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Section 1: Background 

1.1 Present Situation and Most Recent Trends with Development 

Development thinking towards small and medium-sized enterprises (SMEs) has shifted in its 
emphasis over the years. In the 1980s, led by the World Bank’s “Get your prices right” 
approach, small firm policy was focused on economic development through business 
development and access to capital. During this time SMEs were hailed, as had trade been 
before them (Lewis, 1954), as the new engine of growth for developing countries (DCs). By 
the 1990s the emphasis had shifted towards social development and therefore less interest 
was paid to fostering SMEs (CFED, 2004). In the last few years, however, a more holistic 
approach to dealing with inequities in the global economy has emerged, and SMEs are now 
viewed as a means of achieving both economic and social development through poverty 
reduction (CFED, 2004). During the first five years of this decade the World Bank has 
approved over $10 billion to support the growth of small firms, and indications from the 
Bank are that this support will continue (World Bank, 2002 and 2004).  

Clearly then there is a need to understand how and why this sector could have such a 
dramatic impact on economic development. This is not straightforward, as the SME sector 
comprises a heterogeneous group of firms operating under a range of market conditions in 
industrial, emerging, developing and least developed countries (LDCs) throughout the globe. 
Within this vast constellation of enterprises there exists: differing levels and types of 
entrepreneurship and individual ability, motivations, ownership, goals, and performance; and 
a variety of firms that embody differing degrees of technology, and operate along a spectrum 
of value and output chains. SMEs operate in a range of industries from service to 
manufacturing, and encompass basic processing to high tech manufacturing and research. 
Some firms are traditional livelihood enterprises that remain small family owned businesses 
throughout their lifecycle, others are innovative and growth orientated (Biggs, 2004).  

This study, through a review of the literature and existing research evidence, attempts to 
illuminate how the SME sector might best contribute to the socio-economic development of 
DCs, and what measures need to be taken to help this sector make the required contribution. 
In doing so, and to comply with the Terms of Reference (TOR), particular reference has been 
made to the role of the informal sector. Because the latter is largely comprised of “micro” 
enterprises (that is, businesses that are not usually included in the category of SME), this 
study has considered micro enterprise where this might help form relevant conclusions and 
recommendations. 

1.1.1 Definition of SMEs 

The definition of SMEs and micro enterprises varies between countries and within different 
markets. A survey of 75 countries (Auciello et al, 1975) revealed that over 75 definitions of 
SMEs were used in those countries in the 1970s. Most studies on SMEs used quantitative 
measures such as numbers employed, turnover per annum, and the value of assets, although 
in an early study (Harper, 1978) qualitative measures such as “within the reach of people” 
were also used.  

More recently there has been some convergence and consensus in the definitions applied but, 
as Liedholm and Mead (1987) point out, small is a relative concept and definitions will vary 
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according to the purpose for which they were designed, and indeed the countries and markets 
under discussion. Table 1 shows current definitions of micro, small and medium enterprises 
(MSMEs) employed by the World Bank, The European Union, United Nations and the US 
Small Business Administration. The OECD has a slightly broader definition base: micro 1-4 
employees; very small 5-9; small 20-99; and medium 100-500 (Beck and Demirguc-Kunt, 
2004). 

Table 1: SME Definitions 

Institution/Organisation Micro Small Medium 

The World Bank* 1. Less then 10 
employees 

2. Maximum 
turnover 
$100,000 

3. Maximum 
balance sheet 
$10,000 

1. Less then 50 
2. Maximum 

turnover $3 
million 

3. Maximum 
balance sheet $3 
million 

1. Less then 300 
employees 

2. Maximum 
turnover $15 
million 

3. Maximum 
balance sheet $15 
million 

The European Union** 1. Less then 10 
employees 

2. Maximum 
turnover €2 
million 

or, 
 Maximum 

balance sheet 
total €2 million. 

1. Less than 50 
employees 

2. Maximum 
turnover €10 
million 

or, 
 Maximum 

balance sheet 
total  €10 
million. 

1. Less than 250 
employees 

2. Max turnover €50 
million 

or, 
 Maximum balance 

sheet €43 million. 

United Nations UN generally follows the EU definition of MSMEs, or 
individual national definitions. 

US Small Business 
Administration*** 

1. Less than 5 
employees 

2. Require less than 
$35,000 start up 
capital 

3. Lack access to 
commercial 
banking services 

No standard US definitions. Income and 
employee parameters are generally 
determined by industry. 

* World Bank/IFC Small and Medium Enterprise Development Department, 
www.ifc.org.sme 
** Commission Recommendation 2003/361/EC of 6 May 2003 concerning the definition of 
micro, small and medium-sized enterprises [Official Journal L 124 of 20/05/2003], 
http://europa.eu.int/comm/enterprise/ enterprise_policy/sme_definition/index_en.htm 
*** US SBA Office of Advocacy (cited in CFED report 2004) 
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1.1.2 Implications of SME Definition for the Study 

It is clear that there is no one standard definition of SMEs. Firms defined as micro in one 
country or study may be defined as small in another. In many developing countries any 
enterprise with over 100 employees is considered large (Levine, 2005), whereas in large 
industrial countries such as the US the upper limit for medium enterprise is 499. Some 
countries include small enterprises with up to nine employees in the informal sector, others 
up to five. This makes cross-country study very difficult. However, a large number of studies 
define the SME cut off as 0-250 (Beck opp cit).  

Nevertheless, when trying to make international comparisons, “number of employees” does 
emerge as the most useful determinant of SME, and has therefore been used as the basis of 
this study. At the same time some of the most insightful research has understood that average 
firm size and market size do not correlate with the conduct and performance of firms, which 
are often better described by such indicators as type of ownership, market power and 
technological sophistication (Levine, 2003). Therefore, whilst applying a relatively 
standardised definition, this study has attempted to take consideration of the complex 
relationships that are likely to be important to SME policy making. 

The issue of definitions is further complicated by the need to consider informal enterprise, 
which typically is a business or self employed person engaged in legal unregulated business 
activities in which the medium of exchange is cash or barter (Edgcomb and Thetford, 2004). 
Informal enterprises are therefore not captured in census data nor do their owners pay taxes, 
but do contribute a large proportion of employment in developing countries. They are even 
more significant for women. In the vast majority of cases informal enterprises are micro 
enterprises and are, in the main, subsistence rather than growth orientated. This is why micro 
enterprise has generally been used as a proxy for informal enterprise when extrapolating from 
research and forming the conclusions required by this study. 

1.2 Views on the Role of SME in Development 

1.2.1 The Debate 

Currently there is debate in development agencies such as the World Bank - as well as 
amongst practitioners – about how and why small enterprises might contribute to growth and 
poverty reduction. Traditional economic theory emphasised the role of large firms, in 
particular because of the perceived benefits of economies of scale and the internalisation of 
transaction costs (Coase, 1937). By comparison, small firms were considered less efficient. 
However, over time the contribution of small firms has been increasingly recognised. Today 
policy makers, scholars and practitioners who argue in favour of small enterprises stress the 
following. 

• SMEs are more labour intensive than large firms, and therefore have the potential to 
generate more jobs and have a larger direct impact on poverty reduction and income 
distribution. This is particularly important in rural areas where unemployment and 
disguised unemployment abounds. 

• A thriving SME sector will enhance competition and promote entrepreneurship in an 
economy.  
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• Small firms exhibit greater flexibility than large, and are more innovative and can 
benefit from economies of scope. 

• Clusters or groups of small firms have the potential, via the development of networks, 
to gain from collective efficiency (Schmitz). 

• The SME sector is a seedbed for the future development of an economy. 

This view purports that small firms are on average more productive than large but are unable 
to achieve maximum efficiency due to institutional failure, and the large number of poorly 
functioning and underdeveloped and absent markets including financial markets. The 
inference is that removal of these obstacles would bring about substantial economic benefit, 
in particular because of the substantial job creation that this is expected to bring about. 

However, challengers to the relative value of SME development point to the following 
counter arguments. 

• Large firms have the potential to exploit economies of scale and are able to gain 
efficiency through the internalisation of transaction costs. 

• SMEs suffer disproportionately from high transactions costs and uncertainty. 

• SMEs are no more labour intensive than their large firm counterparts, and do not 
create more net employment. 

• Large firms are more innovative and better able to withstand the high fixed costs 
associated with research and development (R&D). As such they are more active in 
R&D and act as the main engine of technology transfer. This has particular 
importance with respect to the tacit components of technology. 

• Small firms may be relatively inefficient in that they may not, due to political, legal or 
regulatory costs, be able to reach minimum efficient scale. 

• Their efficiency may also be impeded relatively more than large firms by market and 
institutional failures. 

Clearly reconciliation of these contrasting views is required if sensible policy making is to be 
possible. 

1.2.2 Theory and Evidence 

There is a variety of theory and evidence used to justify these different positions, discussions 
largely focusing on issues of size and efficiency, labour intensity and job creation, the role of 
entrepreneurship and innovation, technology transfer, and export-orientation. These key 
points are briefly considered below. 

Size and Efficiency 

The traditional view is that small firms are unable to benefit from economies of scale and 
internalisation. SMEs undertake many more external transactions relative to the size of their 
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turnover than do large. Potentially high search and contract costs may lead firms to operate 
through informal agreement and under greater uncertainty.  

Whilst all of this is true, recent economic theory relating to small firm development 
emphasises the importance of collective efficiency1/ and the exploitation of economies of 
scope (Schmitz, 1995). This shows that the networking that results from the formation of 
groups or clusters of SMEs has the potential to reduce transaction costs to individual 
enterprises and create dynamic externalities. It also shows that it is by no means certain that 
this will happen in all clusters or groups. In particular, amongst many small firms in DCs, 
lack of trust and unwillingness to share information act as barriers to the information and 
knowledge transfers that are so important for the growth and sustainability of a vibrant small 
firm sector. 

The evidence on small firm performance in DCs - especially in terms of cross sectional 
studies - is very sparse2/. Those studies (for example, Cortes et al, 1987, for Columbia; and 
Snodgrass and Biggs, 1996, for India, Philippines, Thailand, Columbia, Korea, Taiwan) using 
industrial census data find that unexploited economies of scale exist within the manufacturing 
sectors as a whole, and not just in small firms. Similarly Liedholm and Mead (1997) find that 
small firms are “at least as efficient as others” in a range of industries in Jamaica, Sierra 
Leone and Honduras. Taiwan’s “miracle” growth of the 1980s and 1990s can be attributed to 
SMEs (Phillips, 1994; Ho, 1987). Flexibility, enhanced by subcontracting and the 
exploitation of economies of scope, meant these enterprises where able to adapt and operate 
successfully in niche markets away from the direct competition of large competitors. 

Given the available evidence it seems sensible to question whether firm size is in itself a 
determinant of enterprise performance, or whether in fact the size at which optimum 
performance is achieved might be determined by other factors – such as natural resource 
endowments, technology, policies and institutions (Levine, 2005). What does seem clear is 
that countries engaging in international trade may have a higher optimal average firm size 
than those that do not. At the industry level, optimal firm size also seems to depend on firms’ 
production technologies (Kumar, Rajan, and Zingales, 2001).  

It is therefore difficult to conclude that being small is necessarily an advantage. Rather 
evidence seems to suggest that due consideration needs to be taken of an economy’s 
individual circumstances for there to be adequate understanding of the role that the SME 
sector should play, and how this might be enabled. 

Job Creation 

Literature continually points to the potential employment generating capacity of SMEs. A 
survey by Liedholm and Mead (1999) found in seven developing countries studied that 17-27 
percent of the population of working age were employed in MSEs. In five of the countries 
surveyed the employment densities (that is, the number of people engaged in MSEs per 1,000 

 
1/ Collective efficiency arises out of ongoing collaboration and co-operation between enterprises, and is 

the competitive advantage that agglomerations of small firms within a sector or geographic district can 
derive from interaction and local external economies (Mc Queen, Phillips et al, 1998). 

2/ There is also the problem of productivity measurement. 
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population) ranged from 70-90 in Kenya, Malawi, Botswana and Lesotho, to well over 100 in 
Swaziland, Zimbabwe and the Dominican Republic. 

