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RISK AND FIRM GROWTH 

The Oi lemma of N a i r o b i ' s S m a l l - s c a l e Manufacturers 

ABSTRACT 

In Nairobi , where the economic and s o c i a l consequences of business 

f a i l u r e are high, en t repreneurs ' r isk-management s t r a t e g i e s work separately 

and together to discourage f i r m growth . Many manage r i s k through 

f l e x i b i l i t y . Ey working i n r e n t - f r e e q u a r t e r s , us ing f a m i l y labour and 

l i t t l e cap i ta l , they min imise f i x e d c o s t s and increase oppor tun i t ies fo r 

addit ional income. Business owners a l s o a v o i d r i s k by manufacturing 

standard products for a known market. Success fu l ent repreneurs d i v e r s i f y 

t h e i r income and assets r a t h e r than expanding one e n t e r p r i s e , F i n a l l y , most 

prefer to preserve land and o t h e r assets unencumbered by debt. These 

rat ional responses to a r i s k y bus iness environment inh ib i t . . fo rmat ion of a 

dynamic manufacturing s e c t o r . P o l i c y m a k e r s , NGOs, and the pr ivate sector 

can help by creating broad p o l i c i e s and t a r g e t i n g s p e c i f i c programmes to 

remove o'l^reduce r i s k . 
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INTRODUCTION1 

In Na i rob i , as in c i t i e s th roughout A f r i c a , As ia, and Lat in America, 

small -scale manufacturers use s imple t o o l s and technology. Most produce-

basic goods for l o c a l people ; a few make spec ia l ty items for the t o u r i s t 

and export markets. Some &rs jus kali a r t i san? while others work in market 

s t a l l s or small workshops.1 The f i r m s are very small: few w i l l ever have 

more than s i x workers . J Many bus inesses , including some of the smallest, 

generate a reasonable income and p r o v i d e short-term solut ions to problems 

of unemployment n a t i o n a l l y . But w i t h o u t more medium-sized f i rms, Kenya w i l l 

have d i f f i c u l t y meeting i t s l o n g - t e r m goals of employment creat ion, 

e f f i c i e n t product ion, and t e c h n o l o g i c a l development. 

Firms can beg in in the medium range, or move into i t from above or 

below. This a r t i c l e focuses on growth from small co medium. More prec ise ly 

i t explores the ]••.:• ,.:t of r i s k on the growth of Nai rob i ' s small 

manufacturers. The a r t i c l e has f o u r p a r t s . Part 1 summarises the 

theoret ica l argument?: f o r i n c r e a s i n g the proport ion of medium-size f i rms. 

Part 2 reviews f a c t o r s known t o i n h i b i t f i rm growth, explor ing in deta i l 

the e f fects of r i c k . Part 3 p resents evidence t h i t entrepreneurs' r i sk 

management s t r a t e g i e s prevent the growth c f micro-manufacturers into small 

and medium e n t e r p r i s e s . F i n a l l y , P a r t ' draws conclusions from the 

f ind ings. Before t a k i ig up the s u b s t a n t i v e discussion, a word on size is in 

order. 

Both measurement and c l a s s i f i c a t i o n into s ize categories are 

problematic. Size i s measured i n d i f f e r e n t ways. A gauge combining 

employment, cap i ta l , and output i s t h e c - e t i c a l ly Dest. but the 



unava i lab i l i t y or u n r e l i a b i l i t y o f c a p i t a l and o u t p u t f i gures frequently 

require use of c a t e g o r i e s based or employment a l o n e . Worker s k i l l is also 

an issue. Many studies o f *ma11 e n t e r p r i s e exc lude f i r m s composed of 

professionals or t e c h n i c a l l y s k i l l e d w o r k e r s . Kenya 's urban labour force 

survey, fo r example, uses ; combinat ion c f owner q u a l i f i c a t i o n s and art 

income c e i l i n g to e l i m i n a t e s e l f - e m p l o y e d p r o f e s s i o n a l s from i t s study of 

informal enterpr ises ( R i t t e r and Robicheau 1988). The discussion of small 

and medium enterpr ises is f u r t h e r comp l i ca ted bv the d i f f e r e n t meanings 

attached to 'small" and " l a r g e " i n i n d u s t r i a l i s e d and developing countr ies 

Even fo r developing c o u n t r i e s , s i r e c a t e g o r i e s v a r y from one place and one 

researcher to another.1 

Without minimising the t h e o r e t i c a l importance o f considerations of 

c a p i t a l , output, owner q u a l i f i c a t i o n s , o r r e g i o n a l d i f fe rences in 

d e f i n i t i o n s , I be l ieve t h a t i n the p resent s t u d y a case can be made f o r 

grouping businesses a c c o r d i n g t o employment o n l y , W i t h i n spec i f i c branches 

of manufacturing, employment. s i z e is s t r o n g l y r e l a t e d to both capi ta l s ize 

and output leve ls ( L i t t l e , Mazumdar, and Page 1907, p. 129-30). Grouping 

on the basis of numbers o f worker?, t h e r e f o r e , can be a reasonable proxy 

fo r a more complex s i z e measure. L i m i t i n g the s tud/ t o cer ta in branches of 

manufacturing also a u t o m a t i c a l l y e l i m i n a t e s the p r o f e s s i o n a l f i rm. F i n a l l y 

the study deals mainly w i t h Kenya. I n t e r n a t i o n a l comparisons are most, 

appropr iately made w i t h o t h e r d e v e l o p i n g c o u n t r i e s . Using an employment 

s ize c r i t e r i o n f a c i l i t a t e . . ; comparison w i t h o t h e r s m a l l - e n t e r p r i s e studies, 

most of which use a s i m i l a r measure. My e m p i r i c a l ana l ys i s uses four 

categories: very snail bus inesses have s i x o r fewer workers, small 

enterprises have 7-10 w o r k e r s , medium-size f i r m s have 11-50 workers, and 

large enterprises have ove r SO workers . T h e t n e o r e t i c a l discussion fo l lows 

the same c l a s s i f i c a t i o n as f a r as p o s s i b l e . Both recognise that many 

factors — including t n e sometimes i m p r e c i s e d e f i n i t i o n of a " regular 
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worker" — makes c l a s s assignment d i f f i c u l t . Category differences are noted 

as necessary. 

1. THE ARGUMENT FOR MORE SMALL- AND MEDIUM-SIZE ENTERPRISES 

Firm -;ize i n i t s e l f has l i t t l e economic consequence. I t s importance 

l ies in i t s r e l a t i o n s h i p t o development and, in part icu lar , to the goals of 

indust r ia l i sa t ion . S tud ies i n d i c a t e t h a t f i rms of d i f ferent sizes 

contribute d f f e r e n t l y t o absorp t ion of unsk i l l ed labour, e f f i c i e n t 

resource use, and development o ' t e c h n o l o g i c a l capacity. A manufacturing 

sector with a mix of f i r m s i z e s improves prospects for stable, equitable 

growth. 

Distr ibut ion of Firm S i zes 

In the s i r . "> l i f ied wor ld of te>cbook economic theory a l l firms in an 

industry are the same s i z e , ihe theory assumes that an unlimited number of 

firms have access to the :>arw product ion technology. I f th is technology 

exhibi ts decreasing re tu rns t o sca le beyond some point , a n firms should be 

the same size.5 I n f a c t , i n both i n d u s t r i a l i s e d and developing countries, 

firms of various s i z e s c o e x i s t even w i t h i n an industry. Industry size 

d ist r ibut ions tend t o oe h i g h l y skewed, w i t h a few large firms and many-

small ones. 

Industr ia l siz°. d i* i b L t i o n s in devslopea and developing countries 

d i f f e r in one important respect . Developing c o u n t r y industry 'of ten lacks 

medium-sized f i rms. S t a l e / ^nd Morse (196 p. 22! lo u ago observed that 

foreign Investment and a l - i n t e r s i v e technologies el low seme factor ies 

to s tar t large, wh i le the s c a r c i t y o f loca l capi ta l ensures that most new 

indigenous firms w i l l be sma l l . E a r l y i n d u s t r i a l i s a t i o n , therefore, is 

character i sea by a " h o l l o w ' or ' exc luded' middle in the s . i e structure. 
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They oredictea that , as the most s u c c e s s f u l smal l f i r m s grow, the hollow 

would f i l l in and the d i s t r i b u t i o n of employment, ac ross f i r m sizes come tc 

resemble that of ^ d u s t r i a l i s e d c o u n t r i e s . 

Yet hi many c o u n t r i e s , even a f t e r t w e n t y , t h i r t y , o r more years of 

bui ld inq an indust r ia l s e c t o r , the " m i s s i n g m idd le " remains. ' ' The 

a v a i l a b i l i t y of s i g n i f i c a n t amounts o f merchant; c a p i t a l , d i r e c t investment 

by the state , and the a l l o c a t i o n o f p u b l i c f u n i s f o r i n d i g e n i s a t i o n 

measures have allowed the f o r m a t i o n o f l a r g e manufacturing f i rms in A f r i c a 

(Swainson 1S80, Kennedy 19S8). A t the o t h e r end o f the spectrum are the 

thousands of businesses that b e g i n w i t h minimai c a p i t a l and remain very 

small. The middle range remains v i r t u a l l y empty. 

Although data in T a b l e 1 are not s t r i c t l y comparable because they 

come from d i f f e r e n t years and, =n some cases , use s l i g h t l y d i f f e r e n t s ize 

categories, they i l l u s t r a t e t h i s ' h o l l o w " f o r s e v e r a l developing countr ies ' 

indus t r ia l st ructures. For example, n e a r l y h a l f o f Kenya 's 1969 

manufacturing employment was i n e n t e r p r i s e s w i t h fewer than f i v e workers, 

41 percent was in l a r g e - s c a l e , arid a mere t e n percent f e l l in the small -

medium category. A recent survey o f the garment I n d u s t r y ir i Nairobi 

suggests that the d i s t r i b u t i o n o f employment has changed l i t t l e in 20 

years. 

