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PREFACE

With the increasing demand for the growth of more labor-intensive,

employment-generating activities in developing countries, a great deal of

attention is being given to the potential of small-scale enterprises. In

the more advanced semi-industrialized and industrializing countries the

concern is with the broadening of what is often still a top heavy industrial

structure dominated by capital-intensive, large industries. In the countries

still on the verge of industrialization, on the other hand, efforts are being

made to find ways to create an indigenous pool of entrepreneurial skills and

an industrial labor force. Overall, it is usually expected that a wide

range of objectives might be served by increasing the resources available

to assist small-scale manufacturing and business activity.

It is generally recognized that solutions to the problems of small

enterprises heve to be very country-specific, depending on inherited skills,

socio-economic background, the stage of development, and past and current

policies. There is a need nonetheless to try to distill the common elements

of what is needed to succeed in the encouragement of small enterprises and,

within this framework, the measures needed to provide effective financial

suppo-t of such enterprises. This study wds commissioned with this aim in

mind. It is based on visits to eight countries - Colombia, Gu?ana, Iran,

Korea, Singapore, Trinidad and Tobago, Tunisia, and Zambia -- and also draws

on etperience of a nuiaber of other developing countries including Bangladesh,

s, Israel, Kenya, and Pakistan. The report summarizes the common finan-

, 1i problems that appear to be uxikversally present in one form or another

.1eor smaller manufacturing enterprises and the kinds of solutions that warrant

consideration by international development agencies that want to asslst in

the growth of small-scale enterprises.

The findingr may be coin3sdered negative in that no successful ex-

periences that could be held up a.s models were foutnd. While governments and

international development agencies have shown interest in small-scale indus-

tries, past efforts at providing assistance that could actually be used by

a large number of amall entrepreiiev.rs have been, at best, half-hearted.

This is an unsophisticated targeE -roup compared to modern medium and large

enterprises; there is great reluctance to take the risk of lending to these

sm.l entrepreneurs and of supporting the spread of something less than

_.dernl' techniques. Moreover, the information available on the role of small

industries vis-a-vis other industries and the economy as a whole, and on the

financial costs of lending to small firms and providing technical/managerial

services to them is lamentably poor, even in institutions which have been

operating in this field.

All of these constraints make it difficult to assess what might

b, a single best approach to promotion of small industries, and what the

costs of such prograrms would be. The following findings thus do not present

tested expertise for the effective financing of smkall industries in develop-

ing countries. Such expertise will only come as a result of increasing

efforts of international and particularly by national development institutions.



2-

This report provides an introduction to a difficult task,. and
suggests some optiotis for the financing of small-scale industries on- the basis
of current knowledge and experience. Its 4-iemiw- ate those of the research
team and not nedesiatiriy thofe a'f IBRD of SIbA.
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xii. In most cases it would be preferable fbt- a small enterprise to have

all of its credit requirements - medium- and long-term as well as short-term --

channeled through the same interr.%,liary. If this is not feasible due to

institutional constraints, it would be necessary to secure coordination be-

tween the different institutions providing credit to the same small enterprise.

xiii. There is not enough experience to indicate what spread is needed

between the cost of funds to the financing institution and its lending rate

to snall enterprises. A few cabe's indicate thAt for specialized institutions

lending to small- and medium-qi2ed industries, a spread of 5 to 6 percentage

points tight be appropriate. In any event, thL spread is likely to be higher

in lending to small enterprises than to larger ones, and therefore the in-

terest rate charged to small enterprises lwould be higher than that charged

to larger enterprises. Such a Iifference is perhaps undesirable, but it would

be tolerable if the main problem -- that of providing adequate credit to small

enterprises -- can be overcome.

xiv. To reduce risks to the financing institution and to encourage lending

to new entrepreneurs, a guarantee fund would under most circumstances be

required. Most of the risks associated with such a futnd would have to be

underwritCen by the govermuent, but a minor part of the costs should be cov-

ered by participation of the borrowers themselves.

xv. Many small enterprises, 1&-'ticularly newly established ones, have

insufficient equity. Given the difficulties of providing effective management

participation or follow-up, it would probably be unrealistic to expect financial

institutions in developing countries to provide equity capital for small indus-

tries on a significant scale. Where shortage of equity is a serious constraint,

financing institutions could be encouraged to include in an overall financing

package an element of long-term, low-interest credit, with a highly flexible

amortization schedule, as a partial functional substitute for equity.

xvi. Flexibility in amortization schedules is needed in lending to small

enterprises, which are often inexperienced in projecting future cash ilows, and

which almost always face considerable uncertainties in this respect. Financial

intermediaries "Lending to small enterprises should adopt liberal amortization

sch. dules, and should not themselves be overly dependent upon strict cash flow

projections.

xvii. Leasing of equipment could be a useful technique of financing small

enterprises, particularly in mit±gating the problem of security for medium- and

long-term loans. Leasing companies should be encouraged to provide their serv-

ices to small enterprises in developing countries, and assisted in doing so.

xviii. Financial intermediaries lending to small enterprises should also

provide their borrowers with assistance in basic financial management, such as

bookkeeping, maintenance of adequate records, and debt collection.
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Provision of Technical/Managerial Services

xix. Provision of financing to small industries without concurrent provi-
sion of basic technical and managerial know-how could be ineffective and some-
times even counterproductive. In the countries visited, existing technical
services programsL are too small to reach the vast number of small enterprises,
and are generally not adapted to their particular requirements.

xx. At early i;tages of industrialization, technical/managerial services
to small industries raight concentrate upon extension-type services, employing
"generalists" experienced and/or trained in problems of small-scale industry.
At later stages of industrialization, emphasis upon specialist technical serv-
ices able to provide specific assistance in particular sub-branches appear to
be more useful.

xxi. It might be worthwhile to establish a few institutiong providing
both financing and technical services for small industries w{ithint the frame-
work of intensive in-depth development programs, particularly in a sub-regional
context. Realistically, however, this could be accomplished only gradually,
and only in a limited number of small countries or sub-regions of larger ones.
Alternatively, technical/managerial services could be administratively sepa-
rate from financing institutions, yet closely coordinated with them in a two-
way relationship. Small entrepreneurs could be required by the financing
institution to obtain necessary assistance from the technical service institu-
tion; on the other hand, the technical service institution should be in a
position to recommend provision of appropriate financing.

xxii. Costs of technical/managerial services are bound to be high, and
would have to be covered mostly by government funds regardless 6f whether
such services are separate from or combined with financing institutions.

Intensification of International Assistance
for the Development of Small Industries

xxiii. International development agencies could help promote a more
balanced industrial structure in developing countries by intensifying their
assistance to small industries. Such assistance should be based upon an over-
all approach to the problems of small-scale industry in a given country, used
as much as possible as a lever for institution building, and tied in with
arrangements for providing suitable technical/managerial assistance.

xxiv. The main effort should be to reach, through intermediaries, small
enterprises employing up to 20 workers, not only in manufacturing but also in
related activities such as construction, transportation, and equipment repair.
Handicrafts and/or cottage industries might also be eligible for assistance,
depending upon specific conditions prevailing in particular countries. In
fact, the numbers and kinds of small enterprises eligible for assistance from
international donor agency sources might most appropriately be determined by
the capability of domestic institutions to provide financing and technical/
managerial services in an effective way, rather than by a priori eligibility
limitations.
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Xxv. The crucial element in international agency financing is to assist
in the establishment of effective institutional arrangements. The specific
type of arrangement to be established in any given country must be formulated
on the basis of conditions prevailing in that partictular country. As stated
above, the primary options are: (a) a specialized small industry financing
institution; (b) a specialized small industry "'window" in a development fi-
nancing institution; and (c) a fund deposited wi.th a central bank or another
institution for relending to small industries through coumercial banks. An-
other technique might be a "1package loan" which in addition to the provision
of credits would include complementary elements, sucn as industrial estate
components specifically designed for small industries, technical services, and
so on.

xxvi. Lending from international sources should cover medium- and long-term
credit for fixed assets and permanent working ca'pital. Short-term credits
should preferably be made availa'ble from supplemental funds provided by do-
mestic financing intermediaries. Most financirng, particularly for the
smallest enterprises, would have to be in the form of local currency loans.
A substantial component of international agency financing should be allocated
for technical/managerial services.

xxvii. Substantially increased international assistance for small-scale
industry promotion would require specialized expertise, and staff requirements
are bound to be considerable. Staffing considerations will of necessity play
an important role in an agency's design of programs and they shoald also be
reflected in the division of labor among donor development agencies on lines
following comparative advantages in various types of assistance.



SUMMARY AND CONCLUSIONS

i. The promotion of small-scale industries in developing icountries is
generally handicapped by a combination of two majar factors: (1) the actual
policy framework is generally insufficiently conducive to promotion of sinall
enterprises and in practice tends to favor largelr enterprises; and (2) insti-
tutions designed to provide financial or tethnical/managarial services to
industrial etterpriges do not provide suffitierit assistance to small firms.
In most cases, the smaller the enterprise, the greater the difficulties it
faces under existing policy and institutional conditions.

ii. Discrimination against small industries, even if unintended, tends
to weaken the overall industrial structure, and might impede rather than
enhance the process of industrialization in developing countries.

iii. Surveys in countries visited, as well as in other countries, indicate
that small industries make a very significant contribution to industrial devel-
opment. Small industries employing up to 50 workers contribute 70% to 80% of
industrial employment and 30% to 45% of manufacturing value added in the
"industrializing" countries visited (Columbia, Tunisia, and Iran). In other
countries visited, such as Korea, Singapore, and Israel, the share contri-
buted by small-scale industry is considerably smaller, but even in thes e coun-
tries they provide at least 20% to 30% of industrial employment and 15% to 25%
of value added. In addition to their quantitative contribution, small indus-
tries serve as an indispensable training ground for indigenous entrepreneurs,
managers, and industrial workers.

iv. In most countries visited, stated governmental support for small-
scale industry is not translated into effective action -- particularly in the
case of the smallest enterprises -- either because the actual incentive struc-
ture implicitly favors large enterprises, or because small industry promotion
programs (with few exceptions) have achieved little success. In several coun-
tries, small-scale industries have made progress despite, rather than because
of, government policies and incentives.

v. Measures to correct policies which in effect discriminate against
small industries have been suggested in "Small Enterprises in Manufacturing:
The Emerging Issues." 1/ The removal of discriminatory policies is a necessary
but not a sufficient condition. Effective promotion of small enterprises on
a significant scale also requires a combination of programs, incentives, and
institutional arrangements. The formulation and implementation of necessary
policies, together with requisite program follow-up, necessitates a govern-
mental unit concentrating solely on formulation of appropriate policies and
programs for promoting small-scale industries.

vi. In selecting target groups within the wide range and variety of
small-scale industries, enterprises employing up to 20 workers appear to
require the major concentration of effort in promotion programs. Such enter-
prises represent an important segment of almost every developing economy, and

1/ IBRD, Economics of Industry Division, June 1973.



at the same time have very limited access to rekular financing and technical
services institutions. Enterprises emnploying 26 to 50 workers should also be
assisted; at the other end of the range, handictafts and cottage industries
employing less than 5 workers might be assisted when they appear to have
potential for increased productivity.

Provision of Financing

vii. Shortage of finance is not the only obstacle to promotion of small-
scale industries, but it is generally an important constraint. Surveys in
the countries visited indicate that small enterprises face great difficulties
in obtaining funds from regular financing institutions, because of higher
lending costs, greater risks, and the difficulties which confront many small
entrepreneurs in complying with bank frocedures and requirements. The type
of credit that small industries find it most difficult to obtain is medium-
and long-term financing. The smaller and newer the enterprise, the greater
are the obstacles generally encountered.

viii. In the countries visited, a variety of institutions or arrangements
exist for providing credit to small-scale industries. Such arrangementS have
met with some limited success in terms of increased lending to small industries,
although even specialized institutions have tended to lend to the larger and
more established of the small enterprises. In any case, the impact of existing
programs is still marginal; they reach only a fraction of the small enterprises,
and many small industries still depend on "unofficial" lending sources, some-
times at exhorbitant interest rates.

ix. An effective program for financing of small-scale industries should
incorporate the following common elements: (a) provision of all types of
loans, including medium- and long-term financing, as well as short-term credits;
(b) a branch network to reach small enterprises in widely dispersed locations;
and (c) some basic financial management services. These program requirements
can be met by a variety of ilnstitutional arrangements, some of which would
require innovation.

x. Depending upon the particular conditions prevailing in a given coun-
try, financing for small-scale industries could be channeled through: (a) a
specialized small industry financing institution; (b) a specialized small
industry division in a development financing institution; or (c) a small indus-
try promotion fund deposited with a central bank or in another appropriate
institution.

xi. Except in a limited number of very small countries where a few
branches of a small industry bank or development bank could directly reach
small enterprises, commercial banks can serve as useful -- and often indis-
pensable -- intermediar¶tes, capable of reaching a great many small enterprises
in widely scattered locations. In addition to relending on a medium- or long-
term basis funds channeled to them by the major institution suggested in x,
commercial banks might also be able to provide from their own sources comple-
mentary short-term loans for seasonal or peak-load working capital requirements.



I. INTRODUCTION

1. The International Bahk for Reconstruction and Development (IBRD) incollaboration with the Swedish International Development Authority (SIDA) com-missioned a study of the principal issues that arise in lending to small-scaleindustries. In accordance with the terms of reference for this study, theresearch team carried out surveys of small-scale industry financing and related
programs in eight developing countries.

2. The countries visited were se1ected on the basis of geographic dis-
persion, difference in level of development and industrialization, and the
existence of promotional programs for small-scale industries. They included
Colombia, Guyana, Iran, Korea, Trinidad and Tobago, Tun5isia and Zambia. A
short visit was also made to Singapore.