Therefore it is important to understand what is meant by job creation. Gross job creation of 
SMEs is, on average, substantially higher than net. New firms may be born but death rates of 
small enterprises are often very high, especially in poor areas. Evidence from Liedholm and 
Parker (1989) and Geroski (1991) suggests that annual start-up rates as a percentage of the 
total for micro and small firms was 8.1 percent in Columbia, 12.8 percent in Sierra Leone, 
10.1 percent in the UK and 10.5 percent in the US. Small firm start-up rates also vary from 
sector to sector. Data from Sierra Leone (Chuta and Liedholm, 1985) suggests (though the 
data used was rather scanty) that the mortality rate of small firms was 11.2 percent in rural 
areas and 9.5 percent in urban. Frishman (1988) found that, in Northern Nigeria, firms’ 
mortality rate varied across sectors. Liedholm and Mead (1999) state “most empirical studies 
have indicated that mortality rates are inversely related to firm size”3/. 

A great deal of work has been done researching the impact of SMEs on employment but cross 
country studies over the years have been hampered by the lack of comparable cross country 
data4/, particularly when trying to discern trends in net job creation. Little et al (1987) find 
that SMEs are neither more labour-intensive or better at job creation than large enterprises. 
Of the more recent studies Biggs (2002) states that (in the manufacturing sector) “...the 
evidence from a number of countries indicates that the true proportion of jobs created is about 
equal to their actual share of the workforce, especially when the short life of small firm jobs 
is taken into account. Even in developing countries where the share of small firms tends to be 
larger, the lion’s share of employment still generally resides in large enterprises”5/. However, 
Biggs concedes that SMEs “appear to provide more than their share of opportunities to young 
and inexperienced workers and to nascent entrepreneurs”6/. 

The employment creating potential of SMEs also seems to be influenced by the sub-sector in 
which it operates. Table 2 provides evidence of the distribution of growth of employment in 
MSEs by sector. From this table it can be seen that manufacturing typically has the slowest 
growth rates and services the largest. Within manufacturing, wood products had the highest 
growth in three countries, and metal fabrication in two. This is perhaps not surprising, since 
wood and wood processing, together with garments and textiles, already dominate the small 
enterprise sector in DCs, a large proportion of these jobs being in low value added industries.  

 

 

 

 
3/ Liedholm and Mead (1999) Small Enterprises and Economic Development, page 13. 
4/ An illustration of the challenges here is the number of definitions of SMEs used by different countries. 
5/ Biggs T. Is small beautiful and worthy of subsidy?, page 18. 
6/ As above, page 19. 
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Table 2: Average Annual Growth Rates in Employment in MSE by Major Sectors 

Sector Botswana Kenya Lesotho Malawi S. 
Africa 

Swaziland Zimbabwe 

Food, 
beverage, 
tobacco 
Textile, 
apparel, leather 
products 
Wood and 
wood products 
Fabricated 
metal  

 
Retail trade 
Restaurants, 
hotels,  
bars 
 
Services 
 
Total, all 
enterprises 

 
6.1 

 
19.2 

 
27.2 

 
15.0 
11.9 

 
11.4 
4.8 

10.0 
 
 

15.0 
 

11.4 

31.0

20.0

40.0

33.0
33.0

28.0
35.0
28.0

33.0

29.0

1.1

5.9

5.6

55.7
4.0

9.6
1.1
9.0

9.1

5.9

7.8

6.8

10.0

5.3
8.7

11.7
21.9
12.0

13.7

10.5

19.5

13.0

43.3

38.1
21.1

25.1
28.6
25.6

21.9

23.9

 
7.3 

 
3.6 

 
5.4 

 
18.3 
5.6 

 
7.6 

24.2 
7.6 

 
 

9.8 
 

6.6 

15.9

3.3

4.0

6.2
5.6

11.9
0.9

11.6

16.5

7.4

Source: Liedholm and Mead, p46. 
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By contrast the World Bank paper by Beck et al stresses the importance of developing good 
jobs in high tech manufacturing sectors, which seem to result in more stable incomes. Indeed 
it is critical that policy makers take consideration of the quality – as well as the quantity - of 
jobs created. Rosenzweg (1988) concludes that large firms provide higher quality and more 
stable jobs. Many of the jobs created by SMEs, and in particular unskilled jobs or those in 
depressed areas, may be seasonal or temporary, or just high risk. Levels of remuneration, job 
satisfaction and productivity may be low, and working conditions and business practices 
poor. Women and young family members may be exploited and in family businesses those 
employed may in reality be part of the large number of disguised unemployed. There is a 
large body of evidence that strongly suggests that large firms in both developed and 
developing countries pay higher wages and, in some DCs, up to 50 percent more (World 
Bank, 1995, Mazumdar). Large firms also offer other benefits such as pensions, and 
frequently have better working conditions, and better job security.   

Birch (1979), however, finds the opposite, and believes that SMEs create jobs likely to 
provide individuals with a greater degree of personal fulfilment. What must also be 
remembered is that, in many DCs, small firms are not set up as a strategic business decision 
but instead as a last resort where no other form of employment or income generating 
opportunities exists. Even if large firms do provide better jobs, small firms do provide jobs 
where none might exist otherwise.  

SMEs as a Seedbed for Innovation and Entrepreneurship 

If the private sector is to flourish it is important that entrepreneurship is encouraged and 
supported. Research indicates that, under certain conditions, small firms do generate more 
entrepreneurs than large (Johnson and Cathcart, 1979; and O’Farrell and Crouchley, 1983). 
Biggs (opp cit) finds that firms started by founders with small firm experience have an 
identical probability of success as founders with large firm experience, so this suggests that 
SMEs are essential to the creation of sustainable new businesses. 

Irrespective of their previous experience it is clear that, to thrive, entrepreneurs need access to 
a range of informal and formal networks; in DCs these often need to be started or revitalised. 
Current research in the USA highlights the importance of focusing support at entrepreneurs 
as well as enterprises (CFED, 2004). This tends to point to the problem solving approach 
typically adopted by entrepreneurs. 

“Successful entrepreneurs are consummate networkers who thrive in their 
communities…(they) know it is critical to their success….they are the links to 
potential sources of capital, new employees, strategic alliance partners, and service 
providers”7/. 

Innovation also seems to be an important aspect of entrepreneurship. Evidence from DCs is 
very sparse but a study by Acs and Audretsch (1987) finds that the innovation rate per 1,000 
employees, on average, is higher in small firms (less than 500 workers) in the US. To 
understand what this might mean for policy two important questions need to be posed, the 
first relating to the “average” and the second to what exactly is meant by innovation. Within 

 
7/ National Commission on Entrepreneurship, 2003. Desktop study, page 29. 
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any average there is room for a great deal of variance and a more pertinent question is “in 
which industries were high innovation rates observed?” Beck et al (2005) write that there is 
data supporting the view that small firms do in fact innovate across a range of high tech and 
skill intensive industries like computing, and that large firms have the “innovative edge” in 
lower tech, capital intensive firms like chemicals, industrial machinery and food. 

Technology Transfer 

This aspect of innovation raises the question of how technology becomes available (is 
“transferred”) to SMEs. Indeed it needs to be considered whether technology transfer is a 
precursor to innovation. 

“At earlier stages of development technology transfer from abroad is the force driving 
technological progress, not innovation (Rosenberg, 1976 and 1986; Baumol, 1993). 
Very little investment in basic R&D is undertaken by either large or small firms in 
low-income countries. Rather, time and resources are spent searching for, importing 
and adapting foreign technologies to local conditions within industries. Of course, 
there are exceptions to this general proposition. Entrepreneurs managing small firms 
with technical capability and resources do sometimes play a role in the technology 
transfer process. But, it is more often that firms with financial wherewithal, sufficient 
technical and engineering personnel, and foreign connections play the leadership roll 
in what is sometimes called the ‘imitation process’.”8/

Within the literature on foreign direct investment (FDI) there is evidence to indicate that large 
exporting firms are typically the main mechanism by which technologies are adapted from 
abroad for local use in developing countries (Levine, 2005). Indeed in DCs technology 
transfer from abroad and imitation were found by Baumol (1994) to drive productivity. In 
Taiwan during the 1980s and 1990s foreign firms were only allowed to locate if they had a 
technology to transfer. Their upstream location resulted in the proliferation of downstream 
SME suppliers (Phillips, 1994). However, technology transfer is only part of the issue. 
Technologies have to be acquired, absorbed and adapted to suit local needs and resources. 
Small firms, except for technology based ones, may not play a major role in transferring a 
technology per se, but they are critical in diffusing the more tacit elements of the technology 
and in adapting it to the local environment. 

SMEs and Exports 

Most small firms in developing countries do not export (Biggs et al, 1998, for Africa; 
Regnier, 1993, for Asia), and would find it extremely difficult to do so. Therefore, trading 
agreements like The African Growth and Opportunities Act (AGOA) are intended to provide 
increasing export opportunities for SMEs. For example, under AGOA, African producers can 
sell a large range of goods duty free into America, providing all inputs are sourced from 
countries covered by the agreement. However, the reality is that small firms have little 
knowledge of business practices and consumer behaviour in the highly sophisticated US 
markets. In many sectors they are simply unable to underwrite the costs of meeting the 
lengthy sanitation standards. Even if they can overcome these obstacles they are often unable 

 
8/ Biggs, op. cit., page 8. 
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to produce at the scale required, or satisfy the quality requirements. Small firms are also 
challenged by financial and delivery constraints. Exporting into the EU poses similar 
problems. There is a large potential to increase exports, particularly under the “anything but 
arms” clause, but small producers are not harnessed into export value chains, even where 
these chains do exist. 

However, this does not mean that SMEs do not have a role to play in exporting. This is clear 
from reference to the Far East where in countries like Hong Kong and Taiwan SME exporters 
were powerful growth engines. In both these countries the government supported national 
exporting strategies by investing heavily in transport and communications, and education and 
skill training, to upgrade human capital. Small firms were thus encouraged to locate 
downstream to FDI as subcontractors. It was through these linkages that technology and 
managerial skills were diffused. Over time small firms diversified from being just suppliers to 
the larger enterprises and began exporting into niche markets within the various industries. 
Many other small firms operating independently used traders as a channel to export. This 
lowered the search and negotiations costs for individual enterprises and allowed traders, who 
operated for a large number of firms, to diffuse a wide range of information to small firms. In 
this way potential exporters were able to learn about foreign markets and demand without 
incurring heavy costs. Most small firms also engaged in subcontracting the lower value added 
components of their production, this too increasing networking and flexibility and enabling 
small firms to work without excess capacity during slack periods. Firms recognised their 
mutual dependence, and strong two-way loyalties often developed.  

For their part, subcontracting firms supplied to several other enterprises reducing their own 
risk, coping with export opportunism and other contract enforcement problems. The creation 
of these value chains and the corresponding networks played a major role in facilitating 
exporting. 

Cross Border Trade 

Given the impediments to successful exporting by SMEs it is to be expected that cross border 
trading tends to be a key activity for smaller businesses. Much of this is conducted 
informally, with this type of cross border trade representing a significant proportion of total 
trade between African countries. For example, formal trade across all Malawian borders was 
estimated to be only 69 percent of total informal trade across the same borders (Minde and 
Nakhumwa 1998). They also state that missed revenue from taxes on unrecorded imports of 
major agricultural goods in Malawi amounted to US$ 762,000. 

Women undertake much of the cross-border trade, in enterprises ranging from petty traders to 
medium scale operators owning several trucks. Informal cross–border trade in agriculture 
includes maize, pulses, vegetables, potatoes and fertilisers. Non-agricultural trade out of 
Malawi includes sugar, new and second hand clothes, Carlsberg beer and soft drinks, and 
handicrafts. The volume and value is seasonal. Small-scale cross border trade in West Africa 
is generally in foodstuffs.  

Female traders in particular face many obstacles when engaging in cross border trading, and 
cite government inspections and police/customs roadblocks as the two most important 
obstacles to cross-border trade (Morris and Dadson 2004). 
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Section 2: Contribution of the SME Sector to Output, Growth and Employment9/

2.1 Data on SMEs 

In this section we present a range of evidence of the relationship between the SME sector and 
key aspects of socio-economic development across a sample of countries (comprising five 
LDCs, seven DCs and four developed countries). Every effort has been made to compile 
comparable data, although given the reliance on existing studies this has not always been 
possible. 