.Looking at f irms r a t h e r than employment g i v e s a somewhat d i f fe rent 

p ic ture . Rather than a " m i s s i n g m i d d l e , the t y p i c a l i n d u s t r y d i s t r i b u t i o n 

of f irms in both i n d u s t r i a l i s e d and d e v e l o p i n g c o u n t r i e s has a pronounced 

rightward skew with a few l a r g e f i r m s and many smal l cnec.. In Nai rob i ' s 

garment industry , fo r example, 94 percent o f the -" irms a re very small, 4.6 

percent small and medium, and 1.4 percent l a r g e . A l t h o u g h the skew is less 

pronounced in i n d u s t r i a l i s e d c o u n t r i e s , the s m a l l e s t f i r m s s t i l l 

predominate. Birch (1987) r e p o r t s t h a t 83.4 percent of U . S . f i rms have 0-19 
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employees, 9.9 percent have from 20 t o 99, arid on!y 6.6 percent have 100 or 

more. I t is Important t o note, however, that apparently small variat ions in 

the shape of the d i s t r i b u t i o n of f i r m s s izes can translate into s ign i f i cant 

differences in to ta l employment. A hypothet ical d is t r ibut ion of Nairobi 's 

2,200 garment f irms t h a t had on ly 83 percent in the very small category, 16 

percpnt small and medium, and 1 percent large would employ 85 percent more 

workers. 
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Table 1: D i s t r i b u t i o n o f '.anufacturing Employment among Cot tage Shop, 
Small and Medium I ndust ry , and La -ge I n d u s t r y : S e l e c t e d 
Economies and Vears ( p e r c e n t ) 

Economy Year 
Cot tage 

Shop 
(1-4 nosers) 

Smal1-medium 
I n d u s t r y 
i'H9 workers) 

Large 
I n d u s t r y 

(100+ Mrkers) 

Un :ted States 1967 1 22 77 

Japan 1975 195 37* 44 

Colombia 1973 49 16r 

Korea 1975 35 17 47 

Turkey 1977 50 14f 369 

Phi 1ippines 1975 
- ? 65 k 

8" 26 

Niger ia 1972 59d 15° 26 

Kenya 1969 49 10 41 

Kenya 
(garment industry , 
Nairobi only ) 

1989 4?c 11d 47e 

Source: Data fo r Unitec; S t a t e s , Japan, Korea, P h i l i p p i n e s , find Ksnyn (1363) a re as 
compiled from a variPty o f sourcos by Cortes, B e r r y , and lahaq (128?, T a b l e 
1 -1 ) . N i g e r i a n d a t i a r e f rom Pago (1373, p. 2 ) . Pats f o i T u r k e y arid Co lombia 
come T M Anderson (1382, p. JC f l ) . Data f o r Kenyan garment i n d u s t r y (1989) 
are from my own ce-riaus. 

NOTES: 
a Establishments w i t h 1-9 workers . 

Establ ishments w i t h 10-99 workers . 
Establishments w i t h 1-6 workers . 
Establishments w i t h /-50 workers . 
Establ ishments w i t h more than 50 workers . 
Establishments w i t h 5-49 w o r k e r s . 

s Establishments w i t h 50 o r more workers . 

Firm Size and Development Goals 

Increasing the p r o p o r t i o n o f medium e n t e r p r i s e s not o n l y boosts 

to ta l employment, i t a l s o p r o v i d e s more j obs s u i t a b l e f o r the u n s k i l l e d 

labourers developing c o u n t r i e s have hi ahuMdanoo niid improves p rospec ts 
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for efficiency an. technolog ica l development. 

Ernp1oyment Creation 

Because few deve lop ing c o u n t r i e s can absorb t h e i r rap id ly growing 

populations into a g r i c u l t u r e , they must Icok to industry f o r employment 

opportunit ies. I n d u s t r y i s o f t e n d e f i n e d as covering four devisions of 

the United Nations I n t e r n a t i o n a l Standard Indust r ia l C l a s s i f i c a t i o n : 

minimg, manufacturing, c o n s t r u c t i o n , and publ ic u t i l i t i e s . This study, 

however, gives most a t t e n t i o n t o manufactur ing and often uses the term 

" industry " to riean " m a n u f a c t u r i n g " o r "manufacturing sector . " 

Indust ry 's employment c r e a t i o n c a p a b i l i t y rests on two key 

var iables: labour i n t e n s i t y and worker s k i l l requirements. Both vary 

with f i rm s i ze , though not i n the d i r e c t l i near re lat ionship small 

enterprise advocates o^ten assume. Small industry is widely believed to 

be more labour i n t e n s i v e tnan l a r g e Furthermore, i t is assumed that 

small f irms use ma in l y u n s k i l l e d l a b o u r . I f both are t rue, then 

investment in small f i r m s shou ld produce more jobs fo r unski l led workers 

than investment in l a r g e f i r m s . 

This a n a l y s i s , w h i l e b r o a d l y accura te , ignores two important 

f.^cts. F i r s t , the r e l a t i o n s h i p between f i r m s ize and labour in tens i t y 

is not uniformly d e c r e a s i n g . Second, the smallest firms often require 

workers to have more s k . l l s than s l i g h t l y larger f i rms. L i t t l e (1987) 

reports that when indust . r/ data are d isaggregated, smaller f i rms are 

less l i k e l y to show as more labour i n t e n s i v e than large. The greater the 

disaggregation, the l e s s f r e q u e n t l y *ere smaller enterprises found to be 

more labour in tens ive *,Li + t ' i e . Mazumdar, and Pfge 1387, p. 125). 

Furthermore, even w i t h o u t d i s a g g r e g a t i o n , the smallest s i ze group (fewer 

than 10 workers) was not v i a most, l abour in tens ive . L i t t l e (1987, p. 
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212^, report ing on s t u d i e s o f t h r e e i n d u s t r i e s , notes that, the 

proport ion of u n s k i l l e d workers tends t o r i s e as f i r m s move into the 

medium range around 25 w o r k e r s ) . Thus medium s i z e i n d u s t r y - - not 

microenterprise — seems best ab le t.c p r o v i d e j o b s f o r unsk i l led 

workers. 

Efficiency 

The second argument f o r more medium-s ize f i r m s i s t h e i r e f f i c i e n t 

use of resources. E n t e r p r i s e s w i t h fewer than ten workers rare l y have 

high capi ta l p r o d u c t i v i t y o r t e c h n i c a l e f f i c i e n c y . S t u d i e s of Korean and 

Indian industr ies show t h a t v e r y smal l f i r m s are not t h e most productive 

users of capi ta l ( L i t t l e 1987, p. 209). Colombian da ta comparing t o t a l 

factor p roduct i v i t y as measured by benef i t - c o s t r a t i o s found medium-size 

f i rms more product ive than smal l ones ( C o r t e s , B e r r y , and Ishaq 1987, p. 

134). My study of N a i r o b i ' s garment manufac tu re rs found that workers in 

small and medium f i rms are s i g n i f i c a n t l y more p r o d u c t i v e than those in 

very small units (See T a b l e 2 ) . Va lue added per worker was 57 percent 

higher in the small (7-10 worke r ) f i r m than i n a 4-6 person f i rm, and 

102 percent higher than i n a 2 -3 person f i r m . 
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Tab le 2: N a i r o b i Garment Manufacturers: Value-
added per w o r k e r , oy s i z e of f i rm 

Firm s i z e 

Value-added per 
worker per year 

(K .shs) 

1 person 21,523 
2- 3 person 17,151 
4-6 person 22.169 
7-10 person 34,698 
11-50 oerson 35,621 
over 50 persons 34,724 

S i g n i f i c a n c e o f F - s t a t i s t i c 
i s .0013. 

; f o r d i f f e r e n c e in means 

The greater e f f i c i e n c y o f smal l and medium e n t e r p r i s e s is espec ia l l y 

important in labour -abundant , c a p i t a l - s c a r c e economies l i k e Kenya's. 

Technological Development 

The t e c h n o l o g i c a l improvement t h a t occurs i n the process of growth 

from very ^mall to smal l and medium e n t e r p r i s e seems espec ia l l y benef ic ia l 

to the developing c o u n t r y s i n c e i t r e p r e s e n t s the f r u i t of local learning. 

Firms that remain v e r y smal l can c o n t r i b u t e l i t t l e to the development of 

technology in the i n d u s t r y . They a i post a l v a y s use the simplest technology 

avai lable and, even i f t h e / have i n n o v a t i v e ideas , may lack the capi ta l to 

develop them f o r use e l s e . w e r e . S l i g h t l y l a r g e r f i rms , on the other hand, 

tend to adopt more s o p h i s t i c a t e d processes ( C o r t e s , Berry, and Ishaq 1987, 

p. 202), 

Thus, theory c-nd the e x p e r i e n c e c* o t h e r developing countries suggest 

that f irms should oe encou< i g e d t o grow beyond microer teror ise toward the 
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medium range to enable the manufactur ing s e c t o r t o p rov ide more jobs for 

those with few s k i l l s , improve i t s use o f scarce resources, and open tne 

way for technological development. A l though a thorough t e s t i n g of these 

arguments or. Kenyan manufactur ing data i s beyond the scope of th is paper, 

preliminary indicat ions are t h a t Kenyan i n d u s t r y i s s i m i l a r enough to that 

of other developing count r ies t o make a case f o r i n c r e a s i n g the proportion 

of small and medium e n t e r p r i s e s . Why, then, do most businesses remain very 

small? The answer to t h i s quest ion l i e s i n examining both the incentives 

and the barr iers to growth. 

2. GROWTH OR STAGNATION 

Firms grow because those d i r e c t i n g them va lue expansion and can seize 

opportunities and overcome obs tac les to c r e a t i n g a l a r g e r enterprise. Firms 

stagnate when growth b r i n g s l i t t l e reward or when b a r r i e r s seem 

insurmountable. I f growth w i l l b e n e f i t the economy, then policymakers must 

ease the way or - - to use a f a v o u r i t e phrase from Kenya's current 

Development Plan — " c r e a t e an enab l ing environment" f o r f i rm growth (Kenya 

1938). Ef fect ive p o l i c i e s must be grounded on an understanding of the 

economic arid non-economic f a c t o r s promoting and d iscourag ing smal l - f i rm 

expansion. 

Economic Benefits of Growth 

Economic rewards, though not the o n l y reason f o r f i r m growth, are 

powerful incentives. The promise o f s c a l e , s i z e , o r growth economies impels 

entrepreneurs to expand output and/or t o move i n t o new product l ines. 
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Sea 1c Economies 

Economies o f s c a l e are an obv ious economic incent ive to f i rm growth, 

In some Indust r ies , i n c r e a s i n g r e t u r n s t o s c a l e promise greater output 

without proport ionate cos t i n c r e a s e s . The range o f e f f i c i e n t f i rm sizes 

depends on the exact shape o f an i n d u s t r y ' s p roduct ion funct ion. The 

horizontal funct ion c h a r a c t e r i s t i c o f average c o s t s that are nearly 

Independent, of s i z e a l l o w s a wide range o f s i z e s , whereas a strongly U-

shaped average cost cu rve produces narrower range. A monotonically and 

strongly decreasing curve p r o v i d e s "he s t r o n g e s t incent ive to growth. 

Empirical resul ts from I n d i a suggest t h a t i n developing economies, constant 

returns to scale are at: common as the c l a s s i c U-shaped average cost curve 

( L i t t l e , Mazumdar, and Page 1937, pp. 173-80). Thus in many industr ies , 

lack of scale economies cou ld leave bus iness owners ind i f fe rent to growth. 

I f other growth i n c e n t i v e s are weak or m i s s i n g , and bar r ie rs are 

formidable, firms w i l l remain s m a l l . 

