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ABSTRACT

This paper discusses a number of policy issues which are aimed at enhancing the growth of small and medium-scale enterprises in Africa. It identifies the macro-policies that African countries adopt in the pursuit  of their economic development as well as analyzing how these policies influence the growth 
of SMEs. The obstacles aimed at preventing financial market integration and improved intermediate for familiar SME growth are investigated.

The paper also examines the impact of SME based skills’ upgrading and investment in technology.

Prior to the introduction of liberalization measures in the 1980's, the macro policy framework in Africa was heavily influenced by an inward-looking and state dominated economic strategy. Two important aspects of this policy framework need noting. First, it was been used primarily to further import substitution industrialisation strategy. Secondly, in most cases the typical policy instruments used to support this objective were based on direct controls (i.e. restrictive trade policies, regulatory industrial policies, direct controls of prices and the financial sector, administrative allocation of researched, etc.). 

However, in recent years, this approach to industrialisation has been heavily criticized for its neglect  of the SME sector and its excessive emphasis on protection and government intervention in the economy (Ravenhill, 1986). It is argued that the macro policy instruments used tended to: 

· encourage investment in highly protected but inefficient, capital-intensive and large-scale industries ; 

· discourage investment in labour-intensive enterprises ; 

· introduce distortions of factor markets, which in most cases are manifested in terms of differential impact on costs of factor inputs facing different size enterprises, and 

· encourage lobbying which often resulted in bias against SMEs. (Tesfachew, 1992).

The African economies have undergone varying degrees of structural adjustment reforms since 1980s. These reforms have involved macro policy and micro approaches. The macro approach aimed at creating a favorable macro policy environment through changes in macro economic variables such as, trade policies, taxes, prices, interest rates, wages and government regulations. The objective was to affect a broad class of producers and activities through effect on both input and output markets. The second approach, micro intervention, sought to promote the development of enterprises or ease their constraints through direct assistance in the field of finance, technology, skills upgrading etc.

INTRODUCTION

The World Bank (1994) study on the impact of the structural adjustment in the twenty nine countries identified that, the six countries with the most improvement in macroeconomics policies between 1981 - 86 and 19987 -91 enjoyed the strongest resurgence in economic performance. they experienced a median increase of almost 2 percentage points in the growth rate of gross domestic product (GDP) per capita bringing their median rate of growth up from a negative level to an average. I.1 percent a year during 1987-91. The increase in their industrial and export growth rates was even more striking. By contrast, countries that did not improve their policies saw their median GDP growth fall to a level of 2 percent a year.

The countries studied have generally been more successful in improving their macroeconomics, trade and agricultural policies than their public and financial sectors. Almost two-thirds of the countries managed to put better macroeconomics and agricultural policies in place by the end of the 1980s. Improvements in the macroeconomic framework also enabled countries to adopt more market-based systems of foreign allocation and fewer administrative controls over imports.

In the past, efforts towards SME development have focused on micro interventions. These are of course essential components of a strategy for the SME sector. But recent experiences have revealed that such efforts are often frustrated by the absence of a favorable macro policy environment which determines directly or indirectly, the demand for products as well as the cost and supply of inputs into the sector.

Lessons derived from past experience have increasingly led to a realization that financial liberalization will not be sufficient on its own  to promote economic growth unless efficient markets and financial institutions and markets to sustain financial stability must be an integral part of  general programme of financial sector development. The recent World bank study echoes emerging consensus, stating that "In general, liberalization will not necessarily lead to efficiency gains, and/or to the relaxation of financial constraints faced by firms in the presence of informational and enforcement problems" (World Bank, 1995).

Indeed, implementation of financial liberalization by itself would not create the solid basis for stability and development on two accounts. On the one hand, the financial sector development is closely linked to the real sector development and the evolution of the financial sector follows a certain sequence in response to demand for new kinds of financial services as the real sector develops (Goldsmith (1996)). Also the performance of the financial sector reflects prevailing conditions in the real economy. In this context financial liberalization should be supported by prudent "real sector" policies to enhance the creditworthiness of borrowers.

There  is no more important question in Sub-Sahara today than how to raise the productivity of SMEs. In the wake of policy reform programmes, African firms are being compelled to compete both at home and abroad with stronger and more experienced rivals. If ways are not found to raise the technical capabilities of African enterprises, international competition may deindustrialize Africa rather than provide the driving force for the new growth and higher living standards. The central question for the public policy maker is: What is the best way to support enterprise efforts to raise productivity in the more competitive environment.?

In developing countries, particularly those in the early stages of industrialization, advances in productivity come largely by way of imported equipment and ideas. Firms can increase productivity by making purposive investments to increase the flows of technology. Acquisition of foreign technology licenses and technical assistance contracts are two examples of this type of investments. Further gains in enterprise productivity can be realized by investing in worker training. training not only enhances employee technical skills, for example, in operating existing equipment more efficiency, but also increase the firm's ability to adopt new technologies. Training with the introduction of new technology has been shown to have a crucial impact on productivity, since the productivity advantage of new technology over existing technology realized without a learning intensive process of experimentation, modification and adaptation to the specific circumstances of the firm (Enos 1992; Aw and Tan 1995).

THE DYNAMISM OF SME GROWTH

The growth of SMEs is thought to contribute positively to the twin goals of increasing productive employment and achieving a more equitable distribution of the benefits of growth. Further, the 10-49 category is seen as a fountain of entrepreneurial dynamism (Biggs and Srivastova, 1996). In 1987, a survey estimated that there were 4,1000 largely Kenyan owned enterprises with 10 to 49 employees. In Cote D'Ivorie, registered small modern enterprises are outnumbered by micro-enterprises, by a ration of 50 to 1.

