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What constitutes successful African enterprises?

A survey of performance variations in 210 East African food processors

By

Michael W. Hansen!?, Esther Ishengoma?, and Radha Upadhyaya®

Abstract

Purpose: To understand African SME performance and its antecedents is essential, both from a strategic
management and an industrial development perspective. While a substantial literature on African SMEs has emerged
in recent years, studies of their performance specifically are few and inconclusive. The paper addresses this lacuna in
the literature by examining variations in performance of 210 East African SMEs.

Design/methodology/approach: The paper employs OLS and logistic regression and Classify k-means test to analyze
performance variations in a unique data set of 210 food processing enterprises in Tanzania, Kenya, and Zambia.

Findings: Three generic types of African SMEs are identified based on performance: laggards, followers, and gazelles.
The gazelles are typically medium-sized, skill-intensive companies selling relatively differentiated products in niche
markets. The laggards are typically small, capital-intensive companies involved in grain milling that adopt a cost
differentiation strategy. A key driver of variation in performance is found to be the quality of the external business
environment (in particular the quality of intermediary markets), but also capability factors such as the strength of
management. Strategy factors such as differentiation and political strategies explain performance variations.

Practical implications: Among the policy implications are that African industrial policy should focus on improving the
functioning of intermediary markets, e.g. by reducing the transaction costs of inter-firm collaboration. Moreover,
rather than focusing industrial policy on SMEs per se, policymakers should focus on those types of enterprises that
are capable of generating high performance, e.g. skill-intensive enterprises with strong managerial capabilities,
engaged in differentiation strategies.

Originality/value: The paper integrates the extant literature on African SME performance, develops an analytical
framework for studying it, and presents novel empirical insights based on one of the most detailed surveys of SME
performance in the continent to date. The findings have important and tangible implications for literature, as well as
for industrial policy.
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Determinants of SME performance, African enterprise strategy, Industrial development policy, Food
processing industry
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Introduction

The future of African development lies to a large extent in the hands of its indigenous industrial small and
medium sized enterprises (SMEs). These are the enterprises that will create most of the private sector
jobs that a rapidly growing labor force is craving; that will meet surging African demand for products and
services; that will grow and develop skills and entrepreneurial talent; and that may become the future

champions of African industry.

Much has been said about multinational corporations (MNCs) and their potential catalytic effect on
development (Mol et al., 2015; Morrissey, 2012; Morris et al., 2012). But without local SME counterparts,
MNCs will be exclaves, providing few spillovers to the local economy (Morrissey, 2012; Hansen, 2014).
Likewise, much has been said about the developmental role of the African entrepreneur (Liedholm &
Mead, 2013; Langevang et al., 2014). But if entrepreneurs never succeed in moving beyond the start-up
phase and establishing robust enterprises, their role in development will remain limited. In short, viable
SMEs are and should be the backbone of African private sector development. For that reason, it is

essential that academia contributes to an understanding of what makes the African Mittelstand succeed.

African SME sectors are traditionally considered as underdeveloped (Biggs et al., 2006; Hallberg, 2000).
SMEs are, it is argued, disproportionally hit by the adversities of the African business environment and
have difficulties gaining footholds in the economy. They are squeezed between a huge informal sector
and large politically well-connected conglomerates and state-owned enterprises (SOEs). As a
consequence, African industrial structures are often characterized by a ‘missing middle’ (Hallberg, 2000;
Esuha & Fletcher, 2002). More recently however, the literature has pointed out emerging development
opportunities for the SME sector due to surging demand for goods and services, better access to capital,
skilled labor and technology, and improving business environments (McKinsey, 2010; Tvedten et al., 2014;
Sutton, 2012; Sutton & Olomi 2012; ADB, 2013; Ncube et al., 2011; Chikweche & Fletcher, 2014). In this
paper, we seek to understand why some SMEs succeeds in overcoming the challenges of the African

business environment and seize new growth opportunities.