3. The general findings and conclusions of the study, however, have notbeen based only on these surveys. The research te.am' s experience ranged from
small-scale industry problems in developed countries such as Sweden, and in
relatively high income developing countries such as Israel, to low income
countries such as Bangladesh and Kenya. The cotsultants also drew on the World
Bank Group and SIDA excperience in the promotion and financing of small-scale
industries and on information from major organizationis active in this field.
These included ILO, UNIDO, the GATT/TNCTAD International Trade Centre and some
bilateral institutions.

4. This report, in common with other studies of small-scale industries
in developing countries, is seriously handicapped by the inadequacy and frequentunreliability of the data and other information available. Because small-scale
industries are the least organized and most "informal" industries in most coun-tries' manufacturing sectors, the,tr activities are often unreported and at best
underestimated. The data that are available are frequently not comparable tostatistics for an economy as a whole. The unavailability of data regarding
specialized institutions and commercial banks? financial operations pertaining
to small-scale industries was a particular problem for this study. The vi.ews
expressed in interviews in various countries were therefore often of necessity
based upon impressions rather than on statistical records. The analysis that
follows is naturally affected by these limitations. Nevertheless, the prin-
cipal conclusions emerged across couintries, so they may at least serve as
hypotheses on which practical proposals may be based until better data are
available.
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II. DEFINITION AND CONTRIBUTION OF SMALL-SCALE INDUSTRIES

operational Definition of Small-Scale Industries

5. The definition of small-scale indus tries varies with a country's

size and level of industrialization. Thus enterprises which may be classified

as "small" in some countries, are termed "medium sized" or even "large" in

others. Even within a country the small industry group may sometimes be use-

fully subdivided into sub-categories for different programs. The following

principal categories appear to be most meaningful for operational putposes:

(a) Small, independently owned, manufacturing enterprises, 1/
employing utp to 20 workers. This group appears to require
the major concentration of support in most countries.
Enterprises in this size group form an important training
ground for indigenous entrepreneurs and have a significant
growth potc:.ntial. They are particularly important in the
small non-industrialized countries wiere the number of
enterprises in this group is generally limited. In other
develorin.Ei. countries these enterprises usually form a fair-

ly large group. In general, enterprises in this group have
the most limited access to financing and managerial and
technical service institutions.

(b) Enterprises em-ploing 20 to 50 workers. These enterprises
should also be included in financing and technical assist-
ance programs for small enterprises. Although in most
coun.ries they are less disadvantaged, and their needs
are less acute than those of the smaller enterprises, they
nevertheless generally require more specialized assistance
than a development bank can usually offer.

6. Industries employing over 50 and up to 200 workers are also eligible

for assistance under small industry programs in several countries, but they

have fewer of the typical characteristics of small units. They tend to have

a fair degree of division of labor in management functions, and are usually
capable of using L 1J½3: development bank type financing. They can usually
also obtain short-term 0zradiL more easily 'from commercial banks than fitms
with less than 50 worckers.

1/ This study is concerned with independently owned small-scale entterprises.
Data, however, are usually collected in terms of industrial establishments,

and some of these are owned by medium and large scale firms. It is not

thought, howe1.e r that this is a major source of distortion in the data
base.
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7. The number of workers is only one indicator of small enterprises
requiring specialized assistance. Another factor is the investment per worker,
which could indicate the degree of labor intensity of an enterprise. In a
few extreme cases, such as in certain chemical plants, capital investments may
be so high and the number of workers relatively so small, that such enterprises
should not be classified as "small" for operational purpqses; nor would they
generally require specialized services designed for small-scale industries.
In any case, investments per worker might provide another indicator of small
enterprises. In practice, the value of total (rather than per worker) fixed
assets of a firm is sometimes applied as an upper limit for small industry
classification. The country surveys found a range of regulations limiting
small-scale industry loans to firms with US$100,000 in fixed assets to those
of US$1 1/2 million in total assets. On the whole, limitc based upon the
value of assets have little practical use as a guide to program formulation
on an inter-country and/or inter-industry basis.

8. It is important to stress that small-scale industry programs should
focus, as much as it is possible to evaluate, on economic impact, rather than
on size, whether this is judged by employment or capital investment. Such
issues as job creation, the training of entrepreneurs and the competitiveness
and efficiency of the industrial structure, should guide the tormulation of
small-scale industry programs.

9. The term small-scale industries should be broadly interpreted and
incorporate the following groups:

(a) Handicrafts and cottage industries may sometimes be included
in a small-scale industry program, if such enterprises appear
to be potentially competitive as individual or cooperative
enterprises and where special organizations for their support
do not exist.

(b) Artisan type enterprises should be encouraged whether they
are traditional (such as bakeries), or modern (such as motor
car garages), even if the occupation is not solely of a
manufacturing nature.

(c) Manufacturing related activities such as transport and con-
struction may often be usefully combined with manufacturing
irn small business programs. In some countries lacking
indigenous entrepreneurs, even relatively simple trading
activities may require encouragement if a pool of entrepre-
neurs capable of manufacturing activities is to be created.
However, as these activities mostly require trai.ning in
commercial skills, it is usually desirable to keep support
separate at the program planning stage, and in the allocation
of funds and priorities. Overall, various types of "small
business" activities must make a meaningful economic mix.
Unfortunately in some countries making efforts to support
indigenous entrepreneurs in both manufacturing and trading
activities, an imbalance in the assistaance given to such
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firms seems to be emerging. In Kenya and Za:imai, fdr

example, trading tends to be overemphasized,.whereas 'in

Tunisia the opposite is likely to be true. A particular

country situation may warrant separate agencies to handle

trade and services industries; in another, separate programs

under one agency dealing with variou.S types of "small busi-

ness" may be preferable.

(d) Typical small-scale manufacturing activities proper in the

traditional sector include food processing industries,

textiles, clothing and footwear, woodworking arnd metal

working.

(e) "Nodern" small-scale industries catering to more sophis-

ticated markets either directly or as sub-contractors, teefd

to be technologically tiore coumplex and capital-intensive,

and to have more standardized products. They tend to play

some role in all the principal branches of the industrial

classification.

This typology is necessarily sketchy, 
and cannot be interpreted rigidly. 

There

are other important differences, for 
example, between the role and needs 

of

import substitution enterprises and 
export oriented manufacturing firms.

10. For operational purposes, a clear 
distinction should be made between

small industries in urban areas and 
those in rural areas. Urban areas gen-

erally have greater c9ncentration of entrepreneurs, of small business and of

small-scale industries. In rurAl areas business activity is less coticentrated,

and there is usually very little manufacturing. In some rural areas the dis-

tri'fution of goods and services is still very weak, and particular attention

to distributive services may be required, 
pointing to a small business prog-

ram, before the expansion of manufacturing becomes possible. It is often

advisable to include medium-sized factories in the same special programs as

small industries in rural areas. In general, the encouragement of small-scale

industries in rural areas is meaningful only in the context of regional inte-

grated development programs as they focus on raw material supplies, local

demand and overall employment possibility. This aspect of small-scale industry

development is therefore not covered in this study,,

11. Whatever the program planned, it is important that a balance be

struck among the relative importance of various economic activities in develop-

ment. Program flexibility can be increased as experience in assisting small

enterprises grows, so that programs support overall growth and diversification

of the manufacturing sector and related areas.

12. Small-scale industries are sometimes referred to as a sector with

the result that their role in, and their dependence on, the total industrial

structure is not fully appreciated. It is vital to integrate the support to

small-scale industries with overall industrial planning.



Some Observations on the Contribution of Small-Scale Industries to Development

13. The analysis of the economic role of small-scale industries in devel-
opment was not the objective of this study. The point of departure was the
hypothesis that enough was known about the positive effects of small-scale
industries on development, and of the disabilities under which they usually
operate, to suggest that their particular encouragement is necessary to ensure
a sound overall industrial structure in most developing countries. However,
insofar as the surveys undertaken for this study bear on the basic hypothesis,
the findings are reported here.

14. Quantitative estimates of the contribution of small-scale industries
to employment and value added in the manufacturing sector are gravely handi-
capped by the lack of information on, or gross underestimation of, their
activity in the official data. With the exception of Iran, Tunisia and Zambia,
in the countries studied estab.Lishments with fewer than 5 workers are excluded
from manufacturing data. In Singapore and Trinidad and Tobago enterprises
with fewer than 10 workers are excluded. In some countries, only licensed or
otherwise officially recorded workshops are included in the data, so that
numerous unlicensed workshops and artisan enterprises are excluded even if
they fall within the size groups surveyed. Table 1 presents official data
for the share of small-scale industries, that is, establishments employing up
to 50 workers, in manufacturing employment and value added for eight countries.
(No data are available for Guyana; Israel is included for comparative purposes .)

Where possible (Colombia, Tunisia & Trinidad) estimates of total employment
in and value added by small-scale industries were also made. Table 2 shows
the growth of manufacturing in the countries studied between 1960 and 1970.

15. Even where official data coverage is limited, small-scale industries
contribute significantly to employment in manufacturing. In most of the coun-
tries studied small industries employing 10 to 49 worlers account for approxi-
mately 20 to 30% of the manufacturing labor force. However, in countries
for which estimates for all small-scale industries could be made, the contribu-
tion to employment in manufacturing (and to total employment) was seen to be
substantially higher. Thus for Colombia and Tunisia the contribution to em-
ployment in manufacturing rose from 30% and 20% respectively to some 70%. In
Trinidad the proportion of employment in manufacturing doubled from some 20%
to some 40% when enterprises with less than 10 workers were taken into account.
In Iran where official statistics cover all registered enterprises, small-scale
industries accounted for some 80% of total mantufacturing employment. The
contribution of small-scale industries to value added in manufacturing is
similarly undervalued in most countries' official statistics. For Trinidad
and Tobago the estimated share is 24% compared to the official figure of 14%,
for Colombia it is 32% compared to an offic'al figure of 14%. For Iran which
has a more complete official coverage it is 44%.

16. In sum, official data in most countries tend to seriously under-
estimate the contribution small-scale industries are actually making to the
economy. This is often accompanied by inadequate attention to the productivity
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Table I

Tbhc ConLrihuElion of Small Manufacturing Enterprises to Total Manufactuting

(In cutrept prices)

Size Gross Value Added
Establishments Establishments Emp loyment - Value-Added *-er' Wbrker

by Number
Year Country of Workers Number Pez_centage Number Percentage Million US$ Pezcentage LIS$

(000's)

1970 Iran 1 - 19 165,943 99.0 600.5 76.4 613.1 34f8 1,020
20 - 49 1,006 0.6 29.1 3.7 153.9 8.7 5,289

Total 1 - 49 166,949 99.6 629.6 80.1 7,67.0 43.5 1,218

1970 Israel 5 - 19 4,093 69.9 36.4 17.2 146.6 11.5 4,028
20 - 49 1,025 17.5 31.6 14.9 161.1 12.6 5,098

Total 5 - 49 5,118 87.4 68.0 32.1 307.7 24.1 4,525

1971 Korea 5 - 19 18,132 77.5 149.1 17.6 135.1 7.3 906
20 - 49 2,913 12.4 87.2 10.3 102.4 5.5 1,174

Total 5 - 49 21,045 89.9 236.3 27.9 237.5 12.8 1,005

1971 Singapore 10 - 19 656 36.2 8.9 6.4 26.2 4.6 2,944
20 - 49 632 34.9 19.5 13.9 53.9 9.5 2,764

Total 10 - 49 1,288 71.1 28.4 20.3 8G.1 14.1 2,820
1973 Zambia 1 - 19 220 39.3 1.9 4.6

20 - 49 155 27.7 5.1 12.6 R.a.
Total 1 - 49 375 67.0 7.0 17.2 15.0

1969 Colombia 5 - 19 4, 273 59.7 4L7 6' 5. ZY;7u
20 - 49 1,626 22.9 49.3 15.1 59. 9.1 1,813

Total 5 - 49 5,899 82.6 90.9 27 9 5) 14.2
(l.6 ) La (68.5) (32.0)

1970 Trinidad and /b
Tobago 10 - 49 196 60.1 4.5 17.6 12.6 - 14.4 2,730

(3,288) (96.2) (13.6) (38,8) (23.5) 74.0) (1,724)

1971 Tunisia 0 - 19 460 55.0 4.2 7.0 15.7 5.9 3,738
20 - 49 215 23.0 7.0 12.0 27.5 10.4 3,929

Total 0 - 49 675 78.0 11.2 / 19.U 43.2 16.3 3,857
(111.2) (70.7)

/a All figures in parentheses are revised total figures which include estimates for the informal sector and
correct for underestimation of smaller firms. See sources for explanations.

/b Cross output data available are basis for estimate of value-added.
/c Permanent employment only.

sources: Iran: Ministry of Economy, Organization for Small Scale Industry, unpublished survey data. US$ Rls 76
Israel: Industry and Craft Survey, 1970. US$ = IL 3.5
Korea: Report on Mining and Manufacturing xSurvey, 1971. US$ = Won 373
Singapore: Census of Industrial Production, 1971. US$ = S 2.40
Zambia: Ministry of Commerce, M.ounvfacturing Ccmpanies and Emplomnent at October 1973. Value-added

estimate from Industrial Survey Za,bia, K. Levison, June 1971.
Colombia: Departamento Administrativo Nacional de Estadistica. Boletin Mensual de Estadistica, Nos.

250-251, May-June 1972. Bogota. Unofficial estimates of 0 - 4 and 5 - 14 groups based
on 1964 estimates in R.A. Berry, "The Relevance and Prospects of Small Scale Iiidqstry in
Colombia, "Economic Growth Center, Yale University, Discussion Paper No. 142, April 1972.

Trinidad and Tobago: Central Statistical Office, September 1973. Estimates for the 0 - 9 worker
firms are based on CSO registration figures for 1970. US$ = TT 2.00

Tunisia: Recensements des activites industrialles, Resultats 1971. Institut National de la
Statistique, 197'1. Estimates for informal sector are'from IVe Plan de deVeloppement
l'Office d'Artisanat. US$ .484 Dinars.



