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WHY SMALL FIRMS STAY SMALL
Risk and Growth 1n Nairobi’s Small-Scals Manufacturing

by Dorothy McCormick

ABSTRACT

Despite abundant literature on the social and sconomic benefits of
encouraging tiny "informal” firms, scholars generally agree that somewhat
larger enterprises create more unskilled jicbs, use resources more
efficiently, and are better at building technological capacity. Yet the
vast majority of firms will never grow beyond six workers. This paper
argues that one very significant reason why small firms stay small is risk.

In Nairobi -- and probably elsewhere —- the economic and sociai
consequences of business failure are extremely high. Not surprisingly,
entrepreneurs try to protect themselves from failure and, in the process,
ensure that their firms will remain small. Our research identified four
risk-management strategies that work separately and together tc discourage
firm growth. First, many entrepreneurs manage risk through flexibility. By
working in rent-free quarters, using family labour and Tittle capitai, they
minimise fixed costs and maximisa opportunities for additional 1ncome.
Second, many small manufacturers also evoid risk by manufacturing standard
products for a known market. Third, successful entrepreneurs freguently
diversify their income and assets rather than expand:rn; 2 single
enterprise. Finally, most prefer to preserve their iand and other assets
unencumbered by debt. These rational 'espcnses to & risky susiness
environment ensure that most firms will stav very small and, in the
process, work against formation cof a cdvnamic manufacturing sector,

Policymakers are challenged to improve the enabling environment” by
creating broad policies conducive to firm growth and by tardeting cpecific
policies and programmes to small-scale industry. Kenya needs macroeconomic
and social policies that indirectly encourage firm growth by removing or
reducing business and background risks. The country alsc nesds an
industrial pclicy that provides positive incentives for enterprising
husiness owners ready and willing to expanu emplioyment, improve efficiency.
and upgrade their technology and their workers’ skills.
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INTRODUCTION

In Nairobi, as in many cities in Africa, Asia, and Latin
America, small-scale manufacturers use s imple tools and
technology to produce basic goods for local people and specialty
items for the tourist and export markets. Some are Jjua kali
artisans; others work in market stalls or smail workshops.‘ The
firms are very small: few will ever have more than six workers.’
Many businesses, including some of the smallest, give their
owners a reasonable income. But are they the best means of
developing the economy? Research in Kenya and elsewhere suggests
not. Proliferation of tiny units seems less likely to promote
stable and eguitabie development than a manufacturing sector that
includes more medium~scale enterprises. &ince mast firms start
small, this means encouraging growth. To e<tabk':=h appropriate
policies, policymakers first need to krow why small firms stay
small. The theoretical and empirical literature offer many
possible explanations. This paper focuses on one of these ~- risk
-— and presents evidence of its impact on the size of Nairobi’s
small manufacturers.

The paper has four parts. Part 1 summarises the theoretical
arguments for increasing the proportion of medium-size firms.
Part 2 reviews factors known to inhibit firm growth, exploring in
detail the effects of risk. Part 3 presents evidence that
entreprereurs’ risk management strategies prevent the growth of

micro-manufacturers into small and medium enterprises. Finally,
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Part 4 considers the policy implications of the findings. Before
taking up the substantive discussion, a word on size is in order.
Both measurement and classificaticon into size categories are
problematic. 3ize is measured in different ways. A gauge
combining employment, capital, and output is thecretically best,
but the unavailabkility or unreliability of capital and output
figures frequently force us tc use categories based on employment
alone. Discussion of small and medium enterprises also presumes

large” mean

agreement on size ciassifications. Yet “"small
guite different things in industrialised and developing
countries. Even for developing countries, size categories vary

4 My empirical

from onhe place and one researcher to another.
analysis uses four categories: very smali businssses have six or
fewer workers, small enterprises have 7-10 workers, medium-size
firms have 11-50 worketrs, and Tlarge enterprises have over B0
workers. The theoretical discussion fcoilows the same
classification as far as possible, but alsc.raccgnises that many
factors —-- including the sometimes imcrecise definiticn of a
"regular worker" -- makes exact classiftication difficult. On the
positive side, the resulting flexible class boundaries allow
comparisons of firms that are really guite similar. Tnus, for
example, the study considers a "“cottage shep” with 1-5 workers
equivalent to a ‘'very small" enterprise with up to siy workers.

Category differences arc noted as necessary.
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1. THE ARGUMENT FOR MORE. SMALL- AND MEDIUM-SIZE ENTERPRISES
Firm size, in itself, has 1ittle economic conseqguence. Its

importance lies in its relationship tec development and, in
particular, to the goals of 1ndustriaiisation. Studies indicate
that firms of different sizes contribute differently to
absorption of unskilled labour, efficient resource use, and
development cf tecnnolog-cal capacity. A manufacturing sector
with a mix of firm sizes improves prospects for stable. squitabie

growth.

Distribution of Firm Sizes

In the simplified world of textbook economic theory all
firms in an industry are the same size. The *heory assumes that
an uniimited number cf firms have access to the same technology
for producing a good. If this technology exhibits decreasing
returns to scaie beyond some point; all firms would be the size
corresponding to the minimum point on the long-run average cost
schedule. In fact, 1n both industrialised and developing
countries, firms of various sizes coexist even within an
industry. Most industry size distributions tend to be highly
skewed, with a few large firms and many small ones.

The 1ndustrial size distribulLinris of developed and
deveioping countries differ in one important respect. Staley and
Mcrse (1965, p. 22) long ago identified the "missing middle” 1in
developing country industry., They observed that foreign

3
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investment and capital-intensive technologies allcocw some
factories to start large, while the scarcity of local capital
ensures that most new indigencus firms will be small. The first
stages of industrialisation, therefore. are characterised by a
"hollow" or "excluded"” middle in the size structure. They
predicted that, as the most successtTul small firms grow, the
hollow wculd fill in and the distribution of empioyment across
firm sizes come to resemble that of industrialised countries.
Yet in many countries, even after twenty, thirty, or more

years of building an industrial sector, the "missing middle”

’ The availability of sighificant amounts of merchant

remains.
capital, direct investment bty the state, and the aliocation of
public funds for indigenisation measures have aliow=sd the
formation of large manufacturing fi-ie in Afr.ca {(Swainson 1980,
Kennedy 1988). At the other erd of the spectrum are the thousands

of businesses that begin w'th minima: capital and remzain very

small. The middle range remains virtualiy empty.
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Table 1: Cistribution of Manufacturing Employment .nong Cottage Shop,
Small and Medium Industry, and Large Industry: Selected
Economies and Years (percent)
Cottage Small-medium !arge
Economy Year shop industry Industry
{1-4 workers) i5-39 voriers: (100+ werhers)
United States 1967 1 22 77
Japan 1075 192 370 44
Colombia 1973 49 16 35¢
Korea 1975 36 17 47
Turkey 1977 50 14f 36!
Philippines 1975 66° gt 26
Nigeria 1972 59l 159 26
Kenya 1969 493 10 41
Kenya ;
(garment industry, 1989 2 11 47
Nairobi only)
Source: Data for United States. Japan, Korea, Philippines, and Kenya (1969) are as
compiied from a variety ¢f sources by Cortes, Berry, and Ishaq (1987, Table 1~
1). Nigerian data are from Page (1979, p. 2). Data for Turkey and Colombir come
from Anderson (1982, p. 916). Data for Kenyan garment industry (-989) are from
my Ownh census.
NOTES:
Establishments with 1-9 workers.
Establishments with 10-99 wo-kers.
Establishments with 1-6 workers.
Establishments with 7-50 workers.
¢ Establishments with more than 50 workers.
! Establishments with 5-49 viorkers.

Establishments with 50 or more workers.

Although data in Tabje 1 are not strictly comparable because they

come from different years and, in some cases, use slightly different size

5
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categories, they illustrate this "hoilew" for several developing countries’
industrial structures. For example. nearly haif of Kenya’s 1969
manufacturing employment was in enterprises with fewer than five workers,
41 percent was in large-scale, and a mere ten percent felil in the smaill-
medium category. A& recent survey of the garment industry in Nairobi
suggests that the distribution of enployment hes changed little in 20
years.

Numbers of firms presents a somewhat different picture. In both
industrialised and developing countries, the tynical distrikbuticn of firms
in an industry has a pronounced rightward skew with a few large firms and
many small ones. In Nairobi’s garment industry, for example, 94 percent of
the firms are very small, 4.6 percent small and medium, and 1.4 percent

large.

Firm Size and Development Goals

Is the apparent overabundance of tiny firms a problem for developing
countries? Available evidence suggests that a manufacturing sector
dominated by tiny units cannot contribute fully to development. By
increasing the proportion of medium enterprises, a country can cetter
achieve three major developmant aims: employment creation. effigient

production, and technological development.

Employment Creation
Because few developing countries can absorb their rapidly growing
populations into agricultural production, they must icok to irdustr. *r

8
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employment cpportunities. Jrdustry’s employment creation capability rests
on two key variables: labour intensity and worker skill requirements. Both
.ary with firm size, though not n the direct linear relationship small
enterprise advocates generaliy assume. Small industry 1s widely believed
to be more labour intensive than large. Furthermore, it is assumed that the
labour used 1in small firms is largely unskilled. If both are true, then
investment in smail firms should produce more jobs for unskilled workers
than investment in large firms.