Despite the importance of SMEs in African industrial development, the literature on performance of
African SMEs remains embryonic (see literature review below), partly due to the historically weak
development of the African SME sectors, and partly due to the relative intractability of primary data (Eunni
et al., 2007). In order to fill this gap in the literature, this study examines African SME performance and
its antecedents based on one of the most comprehensive surveys of SMEs in Africa: a survey of 210 food

processers in Zambia, Tanzania, and Kenya measured in terms of more than 150 variables. The food



processing industry is examined because it is by far the most important manufacturing industry across
Africa; in Kenya it accounts for 40% of manufacturing, in Tanzania 57% and in Zambia 69% (AfDB, 2014).
Moreover, food processing has a huge catalytic effect on the overall development of Africa via its ability

to link primary agricultural production with domestic, regional, and global markets.

The paper contributes to the literature by consolidating the extant literature on African enterprise
performance, developing a comprehensive model for analyzing performance of African enterprises,
applying this model to one of the hitherto most comprehensive surveys of African SMEs, and providing
novel findings regarding the drivers of African SME performance — findings that have important and

tangible implications for the continent’s industrial policy.

The paper is organized as follows: first, the literature on performance of African SMEs is reviewed in order
to develop an analytical model that will guide the subsequent analysis. Second, the methodology behind
the study is outlined and its strengths and limitations are assessed. Third, the main findings are presented

and interpreted, and the implications for industrial policy and future research are discussed.

Review of the literature on performance of African enterprises

In recent years, the literature has devoted a growing interest to African enterprise development. Much of
this is informed by economics or economic geography (see e.g. Bigsten et al., 2004; Bigsten & Soderbom,
2006; Biggs & Shah, 2006; Fafchamps, 2004; Rodrik, 1998; Gibbon, 2005; McCormick, 1999; Altenburg &
Von Drachenfels, 2006; Hallberg, 2000; Morris et al., 2012; Morrissey, 2012; UNIDO, 2013; Page, 2013)
and only rarely is a firm-level perspective applied (as argued by Ougudonto, 2007; Uchenna & Mair, 2014;
Ozcan & Santos, 2014; Acquaah, 2012; Mellahi & Mol, 2015; Tvedten et al., 2014). To the extent that a
firm-level literature on African enterprise development exists, it tends to focus on MNCs (see e.g. Quelch
& Austin, 2012; Samuel, 2014; Kolk & Lenfant, 2010; Hansen, 2014) or on micro and small entrepreneurial
enterprises (see e.g. Kiggundu, 2002; McDade & Spring, 2005; Liedhom & Mead, 2013;Langevang &
Gough, 2012; McIntyre & Dallago 2003; Fjeldstad et al., 2006). What is notably absent in the literature is

a specific focus on the sources of growth and performance of African SMEs.

The hitherto most comprehensive studies of growth and performance of African enterprises were based
on the World Bank’s Regional Program on Enterprise Development (RPED) survey of African
manufacturing enterprises and their business environment (Biggs & Srivastava, 1996; Bigsten et al., 2000;
Fafchamps, 2004; Biggs et al., 2006). Among the findings of these studies were that failure rates of African

manufacturing enterprises were very high and that most of them faced closure within the first five years



(Marlow, 2009). Moreover, it was found that African industrial structures were characterized by a ‘missing
middle’ with dominant large (often foreign) enterprises and a large undergrowth of small, typically
informal enterprises. This ‘amputated’ industrial structure was partly attributed to the weak resource
configurations of local enterprises (lack of human skills, managerial capability, brands, technology, and
capital), and partly related to the difficult business conditions (unstable institutions, weak contractual
environments, corruption, and failing supporting industries) (Biggs et al., 2006). Typically, this literature
focused on either internal resource constraints or the external challenges of the business environment,
but rarely analyzed the capabilities and strategies of African enterprises in overcoming these challenges

(Tvedten et al., 2014; Mellahi & Mol, 2015).

The review of the limited literature on African SMEs presented below is organized around three criteria
typically identified as shaping performance — business environment factors, capability factors, and
strategy factors (Tvedten et al., 2014). The review will provide a basis for developing hypotheses regarding

the drivers of African SME performance that subsequently are tested.