Table II

General Characteristics of Industrial Developmcnt

Gross Value Added
Population Gross National Product {in Manufacturing Exports Labor Force

Real
Average As Percent of
Annual Real Nen-Resource

Annual Growth Average Based
Growth Per 'anual Manufactures Annual As Percent Value AddedStage /a Rate Per Capita Per Growth in Cossmodity/f Growth of In Per Worker in1970 Density 1960-70 1970 Capita 1960-69 1970 Capita 1960-69 Exports 1968 1960-1970 Population Manufacturing ManufacLuringCountry (Million) (per sq. km.) ( (Million US$) (US$) (7,) (Milior US$) (US$) C7) ( % ) ( % M ( (%) (US$)

Non-Industrialized
Guyana 0.7 4 2.8 280 ''O 0.7 26 Jr 37.6 5.0 1.2 4.6 - 15.1 (1960) n.a.Zambia 4.1 6 2.5 1,640 400 5.4 10, Ic 26.0 19.8 /d 1.0 13.4 31.2 2,6 (1969) /a 3,255 (1968)

Industrializing
Colombia 21.6 19 3.2 7,350 340 1.5 987 tb 48.2 4.5 9.6 3.6 29.4 12.8 (1964) 3,915 (1969)Iran 28.7 18 2.9 10,800 380 4.9 1,4zt 49.6 11.0 /e 3.2 /c 12.0 30.2 16.7 (1966) 2,164 (1968)Korea 31.8 323 2.6 7,910 250 6.4 1,351 42.5 14.2 74.3 39.6 32.0 lc 13.2 (1971) 2,111 (1970)Trinidad & Tdbago 1.0 184 2.1 880 860 3.8 130 Ic 127.4 10.1 12.8 /e 4.7 33.6 14.7 (1960) 3,261 (1969)Tunisia 5.1 31 3.0 1,270 250 2.1 163 32.0 6.2 23.0 4.7 24.1 9.5 (1966) 2,943 (1970)

Semi-Industrializing
Israel 2.9 141 3.2 5,690 1,960 5.3 1,20 414.3 n.a. 73.2 13.5 34.9 /c 23.2 (1971) 6,636 (1970)Singapore 2.1 3,571 2.4 1,900 920 4.5 377 179.5 19.0 11.6 3.3 33.2 13.9 (1957) 2,870 (1969)

/a Sta,-e of industrial develo,oMent is determined by indicators developed in IBRD, Industr'' Sector Workin,. Paper, April 1772./b 196q
Lc.; 1966
/d Seriously drovpped off.
/e 1967
If Eorts of non-resource based manufactures exclude petroleum, and related products, and unworked non-terrous metals.
I& Year applies to both columns I and 2 under Labor Force unless otherwise inalcated

Source-: IBRD, Development Econonics Department, Econmiics of industry Division, "Statistical Indicators of Industrial Development: A Critique of the Basic Data," October, 1973 (Draft Report)Population: Colusns I and 2, Table LA
Column 3, Table 1B.

Gross National Product- C&lums 1 end 2, Table 1A
Gross Value Added in Manufacturing: Columns 2 and 3, Table LA
Exports: Column 2, Table lB
Labor Force: Columns 1 and 2, Table 2

Column 3, Table IA.

IBRD, Industry Sector Working Paper, April 1972, Annex 1, pp. 1-3.
Gross National Product: Column 3
Gtoss Value Added in Manufacturing: Column I and 4.
Exports: Column 1.
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of small-scale industries, and to their potential for growth. -Thesystematic
collection and analysis of small-scale industry data should thus:.be inclu4ed
in information on the manufacturing gectQr to ensure an appropriate base'for
policy formulation.

17. In all countries studied, the percentage contributiogn of .. small-acale
industries to value added was smaller, sometimes by a half (Iran,¶Korea,
Colombia), than to employment. The principal explanatfon of.,this, gap is lower
capital intensity; poorer oiganization of productive factors in many 8znaller
enterprises is also a factbr. Purther inferences about labor/output ratios
cannot be made from overall data. The degree of net effective protection
enjoyed by large-scale enterprises is often greater than that which small
enterprises can obtain, because the system of protection tends often to ben-
efit mainly larger enterprises. Thus although the value added in domestic
currency may be higher for large than for small enterprises, in international
prices the differential may be substantially reduced.

18. Traditional small-scale activity tends to be concentrated in non-
durable consumer goods, such as textiles, food preservation, clothing and
shoes, and printing and publishing, as well as in some intermediate goods.
However, in most of the countries visited, small enterprises are moving into
other "modern" manufacturing areas as opportunities arise. These opportuni-
ties depend on increasing demand and on the supply of local or imported raw
materials and of intermediate inputs from larger industries. They are fre-
quently stimulated by trade and other policy changes. Where small-scale in-
dustries develop in a healthy policy framework, they broaden out in their
coverage, sharing in the output of a large number of industrial sub-branches
in which economies of scale are not an important factor in production.

19. Observations and discussions in the countries surveyed indicate that
small-scale industries do indeed play an important role as a practical training
ground for indigenous entrepreneurs and managers. This is particularly impor-
tant for the promotion of indigenous entrepreneurship in those countries in
which previous colonial regimes failed to do so. Whether small e^'erpr'-cs
eventually grow into the larger size group or remain small depends on an indivi-
dual entrepreneur 's abilities, on government policies, particularly those re-
garding financing, and on the specific conditions within the industry branch.
In the countries visited many medium and large enterprises have grown out of
small ones within the last decade, although the t:ime taken and the share of
total enterprises in this category vary. Thus, small enterprises do appear
to serve as entry points and as a practical trairning ground for local entre-
preneurs and managers.

20. In some of the countries visited, small-scale industries have also
served as an important training ground for workers; here they have learned
manufacturing skills and adapted to an industrial environment and thus to con-
ditions encountered in larger enterprises. Some skilled workers from larger
enterprises have also established small enterprises of their own. Such movement
is part of a general process of breaking down the barriers to a transition from
a traditional to a modern economy, and hence has positive implications for
social development,
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21. The experience in these and other developing countries suggests that
small-scale enterprises do tend to be better adapted than larger ones to local
conditions, to using local materials, and to drawing on unskilled or semi-

skilled labor. Although it is true that many small enterprises are too weak
to survive so that the bankruptcy rate is usually considerable, the large
absolute numbers of such units, particularly in the industrializing countries,
show a remarkable survival capability. some, as already noted, are also able

to compete and develop into modern medium and even large-scale enterprises.

22. The surveys underlined the complexity,of measuring the economic

efficiency (private and social) of various sized mahufacturing enterprises.

Economic efficiency is affected by relative factor prices, the availability
of managerial and other skills, access to varying levels of technology, scale

factors in a particular industry, and the competitive aspects of the indus-

trial structure. These vary among countries, and even among regions within a

country, so that generalization is difficult. Some aspects of efficiency are

internal to an enteri,-tse, some are external, accrxiing to the economy as a

whole, "Efficiency" only has meaning in relation to overall economic and

social objectives. The methodology of measuring "efficiency" is little devel-

oped, the practical problems of field research in this area are enormous, and

it will take time before reliable results will be available. It therefore

seems important that the observations of the surveys strengthen the presumption
that the encourageme-nt of small-scale industries is likely to be worthwhile in

development terms.

23. It must be emphasized that the encouragement of efficient, productive
and profitable small-scale industries is not presented as an alternative to

the stimulus to medium and large-scale enterprises, but as a complementary

element in the process of industrialization. The experience of developed
countries suggests that a well balanced industrial structure requires a con-
siderable scale span of enterprises. The failure to provide a competitive
basis for small-scale industries in relation to medium and large ones is thus
likely to impede the process of industrialization.
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III ESSENTITAL ELEMENTS OF SMALL-SCALE
INDUSTRY PROMOTION PROGRAM

24. Small-scale industry programs now figure prominently in the nationai.
development plans of many countries, principally because of the alarming pro-
portions of unemployment and underemployment. In Colombia, T.rin,dad anid
Tobago, and Tunisia, Governments are typically placing increaming emphasis on
employment-oriented policies; and they assume that the encourags- nt qf small-
scale industries will increase employment opportunities. The przpoben= cgreated
by rapid migration to overburdened urbAn centers, and sotnetimes ta better job
opportunities abroad (from the Caribbean and Mahgreb countries) Provide addi-
tional pressures for supporting employment-generating activities a4d. providing
entrepreneural openings. The desire to improve the distribution,of income is
leading to a search for policies and programs which will assist a* countrv'b
"backward regions." The increased participation of indigenous entrepreneurs
through ownership of small-scale enterprises is particularly important in some
countries (Zambia, Trinidad and Tobago, Tunisia, Kenya).

25. One of the major prerequisites of an effective program is a strong
government commitment to small-scale industry promotion and a realistic view
of what can be accomplished in a design.ated time period. In almost all the,
countries visited, governments state their strong interest in small-scale in-
dustry promotion. However, in most of these countries, and in other develop-
ing countries where similar objectives are emerging, the statements aro not
translated Into effective action. The lack of effectiveness arises from one
or other of the followqing reasons:

(a) The stated interest in the promotion of small-scale industries
represents sometimes little more than "lip service"; the
"revealed preferences" of governmental incentive and assistance
programs point out that in practice priority is given to large
enterprises.

(b) The goals set for small-scale industries usually surpass re4-
sonable expectations, particularly if existing policies and
incentives discriminate against small and labor-intensive-units.

(c) The resources allocated to small-scale industry programs *re
not suffictent, and this is compounded by tthe inefficient ways
in which the programs are implemented.

(d) Programs for small-scale industries are not integrated with
the rest of industrial and other sector development; linkage
potentials are therefore not utilized.

26. Thus even where governments make an effort to promote small scale
industries, there has been little overall impact. The notable exception is
India, where central government policies and state programs for financial
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and technical support have made an impact. Iu general, however, in develop-
ing countries the vast majority of small enterprises demonstrate their abili-
ty to get started and survive despite rather thlan because of govermnent sup-
port. There is ample evidence that many existing firms could substantially
increase their productivity ahid rate of growth, and that new firms could be
established in a variety of product lines if policies were more favorable, or
at leas t, not discriminatory, and if adequate financing and technical assist-
ance were made available.

27. An effective program to promote small-scale industries cannot be
successfully initiated and implemented unless a government is truly committed
to such action. This is particularly true in the non-industrial countries
where there has yet been very little growth of indigenous small-scale indus-
tries. A commitment has to be transformed into a system of policies and in-
centives designed to place small enterprises in a position to compete on an
equal footing with large enterprises for financial and other resources, and
into institutions capable of puttisng such policies into effect. Programs
have to be well-defined and based on a realistic evaluation of the conditions
prevailing and the resourdes available in a given country or region. Given
the shortage of capital and human resources, an effective program must gener-
ally be selective and commensurate in scale with the mleans available. To the
greatest extent possible, policies should be implemented through a system of
incentives, rather than by direct government administrative intervention.
The lack of administrative skills often makes such intervention ineffective
or even counterproductive because of bureaucracy, red tape, and poor quality
of staff.

28. The formulation of a promotion policy for small-scale industries,
together with the design and follow-up of programs to implement it, require
a centralized high level government unit. At present, in most countries the
lack of a clearly defined responsibility and a division of responsibilities
lead to inefficiency. The location and organization of such a unit must be
determined by conditions prevailing in the country concerned. The unit could
consist of a special department in a Ministry of Industry (as in Korea) or in
a development bank (as in Singapore). Alternatively, a special statutory body
could be set up (as in Iran). In all cases, however, the unit should concen-
trate its efforts either solely otn small-scale industries, or on small in-
dustries as part of a small business program.

29. The major futnctions of a small-scale inidustry promnotion unit should
include:

(a) Formulation of policy measures for small-scale industries
in conjunction with overall planning for the economy as a
whole and for the manufacturing sector in particular. A
high level unit is needed to ensure contact at an appro-
priate level with other planning and implementing agencies.
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(b) Investigation of discriminatory aspects of existing policies
and the formulation of positive policy countermeasures.
This again requires high level contact with other agencies '
responsible for overall industrial pronotion.

(c) Furthering the implementation of ippropriate policy measures
through legislative and/or administrative action.

(d) Establishment of operational institutions a#d ptogramu to
assist small-scale industries and on-going supervision of
such institutions.

(e) Evaluation of institutional and program effectiveness.

(f) Initiation of the systematic collection and analysis of
data pertaining to small-scale industries.

30. A small-scale industry policy unit should be headed by a high-level

official, charged with the sole responsibility for smaLl-scale industry or

busihess promotion. The goverument should seek to attract competent staff to

such an organizatibn by offering remuneration and status compatible with that

of staff engaged in large industry promotion. The permanent staff need not

be large, but should be of professional caliber. The agency might require

the loan of staff for short periods of time from other agencies and it would

have to be empowered to commission studies in patticular areas. For example,

the effects of import regulations, tax holidays, and similar incentives require

study in most countries.

31. The i-xportance of policy formulation cannot be overemphasized.
One of the major problems facing small-scale industries in all but a handful

of developing countries is the actual discrimination of existing policies
against them.



IV. FINANCING SMALL-SCALE INDUSTRIES

Access to Finance

32. Only very sketchy information is obtainable with respect to the extentof institutional lending to small enterprises. It is therefore difficult toestimate the numbers and kinds of such enterprises that actually succeed inobtaining bank loans, or the terms on which they obtain them. Nevertlheless,
surveys in the countries visited confirm that small manufacturers -- as com-pared with larger manufacturing enterprises and writh retail traders -- gen-erally face much greater difficulties in obtaining short-term, medium-term,
or long-term credit through institutional channels.

33. The nature and extent of these difficulties is, of course, subjectto wide variation. Small entrepreneurs with established reputations and/or
substantial collateral of a type acceptable to local bankers can in many casesobtain some short-term financing in the "official" market, often on the basis
of personal promissory notes or against accounts receivable. On the other
hand, obtaining batik credit of any kind is extremely difficult for enterprises
which are less well established, and in particular for new entrepreneurs. Thelatter groups constitute the majori-.y of small-scale industrial enterprises
in many developing countries; they include cottage industries, artisarn work-
shops, and the most labor-intensive of the small factories.