This analysis, while broadly accurate, ignores two important facts.
First, the relationship between firm size and Tabour intensity is not
uniformly decreasing. Second, the smallest firms often require workers to
have more skills than slightly larger firms. Littie (1987) reports than
when industry data are disaggregated, smaller firms «re less likely to show
as more labour intensive than large. The greater ihe disaggregation, the
less frequently were smaller enterprises found tc be mcre labour intensive
(Little, Mazumdar, and Page 1987, p. 125). Furthermore, even without
disaggregation, the smallest size group (fewetr thar 10 workers) was not the
most labour intensive. Little (1987, p. 212) also reports that in the three
industries studied, the proportion of unskilled workers tended to rise as
the size of firms rose into the medium range (around 25 workers). Thus
medium size industry -- not microenterprise --—~ seems best able to provide

jobs for unskilled workers.

Efficiency

The second argument for mors medium-size firms 1s their efficient use
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of resources. Enterprises with fewer than tzn workers rarely have high
capital productivity or-technical eff-ciency. Studies of Korean and Indian
industries show that very small firms are not tne most productive users of
capital (Little 1987, p. 209). Colombian data comparing total factor
productivity as measured by henefit-cost ratios found medium-size firms
more productive than small cnes (Cortes, Berry, and Ishag 1987, p. 134).
Our own findings based on a survey of Nairobi’s garment manufacturers focus
on worker productivity and indicate that workers in small and medium firms
are significantly more productive than those in very small units (See Table
2).

Table 2: Nairobr Garment Manufacturers: Value-added

per workeir. by size of firm

Value-acded per
worker per year

Firm size {¥.shs)

1 person 21,528
2-3 person . 17,151
4-6 person 22,169
7-10 person 34,698
11-50 person 35,621
over 50 persons 34,724

Significance of F-statistic for difference in means is
.0013.

The greater efficiency of smail and medium enterprises is especiatly impcrtant

in labour-abundant, capital-scarce economies.
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Technological Develcrment

The technologicai improvemert that occurs in Lha process of growth from
very smail to small and medium enterprise seems especially baneficial to the
developing country since -t represents the fruit o* local learning. Firms that
remain very small can centribute littie to the developmeni of technology in
the industry. They always use the simglest technclogy available and, even if
they have innovative “deas, may lack the capital to develop them for use
olsewhare. Slightly larger firms, on the other hand. tend to adcpt more

sophisticated processes (Cortes, Berry. and Ishag 1987, p. 202).

Thus, theory and thie experience of cthar devalnping countries suggest
that firms should be encouraged to grow beyond microenterprise teward the
medium range to enable the manufacturing sector t. prouvide more jobs for thoss
with few skills, imprcve its use of scarce resources, and open the way for
technological developmert. Although a thorough tasting of these arguments an
Kenyan manufacturing data is beyond the scope of this paper, preliminary
indications are that Kenyan industry ie similar enough to that cf other
developing countries to make a case for increasing the proportion of small and
medium enterprises. Nevertheless, mcst Lusinesses remain very small, The
theoretical and empirical literature suggests a number of economic, policy,

historicai, ard cultural reascns why this is so.
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2. GROWTH CR STANNATION

Firms grow because those diracting them vaiue axpansicn and are able te
seize opportunities and overccme obstacles on the path to a larger enterprise,
Firms stagnate when growth brings littie reward or when tne barriers ssen
insurmountable. If growth will benefit the 2conomy, then policymakers must
fase the way or —- te use a favourite phrase from Kenya’'s current Development
Plan -- "create an enabiing environmeni” for firm growth {Kenya 1988).
Effective policies must be grounded on an understanding of the sconomic and

non-economic factors promoting and discouraging smali-iirm expansion.

Economic Benefite of Growch
Economic rewards, though not the oniv r2asc ior firm zrowth, are
poverful incentives. Th. promise of scale, .ize, or growth ecorcmies impels

antrepreneurs to expand output and/or to move nto new product lines.

Scale Economies
Economies of scale are an obvious economic incentive to firm growth. In
some industries, increasing returns tc scale oromise greater oubput without
proportionate cost increases. The 'ange of efficient firm sizes depends on the
axact shape of ar industry’s production function. Wre-a average cnsts are
nearly independent of size, a wide range of sizes wouia be expectad, whereas a
stronaly U-shaped average cos! curve shouid proauce a narrower rarge., A
monotonically and strongly decreasina curve provides the stroneant in

to growth., Empirical results from India suagest that in deveio

i zennes
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constant returns to scale are as comwon the clessic tl-shaped average cost
curve (Little, Mzzumoar, and Page 1987, pp. 173-80). Thus in many industries,
lack of scale ecoromies couid leave business owners i1ndifferent to growth. If
other growth incentives are weak or missing. and barriers are formidable,
firms will remain small.

tven when scale eccnomies exist, their effect on firm growth can be
difficult to assess. One problem is that, aven within the same industry firms
may use different technologies. Where labour is relatively expensive, larger,
capital-intensive firms mav preduce a given ievel of oulput at a lower
marginal cost than smaller labour-intensive Firms, but smaller firms' greater
flexibility in meeting changes in supply ¢r wimand markets may give them lower
average costs. It is impossible in such industries to identify a single
cptimal firm size (Mills 1984, Brock and Evans 15-4).

The notion of an industiy production function also ignores differences
in product mix amonc firms of different sizes. In metal work, for example, the
smallest firms often concentiate on making simple stoves and cooking utensils
from scrap metal while larg~r ones manufactur~ ron gates, doors, and windows
using new materials and more advanced techrology., Larger firms’ higher profits
may, therefore, bs due as much *o the market for their more sophisticated

products as to lower per unit output costis,

Economies of Si1ze and Economies of Growth

Discussicn of the nroductior functicn and econcomies of scales focus on
the manufacture of a single product or @ narrow ranaa of products. Yet larger
firms producing many items hava advartages even when product-spacifis scale

11
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economies are weak or nch-zxistent {Penrcse 1959, p. 9; Schersar 1923, p. 83;
Storper and Walker 1689, pp., 130-33). Larger firms can afford to have
machinery in reserve, thus aveiding costiy production delays. The werkforee -
a largar firm can become more proficient at their tasks. Larger firms can
afford specialised administrative and financial personnei who can devote
themselves “o increasing efficiencyv. Thus a larger firm can sometimes produce
more cheaply than a smaller one, simnly because it ic Targe. Small firms.
seeing these economies of size, are encoursged to grow,

Penrose (1953, op. 100-102) identified another incertive to growth in
the growth process itself. She cbserved that under some circumstances a
particular firm may be abls tc exploit a profitable ocpporitunity better than
any othner firm, larger cr smaller. The unussd knowiedge and productive
cervices existing within that firm -- what Penrc:e co .3 economies of growth”
—-- encourage expansion. Such economies are transitory, disappearing once the
business establishes the rew activitias ana integretas them intc tha

operations.

The Risky Business Environment
The size of a firm at any given momant 1s the result of continucus
conscious and uncenscicus decisions. Economies of scale and growth are
important, especially when sxpansion is being actively consideresd. vzt other
facters may be equaily crucial in the day-te-day ~perations that ultimataly
determine firm size. This paper emphasises the particular raig of one of these
-- the risky business environment -- in deterring growth.

thesis is that business owners’ responses to risk znd unzertzin
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growth of their Tirms. The thesis raises several corceptual and empirical
guestions. What are risk and uncerta nty? How do most pecple respond to risk?
How dc businass owners’ r- sk management strategies prevent their firms from
growing?

Risk and uncertainty are common words with technical meanings. In modern
decision theory, urcertainty is a stale of mind in which the individual
perceives alternative outcomes to a particular action (Roumasset 1979, p. 4).

£

Knight’s {[1921] 1985) classic treatise distinguished "risks,” for which the

probabilities of the outcomes can be estimated, from “"uncertainty,” which
deals with situations that do nct permil guantitative determination of
probability. Yet i7 we assume that experienced hu:rines: ownors can make
subjective probahility estimatas for most everts 1ikely to affect their
businesses, the distinction becomes practically unimportanc. We will,

therefore, use the terms "risk” and “"uncertainty" interchangeably.

Smali-scale manufacturers face two main types of risk. The first, which
Lipton (1979, p. 352) ca' s “"hackground risk,” is the ever present possibility
of widespread economic or political collapse or personal misfortune. The
second typa relates directly to the business and includes production and
market risks. Because in less developed countries risks are relatively large,
incomes low, and risk-spreading options few, attitudes to risk can be

important determinants of decisijon-making (Moscardi and de Janvry 1977,

Newberry aid Stiglitz 1981, p. 105).