Even when s c a l e economies e x i s t , t h e i r e f f e c t on f i rm growth is 

unclear. One problem is t h a t , even w i t h i n the same Industry f irms may use 

d i f fe rent techno log ies , A t v p i c a l p a t t e r n , especial ly where labour is 

r e l a t i v e l y expensive, i s f o r sma 11 f i r m s t o use labour - in tens ive 

technologies, whi le l a r g e r f i r m s r e p l a c e labour w i t h cap i ta l . Sometimes the 

larger , c a p i t a l - i n t e n s i- e -f irms can produce a g i v e n level of output at a 

lower marginal cost than s m a l l e r 1 a u o u r - i n t e n s ve f • rms but smaller f i rms ' 

greater f l e x i b i l i t y sn meeting changes supr o demand markets may give 

them lowe»- average cos ts I t i s i tmoss - 'b le i n s ch industries to i den t i f y a 

s ing le optimal f i r m s i ^ o from the p o i n t of v iew :>f technology alorie (M i l l s 

1984, Brock and Fvans ;\3Q). A f u r t h e r problem '-<es in the d i f f i c u l t y of 

measuring scale economies r e s u l t i n g f "om d i f f e r e n c e s in product mix among 

f irms of various s i z e s , i n motal work , f o r example tne smallest firms 
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c^ter concentrate on making s^mcle s t o v e s and Gooi ing u t e n s i ' s from scrap 

petal wh' le la rger ones manufacture i r o n -iat.p. , d o o r s , and windows using 

nev materials and rc re & - anceo t e " A n a l o g y . L a r g e r f i r m s ' h i ghe r o r e f i t s 

may Hue as much tc the m: . ket ?~or t h e i r >re s o p h i s t i c a t e d products as 

to lower oe"" ur.it outout c o s t s . 

Economies of Size and r~ movies c~~ Growth 

Discussion of the p r o d u c t i o n f u n c t i o n .-ind economies o f scale focus on 

the manufacture of a s i n g l e p roduct o r a narrow range o f products Vet 

larger f irms producing mc iy i tems have advantages even when oroduct -

spec i f i c scale economies a re weak or n o n - e x i s t e n t (Penrose 1959. p. 39; 

Scherer 1980, p. ?3; S t c r p e r and Walker 1989. pp. 130-31). Larger f i rms can 

af ford to have machinery i n r e s e r v e , thus a v o i d i n g c o s t l y product ion 

delays. The workforce i n a l a r g e r f i r m can become more p r o f i c i e n t at t h e i r 

tasks. Larger f i rms can a f f o r d s p e c i a l i s e d a d m i n i s t r a t i v e and f inanc ia l 

personnel who can devote themselves t o i n c r e a s i n g e f f i c i e n c y . Thus a larger 

f i rm can sometimes produce more cheap l y t h ^ n a sma'1 l e r one, simply because 

i t is large. Small f i r m s , see ing these economies o f s i z e , are encouraged to 

grow. 

Penrose (1959, pp. 100-102) i d e n t i f i e d another i n c e n t i v e to growth in 

rno growth process i t s e l f . £he observed t h a t under some circumstances a 

par t i cu la r f i rm may be a b l e t o e x p l o i t a p o f i t a b l e o p p o r t u n i t y better than 

any other f i rm, l a r g e r o r s m a l l e r . The unused knowledge and productive 

services ex i s t ing w i t h i n t h a t f i r m — what Penrose c a l l s "economies of 

growth" — encourage expans ion . Such economies are t r a n s i t o r y , 

disappearing once the bus iness e s t a b l i s h e s the new a c t i v i t i e s and 

integrates the in to the o p e r a t i o n s . 

-i n 



Risk and Finr. Growth 13 

Market " j 

Average industry p l a n t s i z e s i n developed -ount r ies are uniformly 

higher. Ir part t h i s i s due t o a h ' y h e r r a t i o o f wage, costs to capi ta l 

costs than in developing c c u n t r i e s ( C o r t e s , B e r r y , and Ishaq 1987, pp. 20-

21). More important i s the s i z e o f the market , r e f l e c t i n g higher national 

income and Pot er t r a n s p o r t a t i o n and communication networks. In industr ies 

where economies of scale e x i s t , e s t a b l i s h m e n t s can be expected to grow as 

the market expands, g rowth o f l o c a l demand or by e n t r y into fore ign markets 

through export ing. 

Developing country markets ere o f t e n smal l because oi small to ta l 

populations ana, more i m p o r t a n t l y , che smal l proportion of the population 

able to af ford anything beyond b a s i c n e c e s s i t i e s . A small market constrains 

f i rm growth. In the shor t run, governments can he ip t o expand the market by 

improving i n f r a s t r u c t u r e t o enable f nns .;o reach a l a r g e r segment of the 

domestic market, or by o f f e r i n g i n c e n t i v e s t o e x p o r t production. The best 

long-run measures are, o f course , those t h a t -ncr-dase demard by boosting 

incomes. 

Some entrepreneurs respond t o a smal l markof by d i v e r s i f y i n g into 

unrelated a c t i v i t i e s . Thus, the owner o f the v i l l a g e butchery may buy a bus 

or begin renting rooms. Even when the market f o r f r e s h meat is too small to 

permit expansion of the b u t c h e r y , the bus iness i n t e r e s t s of the creat ive 

entrepreneur need not be l i m i t e d . 

Ihe_Rj_sky Business Environment 

The size of a f i r m a t any g i v e n moment i s t h e r e s u l t of continuous 

conscious and unconscious d e c i s i o n s . Economies o f sca le and growth are 

important, espec ia l l y when expans ion 1s be ing a c t i v e l y coi sidered. Yet 

other factors may be e q u a l l y c r u c i a l i n the d a y - t o - d a y operations that 
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u l t i m a t e l y determine f i r m s i z e . T h i s paper empnasises the par t i cu la r role 

o f one o f these the r i s k v bus iness environment — in deterr ing growth. 

The p a p e r ' s c e n t r a l t h e s i s i s t h a t bus iness owners ' responses to r isk and 

u n c e r t a i n t y i n h i b i t growth o f t h e i r f i r m s . The t h e s i s raises several 

conceptual and e m p i r i c a l q u e s t i o n s . What are r i s k and uncertainty? How do 

most people respond t o r i s k ? How do bus iness owners ' r i sk management 

s t r a t e g i e s p revent t h e i r f i r m s from growing? 

R isk and u n c e r t a i n t y are common words w i t h technical meanings. In 

modern d e c i s i o n t h e o r y , u n c e r t a i n t y i s a s t a t e o f mind in which the 

I n d i v i d u a l p e r c e i v e s a l t e r n a t i v e outcomes to a p a r t i c u l a r act ion (Roumasset 

1979, p. 4 ) . K n i g h t ' s ( [1921] 1985) c l a s s i c t r e a t i s e dist inguished " r i s k s , " 

f o r which t h e p r o b a b i l i t i e s o f the outcomes can be estimated, from 

" u n c e r t a i n t y , " which dea ls w i t h s i t u a t i o n s t h a t do not permit quant i tat ive 

d e t e r m i n a t i o n o f p r o b a b i l i t y . Vet i f we assume t h a t experienced business 

owners can make s u b j e c t i v e p r o b a b i l i t y es t imates f o r most events l i k e l y to 

a f f o c t t h e i r bus inesses , the d i s t i n c t i o n becomes p r a c t i c a l l y unimportant. I 

w i l l , t h e r e f o r e , use the terms " r1s* ' and " u n c e r t a i n t y " interchangeably. 

S m a l l - s c a l e manufacturers face two main t ypes of r isk The f i r s t , 

which L i p t o n (1979, p. 352) c a l l s "background r i s k , " is the ever present 

p o s s i b i l i t y o f widespread economic o r p o l i t i c a l col lapse or personal 

m i s f o r t u n e . The second t y p e r e l a t e s d i r e c t l y t o the business and includes 

p r o d u c t i o n and market r i s k ? Because i n less developed countries r isks are 

r e l a t i v e l y l a r g e , incomes low. and r i s k - s p r e a d i n g options "ew, at t i tudes to 

r i s k can be impor tant determinants o* dec is ion -mak ing (Moscurdi and de 

J a n v r y 1977, Newberry and S t i g l i t z 1981, p. 105). 

Responses to Risk 

I n d i v i d u a l s may embrace r i s K o r shun i t . Most are somewhat r i s k -
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averse, preferr ing r i s k l e s s o r l o w - r i s k s i t u a t i o n s . Risk aversion actual ly 

covers several d i s t i n c t a t t i t u d e s w i t h d i f f e r e n t r e s u l t i n g behaviours 

(Lipton i979). One form i s f l u c t u a t i o n a v e r s i o n , i n which an individual 

prefers a lower certain r e t u r n t o a var iable - one w i t h a higher expected 

value.' A second type o f r i s k a v e r s i o n i s the s a f e t y - f i r s t approach in 

which r isk is the p r o b a b i l i t y t h a t r e t u r n s w i l l f a l l below some "disaster 

leve l " (Rcumasset 1979, pp. 95-100). Day (1973) d e l i n e a t e s a th i rd 

theoret ical model which he c a l l s " cau t ious s u b o p t i m i s l n g . " The model has 

three central ingredients : s a f e t y , danger, and exper ience. The individual 

perceives a safety zone o f f a m i l i a r p a t t e r n s and a c t i v i t i e s , and danger in 

the unknown. Feelings o f danger may a r i s e from the background or business 

r isks already described, o r more g e n e r a l l y from lack o f information and 

understanding of the environment. I n t h i s mode I , decis ion-makers prefer to 

choose from options in t:ie s a f e t y zone. When no f e a s i b l e choices l i e in the 

safety zone, they move o u t , but on l y t o the o p t i o n c losest , to the safety -

zone boundary. Unlike f l u c t u a t i o n a v e r s i o n o r a s a f e t y - f i r s t approach, the 

model provides fo r feedback. Exper ience mav en la rge or reduce an 

ind iv idua l ' s safety zone, and, at the s.:.ir,e t ime , the i n d i v i d u a l ' s choices 

influence the environment. 

Much more research 1s needed t o i d e n t i f y the r i s k model that best 

describes small business behav iour . Even i f we concede t h a t owners of small 

businesses in developing c o u n t r i e s , l i k e small fa rmers , are probably 

moderate to intermediate r i s k a v e r t e r s , we cannot e a s i l y pinpoint the i r 

primary motivation (Roumasset 1979, Binswanger and S i l l e r s 1983). A 

" s a f e t y - f i r s t " notion o f r i s k a v e r s i o n , w i t h business owners' r isk 

management strategies c e n t r i n g on i n s u r i n g some predetermined minimum 

income, seems plausible Yet C a y ' s (1979) caut ious suboptlmising allows fo r 

mere complex motivations and may come c l o s e r t o d e s c r i b i n g actual business 
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behav iour . I f so, business cwners e s t a b l i s h t h e i r safety zones in terms of 

e n t e r p r i s e s i z e , l o c a t i o n , and product mix and then operate as far as 

p o s s i b l e w i t h i n i t s boundar ies. 

Whatever form r i s k a v e r s i o n takes, the strategies for minimising the 

negat i ve consequences of r i s k are the same. Risk averse business owners can 

spread the r i s k , avo id i t , o r seek compensation. Risk spreading, 

corresponding to K n i g h t ' s ([1921] 1985, pp. 239-47) notions of grouping and 

d i f f u s i o n , i n v o l v e s d i s p e r s i n g p o t e n t i a l losses among many. Sharing losses 

through insurance i s an obvious and common form of r isk spreading. Another 

i s d i v e r s i f i c a t i o n . I t i s important hers t o note that although 

d i v e r s i f i c a t i o n i s an important r i s k management strategy, not every move to 

d i v e r s i f y i s mot ivated by r i s k . The v i l l a g e butcher c i ted ear l i e r 

d i v e r s i f i e d i n response t o market s i z e r a t h e r than r isk . 