Even in Kenya, another survey showed between 1974 and 1984, only 20 new enterprises with between 10 and 20 employees had been created each year. This scarcity lead to concern about "the missing middle" in Africa and the desire to fill it with productive, growing small modern enterprises (ILO 1994).

Although much smaller in number than micro, small modern enterprises can outperform them in terms of growth. A study in Ghana found that a sample of micro enterprises established before 1975 had experienced an increase of 58 per cent in their average employment levels, from 4.3 persons in 1975 to 6.8 persons in 1989. The increase in small modern enterprises was much higher, at 22.7 per cent, from 20.5 to 6.7 persons per enterprise over the same period. Although some small modern enterprises originated as micro enterprises, the African experience has not been very encouraging in this respect. About 80 per cent of small modern enterprises in Sierra Leone, Rwanda and Botswana in the 1970s and 1980s did not start as micro enterprises, this indicates very  low "graduation" rates from the micro-to the small modern enterprises level and contacts with experience in the 1970s in Colombian, the Philippines and India, where over half of small modern enterprises started out as micro enterprises (ILO, 1994).

Studies undertaken in Ghana, Kenya, Zimbabwe and Cameroon (World Bank, 1993) revealed that some micro enterprises operating in the manufacturing sector  of African  economies do grow up to "graduate" into larger size classes. Over the economic life of the  survey firms (which ranged from as much as 25 years to a few moths), about half of the firms which started as micro enterprises managed to grow out of the micro enterprises size class. This is a higher percentage than found in several previous surveys (for example, Liedholm and Mead (1992) found only about 20 per cent of micro enterprises ever "graduate"). These studies also indicated that the period over which growth is measured also makes a difference to the graduation rate. In this regard growth measured from start-up to present, but over a period of 5-6 year period revealed that in Ghana, the graduation rate declined from about 50 per cent to 20 per cent and in Kenya from 50 per cent to 10 per cent. The results also showed that almost no micro-enterprises "graduate" to become medium enterprises.

Some studies analyzed employment growth across enterprises of various sizes in developed countries during the 1970s and 1980s, and found that job growth had been disproportionately concentrated in small firms. (Birch, 1987, Brown and Hamilton and Medoff, 1990). The studies undertaken by the World Bank also examined employment growth within each size class for older firms for Ghana, Kenya, Zimbabwe and Cameroon and found that the growth rate for micro-enterprises was 29.8 per cent in Ghana; 83.1 per cent in Kenya; and 82.5 per cent in Zimbabwe. These results shows that micro firm have the fastest growth rate, while larger firms grow slowest. However, the studies also showed that overall during the period 1986/92 the larger enterprises outpaced the combined contribution of micro-enterprises.

Determinants of Firm Growth

The growth of the SME sector is very much dependent on the policy and regulatory environment. The later consists of broad, high level policies which affect the economic and regulatory conditions in which SMEs have to operate. They include macro-policies for the stabilization and growth of the economy. The provision of technology capabilities and skills upgrading promote higher enterprise productivity and growth through improved techniques, and the related introduction of better quality products which yield the enterprises high added value and larger markets. The provision of financial services, technology upgrading complement the beneficial effects of a truly enabling policy environment.

MACRO POLICIES AND THEIR IMPACT ON SME GROWTH

The main objective of this section is to present a general discussion of the impact of macro policies on SME sector. It identifies first the typical macro policies that African countries adopt in the pursuit of their economic development objectives and analyses the mechanisms through which these policies influence SME development.

The Nature of Macro Policies

Studies undertaken in Africa (Haggblade,et al; (1990); Dessing 1990; Liedholm and Mead, 1992; and Mulat 1996) identified that the macro and regulatory policies that affect the growth of SMEs can be categorized into fiscal policy, monetary policy, exchange policy, import policy and labour policy. These policies are discussed below. 

Fiscal Policy

The impact of government taxes on the SME sector depends largely on whether the taxes levied are direct or indirect. Double taxation (direct and indirect taxes) erodes profit thus minimizing re-investment, working capital and savings. Also exceptions from duties on imported inputs for foreign investors creates stiff competition for locally produced inputs. Taxation may prevent vertical expansion of the SMEs and their integration with the larger governments to achieve certain objectives such as income distribution, employment creation, transfer of technology, market expansion and so on. 

The public expenditure can affect SME through the output market. The major constraint facing SMEs is the low level of domestic demand. The governments have not been a major source of demand for SME products. Empirical evidence indicates that direct government purchases typically account for less than one per cent of the total demand for SME manufactured goods. A significant proportion of current expenditures is still on wages for public sector employees. Thus, to the extent that the reduction in public sector employment resulting from SAP may have in turn reduced the demand for SME sector products.

Monetary Policy

The structural adjustment policies pursued since the early 1980s have also included measures to liberalize the financial system, foster competition and create a more efficient capital market. It is believed that the deregulation of the banking sector and especially the decontrol of interest rates would encourage a free market system which would allow all borrowers to compete for the available financial resources. This phenomenon has resulted in the major banks recognizing that the SME sector is a viable sector for financial institutions to invest in.