Responses to Risk
Individuals may embrace risk or shun it. Most are somewhat risk-averse,

13
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praferring riskless or low-risk situatiors. Eisk aversion actually covers
several distinct attitudes with different resulting behavicurs (Liptan 1875,

1 prefers a lowar

fag

One form is fluctuation avergion, in which an individu
certain return to a variable one with a highar exnectad value.® A second
type of risk aversior is tne safety first anproach in which risk is the
prehabiiity that returns w11 Tall below socme "disaster leve!” {Roumasset
1979, pp. 95-100). A “"safety-first"” notion of risk aversion seems 3 plausible
description of small business behaviour. Under a safetv-first mode’i, business
owners’ risk management strategies would be zimed at insuring some
nradetermined minimum income. Yet 2 third thesretival model may come closer to

& process of
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describing actual businzss behaviour. Day {137
"caut.inous suboptimising” with feedback. The model has thres central
ingredients: safety, danaer, and experiancs. The individual -- in our case, a
businecs owner -—-- perceives a safely zone of familiar patterns and activities,
and senses danger in contemplating departures from it. Feelirgs of danaar may
arisa 1rom the background or business risks already described, or mere
generally from lack of infaormatinn and understanding of the environment. In
this model, decision-makers prefar to choose frem arcng options in the safety
zane, When nc feasible choices lie 1ir the safety zone, they move out, but only
to the optior closest to the safety-zone bourcary. tnlike fluctuaticn aversion
or a safety-first approach, the modei provides for feedback. Experiance may
enlarge or reduce an individual’s safety zone, and, at the same time, the
individual’s <hoices infiluence the environment.

Owners of small businesses in daveleping countries are probab™. 3.7 -~
to small farmers, whem a growing literature suggests are moders*-

14
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intermediate risk a.erters (Rouras:et 1973, Riaswarosr and Sillers 1983). The
similarity of farmers' background risks tc those of small manufacturers as
well as their common cultural roots support the notion that small business
owners are risk averters.

Three general strategies are cpen to risk averse business owners: they
can spread the risk, aveid it, or sesk compensation. Risk spreading,
corresponding to Knight's ([1921] 1985. pp. 239-47) notions of grouping and
diffusion, involves dispersing potential losses among many. Sharing losses
through insurance is an obvicus and common form of risk spreading. Another is
diversification.

Avoidance ic the second method of dealing with uncertainty. Business
owners can avoid risk by choosing precictable activities dver more speculative
ones or by adopting structuras and methoas of upeca*tion chat ailow them to
minimise unavoidalile losses. One risk-avoiding strategy is to produce goods or
services yielding a stable income; another is tio szpecialise in areas for which
the enterprise has supslartial reserves of expertise (Penrose 1959, p. 140).
Since a majer source of risk is the unkrown future, businesses also avoid risk
by amassing information that will improve their predictive ability. A fourth
risk avoidance strategy is flexibility (McCormick 1988, 1991). The flexible
busiress is ready to move in whatever direction will increase profits or
minimise losses.

Whern risks cannnt be shared or avoided, rational peopie expect
compensation. The standard tertbook explanation of interest rate differences
relates the zdditional return to th- increased risks invelved in speculative
investments. For businesses, the "nrinciple of increasing risk” states that as

14
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a firm expands its investmert, the risk of a given chance of loss becomes

serious with each increment of invesiment (Feprose 1859, p. 57; Kalecki 1837,

(2]
x
—-
—
—

The business owner who continues to invest under zuch circumstance

expect higher returns for additicnal risk.

Risk and Firm Growth

Under uncertain conditions firms tend to operate at suboptimal sizes
(Lipton 1979, pp. 347-4R8). Entrepreneurs may sither teo adopt conservative
financial policies and restrict expansion, or to plan their expansien to

case, the effect of risk

f

minimise risk (Penrose 1959, pp. 61-84). In the firg
on growth is direct and obvious. Tne indiract aifects of the second are no
less real. Business owners, baulking at fuirther risk. Tnok for ways to expand
their interests without increasing risk. Possibitities include diversifying
activities, protecting themselvas by backward or forward integration, or

adopting short-run flexible programmas easily modified when conditions change.

ATl of these will he exnlored in detas? for the Naircbi case.

Other Growth Constraints

Highlighting ris« dces noc deny the importance of other barriers to
growth. Ertrepreneurship, access to scarce resources, the competitive market,
the costs of growtn, the legal and pclicy environment, historica?l and cultura!l
factors. and simple luck =re theoretically and practically important. I hope

in a later paper to explore their empirical significance to small

manufacturing in Natrobi. The following hrief overview is inten'-
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orovide a backdiop far (ne central issue of risu ard risk aversion.

Entreprencurship 1s kev to the growih or stagnation of indiviaqual firms.
Of greaver concein heie, hcowever, are the ways general patterns of
entrepreneurial behaviour affect small manufacturing enterprise as a whole., In
narticular, we need to examine whether entreprensurial failure plays a
significant role in the missing middle.” Answering this gquestion presents
several challengas. The first is definiticnal. Entrenreneursnip 1s, as Penrose
(1959, p. 33) observed, a "sligpery concept, not easy to work into formai
econcmic analysis.” Establishing theoretical links between entrepreneurship
and firm growth require & clarity about entreoreneurship that so far seems
lacking. Approaches and cdefinitions vary widely. knight’s risk-bearing
entrepreneur stand: in a different relaticrenip to firm growth than
Schumpeter’s innovator, Kirzner’s ajert decision——wi. ar Kilby’s manager
“Knight [1921] 198&5; Schumpeter 1194171 1934: Kirzner 13385 Kilhy 1971, 1988).
The scholar must, therefore, Tirst choose a definition that appears
appropriate to the circumstances seing studied before entering into empirical
analysis.

A second difficuity arises from the different patterns of
entrepreneurial behaviour., An enterprising ind*vidual can choose to focus on a
single business or to become involved in many activities. Only in the first
case does linking entrepreneurshiip with the growth of a particular firm make
sense. Yet, Marris and Somerset’s (1971) observations suggest that the second
pattern --what Penrose (1959) called the "empire builder” type of
ntrepreneurship -- may be more common in Kenya. ~ny attempt %o build a

coherent theory will have to deal with the variations in entrepreneurial

17
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behaviour that actuza.ly exist in Kenyan sm2il enterprise.

Finally, tne theory must recognisze the effect of the political, soc

o

and economic setting of the firm on entrepreneurial behaviour. Much westetn
literature assumes that firm grcwth is always a desirable goal and is,
therefore, a measure of entrepreneurial ability. Yet our sarlier discussion o
risk suggsests that such an assumption may not zlways be justified in
ceveloping economies. In some settings, a wise entrepreneur may opt for less
grawth, even if the economv would benefit from more larger firms. Attempis to
Tink entrepreneurship with firm growth must, therefore, recognise the
distinctiaon between individuatl and social costs and hensfits.

Firms can arow only if they can get sufficient capital, labour, and
materials. Thus both econcmic theory and poiitical aconomy have identified
access to the means of production as & factcr ir . ..m sueosss. The basic
economic analysis of the relationshis of access to firm size shows how firms
with bigger endowments aof a scarce factor of preducticn can produce a given
level of output at Towei cost and wil?, therefore, have excess profits
enabling them to grow (Brock and Evans 1989, Lucas 1978, Viner 1931). Some

scholars writing on the "informal sector” have also addressed this izsue.

1]

They tenc to atiribuits limitsd access to marset imperfections and to prescrib
policy acticon to improve markets {Truu and Biack 1582, Nihan 1980, Chuta and
Liedholm 1935). Ir mv view, the probiem is more fundamenta‘.._Access to the
means @f producticon -- and therefore of accumuliation and reproduction —-
constitute what I believe to be the essence of sccie’ class ir tha African
context.. In an earlier paper I argued that Roemer’s (1988) definitic: of

social class as "differentiai ownership of or access to the mez:: =
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production” is most appropriate for African sacieties (McCor-mick 1989). Better
access -- i.e., higher :lass -- wi™' facilitate evpansion. Many biame the
proliferation of smal®’ f rms on exceszive “ompet.icion, Extzting firms fail to
grow large and new small firms constantly ente. intu a stagnant or slowly
growing market. Much of the "informal-sector” literature contends that new
firms enter the market because individuals with lTittle hope of fcrmal
employment start infermal businesses to survive (ILO 1972, Hart 1973, Steel
1977, Nihan 168C, House 1981, Fields 1990). Generally low incomes and poor
economic conditions hold demand down, so these businesses ccmpete for a very
limited market. Low or negative income elasticities of demand for some
products may further reduce demand and inhibit growth (Truu and Black 1980).

Aspects of this argument are clearly accurate, yet in its usual form, it
ignores the role of risk and rish aversion in c¢-eati-- ird maintaining the
competitive situation. Many industries in devaloping countries come close to
perfect compatition, witih the many small producers who make nearly identical
products charging similar prices «na barely able to m-ke a profi*. Yet the
products are manufactures which, if Jdifferent-ared. might offer hetter profit
oppertunities. I believe that husiness cwrer:s' -isk management strategies
contribute to maintaining the excessively competitive markets that make
accumulation and firm growth very difficult.

The costs of growth can also discourage expansion. Penrose (1859 pp.
45-46) argued that management’s inability to cope with all the planning and
leadership problems associated with moving from one size to another constrains
growth in the short run. Thus expansion may slow or stop at least temporarily
while management adjusts. The uneven growth produce:. different firms sizes at -
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any point in time. Lucas {126€7), focusing cn capita' rather than manager:
adjustment, argued similarly tnat if changing fire s1ze is costiy, firms wi™’
stagger their expansion over time.