Avoidance is the second method o f deal ing with uncertainty. Business 

owners avo id r i s k oy choosing p r e d i c t a b l e a c t i v i t i e s over more speculative 

ones o r by adopt ing s t r u c t u i s and methods o f operation that allow them to 

minimise unavoidable iosses One r i s k - a v o i d i n g strategy is to produce goods 

or s e r v i c e s y i e l d i n g < s t a b l e income; another is to special ise in areas fo r 

which the e n t e r p r i s e has s u b s t a n t i a l reserves of expertise (Penrose 1959, 

p. 140). S ince a major source o f r i s k i s the unknown future, businesses 

a lso avo id r i s k by amassing in format ion t h a t w i l l improve the i r predict ive 

a b i l i t y . Another i i sk avoidance s t r a t e g y i s f l e x i b i l i t y (McCormick i988: 

19^1). The f l e x i b l e business is ready t o move in whatever d i rect ion w i l l 

increase p r o f i t s o r minimise losses . 

When r i s k s cannot be snared o r avo ided, rat ional people exoect 

compensation. The standard e x p l a n a t i o n o f interest rate differences relates 

the a d d i t i o n a l r e t u r n t o the increased r i s k s involved in speculative 

investments. For bus inesses : the " p r i n c i p l e of increasing r isk" states that 
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as a f i rm expand? i t s investment , tne r i s k o f a g i v e n chance of loss 

becomes more serious w i t h each increment o f investment (Penrose 1959, p. 

57; Kalecki 1937). The bus iness owner who c o n t i n u e s t o i n v e s t under such 

circumstances w i l l expect h i g h e r r e t u r n s f o r t h e a d d i t i o n a l r i s k . 

Risk and Finn Growth 

Under uncertain c o n d i t i o n s f i r m s tend t o opera te at suboptimal sizes 

(L ipton 1979, pp. 347-48). En t repreneurs may e i t h e r adopt conservative 

f inanc ia l po l i c ies and r e s t r i c t expans ion , o r p lan t h e i r expansion to 

minimise r i sk (Penrose 1959- cp, 61-54) . I n the f i r s t case , the e f fec t of 

r i sk on growth is d i r e c t and o b v i o u s . The i n d i r e c t e f f e c t s o f the second 

are nc less rea l . Business owners, b a u l k i n g at f u r t h e r r i s k , look fo r safe 

ways to expand the i r i n t e r e s t s . P o s s i b i l i t i e s inc lude d i v e r s i f y i n g 

a c t i v i t i e s , protect ing themselves by backward or f o r w a r d in teg ra t ion , or 

adopting short - run f l e x i b l e programmes e a s i l y m o d i f i e d when condit ions 

change. A l l of these w i l l be e x p l o r e d i n d e t a i l f o r the Nai robi case. 

3. RISK AND SMALL-SCAl t ENTERPRISE 

Small -scale ent repreneurs i n N a i r o b i are p r o b a b l y no more r isk-averse 

than most people, but t h e i r p a r t i c u l a r l y u n c e r t a i n environment forces them 

to weigh r isk heavi ly i n t h e i r d e c i s i o n making. Smal l manufacturers face 

serious background and bus iness r i s k . - . The s takes are h i g h . Fa i lure can 

impoverish an en t repreneu i ' s e n t i r e f a m i l y . The owner of a small enterpr ise 

has few of the benef i ts and safeguards a v a i l a b l e m i n d u s t r i a l i s e d 

countries or even thu;: - aooorded pcrinunouL c;iiployop<? o f government, and 

large pr ivate o rgan isa t ions i n Kenya, Kenya has n e i t h e r unemployment nor 

welfare programmes, and p u b l i c housing i s almost, n o n - e x i s t e n t , Chi ldren 

with unpaid fees or " c o n t r i b u t i o n s " must u s u a l l y w i thdraw from school. 
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Charges f o r medical care at government h o s p i t a l s and dispensaries are low, 

but p a t i e n t s f r e q u e n t l y must purchase the simplest medicines. Because jobs 

are few. those who f a i l i n business have l i t t l e nope of f a i l i n g back on 

wage employment t o rep lace los t income c r assets,. Some have, in fact , 

f a l l e n back on small e n t e r p r i s e because they were unable to f ind formal 

employment. To s u r v i v e , people in small business must re ly on themselves 

and whatever support they can muster from f a m i l y and fr iends. 

Two separate s u r v e y s , ore of s m a l l - s c a l e manufacturing in Nairobi 's 

East lands and the o ther o f garment producers throughout the c i t y , suggest 

tha t r i s k and u n c e r t a i n t y a re key m keoping f irms small,3 The f i r s t 

su rvey , conducted in e a r l y 1986, covered a l l smal 1-scais manufacturers 

opera t ing in the East lands of Na i rob i (McCormick 1988, 1991). Of 2,866 

f i rms w i t h ten o r fewer workers, 39% .nacis garments or other t e x t i l e 

products , 16% were in c a r p e n t r y , 23% in metalwork, and 22% in miscellaneous 

manufactur ing a c t i v i t i e s Very small f inns predominated: 60% were s ing le -

person e n t e r p r i s e s : 98X h*«d s i x or fewer workers. Most entrepreneurs 07%) 

were male, though 46% of the t e x t i l e businesses were owned by women. 

Businesses surveyed ranged from in fo rma l , jus ka:" enterprises to small 

workshops and f a c t o r i e s . To capture t h e i r heterogeneity, I ranked each f i rm 

along a f o r m a l i t y continuum w i t h seven dimensions, business s i t e , s ize, 

r e l a t i o n s h i p t o c i v i l a u t h o r i t y , techno logy , s k i l l level of workers, 
q 

management, and r e l a t i o n s h i p t o o ther en te rp r i ses (McCormick 1987)." The 

second s u r v e y , cover ing garment manufacturers of a l l sizes located anywhere 

in N a i r o b i , took p lace in 1989-90. Aga in most firms were very .small. Nearly 

three-quarters (73%) o f the owners o f small and very sisal1 businesses are 

women. For convenience, in the pages t h a t f o l l o w , ti-c small manufacturers 

surveyed i n 1986 are c a l l e d "Fas t lands small manufacturers," and the 

c loth ing manufacturers s tud ieo i n 1989 90 i d - c i t i f i e d as "Nairobi garment 



Risk and Fin Growth 19 

producers." 

The data f r b c t : i su rveys suggest chaw smal 1 businesses stay small 

because the i r owners' r i s k management s t r a t e g i e s d i r e c t l y or i nd i rec t l y 

r e s t r i c t growth. The l ink between r i s k and s i z e emerges in four d i s t i n c t 

patterns of entrepreneurial behav iour : (1 ) the smal 1 - a n d - f l e x i b l e business, 

(2) the "safe product l i n e , c3) d i v e r s i f i e d h o l d i n g s , and (4.) unused 

c o l l a t e r a l . We w i l l discu s each phenomenon s e p a r a t e l y , recognising 

nonetheless that business owners f r e q u e n t l y use s e v e r a l strategies 

simultaneously. F i r s t , howe'-er, we w i l l examine the economic incentives to 

growth. 

Economic Incentivsc. to Growth 

Although d i f f i c u l t t o s p e c i f y p r e c i s e l y , economic incentives appear 

to ex i s t for the major i n d u s t r y groups represented by Nairobi 's small -scale 

producers. The clearest i ncen t i ves .are s c a l e economies and increasing 

market s ize. 

Scaie economies are not s t r o n g , Put appear s u f f i c i e n t to encourage 

growth into the medium s i z e range. C l o t h i n g nas r,c unambiguous economies of 

scale. T rad i t iona l sewing and o ther machinery i s r e l a t i v e l y cheap. 

Production of fashion garments r e q u i r e s cons tan ; adaptat ion and, therefore, 

short production runs. Yet N a i r o b i ' s smal l producers also make standard 

garments that change l i t t l e from month t o month or year to year: men's 

sh i r t s and t rousers , boys ' s h o r t s , school un i fo rms , workers' uniforms and 

covera l ls . Such items would appear t o o f f e r economies of scale. Informal 

conversations with several c l o t h i n g producers i n d i c a t e d tnat the purchase 

of a birttonnoler or bar tacker o r e ther s p e c i a l - p u r p o s e machine was 

economically j u s t i f i e d once the f i r m reached ten workers. They also said 

that such machines al lowed them t o improve both e f f i c i e n c y and product 
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q u a l i t y . Many bus iness owners a l s o spoke of the discounts avai lable fo r 

bu lk purchases o f f a b r i c . 

The S m a l l - a n d - F l e x i b l e F i r m 

R isk and u n c e r t a i n t y shape the operations of many of Na i rob i ' s small 

manufac tu re rs , g i v i n g r i s e t o what 1" c a l l the "sma l l -and - f lex ib le " model of 

e n t e r p r i s e . Two common ^.isk management strategies combine to form the 

model. By s t a y i n g s m a l l , bus inesses avoid the r isk of major loss. At the 

same t i m e , t h e i r f l e x i b l e s t r u c t u r e a l lows them to s h i f t quickly in the 

face o f a changing env i ronment . 

Managing Risk Through Flexibility 

F l e x i b i l i t y f i g u r e d i n the e a r l i e s t studies of small enterpr ise and 

has r e c e n t l y become the co rners tone o f a new paradigm of i n d u s t r i a l i s a t i o n . 

I n f o r m a l - s e c t o r research has long noted the a b i l i t y of ind iv idual 

p a r t i c i p a n t s t o adapt t o changing circumstances. Har t ' s (1973) central 

t h e s i s , f o r example, was t h a t urban migrants ' informal occupations are a 

response to lack o f s u f f i c i e n t l y remunerative work. Small f irms aiso adapt, 

us ing v a r i o u s s t r a t e g i e s : l o w - p a i d o r unpaid labour (Bernard i980: Charmes 

1980; Baner jee 1982: Be r r y 1985), f r e e or inexpensive work-places (Nihan 

1980; Ndua and N g ' e t h e 1984; Noormohamed 1985), low capi ta l in tens i t y 

(Schmi tz 1982). s u b c o n t r a c t s (Rober ts 1978; Abadie 1982; Peatt ie 1982; 

Schmitz 1S82). and f a m i l y p a r t i c i p a t i o n in the business (Chi ld and Kempe 

1973; Zarenda 1980; House 1981; Mothias 1983; Lipton 1984). Their spec i f i c 

t a c t i c s — growing out o f p a r t i c u l a r h i s t o r i c a l , soc ia l , and economic 

c i r cumstances — are l e s s impor tant than t h e i r overa l l s t rategy . Small 

bus inesses s u r v i v e an u n c e r t a i n environment by being h igh ly f l e x i b l e . 

The recent r e c o g r i t i o n o f the value of f l e x i b i l i t y in developed-
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country Industry has c^awned a new o a r a d f l e x i b l e s p e c i a l i s a t i o n . 

Revolving around a landmark t r e a t i s e by P i o r e and Sabel (1984), the theory 

contrasts the nass production model w i t h f l e x u r e s p e c i a l i s a t i o n . Piore and 

Sabel (^984.) argue that the key t o p r o s p e r i t y l i e s i n moving away from 

r i g i d mass production o f s t a n d a r d i s e d goods towards a Store Innovative and 

f l e x i b l e system of mul t ipurpose machines opera ted by s k i l l e d workers able 

to respond to ccntinuouf c " r je. F l e x i b l e s p e c i a l i s a t i o n 1 inks f i rms of 

various s i z e r through • .vtworkj. and s u b c o n t r a c t i n g . The f l e x i b l e 

spec ia l i sa t ion paradigm has c r r e e important imp 1 ' c a t i o n s f o r small -scale 

industry . The mod:;! f i r s t emphasises t h a t , ever, in advanced countr ies, 

competitiveness 'equ i res the c a p a c i t y t o adapt t o d i s r u p t i v e circumstances. 