34. To an even greater extent than in the case of short-term financing,
the use of medium- and long-term bank credit by small-scale industry is gener-
ally restricted to the larger and better established enterprises. Even therelatively favored small enterprises whose access to short-term financing is
adequate for their working capital requirements frequently encounter severe
difficulties in obtaining medium- and long-term funds Tor expansion or modern-
ization, In at least some of the countries visited (for example, Colombia,
Iran, and Korea) this is a critical bottleneck, evidenced by the existence insignificant numbers of well established, small enterprises whose owners havethe requisite experience to undertake the debt burden associated with long-
term investment, but who have insufficient access to the necessary credits.
To a considerable extent, the need for medium-term financing is met by "turn-
ing over" of short-term loans, but only at high cost to the borrower and inviolation of sound business practice. In some couritries, medium-term creditis obtainable by some of the more established and "creditworthy" smsall enter-
prises through the commercial banking system, but only to a limited extent.

35. In t'Ae absence of recourse to institutional sources of financing,
small enterprises in developing countries are oftexn excessively dependent upon
credit from suppliers, purchasers, or extra-bank sources andl money lenders.
The difficulties encountered by at least some small-scale itndustries in bor-
rowing from credit institutions is attested to by their borrowing in the unoffi-
cial (or "curb") money market. In Korea, for example, small industrial enter-
prises have been borrowing in the "curb" market at interest rates of 35% to
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40, (compared to the max±mum "official" short-term lending rate of 17.5%)

not only for marginal amounts, but, according to some sources, for a substan-

tial part of their credit requirements. In Colomlbia, small enterprises have,

borrowed from extra-bank sources at interest rates of 
36% to 60%, while the

regulated lending rate is around 24%. Often, the smallest enterprises make

little distinction among various types of credit and 
the particular uses of

each, and as a consequence are likely to use whatever credit they cant get from

any source for the purchase of tools or machiner.,F 
for repairs or improvements,

for raw materials, or to finance sales. Intcrbusiness and "unofficial"

loans are sometimes functionally equivalent to equity 
financing, to the

extent that such loans are available for an "indefinite period" 
and often

involve "silent partnership" with lenders.

Constraints Upon Access to Finance

From the viewpoint of financing institutions, small enterprises

are less attractive than larger ones for the following 
reasons: (a) smaller

profit potential; (b) administrative difficulties; and (c) institutional

inertia. The relative importance of Lhese three factors varies 
from country

to country and from sector to sector, but all, three 
are contributory to the

generally prevailing shortage of institutional credit 
for small-scale indus-

tries.

37. The profit potential in lending to small-scale industries is less

than in lending to larger enterprises because of higher lending costs, greater

risks, and the fact that small enterprises typically do not make significant

use of other revenue yielding services offered by financial institutions,

such as letters of credit, guarantees, and so on. Moreover, 'where custom.er

deposits are a major source of bank funds, the borrowing 
needs of small firms

general.ly yield in priority to those of preferred large depositers. Lending

costs tend to be high because small enterprises generally 
need to borrow only

small amounts, while the costs of loan administration 
contain a significant

fixed component which is not proportional to the amount loaned. In addition,

dealing with inexperienced borrowers requires a relatively 
high level of

staff time input. Risks tend to be greater because small enterprises are

typically deficient in equity and acceptable collateral, 
as well as because

the risk of business failure is relatively high, particularly 
among new entre-

preneurs.

38. Administrative difficultie, in extending credit to small-scale 
indus-

tries arise from a variety of causes, the relative importance 
of which varies

from country to country. Most pervasive and significant, perhaps, is the fact

that leniding to a large number of heterogeneous and widely 
dispersed enterprises

is intrinsically more demanding -- in terms of both time and effort -- than

dealing with a smaller number of more established and 
more familiar firms.

Basic problems of contact and communication often represent 
a severe constraint,

since in most developing countries few small enterprises 
are easy to contact

at short notice (as for instance by telephone) and many are not conveniently

accessible even by automobile. In a number of countries (or sub-regions there-

of), bank personnel are likely to be separated from small 
entrepreneurs not
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only by physical factors but also by differences inI language, literacy, or
culture. Even where such barriers do not severely inhibit contact and commu-
nication, personnel of financial institutions are likely to find "new" small
borrowers relatively unfamiliar with documentation and accounting conventions,
inarticulate or imprecise in the formulation o£ and presentation of business
plans, and generally more "difficult" as customers.

39. While the kinds of administrative difficulties described above can-
not be eliminated fully, their inhibitory effect upon the availability of in-
stitutional credit to small-scale industries could in many cases be amelio-
rated by innovative measures on the part of bank management. Typically, how-
ever, neither the inclination nor the motivation for such measures are to be
found in the banking systems of most developina countries, although there are
occasional exceptions. Managerial personnel of successful financial institu-
tions generally tend to be conservative in the conduct and supervision of their
business operations. At best, they are reluctant to undertake innovative meas-
ures in the absence of clear opportunities for increased profit at acceptable
risk. Often their revealed preference is to maintain, with minimum necessary
change, an established pattern of profitable customer relationships. Most
bank managers in developing couintries are not skilled in the art of lending
on "book" prospects (an approach required by small companies to a much greater
extent than by larger ones), and many are not educated to thae profit potential
of doing so. Particularly under conditions where loan demand from well
established, familiar, medium-to-large firms is sufficient to take up under
favorable terms and in accordance with routinized procedure the greater part
of a bank's loanable funds, there is little incentive to test untried ground
by starting to lend to small industries on a significant scale.

40. The persistence of this inertia is evidenced by the experience of
several countries -- including Trinidad, Kenya, and Pakistan -- in which devel-
opment and commercial banks have been urged by governments to increase their
share of lending to small enterprises, and in which matching funds or compara-
ble incentives have in some cases been provided to buttress such requests.
Korea provides an exceptional case, where a directive to counercial banks
that 30% of their lending be allocated to small- and medium-sized enterprises
(5 to 200 workers) showed results, although the share reaching smaller enter-
prises is not known. In most cases, however, it appears that this type of
attempt at persuasion, even when accompanied by incentives, has rarely yielded
more than limited results.

41. Factors inhibiting substantially increased irstitutional lending to
small-scale industry (and particularly to the smallest enterprises) do not
originate entirely within the domain of bankc management. In some countries,
the reluctance of financial institutions to lenid on a substantial scale to
small enterprises has been reinforced by restrictive banking lk aws or central
bank regulations. With respect to the specific shortage of medium-term and
long-term credit, in many cases development bank practices require a minimum
loan'size, thus effectively excluding small enterprises from the favored, sub--
sidized financing available to larger enterprises through development banking
institutions,
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42. Small entrepreneurs, on their own part, often have difficulty con-

forming to the procedures and requirements of regular credit institutions.

In the smallest enterprises, lack of proper bookkeeping and record maintenance

make it difficult to provide information which financing institutions gener-

ally require. Moreover, small entrepreneurs in many developing 
countries- are

often reluctant to provide financial information to credit institutions. The

small businessman's fear of "authority" often 
exacerbates a mutual distrust

between the small businessman and the banker, 
making it more C"ifficult for the

former to cross the social threshold which separates 
them. The smaller the

enterprise, the more the obstacles on both sideo 
are compounded.

Financing Requirements

43. The type of credit that small industries generally find most diffi--

cult to obtain is long- and medium-term financing. The relatively lbw labor

productivity of small enterprises is often due to a lack of tools, machinery,

or building facilities. Small industries are generally unable to raise pro-

ductivity by introducing even minimal equipment if they cannot obtain medium-

or long-term financing under reasonable conditions. Only the simplest arti-

sanship can be performed without some tools and equipment, and in such fields

productivity tends to remain quite low - as evidenced by the relatively low

value of production of artisans and cottage workers, and by their relatively

low incomes.

44. The provision of loans to finance normal or "permanent" working

capital requirements of small enterprises is in many cases as important as

the financing of fixed assets. Although most small-scale industries, and

particularly the smallest, are not characterized by lengthy processing or

marketing cycles, they need sufficient working capital to finance basic levels

of stocks and receivables. Permanent working capital is also likely to repre-

sent a significant problem when the volume of business is expanding.

45. In addition to regular levels of working capital, small enterprises

also commonly need short-term loans to finance seasonal or other "peak load"

capital requirements. Even this short-tern credit needed by small manufactur-

ers is required for longer periods than that typically needed by retail trad-

ers, since it must be used not only to carry inventories of manufactured pro-

ducts and accounts receivable, but also for raw material inputs and work in

process.

46. A minimum amount of equity is needed b:y small-scale. indust.ries not

only to limit interest costs (which could become excessively burdensome if

the business is entirely dependent upon debt financing), but also to provide

an acceptable debt/equity ratio and thereby reduce the risk element for poten-

tial lenders. However, few small entrepreneurs possess adequate equity of

their own, particularly at early stages of their enterprises. Some small en-

trepreneurs in developing counties had previously been merchants, or had en-

gaged in other activities -- sometimes even farming -- where they could accu-

mulate some capital resources of their own. In many cases, however, small
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enterprises are established by former employees who can bring to the new busi-

ness little if any equity. For reasons discussed in paragraph 64, it is prob-

ably unrealistic to expect widespread institutional participation in p-r'viding

equity capital to small industries.

47. In general, the less mechanized the enterprise, the smaller are its

needs for foreign exchange loans tco finance imports. Small industries need

riostly local currency loans for the purchase of tools, equipment, and supplies

produced locally. Whatever the import content of fixed assets used by small

manufacturers, they can usually be financed by local currency loans. WJhere

standard imported equipment is required, it can usually be purchased off-the-

shelf from importers for local currency, and the purchase or conistruction of

building facilities requirts only local currency.

48. An important aspect of lending programs to small-scale industries in

developing countries is the need for a reasonable degree of flexibility in the

construction and administration of amortization schedules. More flexibility

is needed by smaller enterprises than by larger ones, because the former typi-

cally have less ability to forecast cash flow with temporal precision, and less

internal control over the scheduling of receipts and payments. Amortization

schedules should not be so rigid that such occurrencesf automatically trigger

a crisis between the small borrower and the lending institution.. Moreover, a

well-designed mechanism for responding to such situations flexibly and without

premature recourse to drastic default or collection procedures would probably

help reduce the costs of loan administration and supervision. (Further insti-

tutional implications of the need for flexible amnortization schedules are dis-

cussed in paragraph 63.)

Experience with Small-Scale Industry Financing Prorams

49. In almost all of the countries visited, specialized arrangements

exist to provide financing for small industries.. In Colorabia and Korea,

specialized financing institutions have been established to serve both small-

scale and medium-sca' e industries. A specializead Artisan's Bank concentrat-

ing on small-scale enterprises operates in Israel1 Tunisia plans to estab-

lish a specialized small industries financing ifistitution. In Trinidad a spe-

cial division for small-scale industries has been organized within the indus-

trial development corporation. In Zambia, one of the public financing insti-

tutions specializes in small business, including manufacturing enterprises.

In Iran, Singapore, and Colombia, special funds have been established for dis-

bursement to small industries through institutions not specializing in this

type of financing. In Colombia, Tunisia, and Kenya, loans to small-scale

industries are rediscountable from a special funid at the central bank. In

Iran and Korea, special guarantee funds for small industries have been estab-

lished. Chart 1 presents a graphic summary of the variety of public sector

programs used for channeling funds to small-scale industries.
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Chart 1

Specialized Public Sector Programs for Financing Small Manufacturers

Available for Small Manufacturers Specialized Institutions
via Commercial Banks for Small-Scale Manufacturers

Redis- Small Division of Small and

Earmarked counting Manufac- Development Medium

Funds Facility Guarantees turers Corporation turers

Colombia 'tX'' ''X!t

Iran "fxt" "IX"

Israel "X"

Korea "X" 'xiX

Singapore Xtx (a)

Trinidad (b)

Tunisia X" "XII

Zambia '"X" (c)

Note: "X" designates one or more arrangements under heading given.

(a) The special fund arrangement has been dismantled and integrated into the

regular financing.

(b) For small business generally with about half of lending to manufacturers.

(c) For small business generally, with reportedly 10-15% of its lending to small

manufacturers.
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50. In several countries (including Iran, Kenya, Korea, and Trinidad),
commercial and development banks have been requested by their governments,
central banks, or their own boards to increase their lending to small manufac-
turers. In some cases, guarantees, rediscounting facilities, or matching funds
have been provided to back up such appeals. Therc has been some limited suc-
cesg in increasing lending to small enterprises (particularly to the larger
and more established of them) through such requests, when coupled with incen-
tives. Nevertheless - nsidering the total amount of lending channeled through
these institutions, the overall impact in terms of increased lending to small-
scale industries may -- at least i4i the countries surveyed -- be characterized
as marginal.

51. The practice of subsidizing interest rates for small-scale industries
is not widespread, at least in the countries surveyed. Only two -- Iran and
Trinidad -- have concessionary interest rates, with a four to seven percent
differential, in favor of small enterprises.

52. In most countries, special funds for lending to small-scale indus-
tries have been provided primarily from the government budget, and to some
extent from external loans. In K6rea, Tunisia, Colombia, and Trinidad, re-
sources of regular banking institutions provide a significant share of the
shiort-term credit available to small manufacturers. Even in these countries,
however, small enterprises face grave difficulties in obtaining medium-term
or long-term credits from institutional sources.

53. Despite the existence of arrangements along the lines outlined above,
however, the bulk of small-scale industrial enterprises in developing countries
remainI overly dependent upon non-institutional channels of financing (money
lenders, family, friends, silent partners, suppliers, etc.), or they do not
liave access to financing at all. It is true that some of the countries sur-
veyed have only recently begun to implement their programts. Nonetheless, the
limited success of most such programs in achieving even a modest impact must
be noted.

Institutional Considerations in Financing Small-Scale Industries

54. As discussed in the following section, a number of alternative insti-
tutional arrangements (and combinations thereof) may be suitable inder varying
circumstances for channeling credit to small-scale industries. 'Whatever the
particular institutional arrangements, however, there are some problems and
considerations that would be common to all programs for effective lending to
small industry.