That the law and government policy can promote or retard the
establishment and growth of businesses is undisputed. Recent studiss suggest
seven broad categories of law that can block entry into self-employment or
constrain firms’® growth: licensirg and registration; reoulation of premises;
labour laws; taxas; debt coilection; Jack of legal pretectien for product
innovations; and Toreign tiade restrictions (Kibwana 1989; Juma 1985; House.
Ikiara, and McCormick 1980). In many countries, certain laws and regulations
are not enforced against the smalilest businesses. Yet law has an impact even
wher not enforced. One significant impact may be to increase the uncertainty
of the business environment. After all, who knows -r.=2r. the government will
decide to enforce these laws?

Public policy can tacilitate or short-gircuit the growth of enterprises
It is important here to exam:ne the total policy envaronment: policies
directly aimed at the promotion of sma-l-scale anterprises, broader
macroecornomic and masoeconomic policies, and zven specific policies aimed at
olher sectors. For example, macroeconcric policies designed to encourage
manufactured exports, while directly affecting oniv large-scale industry, may
assist small firms by maning mere subcontracting arrangements available to
them. Similarly policies leading to improved farm incomes may reduce the
supply of labour {and increase its cost) to small firms by keeping mere voung
people weorking in the rural areas. Meso policies -- intermediate p:

affecting income distribution and general well-being -~ are esps
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important where people “ack sufficien’. pruway i-comes to chtain the goods and
services needed for a decent level of human ~“evelopment (United Nations 1990,
p. 44). Their effect on business is indirect, but significant.

Qur discussion of entrepreneurship has already pointed to the possible
role of history and cultutre in nromotirg or constraining firm growth. My
injection of thase variables into the discussion indicates my analytical
perspective. "Pure” market economics is ahistorical. focusing on the present
equilibrium of various elements. While analyses c¢f equilibria provide useful
information, they are insufficient to explain the coverall development process.
Their limitations are most obvious when economic clianges predicted from some
positive alteration in the cpportunity horizon do not take piace (Austen 1937,
p. 2). In such cases, one can frequently find nistorical factors that expiain
present economic patterns. Thus, in Kenya for axample, Wasbtern attitudes and
values embodied in the coleonial schoc' system deprivad many girls of
educational opportunities and set a carticular type of curriculum for those
who did ygo to schocl (Robertsor 1985). This kit of colonial history helps to
explain why most small-scale manufacturers 1n Nairobi in the 1980s are maTe
and why women entrepreneurs are concentrated in one sector (McCormick 1988).
While believing in the importance of history in facilitating or impading

‘
change, my conviction that human beings are free and capable of overcoming
obstacles leads me to eschew anything resembling historical determinism.

Culture’s role in promouting or restraining firm growth seems more
problematic, probably because of a growing recognition that culture is "in
process” (Rollwagen 1¢86). Nonetheless, even in rapidly changing societies,
some system of shared ideals, values, and standards of behaviour undoubtedly
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influences the way pecple approach their economic choices.
Firm growth is partially expizinad by tuck. Some firms get large <'TP
by the luck of the draw; most grow only a 1ittle or not at &il. Models
defining firm sales at a point in time as proportiorate to past sales plus @
multipiicative random disturbance yield a distribution of firm sizes that'
bears a striking resemblance to the real-world size distribution (Simon &nd
Bonini 1958, Scherer 1980). Once & firin has grown and established a lsad ©Over
its competitors, it is difficult %o displace. The random growth process,
therefore, leads to a skewed distributicn that is likely to persist in tihe

Tang run.?

The growth or stagnation of any particular firm is due tc scme
combination of risk and other factors. In particular, —“ney depend an the
economic or other value placed on expansion, the nature and magnitude of. the
incentives and obstacies, and thea cwner’s entrepreneurial abilitly. The
following pages touch on all of these, but emphasise the daterrent effects of

risk on firm growth.

3. RI3SK AND SMALL-SCALE ENTERPRISE
Small-scale entreprensurs '+ Nairobi are prokably no more trisk-averse
than most people, but they operite in an especially uncertain environment.
Small manufacturers face serious background and business risks. The stakes are
high. Failure can impoverish ar entrepreneur’s entire family. The owner cf a
small enterprise has few of rhe benefits and safeguards accorded =i .3net

employees of government and large private organisations or ever
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available to small business in industrialised countries. Kenya has nerther
unemployment nor welfare programmes, and pub.ic housing is aimost non-
existent. Children with unpaid fees or "contributions” must usually withdraw
from school. Medical care at yovarnment hospitails ¢nd dispensaries is free,
but patients must usually purchase the simplest medicines. To survive, people
in small business must rely on themseives and whatever support they can muster
from family and friends.

Two separate surveys, cne of small-scale manufacturing in Nairobi’s
Eastlands and the other of garment producars throughout the city, suggest that
risk and uncertainty piay a major role in xeeping firms smali. The first
survey, conducted in early 1986, covered all small-scale manufacturers
operating in the Eastlands of Nairobi (McCormick 193&, 1991). Of 2,866 firms
with ten or fewer workers, 3%% made garments o other textile products, 16%
were in carpentry, 23% 1n metalwork, and 22% in miscellaneous marufacturing
activities. Very small firms predominated: 60% were single-person enterprises;
98% had six cr fewer workers, Most entrepreneurs (77%) were male, thougn 45%
of the textile businesses were owned by women., Businesses surveyed ranged from
informal, jua kali enterprises to smaii workshops and factories. To capture
something of their heterogeneity, 1 ranked each firm along a formality
cortinuum with seven dimensions: business site, siz2, relationship to civil
authority, technology, skill level of workers, management, and relationship to
other enterprises (McCormick 1987j.' The second survey, covering garment
manufacturers of all sizes iocated anywhere in MNairobi, took pnlace in 1989-90.
ga‘n most firms were very small (See Table 1). Neariy three-quarters (73%) of
the owners of small and very small businesses are women. Faor convenience, in
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the pages that focllow, the smal' manufacturers surveyed 1n 1586 will be calle

"Eastlands esmall manufacturars,” and the clothing manufacturers studisd
1989-90 are identified as 'Nairobi garment producers.”

he data from both surveys suggest that small businesses stay smal’
because their owners’ risk management strategiec directly or indirectiy
restrict growth. The link between risk and smail size is evident in at least
four distinct patterns of .entrepreneurial behaviour: (1) the smail-and-
flexible business, (2) the "safe” product line, (2) diversified hcldings, and
(4) unused collateral. We will discuss each phenomenon separately, recognisin-

nonetheless that business owners frequently use severa’ strategies

simultaneously.

The Small-and-Flexible Firm

Risk and uncertainiy shape the operations of many of Nairobi's small
manufacturers, giving rise tc whal I call the "smail-and-{lexible” model of
gnterprise. Two common risk managament strategies combine to detarmine the
model. By staying small, husinesses avaeid th. risk of maicr loss. At the same
time, their fiexible structure alicw= them to sai1ft quic-ly in the face of a

changing environment.

Managing Risk Through Flexibility
Flexibility rigured in the earliest studies of small enterorise and has

recently become the corperstone of a new paradigm of industrialization,

Informal-sector research has long roted the ability cf individu-" rar-c-

-

to adapt to changing circumstances. Hart's {1973) central thec<-
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was that urbar migrants’ informal occupaticns are a response to lack of
sufficiently remunerative work., Small firms alec acapt, using various
strategies: low-paid or unpaid labour (Rernar.! 1080: Charmes 1980; 3anerjee
1982; Berry 1685). free or inexpensive work-nlaces (Nihan 19230. Ndua and
Ng’ethe 1984; Noormohamed 1985), low capital intensity (Schmitz 1982),
subcontracts (Roberts 1678; Abadie 1982; Peattie 1982; Schmitz 1982), and use
of family members in the business “Child and Kempe 1973; Zarenda 1980; House
1981; Mathias 1983; Lipton 1984). Their specific tactics —— growing out of
particular historical, social, and economic c¢circumstances -- are less
important than their overall strategy. Small businesses survive an uncertain
environment by being highly flexible.

The recent recognition of the value of flexibility in developed~country
industry has spawned a new paradigm: flexible specialisatron. Revolving around
a landmark treatise by Picre and Sabe' (1984), the theorv contrasts the mass
production model with flexible specialisation. ricre and Sabel (1984) argue
that the key to prosperity lies in moving away from rigid mass production of
standardised goods towards a more innovative and fiexible system of
multipurpose machines operatea hy skilied werkers able to respond to
continuous change. Flexible specialisation Tinks firms of various sizes
through subcontracting. Schimitz {(1986%) emphasises that flexible specialisation
is not so much about size of firms as about relationships between them. The
flexible specialisation paradigm has three important implications for small-
cale industry. The madel first emphasises that, even in advanced countries,
competitiveness requires the capacity to adapt to disruptive circumstances

(b5chmitz 1989, p. 24). Second, by overcoming the view that equates industrial
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progress with mass proaduction, the model offers a positive piace for smali-
scale production in tne industrialisation prcocess (Schmitz 1989, po 21)."
Finally, it nighlights an often-missed dist inction between f
individual firms and the collective efficiency of a group of firms.