Second, by overcoming the v iew .hat equates i n d u s t r i a l progress with mass 

production, the model o f f e r s a p o s i t i v e p l a c e f o r s m a l l - s c a l e production in 

the I n d u s t r i a l i s a t i o n process.1 3 F i n a l l y , i t h i g h l i g h t s an often missed 

d i s t i n c t i o n between f l e x i b i l i t y or i n d i v i d u a l f i r m s aid the c o l l e c t i v e 

e f f i c iency or a group o f f i r m s (Schmitz 1389). 

With t h i s t h e o r e t i c a l backdrop, we can r e t u r n to the hypothesis that 

the f l e x i b i l i t y of small manufactur ing f i r m s in N a i r o b i enables them to 

survive and succeed. Us ing +he fcastlaras smal l manufactur ing data, I 

operat ional ised f l e x i b i l i t y i r i terms o f commonly observed behaviour, then 

examined the r e l a t i o n s h i p o f f l e x i b i l i t y t o p r o f i t a b i l i t y . 1 1 Three 

f l e x i b i l i t y tac t i cs predominated: work ing i n r e n t - f r e e quar ters , fo l lowing 

a family organisat ional p a t t e r n , and m i n i m i s i n g c a p i t a l investment. i l 

Business owners appear t o reduce r^sk by l o w e r i n g f i x e d costs and 

increasing oppor tun i t ies f o r a d d i t i o n a l income. 

About a quarter (23 p e r c e n t ) o f the Eas t lands smal l manufacturers pay 

no rent. Host are located or. C i t y Co unc i l land long used by cer ta in 

artisan?.! groups. Other jua kali o p e r a t o r s set up shop along a road or in 
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any vacant space. A l l trade the benefits cf free space for the costs of 

sudden harassment or ev ict ion. 

Family organisation contributes to f l e x i b i l i t y mostly by reducing 

wage costs and allowing business owners to d i ve rs i f y by taking other work. 

Drawing on U p t o n ' s (1934) notion of the f a i r l y mode of production, I 

def ineo a f a m i l y f i rm as ei ther a single-person business or a ,arger f i rm 

w i t h f a m i l y involvement. Non-family firms are business^; of more than one 

person i n which the owner is not related to any other worker. Businesses 

using f a m i l y members as workers either pay no wage, or combine a small cash 

wage w i t h f ree room and board. Familial oraanisation enhances f l e x i b i l i t y 

by a l l o w i n g the owner to leave the business to f u l f i l other obl igat ions. 

East lands small manufacturers, l ike the motor mechanics Berry (1985, pp 

153-154') observed in Nigeria, spend much time aw-\y from the i r businesses. 

Raw m a t e r i a l s must he purchased, contacts with customers made, and, in some 

cases, the farm at home managed. 7f one's brothe:, s i s t e r , or spouse 

remains t o oper ate the business, - jch ih .r..es seem less l i k e l y to have 

undesired consequences. Single-person firms can also ride out season or 

c y c l i c a l ups and downs mor? easi ly than larger- businesses. When business is 

s low, owner operators can take other employment. At peak seasons they can 

increase t h e i r workforce by h i r ing casual labourers oi gett ing help from 

f a m i l y members. 

The t h i r d component of the f l e x i b i l i t y va* able is the level of 

c a p i t a ! . Firms with simple tools and equipment can eas i l y sh i f t locations. 

Very s imple technology holds down f ixed costs by avoiding expenses of 

maintenance, protect ion, and the opportunity costs of invested funds. Firms 

w i t h l i t t l e physical capital can also a l te r the i r product mix to meet 

changing demand or input a v a i l a b i l i t y . Por example, Elizabeth Adiyo, one of 

the few female metal workers among the Eastlands manufacturers. is both 
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t rader and manufacturer. ; She buys empty rceta1 drums f r o - factor ies in 

Na i rob i ' s Indust r ia l Area. Som she r e s e l l s t c t r a d e r s o r other metal 

workers who convert them i n t o jikos ( sma l l c h a r c o a l s t o v e s ) cooking pots, 

and basins; others she f a s h i o n s i n t o tubs by c u t t i n g the drums into two, 

painting them, and adding hand les . When demand f o r tubs i s higb, as i t is 

in drought when animals r o q u i r e f e e d i n g , Mrs. A a i y o i s p r i m a r i l y a 

manufacturer. At other t i m e s , she m o s t l y t r a d e s . Because she has l i t t l e 

cap i ta l , she i s able to s h i f t , her a c t i v i t i e s w i t h o u t l eav ing expensive 

equipment i d l e . Tor her. hav ing l e s s c a p i t a l b r i n g s g r e a t e r f l e x i b i l i t y . 

The composite f l e x i b i l i t y v a r i a b l e — the t o t a l scores fo r rent - f ree 

s i t e , -Family mode cf p r o d u c t i o n , ind low c a p i t a l i s a t i o n — shows that 

p ro f i tab le f i rms have h i g h e r f l e x i b i l i t y sco res than unpro f i tab le ones (see 

Table 3 ) . " P ro f i tab le f i r m s i n the l e s s fo rma l range o f the formal i t y 

continuum had a mean score of 2 .1 , a g a i n s t 1.7 f o r u n p r o f i t a b l e f i rms. 

Although more formal f i r m s were g e n e r a l l y l e s s f l e x i b l e , the re lat ionship 

between p r o f i t a b i l i t y and f l e x i b i l i t y remains. P r o f i t a b l e firms in t h i s 

range had a mean f l e x i b i l i t y sco re o f 1.3; u n p r o f i t a b l e f i rms averaged 0.8, 

Thus fo r both groups of f i r m s , g r e a t e r f l e x i b i l i t y i s associated with 

prof i t a b i l i t y . ; 

Pro f i tab le f irms are a l s o s m a l l e r than u n p r o f i t a b l e ones, A s ize measure 

combining employment and c a p i t a l equipment averaged 5,4 f o r p ro f i tab le 

businesses and 1.2 for u n p r o f i t a b l e o r s s . ' P r o f i t a b l e businesses were 

s i g n i f i c a n t l y smaller, on average , evs-n w i t h i n subgroupings of less or more 

formal businesses. 
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Tab le 3: Eas t lands Small Manufac tu re rs : Summaries of Size and 
F l e x i b i l i t y by P r o f i t a b i l i t y and Formality 

Group V a r i a b l e Cases 

S i z e F l e x i b i l i t y n 
Mean Std Dev Mean Std Dev 

P r o f i t a b l e 5.4 3.2 1.7 .89 164 
Less formal 3.9" 2.7 2,1 .83 83 
More forma 1 6.9 3.0 1.3 1 ,74 81 

Not p r o f i t a b l e 7.2 2.4 1.3 ,93 84 
Less formal 5.8 2.1 i .7 .89 41 
More formal 8.5 1.9 0.8 „74 42 

TOTAL 6.0 3.1 1.6 .93 248 

Notes: 1. S i g n i f i c a n c e o f t h e F - s t a t i s t i c fo r d i f ference in means is 
.0001 f o r s i z e and .0004 f o r f l e x i b i l i t y . 

2. Weighting r e s u l t s in f r a c t i o n a l cases, and the rounded numbers 
o f cases do not a lways add t o the t o t a l . 

7he Smali-and-Flexibie Vodel 

The emerging ' s m a l l - a n d - f l e x i b l e model" was tested fo r both data 

s e t s . I f i r . ' t compared t h e a c t u a l c l a s s i f i c a t i o n of Eastlands manufacturing 

f i r m s i n t o p r o f i t a b l e and u n p r o f i t a b l e t o d iscr iminant -analys is 

c l a s s i f i c a t i o n w i t h s i z e , f l e x i b i l i t y , and busiress age as discr iminat ing 

v a r i a b l e s . The t h i r d d i s c r i m i n a t i n g v a r i a b l e , the business age, was added 

because the h igh I n c i d e n c e o f u n p r o f i t a b i l i t y among -tewer f irms made age 

r e l e v a n t f o r p r e d i c t i n g a f i r m ' s category. Recognising that the s i z e -

f l e x i b i H t y r e l a t i o n s h i p might d i f f e : f o " more and less formal f i rms, I 

generated separa te d i s c r i m i n a n t f u n c c i o n s f o - upper and lower halves of the 

f o r m a l i t y cont inuum. 

The d i s c r i m i n a n t a n a l y s i s suppor ted i ^e s r . ia r -and - f lex ib !e model as o 
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good descript ion of the behaviour o f sma1.1 manufacturers in the Eastlands. 

The two discriminant f u n c t i o n s c o r r e c t l y c l a s s i f i e d 80 percent of the f i rms 

(.see Table 4). With two groups one might expect t o c l a s s i f y 50 oercent 

o t the cases c o r r e c t l y by chance a lone. Th? h igher values of both the 

canonical cor re la t ion and tau s t a t i s t i c s suggest that the smal 1-a-d-

f l e x i b l e model p red ic ts p r o f i t a b i l i t y b e t t e r f o r less formal than for more 

formal f i rms. " 

Table •!; East lands Smal l M&nufacturara : 
P r o f i c t t b i i T t y 

C l a s s i f t c a t i o n of Fiona bv 

P r o f i t a b i l i t y T e s t 
Not 

S a t i s f i e d - i a t i s f i o d 

— C U s * 

i n c o r r e c t 

i f i c a t ion — 

Cor rect X Tau 

Less Formal 33 41 17 108 30.3 .742 

Mors Formal 81 42 33 91 73,7 . '168 

TOTAL 164 84 SO 196 eo.o .605 

Note- Weighting r e s u l t s i n f r a c t i o n a l caaass 
do not a lways add t o t h e t o t a l . 

, and thw rounded numbers of 

In the Nairobi garment producers ' su rvey , f i n a n c i a l information 

gathered in mult iple i n t e r v i e w s a l lowed f i r m s t o bo categorised as 

unprofitable; marg ina l l y p r o f i t a b l e , and v e r y p r o f i t a b l e . ^ Trie smal 1-ar.d-

f lexi fc le model was t e s t e d by comparing two groups — unprof i table and very 

prof i tab le firms - - aga ins t the groups produced by a discriminant model 

using the same three v a r i a b l e s . The r e s u l t s support the explanatory value 

of the model und underscore the importance of the s i z e - f l e x i b i l i t y 

relat ionship. Even though garment f i rms are l$ss l i k e l y than metal workers 

or carpenters to sccre h i g h i n f l e x i b i l i t y , the bas ic re lat ionship was 

confirmed: very p ro f i tab le , f i r m s tend t o be both smal ler and more f l e x i b l e 

than unprofitable f i r m s . ' ' The d i s c r i m i n a n t a n a l y s i s ' overa l l correct 
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c l a s s i f i c a t i o n o f 71 percent i s somewhat lower than that achieved for the 

general case. 