55. An effective program for financing small-scale industries should
incorporate the following elements: (a) provision of all types of loans, in-
cluding medium and long-term funds for fixed assets and permaneilt working cap-
ital, as well as short-term loans; (b) a branch network to reach small enter-
prises spread out over widely dispersed neighborhoods in metropolitan areas,
as well as those in other urban areas; and (c) provision of basic financial
management services.
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56. lThere appear to be significant advantages in an arrangement under
wlhich long-term, medium-term, and short-term 0loaTns to small-scale inclus trial
enTterprises could be provided by the same financing institlltionI, due to three
main considerations. First, the financial needs of the typical smnall manufac-
turer are less distinctly cla-r-sifiable in terms of amortization period than
the financial needs of larger firms. Second, the provision of all financing
requirements by the same institutuion wotld facilitate the use of credit by
small-scale industries, ameliorating nroblems of physical access and communi.-
cation, while at the same time reducing the "red Lape"and legal complications
involved in providing financial reports and collateral or other forms of se-
cutrity to mtultiple lending institutions., Third, an institution providing -11].
types of credit to a small industrial enterprise could more easily and effi-
ciently follow up on its loans and provide requisi-te assistance in financial
nanagemTent. Such capability might be expected to have a favorable impact upon
the default rate, thus helping to reduce the risk (and thereby the overall
cost) of lending to small-scale industries.

57. Integration of short-term,, medium-term, and long-term lending within
the same institution, however, would be contrary to convention and established
practice in most developing countries, and contrary to banking regulations in
at least some of them. Even in circumstances where such handicaps could be
overcome, it might not always be desirable to do so. Specialization of some
institutions in short-term lending and of otlhers in medium-term and long-term
financing can yield potential benefits in higher levels of staff expertise and
institutional efficiency. It is difficult, expensive, and time-consuming to
build a new organization capable of performing multiple complex tasks at an
acceptable level of efficiency, and what should be considered in each case is
the trade-off between generalization of institutional function and proficiency
of institutional performance.

58. In countries or regions where it is either infeasible or undesirable
to have long-term, medium-term, and short-term financing directed to small-
scale industry through the same institutional channel, and where the small
entrepreneur must accordingly deal. with two or. more financing institutdions,
some provision should nonetheless be made for coordination of the financtnsv
provided by the separate institutions. Ideally, such coordination should ex-
tend to facilitating integv_ted use by the small enterprise of credits obtained
from different institutions for different terms. Coordination of this type
might be provided as an element of the financial managemnent assistance discussed
in paragraph 65, or under the technical services arrangements discussed in Chap-
ter V.

59. Except in the smallest and most geographically compact of the devel-
oping countries, one of the major problems confronted by a small-scale indus-
try financing program is that of achieving wide$pread geographic coverage. In
countries where comnmercial. branch hanking networks are well establi.shed, it
wovuld be highly desirable to make maximum feasible use of their trained staff
and multiple office locations. The integration of commiercial banks into an
effective program for financing small-scale industries is not without its dif-
ficulties, however; both the problems and the opportunities inherent in such
an arrangement are discussed later in this chaptei-.



60. In countries where it is impractical -- for whatever reason -- to

make use of commercial branch banking tetworks as intermediaries for sxnall-

scale industry financing, it will be necessary to establish or strengthen

specialized lending inrtitutions along lines discussed in the following sec-

tion. In such cases, means would have to be found for servicin,, small-scale

industries in locations other than the city or area containing the headquar-

ters of the specialized institution. Perhaps the best way to reach suth po-

tential borrowers would be to set up, over a period of time, a number of

branch offices. This has been done with some success in Colomrbia, Israel,

and Korea. Cost considerations and the likely shortage of suitable personnel

would generally limit the establishment of such branches to a number of re-

gional or provincial centers. Prospective borrowers, however, are likely to

reach such centers, particularly for long-term or medium-term financing,

provided that distances and travel costs are not excessive.

61. As a supplement to conventional long- or medium-term loans for ac-

quisition of fixed assets, equipment leasing or hire-purchase arrangements

may be a suitable financing technique in some countries. Leasing of equip-

ment, as compared to its outright purchase with borrowed funds, has several

potential advantages for small enterprises in developing countries. First,

it could mnitigate the problem of financial security for loans -- a problem

that is likely to remain salient among many bankers in developing countries,

despite efforts aimed at inducing them to lend more on the basis of "book

prospects" and less on the basis of collateral. Second, lease contracts

can, within broad limits, be tailored to the circumstances of individual

small enterprises. There are, however, offsetting disadvantages to equipment

leasing: (a) the concept as well as the contractual procedures involved

may be unfamili3r both to institutional staff and to the small entrepreneurs;

(b) cultural or historical factors may predispose many small entrepreneurs to

preferring formal ownership of equipment over availability for use, even though

the practical consequences may be identical.

62. Althiough leasing companies are not prevralent in most developing

couintries, their entry might be encouraged. There is precedent for the estab-

lishment of leasing companies as subsidiaries or divisions of commercial baiks,

and in some cases development banking institutions might be willing to engage

in similar operations. Moreover, some equipment manufacturers in developed

countries maintain extensive leasing operations of their own, and might under

appropriate circumstances be induced to expand their international operations.

This latter type of approach might be particularly suitable (and attractive

to manufacturers) if maintenance and repair aspects of the operation could be

coordinated wfith technical services institutions, as suggested in t:he follow-

ing chapter.

63. Because small industries often need provision for some flexibility

in meeting scheduled loan payments (as discussed in paragraphi 48), financial

intermediaries lending to small industries shouldl take into account possible

delays in loan servicing. They should take measures to protect their own

liquidity in such cases, either by reserve funds or by similar arrangements.

E.xternal lending agencies as well as domestic goverrnments should facilitate

and support such arrangements.



- 19 -

64. It would of course be desirable that equity capital for snall enter-
prilses be obtainable from financing institutions. 'However, to be effective
the provision of equity capital should be associated with at least minimal
management participation. Provision of equity without such participation
might be considered by some entrepreneurs as equivalent to a grant, and could
lead to abuse. While experiments in provision of equiity capital to small en-
trepreneurs on la selective basis should be encouraged, the shortage of manage-
ment capability is likely to preclude widespread feasibility of providing
adequate equity from institutional sources, particularly for very small or
new enterprises. IJhen, in individual cases, lack of equity is a serious con-
straint, financing institutions should be encouraged to include in a financing
package a small long-term loan at low interest and with a highly flexible
amortization schedule. Such a loan could be backed by personal auarantees,
and serve as a partial functional substitute for equity.

65. W4ithin the range of technical services discussed in the following
chapter, assistance in basic finaticial management -- such as bookkeeping, debt
collection, and cash management -- might best be provided to small-scale indus-
tries (and particularlv to the smallest enterprises) by the lending institution
with which they-maintain the closest contact. Such institutions could be ex-
pected to have some expertise in this field, and would also have a legitimate
business interest in assuring that their borrowers maintain at least minimum
standards of financial management. Where capability exists, a standardized
and highly simplified comrputerized bookkeeping service could be offered to
small-scale industry borrowers as part of this assistance package, with input
procedures designed so as to mitigate rather than exacerbate record-keeping
demands upon the small entrepreneur. The provis-ion of such services free of
charge, together with appropriate counseling and advice, could well be justi-
fied as a risk reduction measure.

Alternative Institutional Channels for Small-Scale industry Financing

66, A wide range of various institutional arrangements (and combinations
thereof) may be suitable under varying circumstances for channeling credit to
small-scale industries. The relative appropriateness of such alternative ap-
proaches will necessarily vary from country to country, and perhaps from sec-
tor to sector within the same country.

67. Selection of an institutional strategy should in all cases take into
account the particular pattern of economic, social, cultural and geographic
factors associated with a given country or region. There are, for instance,
obvious differences in preferred approach between countries in which the pri-
mary problem is -to increase the productivity or contribution to employment of
existing small-scale industries, as compared to those countries in which the
most serious problem is the mere lack of entreprenLeirship. Perhaps the most
important single consideration involves the numbers, kinds, and distribution
of existing fiinancial institutions, and the extentl to which thev have the capa-
bilitv and willingness to participate effectively in promotion of small-scale
indus try.
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68. Although there is a variety of possible institutional arrangements,

for practical purposes the m'ore feasible alternatives can be classified in

three basic patterns: (a) those in'lolving a specialized small industry finaTi-

cing institution; (b) those involving a specialized small industry division

within an industrial or regional development banking institution; and (c) those

involving a small industry development fund deposited with a central bank or

another appropriate agency for re-lending through commercial banks.

(a) Specialized Small Industry Financing Institution

69. In many cases, the financing requirements of small-scale industries

could best be met by a specialized institution whose sole (or at least primary)

functiorn is the financing of small enterprises. Such an institution would have

the advantage of a staff specifically trained in and oriented toward the prob-

lems of lending to small entrepreneurs. There would not be the ris;k of small-

scale industries being in practice overlooked or given lower priority than

larger ones -- a risk toward which non-specialized institutions might tend,

because of the consideratiotis discussed in paragraphs 37 through 42.

70. If such specialized institutions were to provide small-scale enter-

prises with short-term loans as well as with medium- and long-term financing,

they could also be permitted to accept deposits and current accounts from

regular depositors. In practice, specialized small-scale industry financing

institutions are unlikely to attract regular depositors on a significant scale,

particularly at early stages of their development and where they face strong

competition from commercial banks. Nevertheless, such institutions might

attract deposits from small entrepreneurs wishing to establish a banking re-

lationship under which they might be able to receive short-term credit. To

the extent that a specialized small industry financing institution could not

attract sufficient funds from regular depositors, short-term credit needs of

small-scale industry could be financed from government deposits, or from re-

discount facilities with the central bank. The Artisan's Bank in Israel has

demonstrated such flexibility; it accepts deposits from the public and lends

for short-term working capital needs along with providing medium-term and long-

term loans. The Medium Industry Bank in Korea, also a relatively successful

institution, similarly provides short-term credits. Both banks had to build

up their business in deposits separately from their lending operations, and

still do not depend upon small deposits as their major source of funds.

71. Where small entrepreneurs or artisans have a central organizati.on,

such an organization might well be represented on the board of a specialized

small industry financing institution. Individual entrepreneurs or artisans

could also be encouraged to subscribe -- at least in token amounts -- to the

share capital of the financing institution (as is the case with the Artisan's

Bank in Israel). Involvement of small entyepreneurs in an advisory, capacity,

and, when feasible, in partial ownership, could help foster relations between

the institution and the small enterprise. It would also help open the insti-

tution to information feedback from its customers.
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72. The same functions could be performed by a Small Business Bank

providing finance for all types of small businesses, as well as for manufac-

turers. The Citizens National Bank in lorea might serve as a prototype for

this kind of institution. The shortcoming of this type of bank could be its

broad scope, which could somewhat impair concentration upon the unique finan-

cing requirements of small manufacturers. On the other hand, small countries

often cannot afford a multiplicity of institutions each catering to a differ-

ent type of small-scale enterprise. Moreover, tht Drovision of adequate finan-

cing for enterprises engaged in manufacturing-related activities such as trans-

portation, construction, and equipment repair could be expected to have a fa-

vorable effect upon the environument in which small mantufacturers operate.

73. A significant difficulty confronting specialized small industry

financing institutions, and one of the major constraints upon and determinants

of its performance, would be the problem of attracting qualified management

and staff. Such institutions might be gravely handicapped by a shortage of

competent personnel, because they might be less attractive than other finan-

cial institutions in terms of staff recruitment, particularly at higher levels.

No panaceas can be suggested in t-his respect. Nevertheless, given the crucial

importance to such institutions of a qualified staff, salaries and other bene-

fits -- including such intangibles as social status -- should be competitive

with those offered by other financial institut4ons.

74. Except in the smallest and most geographically compact of the devel-

oping countries, another serious problem that would be faced by a srnall indus-

try financing institution would lie in the difficulty of servicing small en-

terprises located outside of the city or area served by the institution's

headquarters office. In Colombia, Israel, and Korea such institutions estab-

lished a number of branch offices in other major centers, and their experience

tends to indicate that such branches are viable. However, wllile the cost of

branch office operations can be lowered as the number of banking services of-

fered is increased, it is obvious that cost considerations, as well as a short-

age of qualified staff, would initially limit the number of branchies to no more

than a small number of key centers. To reach potential borrowers who would

not have ready access to these centers, it would be necessary to uitilize --

wherever feasible -- commercial bank brancch networks. A number of important

considerations involved in such an approach are discussed in the following

section.

(b) Specialized Small Industry Division of a Development Bank

75. A second feasible alternative for financing small-scale industries

is channeling of funds through development banking institutions. In a large

number of developing countries, development banks already exist w:Lth potential

for further expansion in size and scope of operation. Maniy of them are effi-

ciently managed and have experienced, well trained personnel. They would

be in a better position than specialized small inidustry financing institutions

to raise funds from domestic private sources and from external loans. On the

other hand, development banking institutitns are generally preoccupied with

their larger clients or with those smaller firms which are well established
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and can meet customary collateral requirements. Even if they were to be
strongly motivated toward increased small-scale industry lending, smaller
enterprises might in practice tend to receive lower priority than larger ones.

76. Many of the constraints upon small industry lending could be amelio-
rated if not eliminated by the establishment within a development bank of a
specialized division for financing small-scale industries. Such a specialized
division would have to be established with the strong support of top manage-
ment, and enjoy a high degree of operational autonomy. The responsibility of
divisional management would have to be defined solely in terms of divisional
objectives, in order to preclude diversion of attention from smaller to larger
enterprises. Moreover, such a division would have to be freed from institu-
tional regulations which would restrict their ability to function effectively
-- most notably, for instance, restrictions rwith respect to minimtum loan amounts,
short-term lending, collateral reqitirements, amortization schedules, and so on.