With this theoretica'! backdrop, we can return to the hypothesis that the
flexibility of small manufacturing firms in Naircbi enables them to survive
and succeed. Using the Eastlands small manufacturing data, I operationalised
flexibility in terms of commonly ohserved tactics, then examined the
relationship of flexibility %o proﬁtabﬂity,” Three flexibility tactics
predominated: working in rent-free cuarters, following a family organisaticnal
pattern, and minimising capital investment. ™ Business owners thus apnear to
reduce risk by lowering fixed costs and increasing opnertunities tor
additional income.

About a quarter (zs3 percent) of the Eas-.lands small manufacturers pay no
rent. Most are located on City Counc:d iand traditionally used by certain
artisanal groups. Other jus ka’7 operators set up shop along a road or in any
vacant tpace. All trade tne benef-ts of free space for tha costs of sudden
harassment or eviction.

Family organisation contributes to flexibility mostly by reducing wage
costs and allowing business owners to diversify by taking other work. Drawing
on Lipton’s (1984) notiorn of the family mode of production, I defined a family
firm as either a single-person business or a larger firm with family
involvement. Non-iamily firm. are businesses of more than one person in which
the owner is nor related to any other worker. Businesses using familv me

as workers either pay no wage, or ccmbine a sma.i sash wage with free

[aN
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board. Familial organisaticn enhances fiexiki'ity by allowing the owner to
leave the busirass to fuifi? other obligztions. Eas:ilands small
manufacturers, like the motor mechanics Rarry (1985. pp 153-154) observed in
Nigeria, spend much time away from their businesses. Raw materials must be
purchased, contacts with customers made. ard, in some cases. the farm at home
managed. If one’s brother, sister. or spouce remains to operate the business,
such absences seem less 1ikely to have undesired consequences. Single-person
Tirms allow the owners to fake othe: employment when business is slow, and
increase their workforce by hiring casual labourers or getting heip firom
family members at peak seasons.

The third component of the flexibility variable is the ievel of capital.
Firms with simple tcols and eauipment can easilv shift their Tocation. Very
simple technelogy also holds down fixed costs bv ave . expansas of
maintenance, protection, and the cpportunity costs of invested funds. Firms
with 1ittle physical capitai con also alter their product miy to meet changing
demand or input availability. Fur exa .ple, Ciizabety Adiyo, ane of the few
female metal workers among the Eastlards manufaciurers, is hoth trader and
rmarufacturer." Sne buys empty metal drums from rvactories in Nairobi’s
Industrial Area. Some she reseils Lo traders or cther metal workers who
convert them into jikos (smail charcoal stoves), cooking pots, and basins;
others she fashions into tubs by cutting the drums into two, painting them,
and adding handles. When demand for tubs is high, as it is in drought when
animals reguire feeding, Mrs. Adiyo is primariiy a manufacturer. At other
times, she mestly trades. Because she has little capital, she is zble to

shift her activities without the werry of leaving expensive equipment idle.
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For her, having less capital brings greater flexibility.

The composite flexiki1lity variable -- the total scores for rent-free
site, family mode of productiun, and low capitalisation —- shows that
profitable firms have higher flexibility scores than unprofitable ones (see
Table 3).'" Profitable firms in the less formal range of the formality
continuum had a mean score cf 2.1, against 1.7 for unprofitable firms. More
formal firms were, in general, less flexible. Profitable firms in this range
averaged 1.3; unprofitable firms averaged 0.8. Thus for both groups of firms,
graater flexibility is associated with profitabﬂity,i”

Profitable firms are also smalier than unprofitable ones., A size measurs
combining employment apd capital eguipment averaged 5.4 for profitable
businesses and 7.2 for unprofitabie wnes. ™ Profitable husinesses were
significantly sma'!ler, on average, even within subgroupings of less or more

formal businesses.
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Table 3: Eastlands Small Manufacturers: Summaries of Size and Flexibility
by Profitability and Formaliiy

Group variabls - Cases

Size Fiexibility < i
Mean Std Dev Mean Std ev

Profitable 5.4 3.2 1.7 .82 164
Less formal 3.9 2.7 2.1 .83 83
More formal 6.9 2.0 1.3 .74 81
Not profitable 1.2 2.4 1.3 .23 84
Less formal 5.6 2.1 1.7 .89 1
More formal 8.5 1.9 0.8 .74 42
TOTAL 6.0 3.1 1.6 .93 248

Notes: 1. Significance of the F-statistic for difference in means is .0001
for size and .0004 for flexibility.
2. Weighting results in fracticnal cases, and the rounded numbers of
cases do not always add to the total.

The Small-and-Flexible Model

The emerging "smili-and-flexible model” was teste! usirg both data sets.
The initial analysis compared the actual classification of Eastlands
manufacturing firms into prefitable and unprofitable to the classification
obtained through discriminant analysis with size, Tlexibility, and business
age as discriminating variabies. Because size was one of the dimensions of
formality, I thought that the size-flexib1iity relationship might differ for
more and lzss formal firms. The third discriminating variable, the business’
age, was added because the high incidence of unprofitanili*y among newer firms

29
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i

made age relevant for pracicting the correct placement of a firm." Separate
discriminant functions were generated For upper ard lower halves of the
formality continuum.

The discriminant analysis reinforcec the case for the smatl-aznd-flexible
model as a gooa description of the hehaviour of small manufacturers in the
tastlands. The two discriminart functions correctlv classified 80 percent cf
the firms (see Table 4)." With two groups one might expect tc classify 50
percent of the cases correctly hy chance alone. The higher values of both the
canonical correiation and tau statistics suggest that the small-ana-flexible

mode] predicte profitability better for less formal than for mere formal firms

(see Table 4).

Table 4: Eastlands Small Manufacturers: Classification of Firms by
Profitability

Profitabilitv Yeast -~ Classif-Latien ---
Mot
Satisfiad Savisfied Incerract Corract % Tau
Less Formal 33 49 17 108 86.3 ,742
More Formail el 42 33 i} 73.7 . 488
TOTAL 164 84 50 138 30.0 665
Nota. wWeaighting ceauw 'tr ynn fractioral cazes, ond **e rounded riumherse of cases do

not atlways add to the total.

In the Nairobi garmant producers’ survey, firancial information gathered
in multiple interviews aliowed firms to ke categorised as urprofitabie,
marginally profitable, and very prcfitable.® The small-and-flexible modei

was tested by comparing two groups -- unprofitable and very profitabls firr
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- agairst the groups produced by a discriwinant madel using the same three
variables. The resuits supoert the explanatory value of the inodel and
underscore the impcrtance of tha size-tlexibilits relationship. Even thotgh
garment firms are less likely than metal workers or carpenters to score high
in flexikility, the basic relationship was confirmed: very profitable firms
tend to be both smaller and more flexible then unprofitable Firms, The
discriminant analysis resulted in an coverall corract classification of 71
percent, a success rate somewhat lower than that achieved for ihe general

case.

Table 5: Nairobi Garmeni Producers: Group Means for
Urprofitable and Vary Profitahle Firms

- Variahie:
Group Firms (n) FLEX AGECAT SIiZE
Unprofitable 26 .52752 2.13542 9,.28%4¢€
Very profitable 44 . 70243 1,50321 9,027€4

The model points to a dilemma facing business owners and policymakers. To
grow, a business must accumulate capital, increasirg fixed costs and often
introducing mere advanced fechnoiogy. Yet risk of loss is least wnen a business
ie highly flexible. The fact “‘hat small, fiexible firms are most 1ikely to
succeed has serious implications, not only for the business owners themselves,

but also for Kenya's economic development.
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"Safe” Products

Ohservers in Nairopi and elsewhere have ranarked on the idantical products
made by small businesses. While some attribute this o technological weakness,
lack of imagination, or insuf*icient market information, it may rather be
another form of risk avoidanca. Knight ([192%] 1985, p. 240) Tong ago suggested
that entrepreneurs deal with uncertainty by directing their astivitiss along
lTines involving minimal uncertainty. Making products with an assured market is
one such a strategy.

-
i

Thus, Eastlands metal workers preduce cooking utensilg, -charcoai stoves,
metal boxes, small hardware, metal furniture, metal dcor and window frames, ana
iron gates. Carpenters mostlv make basic wood furniture: tabies, chairs, beds,
stools, and wocd-framed scfa sets. Tailois fashion standard men’s. women s and
children’s clothing. Nairobians use all theze products ...ly. Product designs
are generally conservative and, according to King -nd .buodiia (1991), 90
percent are aimed at the large low-oriced market.

Few husinesses venture inte unknown areas. A me*sl worker, interviewed i
1986, is probably typical. John Omallo’s ‘not his real name; Madini Metal Works.
located ir Eastleigh, just across frem the Mathare valley slum area, regularly
produces iron window and door frames, cates, beds, iand metal -ramed sofa sets.
At certain times of year .t alsc makes school desks and seats. A Nairobi-based
development organisation has beer encouraging metal workers to manufacture wheel
chairs. Although Mr. Omoilo has the design and felt certain he could make one,
he would not start production without a firm order. He cited the high cost of
materials and his unfamiliarity with the market as the reasons for his

reluctance.