Table 5: Na i rob i Garment Producers : Group Means for 
U n p r o f i t a b l e and Very P r o f i t a b l e Firms 

Var iab les 

Group Firms (n ) ' FLEX AGECAT SIZE 

U n p r o f i t a b l e 26 .52752 2.13542 3.28846 

Very p r o f i t a b l e 44 .70243 1,50321 9.02764 

The model po in ts to a dilemma f a c i n g business owners and policymakers. 

To grow, a business must accumulate c a p i t a l , increasing f ixed costs and 

o f t e n I n t r o d u c i n g more advanced techno logy . Yet ;~isk o f loss Is least for 

h i g h l y f l e x i b l e businesses. The fac t that s m a l l , f l e x i b l e firms are most 

l i k e l v t o succeed has se r ious i m p l i c a t i o n s , not o n l y -or the business 

owners themselves, but a l so f o r Kenya's economic development. 

"Sa fe " Products 

Observers in Na i rob i and elsewhere have remarked on the tendency of 

small businesses t o make i d e n t i c a l p roducts . Whi le some at t r ibute th is to 

t e c h n o l o g i c a l weakness, lack o f imag inat ion o r i n s u f f i c i e n t market 

i n f o r m a t i o n , i t may r a t h e r be another form of r i s k avoidance. Knight 

([1921] 1985. p. 240) long ago suggested chat entrepreneurs deal with 

u n c e r t a i n t y by d i r e c t i n g t h e i r a c t i v i t i e s along l i n e s involving minimal 

u n c e r t a i n t y . Making products v i t - h an assured market i s one such a strategy. 

Thus, East lands metal workers proauce cooking u tens i l s , charcoal 
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stoves, meial boxes, smal l hardware, mats! f u r n i t u r e , metal door and window 

frames, ani irun gates. Carpenters.- most ly make ba-. ic wood furn i ture: 

tables, chaws, bed?- s t o o l s , and wood-framed sofa ie t . - T a i l o r s fashion 

standard men's, vomen's ^nd c h i l d r e n - c l o t h i n g . N e ; - o b i a n s use a l l these 

products d a i l y . Product designs are g e n e r a l l y c o n s e r v a t i v e and, according 

to King and Aouodh-e (1991 j , 90 percent are aimed at he large low-priced 

market. 

Few businesses ventu re I n t o unknown area?. A metal worker, interviewed 

in 1986, is probrolv t v p : c u ! , Jonn O m o l l o ' s Madini Metal Works, located in 

Bastleigh, jus t across from ;he Mat hare V a l U - v slum are-. . regular ly 

produces iron window and door frames, g a t e s , bads, and foetal framed sofa 

sets. At certain times o f the year i t a l s o makes school desks and seats, A 

Nairobi-based development o raan is f roan ha-, bcvri :col - raging metal workers 

to manufacture wheel c h a i r s . A1 hovgii Mr. Cmc-Mo had the design and f e l t 

certain he could make o r e , he would not .start p roduct ion without a f i rm 

order, c i t i ng the high cost o f m.':<:-ria1s ?.nd h i s unfann'i i a r i t y with the 

market as reasons for h i s re luc tance . 

Risk, Return, and D i v e r s i f i c a t i o n 

Closer study of N a i r o b i ' s garment i n d u s t r y supports the connection 

between r isk and f i r m s i z e and h i g h l i g h t s a t h i r d r i s k management strategy: 

demanding a r isk premium. The data in Table 6 s i sgest thai- lack of 

compensation tor Inc reas ing r i s k may a ! s o keep smal l f i r m s small. Total 

net income rises wi th er t f , p r i s e s i z e , but other p r o f i t a b i l i t y measures 

show no such uniform improvement f o r l a r g e r bus inesses. The largest size-

category appears to b e l i e the s i ze - income r e l a t i o n s h i p , but the i r f igures 

may re f lec t the tendency of some of the la rges t and perhaps most 

prof i table — businesses t o understate t h e i r revenues rather than genuinely 
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lower net incomes. For the f i r s t f i v e s ize categorise, the trend is clear. 

T u r n i n g , however, from absoVrce to r e l a t i v e p ro f i t s , the picture changes. 

Again l e a v i n g aside the la rgest s i z e category, the rate of p r o f i t shows no 

s i g n i f icant d i f f e r e n c e among the f i v e groups. The rare of return on capital 

drops through the f i r s t f o u r c a t e g o r i e s , and only Improves for the medium 

arid l a r g e f i r m s . A t the same t ime , la rger b i - nesses require more 

resources. Working and f i x e d c a p i t a l ratjinreiaents increase steadi ly with 

s i z e o f the business. 

Table 6: N a i r o b i Garmsnt P r o d u c e r s : Se lact -w l Capi ta l and <V;.-?i": I nd ica to r* 
(inoan v a l u e s ! 

Maan Amounts 
Annual »i<jt Working P r o f i t Return 

Firm" » i / e F i rm- . Incoma C a p i t a l Eauipment Rate on Cap i ta l 
( n ) ( K . a h s ) (K .shs ) (K.shs) (£) { " ) 

1 - p a r s o n 
2 -3 persons 
4-G pereon*! 
7-10 persons 
1 I - 50 peraonr 
00 • per -ion-. 

61 
111 

50 
8 
4 
4 

43,75A 3: , 750 10,880 ,2 235 
e s , 5 s i 13; ,465 18,092 37. , 0 263 

.:H5 ,146 33 • ,437 49,330 24. ,5 243 
$62,1559 127. ,813 167,518 WS. 182 

7,39S,332 142, ,857 374,075 41, ,7 3?0 
1 ,854,218 533; ,500 7,163,675? 8. ,8 1710 

o v e r a l l 2BH £4-1,296 27,305 123.739 30- I 32-' 
F - s t a t i d t v n . a . 7.33 24.f3 IS.36 i.4',. 1.94 
a i g n i f i c a n c o 

o f F n a. . 0001 .0001 .2054 .0675 

Note- S^e Appendix f>>r e x a c t va; i j i l ) l e - f r i n ' t i c n . 

These f i g u r e s suggest tha t a business with f i ve or s ix employees has 

' l i t t l e i n c e n t i v e t o grow l a r g e r . Growth w i l l rnq'-^re additional investment 

i n equipment and working c a p i t a l at the sans or lower rates of return. In a 

r e l a t i v e l y safe business environment. f;ntrc-pr'-».i?urs V g h t u j i i fnue to 

i n v e s t at a constant ra te o f r e t u r n . S - t , as vo ha.-e a'1 ready seen, 

N a i r o b i ' s business environment, i s r i s k y , making r a t ' o r a l investors require 

h igher r e t u r n s . For the ent repreneur v- th encugt cap i t : . to enter the 

c l o t h i n g i n d u s t r y w i t h a l a r g o business, tee eturns appear a t t rac t i ve . But 
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f c r the small business returns at the next s i z e l e v e l of^er l i t t l e 

inducement to expand. More attractive i s the prospect, of beginning a second 

small business with a s imi lar ra te o f r e t u r n on c a p i t a l a n d the added 

benefit of spreading the r i sks . Another business — or even a house or 

rural land — of fer economic s e c u r i t y i n the event o f f a i l u r e of the f i r s t 

business. They are also a po ten t ia l source o f c o l l a t e r a l for business 

borrowing, though, as we w i l l see, they are r a r e l y used as such. 

Unused Col latera I. 

Many studies point to lack of c a p i t a l as a c o n s t r a i n t to small 

business growth. Yet the problem may not be what i t f i r s t , appears to be. 

Nearly half (43.2 percent) of the East lands small manufacturers expressed a 

need for low interest loans f o r working c a p i t a l , and nearly a th i rd (31.6 

percent) want loans for purchase o f equipment (see Table 7). Observers 

frequently blame r i g i d i t i e s in the Kenyan banking system for the I n a b i l i t y 

of small enterprise to borrow (Cent re P r o j e c t 1989, p. 50; Kabwegyere 1977, 

pp. 65-66; Kenya 1992). In p a r t i c u l a r they c i t e the requirement of physical 

co l la tera l as a major stumbling b lock . Yet many owners of small businesses 

own land or other assets that would be acceptable c o l l a t e r a l . Ng'etrie and 

Wahome (1987, p. 162) a t t r ibu ted the re luc tance of r u r a l entrepreneurs to , 

use land to secure business loans t o t h e i r r i s k y circumstances. The 

Eastlands manufacturers and Na i rob i garment p ioducers seem s imi la r l y 

reluctant. Among the Nairobi garment producers , f o r example, nearly half 

(47.3 percent) own land, but t w o - t h i r d s o f these have never attempted to 

use the i r land as co l la te ra l f o r a -bus iness l o a n / ' 
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Tab le 7: S ta ted Needs o f East lands Small Manufacturers 

Need 
— firms 
Number4 

Stating Need — % 

Low i n t e r e s t loans f o r 
working c a p i t a l 121 48.2 

B e t t e r p laces to work 132 53.4b 

Ass is tance in g e t t i n g raw-
m a t e r i a l s 91 36.7 

Loans or- g rants f o r purchase 
of b e t t e r equipment 78 31.6 

Ass is tance i n g e t t i n g 
products t o expor t market 49 19.8 

Techn ica l ass is tance t o help 
make b e t t e r products 41 16.4 

Freedom t o work w i thout 
harassment 19 7.8 

Notes: 

d 7ota l number of responses exceeds the number of cases because 
business owners ciave more than one rep ly . 

bFirms d i f f e r s i g n i f i c a n t l y on t h i s response, depending on present 
type o f w o r k s i t e . The va lue of tne eta s t a t i s t i c in the cross-
t a b u l a t i o n of t h i s quest ion w i t h the workplace variable is .33554. 

4. CONCLUSIONS 

What, then, can we conc uae about why small firms stay small? One set 

o f answers l i e s in t h e i r risk-management strategies. F i r s t , small 

manufactur ing f i rms s t a y sma11 because smaller, mere f l e x i b l e businesses 

are more l i k e l y r.o be p r o f i t a b l e than large.'- ones. Second, the i r preference 

f o r " s a f e " products w i t h . known and f a i r l y certain market leads to intense 

compet i t i on that l i m i t s p r o f i t s and growth potent ia l . Third, the absence 

o f a r i s k oremium -in i n d u s t r y ra tes o f return on capital encourages 



Risk and F i r r > Growth 31 

d ive rs i f i ca t ion rather than business expansion. F i n a l l y , business owners' 

reluctance tc c o l l a t e r a l i s e t h e i r assets f o r business borrowing l i m i t s the 

capital available for expansion. 

The factors a f f e c t i n g f i r m growth are not. e n t i r e l y independent o f one 

another. In par t icu lar r i s k appears r e l a t e d t o one o f the f o r c e s most o f t e n 

cited as blocking the growth of p a r t i c u l a r f i r m s : lack o f managerial s k i l l . 

Observers have sometimes a t t r i b u t e d the p l e t h o r a o f ve ry small f i r m s t o a 

pecul iar ly Afr ican en t rep reneur ia l s t y l e t h a t manages c l o s e l y , eschews 

delegation, and f a i l s t o b u i l d an o r g a n i s a t i o n a l s t r u c t u r e a p p r o p r i a t e t o a 

large business (Marris and Somerset 1971, pp. 123-24). Whi le accurate in 

some respects, th is observat ion i s m is lead ing . The performance o f N a i r o b i ' s 

small manufacturers suggests tha t many a re , i n f a c t , q u i t e good managers. 