Exchange Rate Policy

The adjustment of the exchange rate through devaluation's can also have both negative and positive effects on the production and competitiveness of the SME sector. Generally, the immediate effect of exchange rate devaluation is to raise the local price of imported goods and created temporary shortages in imported items leading to higher demand for SME sector products. Thus, to the extent that the SME sector rely mainly on local inputs, exchange rate adjustments can result in competitive advantage for SME products vis-à-vis larger enterprises. 

However, in cases where SME sector enterprises rely on imported inputs, devaluation and/r shortages in foreign exchange can create serious supply-side constraints. It could affect not only the supply of new machinery and equipment but also the availability of second-hand equipment and revealed materials in the domestic market. Therefore, the effects of exchange rate policy on the SME can be either negative or positive depending on the type of policy pursued, the degree and nature of linkages with large enterprises and the level of dependence on imported goods.

Import Policy

During the early import substitution industrialisation stage, consumer goods, especially luxury items (for example, clothing, household appliances, motor vehicles, spare parts , etc.) were generally taxed at a higher rate or have stricter quotas than capital or intermediate goods. This is intended to make capital cheaper for local producers and to encourage local production of consumer goods. But, in some cases the classification of consumer goods includes items that SMEs use as capital equipment (e.g. small motors, bicycles, refrigerators, etc.) In this situation, tariff protection is likely to be biased against SMEs in the sense that the latter group of producers will be subject to higher increases (i.e. in per cent age terms) in the costs of their inputs, while larger firms obtain imported at a lower cost.

Export Policy

To what extent does the special incentive (e.g. tax, incentives, tariff exemption, confessional loaned, institutional support in marketing, direct subsides per unit of scales in export markets, etc.) that governments sometimes adopt to encourage exports benefit the SME sector? It is unlikely that such measures would have a direct effect on SMEs sector since the latter tend to produce predominantly for the local market and, therefore, do not fulfill the basic requirement for eligibility to export subsides and other benefits. Moreover, in most countries, the regulations and criteria governing export incentives are designed in such a way as to benefit large enterprises and preclude SMEs. Despite such discrimination, however SME sector enterprises may benefit from export incentives through backward linkage effects.

Exporters sometimes use SMEs as suppliers of inputs and services. Subcontracting by large-scale exporting firms to SMEs, especially in the field of garment manufacture, is, for example, quite common in Africa. Although the importance of subcontracting in Africa is difficult to gauge, its advantage for contracting firms is that they can minimize production costs by switching some of the highly labour-intensive activities to SME sector.

Labour

An increase in the purchasing power of modern sector workers through the introduction of legal minimum wage may create additional demand for the products and services of both larger enterprises and SMEs.  It should be noted, however, that labour markets in Africa are often segmented in a way that parallels the distinction between small and medium/larger-scale enterprises. Wage rates in the latter group of enterprises is generally higher (even among unskilled workers) than those employed by small-scale enterprises. Therefore, it is likely to be on low paid unskilled workers. Thus, to the extent that legal minimum wage benefits unskilled formal sector workers who tend to consume goods and services provided by SMEs, one would assume that such policies would favour the SME sector. An increase in the prices of format sector products as a result of higher labour costs will have an adverse effect on those SMEs which rely on the formal sector for supply of inputs.

STABILIZATION AND STRUCTURAL ADJUSTMENT TO SME GROWTH

During the stabilization period and in the initial stages of structural adjustment programmes, the main burden of policy reforms usually falls on the demand side. The Central objective is to correct the internal and external imbalances by reducing aggregate through both fiscal and 

momentary restraints.

Fiscal and Momentary Restraints
On the fiscal side, typically the main target (apart from tax restructuring), is government expenditure since it is, more often, the source of deficits (both internal and external) and one of the main reasons for rising domestic inflation. The reforms employed in this field include; 

· sharp reductions in public sector investment, especially new projects, infrastructure, as well as government purchases of new equipment and machinery ; 

· cuts in recurrent government expenditure, through retrenchment in the civil service, closure of government departments, cuts in public services, etc; 

· restructuring of public sector enterprises, through privatization, removal of protection, closure of unprofitable enterprises, sharp reduction of subsidies and long-term support to parastatals, and internal restructuring of public sector enterprises with the view of making them commercially viable.

On the momentary side, restraint is exercised by curbing the growth of money supply (i.e., with the view of controlling inflation) and by reducing the effective supply of credit. To achieve the latter objective, countries are advised to move away from cheap credit policy by raising the price of capital (e.g. introducing market determined interest rate policy) and eliminating preferential allocation of cheap official credit. It is believed that once momentary controls are lifted and a market system is introduced, credit will be taken up and used only when it is profitable to do so and not, as in past, because it is cheap and available (Tesfachew, 1992 and Mulat, 1996).

Dessing (1990) reiterated that the changes resulting from the fiscal and momentary reforms may open many opportunities for SME sectors. For instance in cases where SMEs products are good substitutes of large enterprises output, it is possible that the impact of a fall in real income because of adjustment policies may decrease demand for the latter and increase demand for the former through the substitution effects (Tesfachew, 1992 and Mulat, 1996) argue that this would be a positive development for SMEs since it may involve not only a shift in demand but also a movement in factors of production from large enterprises to SMEs. This point is supported further by the findings from the study undertaken in Ghana and Tanzania (Dawson, 1990). The study notes that the economic vacuum created because of public and private sector was subsequently occupied by SMEs. Dawson observes  further that with the decline of public and private enterprises, there was an increase in sub-contracting arrangements between the public and private sector and SMEs as the former contract jobs which they previously did in-house.