12
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Risk and Return

Closer study of Nairobi's garment industry supports the connection between
risk and firm s1ze and highlight. a third risk management strategy: demanding a
risk premium. The data in Table 6 suggest that lack of compensation for
increasing risk may also keep small firms small. Total net inccme rises with
enterprise size, but other profitability measures show 1o such uniform
improvement for larger pusinesses. The largest size category apoears to belie
the size-income relationsnip, but their figures may reflect the tendency of some
of the largest -- and pertiaps most profitable —- businesses to understate their
revenues rather than genuinely lower net incomes. For the first five size
categories, the trend is clear. Turning, however, Tram absoiute to relative
prefits, the picture changes. Again leaving aside the largest size category, the
rate of profit shows no significant difference among ths five groups. The rate
of return on capital drops through the Tirst four categories, and only improves
for the medium and large firms. At the same time, larger businessas require more
resources. Working and fixed capital requirements increase steadily with size of

the business.
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Tabls 5: Mairob: Garment Froducers: Selectec Capitai and Profit Indicators
(me2an valueg)

~~~~~~~~~~~~~~~~ Mean Amounts

et vinrwing Profit Return
Firm size Firms Tncome Capital Equipment Rate on Capital
{n) (K.shs) (K.2hs) (K.ghs} (%) (%

1~person 91 48,752 3,750 10,880 43.2 3935
2-3 persons 111 65,581 13,465 18,082 37.0 259
4-6 persons 50 265,846 33,437 45,330 24.5 242
7-10 persons 8 652,659 127 .61¢8 167,518 28.3 182
11-5C persons 4 7,385,332 142,857 374,075 41.7 %0
50+ persons 4 1,854,215 588,500 163,673 38 1710
overall 268 244,296 27,305 128,799 26.1 324
F-statistic n.a. 7.33 24.89 15.96 1.45 1.94
significanca

of F n.a. L0001 . 0001 L0001 . 2054 L0875

These figures suggest that a business with five or six employees has
little incentive to grow larger. Growth will reguire additional investment in
equipment and working capital at the came or lowsr rates of return. In a
relatively ‘safe business environment, entrepreneurs might reasonably continue to
invest at a constant rate of return. But, as we have already seen, Nairobi’s
business environment is risky, making rational investcrs reguire higher returns.
For the entreprenreur with enough capital to enter the ¢lothing industry with a
large business, the returns appear attractive. But for the small business
returns at the next size level offer 1ittle inducement tc expand. More
attractive is the prospect of beginnirg a second small business with a simiiar
rate of return on capital and the addea benefit cof spreadina the risks., Another
business -- or even & house or rural land -- offer sconomic cecurity in the
event of failure of the first business. They are also a potenitial scurce of
collateral for business borrowing, though, as we will sse, they are rarely used

as sucn.
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Unused Collateral

Many studies poirt to lack of capitai as a constraint Lo smail business
growth. Yet the problem may nct be what it first appears to be. Nearly half
(48.2 percent) of the EFast'ands smal! manufacturers exnressed a nsed for low
interest loans for work.ng capital. and nearly a third (31.86 percent) want loans
for purchase of equipment. Chservers of Kenvan small entarprise firequently blame
rigiaities in the banking system for the inabilily of small-enterprise-to horrow
(Centre Project 1989, p. 50; Kabwegyere 1977, pp. 985-86; Kenya 1991). In
particular they cite the requirement of physical collateral as a major stumbling
block. Yet many owners of small businesses own land or other assels that would
be acceptable collaterai. Their obvious reluctance to secure a business lozn
with these assets is a response to a risky environment (Ng’ethe and Wahome 18587,
p. 162). The Eastlands manufacturers and Nairobi garmert producers axhihit’
similar risk aversicn. Among the Nairobi garment producers, for example, nearly
half (47.3 percent) cwn land, but two-thirds of these have naver attempted to

use their land as collateral for a husiness loa

Conclusions

What, then, can we conclude akout why small firms stay small? Business
owners’ risk-management strategies suggest several pcssible answers. First,
small manufactiring firms stay small because smallness and Tlexibility protect
the business owner against the hazards of the Nairobi business environment.
Second, their preference for safe” products with a known and fairly certain
market leads to intense competition that limits profits and growth potential.

Third, the absence of a risk premium in industry rates of return on capital
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encourages diversification rather than business expansion. Finaliy, business
owners’ reluctance to collateralise their assets {or business borrowing limits
the capital available for expansion.

The preponderance of very small firms is sometimes portrayed as eviderce
of the failure of African entrepreneurship (Marris and Somerset 1971, pp. 123-
24). The data on Eastlands small manufactureirs and Nairobi garment producers
suggest that small size may rather be the result of mederately visk-averse
business owners using rational risk maragemant strategies to steer smaill

flexible businesses through the uncertain waters of the Kenvan eccnomy,

4. POLICY IMPLICATIONS

To inprove employment, efficiency, and technological development,
policymakers must design policies and programmes trnat o.unter entrspreneurs’
risk aversion and enable more firms to grow into the smail and medium range.
Genuinely helpful policies require creativity. Policy suuoort of small-industry
froguently emphasises supply-side inputs, 1.e., provision of a varijety of
services to small firms to encourage tiheir cdevalopment. While useful, these are
insufficient. The government's stated commitment to an "znabling environment”
for small-scale manufacturing and jua xali enterprises comes closer to the real
need (Kenya 1986, p. 55; Kenya 1988, r. 165; Xenya 1991). what may not yet be
fully recognised, however, is that a t uly enabling environment must be less
risky. Appropriate policy must address both background and business risks,
reducing the nead for counterproductive ~isk management strategies. A subseauen
paper w11l address pelicy issues in more detail. The following are some

“discussion starters” for policy change and programme development aimed at
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reducing the negative impact of risk.

Risk and the Policy Agzenda

The findings suggest four broaa areas for the policy agenda: reducing
background risk, facilitating risk screading, compensatina for increasing risk,
and a thorough examinaticn of existing policies and pregrammes for potential

effects on the riskiness of small enterprise.

Reducing Background Risk

A less hostile environment weould reduce the incentives for smallness. Both
macroeconomic reform and improvement in intermediate or meso policies affecting
individual and household well-being should benefit small enterprise.

Macroeconomic policy -- policies aimed at influencing the price level,
amployment, and total output -- have three major effects on ri¢k. First,
coherent macropnlicy should stabilise an economy, reducing the fluctuaticn risks
that arise from osciliating price, employment, and output levels. Second,
macropolicy aimed at increasing the overall rate of growth ot at shifting the
distribution of income toward poorer segments of the poptiiation can ‘increase
demand for the products of small enterprise, thus reducing the risk cf realising
an income below the critical "safety-first” ievel. Third, trade golicies, by
affecting the availabiiity of inputs, competition from imports, and access to
wider markets, can make the business environment mcre predictable.

If the consequenrces of failure were less dire, business owners might

ct

invest more. Thus, interwediate, cr meco policies that cover the level and
structure of expenditure for social programmes have a vital indirect effect on
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husiness. I1lness, fire, loss of a family member’s job may force an entirepreneur
to dip into a bhusiness’s working capital. The general need to maintain
flexibility blocks purchases of needed matarials or equipment. Providing basic
needs -~ heaith care, food, educaticn, housing, and other amenities —- reduces
background risks for small businesses. And a lecs risky envirommeni encolirages

investment and capital accunulation.

Facilitating Risk Sptreading
Businesses might be enccuraged to ventura out in diffarent directions if
they could be protecled from some of the risks of faiiure. Business ownars

currently protect themselves, as we have seen, by concantrating in "safe” market
areas, by staying small and/or by diversifying into sther kusinesses or types of
investments. Government could enccurage movement intc new areas by sharing the
risks of change with small-scaie entrepreneurs. The goverrment coula, for
example, subsidise small enterprises’ efforts at new product development and
marketing, the initiation of new technologies to improve productivity, or
employment expansion. Government’s +initial risk sharing would exparnd the safety
zones of business owners following the cautious suboptimising mode’ of risk
aversion. The government might also consider tax irebates or subsidies to large
industries that subcontract to smali firms or develep incentives to encourage
networking of related small industries.

Since employment is sc crucial in Kehya, we detail cne possible programme
addressing the employment issue. Established businesses with four or five
employees need incentives to expand employment. One approach might be to link

wages paid young scheol leavers to can eligibility. A job bank of school
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leavers willing tc work for a set wage in smail-scale industry could be
established. Then small firms meeting minimal age and siz» qua ifications could
be granted low interest joans for equipment or working capital upon submission
of prcof that they have hired workers from the job bark. Obviously such a scheme
would have to be very carefully designed and admnistered to avoid being

politicised or mired in corruption.

Compensating for Higher cevels of Risk

We have observed that small businesses are discouraged from expanding
because of lack of appropriate compensation for the added risk involved in