77. A division organized along these lines could have many of the advan-
tages of a specialized small industry financing institution. On the other
hand, it would also face many of the same problems, most notably in the areas
of staffing and branch operations. As in the case of a specialized institu-
tion, it might be necessairy for such a division to channel at least some of
its lending through established commercial bank branch networks.

(c) Small Industry Fund with a Central or Development Bank

78. A third alternative would involve a small industry development fund
deposited with a central bank or other appropriate agency for re-lending throu.ij
cormnmercial banks. The eff.ectiveness of such an approach would depend primarily
upon the extent to which the commercial banking system of a given country is
willing and able to function proficiently within the context of an overall
small-scale industry financing program.

The Role of Commercial Banks

79. In many developing countries, commercial banks would have signif i-
cant advantages as intermediaries for channeling credit to small-scale indus-
tries. Typically, they have relatively large and competent staffs, and often
extensive branch networks offering widespread geographic coverage. They are
capable of offering various types of loans, and their branch systems can help
reduce -- on "marginal pricing" grounds -- the extra administrative costs
associated with lending to small enterprises. On. the other hand, they are
probably more sensitive than other types of financial institutions to the
constraints upon small industry financing. For this reason, commercial )anks
could serve as effective intermediaries for small-scale industry financing
if they are offered sufficient motivation and are provided wvith sufficient
guidance in the unique problems of lending to small enterprises, particularly
to the smallest firms. To be effective, this motivation and guidance must be
provided at all organizational levels -- including owners, board members,
officers, branch managers, and lending department personnel.
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80. Potentially, commercial banks could serve as intermediaries for the

provisiP:n of a combination of long-, medium- and short-term credits to small-

scale industries. In providing long- and medium-term loans, the banks could

serve as agents of a specialized small industry financing institution, a spe-

cialized division of a development bank, or a small industry development fund.

To motivate banks to serve as active agents, they must be offered a commission

or margin sufficiently large to permit profitable operation. The size of the

required margin would, of course, depend upon the actual level of administra-

tive costs and default risks assumed by the banks; it could be significantly

reduced if most of the default risks were underwritten by a guarantee fund or

similar arrangement, as siggested in the final section of this chapter. The

natural tendency of branch credit institutions to minimize administrative

costs by concentrating upon larger loans to more established small enterprises

might be mitigated by supplementing the margifi by payment of a reasonable fixed

fee per loan processed, wiLh the size of this fee unrelated to the amount loaned.

81. In some countries, commercial. banks operating as intermediaries in

provision of long- and medium--term credits might be willing to provide from

their own sources all or part of the short-term credits needed by small-scale

industries, as a supplement to these longer teonm credits. Such complementarity

could reduce the funding requirements of the specialized institution or fund,

and facilitate the use of credit by small enterprises. It might, however, com-

plicate to some extent arrangements with respect to risk reduction or to col-

lateral.

Interest Rates for Borrowing and Lending

82. A major issue in small industry financing is the rate of interest

charged to the final borrower, and its relationship to the supply of credit,

on the one hand, and to the cost of credit to the financial intermediary, on

the other. In dealing with this issue, a distinction needs to be drawn between

the "absolute" level of interest charged to small industry borrowers, anid the

"relative" level of interest rates charged to small enterprises in comparison

with those charged to larger firms.

83. The "absolute" level of interest to small industries would necessar-

ily vary according to economic and financial conditions prevailing in a given

country -- its stage of development, supply and demand conditions for credit,

rate of inflation, and so on. In any case, provision of adequate financing

from institutional sources could help reduce the overall cost of credit to the

small entrepreneur by reducing his borrowing fromn non-institutional sources

at very high interest rates.

84. The "relative" rate of interest charged to small industrial enter-

prises (in comparison with those charged to larger enterprises) is affected

mainly by the lending costs of the financing inlstitution. As noted above,

several factors tend to make the cost of lending to small enterprises higher

than the cost of lending to larger ones. Other things being equal, higher

lending costs tend to require a larger spread between the rate at which the

financing institution obtains its funds and its lending rate.
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85. The actual spread required by financial intermediaries for lending

to small--scale industries would depend upon the range of services provided,

as well as upon the operating efficiency of the institution. Available ex-

perience is too scanty to provide a basis for sound generalization as to the

required spread, but a few examples suggest a plausible range of 4 to 6 per-

centage points. At institutions visited, the spread on medium- and long-term

loans ranged from an exceptional low of 2h5% at the Medium Industry Bank in
Korea, to about 4% at the Artisan's Bank in Israel, to 5% in one Iranian pro-

grami. This compares with a spread of 1 .5% to 3% charged by many development

banks in lending to larger enterprises, according to World Bank data.

86. If financing institutions lending to small-scale industries were

provided with funds at interest rates comparable to those at which develop-

ment banks typically obtain their funds, the higher spread required for lend-

ing to small enterprises might result in an interest rate to the final bor-

rower some 2 or 3 percentage points higher than the rate generally charged

by development banks to larger enterprises. Although such a differential in

interest rates is not desirable, it might be tolerable provided that institu-

tional financing in sufficient quantity is made available to small-scale

industries. If the problems faced by small enterprises in obtaining access

to institutional financing can be overcome, then the effect of such a differ-

ential upon their financial viability is not likely to be very significant.

This is particularly true for the vast majority of small-scale industrial en-

terprises which currently pay for non-institutional finance of interest rates

several times higher, or which currently have only negligible access to any

type of institutional credit.

87. A government (or external) subsidy to cover all or part of the dif-

ferential cost of lending to small-scale industries might perhaps be justified

on the grounds of differential contribution of such industries to employment

and/or entrepreneural development. In many cases, however, there mav be a

danger that such subsidization might reduce the volume ot financing or other

assistance available to small-scale industries. Where there is a significant

trade-off between the amount and cost of institutional credit for small enter-

prises, priority should generally be given to the supply of institutional

financing in sufficient quantity rather than to equalization of interest rates

charged to smaller as compared to larger enterprises.

Risk Assumption and Guarantee Arrangements

88. Another major problem related to financing of small-scale industries

on a significant scale is the risk element involved, particularly in lending

to newer and/or smaller entrepreneurs. Based on experience in the countries

visited guarantee arrangements are generally required on loans for small-scale

industry, particularly for long-term financing. Lending on a significant

scale to verv small enterprises which generally lack sufficient collateral,

and in particular to new entrepreneurs, might involve risks too high to be

borne by financing institutions themselves without endangering their financial

stability and soundness. The institutions specializing in lending to small

enterprises in Colombia, Kenya, Trinidad, and Zambia have experienced a high
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default rate on their loans. This was partly due to poor follow-up and some-
times to irregular lending practices which led to an unnecessarily high inci-
dence of default, but the problem exists both in substance and In the attitudes
of the banking community. Risk assumption is thus particularly important Jn
broadening the sources of credit for small enterprises.

89. In the absence of guarantee arrangements, both specialized institu-
tions and commercial banks would have to be conservative; the smallest and
financially tWeakest enterprises are unlikely to receive sufficient credit if
the institttions are to avoid losses. To encourage innovative lending prac-
tices, particularly to new entrepreneurs, a guarantee arrangement is required.

The share of a loan covered by a guarantee might be high, perhaps 80% to 90,'
in the early years of a small-scale industry lending operation, but should not
cover 100% of the loan. Afte,, the institutions have gaine'i experience and
confidence in loan evaluation, the guarantee coverage coCid be gradually re-
duced. Special arrangements-might be required to cover the risks of a special-
ized small-scale industry financing institution, as compared to those of more
generalized institutions lending to small-scale industries.

9o. Most of the risks involved in guarantee arrangements would have to
be borne by the domestic government. There is no real need for external agen-
cies to underwrite such guarantee funds. In fact, the willingness to under-
take such guarantees could attest to the actual seriousness of a government is
expressed intent to promote small-scale industry.

91. To the extent that small-scale industty financing internediaries
receive foreigr, currency loans from external sources, exchange risks should
not be passed along to the final borrowers. Unless the intermediaries themselves
become strong enough to assume such risks they will probably have to be under-
written by the government.
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V. PROVISION OF TECHNICAL/MANAGERIAL SERVICES

92. The wide range of activities engaged in by small-scale inidustries

requires that provision of tethnical/managerial services, like provision

of financing, should be oriented by careful identification of target groups,

and an appropriate tailoring of assistance to meet their needs. In particu-

lar, a distinction must be made between the very small cottage or artisan

industries, and the larger enterprises in the process of transition to becom-

ing modern industrial establishments. The objectives of technical/managerial

assis tance for each target group have zo be defined clearly if the assistance

is to be ef f ectivre.

93. The typical small entrepreneur in a developing country has no

formal management training, and very little practical managerial experience.

Moreover, neither he nor his employees are likely to have received technical

training in efficient production techniques. This lack of managerial and

technical skills often represezfts a serious constraint on the development of

a small enterprise beyond the level at which it involves an owner-manager

and three or four employees. The lack of skills is a particular problem in

non-industrial countries and backward regions. If such firms are provided

with financing for expansion, without at the same time having access to

assistance in using these newly-available financial resources rationally and

efficiently, the availability of finance may be ineffective, if not counter-

productive. It is therefore esse.,tial that a reasonable proportion of the

resources directed toward small-scale industry promotion be allocated in

such a way as to achieve an appropriate mix between technical/managerial

services on the one hand and financial assistance on the other.

94. The nature of technical/mangerial services needed by small enter-

prises can be categorized as follows:

(a) basic financial management, including bookkeeping, costing,

and cash management;

(b) compliance with requirements, including project preparation,

of government agencies and financial institutions;

(c) basic operational management, such as nmaterial purchasing

and marketing of products;

(d) production management, including product design, quality

control, and sometimes vocational trairning in manufacturing

techniques or machinery maintenance and repair.

95. IThile the nature of these services can be generalized, firms at

various stages of evolution will require assistance at different levels.

Moreover, the small entrepreneur must be shown how he himself can perform

some of these functions, and how he can obtain more specialized assistance
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commercially if it is available. The need for any particular typei of service
obviously depends upon the individual entrepreneur, his backgroun(I and ex-
perience, the nature of the enterprise, and the enavironment in which it is
operating..

Existing Arrangements for Provision of Services

96. Of the countries visited, Colombia, Korea, and Iran have developed
formal facilities offering some degree of technical assistance to small-
scale industries. In these countries, different institutions are responsible
for the provision of such services. In Iran, it is the central agency for
the promotion of small-scale industries. In Korea, the Medium Industry Bank
operates an Extension Services Department, but it is very limited in scope
and divorced from lending activities. In Colombia, technical assistance is
provided primarily, by a special governmental institution responsible for
technical and managerial training in all enterprises. All of chese institu-
tions have had substantial UNDP assistance, with either UlNIDO or !LO being
the executing agency.

97. Some institutions providing technical services to small-scale in-
dustries in these countries have a professional staff of some 25 to 60 per-
sons. About half the staff has a technical background, and the other half
has some kind of managerial training. T-his is mainly in accounting and book-
keeping and occasionally in marketing or some ot;her managerial functions.
The services typically include various forns of training, problem solving
in the field, and some demonstration facilities. The technical services
provided are often quite specialized and limited in scope, due to the lack
of resources and of qualified staff. The agencies are not widely known,
especially to the smaller enterprises and to "hose operating outside the
major industrial areas. Technical/managerial services reach only a small
fraction of the firms, and these are generally the larger and more advanced
ones.

98. Additional services are sometirnes available from other institutions
such as trade associations and cooperatives. A number of other agencies and
organizations also offer technical and management services primarily to large-
and medium-scale industries. In more developed countr-les private firms pro-
vide marketing and other consulting services. Industrial raw m1tie,al and
equipment suppliers, and purchasers of subcontracted iwn-1:-ts are frequently
among the better sources of assistance available. Chart 2 illlustrates the
range of services that are provided fromn various sources.

99. Observations in the countries -Tisited, as well as in other countries,
point to the major weaknesses of the technical service programs typically
available to small-scale industries: (a) they are too small in scale to
reach the very large number of very small enterprises; and (b) they are often
not equipped to provide the very basic forms of assistance that such enter-
prises usually require and can put to effective use. The typical t:echnical
services institution's staff are often quite expert in. tlieiI fields< of
specialization, but with experience primarily in the context of a large
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Chart 2

MANAGERIAL AND TECHNICAL SRVICES INSTITUTIONS
FOR SMALL MANUFACTURERS
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organization. The services provided are tdo sophisticated and too far re-
moved from the actual on-going needs of the small manufacturer. All too often,
these services are scaled-down adaptations of techniques designed for use
in larger and more modern enterprises. There are indeed some exceptions to
one or other of the abo-ve generalizations, and a few technical assistance
programs have in fact provided effective assistance to small enterprises --
for example, the distribution of simple designs to aitisans in Tunisia, or
a small loan and services program administered by a private non-profit organ-
ization in Colombia. Nevertheless, these represent exceptions rather than
the rule, at least insofar as very small enterprises are concerned.

Appropriate Tecinical/Managerial Services

100. Two basic tvpes of technical/managerial services are typically
needed by small industry in developing countries: (a) extension services
capable of providing rather general advice on operating small industrial
enterprises, concentrating largely on management procedures and techniques
colmmon. to a wide range of varied enterprises; and (b) specialist technical
services concentrating on the unique problems relevant to different specific
types of industrial activity. These two types of assistance are not mutually
exclusive. In fact, they are complementary, and should normally be provided
in various combinations, with relative emphasis depending upon coniditions
prevailing in a particular country or sub-region. Generally, the extension-
type approach is particularly useful at earlier stages of industrialization.
The more industrialized a country becomes, the more the emphasis should
shift to provision OI specialist services.