At the macro-level, the immediate impact of these policy reforms has been to increase the availability of imports, to raise the price of both imported goods and locally manufactured products, and to shift the incentive structure towards exports (Ikiara, 1990, Mumbengegwi, 1990, and Niser, 1990). Dawson (1990) in hi study in Ghana found that this sudden increase in prices improves the competitiveness of some SMEs. The fact that majority of SMEs rely heavily on local raw materials and produce mainly for the domestic market has meant that the price increases due to exchange rate adjustments do not tend to adversely affect such enterprises. The studies in Kenya (Ikiara, 1990) and Zimbabwe, (Mumbengegwi, 1990) linked the expansion of SME sector activities in the 1980's to the rapid increase in output prices of large enterprises. Dawson (1990) in his study in Ghana and Tanzania observed that some of the enterprises were able to both diversify into new product lines and to competes successfully against imported goods because of the availability of imports. The SMEs attempted to increase the level of their "competitiveness" by improving the "quality for their output and by introducing" new products to the market

Impact of Regulations

In analyzing the impact of regulations on SMEs the specific types of regulations covered can be classified into the following categories; restriction on availability of foreign exchange; restriction on type of ownership of enterprises, labour regulations on wages, hiring and firing, price controls on input or output, restriction on location of firms, restriction on firm activities, and the total cost of acquiring with licenses. (Biggs and Srivastova,1996).

Studies undertaken over three years by World Bank (1996) in seven countries in Africa revealed that some regulatory constraints are more severe than other and that, in general, regulatory obstacles are more important to the larger firms compared to small firms. In particular foreign exchange controls and labor market regulations appeared more important than other categories of regulations.

The study undertaken in Tanzania by the Center for International Business Research (Helsinki School of Economics, 1992 found that more of the micro enterprises were not concerned with foreign exchange controls while 2 per cent of the SMEs and 22 per cent of the large enterprises ranked these constraints as important. In  Kenya (University of Nairobi, 1993) and Zimbabwe (University of Zimbabwe 1993) revealed that regulations controlling access to foreign exchange were cited as severe constraints by large enterprises. The same studies showed that a number of firms appear affected by labour market regulations related to minimum wages and firing restrictions. For instance in Tanzania 9 per cent of the firms would hire more workers if minimum wage restrictions were eliminated while the corresponding figures for Kenya and Zimbabwe were 14 per cent and 20 per cent respectively.

INVESTMENT AND FINANCE

Financial Reform

In the 1980s in Sub-Saharan Africa, many governments initiated a large scale restriction of the financial systems, as part of stabilization-cum-structural adjustment programme. Emphasis on these programmes was placed on the need to :

· adopt financial liberalization measures (control interest rates, and credit allocation to provide savers and intermediaries with sufficient incentives, and 

· enhance regulatory and supervisory functions to ensure prudence of the financial institutions.

An adoption of a financial liberalization policy has not been sufficient to generate a strong response in terms of increased savings mobilization and intermediation through the financial system, wide access to financial services and increased investment by the private sector. Accordingly the banking systems have remained uncompetitive and saddled with poor performing portfolios. The state owned banks have directed the bank that their credit to public enterprises regardless of their viability. Private banks prefer, commercial credit and have little interest in term lending or new, small clients.

In most Africa countries, the indigenous private sector consists in large part of households and SMEs that operate mostly outside the formal financial system. Survey evidence indicated substantial demand for external finance by growing enterprises that have reached the limits of self-finance informal saving activities that could be tapped to raise low rates of financial resources mobilization by formal sector. Hence integration among the different segments (formal, semi-formal and informal) of the financial system could be seen as one of critical paths to facilitate development through more effective resource mobilization and intermediation by improving financial resource flows to enterprises with high growth potential.

This section investigates obstacles preventing financial market integration and improves intermediation.

FINANCIAL  SYSTEMS

Informal Financial Sector
The informal financial sector in Africa consists of heterogeneous activities and organisations, including:

· semi-informal instructions such as credit unions and savings and credit co-operatives;

· less formalized, smaller-scale group arrangements such as savings groups, mutual aid associations, non-rotating savings and credit associations (SCAs), rotating savings and credit associations (ROSCAs);

· commercial lenders such as single collectors, estate-owners. landlords, traders, shopkeepers, and professional and non-professional money lenders;

· friends, relatives and business associates among whom transactions take place on a 
non-commercial basis.

Most informal financial agents/institutions tend to specialize in lending or savings mobilization, whilst  institutions engaging in both activities provide the service to members only. Informal financial units have been developed in response to the demand of a distinct clientele and each unit tends to serve a particular market niche (Aryeetey and Gockel, 1991).

Studies undertaken in Malawi, Nigeria, Tanzania, and Ghana (World Bank,1995) suggest that the informal financial sector may far exceed the formal financial sector in coverage, influence and even value transacted. Further, there has been a rapid increase in demand for  informal savings and credit facilities in the liberalized environment of recent years, rather than contraction in response to liberalization of the formal sector as predicted by the financial repression hypothesis. The growth in informal financial services in adjustment period may be accounted for by an increase in unsatisfied demand for credit following severe retrenchment in formal credit as a part of stabilization efforts. It may result from increased trading and commercial opportunities in the adjustment period. 

Whilst formal institutions continued to find it hard to overcome their inherent weakness and constraints despite reform measures, as discussed below, it is the informal finance sector, which has been always demand-driven, that has first responded by growing demand for financial services. However studies undertaken in Cameroon, Ghana, Kenya, Tanzania and Zimbabwe showed that informal credit plays a relatively small role for growth oriented SMEs. The studies also revealed that, informal financial markets and institutions catering to the growth oriented SMEs appear qualitatively less sophisticated when compared to their developing economies, particularly in Asia (Biggs and Srivastova, 1996).