2.1.1 SMEs, GDP and Employment 

Estimates of the contributions of SMEs to GDP are difficult to obtain for the East Asia region 
but are generally around 30 to 60 percent10/. Wages from SMEs typically account for over 
half the GDP in regional economies11/. In China, Japan, Taiwan, Thailand and Vietnam they 
play a major role and account for over 70 percent of total employment; the equivalent figure 
is around 40 percent in Indonesia and Malaysia. In Africa they make up more than 90 percent 
of businesses and employ a substantial number of people12/. 

Figure 1 details the average contribution of SMEs to formal employment and GDP in low, 
middle and high-income countries. In low income countries they account for less than 35 
percent of employment and 25 percent of GDP, in middle income countries for 50 percent of 
employment and just over 35 percent of GDP, whereas in high income countries SMEs 
provide just under 65 percent of employment and are responsible for generating over 46 
percent of GDP. However when we turn to the informal sector the trend for the share of the 
informal sector in GDP is reversed (see Figure 2) and the contribution for low-income 
countries is over 50 percent (see Figure 3). 

 
9/  The tables were compiled from various sources. Country selection was based on the data availability 

across each of the categories, and the need for examples to be drawn from a range of developed, 
developing and least developed countries. More countries from Africa were selected in line with the 
terms of reference for this study. 

10/  Hall, 1995. 
11/  ibid. 
12/ A serious data problem exists re. the actual percentage they employ. 



Figure 1: SME Contribution to Employment and GDP (Median Value) 
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Figure 2: Informal Sector Contribution to Employment and GDP, 1990-94 (average 
values) 
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Figure 3: The Informal Economy is Substantial in many Developing Countries 
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2.1.2 SMEs and Social Development 

The Gini Index and the Human Development Index (HDI) ranking give measures of the 
levels of inequality and relative poverty levels that exist within and between countries. 
Numbers below the poverty line and level of GDP per capita record absolute levels of 
poverty (note, this is measured in current terms in the above table). When the information 
from Table 3 is cross-referenced to the Figures above it becomes clear that the poorest 
countries have the largest informal sectors. 

Table 3: Human Development Index and Associated Data 

Country GINI 
Index 

Overall 
HDI 
rank 

(2005) 

GDP per 
capita % 
growth 

(2003-04) 

GDP 
per 

capita 
(2003) 

% below 
poverty line

Bangladesh 0.31 
(2000) 

139 3.7 385 36.03  
(2000) 

Ghana 0.41 
(1999) 

138 3.3 354 44.81  
(1998) 

Madagasca
r 

0.46 
(2001) 

146 2.6 318 61.03  
(2001) 

Malawi 0.50 
(1998) 

165 1.8 158 41.66  
(1997) 

LDC 

Tanzania 0.35 
(2001) 

164 4.3 271 48.54  
(1991) 

DC Botswana 0.63 
(1993) 

131 3.9 3,983 30.66  
(1993) 
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Country GINI 
Index 

Overall 
HDI 
rank 

(2005) 

GDP per 
capita % 
growth 

(2003-04) 

GDP 
per 

capita 
(2003) 

% below 
poverty line

Brazil 0.59 
(2001) 

63 2.3 (2005) 2,700 8.17    
(2001) 

China 0.45 
(2001) 

85 8.8; 7.9 (2005) 1,100 16.60  
(2001) 

Malaysia 0.49 
(1997) 

61 5.3 4,227 2.00    
(1997) 

Egypt 0.34 
(2000) 

119 2.5;  - 1.3 
(2005) 

1,062 3.08    
(1999) 

South 
Africa 

0.58 
(2000) 

120 4.3; 3.2 (2005) 3,551 10.71  
(2000) 

Poland 0.31 
(2002) 

36 3.7 5,355 2.00    
(1999) 

Australia 0.32 
(1994) 

3 1.8 26.525 0.00 

Belgium 0.26 
(2000) 

9 2.6 29,257 0.00 

Japan 0.25 
(1993) 

11 2.5; 1.9 (2005) 33,819 0.00 

Developed 
Countries 

Sweden 0.25 
(2000) 

6 3.3 33,925 0.00 

Source: UN HDI Report, 2005*; World Development Report, 2006. 
Note*: GDP per capita is in USD at current prices; Poverty line defined as less than $1 a day. 

GNI index taken according to income/consumption inequality. 

2.1.3 SMEs and the Public Sector 

The size of the public sector can be seen to be quite variable across the sample countries, 
though the time frame is relatively large (Table 4). The size of the public sector impacts on 
private sector development and on the SME sector, as it may “crowd out” opportunities for 
enterprise and create a culture that is dependent on publicly funded activity. However, a 
Table 5 shows, there is not a simple relationship between the size of the SME sector and the 
GDP of an economy, this reflecting that successful economies can be based on different 
mixes of public and private sector activity. However, recent research has shown privatisation 
per se does not have a major direct impact on the poorest groups in society, as these processes 
typically entail reduction in employment and offer the greatest opportunities for those already 
better off (such as the experienced and well qualified). 

Table 4: Expenditure in Public Sector as a Percentage of GDP 

Country Public Sector 
 

Bangladesh -Least Developed Countries 
Ghana 21.0  (1993)
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Country Public Sector 
 

Madagascar 17.1
Malawi 24.4  (1990)
Tanzania -
Botswana 34.2  (1996)
Brazil 26.8  (1998)
China 10.8  (1999)
Malaysia 19.7  (1997)
Egypt 30.5  (1997)
South Africa 28.0  (2001)

Developing Countries 

Poland 35.1  (2001)
Australia 27.6  (2001)
Belgium 43.8
Japan 23.1  (1993)

Developed Countries 

Sweden 36.3
Source: UNPAN 

Table 5: The Relationship between SME Contribution and GDP 

Country SME contribution to GDP 
(%) 

GDP per capita (2003, 
US$) 

Bangladesh 25.0 385 
Ghana 22.0 364 
Madagascar - 318 
Malawi - 158 

LDC 

Tanzania 22.5 271 
Botswana 35.0 3,983 
Brazil - 2,700 
China 55.6 1,100 
Malaysia 6.0 4,227 
Egypt - 1,062 
South Africa 33.0 3,551 

DC 

Poland - 5,355 
Australia 23.0 26,525 
Belgium - 29,257 
Japan 57.0 33,819 

Developed 
Countries 

Sweden 39.0 33,925 

Source: UN HDI Report, 2005; CACCI Journal, Vol 1, 2006; African Economic 
Outlook2004/2005, OECD;  

Data showing the number of small enterprises supplying to the public sector was not 
available. However, Table 6 demonstrates the size distribution of micro, small and medium 
firms in the sample countries. In Malawi (ranked 164 in terms of the HDI), and one of the 
poorest countries in the world, 91.3 percent of enterprises are found to be in the micro 
category, the corresponding percentage in Australia is 73.0 (HDI ranking 3). The percentage 
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of small firms in Australia is 24.8, and in Malawi (HDI ranking 165) it is 8.5. The informal 
sector comprises mainly of the smallest firms and the most vulnerable members of society. 

Table 6: Distribution of MSMEs According to Size (as % of all enterprises) 

Country Year Micro Small Medium 
Bangladesh  - - -
Ghana  - - -
Madagascar  - - -
Malawi 2000 91.3 8.5 0.2

LDCs 

Tanzania 1996 - - -
Botswana  - - -
Brazil 2001 92.9 6.2 0.9
China 2000 - - -
Malaysia 2000 - - -
Egypt 2002 - - -
South Africa 1997 92.0 7.0 1.0

DCs 

Romania 2001 91.5 6.9 1.5
Australia 2000 73.0 24.8 2.2
Belgium 2003 93.4 5.7 0.9
Japan 2000 57.2 35.2 7.5

Developed 
Countries 

Sweden 2003 93.6 5.6 0.8

Source: Micro, Small, and Medium Enterprises: A Collection of Published Data. 
Marta Kozak, International Finance Corporation (IFC), Washington, D.C. 
Date of last update: May 17, 2005. 

2.1.4 SMEs and Gender 

The data on levels of employment by gender and location in the informal sector is sparse but 
figures available for Ghana (see Table 7) suggest 89 percent of total employment is in the 
informal sector (0-9 employees). In the rural areas this rises to 93.4 percent. In Tanzania, 
even in the urban areas, 85.3 percent of women and 59.7 percent of men in employment work 
in the informal sector.  

Table 7: Percentage of Total Employment by Gender and Location in the Informal Sector 

% of Total 
employment 

% of 
Employment in 

Rural areas 

% of 
Employment in 

Urban areas 

Country Year 

M F Tota
l 

M F Tota
l 

M F Tota
l 

Bangladesh  - - - - - - - - -
Ghana 199

7 
- - 89.0 93.4   78.5

Madagascar  - - - - - - - - 57.5

LDCs 

Malawi  - - - - - - - - -
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% of Total 
employment 

% of 
Employment in 

Rural areas 

% of 
Employment in 

Urban areas 

Country Year 

M F Tota
l 

M F Tota
l 

M F Tota
l 

Tanzania 199
1

28.
0

15.
0

22.0  59.
7 

85.
3 

67.0

Botswana 199
6 

12.
3

27.
6

19.3 - - - - - -

Brazil 199
7 

28.
3

34.
6

34.6 - - - 27.
4 

27.
1 

27.3

China  - - - - - - - - -
Malaysia  - - - - - - - - -
Egypt  - - - - - - - - -
South 
Africa 

200
1 

25.
7

38.
2

31.0 26.
7

52.
3

37.4 16.
1 

28.
4 

21.3

DCs 

Poland 199
8 

9.5 5.0 7.5 15.
4

6.6 11.1 9.0 5.9 7.6

Australia  - - - - - - - - -
Belgium  - - - - - - - - -
Japan  - - - - - - - - -

Developed 
Countries 

Sweden  - - - - - - - - -

Source: STAT Working Paper No. 1 (2002), ILO compendium of Official Statistics on  
Employment in the Informal Sector 

Table 8: Distribution of Employment Gender in Agriculture, Manufacturing and Services 

Women Men Country
Agricultur

e 
Manufact

-uring 
Servic

es 
Agricultu

re 
Manufact

-uring 
Services

Banglades
h 

73.62 19.13 7.25 59.28 14.48 26.24

Ghana 54.77 14.39 30.85 64.00 11.50 24.50
Madagasca
r 

88.17 3.08 8.75 69.98 9.77 20.24

Malawi 95.47 1.15 3.38 78.00 8.61 13.39

LDC 

Tanzania 91.06 1.81 7.13 77.85 7.93 14.22
Botswana 55.02 9.09 35.90 38.77 30.31 30.92
Brazil 13.67 12.79 73.53 28.40 28.37 43.23
China 76.09 13.34 10.57 69.10 16.52 14.38
Malaysia 25.56 22.68 51.76 28.33 23.39 48.28
Egypt 60.51 10.22 29.27 32.79 25.69 41.52
South 
Africa 

10.00 14.45 75.55 15.60 42.20 42.20

DC 

Poland 27.50 25.01 47.49 27.44 44.88 27.68
Developed Australia 3.85 13.62 82.53 6.69 35.27 58.04
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Women Men Country
Agricultur

e 
Manufact

-uring 
Servic

es 
Agricultu

re 
Manufact

-uring 
Services

Belgium 1.75 13.62 84.63 3.21 37.04 59.75
Japan 8.34 27.02 64.64 6.58 38.97 54.45

Countries 

Sweden 2.63 14.39 82.98 6.04 43.71 50.26
Source: UN Statistics Division 

Some interesting patterns are observed when employment data is disaggregated by gender 
(see Table 9). In Bangladesh, Madagascar, Malawi, Tanzania and China the average 
percentage of women engaged in the labour force working in the agriculture sector across the 
five countries is 84.8 compared with 70.84 for men. In Malawi and Tanzania the figure is 
over 90 percent for women and over 77 percent for men. In all the LDCs within the sample 
fewer than 20 percent of women work in manufacturing, and in Madagascar, Malawi and 
Tanzania the figure is less than 3.1 percent. In the case of Bangladesh, more women than men 
work in manufacturing, but this figure is skewed by the large number of women working at 
the low end of the value chain in the textile industry. 

