowers.

In the Province of the Punjab the arrangement is that the PSIC prepares an
initial technical and economic feasibility study of the project in consultation
with a local IDBP office; this application is then referred formally to the IDBP
and is passed to their head office. At this point the IDBP head office again
carries out a feasibility study following a rather more complex system because
their methods are basically set up to cater for large businesses. A study of
small-scale projects which were eventually sanctioned by IDBP revealed that it
took on an average eight months for them to sanction projects and a further
eight months for the entrepreneur to establish a letter of credit in order to
import the necessary equipment.

The procedure for the local currency component of loans is rather different;
applicants fill in an application at any PSIC office, together with an indication of
the bank through which they would like the business to be transacted. The
PSIC then applies to that bank for an assessment of the applicant’s credit-
worthiness and ability to finance the equity share in his project. The agreement
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stipulates that the bank should reply to these enquiries within fifteen days but
an analysis of 35 cases shows that the average time taken is actually 128 days.

When a satisfactory credit report is received the PSIC prepares a feasibility
report and places it before the Loan Committee of PSIC for clearance. When
this Committee has cleared the loan the application is sent to the nominated
commercial bank for finalisation of the disbursement schedule. Here again the
agreement stipulates that the bank should take a maximum of fifteen days for
this but the average time is 99 days.

When the bank has finally agreed on the disbursement schedule the loan is
sanctioned by a Joint Committee which is chaired by the Managing Director of
the PSIC and includes representatives from each of the commercial banks and
from the Punjab State Government. In a number of cases the representatives of
the banks bring up more problems at this stage and thus further delay approval.
Once this Committee has approved the loan the banks take still more time to
complete the various documentation formalities. Actual disbursement of the
funds is often further delayed because the banks do not have staff who are
qualified or experienced in feasibility studies and the problems of small enter-
prises, and they generally have little interest in the programme as a whole.

Commentary

This is a typical example of a scheme that has been carefully designed with
clearly designated procedures and responsibilities, but which fails to function
as it should because too many different institutions are involved in what should
be a simple, small-scale and rapid operation. The system is inevitably both slow
and expensive; this both discourages the participating institutions and delays
the appraisal and disbursement of loans.

The separation of the foreign and local currency arrangements may appear
to be necessary because of centralised exchange control systems, but it should
be possible to allocate block amounts of foreign currency, with general criteria
for approval, to the promotion scheme.

Most seriously, the attempts to separate the appraisal function from the final
decision and management of the loan has resulted in a cumbersome system of
committees and a total lack of co-operation between the respective institutions.
This cannot be blamed on individuals or on the lack of co-ordination; both
functions must be carried out by one and the same institution, which will thus
bear the complete responsibility for failure and earn full credit for success.

The PSCIC is unlikely to be able to cover the full costs of appraisal and
guarantee for one-half of 1%, but the complete operation could be a profitable
one for a commercial bank. Prospective borrowers would certainly prefer to
pay a few percentage points more, if their applications could be appraised and
their loans disbursed more quickly. Loans which take eighteen months or more
to be disbursed, however low the interest rate, are of very little use to an
entrepreneur who wants to grasp a business opportunity while it is available.
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CHAPTER 6
MANAGEMENT TRAINING

The crucial issues

— What are the most important management weaknesses of small business
people?

— Can most small business people really learn anything in a classroom which
they can usefully apply in their own business?

— Are some of the apparent management weaknesses of small business
people the result of social or cultural factors, or a very reasonable under-
standing of their own environment, and thus not likely to be remedied by
training?

— How important is book-keeping for small businesses?

— What should be the specific behavioural objectives of small business
management training; what should it enable people to do?

— Can people be trained to be entrepreneurs?

— Who should conduct small business management training?

— What institutions can most effectively provide small business management
training?

The reasons for training

Management, particularly in a small business where few if any people outside
the owner’s family are employed, is primarily a matter of making decisions. It
became clear in discussions with a number of tanners, textile dyers, food
processors, shoemakers and other small business people in East Java not that
they lacked the skill necessary to make the right decisions, but that they failed
to realise that ‘management’ decisions, as opposed to technical ones, could be
made at all. They were certainly operating in a very rigid environment, where
many commercial relationships were subject to the same traditions and were
indeed closely related to social and cultural relationships, but change was
possible, as a few of the more successful businesses had shown. The majority,
however, acted as if sources of raw material, marketing channels, zustomer and
supplier credit or pricing were as beyond their control as the weather. They
were often brilliant technologists, who had successfully coped with new
materials and customer demands, but were not actually ‘managing’ their busi-
nesses, in a commercial sense, at all. People of this sort clearly need to become
aware of the possibility of management, before knowing how to manage, and it
is not unreasonable to attempt to provide this awareness, as well as giving them
the necessary skills, through management training.
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Small business management training courses in Kenya, and many other
countries, were originally started because of unsuccessful attempts to provide
credit.

Many small business lending schemes have experienced absurdly high rates
of default, arising in some cases to over 80%. Much of the blame for this can be
ascribed to inappropriate lending procedures and to the borrower’s more or
less justified belief that the lending institution will not rigorously press for
repayment of arrears. In many cases, however, the borrower has been unable to
manage his enlarged enterprise. Brief analysis of small businesses often shows
that they are not making the optimum use of their existing resources, so that
they are unlikely to do any better, and will probably do a great deal worse, if
they receive a loan and are thus required to manage a larger and more
complicated enterprise. Whether the potential for mismanagement was
evident before the loan was made available or not, it is not unreasonable to
conclude that training is needed. The need for training has often only been
appreciated as a result of poor repayment experience, but it is clear that
training is unlikely to rescue a loan which is already in arrears. The right
approach was therefore perceived to be to offer training before finance; this
may enable the business owner to apply for and use a loan more effectively, or it
may indeed so improve his use of resources that he can achieve his objectives
without additional finance.

The attractions of training

Training is an attractive option to the policy maker or aid donor who is
desperately searching for a politically neutral intervention: training courses
and training institutions can be established without any necessity to make
painful changes in policy or other programmes, the training itself can fairly
easily be managed since it is generally centralised and under the control of its
originator, an