"putting their eggs in one basket.” Policy, therefore, should be aimed at
mmproving returns tc capital for small and medium firms. Increasing net incomes
or lowering capitai coste will achieve this aim. To promote growth, tne
government could offer btusinesses the opportunity te expand facilities easily.
For example, they might rent workshop space at rates that decrease per unit with
the amount leased. Subsidised loans for purchase of capital equipment or rebates

on wages paid to job-bank registrants would also reduce cost: and improve

returns to capital.
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Tabie 7: Stated Needs of EFastiands Small Manufacturers

-—= Firmg Statina Neeg —--—-
Need Number %

Low interest loans for

working capital 1e1 48,2
Better places tn work 132 53, 4(a)

Assistance in getling raw
materials 91 36.7

Loans cr g¢rants for purchase
of better equiorent 78 21,8

Assistance in gqetting
products to expoart market 49 19.8

Technicail assistance to help
make betler products 41 16.4

Freedum to work without
harassment 19 7.8

Based on 19886 survey only,

(a) There were significent d4ifferencas emong groups in this response,
depend*ng on presert type of worksite. Th2 valiue of the eta
statistic 1n the crouss-tabulaticon cf this guection with the
workplace variable is 33554,

Note: Total number of responses axcealds trie number of cases bacause
business cowners gave more than uhe replv,

Impact on Risk of Existing Policres, Programmes. and Implementatior
Recogniticn of the key rtole of risk in kheaeping small businese small mus

be followed by a reevaluation of existing policies. programmes, and
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implementation for thei- effects or background and cusiness risks. Top priority
should be given to rat-onalising policy imnieranuatior so that business owners

know what to expect.

Conclusions

That risky environments can ba managed is clear from the succass of some
of the small-scale entrepreneurs in this study. The problem is that firm level
risk-management strategies can counter broader goale of industrialisation and
development. It is precisely here that policy intervention can be most useful.
Government initiatives can shift individual incentives to promote corporate
goals. The suggestions offered in this sect:on are illustrative rather than
exhaustive. All of the specific proposals may be. reject :d. Wnat is more
important is that the basic finding =- tha* r+fk 1% a ma_,or reason why small

firms stay small -- be translated into practical action.
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NOTES

™~

Many people made this recearch poscsibie. The 1986 field rasearch in
Kenya was funded hy & grant under the fulbright Programme. The American
Association cof University Womern supported the iritial analysis and
writing with an Americar Dissertation Fellowship, and The Johns Hopkins
University supplizd additional fe'l.cwship assistance. The Joint
Committee on African Studies of the American Council of Learned
Societies and the Social Science Research Council, with funds from the
Nationai Endowment for the Humanities and the Ford Foundation, supported
the 1489 field work. The Ford Foundation's nNairobi office provided a
grant for related Tibrary research. Many individuals offereqd advics,
criticism, and morat support. I am especially grateful to M.S. Mukras,
Kabiru Kinyanjui, Mjuguna Ng’ethe, Michaesl Schatzberg, Gerrishon Ikiara,
and William House.

The Swahili words Jua kali mean "harsh sun” and are commonly used in
Kenya to describe businesses located out of dcors.

In developing countries the vast majority of establishments are
independent enterprises. We can, therefore, safuiy uce the terms "firm,’
“establishment,” business" and "enterprisa" iiterch.ngeabiv.

While it is impossiblie to review al) the categorisations of firm size
found in the literature. a few examples will illustrate the problem. A
classic study by Staley and Morse {1965) d-vic: developing country
manufactut ing firms into three size categories: 'very small” with 1-9
employeas, "small” wiln 11-99 employees, and “iarge” with 100 or more
employees. Two data sets —- the Kenya Government Statistics {Kenya 1988,
1990) and the set of studies by Chuta and Liadholm (1985) -- use only
two categoriass: "large and "smail." Haprn-ly, thev aiso agree on the
firms to include in «-~n- "sm-.\" conuists of firms with fawer than 50
employaes; those with 5C or mor: are .arge”. The world Bank studies
consider 100 workers as the cutoff for "large” and consider those with
50 to 99 employees to oF "medium.” and with fewer than 50 workers,
"small.” Within the ".;mall" category they sometimes subdivide, using
“very small” to indicate any firm with fewer than ten workers, and
"cottage shops” or "household industries” to describe those with fewer
than five workers (Page 1¢79, Andarscn 1982, Littie, Mazumdar, and Page
1987; Little 1987; Courtes, Berry. and Tshag 1387). The fact that some
count "empiloyses” and others "workers” further complicates comparisons.
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The term "missing mida 2,” athoucgh clearly *-aceable to Staiey and

Morse, nas more recc-..y "€ el ~cisea bY o tie worid Bank’'s (1989)
study, Sub-3sha-ar Afiica: Froo ' 1s7s to Sustainable Jrowt. Scme, like
Marsden (1930), deny its exist-.ce. kanyas gevernment (Kenya 19914, p.

4) recogrises thit, evan compar=d to other dr»e'op.iiga c.unt: ies, Kenya
has few manufacturirg -irms employing 1C-50 persons. Obviously
differences in measures of size, groupings into categories of small,
medium, and large. as well as in countr . ec selscted for study will
produce different results.

Lipton (1979, 1. 546) defines r.sk aversion a2s the psychologica’
predisposition to avoid fair pets and fluctuation aversion as the
psychological disposition to avoid unsteady outcomes. Tha concept cf
fluctuation aversion ungerlies the economic modeliing of the risk averse
individual as one with a concave utility function. See Newberry and
Stiglitz (1681, pp. 69-76) for a good summary cf the utility approach.

The ILC’s Kenya mission {ILO 1972 popuirarised the term "informa’
sector.” While intuitively useful, the term dce: .ot represent a clearly
definable subset of small businesses and is, tinerefore, analytically
difficult to apply. I do not use the term.

Scherer (1920 pp. 145-47) uses a sinulation mod:® ‘ncerporating the
assumptions of Gibrat’s law of proportionate = to 17 lustrate this
process. He assumed a fixed acpulaticn of Firms and an identical
distribution of growt" rates corfronting each firm regar diess of firm
size or the firm’s =ast gt owth -~ “story. Scherer alsce incorporated a
“pankruptcy rule” cau.ing a fi- to drep ou* of '"e industry permanently
if its sales fell tulcw a certain “ove', Start ng with 50 firms, each
with the same f -st year salec and Lhe same average jJrowlh irate over the
long run, Scherer ran 16 simuiations of industry performance. The
statistical va:iations in per formance arouna tie average rate of growth
gave some firms an ear'y advantage and resulced aftes 25 to 100 zears in
the familiar high'y stewed overall distribution. The {act that Scherer’s
results show much ‘ecs concentr-Lion after .0 or 40 years suggests that
Tuck cannot fully exp™:in the skewed distribution of newer industries or
of industries 1n newly i .dustrialising countries.

Some studies of very smali enrterprises identify two droups of firms: the
typical "informal” business characterised by 1nw earnings, low skills,
strong competition, ard ease of entry, and slightly larger small
businesses with a posit.ve surplus and a capacity tc accumulste capital
(Steel 1977, Nihan 1980. House 1981, Fields 1960). I prefer to
conceptualise the differences as forming a continuum from least to most
formal (McCormick 1987). See McCormick (1988, pp. 1156-13%5, 228-304) for
a detailed presentation of the tationale and the construction of scales
for eacn dimension of formality.
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10.

1.

12,

13.

14.

15.

16.

penrose’s (1959) previous identification of the "interstices” of
manufacturing as the domain of sma’ll enterprise is a forerunner to this
notion.

It was impossible to estiinate arnual profits or losses for the Eastlands
small manufacturers. Over half {585 percent) of the respondents keep no
written records. The use of a cross-sectional survey also limited the
usefulness of financial data. Finally, aithouuh the survey asked only
about income frcm product sales, some businesses had other income, such
as training fees or chargss for repairs. Lacking a reliable net income
figure, I constructed a dichctomous variable based on the satisfaction
of at least one of two conditions: the longevity of the business. and
the profit or loss caiculated for the survey month. Together. the two
measures formed the profitability test. A husiness was considered
profitable if its net income for the survey month was non-negative or if
the husiness had beer *he primary cupport of its owner for at least four
years. The rationale for the components of the profitability test,
including the four-year cutoff, are discussed in detail in McCormick
1988, pp. 202-28 and 359-80. By this test, 184 of the 248 firms (147
operated by men and *7, by women) were profitable.

Althougn subcontracting and manipulating the apprenticeship system may
also increase fiexibility, they were not amcinig the main risk-management
strategies for the Eastlands small manufacture:

A1l of the respondents mentioned by name are rgal people. The
information is taken from survey questionnaires, follow-up interviews,
and, in some cases, informal conversations. The namas used are
pseudonyms; locations dre approximate.

The variable FLEX was defined by assigning one point tc each of the
three component variables:
(1) Secur 'ty of a:scess to workspace (| = workspace just used; 0
= all other responses),
(2) Family mode of production {1 - single-person firm or larger
firm employing family labour; & - &11 other), and
(3) Capital per worker (1 = depreciated value of physical
capital! less than k shs. 2.,000; 0 - higner capital).

Though not suiprising, this result is ro. mathematically obvious since
formality ard filexibility are mutually independent.

The SIZE variable combines measures of workforce and capital sizes.
Each was measured on a ten-point scale, giving a composite variable
with a theoretical range of C to 20. The actual range is 0.29 to
16.99, with a mean of 6.00 and median of 6.16,

Work "orce size was based on a definition of ~he full-time-equivaian:
workforce variabie, WKRS = FTW + .8PTW + .57 + .06RC, where FTW ‘s ©