Table 9: Gender Ratio for Employment 

Employees Employers Country Year 

F M F M 

Women's 
share of 

administrat
ive and 

managerial 
workers 

(%) 

Women's 
wages in 

manufacturi
ng as a 

percentage of 
men's wages 

Bangladesh 2000 8 15 0 0 8 -
Ghana 2000 11 21 5 5 34 -
Madagascar 2002 12 18 2 2  -
Malawi 1998 5 21 0 0 15 -

LDC 

Tanzania  - - - - - -
Brazil 2000 59 55 2 3 31 61
Botswana 2001 82 83 3 4 31 52
China 2003 93, 

93
83, 
86

2, 1 7, 5 26, 22 64, 67

Malaysia 2003 - - - - 23 64
Egypt 2002 68 58 6 20 9 68
South 
Africa 

1996 79 82 15 15 27 

DC 

Poland 2003 76 70 2 5 34 
Australia 2003 90 84 2 4 36 89
Belgium 2003 84 81 - - 31 81
Japan 2003 84 85 1 4 10 60

Develope
d 
Countries 

Sweden 2003 95 86 5 14 30 91
Source: UN Statistics Division 
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The gender ratio table gives values for women’s wages relative to men. In all cases women 
earn less than men and in some countries by a large proportion. Women are also under-
represented in administrative and management positions. This data is in line with the large 
number of women employed in the informal sector. 

2.2 Challenges to SME Growth 

A huge array of challenges facing MSMEs can be gleaned from the literature. Some 
constraints are binding with respect to entry or exit, some are always present in some form or 
another, whilst others become relevant at different stages of a firm’s life cycle. There are 
some challenges that are mainly or exclusively relevant to women entrepreneurs. 

From an economist’s perspective most of the challenges find their origins in market failures 
such as: information asymmetries; fragmented and underdeveloped financial, input and final 
markets; and lack of skills and skill training. From this perspective, challenges can be split 
into: pre market challenges such as education and health; enabling environment challenges 
including physical and business infrastructure, political, legal and regulatory frameworks, and 
licensing and fiscal issues; challenges relating to the private sector itself – for example the 
lack of competition or the absence of a key input; and those issues that relate to the individual 
enterprise and entrepreneur.  

In the space of this paper it is not possible to provide an in-depth analysis of all these. Rather, 
those issues that emerge from the literature as being of most relevance to DCs have been 
elaborated below. 

Institutions and SMEs 

Every country has its own unique set of institutions comprising formal and informal rules, 
mechanisms and organisations. How institutions perform depends on incentives, the 
resources available and the skills/education of the people who manage them. They offer 
rewards and punishments and monitor performance across society. To work effectively and 
fairly, institutions must all mesh together. As countries engage in international markets they 
must also fit with external institution frameworks.  

Corporate activity is governed both by the general institutional framework within an 
economy and by specific institutions relating to business activity.  

“(institutions)…determine the expected returns to committing resources to firms. 
Where governance institutions are weak, the emergence and growth of firms are 
discouraged”13/. 

To the latter point might be added “and firms are encouraged to operate in the informal 
sector”. In other words where institutions are weak firms are unable to rely on them for 
support, to enforce contracts, and protect them from illegal or monopoly practice. The 
resultant high levels of uncertainty prevent entrepreneurs from entering the market place and 
hinder the growth of small enterprises. For example, small informal traders engage in on-the-
spot transactions in local markets (WDR 2002). Institutions are needed to reduce and manage 

 
13/ World Development Report, 2002. Building Institutions for Markets, page 55. 
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risk for these traders. There is no blueprint for the right institutional structure to support small 
traders, most of who rely on informal institutions to support their businesses. Institutions like 
moneylenders using informal contacts to assess creditworthiness are governed to a large 
extent by custom and practice, and in some cases by monopoly power. 

Efficient informal institutions can reduce enforcement and information problems without 
using formal institutions and modifying existing practices. Simply codifying and creating 
networks can bring substantial gains to small businesses. For example business groups can 
play an important support role for small enterprises. They lower information and search costs, 
and can also play a coordinating and monitoring and enforcement role. They can help create 
networks through which information can be disseminated, inputs obtained, and technology 
shared. Business counselling groups can also provide support, particularly to new firms. In 
Bolivia the average number of days for start up for firms that are members of a business 
counselling group is 41 days compared with 65 days for non-members. Labour search costs 
also fall; in the same study the average time for members to fill a vacancy was 36 days 
compared with 51 for non-members14/. 

From a policy making and enforcement perspective the relationship between local 
government and private business institutions and between officials and entrepreneurs can 
prove difficult. Different experiences, goals and aspirations mean that the various parties do 
not always understand each other’s needs. Policy makers are not always aware of how the 
private sector and small firms in particular conduct themselves. Small firm owners likewise 
do not always appreciate the constraints under which the public sector operates. 

The Legal and Regulatory Environment 

In 1997 the World Bank Development Report published the results of a survey of 3,600 
enterprises in 69 countries. The results make for interesting reading. On average, crime was 
found to be a serious business cost, and in Sub Saharan Africa (SSA), Central and Eastern 
Europe (CEE) and the Commonwealth of Independent States (CIS) 80 percent of respondents 
lacked confidence in the authorities to deal with it. Forty percent of all the 3,600 enterprise 
owners said they paid bribes as a matter of course, and that a well–functioning judiciary was 
the exception rather than the norm.  

With respect to business development Ayyagari et al (2003) find evidence that it is more 
expensive to register a business where there is a relatively small share of SMEs and a large 
informal sector. This suggests that registration tends to be a barrier to small firm start up and 
the upgrading of micro to small enterprises.  

Exit can also be a challenge. The same study looked at the correlations between SMEs and 
the informal sector with corporate bankruptcy procedures. The results showed a weak 
positive correlation between the SME sector and bankruptcy, and a strong negative 
relationship with the informal sector. This demonstrates that countries with efficient solvency 
procedures have larger SME sectors and smaller informal sectors, compared with countries 
with weaker procedures. They also find that an inefficient judicial system and rigid labour 

 
14/ As above. 
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markets (with a high degree of regulation) are an impediment to the upgrading of informal 
enterprises to small formal ones. 

Taxation also emerges as a key impediment to SMEs. Interestingly the main concern is often 
not with the taxation burden itself, but rather with the lack of simplicity and transparency 
inherent in the tax systems of many DCs. In China recent recommendations for institutional 
reforms include making the tax system more transparent through simplification and the 
provision of clearer rules that remove the opportunity for arbitrary interpretation and 
government interference in private business. Converting the extra budgetary revenues of 
many provincial and local governments to budgetary ones was also intended to create greater 
accountability and transparency, and make taxes predictable and more manageable for SMEs 
than discretionary fees and charges.  

The Judicial System 

A well functioning formal judicial system complements the informal system of institutions 
and norms governing business behaviour. Together they keep enforcement costs low for both 
large and small participants in the market. Research by Kumar et al (1999) finds that, when 
judicial systems are strong, countries tend to have larger firms, whilst that by Pinheiro and 
Cabral (1998) observes that states in Brazil with better performing courts had better 
developed credit markets. Without well functioning courts and legal systems firms are forced 
to rely on doing business with people and firms they know, which may mean that profitable 
opportunities are not exploited. Bigsten et al (2000) and Collier and Gunning (1999) 
examined evidence from Africa, and found that ineffective and weak legal systems 
challenged the growth of small firms and restricted investment.  

Informal systems are important for small enterprises, as unlike large corporations, they tend 
not to settle disputes in courts (Islam, 2002). In local cases reputation and social pressures 
and ties can act to ensure contract enforcement; once trading is undertaken further a field it is 
necessary to have a more robust and formal system. Indeed as markets become more open 
and larger, the local community mechanisms that typically substitute for formal judiciary for 
contract enforcement become less efficient and effective tools (WB, 2001), this tending to 
stifle entrepreneurship. At any scale, and as Islam (2002) points out, some local community 
mechanisms can also be exclusionary – for example, they may not be available to women, or 
the truly indigent. 

Incentives play an important part in determining the performance and outcomes of legal 
systems. Table 10 highlights the elements of institutional design for each of the four groups 
of players. Small time entrepreneurs will not take their disputes to court if the progress is 
expensive and costly; similarly lawyers will not be willing to act for small businesses if the 
procedures and laws relating to small business are unclear or if their expected remuneration is 
low relative to acting only for large firms. 
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Table 10: Elements of Institutional Design that Impact on Court Performances 

Incentives for 
Judges 

Incentives for 
Judicial Staff 

Incentives for 
Lawyers 

Litigants*  

Mechanisms that 
affect reputation 
Wages, other 
benefits 
Promotion criteria 
Direct constraints or 
rules such as 
mandatory time 
limits, case 
management 
Independence from 
state 
Legal clarity 
Rules regarding who 
may provide what: 
competition with 
other providers 
How budgets are 
allocated (e.g. 
whether they depend 
on performance) 

Wages 
 
Promotion criteria 
 
Monitoring 
mechanisms and 
reputation 
 
Direct constraints on 
activities 

How legal fees 
determined 
 
Regulations and 
restrictions on the 
market for legal 
services 
 
Requirements in the 
law for legal 
representations 
 
Clarity in the law 
and procedures 
 
Legal/lawyers 
association rules 

Legal fees 
 
Court fees 
 
Difficulty of process 
 

Size of claim 

*Most aspects affect incentives to go to court in the first place 
Source: R. Islam (2002) Institutional Reform and the Judiciary, pp 22 (some details of 
table omitted). 

Islam has examined procedural complexity at some length and finds that, out of their sample 
countries, those in Africa have greater procedural complexity than South Asian countries; 
however the common law African countries have less procedural complexity than those with 
civil law procedures, and a faster dispute resolution and better corruption control. These 
findings support empirical studies that demonstrate in Africa small firms do not use formal 
procedures to settle disputes. Under such circumstances the importance of strong informal 
institutions and lobbying to set up/extend the appropriate formal ones is amplified. 

SMEs and Finance 

A large body of evidence suggests that financial development contributes strongly to 
economic growth. Recent research also shows that financial development directly benefits the 
poorer sections of society and is associated with improvements in the distribution of income 
(Dollar and Kray, 2000). A study by Sylla (2000) suggests that measures of financial 
development are positively and significantly correlated with income share in the lowest 
quintile of income distribution. Indeed, according to the World Bank, financial development 
boosts the growth of industries that are naturally composed of small firms more than it does 
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large firm industries. It relieves constraints on small enterprises and boosts the growth of 
firms that rely heavily on external funding. Research has shown that under-developed 
financial systems are particularly detrimental to the growth of firms with less than 100 
employees. Policies that improve the operation of the financial system will tend to boost the 
growth of small-firm industries more than large firm industries (Thornton Beck et al opp cit). 

Studies show that the main sources of finance available to SMEs are informal loans from 
informal associations, family and friends, past savings and retained earnings. The default 
rates on loans - though variable - are high, which discourages lending activities. 
Informational asymmetries abound, these coupled with lack of collateral, infant capital 
markets and few lending instruments, and the risk averse nature of formal financial 
institutions means that the few resources available are channelled towards existing 
entrepreneurs with a proven “ability to pay” rather than towards projects with the best 
prospects. In countries like Senegal and Kenya, conditions for private sector growth are held 
back by an underdeveloped financial system.  

Table 11 details the formal and informal institutions available to rural enterprises. Interest 
rates are high, with norms 30-50 percent for small firms.   

Table 11: Types of Rural Lending Institutions 

Type of 
Loan 

Informal institution Formal Institution 

Secured Pawnbrokers 
Moneylenders who take possession 
of land title 
Labour pawning Institutions 

Commercial banks 
Rural development banks 
Mortgage credit from traders 
(sellers of inputs) 

Unsecured Moneylenders 
Credit from Traders (purchasers of 
output) 
Friends and family 
Savings groups (including 
ROSCAs, ASCRAs and chit funds) 
Labour-bonding institutions 

Some credit unions 
Credit cooperatives 
Farmer’s associations 
Non-bank financial institutions 
(e.g. insurance companies) 
Micro credit groups 
 

Source: WB Development Report 2002, p40 

Micro credit institutions loan mainly short-term finance. Lack of trained staff and limited 
funds, and their lack of access through the banking system to re-financing by banks, hamper 
their expansion, and often prevent them from being able to effectively move up the scale and 
meet the needs of small businesses.  