The Formal Financial Sector

As in many countries, government in sub-Saharan Africa have mad attempts to diversify the institutional structure of the formal financial system by establishing specialized banking and non-banking institutions. With the Central Bank at the apex, formal systems typically comprise a variety of financial institutions, including commercial banks, merchant banks, development financial institutions (DFIs) and a number of non-banking and specialized financial institutions such as insurance companies and provident funds.

There are four types  of formal institutions that specialize SMEs. These include:

· non-bank intermediaries extending and related services under the direction of Non-government organisation (NGO) or a public or private development corporation.

· special credit facilities working in conjunction with commercial banks.

· specialized banks

· investment corporations extending debt and or/equity finance

The stated objective of these SME institutions are to become sustainable at the financial and operational level, and to the extent possible, to be institutionalized in the formal financial sector. According to Duggleby (1992) such institutionalization would involve "mainstreaming" of clients into a formal bank on the basis of their credit worthiness and/or absorption of the SME credit operation by a bank or other formal sector institution. Past experience of non-bank financial intermediaries serving SMEs indicate that the chances of institutionalization of the formal banking sector remains slim for several reasons. These are :

· lack of profitability in SME lending ;

· lack of diversification in financial services offered and SME portfolios; and

· lack of forward planning early in the process of design and operationalisation of the institution.

Institutionalization with the formal financial sector is a difficult process for SME finance institution for both market-related and operational reasons (Duggleby, 1992). The  development of financial intermediaries is critically dependent on improvement and enforcement of technologies, which should reduce the premium on external finance and hence, reduce the spread between the lending and deposit rates (Ghate, 1990). Therefore in addition to the shortcomings of the financial system itself, such as poor management capacity or inadequate supervising and regulatory provision, segmentation and fragmentation may also result from weakness inherent in complimentary institutions. At the early stage of economic development, when these complimentary institutions are underdeveloped, the dominance of self-finance and fragmented informal finance based on confined social relationship can be expected (Siebel, 1989).

Studies undertaken in Cameroon, Kenya, Tanzania, Zimbabwe and Zambia showed that formal credit is quantitatively the most important source of external finance on average. These studies found that outstanding bank loans constitute 10 - 22 per cent of firm's annual sales while overdrafts comprise another 10 - 15 per cent of total sales. However, in all countries surveyed, access to formal finance is strongly related to firm size. 

Almost two-third's of the large firms in the sample report having received a bank loan as compared to less than a fifth of SMEs (World Bank, 1993). This disparity was contributed by the fact that structural adjustment reforms and interest rate liberalization have led to high rates of interest fed by attempts by governments to move from monetizing deficits to borrowing from the credit markets. This crowding out by government borrowing has severely reduced the aggregated flow of credit to the SMEs. Secondly, all formal loans and overdraft are against collateral, and the size of the collateral is many times the value of the loans or overdraft ceilings. Thirdly, there is a virtual absence of medium to long-term debt instruments in most of the countries surveyed (Biggs and Srivastova, 1996). By itself, the absence of long-term debt instrument in the financial spectrum is likely to affect acquisition of fixed assets by  growing SMEs.

Markets Specialisation and Fragmentation

A major characteristic of the financial markets in sub-Saharan Africa is their inability to provide significant amounts of term financing for various projects (Goldsmith, 1996). This may be attributed to varied reasons for different financial units. For many formal banks reasons include :

· problems with maturity transformation of their liabilities ;  

· difficulties in administering terms loans, particularly with regard to screening and monitoring for relatively small borrowers; 

· relatively high transaction costs, partly as a result of loan administration procedures and relatively high risks of default  ; and 

· to a limited extent only, crowding-out by the public sector.

The most significant problem for formal lending units is not simply one of an inadequate lending base; it is instead a problem of the management of the base. Such management is reduced to ensuring increasing profitability with necessarily expanding the volume of loans made to the private sector of the economy. Development banks, on the other hand, have been more likely to suffer these kinds of pressures with a restricted deposit base, thus increasing their dependence on governments and international donors. So long as external funds flowed to them suffered no squeeze on their lending base, and this was so, until the early 1980's, for many of them. (Nissanke, 1993).

For informal segments of the financial market, the size of the lending base controlled by, each unit becomes critical. They often depend either on deposits mobilized from a distinct group, as in a Savings and Credit Association (SCA) or Savings and Credit Cooperative (SCC), or on the surplus funds of the lender, as in the case of money lender lending from the profits made in the lending business or other businesses. The management of their liabilities and assets is confined to ensuring a proper balance between the two, for reasons that sometimes transcend the bounds of profitability. 

Quite a number of semi-formal units have had liability and assets management approaches that are motivated by factors that lie between those found for the formal and  informal units. Thus, for example, when credit unions in Africa occasionally administer credit provided by donor agencies, as in Ghana, and Malawi, their management approaches are expected to contrast significantly from when they only administer own locally mobilized resources. The criteria for credit rationing are varied for the two cases.

Studies undertaken in Ghana, Malawi, Tanzania and Nigeria found that credit from informal units is usually intended for businesses w with established records of goods cash flow positions which are essentially relatively large and somewhat modern. Banks believe that it is easier and more profitable to deal with this segment of the market, as risk is minimal and their own management structures are suited to transacting business mainly with relatively large corporate entities. As a consequence, potential borrowers who have not been able to establish the desired tract record on cash flow have to look elsewhere. Looking elsewhere does not necessarily imply the us of informal finance. 