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and a —edian of 7.0. ine variab'e was ther re.:alsd by dividing each
va'ue hy 3,422,

Capital s-ze was based on the depreciated vaiue of capital eguipment,
using a te~-year life. anc straighti-line der~ - -Lion. Gbserved values
ranged from € through X.shs. 72,740, with me. . .10 half the
businesses having capital werth less than k.chs. 830. Pacause of the
highly skewed distribution. tha caprtal size was deafirad to be twice
the log of the deprec-ated valuz of equipment except that where
capital had zero value, zZerc was used in piace ¢f the mearingless 1ag
(0).

A more complete discussich of the -atijonale for the construction of
these variables can he found in McCormick 1982,

The businesses were divided into three age cateqories: less than four
years old, four to ten -eirs. ara aover ten year-. The first category’s
upper limit was set at “cur years because of high failure rates in the
first three years of business (itac 198C, Hu™" °'3986). For a more
complete discussion of the issue of f rm loncevity, -~ee McCormick (1988,
pp. 218 ff).

The canonical correlations of the functions w2rs .6L29 and 4270
respectively, indicating that they are fairily successful in separating
the cases into two groups (Kiecka 1980, pp. 36-37).

Tau is a proportional reduction -n error statistic that compared the the
discriminant function’s classification errors with the errors that would
result from random assignment of cases. For exampla, the tau,of .605
shown in Table 4 indicates that classification based on the
discrimisating variaple.. made €0.5% fewer errors that wouid be expected
if cases were random-v assigned Lo a category.

~The variable PROFIT was set equal tc O for busir..-es &t least one year
old with income insufficient to cover cwners :. .. ies and either low
rates of profit and capital accumulation, or negs.ise2 net income. At the
other end of the spectrum, businesses with pro©its equal to at least
three times the cwners’ salaries and profit rates of 30 percent or more
were coded 2. For all other husinesses, PROFIT was se! equa® to 1.

The standardised canor:cal discriminant func*icrn coefficionts were as
follcws:

FLEX ~. 40117
AGECAT .92573
SIZE 04786

The canonical co-relation coefficient was .361 chi sguared at 3

4%
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degrees of freedowm was 10,473 for a significance of .0149. The tau
statisti¢ of .4 indicalzs that cliassificaticn using the discriminant
function results in 40> fewer errors than wouid have cocourred by random
assignmenc into two groups.

22. Although 47.3% of *hne Eastlands manufacturers own land, only 27.7%
currentiy have a title deed. Probably only those who can prove ownership
with a Zitle deed. can obhtain kank zredit. Even so, only haif of those
with ccllateral have appiied for loans.
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Appendix A

RESEARCH METHODOLOGY

Tha reseai'ch was conducted in two distinct segments: the first in early
1986; the second, Trom Januery 198v threo. th December 197U. Each part involved
a sample survey cf busiress owners. The weaknerses of the survey mnthod,
particularly when resear.har and respondents come from different cultures, are
wall known (0'Barr 1974. Hopkins and Mitchell 1¢74). Nevertheless in the
relatively uncharted territory of small-scale production, surveys are an
invaluable means of estab'ishing the broad contours of a population. To
compensate for the deficiencies of the hasic method, I added informal

interviews of nor-randomly selected individuals.

1986 Survey

Because my definition of rmall enterprise cut across categories of
formal and informa! sector usec¢ by the Kenyan Central Bureau of Statistics,
the on'y way to ensure a valid lic® for sampling purposes was to take my own
census. Six enumerators (“our mer. -~ud two w~omen; weliked Nairchi’s Fastlands,
visiting markats, shopn centies, and recidantial areas. The result was a
Tist of firms in Easilands engaged in any type of manufacturing, and having
ten or fewer workers. The listing included each business’ s name, the name and
sex ¢f the owner, the nus'ress’s ‘location, the parti-ular activity performed,
and the number of workers. The area surveyed, which is roughly triangular in
shape, extends from Kariokor, Shauri Moyo, and Kaloleni on the west, to

Dandcra, Umcja, and Buru Buru or the east, and inciudes the heavily populated
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Table A.1: Stratified Random 3ample, 19386 Survey

Sample @ —e——— Popuiatior

Total %

Number of Number cf
Group Firms Firms calip le
one-person firms 80 1,i0€ 4,59
2-3 person firms 82 811 10,11
4-6 person firms 61 292 21.23
7+ person firms 25 57 42.10
TOTAL SAMPLE 248 2,366 8.85

Hypothesizing unequal success rates for firms of different degrees of

formality, I used stratified random sampling with four strata based on number

of workers in the business.

The number of firms tc be selected from each

stratum was estimated using a procedure designed to ensure adequate

representation by
p. 146-52). After

random numbere to

sampling smaller stra.a more heavily {(Moser and Kalton 1971,

numbering firms sequentially in each size category, I

used

select business owners for interview. The proportion taken

from each stratum ranges from 4.69% of the one-person firms up to 42.1% of the

largest businesses, with an overall sample of 8.65% . L.ne population {see

Table A.1). Interviews were conducted in the language most comforiable tc the

respondent, but all answers were recorded in English. I later sclected eleven
cases for informal interviews, hoping to gain additional insights into the
distinguishing characteristics of female-owned businesses. differences amcng
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trade grougs, and common cpezrating orot ams. The 'our women and seven men
chosen ncn-randomly included four textile workers, three metal workers, a
carpenter, a shoemaker, a wodd <arver, and a basket maker who serves as

officer of a women’s coaper..'.ive.

1989-90 Research

The 1989-90 research dealt with clothing manufacturers of all sizes. The
methodology was simiiar to that used earlier with two exceptions: the
geographic boundaries were extended to include all! of Nairobi, and a series of
short follow-'p interviews was administered over a period of 15 months after
completing tha initial interviews.

Six enumerators {three men and three women) tonk the census by walking
through the city centra and markets, shopring cen.re., «.d residential areas
in other parts of the city. Because of the nature of Nairobi’'s industrial
area, large scale firms ware harder Lo locate thar -maller ones. We,
therefore, supplemanted the "waik through” with a 1list ¢f clothing
manufacturers compiled from various government and private sources.

The sampling methodology was ideniical to that used in 1986, using the
same four siza2 categories for the sma*lest firms with additional categories
for medium and large businesses. The sample and popu.ation are listed in Table
A.2. A Kiswahili version of the questionnaire ensured that interviews in

English and Swah111 would be identical.
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Sampie 00 —————- Poptilaticon —--—-,

Total %
Number of Number of in
Group Firms Firms Sample
one-person firms 51 747 8.17
2-3 person firms 101 909 11.11
4-6 person firms 56 413 13.23
7-10 person firms 21 68 30.88
11-50 person firms 14 32 43.75
over 50 persons 15 30 50.00
TOTAL SAMPLE 268 2,200

After the initial lengthy interview, each firm was revisited up to three
times over 15 mont'.s. The follow-up interv'ews provided “nlornation on
equipment acaursitions and ratirements, current piduction, financial
information, and operating nroblems. We alsc learned that 21 businesses ceased
operating between tha fir:t interview and Dacember 1020. Luring the course of
the research I persanally concuc' 2d appiroximately twenty formal or informal

interviews,

Daca Analvysis

I used the Statistical Package for the Social Sciences (SPSS/PC+) for most of
the quantitative analyses, drawing for theoretical background on a variety of
sources. General works include Bialock {1981), Agarwal (1988), and Norusis
(1986a, 1986b); for discriminant analvsis. I drew heavily on Dillon and

Goldstein (1984) and Klecka (198Q).
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Flexibility

Business Age

Size

Profit/ Profitability

Net Income

Rate of Profit

Tetal Equipment

Appendix B
VARIABLE DEFINITIONS

Index based on the three ways Nairobi small
manufacturers most often maintain flexibility, with
cne point assigned for eazh practice: workspace
"jusi used”; single-persor firm or larger firm
emplioying Tamily labour; low capital per worker
{depreciated value less than K.sh 2,000 in 1986,
less than K.sh 2,560 ir 1989).

The number of years sirce the husiness began. A
related variable, age category, grouped businesses
as less than four yeatrs cid, four to ten years old,
and over ten years old.

A composite index giving zqual weight {o employment
size and the denreciated value of capital
eGuipment,

For Eastlands wmanufaniures (1946), profit or
profitability is defir.. a. . dichotomous variable
taking the value of cne if either of the following
were satisfied: the business had been the owner’s
only source of support for four years o more, or
calculated net income (including depreciation and
owners’ salaries) was positiva.

For Nairoby garment producers (1989-9G), a variable
categorizing firms iato three grouns on the basis
of annual net income and raic ui growth., Fimme were
unprofitable, moderately profitable, and very
profitabis,

The diff~rence hectween estimated annual total firm
revenues and iotal expenses, excluding owners’
salaries and dezreciation on equipment.

Net income divided 3y total firm revenues.

Undepreciated Lotal value of machinery and
aquipment.
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Rate of Return on

Capitatl

Total Capital

Working Capital

Initial Capital

Workers

Revenues per Worker

Value Added per Worker

irms Stay Small, WP 83

Annual net inceme divided by *total capital.
The sum of total squipment, working capital, and
inveniories,

Cash in the bank or on hand at the time of the
tnitial interview,

The value of cash, materials, and equioment in hand
wen the businass began,

A measure of Tull-time eqguivalent workers,
including regular workers plus fractions of casual
tabcurers and trainees.

Sales revenues divided hy the number of workars.
The sum of labour costs, other expenses, and

estimated owners’ salaries divided by the number of
workers.,
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