101. Generalist extension services for small industries are in some ways
analogous to agrictiltural extension programs. The individual extension worker,
operating largely $IMn t- field" anid with the relatively high degree of
autonomy required :o deal. with a variety of widely diversified problems, would
be crucial to the success of an extension program. To provide effective sup-
port to small-scale industries, and particularly to the very small enter-
prises, he would have to be a "tgeneralist" capable of identifying problems
anid providing general advice Ywith respect to relatively simple methods for
coping with the kinds of financial and operatiornal management functions re-
quired. His experience and expertise should preferably be in small-scale
enterprise, rather than .^tIn any specialized industrial. subsector or in the
more sophistica'ced 1ev&e.s of the service sector. Services provided to the
very small enterprise shrio-Uld be simple and applicable to the actual needs of
the very small enterprise,, At least initially, the extension worker might
well concentrate on reaching the small entrepreneur at his own place of
business, and working with him in the context of his own familiar environent.

102. Generalist extension workers for small industries might be recruited
from among graduate.i of middle-level vocai:ional schools, or from among former
owners or managers of smral.l enterprises. Technical/managerial service centers
should experiment in short-term training or refresher courses for extension
workers. E)xtensd.on wor.'oA'xrs with a technical background should receive some
exposure to general problems of business management common to almost all
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small enterprises; conversely, those whose background is in general business
management procedures should be exposed to technical and vocational problems
likely to be encountered in their work.

103. The generalist extension worker would, of course, require access to
sources of technological and/or professional back-up. This back-up might
well be provided by a central or regional technical services intstitution for
small-scale industries. An institution of this type could ser-ve as a training
and/or research center, providing specialists in particular areas, conducting
courses in management and production methods and operating demonstration work-
shops. Such an institution could be expected to operate effectively only in
one locality (or at the most, a very small number of localities), but its
resources would be made available t%rough the extension service to small enter-
prises at the local level.

104. In addition to exctension services, other sources providing more
specialized types of assistance should be made available to small-scale indus-
tries. Such sources might possibly include, but not be limited to:

(a) assistance in basic financial management, such as bookkeeping,
debt collection, and cash management, which miight best be pro-
vided by financing institutions, for reasons discussed in the
previous chapter;

(b) technical services institutions normally catering primarily
to the needs of medium- or large-scale industries, but wlhich
could -- under appropriate circumstances and perhaps through
the mediation of the extension service - provide useful
assistance in a small-scale industry context;

(c) vocational and/or basic manageLial training courses offered
through the courntry's educational system, or through other
governmentally or externally financed educational programs;

(d) private sector sources from which assistanice might be obtaine6
at little or no cost, such as equipment manufacturers or other
suppliers, or purchasers of a small firmts output on a sub-
contracting basis; and

(e) private sector professional services, such as legal, account-
ing, and management consulting firms, from which assistance
could be obtained at market rates. (Under appropriate circum-
stances, the extension service might be able to arrange for
such services at preferential rates, by contractinlg on behalf
of several small enterprises on a group or "package" basis.)

105. The small enterprise could be charged only a nominal fee for regular
services provided by the extension generalist. Such a nominal fee might be
useful in enhancing the perceived value of the service to the entrepreneur.
More advanced entrepreneurs would require more specialized accounting, legal,
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engineering, or management consulting services, which could be provided by

headquarters staff of the technical services institution or by other sources

mentioned in the above paragraph. When such specialist services are provided,

the entrepreneur might reasonably be expected to bear most, or sometimes even

all, of the cost involved.

Preferred Auspices of Technical/Managerial Servites

106. One of the most effective ways to reach out and assist the very

small enterprise is probably through services providing both technical/

managerial assistance and access to financing. Such services could identify

the needs of the small enterprise, and help provide a "package" of techncial

and financial assistance. It would be desirable for such a service to be

operated by an integrated institution providing both technical services and

financial assistance. There are three major advantages to be gained from the

integration of these functions within the same institutional framework:

(a) centralizing accountability for plans and measures to support

small-s cale indus tries;

(b) facilitating coordination of financial and technical inputs

for programs as well as for individual small enterprises; and

(c) minimizing the number of separate contacts required of the

small entrepreneur.

107. A technical service institution for the provision of extension ser-

vices to small-scale isndustries would preferably be specialized in working

with small enterprises, for reasons involving both the unique type of ex-

pertise involved, as well as the need for a primary -- rather than marginal --

interest in and coumitment of the assistance to firms at this size level.

Such specialization is important because of: (a) the distinctive nature of

services required by the very small enterprise, as compared to those required

by large or even mediua-size firms; and (b) the unique "stylistic" problems

of working with relatively unsophisticated owner-managers, rather than with

the relatively more experienced and professionally-oriented managerial person-

nel of larger enterprises. The very small firm usually needs assistance in

basic and simple techniques which generally have little applicability in (or

are assumed as a matter of course by) larger firms, which might more typically

need professional advice on a specific technological or managerial problem.

PersonrLel of non-specialized technical service institutions are likely to find

the problemns of larger enterprises more "interesting" or professionally chal-

lenging, and they may find it easier to work with the relatively more sophis-

ticated managers of larger firms than with the relatively unsophisticated and

tradition-oriented entrepreneurs more commonly encountered in small-scale

industries. Irn most countries, general technical services institutions, in-

cluding "productivity institutes." are not particularly adapted to serving

small entrepreneurs, and might be reluctant to provide adequate back-up for

extension workers operating in this sector.
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108. In only two of the countries visited was a close relationship found
between provision of technical services and provision of financing. In
Singapore, the Light Industries Service often insisted on the use of tech-
nical assistance as a precondition for lending. In Colombia, the Caja Agraria
has a program for managerial assistance to small borrowers, and the Corporacion
Financiera Popular helps borrowers with bookkeeping and accounting problems.
No such integration has been found in other institutions, not even in Korea
where the major extension department for small-scale industries is located
at the Medium Industry Bank, but, as already noted, operates as a separate
service.

109. It is perhaps not surptising that the integration of technical/
managerial services and financing for small-scale industries has so far been
attempted in only a few countries. The basic problems in establishing and
operating such an integrated technical/financiiig service institution for
small-scale industries are high costs, a dearth of suitable staff, and adm:tn-
istrative difficulties. These problems would be compounded should such a
technical/financing service ektend its operations to provincial centers.

110. The establishment of institutions providing both finance and tech-
nical services to very small enterprises would seem to be the only way of
testing the hypothesis that this is the best approach to the provision of
assistance. Experience gained would be valuable in illuminating the problems
involved (including the crucial problem of the evolution of methods for re-
cruiting, training, and evaluating extension workers), and providing insight
irto ways and means of introducing such institutions on a wider scale. It
would, however, be unrealistic to expect many such institutions to be estab-
lished, except where an intensive in-depth development program is being im-
plemented, either in a small country or in a regional setting.

Alternative Auspices of Technical/Managerial Services

111. An nlternative approach would be to 'introduce technical/managerial
services which are administratively separate from, yet closely coordinated
with, the provision of finance by intermediaries at the local level. Tie
relationship could work both ways. A financing institution -- particularly
when making a long- or medium-term loan -- should generally be in a position
to notice, if not to identify, basic weaknesses in a small enterprise, and
require it to make use of available technical/managerial services. In some
cases, utilization of such services could be made a precondition for lending
of funds. Reciprocally, the provider of technical/managerial services should
be in a position to recommend the provision of a loan when appropriate. Such
close collaboration would require mutual trust between the staffs of technical/
managerial services and financing institutions at the local level.

112. If the technical service cannot be established under the auspices
of a small-scale financing institution, it would probably still be desirable
to be set up as an autonomous or semi-autonomous organization, rather than as
a government department. Small entrepreneurs are often reluctant to make
direct use of services available from a government agency, for fear of fiscal
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and/or bureaucratic problems. The backbone of a successful small-scale indus-

try technical/managerial service must be a career and professiornal staff, with

an orientation different from that found in the civil service of most (although

not all) developing countries. This core staff of experienced professionals

could well be supplemented by volunteer workers, as has been done in Colombia

with some degree of success.

113. A technic5i services institution specializing in small-scale indus-

tries appears preferable. Where the establishment of such a specialized insti-

tution is not feasible, specialized and/or professional support to extension

workers could be given by a general technical services institution, provided

that a special department is set up for this purpose, with its sole respons-

ibility defined as the rendering of assistance to small enterprises.

Funding of Technical/Managerial Services

114. Costs of extension services are bound to be high. Data available

on such services in countries visited, for example Iran and Singapore, indi--

cate a high cost per enterprise receiving such assistance. Further experience

and some standardization of operating procedures on the basis of a large net-

work might indicate whether costs of services can be significantly reduced.

In any case, a technical service would almost certainly have to be supported

from budgetary sources. Even if technical/managerial services are provided

by a financing institution, they would have to be subsidized.

Possible Assistance by External Agencies in Technical/Managerial Sex-vices

115. External agencies can assist domestic governments to analyze the

opportunities for, and to define the overall objectives, policies, and re-

sources, required for the development of small enterprises. Thereafter,

assistance can be provided in designing the required programs or services,

corresponding institutions and their organizations, and management informa-

tion systems. Successful experience is very limited in these areas in the

developing countries. It is therefore worthwhile to develop models of organ-

izajlon and management information systems for the institutions serving small-

scale enterpreneuirs. The models could be based on successful cases in indus-

trial countries but would have to be adapted and tested out in developing

countries. Even description of the very basics -- formulation of objectives,

strategic planning, reporting systems, program budgeting, and management audit

-- could be useful.
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VI. RELATED ARRANGEMENTS

Indus trial Estates

116. Industrial estates originated with developed country attempts to
attract industry to "depressed areas" by providing developed land, infrastruc-
tural facilities, and sometimes factory shells and some common services such
as warenousing, transport terminals, and office space for industries. In the
last 25 years this concept has been used in a variety of ways in developing
countries, ranging from an economic way of prdviding infrastructure for the
modern manufacturing sector to attendpts to combine assistance to',small-scale
industries with rural development objectives. As a tool for large-scale
industralization, industrial estates have been financially and otherwise
successful in many countries, notably in Colombia, Israel and Singapore of
the countries studied. In dome cases, in Israel and again Singapore, they
have also proved to be useful ih assisting small-scale industries. These
instances are, however, exceptional. On the whole industrial estates have
not been very cost effective in promoting small-scale industries.

117. As in technical assistance, industrial estates are only effective
if the target group to be assisted is clearly identified, and if the estate
is planned for its needs. The choice of appropriate location, the acquisition
of land and construction at market rates, and efficient real estate management
can then follow. Where these factors are not given due consideration, the
estate facilities are costly and/or not attractive as a relocation incentive
for small manufacturers. They tend to be underutilized and may require con-
tinuous subsidies as in Bangladesh, Kenya and Trinidad. The estates then put
a drain on scarce resources which could be used to assist small-scale indus-
tries in other ways.

118. The planning of industrial estates can be related to the following
target groups:

(a) Very small, traditional enterprises: Except in non-industrial
countries, these are generally very numerous, and at best, an
industrial estate can only reach a very small proportion. Such
enterprises usually combine the need for a dwelling with that
for a workshop, and this is the type of assistance that should
be provided, preferably in close proximity to other business and
to the source of labor.

(b) Slightly larger units: "flatted factories" such as those pro-
vided in Hong Kong and Singapore may be useful. Again they
need to be located in close proximity to commerce and labor
supply and only a very small proportion of the total is likely
to be reached except in countries just beginning to industri-
alize.
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(c) Enterprises in transition to modern manufacturing: A small-

scale irndustry sectioh in ari industrial estate. largely intended

for medium- and large-scale industries may be desirable. It can

provide cross-subsidization opportunities in providing land and

infrastructure, and common facilities suich as workshops for

.repairs, product development and personnel training. These

would have to be focused on the industries most likely to de-

velop. By being placed in the context of a "mixed" estate,

these services are likely to be ensured much fuller use than

if they are only operated for small-scale industries proper.

The locational integration of various sized industries is

particularly important if subcontracting is to be encouraged.

(d) Export enterprises: Assisting small-scale indus tries to become

involved in exports, whether directly or by sub-contracting

to either local or foreign firms, may also be assisted by the

integration of smAll enterprises into medium- and large-scale

"export" zones.

(e) Rural small-scale industries: As already noted, the develop-

ment of rural small-scale industries can only be carried out

effectively in a comprehensive rural development framework.

It is clear from past experience that industrial estates in

rural areas are likely to fail to encourage industrial growth,

let alone stimulate rural development, without such integration.

119. The identification of various target groups with specific needs does

not mean that they should have separate geographic location. Or. the contrary,

Hong Kong and Singapore experience suggests that location proximity is an

extremely important element in stimulating those linkages which lead to con-

structive relation$hips between variously sized manufacturing enterprises.

120. The integration of various $ized plants is important in attempts

to decentralize industrial development by stimulating regional centers to pro-

vide facilities for industry. Here too, however, the bulk of the very small

traditional firms are likely to prefer more traditional 1locations where they

can combine living and producing activities.

121, Industrial estates for small-scale industries have tended to be

high cost in the past because they adopted unduly high construction standards.

Most small entrepeneurs can put up working facilities more economically than

bureaucratic organizations. Ownership of some land and building facilities

could provide acceptable collateral for loans to purchase equipment or working

capital needs. However, when small entrepreneurs cannot finance the acquisi-

tion of land and construction of buildings, leasing arrangements should be

made available.

122. Estate projects should be operated on a commercial basis. If sub-

sidies are allocated on developmental grounds (for example, rentals during,

the first years of operation) or because of anticipated social benefits, these
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cos.tg should be financed out of special development funds and should be
segregated from the commercial accotlnting of' income and expenditure. *. Demon-,
stration services -- such as how to tike tiew products, boooklets oan.new, inr-
vestment opportunities, and basic management advice -- might be subsidized: V ,

and provided f ree.

Cooperatives

123. On the basis of experience in the countries visited as wel1l as-in
other developing countries, eooperatiVts have not made a significant contri-
bution to the promotion of small-scale industries, except under particular
conditions and for particular services. Only a few cases of successful.
small-scale industry production cooperatives are known. Israel is oLie
example. Despite past governmental aspirations in some countries§-, for ex-
ample, in Tunisia, that small industrties be set up as full-scale cooperatives,
social and economic conditions in most developing countries do not seem con-
ducive to the continuous successful operation of production cooperatives in
the industrial field.