The informal sector contains segments that also serve distinct market niches. While some of them may be willing to do business with all potential borrowers, their products are not always to the task of borrowers. (World Bank 1995). These studies concluded that the most deposits mobilized by both formal and informal financial units as well as their credit facilities display specific difference in structure that make it possible to associate their demand and usage with distinct social-economic groups. They would appear to have been packaged to satisfy demand from specific groups.

This implies that; the two sectors persistently  form almost discrete financial enclaves with little interaction between them. In such circumstances, market segmentation can be detrimental to efficient functioning of the financial system. This situation is a sharp deviation from one observed in Asia, which led Ghate (1988) to conclude, "while theoretically there will always be scope for an informal credit market if it can improve on formal sector transaction costs and mediates funds that would not otherwise have been mediated, financial dualism in the sense of a rigid demarcation between two distinct financial enclaves, the formal and informal, is likely to become less pronounced as the formal sector itself is progressively liberalized, formal sector transactions costs decrease, and capital market become more perfect".

General evidence from the 1970's and 1990's seems to support the view that liberalization on its own cannot overcome the fragmentation of the markets and promote financial integration. Informal segments exist and thrive with considerably reduced government controls. Informal financial institutions may therefore have a lasting comparative advantage in serving certain segments of the financial market in Africa, rather than existing simply because of gaps left by repression of the formal financial sector. To the extent that this is true, financial sector development should included measures to link and integrate formal and informal finance to take advantage of specialisation not simply to extend the formal sector's frontier (Siebel 1989).

TECHNOLOGY CAPABILITIES AND SKILLS UPGRADING

Technology Capabilities

Technology has been described as "the systematic application of scientific and other  organized knowledge to practical task" (Galbraith, 1971, p.31). Technological capabilities are the information and skills - technical, managerial and institutional - that allow productive enterprises to utilize equipment and technology efficiently. While there are some constants, such capabilities are in general sector and firm specific, a form of institutional knowledge that consists of the combined skills accumulated by its member s over time. Technological development is the process of building up such capabilities. (Nelson and Winner, 1982).

Technological capabilities are at the center of the new theories of economic growth which focus on technology and human capital as engines of growth. Recent developments in this literature suggest that long-run economic growth, as seen in East Asia most recently, reflects sustained capabilities. One of the central lessons that emerges from this work, as well as from empirical studies , is the relatively minor role of physical capital accumulation.

Accumulation of human capital in the form of technological capability on the job appears to be much more important to sustained development success (Lucas 1993).

Studies undertaken in Africa (Biggs, Shah and Srivastova, 1995) have indicated that; Africa Appears to suffer from two significant technology gaps. The first is a large, and in many cases widening, gap between the technological capabilities employed by African firms and those employed by firms in other parts of the world. Part of this gap in average capabilities appears to be due to a large variance in domestic capabilities which exists among firms within manufacturing industries. Africa exhibits much more inter-firm technological heterogeneity than other developing regions. The second is a gap in the "learning" environment in Africa appears weak, in that many key learning mechanisms which proved the basis for these gaps can be traced to Africa's development history, to the current business environment and to the process of technological development itself. As African countries liberalize trade and expose their firms to the vigors of import and export, competition, the hope is that these technology gaps will begin to close.

For African SMEs, the most important investments in new technology are made in the form of importation of new technology, research and development and the purchase of foreign technology licenses and contracts. Studies undertaken in Zimbabwe, Kenya and Ghana (Biggs, Shah and Srivastova, 1995) revealed that a very small proportion of firms engage in formal R&D given that many of these firms do not have the personnel to carry out sophisticated R&D activities. The studies also identified that only 15 percent of the firms held foreign technology licenses in Zimbabwe, 5 percent in Kenya and 11 percent in Ghana. As for technical assistance contract, only 13 percent in Zimbabwe, 17  per cent in Kenya and  10 percent in Ghana.

Skills Upgrading

Further gains in SME productivity can be realised by investing in skills upgrading. Skills upgrading not only enhances employee technical and managerial skills, for example, in operating and managing existing equipment more efficiently, but also increase SMEs ability to adopt new technologies. Skills upgrading associated with the introduction of new technology has been shown to have a crucial impact on productivity, since the productivity advantage of new technology over existing technology is seldom realised without a learning intensive process of experimentation, modification and adaptation to the enterprise (Enos, 1992; Awe and Tan 1995).

Improvement  in skills upgrading in the enterprise in influenced by the following factors.

· broad factors, such as government policies towards education which affect the supply of personnel ; 

· efforts inside the firm to promote learning, such as OJT and R & D activity ; and 

· the availability of micro-level learning support mechanisms which can be drawn on as the enterprises seek to expand and diversify. In Africa SMEs are populated by relatively large group of micro-enterprises and by unskilled workers, reducing overall incentives for enterprise based training. Evidence indicated that skilled workers, like technicians and managers, gets more training than unskilled or manual workers (Lynch, 1994).

SMEs also commonly suffer greater financing difficulties which may lead to under-investment in training. (Biggs et al ; 1995) contends that the number of students enrolled in schools in Africa is relatively low and the quality of education in these schools is comparatively lower. Consequently, the levels of training needed to develop internationally competitive skill proficiencies  is higher than in other regions of the world. Hence, while equal investments in training would have a bigger impact, the size of investment needed to reach comparable levels of competitiveness may be too large SMEs to undertake. SMEs invest in efforts to build their skills upgrading. 