Firm Level Challenges to SMEs 

The challenges facing small firms are very well documented in the literature. Small time rural 
enterprise owners operate mainly in agricultural and agro processing industries. They suffer 
from: poor quality inputs including seeds and tools; lack of storage facilities; and intermittent 
power supplies, lack of transport, and badly maintained road systems in addition to all the 
“natural” problems including drought, flooding, and illness. Goods are very often sold on 
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local markets in times of glut at very low prices, and, where they are transported, packing is 
often inadequate and goods are damaged. 

Urban enterprise owners face problems including skill shortages, unreliable workers, poor 
quality and interrupted supply of inputs, old and inappropriate machinery, poor access to IT 
support, issues surrounding business registration, taxes and security. Coupled with these 
issues entrepreneurs have limited knowledge of markets, processes and procedures; and 
inadequate management and accounting skills and general business know how. Both groups 
in the informal and formal sector suffer from lack of access to appropriate financial 
instruments and business support. 

The development of clusters and backward and forward linkages and value chains can, 
through competition and collaboration, lead to collective efficiency and go a long way 
towards mitigating some of these challenges. SMEs have the potential to provide the 
necessary inputs and services at various stages along the chain. They also have the potential 
to support the chain indirectly in a range of activities. Textiles are a clear example. In many 
countries parts of the chain are in existence but because they are fragmented the full benefits 
cannot be harnessed. For example, in the small cotton sector in Ghana there are material 
producers at one end of a country and garment manufacturers at the other, but the chain is 
fragmented and therefore value is lost. 

The experiences of Taiwan, one of the newly industrialised countries, would appear to testify 
to the importance of subcontracting relationships. In Taiwan centre firms have supported 
SMEs by providing equipment or collateral for subcontractors, while subcontracting between 
SMEs has encouraged business linkages that have enhanced sector efficiency and 
productivity. This ability to work effectively along value chains is generally seen to be one of 
the key contributors to the rapid growth and poverty reduction that the country has been able 
to achieve. 

From the 1980s onwards the Taiwanese government developed industrial parks, and 
encouraged the creation of geographic and sectoral clusters of SMEs by targeting specific 
industries. Those foreign firms that could then work upstream of these clusters and transfer 
essential technology were encouraged to locate as part of this strategy. There are lessons to be 
learned from how the SME sector (and micro enterprises as well in Taiwan), were effectively 
incorporated into domestic and international value chains, to bring about social as well as 
economic development. 

SMEs and Trade 

Many small enterprises sell predominately in local markets but aspire to trade in regional 
(within a country), national, cross border, regional, sub-regional and international markets. 
To do so they need to understand that consumer demands, tastes and quality requirements, 
transport costs and general business know how required to operate in these markets are 
variable. Interventions in the fields of information, quality assurance and marketing coupled 
with efforts to coordinate delivery and production among groups of firms are urgently 
required. Whereas it may not be possible (or desirable) to project an informal trader into the 
international market, enabling them to upgrade from producing purely for the local market is 
a different matter. 
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Women-owned Enterprises and Challenges 

The number of large cross sectional studies on the level of ownership by women, particularly 
in the informal sector, is limited. Estimates by Liedholm and Mead suggest that, in sub- 
Saharan Africa countries included in their study, 86.8 percent of MSEs operating in garments 
and textiles are owned by women. The corresponding figure for the manufacturing sector was 
48.5 percent. Liedholm and Mead find that the annual average growth rates of surviving 
MSEs15/ owned by women were substantially lower than for those owned by men. One of the 
main reasons for this is that women owned enterprises tend to be concentrated in low growth 
sectors producing low value added products16/. However, Liedholm and Mead also find that, 
even within the same sector, women owned enterprises tend to have lower growth rates and 
that overall, women owned enterprises are only minimally represented in high growth sectors. 
On entry and exit they (and others) find “an inverse relationship between the net entry rate in 
low-return activities and the overall level of the economy”17/. Women tend to enter the 
market in times of hardship and are seeking additional income to augment low family 
earnings18/. This raises a host of issues relating to the targeting of support for women owned 
enterprises and poverty. 

The Millennium Development Goals (MDGs) refer to the empowerment of women. 
Economic empowerment refers to access to increased income and bargaining power, social 
and political empowerment to such issues as voice, representation, and power and equality 
within the domestic, political and economic arenas. There is a spectrum of variables, in 
addition to those pertinent to all potential and active entrepreneurs, which need to be 
addressed if women are to have the opportunity to become fully empowered economic 
agents. These include: the need to train and employ women planners and policy makers; the 
development of legal and regulatory systems that recognise and support women’s rights and 
requirements over the whole spectrum of domestic and business issues including land tenure; 
the balance of power within households; the barriers that prevent women from responding to 
market signals such as cultural norms that affect women’s ability to undertake certain types 
of employment; domestic responsibilities; lack of collateral and suitable financing 
instruments for women entrepreneurs; training; and the provision of childcare and washroom 
facilities19/. 

The UN Conference Report (2001)20/ reported on the results of 345 interviews with women 
entrepreneurs in Ethiopia, Gambia, Tanzania and Zambia. It finds that typically women 
entrepreneurs have basic education, created their own enterprises, but do not benefit from any 
degree of financial or business support. Women’s enterprises are mainly isolated and 
amongst the smallest of small enterprises, and only a few engage in exporting. In addition the 
multiple roles of women in society and business were potential and actual sources of conflict. 

 
15/ Micro and small enterprises. 
16/ E.g. Downing and Daniels, 1992. 
17/ Small Enterprises and Economic Development, 1999, Routledge, Page 63. 
18/ Phillips and Della Guista, op. cit. 
19/ As are discussed in Phillips and Bhaita forthcoming. 
20/ Trade and Development Women Entrepreneurs in Least Developed Countries: Country Studies from 

Africa. 
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Women spent most of the income generated by business activities on food, children’s 
clothing and education but very little was re invested in business. Relatively few women-
owned enterprises expand and prosper, or graduate from micro to small and medium sized 
firms. This results in a direct contribution to (short term) poverty alleviation but not to 
growth. This corroborates findings by Liedholm and Mead (1999) and Phillips and Della 
Guista (2006)21/. 

Section 3: Strengthening the Role of SMEs in DCs 

The real potential for SMEs rests in their ability to build new economic activity that would 
not come from the traditional sectors (public or large enterprises), and thereby create growth 
both in incomes and jobs. The 2003 World Bank study of SMEs in 76 countries looked at the 
relationship between changes in the SME sector and poverty. It found “…As SMEs grow and 
develop, job creation and pro-poor hiring practices lead to personal income generation, which 
aids poverty reduction…(and)…the enabling environment for SME development is critical to 
acceleration of poverty reduction impacts”22/. 

The degree to which this growth then produces benefits in the social sphere relies largely on 
how much of the new income and employment reaches the poorest. Figure 4 below, taken 
from the WDR 2005, provides a picture of possible pathways out of poverty for low-income 
people. Self-employment or business was rated as the most beneficial option, with other 
criteria (such as “skill acquisition”, “access to credit” and “education”) all likely to influence 
an individual’s ability to take this route. This highlights why SME development is now 
considered to be so important in tackling the plight of DCs.  

At the same time it is clear from the preceding analysis that there are a multitude of obstacles 
to SME development. It is also true that there has over the past 20 years or so been 
substantial investment in promoting SME in many parts of the world, with much of this 
failing to bring about the sustainable improvements that were hoped for. Drawing from the 
analysis and the extensive literature that now exists, this section discusses the elements that 
emerge as being essential to the effective provision of such support, and highlights the type of 
specific initiatives that now promise to have the greatest impact on SME development. 

 
21/ Forthcoming in The Journal of International Development. 
22/ CFED Desktop study SMEs and Poverty Reduction 2004, page 61. 
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3.1 The Need for Policy Differentiation 

SMEs cannot be analysed as a homogeneous group. Informal enterprises, for the most part, 
seem to be part of a survival rather than growth strategy. In the short run these enterprises do 
have the potential to contribute to poverty reduction, particularly in cyclical downturns, but 
they neither give rise to stable earnings nor employment. Over time some of these enterprises 
become established and informal markets emerge. High tech firms that  have the potential to 
experience higher growth also emerge and need to be encouraged, but they also need a 
complementary package of support systems and the correct enabling environment to 
encourage their location and sustained growth. A robust approach to supporting SMEs must 
focus on the requirements of these separate groups. 

Evidence suggests that SME policy that is successful in bringing about rapid growth cannot 
necessarily be assumed to simultaneously be a tool of poverty reduction. This is because 
measures that promote the subs-sets that are most likely to achieve rapid growth 
(predominately high tech small and medium enterprises) are not the ones that can be expected 
to create new employment opportunities for the most disadvantaged social groups. Rather 
they will most likely create better jobs for those that were already employed. Given the 
emphasis on high tech they are also unlikely to be particularly labour intensive. 

32 
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SME policy should: 

• Clearly define its objectives; 

• Identify which subsets of the SME sector will need to be involved in the achievement 
of those objectives; 

• Specify the impediments to the growth of those subsets; and 

• Devise approaches that specifically address those impediments, rather than relying on 
approaches thought to be generally beneficial to SMEs. 

3.2 Donors and Government and Coordination Issues 

Over the years a great deal of funding has been delivered into programme and project 
support23/, with variable results  The table in Annex 1 summarises some of the main areas in 
which leading donor agencies have recently been or will be supporting SME development in 
the foreseeable future. If the cohesion of such work is to be enhanced then it is important that 
any individual organisation identifies and pursues an effective role. Broadly speaking an 
agency could focus on either testing and developing the mechanisms that can best bring about 
sustainable SME development (this is a role particularly well suited to the donors with 
relatively small budgets), or on mobilising the larger-scale funding that successful 
implementation will then require (where multi-lateral agencies such as the World Bank or the 
European Commission might perform best). 

Most evidence suggests that cohesion and effective inter-working amongst agencies has been 
sadly lacking from many past SME development efforts. Generally work takes place in 
parallel without any over-arching strategy being applied to the design and implementation of 
initiatives. There exists a compelling need for more leadership, which ensures enhanced 
coordination at the national/local level in different countries and helps bring about this 
critical meshing across SME programmes.  

The following steps should be taken to enhance the impact of SME development 
programmes.  

• Donors and other agencies need to coordinate activities between themselves and with 
industrial, private sector and SME policy frameworks. This is required at both the 
macro and micro levels. 

• There should be central, local and community participation in the programming 
process to ensure the needs of local entrepreneurs are met and their activities meshed 
into the general national framework for SMEs.  

• The different elements of a programme need to be properly sequenced to ensure they 
are mutually reinforcing. This is particularly important if the potential gains from 
decentralisation, deregulation and liberalisation are to be maximised. 

 
23/ In the immediate future it seems likely that an increasing proportion of funding will be channelled 

through the budget support mechanisms currently being favoured by many of the international 
development agencies. 
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• Effective monitoring and evaluation (M&E) frameworks must be established at the 
outset, so that programme impacts can be measured, and policy adjusted in response 
to information gained from the feedback loops.  

3.3 Emphasis on the Enabling Environment 

Over recent years international development agencies have tended to move away from 
initiatives that subsidised the provision of direct SME support services (financial and non-
financial). Evidence over a protracted time period has demonstrated that many such 
initiatives have only temporary impact, and are unsustainable once the subsidy is removed. 
They also, for the most part, have only narrow impact, because very few externalities and 
spill over effects are generated.  

Consequently the locus of attack has moved towards initiatives that focus on strengthening 
the enabling environment, and in particular the regulatory and institutional framework that 
governs and influences private enterprise. In some cases this demands changes that 
specifically recognise the vulnerability of SMEs in the market place, and the need to support 
them and provide a level playing field to enable them to become viable economic players in 
markets where they have a competitive or comparative advantage. There now exist in many 
countries studies (such as the World Bank’s “Cost of Doing Business” Reports) that help 
define where improvements in the enabling environment are most required. Subjects that will 
typically need to be addressed include:  

• establishment of lobbying mechanisms that help the SME sector effectively articulate 
its needs; 

• the development of appropriate and effective financial instruments;  
• measures to help reduce the tax burden on small firms;  
• streamlining of licensing and customs and port procedures;  
• more transparent government procurement procedures;  
• ways of facilitating trade for small businesses; and  
• measures to overcome information asymmetries. 