124. On the other hand, cooperatives appear to have been useful instru-
ments for particular services in some developing countries. A remarkable
example oaf this nature is the successful promotion of exports by medium and
small industries in Korea. In the West Indies', purchasing of materials for
small-scale industries has been undertaken in some cases on a cooperative
basis. The guarantee of loans to small-scale industries can in some cases be
partly covered by cooperative arrangements for mutual guarantees.

125. In summary, under particular conditions, some specific functions
can be usefully provided by certain service cooperatives. In some r.ases,
cooperatives need to be encouraged anFd assisted. In other cases, some of
the more difficult functions facing small enterprises could be assumed in
whole or in part by a central public otganization which could order and
market a variety of products made in small workshops. Such an arrangement
is particularly suitable for artisarns and handicrafts. In Tunisia, for ex-
ample, Artisanat has been operating, serving a large number of small artisans
in one of the following ways: (a) as employees of Artisanat; or (b) self-
employed artisans provided with free design samples, quality control and
marketing.

Linkages with Large-Scale Industries

126. Small-scale industries can sometimes be established and promoted
through linkages with large-scale industries, where small-scale industries
serve as suppliers of components or ptoducts to large enterprises. Such
arrangements are based upon a division of labor between enterprises at
different size levels. They are particularly important for export oriented
firms.

127. In many cases, small entrepreneurs are unable to perform the whole
range of functiens involved in enterprise management, such as product plan-
ning, marketing, finance, and so on. In other cases, a very small enterprise
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might reach its limit of growth when the owner-manager can no longer effi-

ciently assume the more complex management functions required by a large

enterprise.

128. Vertical linkage between small and large industries can help sus-

tain growth of the former, or in some cases even help establish new small

enterprises. Small enterprises can supply large firms with such inputs as

components, semi-manufactured products, or packaging materials, on a sub-

contracting basis. Sub-contracting can facilitate some entrepreneurial func-

tions of small enterprises, such as product planning and design, quality con-

trol, and marketing.

129. Large-scale industries can also assist sub-contractors in the pur-

chase of materials, provision of capital, and even training of workers. Also,

in a successful linkage operation, large-scale firms can perform some promo-

tional functions which would otherwise be performed by a public (or publicly-

supported) agency. Such linkage arrangements can, therefore, provide social

benefits in promotion of small-scale industries.

130. Large-scale firms are not always willing to initiate subcontracting

arrangements, particularly when organizational efforts are required. Some-

times they prefer in-house production of components. When relatively ad-

vanced components are involved, large-scale enterprises often tend to prefer

imports for the following reasons.

(a) Whole sub-systems can be purchased abroad, while local

small enterprises can often supply only individual parts.

(b) Imports often enable a firm to acquire a greater number of

parts from the same source than could be provided by any

single donmestic supplier, particularly where small-scale

industries are involved.

(c) Imports are often easier to finance through supplier's

credit.

131. The social benefits of linkage artrangements between small and large-

scale enterprises suggest that government agencies should promote such link-

ages. In terms of organization, the central government unit responsible for

small-scale industry policy formulation could set up a department charged with

the following functions: First, to survey and identify prospects for link-

ages and second, to propose measures which would encourage such linkages.

For example, incentives could be offered to firms which engage in local sub-

contracting. The financial and techn:ical services required could be provided

by the respective operating institutions. In some countries, information

centers, acting as an exchange for subcontracting, have been set up.



- 37

VII. INTENSIFICATION OF INTERNATIONAL AGENCY LENDING FOR SMALL-SCALE
INDUSTRIES

132. A number of factors lie behind the very limited involvement of ex-
ternal agencies in small industry lending to date. First, in the pas.t the
importance of small-scale enterprises in industrial ot overall development,
particularly with respect to the very small units, tended to be underesti-
mated. The identification of the contribution of small enterprises to indus-
trial output and particularly to employment, and of their role as a training
ground for indigenous entrepreneurs, has changed such views in recent years.
Second, the inherent difficulties in lending to small enterprises and in
providing associated managerial and technical support are very considerable.
The experience of the last 25 years suggests that assisting small-scale
industries to develop is much more difficult than providing the stimulus for
medium-scale and large-scale enterprises. The former discussion as to
financing and technical/managerial requirements of small-scale industries
indicates the possible directions of an intensification of international
agency lending for small industries.

Policy and Program Approach

133. External assistance is not likely to be effective without a genuine
policy and program commitment by a country's government to the development
of small-scale industries. This generally requires the elimination or off-
setting of discrimination against small-scale industries, and the establish-
ment of substantive programs for their assistance (as discussed in Chapter III).

134. Given the great difficulties in effective lending, it is important
that the target groups to be assisted be identified within the wide range
of small enterprises. The diversity of country needs, and within countries
of different types of small-scale industries, has been stressed throughout
this report, as much as the common characteristics of the problems identified.
To reiterate, the range of enterprises which require and deserve aid runs
from handicraft and artisan activities to the establishment of modern small
manufacturing enterprises.

135. It is neither necessary nor desirable, in most lending programs,
to draw too rigid a distinction between manufacturing and other related
activities, particularly in the smaller and least industrialized countries.
Thus, activities such as transportation, contracting, and semi-industrial
repair or service shops should not be excluded from lending. In some coun-
tries., the encouragement of indigenous distributive activities may be im-
portant. Generally, the smallest enterprises (employing fewer than 20 workers)
are more handicapped than the larger ones in access to financing and technical/
managerial services; and in many countries they should receive priority on
the grounds of greater need. At the same time, they are the most difficult
enterprises to assist. On the whole, the kinds of small enterprises eligible
for financing from international agency sources might in fact best be deter-
mined by the capability of domestic institutions to provide financing and
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technical/managerial services in an effective way, rather than by a priori
eligibility regulations or limitations.

136. To make a significant contribution to the promotion of small-scale
industries, the role of the external agencies has obviously to be much wider
than the provision of regources for loans to small enterprises and would have
to take into account the following considerationm: First, assistance should
be oriented by an overall approach to small industry promotion in a partic-
ular country context, and wherever feasible in terms of programs baseld upon
evaluation of the opportunities and prospects, for small-scale industry devel-
opment in particular countries. Second, lendilng should be used to the great-
est extent possible as a lever for institution b?uilding, probably to a
greater extent than ixi lending to larger industrites, since small industries
generally face much greater difficulties in overcoming institutional and
environmental obstacles than do larger enterprises. Because the major in-
strument of arld constraint upon external agency incrxease of resources for
lending to small-scale industries would probably be the capacity and effec-
tiveness of domestic financing institutions, funds for strengthening such
institutions should be included in assistance programs to the maximrum extent
feasible. Third, the share of resources allocated to the financing of some
basic technical/managerial services would have to be substantial.

137. The crucial element in external 4gedicy financing of small indus-
tries would be to assist in establishing institutional arrangements which
could effectively promote small-scale industry. The particular form and con-
text of such institutiornal arrangements must be formulated according to
specific conditions prevailing in the borrowing country. Among the numerous
and diverse patterns of potentially feasible institutional arrangements, four
basic options are summarized in the following.

Option 1: Small-Scale Industry Financing Institution

138. The foregoikg analysis suggests that a specialized financing in-
stitution could in many cases best se-rve the needs of small industry in
developing countries. In addition to externial financing, such an institu-
tion would draw upon long-term government deposits or loans, and (where
regulations permit or can be modified) on central bank rediscount facilities.
It would provide long- and medium-ter'm financing, complemented by short-term
loans either from its own funds or (where feasible) from commercial bank
sources. In some countries, a "small business" rather than a "small indus-
try" bank could be more suitable, Such an institution would have the advant-
age of an exclusive focus upon the problems of lending to small entrepreneurs,
and thus avoid the risk that small firms would in practice be given lower
priority thanr larger ones.

139. In practice, effective small industry financing institutions (in
some cases also serving medium-scale industries) exist in only a few countries.
A considerable increase in lending would in fact require external agencies to
help establish new emall industriy financing institutions in a number of other
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countries, and to greatly s trengthen the existing ones. In stuch cases, ex-
ternal agency assistance would be tnost deeply and directly intenroven with
institution building -- a lengthy but worthwhile process.

Option 2: Small-Scale Industry "Windows" tl.n Development Banks

140. An alternative option wo'uld be to lend to an existing industrial
or regional development bank, for the 'pecific purpose of re-lending to small
enterprises. In some countries, this mnay be faster and perhaps easier than
helping establish a new specialized financing institution for lending to small-
scale industries. HIowever, a necessary condition for the effectiveness of
such lending is that the development bank be sufficiently motivated, as well
as expert, in actively promoting small industry. Lending to small enterprises
would have to be considered as an important function, rather than as a marginal
and sometimes neglected line of business. This would probably require a sepa-
rate department or affiliate to specialize in working with small-scale indus-
tries, in the establishment of which international agency assistance and sup-
port would usually be required. As in the case of specialized small industry
financing institutions, development banks with specialized small-industry
"windows" would in most cases haVe to work cooperatively with commercial banks
which could provide both geographic coverage and complementary short-term
financing.

Option 3: Development Funds Channeled'Through Commercial Banks

141. The international agency could provide funds for setting up a special
fund in a central bank, development bank, or other appropriate institution,
for re-lending to small-scale industries through commercial banks. This re-
lending would include long-, medium-, and short-term loans in accordance ith
the needs of the final borrower. Such an arrangement would fail to provide
for specialization in lending to small- industry, but in some countries might
have the offsetting advantage that it could be put into effect within a rela-
tively short period. The commercial banks wishing to serve as intermediaries
would have to be given adequate commissions together with substantial guid-
ance and management support in the specific problems of lending to small enter-
prises.

Option 4: A LPackage" Lending Program

142. A "package" of financial assistance to small-scale industries might
be appropriate in some countries or sub-regions thereof. Such a "package"
could include, in addition to the provision of loans through one or other of
the previously described options, such other elements as small industry compon-
ents of industr!ia estates, technical/managerial services, and so on. A
ifpackage" program of this type might be channeled through an existing financial
institution, or through a government agency with overali responsibility for
promotion of small-scale industries. ,It could incorporate and help integrate
a number of important elements in an overall small-scrle indtustry promotion
program. The emphasis would be on the comrprehensive program approach rather
than only upon institution building.
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143. The above options are not, of course, mutually exclusive. They can
be combined in various proportions according to the particular conditions
existing in a given borrowing country. Whatever the institutional channels
and arrangements, there are a number of common elements which should character-
ize external agency assistance for promotion of small industries.

Flexibility in Lending

144. The unique financial requirements of small-scale industries make
necessary a liberal approach to lending. Loans to financial institutions
for re-lending td small industry should have liberal amortization schedules,
to enable such inistitutions to provide for flexibility in their own amortiza-
tion schedules .

145. Lending should include long- and medium-term financing for fixed
assets, as well as for "permanent" working capital. Short-term credits for
seasonal or peak-load working capital should wherever feasible be provided
from resources of the domestic financial intermediaries.

146. Most financing for small-scale industries, particularly for the
smallest enterprises, would have to be in the form of local currency loans,
since little foreign exchange would be needed by such borrowers. The tech-
niques of local currency loans by the WB Group are presently well establ.ithed,
and could be utilized for small-scale industry lending. The share of external
agency funds in total loan amounts to the final borrowers would have to be
decided not upon the basis of direct and indirect import content, but in re-
lation to the share which could be provided by the domestic financing inter-
mediary from its own sources or from government funds.

147. Due to the small size, geographic dispersion, and great variety
of small enterprises, the external development agency could maintain very little
contact with the final borrowers in small-scale induistry loan programs. Never-
theless, in order to give direction to the domestic program and to the domestic
intermediaries, whiere feasible, it might be desirable to follow up individual
loans on a sample basis.

148, Given the importance and shortage of institutions and services
capable of providing effective technical/managerial assistance to small in-
dustries, particularly at the smallest size grouip, loans should generally in-
clude a significant technical assistance component, particularly for institu-
tion building. Loans could also include financing to help establish or ex-
pand technical services institutions, provided they specialize in assisting
small enterprises. Training facilities for staff of technical and financing
institutions could also be financed.

149. It is unlikely that external agencies would be able to finance tech-
nical assistance or extension services provided directly to small enterprises.
Most technical assistance provided directly to small entrepreneurs would have
to be financed from government budgetary sources, sometimes supplemented by
funds or staff provided by external agencies.
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Staff Requirements

150. This report is not concerned with inter-nati6nal development agencies
internal organizational implications of an intknsified program to promote
small-scale industries. Nevertheless, it must be recognized that sizeable
small-scale industry lending is a complex activity which would require partic-
ular expertise in the donor agencies. The staff requirements for assisting a
country to evaluate small-scale industries oIi i nationwide basis and to
devise suitable policies and programs would have to be intensive. In addi-
tion, the small amount of an average small-scale industry loan per institution
and per borrower would make heavy demands on staffing. Staffing considerations
would thus necessarily play an important role In determining the degree of in-
volvement with small industry financing and in the choice amona available
options.

International Collaboration

151. A number of bilateral and multilateral agencies are engaged in
assisting small-scale industries financially and through technical assistance
programs. At present, collaboration among them is poor. As the financing
and technical assistance functions are usually situated in different external
agencies, and as a prime requisite for effective promotion of small industry
is close coordination between these functions, the; need for closer collabora-
tion between external agencies is particularly imp'ortdnt. There is great
scope for innovative program efforts in this fiel.d. Multilateral and bilateral
agencies could, for example, experiment in training extension workers for
small industries, as suggested in paragraph 102. Bilateral agencies which
concentrate upon in-depth sub-regional development programs, should be en-
couraged and assisted in providing integrated "packages" which would include
both financial and technical/managerial .-sistance to small enterprises.
There is also room for cooperation in helping to establish, in a few develop-
ing countries on an experimental basis, institutions to provide in an inte-
grated way both loans and technical/managerial services to small enterprises.