Acquisition of technical know how from abroad and employee training are two of the most prominent. SMEs are engaged in OJT of personnel development of technical experts to build their skills upgrading. Skills upgrading for SMEs in Africa differ most in the amount of effort committed to internal training and the amount of complementary support these internal efforts get from external upgrading sources.

SMEs often have higher training costs per employee than larger firms, because they cannot spread the costs of training over a large group of workers. The loss in production from having workers in offsite training may also be higher for SMEs than for large one. Additionally, SMEs, on average exhibit higher employee turnover. For all these reasons, SMEs generally train a smaller percentage of workers than do large firms (Biggs et al, 1995), for example find that in Zimbabwe, 52 percent of large firms formally train workers in-house, while the corresponding figure for SMEs is only 17 percent.

In Kenya the comparable figures are 34 percent for large and 12 percent for SMEs while in Ghana the figure is 50 percent for large and 18 percent for SMEs. Comparative studies between African countries and advanced countries (Biggs et al; 1995) also revealed that training methods are similar in that African SMEs also use in-house and external sources to  training workers and rely heavily on-the-job training. The SMEs, like the world over, also train managers and skilled workers more than their non-managerial, non-technical compatriots. However, these studies also indicated that enterprise training in Africa appears much lower (especially formal training). This deficit in skills upgrading is even greater when one considers the need for skills upgrading to reach internationally competitive skills proficiencies.

Enterprise training is supported by a range of installations ranging from government and NGOs to international donor agencies. The availability of these service providers create an  information-rich environment of institutional and private sources of enterprise support for  training, enterprises in upgrading their technical capabilities. Compared with other parts of the world, such as Asia and Latin America, however, the number of support services in Africa is rather meager. Majority of the services that are available are largely centralized, hence their low quantitative and qualitative impact on SME activities. Centralized providers of all kinds of services, have a history of being disconnected from clients and lacking familiarity with their needs.

Another central problem is the lack of cooperation between public and private providers of support services. SME based training in vocational schools and privately provided courses in vocational schools and elsewhere require a degree of cooperation between business and  government. Although some SMEs have managed high quality in-house training programmes in Africa most firms need the help of outside training institution. Similarly for  government vocational training institutions to be effective and market-oriented they need to work closely with private businesses. Unfortunately, much of the intervention between government and business in the training  area in Africa has been adversarial.

CONCLUSIONS AND RECOMMENDATIONS

Macro Policies

The World Bank study (1994) on the impact of the structural adjustment in Africa indicated that the countries with the most improvement in macroeconomics policies between 1981/86 and 1987/91 enjoyed the strongest resurgence in economic performance. These countries experienced a median increase of about 2 percentage points in growth rate of GDP, bringing their median rate of growth up from a negative level to an average. The analysis in section II of this paper has shown that the structural adjustment had also an impact on SME growth.

The studies undertaken by Liedholm and Mead (1992) found that 20 per cent of the microenterprise graduated to "modern small scale enterprises", during the period 1981/86. At the same time the studies undertaken between 1987/91 by the World Bank (1996) revealed that over the economic life of the survey about half of the firms which started as microenterprises managed to graduate to the "modern small scale enterprises.

Enabling policies consist of the broad, high-level policies which profoundly affect the economic and regulatory conditions in which micro enterprises, small modern enterprises and larger enterprises must operate. They include macro policies for the stabilization and  growth of the general economy and for agricultural development as well as policies in respect of foreign exchange and foreign trade, inflation control, financial regulations, urban land access and infrastructure. To promote SMEs, conscious effort is needed to make policies equally favorable to large and small enterprises and at least to ensure that such policies are not punitive to the SME sector. Policy intervention have been found to be very cost effective in promoting SMEs.

However, general growth has to be sustainable, not unduly interrupted by "stop-go" economic performance or large imbalances. This means taking account of such factors as: the long-term environmental sustainability of the growth pattern; keeping the economy in a reasonable payments balance with the outside world; the management of aggregate savings, and stimulation of leading domestic or export sectors. A climate of business confidence, particularly among SMEs, is needed. This implies inter alia that there should be no marked biases or subsidies in favour of (or discriminating against) any significant class of producers, including SMEs. The combination of these factors produces a growing, relatively uninterrupted and predictable demand for the products and services of the great majority of SMEs. It also promotes funding and confidence for reinvestment, and thus the growth of both demand and supply.

Financing of Small and Medium Enterprises

The larger enterprises have relatively easier access to formal bank credit in the form of both loans and overdrafts while the SMEs have correspondingly lower likelihood of access to bank credit. Banks should be able to do more in the way of providing overdrafts to help SMEs meet firm orders. At present, however, even overdrafts must be backed by fixed assets as collateral. Hence, some collateral substitutes or new instruments are needed if banks are to expand their short-term SME lending. Since most successful SMEs do maintain deposits with banks, it might be feasible to introduce a fixed term deposit account which could serve as a basis for obtaining (preferably with some leverage). A mechanism for discounting trade bills would help.

Other firms of institutional innovations that could facilitate the flow of funds to SMEs would include;

· Credit Reference Bureau which can help in separating the good payers from bad ones ;

· Selective use of credit guarantees or loan insurance schemes ;

· Using group schemes instead of individual guarantee ;

· Enhancing collateralization of assets other than land by increasingly the use of chattel mortgages and of factoring.