3.4 Value Chains, and Forward and Backward Linkages 

Private sector development cannot be sustained without sound industrial underpinning. The 
location of large and medium upstream enterprises facilitates the proliferation of smaller 
downstream firms that act as subcontractors and traders, and provide a range of services such 
as packaging, haulage and storage facilities. For example, in the agricultural sector small 
farmers provide inputs into agro processing plants in a variety of processes including canning 
and juicing. Such value chains and their backward and forward linkages underpin sound 
private sector development. If chains are fragmented or non-existent, goods and services 
cannot flow through the economy, and the potential for job and wealth creation is 
significantly reduced. Whilst these links are now highly developed in western countries, 
absent and fragmented markets mean that private sector development in many developing and 
all least developed countries is proceeding slowly.  

Local value chain development should be facilitated by getting small firms at various stages 
of the chain together and coordinating efforts, and ensuring that the support and training 
comes in at the right time. This involves a much shorter time frame and fewer people than 
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national chains, and has the potential to harness local communities into it. Different agencies 
could focus on supporting different chains or different aspects of the same chain. Similarly 
evidence from Taiwan and Italy demonstrates how clusters can stimulate small firm 
development.  

Strong public-private sector partnership is required to bring about success. A meshing of 
private and public sector mindsets is also necessary. In particular there is a need to:  

• adopt an integrated approach under which donors and governments develop 
systematic approaches to creating a framework of SME support; 

• train Government officials in commerce;  

• develop communication networks and channels through which information can flow; 

• provide information to entrepreneurs who need to know the rules and regulations 
governing business activities;  

• develop mechanisms to prevent misinformation dissemination and aid information 
flows;  

• use incentive structures to encourage enterprise owners to work together where it is to 
their mutual benefit; 

• develop clusters or local community group subcontracting mechanisms, which can be 
tied in with the development of local value chains;  

• build on and upgrade existing business institutions like chambers of commerce, and 
where there is a gap establish new institutions; 

• develop demonstration effects to strengthen positive enforcement roles – for example 
support funds and the like must be allocated via a transparent mechanism; and 

• police and monitor public and private sector officials and programmes and 
instruments so that corruption and nepotism are eliminated. 

3.5 Trading and Exporting  

As has been highlighted most small firms do not export; indeed they have a long way to 
climb until they are in a position to do so. On the other hand, growth and development 
depend to a large extent on breaking into and exploiting export markets. Currently a great 
deal of emphasis is being placed on ‘trade for aid’. To enable potential exporters to take 
advantage of trade agreements it is necessary to reduce internal barriers to trade and expand 
capability and capacity.   

SMEs also need access to markets. Fostering increased outreach of trading activities then 
becomes crucial to growth in the SME sector. Search and information costs present a 
formidable barrier to small firms attempting to export. There is a need to provide information 
relating to foreign markets in terms of demand, quality and procedures, safety and sanitation 
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requirements and trading agreements. In the Asian NICs government or quasi government 
institutions or agencies provided much of this type of information. 

At the operations level the following measure should help facilitate trade:  

• dissemination of relevant information to small time traders; 

• streamlining of import and export procedures;  

• the granting of licenses;  

• safe port storage,  

Port officials and planners need to understand and become more integrated into the exporting 
process. They must both understand the importance of trade, and share in the gains. 
Incentives related to pay and conditions are required to reduce inefficiencies and bribery, and 
speed up the process.  

Of critical importance to trade facilitation is improvements in the transportation 
infrastructure. These may often require innovative financing mechanisms, with forms of 
public private partnership to encourage commercially driven activity at key stages in the 
transport and distribution value chain likely to stimulate the most sustainable results. At the 
same time ,simple measures like wooden boxes, correctly packed, can substantially reduce 
wastage for small produce farmers trying to export across borders (or even to take their goods 
to markets), and should be pursued as part of more holistic approaches to trade facilitation, to 
gain “quick wins” wherever possible..  

3.6 Small and Micro Enterprise Support Instruments  

Improving Business Conditions and the Enabling Environment24/

(i) Information failure 

Small time entrepreneurs suffer from information failure. In the context of finance this 
market failure can be addressed by:  

• providing better quality information and clear accounting standards, 
• setting up competent and reliable accountancy firms, and  
• creating more credit bureaux supplying data on the solvency of firms.  

Similar approaches are required for developing efficient channels for the delivery of market 
and business information including:  

• skill training,  
• buyer and seller details,  

 
24/  The OCED paper (Kauffmann 2005) discusses the challenges facing small African firms. Kauffmann suggests a four-

pronged approach to increasing access for small firms to finance: improving business conditions; helping SMEs meet the 
requirement of formal finance; making the financial system more accessible to SMEs; and expanding the supply of finance 
through the non- financial private sector. These headings and Kauffmann’s recommendations are used in this section as a 
starting point to develop a range of instruments that can be used to help overcome the challenges facing small enterprises. 
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• the location of business support agencies,  
• the types of business advice available,  
• export information including demand and regulations in potential markets,  
• quality and sanitation regulations, and 
• trading preferences and transport networks and costs.   

Women and marginalised groups need to be targeted, because standard information delivery 
mechanisms may not reach them. Local radio campaigns, information delivered via schools 
and places where women congregate explaining where information can be sought, and 
individuals travelling to rural areas can provide the necessary linkage, but ongoing support to 
help marginalised groups is also necessary. 

(ii) Institutional failure 

Table 9 details the way judicial institutional design can impact on small enterprises. 
Interventions that help create an impartial and well incentivised legal system can help settle 
disputes, drive reform in all area of commercial activities, provide land title clarity and set up 
effective bankruptcy procedures. Lobby by donors and interventions have the potential to act 
as catalysts and drivers of institutional design change. 

(iii) Taxation and the Informal Sector 

The high incidence of taxation and collection methods keeps many small businesses in the 
informal sector. Small firm owners do not always keep complete or accurate accounts, this 
coupled with the information failures discussed above results in them operating outside the 
system with the resulting loss of tax revenues to government and legal protection to traders.  
Incentives that may help coax small businesses into the formal sector include the following. 

• Introduction of a buyer tax system (under such a scheme the relationship between 
small firms and buyers may need to be formalised by registration).  

• Simplification of tax collection methods and schemes to ensure ongoing collection 
rather than annual, biannual or monthly collection (owners of very small enterprises 
are just not able to save or plan). This could be done via simple licensing schemes 
(such as badges) or certification of standards (in for example the informal food 
sector). Some form of trading rights/protection could be offered to traders to 
encourage them to participate in the schemes. 

A range of non tax-based incentives could also be employed, such as: 

• small-time traders paying for a market pitch (per hour or per day). Such schemes are 
showing signs of success in countries such as Zambia;  

• the introduction of innovative systems to bring informal enterprises into the formal 
system within subcontracting relationships; and 

• a greater emphasis on providing information in a form that is understandable and user 
friendly to small enterprise owners. 
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(iv) Public Procurement Opportunities 

Government procurement is another area of concern in many countries. Late payment by 
government bodies, payment by deducting the amount owed by the government from the 
firm’s tax bill for the following year, and lengthy licensing and registration procedures all 
impede small business success. Steps should be taken to ensure that public procurement 
mechanisms are open, well-publicised, accessible to SMEs, fair and transparent. This can 
help significantly improve the value for money achieved in government service provision as 
well as promote the development of SMEs. 

3.7 Finance 

A well-regulated and properly functioning financial system is a necessary but insufficient 
condition for SME development, which also requires that financial institutions construct 
profitable and efficient credit and equity programmes tailored to this sector. The nature of 
financial and legal institutions affects the type of external financing that firms obtain. In 
particular the use of bank, equity and operations finance are more common in countries with 
common law legal origin, where outside investor protections are stronger.  The issue is how 
to create a delivery infrastructure prepared to work with SMEs, and determine which 
instruments appropriate to small businesses can be operated profitability within such delivery 
mechanisms. Mechanisms used by commercial banks in developed countries to reduce risks 
and costs of SME financing include:  

• credit scoring systems,  
• external credit appraisal/credit ratings,  
• risk self-assessment for SME entrepreneurs,  
• application of IT in the whole lending process,  
• decentralised structures (streamlined and simple lending), and  
• segmentation of SME customers. 

However, instruments such as credit scoring are not always suitable tools for assessing the 
risk associated with small enterprises in DCs. Formal financial institutions typically base 
lending on hard information data (for example, as obtained from audited financial statements, 
credit bureaus and the like). Small firms have difficulty in supplying such data.  In such 
circumstances relationship lending technologies can be a more appropriate tool (Berger and 
Udell 2004), because these are based on soft qualitative information gathered through contact 
time with entrepreneurs and members of the community, which might cover issues such as 
character and reliability of owners, future of enterprises based on discussions with customers, 
suppliers and neighbouring businesses, history of past loan payment, and so forth (Berger opp 
cit).. 

A second group of instruments that is currently under utilised in DCs is factoring. Small firms 
have little power to enforce payment from larger buyers within the agreed time frame. If 
customers extend their repayment time uncertainty increases and small enterprises may face 
cash flow problems and difficulties in financing the next round of inputs. Factoring enables 
firms to sell their credit worthy accounts at a discount equal to the interest rate plus service 
fees and receive cash (Klapper 2004). The following simplified example demonstrates the 
process. 
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A small firm A supplies inputs to a larger firm B. with a contracted payment 
timeframe of 30 days. If a third party financial institution or firm C buys the debt (that 
is, the factor) from A, then A is able use this money to make other business purchases 
(usually on a proportion of the debt, typically 70 percent) factored25/.  

The example demonstrates that factoring provides two services to small enterprises – a credit 
service, and a debt collection service. In Klapper’s terms they are outsourcing these two 
functions. This is quite different from traditional loans. 

Thus factoring offers clear advantages to the small firm and the broader economy: 

• It provides a service for entrepreneurs who are not skilled or experienced in financial 
matters; 

• The factor gains in that he has many clients so can spread his fixed costs; 

• It encourages exporting in that it has the potential to both reduce the risk and facilitate 
trade; and 

• It also sends a signal that the customer is credit worthy and this can help to expand 
sales (Klapper 2004). 

However, financial institutions or firms purchasing debt from small firms are still exposed to 
the risk of fraud and non-existent customers, so when factoring the small firm still has to be 
checked for credit worthiness. Thus this instrument may still be subject to the obstacles 
described above. For this reason a second, related process - reverse factoring - has even 
greater potential. In reverse factoring the factor C purchases the debt directly from the small 
firm’s customer. These buyers are far lower risk (for example, foreign or national firms with 
known reputations). In these cases C only has to check on the credit worthiness of the large 
firm rather than several small ones. Reverse factoring allows SMEs to transfer their credit 
risk and borrow on the risk of their customers. They may then be able to borrow more, and 
this technique can work even when collateral laws and judicial systems are weak. It also has 
benefits for the lender in that they can develop relationships with high quality SMEs without 
additional risk. Large buyers may also be able to extend the terms of payment (Klapper 
2004). Reverse factoring has been successfully undertaken by the Development Banks of the 
Philippines and in Mexico. 

Other tools to help reduce financial barriers include: 

• leasing and relationship lending technologies that provide means of delivering finance 
without the need for hard risk assessment techniques to be administered to small 
enterprises;  

• franchising, which is popular in Southern and Eastern Africa, the use of brand names 
or know-how being seen as an effective way of reducing the risk of failure; 

 
25/  There are two types of factoring: 

1. Without recourse - here the firms that purchases the factor takes on the buyer’s responsibility to pay. The small firm is not liable if the 
purchaser of their goods does not pay and the risk is taken on by the factor. 

2. With recourse - here the small firm is required to make up any shortfall in the payment. However in developing countries small 
enterprises owners may not have the cash to do so, in which case the factor is still exposed to some risk (Klapper 2004). 
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• warehouse-receipt financing (as done in South Africa, Kenya and Zambia); 

• guarantees on loans with agriculture stocks (OECD 2005); and 

• guarantee funds (these are popular with donors and governments but have not worked 
well in Central Africa, though in Mozambique there has been far more success) 
(OECD 2005). 