The business environment, however, encourages ent repreneurs t o channel 

the i r time and energy i n t o a c t i v i t i e s d i r e c t l y o r i n d i r e c t l y r e l a t e d t o 

r isk aversion. Time g iven t o t r a v e l between Na i rob i and a r u r a l home 

provides a clear example o f the managerial cos ts o f r i s k ave rs ion . The 

spouses of 45 percent o f marr ied East lands small manufacturers l i v e i n the 

rural areas. Although v i s i t i n g p a t t e r n depend on i n d i v i d u a l p re ferences and 

the distance of the home from N a i r o b i , responses i n d i c a t e t h a t h a l f the 

entrepreneurs v i s i t home more than once per month. A less r i s k y environment 

should permit business owners to mainta in t h e i r f a m i l i e s in N a i r o b i , 

freeing them of th i s t r a v e l burden, and g i v i n g them a d d i t i o n a l t ime t o 

manage the i r businesses. A second example, based on theory ra ther than 

empirical resul ts , also i l l u s t r a t e s the e f f e c t s o f r i s k a v e r t i n g 

a c t i v i t i e s . Good managers must spend s i g n i f i c a n t amounts o f t ime i n formal 

or informal planning. I n a r i s k y envi ronment, much o f the p lanning 

necessari ly takes the form o f r i s k management: e s t a b l i s h i n g s a f e t y zones, 

weighing and choosing a l t e r n a t i v e courses of a c t i o n , and reexamining the 
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env i ronment . What would happen i f the r i s k s were lessened? Would these same 

managers d i r e c t t h e i r a t t e n t i o n more towards busi 1333 expansion? We do not 

know, o f c o u r s e , but i t seems reasonable t o bel ieve that they might. 

I t 1s t e m p t i n g , at t h i s p o i n t , t o develop po l icy recommendations aimed 

s p e c i f i c a l l y at o f f s e t t i n g the n e g a t i v e e f f e c t s of entrepreneurs' r i sk 

a v e r s i o n . To do so would be s h o r t s i g h t e d . Risk, while c l e a r l y important, i s 

not the o n l y b a r r i e r t o f i r m g rowth . Entrepreneurship, access to scarce 

r e s o u r c e s , the c o m p e t i t i v e market , the cos ts of growth, d i s to r t i ons created 

by government p o l i c y and r e g u l a t i o n s , h i s t o r i c a l and cu l tu ra l fac tors , and 

s imple luck may be e q u a l l y impor tant de te r ren ts to growth. Focusing on r isk 

w h i l e i g n o r i n g o t h e r growth c o n s t r a i n t s may only aggravate the s i tuat ion . 

U s e f u l p o l i c y must be based on the most complete information possible. 

C a r e f u l q u e s t i o n i n g o f bus iness owners, espec ia l l y those with businesses at 

the b o r o e r s o f smal l and medium e n t e r p r i s e s , can fur ther c l a r i f y the issues 

and se t the s tage f o r the e v a l u a t i o n o f e x i s t i n g po l i cy and the development 

o f new p o l i c i e s s u p p o r t i n g bus iness expansion. In the meantime, government 

would do w e l l t o c o n c e n t r a t e on implementing current supportive po l i c ies 

w i t h c o n s i s t e n c y and f a i r n e s s . " 
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NOTES 

1. Many peoole made t h i s research p o s s i b l e . The 1986 f i e l d research in 
Kenya was funded by a g ran t under the F u l b r i g h t Programme. The American 
Associat ion of U n i v e r s i t y Women supported the i n i t i a l analysis and 
wr i t i ng with an American D i s s e r t a t i o n F e l l o w s h i p , and The Johns Hopkins 
Un ivers i t y suppl ied a d d i t i o n a l f e l l o w s h i p a s s i s t a n c e . The Jo in t 
Committee cn A f r i c a n S t u d i e s o f the American C o u n c i l o f Learned 
Societ ies and the S o c i a l Sc ience Research C o u n c i l , w i th funds from the 
National Endowment f o r the Humanit ies and the Ford Foundation, supported 
the 1989 f i e l d work. The Ford F o u n d a t i o n ' s N a i r o b i o f f i c e provided a 
grant fo r related l i b r a r y r e s e a r c h . Many i n d i v i d u a l s of fered advice, 
c r i t i c i s m , and moral s u p p o r t . I am e s p e c i a l l y g r a t e f u l to M.S. Mukras, 
Kabiru Kinyanjui , Njucjuna N g ' e t h e , Michael Schatzberg , Gerrishon I k i a r a , 
Wi l l iam House, and P a t r i c k A l i l a . 

2. The Swahil i words jua kali, meaning "ha rsh s u n , " are used in Kenya fo r 
businesses located out o f doors . The term i s a l s o becoming a popular way 
of describing any a c t i v i t y t h a t i s u n r e g u l a t e d , in fo rmal , or 
substandard. Thus a government employee may r e f e r t o pr ivate work on 
which no taxes are pa id as "my jua kali." 

3. In developing c o u n t r i e s the vas t m a j o r i t y of establ ishments are 
independent e n t e r p r i s e s . We can, t h e r e f o r e , s a f e l y use the terms " f i r m , " 
"establishment," b u s ines s " and " e n t e r p r i s e " in terchangeably . 

4. While i t is impossib le t o rev iew a l l the c a t e g o r i s a t i o n s of f i rm s ize 
found in the l i t e r a t u r e , a few examples w i l l i l l u s t r a t e the problem. A 
c lass ic study by S t a l e y and Morse (1965) d i v i d e developing country 
manufacturing f i rms i n t o t h r e e s i z e c a t e g o r i s s : " v e r y small" wi th 1-9 
employees, "smal l " w i t h 11-99 employees, and l a r g e " with 100 or more 
employees. Two data s e t s — the Kenya Government S t a t i s t i c s (Kenya 1988, 
1990) and the set o f s t u d i e s by Chuta arid L iedholm (1985) — use only 
two categor ies: " l a r g e " and " s m a l l . " H a p p i l y , t h e y also agree on the 
firms to include i n each: " s m a l l " c o n s i s t s o f f i r m s with fewer than 50 
employees; those w i t h 50 o r more are " l a r g e " . The World Bank studies use 
100 workers as the c u t o f f f o r " l a r g e " and cons ide r those with 50 to 99 
employees to be "medium," and w i t h fewer tha:i 50 workers, "smal l . " 
Within tne "smal l " c a t e g o r y they sometimes s u b d i v i d e , using "very small" 
to indicate any f i r m w i t h fewer than t e n workers , and "cottage shops" or 
"household i n d u s t r i e s " t o d e s c r i b e those w i t h fewer than f i v e workers 
(Page 1979, Anderson 1982, L i t t l e , Mazumdar, and Page 1987; L i t t l e 1987; 
Cortes, Berry, and Ishaq 1987). The f a c t t h a t some count "employees" and 
others "workers" f u r t h e r c o m p l i c a t e s compar isons. 
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5. The t h e o r e t i c a l s ; z e i s determined by the minimum point on the 
i n d u s t r y ' s l o n g - r u n average cost schedtr 

5. The term " m i s s i n g m i d d l e , " although c l e a r l y traceable to Staley and 
Morse, has more r e c e n t l y been popularised by the World Bank's (1989) 
s t u d y , Sub-Saharan Africa: From Crisis to Sustainable Growth.' Some, l i ke 
Marsden (1990), deny i t s ex is tence . The Kenya government (Kenya 1992, p. 
4) recogn ises t h a t , even compared to other developing countr ies, Kenya 
has few manufactur ing f i r m s employing 10-50 persons. Obviously 
d i f f e r e n c e s i n measures o f s i z e , groupings into categories of small, 
medium, and l a r g e , as w e l l as in countr ies selected fo r study w i l l 
produce d i f f e r e n t r e s u l t s . 

7. L i p t o n (1979, p. 346) def ines r isk aversion as the psychological 
p r e d i s p o s i t i o n t o a v o i d f a i r bets and f luc tuat ion aversion as the 
p s y c h o l o g i c a l d i s p o s i t i o n t o avoid unsteady outcomes. The concept of 
f l u c t u a t i o n a v e r s i o n u n d e r l i e s the economic modelling of the r isk averse 
i n d i v i d u a l as one w i t h a concave u t i l i t y funct ion. See Newberry and 
S t i g ' l i t z (1981, pp. 69-76)- f o r a good summary of the u t i l i t y approach, 

8. The research was conducted i n two d i s t i n c t segments: the f i r s t in ear ly 
1S86; the second, from January 1989 through December 1990. Each part 
i n v o l v e d a sample survey o f business owners. 

The 1986 s u r v e y began w i t h a census to locate a l l f irms in Na i rob i ' s 
East lands engaged i n any t y p e o f manufacturing, and having ten or fewer 
workers . From the 2,866 f i r m s counted, a s t r a t i f i e d random sample of 248 
f i r m was s e l e c t e d (see be low) . 

9t" 3t.i f i s d Random Sampig, Survey 

SampTo 

NumPer o f 
Group F i i m s 

. p . r a t ion 
Total X 

Number of in 
Firms Sample 

one-perrson f i r m s 
2 -3 parson f i r m s 
4-6 pe rson firm** 
7+ person f i r m s 

8n 
82 
6 I 
25 

,706 
311 
252 

57 

4.69 
10.11 
21.23 
42.10 

T O T A L S A M P L E 24J ! .866 8.65 

I n t e r v i e w s were conducted i r i the language most comfortable to the 
respondent , but a l l answer? were recorded in Engl ish. 

The 1989-90 r e s e a r c h d e a l t w i t h c loth ing manufacturers c f a l l s izes. The 
methodology was s i m i l a r tc that used ear l ie r wi th two exceptions: the 
geograph ic boundar ies were extended to include a l l of Nairobi , and a 
s e r i e s o f s h o r t f o l l o w - u p interv iews was administered over a period of 
15 montns a f t e r the i n i t i a l interviews. 
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The sampling methodology added c a t e g o r i e s f o r medium and large 
businesses to the f o u r s i z e c a t e g o r i e s I K ' i n 1986. "he sample and 
population are l i s t e d below. A K i s w a h i l i v e r s i o n o f the questionnaire 
ensured that i n t e r v i e w s i n E n g l i s h and S w a h i l i would be ident ica l . 
A f t e r the i n i t i a l l e n g t h y i n t e r v i e w , each f i r m was r e v i s i t e d UD to three 
times over 15 months t o update i n f o r m a t i o n on equipment acquis i t ions and 
retirements, ourront p r o d u c t i o n , f i n a n c i a l i n f o r m a t i o n , and opt.rating 
problems. 