A recurring dilemma in SME development and finance is how to ensure that growing SMEs continue to have access to finance as they expand. There are two main alternatives for accomplishing this. These are ;

· A non-bank financial intermediary can mainstream its clients commercial banks based 
on their creditworthiness. This can be dome through an agreement in principle drawn 
up by the intermediary with a bank and committing the bank to consider the borrower 
for a loan.

· Bank takeover of the operations of a non-bank credit intermediary. This would 
generally involve the commercial bank's purchase of the portfolio and other programme assets.

However, takeover is more different to achieve than mainstreaming the most successful individual clients. In both cases the bank should take steps to reach more SMEs and to assure that viable businesses get due attention in the banking process.

Linkages and Integration

Many policy-makers today recognise that integration may not proceed automatically and that an attempt to achieve integration through simple institutionalization (formalization) of informal activities in not appropriate (Ghate 1990, Seibel 1989). Ghate and Siebel suggest that, there may be several other ways to achieve the necessary integration ; 

· infusing into the formal institutions some of the flexibility of informal operations ; 

· strengthening the structure and performance of informal market operations ;

· developing linkages between the formal and informal financial sectors. The first and second options are appropriate, when the two sectors can potentially compete in providing development finance, but the formal sector lacks financial technology to deal with small-scale borrowers and savers while informal agents/institutions are not subject to competitive pressure to improve its performance.

The third option is attractive, for example, where risk factors and cost consideration, not liquidity, are primary constraint in the formal sector, while the limited capital-base and excessive cost of funds act as check for further expansion of informal agents/institutions. In such a case, the informal sector can be used as conduit funds of the formal institutions to reach borrowers otherwise rationed out. Such schemes can lead to improved repayment rates, as the informal lenders screen and monitor a smaller group of borrowers on the basis of personnel relationships. The development of better linkage could be seen as leading to a financial system where the formal and informal markets could specialize and  function complementarily, mutually, reinforcing each others' strength.

Technology Capabilities and Skills Upgrading

Conceptually, SMEs productivity can be thought of as being determined by four types of factors: 

· those that affect efficiency indirectly by altering the functioning of the national economy ;  

· those that directly  affect the efficiency of an industry as a whole ;

· those that influence the technical capability and efficiency of the individual enterprise, and 

· those whose main impact is on the take-level efficiency of individual workers.

African manufacturing enterprises. like their counterparts in the rest of the world, are extensively engaged in internal training workers. The  patterns in the incidence of training are also similar to those found  in other countries; large firms, in particular, train more than small ones. Where African firms differ, however, from those in other countries is in all overall incidence and quality of their efforts at training and investment in technology.

Investments in technology and worker training are both examples of a broad set of "learning" activities that firms undertake to increase their overall technology capabilities. These capabilities are an important component of the human capital employed within the firms and ultimately; a critical determinant of firm productivity.

It is increasingly being recognised that long-run growth of the type in East Asia most recently, stems from sustained increase in firm productivity through increasing accumulation of human capital in firms, the role of  capital-embodied technical change in minimal (Lucas 1993). Any attempts at enhancing the productivity of African SMEs, and their prospects for long-run growth, will therefore have to emphasize policies that enable SMEs to further expand their efforts at increasing their technological skills and learning abilities. At the firm-level, policies to enhance worker training and investments in technology are thus a sound idea for African SMEs.
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ANNEX 1:
Policies and Instruments Affecting SME Growth

Over-all Development Policies

· Industrial development policy

· Agricultural development policy

· Human resource development policy

· Income distribution policy

· Differential pricing of inputs and outputs among sectors

· Market economy

Trade Policies

· Exchange rate policy

· Foreign exchange policy

· Import control

· Import quotes

· Tariff system

· Import licensing

· Export taxes and subsidies

· Price control

· Product standards and certifications

Monetary and Credit Policies

· Inflation and money supply policy.

· Interest rates policy

· Rediscount rate policy

· Requirements on collateral and security

· Banking and financial intermediation laws

· Exchange rates and controls

· Mandatory allocation of credit resources to SMEs

· Policies on specialized credit schemes, the informal finance market and involvement of private voluntary organizations and non-government organizations in credit and finance for SMEs.


Fiscal Policies

· Differential taxation

· Investment and tax incentives

· Business taxes systems

· Taxes applying on starting and operating a business

· Capital based taxes

· Income based taxes

· Taxed on major inputs, e.g labour, power and utilities, raw materials, equipment and machinery, real estate, ect.

· Public expenditures on infrastructure, power , utilities, industrial estates, workshop facilities

· Public expenditures on business assistance and support

Labour Policies

· Wage policies

· Labour legislation

· Skills training system

Regulatory and control policies

· Registration requirements and procedures

· Permits and licensing laws

· Laws and regulations applying when:

· Choosing the business activity

· Choosing the business form (single proprietorship, partnership, corporation, co-operative)

· Setting up the business

· choice of business location

· choice of production processes and materials




·  building design

· recruitment of workforce

· Acquiring financing

· Conducting the business and trading

· Product standards and certifications

· Health and environmental standards

· Centralization/decentralization  of administration and control. delineation of national and local regulations

· Rationalization and coordination of regulatory systems and their administration


Education and Training Policies

· Inclusion of self-employment training and entrepreneurship education in the 


· Training and education system

· Training incentives

· Policies on informal apprenticeships schemes

· Public investment on training

Technology Policies

· Public investment in research and product development

· Public investment in technical advisory services

· Research and development incentives

· Policies on local content and value - added

· Technology transfer policies