The OECD also cites the lack of organisation among SMEs in Africa as a main reason why 
credit associations that reduce the risk by sharing it are not more prevalent in Africa. To 
become more viable these organisations need also to focus at the sector and geographic 
levels. 

Making the Financial System more Accessible to SMEs 

Micro credit associations provide limited short-term funding for very small enterprises. 
However, once enterprises need larger long term funding they no longer qualify for loans 
from these institutions - the micro credit institutions (MCIs) simply do not have the funds to 
support these larger loans. Personal research by the authors has demonstrated time and again 
that governments target scarce funds towards programmes that support the very poorest 
groups of entrepreneurs, this being particularly true of women entrepreneurs operating in low 
value added activities. This has contributed to Africa’s missing middle. It is critical that 
funding be made available to those firms with a potential for growth and for creating good 
and secure jobs.  

The OECD recommends that:  

• MCIs be encouraged to develop and adapt long-term savings product similar to those 
that exist elsewhere, such as life insurance and home-saving plans; 

• specialised refinancing banks such as Mali “solidarity bank” need to be set up or 
efforts need to be taken to work more closely with the formal banking sector; and 

• MCIs that work more closely with banks can also help assist informal enterprises to 
move into the formal system (OECD, 2005). 

Overall removing the barriers that prevent SMEs from accessing finance requires 
coordination and collaboration between the various formal and informal players in the 
financial sectors. This way, bundles of instruments and working agreements between 
financial institutions and business development services can be developed. Incentive 
mechanisms such as challenge funds can be used to encourage new partnerships and 
innovative delivery mechanisms. DFID’s Financial Deepening Challenge Fund, which 
operated in 12 countries in Africa and two in Asia, is a good example of such an approach26/. 

Expanding the supply of finance through the non-financial private sector could be achieved 
through initiatives such as the following. 

 
26/  For more information on this scheme see www.challengefunds.org. 
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• Large firms that subcontract parts of their production process to SMEs providing 
security for small firms by guaranteeing to buy their output. Large firm involvement 
with small provides a positive signal to creditors. Their role is particularly important 
where institutional capacity is weak.  

• Reverse factoring -  

Linking up with large enterprises can also help small firms get export credit.  

• Clusters and collectives of small enterprises can also lower the barriers to financial 
support and can facilitate lower loan interest rates. Networking and the threat of 
exclusion from the group act to police individual firm’s behaviour. 

• Business angels have played a significant role in private sector development, 
particularly in the high tech sector. Their suitability and viability as a financial 
instrument is not constant across countries and sector but where applicable can be 
developed. 

The Public Sector’s Role in Finance Provision 

The public sector can help reduce the risks to private commercial banks through:  

• loan guarantee and counter-guarantee programmes;  

• participating in equity funds for SMEs, especially in those areas not covered by 
traditional funds (seed capital and start-ups);  

• creating credit windows for those SME segments with difficulties to access loans 
from the banking system; offering incentives (commissions) to financial 
intermediaries managing credits or seed capital/equity funds addressed to special 
SME segments;  

• creating challenge funds designed to encourage the development and implementation 
of commercially viable services that meet the specific needs of SMEs; and  

• providing technical support to NGOs or other institutions which could be able to 
implement SME programmes. 

3.8 Skills Development 

The heterogeneity of SMEs and the ongoing development of SMEs within different sectors 
require multi-skill base development in line with industrial planning. A key step is the   
Identification of short, medium and longer-term needs, and an assessment of what is already 
on the ground. Some professions (for example, engineering) and trades (such as electricians) 
require training that take years to come to the market place, whilst factory floor workers 
require only primary school education and short skill training courses. 

In most low-income countries there is an acute shortage of IT skills, and maximum impact is 
to be gained by harnessing training into SME sector development. A vibrant private sector 
cannot develop without an IT sector to support it. Transferring skills and technology from 
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experienced national and international companies is key in this process. Research 
demonstrates that relatively large firms are the main drivers of technology transfer in 
developing country and these companies have a role to play in harnessing smaller enterprises 
and developing skills. However skill training is a deeper process - after a skill is taught or a 
technology is transferred it must be absorbed. Individuals need to experience how to put the 
skill into the context in which they work. It is easy to read and understand a document about 
rewiring a workshop, but doing it competently is an entirely different matter. Learning by 
doing is an important part of the skill acquisition process. Learning also comes from 
interacting with other firms, and gaining from their knowledge and experiences.  

The development of formal apprenticeship schemes together with the necessary incentives to 
ensure firms will participate in the schemes is a way of targeting youth and at the same time 
enhancing skill development. Without incentives it is not rational for small enterprises to 
employ and train young workers who, having been trained, are highly likely to seek 
employment elsewhere. Incentives might include local and national award schemes and 
subsidies to firms employing apprentices. 

Given limited funding, choices have to be made - the relative mix of market skimming 
support policies and more expensive but deeper training with a higher probability of lasting 
success if targeted appropriately is one important decision. In South Africa there has been a 
great deal of success with business mentoring schemes that support and teach inexperienced 
entrepreneurs, but it is expensive and there has been limited reach. Retired workers have a 
wealth of knowledge and local experience, and with the correct incentives may be temped to 
get involved in such schemes. Innovative schemes like using retired foreigners on working 
holiday placements is another example of how private sector skills can be embraced to the 
benefit of SMEs. 

3.9 Measures to Address the Needs of the Informal Sector 

The first step in supporting informal enterprises and reducing the size of the sector is to 
identify the prevailing market failures, and then develop incentives and other means by which 
they can be addressed. Informal traders are often in this market because lack of education, 
economic or  social capital means they would be disadvantaged in the formal sector (Cross 
and Pena 2001). The regulatory system tends to favour big business and high regulatory costs 
mean that many small businesses remain informal. Informal enterprises rarely comply with 
official and administrative requirements (Charmes 1998). 

Methods of dividing firms with growth potential and whose owners want and are able to run a 
viable business from those who are looking for income and micro enterprise ownership is the 
only feasible pathway to be developed. By supporting larger firms, and small enterprises with 
growth potential, jobs will be created and pathways developed to enable individuals to gain 
more stable long-term employment. If blanket subsidies are given, the situation will not 
improve. Many years of micro credit have lifted individuals out of one level of poverty but a 
large proportion is still in a vicious circle with low unstable incomes. However, it is 
important to also recognise that the informal market is in itself a permanent market that needs 
some regulation and support. Some enterprise owners may have entered as a temporary 
measure but over time will have become established. Their informality leaves them 
unprotected by the law, often working long hours in poor conditions for very low wages. 
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The constraints on entering the formal sector have already been discussed. The overarching 
one relates to the costs and benefits for individual entrepreneurs. Formal players: 

• are highly taxed; 

• face expensive, lengthy and time consuming registration processes; and 

• face complex regulations and government requirements, the nature of which increases 
the opportunity for bribery and exposes small players who have neither the means or 
the knowledge to take legal action. 

If entrepreneurs see no benefit in formalising their operations they will remain in the informal 
sector. If they are to graduate there needs to be a reasonably level playing field between small 
entrants and incumbents – for example the costs of business services is often more than small 
enterprises can afford, but without them they suffer from low productivity and returns – 
otherwise it is often not worth them upgrading (UNDP 2004). 

3.10 Measures Tailored to the Needs of Women-owned Enterprises 

Women-owned enterprises represent another sub-set that requires particular attention because 
it represents a massively under-utilised resource. The obstacles to SME development 
highlighted in this paper apply to women as much as to men. However, as discussed earlier, 
women entrepreneurs face even more challenges than men. These include: land tenure issues 
and lack of collateral; heavy domestic duties; lack of education and skills; and bounded 
rationality in nearly all areas of business 

The result is the vast majority of women owned enterprises tend to locate in low value add 
sectors and have low productivity. There are no easy quick fix solutions but women 
desperately need:  

• a segmented approach to targeting women owned enterprises; 

• access to capital and business support mechanisms;  

• IT resources and training;  

• land tenure reform;  

• innovative financial packages that do not rely solely on formal credit rating;  

• agricultural support programmes that incentivise chiefs and men folk to give, sell or 
rent good quality land to women;  

• training, not just in sewing, craft and other low level skills, but also in areas those that 
will enable them to become fully integrated economic players in high value 
production and service markets; 

• information relating all areas of business demand and supply in a form readily 
accessible to them; 

• the creation of role models for women in business; 
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• mechanisms to overcome lack of trust between individual entrepreneurs and between 
enterprise owners and officials, including the development of business networks for 
business women. 

Currently many women discriminate against other women and do not share. If women are to 
become successful a segmented approach to targeting women owned enterprises is needed. 

3.11 Cross Border Trade 

Several researchers (for example, Morris and Saul 2000, Plunkett and Dirk 2002) suggest 
ways of reducing the challenges facing the cross border trader. Overall experience shows that 
women traders are better able to organise themselves into viable business groups and 
associations than men (Morris and Saul 2000), and increased support for such groups would 
have the potential to increase revenue flows. Other ways in which trade could be facilitated 
include: 

• providing information relating to prices and duties (including which goods are duty 
free) in nearby markets. This would allow traders to gauge the profitability of 
different products; 

• the setting up of Joint Customs Posts to facilitate cooperation and reduce cheating and 
training; 

• badges for traders who had undergone training in duty free and rules to facilitate 
trade. These people would then be able to pass through swiftly and avoid some of the 
delay; 

• disseminating market information on the illicit costs of doing business along key 
routes; and 

• increase pay of border officials. 

Indeed “Trade facilitation measures could increase border tolerance for females traders 
carrying basic foodstuffs across regional borders and help these businesses grow” (Plunkett 
and Dirk 2002 p2). 

3.12 Guiding Principles 

There are clear signs that effective SME development is characterised by public sector 
measures that have been designed through consultation with the private sector and which take 
care not to distort normal market signals. Thus the more successful initiatives encourage 
organisations to deliver products and services for mutual interest rather in response to subsidy 
or temporary distortions in market signals. By contrast generalised initiatives that have 
distorted markets have proved to be unsustainable and normally limited in impact.  

The key messages emerging from this study apply to countries in Africa as much as DCs in 
other parts of the world. However, and whilst it is difficult to generalise when considering a 
continent as huge and as diverse as Africa, there tends to be a key differential, this being what 
is referred to as “the missing middle”. This highlights the normal proliferation of micro and 
small enterprises (many of which continue in the informal sector), and the general absence of 
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firms above this size, other than the larger enterprises that are predominately foreign or 
public sector owned. 

This highlights the particularly fragmented nature of the markets in most countries in Africa, 
and the need for a coordinated approach that fosters those value chains that are likely to bring 
about sustained growth. Specific measures – particularly in relation to financial services and 
skills development – would be needed to complement general improvements in the enabling 
environment if SMEs at the larger end of the spectrum are to emerge and fill the current void, 
which results in so much lost opportunity for the continent. 

Particular consideration needs to be given to opportunities for developing “good jobs” in, for 
example, high tech manufacturing sectors, which should result in more stable incomes and, 
via their impact on growth, then have the potential to make a more sustained impact on 
poverty reduction. At the same time it must be recognised that high tech manufacturers tend 
to concentrate on exporting. In many African countries value chains and financial instruments 
simply do not exist to support these ventures, and so measures will be needed to catalyse the 
necessary changes.  

General improvements in the enabling environment will remain critical, particularly as 
regards strengthening the legal framework under which business is conducted. In Nigeria, 
where SMEs account for approximately 95 percent of formal manufacturing activity, 
security, corruption and poor infrastructure prevent them from being engines of growth 
(Kauffmann, OECD, 2005). Until these overarching impediments can be achieved, any more 
targeted measures will have at best limited impact. 
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Annex 1: Summary of Key Donor Initiatives in Field of SME Development 

Donor 
Organisation 

Project Title Country of 
Implementation 

Description Start/end 
Dates 

Africa 
World Bank Competitiveness and 

Enterprise 
Development Project 

Burkina Faso The Competitiveness and Enterprise Development Project for 
Burkina Faso will assist Burkina Faso to improve the 
competitiveness of its economy through privatisation and utility 
reform, investment climate improvement and private sector 
institutional development, and mitigation of constrains to SME 
development. In order so succeed in this reform, the Government 
will need to maintain its commitment to transparency of the 
privatisation transactions and provide the required budgetary 
support.  