S t r a t i f i e d Random Sample, 1989-90 Survey 

Sample — . — Populat ion 
T o t a l % 

Number o f Number o f in 
Group Firms F i rms Sample 

one-person f i rms 81 747 8. 17 
2-3 person f i rms 101 909 11.11 
4-5 person f i rms 56 113 13. ?3 
7-10 person f i rms 21 68 30.88 
11-50 person f i rms 14 32 43.75 
over 50 persons 15 30 50.00 

TOTAL SAMPLE 26G 2,200 12. 18 

9. Some studies of v e r y smal l e n t e r p r i s e s . v ; n t i f y two groups of f i rms: t h e 
t yp i ca l " in formal " bus iness c h a r a c t e r i s e d by low earnings, low s k i l l s , 
strong compet i t ion, and ease o f e n t r y ; and s l i g h t l y larger small 
businesses wi th a. p o s i t i v e s u r p l u s and a c a p a c i t y t o accumulate c a p i t a l 
(Steel 1977, Nihan 1980, House 1981, F i e l d s 1990). I prefer to 
conceptualise the d i f f e r e n c e s as fo rming a continuum from least t c most 
formal (McCormick 1987). See McCormick (1983, pp. 1 15-135, 283-30^) f o r 
a detai led p r e s e n t a t i o n o f the r a t i o n a l e and t h e construct ion of sca les 
fo r each dimension o f f o r m a l i t y . 

10. Penrose's (1959) p r e v i o u s i d e n t i f i c a t i o n o f the " i n t e r s t i c e s " of 
manufacturing as the domain of smal l e n t e r p r i s e i s a forerunner to t h i s 
notion. 

11. I t was impossible t o est ima o annual p r o f i t s o r losses for the Eastlands 
small manufacturers. Over h a l f (55 p e r c e n t ) o f the respondents keep no 
wr i t ten records. The use o f a c r o s s - s e c t i o n a l survey also l imi ted the 
usefulness of f i n a n c i a l da ta . F i n a l l y , a l t h o u g h the survey asked only 
about income f~om product s a l e s , some bus inesses had other income, such 
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as t r a i n i n g fees o r charges f o r r e p a i r s . Lacking a re l iab le net income 
f i g u r e , I cons t ruc ted a dichotomous v a r i a b l e based on the sat is fact ion 
o f at ' least one o f two c o n d i t i o n s : the longevi ty of the business, and 
the p r o f i t o r l oss c a l c u l a t e d f o r the survey month. Together, the two 
measures formed the p r o f i t a b i l i t y t e s t . A business was considered 
p r o f i t a b l e i f i t s net income f o r the surve month was non-negative or i f 
the business had been the pr imary support of i t s owner for at least four 
years . The r a t i o n a l e f o r the c ' nponents o f the p r o f i t a b i l i t y test , 
i n c l u d i n g the f o u r - y e a r c u t o f f , are discussed in deta i l in McCormick 
1988, pp. 202-28 and 359-80. By t h i s t e s t , 164 of the 248 firms (147 
operated by men and 17, by women) were p ro f i tab le . 

12. A l though subcont rac t ing and manipu la t ing the apprenticeship system may 
a l s o increase f l e x i b i l i t y , they were not among the main risk-management 
s t r a t e g i e s f o r the East lands smal l manufacturers. 

13. A l l o f the respondents mentioned by name are real people. The 
i n f o r m a t i o n i s taken from survey quest ionnai res , fol low-up interviews, 
and, in some cases, in formal conversa t ions . The names used are 
pseudonyms; l o c a t i o n s are approximate. 

14. F l e x i b i l i t y (FLEX) was de f ined by ass ign ing one point to each of the 
th ree component v a r i a b l e s : 

(1 ) S e c u r i t y o f access t o workspace (1 = workspace just used; 0 
= a l l o ther responses) , 

(2) Family mode of o roduc t ion (1 = single-person f i rm or larger 
f i r m employing f a m i l y l a b o u r ; 0 = a l l other) , and 

(3) C a p i t a l per worker (1 = depreciated value of physical 
c a p i t a l less than K.shs . 2,000; 0 = higher cap i ta l ) . 

15. Though not s u r p r i s i n g , t h i s r e s u l t i s net mathematically obvious since 
f o r m a l i t y and f l e x i b i l i t y are mutua l l y independent. 

16. The SIZE v a r i a b l e combines measures of workforce and capital s izes. 
Each was measured on a t e n - ^ i n t sca le giv ing a composite variable 
w i t h a t h e o r e t i c a l range of 0 t o 20. f l i t actual range is 0.29 to 
16.99, w i t h a mean o f 6.00 and median of 6.16. 

Workforce s i z e was based on a d e f i n i t i o n of the fu l l - t ime-equiva lent 
work fo rce v a r i a b l e , WKRS = FTW + .8PTW + ,5T + .66C, where FTW is the 
number o f f u l l t ime workers , PTW i s the number of part-t ime workers, T 
i s the number o f t r a i n e e s , and C the average number of casual 
l aboure rs . The range o f WKRS i s from 1 to 34.22, with a mean of 2.8 
and a median o f 2.0. The v a r i a b l e was then rescaled by div id ing each 
va lue by 3.422. 

C a p i t a l s i z e was based on the deprec iated value of capital equipment, 
us ing a t e n - y e a r l i f e , and s t r a i g h t - l i r e depreciation. Observed values 
ranged from 0 through K.shs. 72,240, w i t h more than half the 
businesses having c a p i t a l worth less than K.shs. 600. Because of the 
h i g h l y skewed d i s t r i b u t i o n , the c a p i t a l size was defined to be twice 
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the log of the d e p r e c i a t e d va lue o f equipment except t h a t where 
cap i ta l had z e r o v a l u e , z e r o was used i ^ a c e o f the meaningless log 
(0). 

A mere complete d i s c u s s i o n o f the r a t i o n a l e f o r the c o n s t r u c t i o n o f 
these v a r i a b l e s can be found i n McCormick 1988. 

17. The businesses wer^ d i v i d e d i n t o t h r e e age c a t e g o r i e s : l e s s than f o u r 
years o ld , f o u r t o ten y e a r s , and over t e n y e a r s . The f i r s t c a t e g o r y ' s 
upper l im i t was set a t f o u r y e a r s because o f h i g h f a i l u r e r a t e s i n the 
f i r s t three y e a - s o f bus iness ( I t a o 1980, H u l l 1986). For a more 
complete d i s c u s s i o n o f the i ssue o f f i r m l o n g e v i t y , see McCormick (1938. 
pp. 218 f f ) . 

18. The canonical c o r r e l a t i o n s o f the f u n c t i o n s were .6529 and .4876 
respect i ve l y , i n d i c a t i n g t h a t they are f a i r l y s u c c e s s f u l i n s e p a r a t i n g 
the cases i n t o two groups . 

19. Tau i s a p r o p o r t i o n a l r e d u c t i o n i n e r r o r s t a t i s t i c t h a t compared the 
discr iminant f u n c t i o n ' s c l a s s i f i c a t i o n e r r o r s w i t h t h e e r r o r s t h a t would 
result from random assignment o f cases . For example, the tau o f .605 
shown in Table 4 i n d i c a t e s t h a t c l a s s i f i c a t i o n based on the 
d isc r iminat ing v a r i a b l e s made 60.5% fewer e r r o r s that, would be expected 
i f cases were randomly ass igned t o a category. 

20. The var iab le PROFIT was set equal t o 0 f o r bus inesses a t l e a s t one y e a r 
old with income i n s u f f i c i e n t t o cove r owners ' s a l a r i e s and e i t h e r low 
rates of p r o f i t and c a p i t a l accumula t ion , o r n e g a t i v e net income. At t h e 
other end of the spectrum, bus inesses w i t h p r o f i t s equal t o a t l e a s t 
three times the owners ' s a l a r i e s and p r o f i t r a t e s o f 30 percent o r more 
were coded 2. For a l l o the r bus inesses , PROFIT was se t equal t o 1. 

21. The standardised c a n o n i c a l d i s c r i m i n a n t f u n c t i o n c o e f f i c i e n t s were as 
fo l lows: 

The canonical c o r r e l a t i o n c o e f f i c i e n t was .3811. Chi squared a t 3 
degrees of freedom was 19.473 f o r a s i g n i f i c a n c e o f .0149. The t a u 
s t a t i s t i c o f .4 i n d i c a t e s t h a t c l a s s i f i c a t i o n using the d i s c r i m i n a n t 
funct ion r e s u l t s i n 40% f e v e r e r r o r s than would have o c c u r r e d by random 
assignment i n t o two groups. 

22. Although 47.3% o f the Eas t lands manufac turers own land , o n l y 27.7% 
cur rent l y have a t i t l e deed. P robab l y o n l y those who can prove ownersh ip 
with a t i t l e deed can o b t a i n bank c r e d i t . Even so, o n l y h a l f o f those 
with c o l l a t e r a l have a p p l i e d f o r l oans . 

23. See e s p e c i a l l y Chapter Two, " I m p r o v i n g t h e Enab l ing E n v i r o n m e n t , " i n the 
recent sess iona l paper (Kenya 1992). 

FLEX 

AGECAT 

SIZE 

.40117 

.92573 

.04786 
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VARIABLE DEFINITIONS 

F l e x i b i l i t y 

Business Age 

S i ze 

P r o f i t / ' P r o f i t a b i l i t y 

Net Income 

Rate o f P r o f i t 

T o t a l Equipment 

Index based on the three ways Nairobi small 
manufacturers most often maintain f l e x i b i l i t y , with 
one point assignee for each practice: workspace 
" j u s t used"; single-person f i rm or larger f irm 
employing family labour; low capital per worker 
(depreciated value less than K.sh 2,000 in 1986, 
l e s s than K.sh 2,560 in 1989). 

Ths number of years since the business began. A 
re la ted var iable, age category, grouped businesses 
as less tha r four years ola, four to ten years old, 
and over ten years old. 

A composite index giving equal weight to employment 
s i z e and the depreciated value of capital 
equipment. 

For Eastlands manufacturers (19S6), p r o f i t or 
p r o f i t a b i l i t y is defined as a dichotomous variable 
tak ing the value of one i f e i ther of the fol lowing 
were sat is f ied : the business had been the owner's 
o n l y source of support for four years or more, or 
calculated net income ( including depreciation and 
owners' sa lar ies! was pos i t ive . 

For Nairobi garment producers (1989-90), a variable 
r a t e g o r i z i i g firms h • reo groups on the bas s 
o f annus • net Income and rate of growth. Firms were 
unprof i tab le , moderately prof i tab le , and very 
p r o f i t a b l e . 

""he difference between estimated annual tota l f i rm 
-evenue- and to ta l expenses, excluding owners' 

s a l a r i e s and depreciation on equipment. 

Net income divided by to ta l r i r m revenues. 

Undepreciated to ta l value of machinery and 
equipment. 

Rate o f Return, on 
C a p i t a l 

Annua net income divided by to ta l capital , 

38 
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Total CaDital 

Working Capital 

I n i t i a l Capital 

Workers 

Revenues per Worker 

Value Added per Worker 

The sum of t o t a l equiDment, working c a p i t a l , and 
i n v e n t o r i e s . 

Cash in the bank o r on hand at the t ime of the 
i n i t i a l i n t e r v i e w . 

The va lue o f cash, m a t e r i a l s , and equipment i n hand 
when the business began. 

A measure o f f u l l - t i m e e q u i v a l e n t workers , 
inc lud ing r e g u l a r workers p lus f r a c t i o n s o f casual 
labourers and t r a i n e e s . 

Sa les revenues d i v i d e d by the number o f workers . 

The sum of labour c o s t s , o ther expenses, and 
est imated owners' s a l a r i e s d i v i d e d by the number o f 
workers . 

40 
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