2003-08 

World Bank Micro, Small and 
Medium Enterprises 
Project 

Ghana The Ghana MSME Project aims to enhance the competitive and 
employment levels of Ghanaian MSMEs by: (1) building an 
integrated market access and trade facilitation infrastructure; (2) 
proactively supporting entrepreneurship development; (3) 
developing and strengthening the capacity of local intermediaries to 
deliver financial and non-financial services to MSMEs; (4) reducing 
selected business constraints, including technical barriers to trade, 
faced by MSMEs; (5) providing an enabling environment to boost 
increased investments in the MSME sector; and (6) enhancing the 
facilitation, project development, and implementation roles of the 
Government. 

2006-11 

World Bank Micro, Small and 
Medium Enterprise 
Competitiveness 
Project 

Kenya The MSME Competitiveness Project aims to increase productivity, 
and employment in participating MSMEs, by strengthening 
financial, and non-financial markets to meet the their demand, 
strengthening institutional support for employable skills, and 

2004-10 
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Donor 
Organisation 

Project Title Country of 
Implementation 

Description Start/end 
Dates 

business management, and, reducing critical investment climate 
constraints on MSMEs. It will create incentives for informal 
MSMEs to graduate to higher levels of formality, and thus facilitate 
their access to resources for growth.  

World Bank Integrated Growth 
Poles 

Madagascar The Integrated Growth Poles Project for Madagascar will help 
provide the adequate business environment to stimulate and lead 
economic growth in three selected regional poles, through 1) 
strengthening the business environment in three geographic poles; 2) 
development of off-site investments allowing the creation of an ICT 
business park; 3) creation of an infrastructure platform and 
regulatory environment to expand the tourism industry significantly; 
and 4) supporting the preparation and implementation of the 
provisions of the Environmental Management Plan. 

2005-10 

World Bank Growth Support 
Programme 

Mali The Growth Support Project for Mali aims at (1) improving the 
investment climate in order to foster growth, with a particular focus 
on SMEs and on key sectors, (2) expanding the availability of the 
infrastructure base, and (3) promoting business innovation through 
financial and non financial services. This will help to implement the 
key recommendations that emerge from the recent investment 
climate assessment and improve the country's legal and regulatory 
framework in key areas so as better performances are reflected in the 
Doing Business indicators. 

2005-11 

World Bank Micro, Small and 
Medium Enterprise 
Project 

Nigeria The project aims to increase the performance and employment levels 
of MSMEs in selected non-oil industry sub-sectors and in three 
targeted states of the country. To achieve this, the project will: (i) 
develop and strengthen the capacity of local intermediaries to deliver 
financial and non-financial services to MSMEs; (ii) reduce selected 

2003-09 
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Donor 
Organisation 

Project Title Country of 
Implementation 

Description Start/end 
Dates 

investment climate barriers that constrain MSME performance; (iii) 
mobilise increased private investments in MSMEs, and 
intermediaries.  

DFID SMME development 
South Africa: 
Promoting a Demand 
Driven approach to 
Small Medium & 
Micro Enterprises 
Development in South 
Africa 

South Africa To develop and implement a demand driven approach to micro 
enterprise. This approach is intended to increase the capacity of 
business development service organisations to provide appropriate 
services to micro- enterprises in South Africa. 

2003-04 

World Bank Private Sector 
Competitiveness 
Project 

Tanzania The project will create sustainable conditions for enterprise creation 
and growth. The project's progress in achieving this objective will be 
measured by the increase in the number of formal enterprises, the 
increase in the value of titled land relative to untitled, and growth in 
sales and assets of firms participating in the project. The project will 
also provide technical assistance and financing for studies associated 
with the programme. 

2005-12 

Asia 
DFID Capacity Building and 

Technical Assistance 
Project to the Ministry 
of Commerce 

Afghanistan This project supports the government’s private sector development 
policies in Afghanistan. Specifically it will (i) create a sustainable 
institutional mechanism for policy formulation and dialogue in the 
public and private sector, (ii) develop the enabling legislative, 
institutional and regulatory framework for implementing policy and 
(iii) establish a focal point and co-ordinating body within the 
Ministry of Commerce for the National Priority Programme (NPP) 
for Private Sector Development. 

2005-08 
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Donor 
Organisation 

Project Title Country of 
Implementation 

Description Start/end 
Dates 

DFID Regulatory and 
investment system 
improvement for 
enterprise programme 
(RISE) 

Bangladesh Alleviate constraints in regulatory and investment systems in 
Bangladesh 

2004-12 

DFID South Asia Enterprise 
Development Facilities 

Bangladesh To address constraints on the development of SMEs in terms of their 
access to finance and business services, and the regulatory 
environment. 

2002-07 

DFID Small and Medium 
Enterprise Support 
System Development 
Project 

China To build capacity at national level for implementing small and 
medium-size enterprise (SME) policy, developing regional 
framework for SME support, and improving the SME business 
environment in China. 

2004-06 

World Bank SME Financing and 
Development 

India and South 
Asia 

The objective of the project is to improve SME access to finance and 
BDS, to foster SME growth, competitiveness and employment 
creation. The project has three main components: 1. Credit Facility 
to address term financing constraints faced by banks in their SME 
lending; 2. Risk Sharing Facility (RSF) designed to accelerate 
commercial bank financing to SMEs, by providing partial credit risk 
cover to banks for their SME lending portfolios; 3. Policy and 
Institutional Development Technical Assistance programme 
designed to address policy, regulatory and institutional reforms. 

2004-08 

World Bank Private Sector 
Development Credit II 

Mongolia The project aims to continue to support the Mongolian government 
and commercial banks' efforts to develop the intermediate-term 
lending market for Mongolia's private sector. The project includes a 
line of credit that will provide longer-term financing sources for 
SME capital investment needs as well as support Participating 
Financial Intermediaries and Bank of Mongolia institutional capacity 

2005-10 
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Donor 
Organisation 

Project Title Country of 
Implementation 

Description Start/end 
Dates 

development. 
World Bank Second Small 

Enterprises Project 
Timor-Leste The main objectives of the project are to generate employment, 

accelerate economic growth, and improve the competitiveness of 
SMEs. It will extend a line of credit to be offered on commercial 
terms and, in addition, finance business development services, civil 
service training, and the development of the business-enabling 
environment. It will also fund sub-grants to 13 districts for market 
rehabilitation, specifically produce and goods market facilities.  

2001-06 

Latin America 
DFID Making Markets Work 

Better for the Poor 
Bolivia Support to the development of an enabling environment to facilitate 

the entry of poor economic actors into the market economy 
2002-03 

World Bank E-business for Small 
Business Development 

Mexico The project will build development services markets through an e-
business benefits awareness programme, and improve micro and 
small businesses (MSB) access to the information communications 
technology (ICT) infrastructure. While the project will have a 
national geographic scope, implementation will begin in Mexico 
City, and the urban areas of the country's central region states, where 
the majority of urban poverty and a number of MSBs are found. 
Implementation capacity will then be expanded to other urban areas 
according to demand. 

2003-08 

Central and Eastern Europe and the Commonwealth of Independent States 
World Bank Competitiveness 

Enhancement Project 
Moldova The project will assist Moldova in enhancing competitiveness of 

enterprises through improvements in the business environment and 
making adequate standards, testing and quality improvement 
services available to enterprises. It will provide continuous support 
for developing regulatory reform strategy, building institutional 

2005-09 
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Donor 
Organisation 

Project Title Country of 
Implementation 

Description Start/end 
Dates 

capacity for deregulation, and introducing Regulatory Impact 
Assessment in the legislative process of Moldova. It will also 
address product quality obstacles faced by enterprises competing in 
domestic and international markets. 

World Bank Knowledge Economy 
Project 

Romania The project will accelerate the participation of knowledge 
disadvantaged communities by helping the Government implement 
the National Strategy for the New Economy and Implementation of 
the Information Society, as well as the European Union (EU) 
programs related to the information society for all. This will include 
promotion of e-commerce and innovation support for MSMEs, 
which will facilitate Internet-based networks between MSMEs, both 
in horizontal clusters and vertical supply chains. 

2005-11 

DFID Scoping Mission - 
MSE Finance Project 

Tajikistan Improve livelihoods for poor people through growth in the number 
and security of jobs within the micro and small enterprise sector in 
Tajikistan. 

2003-05 

 
 



Annex 2: Bibliography 

Acs Z., and Audretsch D., ‘Births and Firm Size’, Southern Economic Journal, vol 56, No.2, 
1989. 

Ayyagari M., Beck T., and Demirguc- Kunt A, ‘Small and Medium Enterprises across the 
Globe’, World Bank Policy Research Working Paper 3127, 2003. 

Baumol, W., Entrepreneurship, Management and the Structure of Payoffs, MIT Press, 
Cambridge. 

Beck K, Laeven L, and Levine R., Finance, 2005, ‘Firm Size and Growth’, WB policy 
Review Paper 3485. 

Biggs, T, Is Small Beautiful and Worthy of Subsidy?, 2003. 

Biggs, T. Ramachandran, V. and Shah, M., ‘The Growth of African Firms’, RPED 
Discussion Paper World Bank, 1999 

CFED, 2004,Desk Top Study SMEs and Poverty Reduction. 

World Development Reports, various years, The World Bank. 

Chuta, e and Liedholm, c., 1985, Employment and Growth in Small-Scale Industry: 
Empirical Evidence and Policy Assessment from Sierra Leone, London: St Martins Press 

Coase R., 1037, The Nature of the Firm, Economica,4pp 386-405 

Cook Paul, 2000, ‘Support Mechanisms for Inter firm Linkages amongst SMEs: Impact and 
Assessment’ Asian Development Bank and the Organisation for Economic Co-operation and 
Development Workshop on SME financing in Asia,3-4 July  

Frishman, A. 1988, The Survival and Disappearance of Small Scale ENTERPRISES IN 
Urban Kano, 1973-1980. Draft Paper 

Geroski P, 1991, Market dynamics and Entry, Oxford Blackwells 

Ho S., 1987, Economics, Economic Bureaucracy and Taiwan’s Economic Development, 
Journal of Pacific Affairs Vol 60 No 2 pp226-47 

Johnson P., Cathcart D,1979, The Founders of New manufacturing Firms. The Journal of 
Industrial Economics VolCCVIII 

Kumar B., Raghuram G., and Zingales, 2001, what determines Firms Size, University of 
Chicago CRSP, Working Paper 4962 

World Bank 2002, World Bank Group Review of Small Business activities, WB 

 52



Lewis W.,1954, Economic Development with Unlimited supplies of Labour, Manchester 
School  

Liedholm C., and D. Mead, 1999, Small and Medium Enterprises and Economic 
Development, Routledge 

Liedholm  C., AND Parker j., 1989, Small Scale Manufacturing Growth in Africa: Initial 
Evidence, MSU International Development Working Paper 33 

Little, I., Page J., Mazumdar, D., 1987, Small Manufacturing Enterprises: a Comparative 
Study of India and Other Economies. NY Oxford Press 

O Farrell P., and Crouchley R, 1983, An Industrial and Spatial analysis of new Firm 
Foundations, regional studies Vol18 

Phillips C., 1994, PhD Thesis, Managing Markets: A Case Study of the Industrialisation of 
Taiwan ROC, With Special Reference to Government Intervention and Small and Medium 
Enterprises 

Phillips C., and Della Giusta, M. “Small Enterprises and Development: Women 

Entrepreneurs in Gambia. Forthcoming in The  Journal Of International Development 

Schmitz H., 1995, collective Efficiency: growth paths for small scale Industry, Journal of 
Development Studies, vol31 No 4 pp529-66 

Snodgrass, D. and Biggs, T. ,1996, Industrialisation and the Small Firm. International Center 
for Economic Growth 

United Nations, 2001,Women Entrepreneurs in Least Developed Countries: Country Studies 
from Africa, UNCTAD/ITE/TEB/3 

 
 

 53


	SMEs B Fitch.pdf
	Micro
	Small
	Medium
	anufacturing 
	Sub-total 
	Country 
	Year
	Country

	Africa
	Asia
	Latin America
	Central and Eastern Europe and the Commonwealth of Independent States