Business environment factors

Generally, the literature focuses on three business environment factors that may affect African enterprise
performance: a) institutions, ; b) infrastructure; and c) intermediaries and linkages.. We discuss each of

these in turn.

Institutions

Numerous studies have found that institutional voids — including a lack of clear property rights, lack of
transparency, and the inability of judicial institutions to enforce contracts — have significant adverse
impact on African enterprise development and performance (see e.g. Svensson, 1998; Bohn & Deacon,
2000; Fjeldstad et al., 2006; Charles et al., 2016). Fjeldstad et al. (2006) have argued that problems related
to obtaining licenses and permits, taxation issues, and corruption are among the top impediments of SME
growth in Africa. Furthermore, country level studies of Kenya and Tanzania have emphasized the negative
effects of high levels of corruption and excessive regulations on SMEs (Esuha & Fletcher, 2002; Goedhuy

et al., 2008).

Infrastructure
Infrastructure is another factor often seen as seriously impairing enterprise growth in Africa (see e.g. Gelb

et al., 2007; Eifert et al., 2008; Prud’homme, 2004). Ramachandran et al. (2009) found that African
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enterprises on average lose nearly 6% of value due to transport costs. Moreover, unstable energy supplies
and power outages cause large losses in productivity and undermine the reliability of production (Arnold
et al., 2006). A study by Eifert et al. (2008) further found that indirect costs, such as transport, energy,
telecommunication, and water, accounted for a higher percentage of the total cost of manufacturing in

African countries (20-30%) than in Asian countries (13-15%).

Intermediaries and linkages

The literature has long emphasized the importance of linkages for enterprise development in Africa
(Hirschman, 1958). It has been shown that the lack of dense industrial infrastructures available upstream
and downstream in value chains constrain the growth of African SMEs by undermining specialization and
by making access to inputs of goods and services expensive or impossible (Esuha & Fletcher, 2002;
McCormick & Atieno, 2002; Hansen, 2014). The absence of industrial clusters furthermore restricts SMEs’
opportunities to learn through collaboration with large enterprises, and limits horizontal joint actions and
spillover effects (McCormick, 1999). Country-specific case studies from Ghana and Tanzania show that the
lack of co-ordination among industry players and the lack of forward linkages with larger enterprises

seriously hampered SME development (Whitefield, 2002; Ishengoma, 2016).

Capability factors

The literature points to various capability factors that have shaped African enterprise performance.
Among the most important are: a) technological and financial capabilities; b) human resource capabilities;
and c) managerial capabilities. These capabilities are frequently proxied with size so that large enterprises
typically score high on such factors while SMEs score low (Hallberg, 2000; Esuha & Fletcher, 2002; Bigsten
& Soderblom 2006).

Technological and financial capabilities

It is widely accepted that a classical constraint on African enterprise development is a lack of capital -
and/or a lack of access to capital, which prevents SMEs from capturing new market opportunities and
reduces prospects of survival (Gelb et al., 2007). Arnold et al. (2006) found that the lack of financial
services reduced the productivity of enterprises in Southern Africa by 5 to 10 percent and that enterprises

with limited access to credit and/or a high cost of financing had low productivity.

An enterprise’s success and its reinforced competitive position are associated with its technological

capabilities, and are improve through technical skills development, involvement in research, technology



licensing and investment in new machinery (Lall, 1992). Hence, several studies argue that investment in
new machinery and research and development is critical for enterprise growth in Africa (Ouma &
Whitefield, 2012; Oyelaran-Oyeyinka, 2006) although it is sometimes questioned whether transfer of

technology from abroad impacts on SME performance (Goedhuys et al., 2008; Kragelund, 2005).

Human resource capabilities

According to the resource-based theory (Barney, 1991), human capital is key to enterprise success and
competitiveness. The majority of SMEs in Africa are less likely to acquire, develop and retain highly trained
employees, given their limited budgets for human resources development and the lack of appropriate
business development services (Abor & Quarteey, 2010). Moreover, educational institutions fail to
produce the adequate amount of specialized skills needed by SMEs. While large enterprises will be able
to develop their own training programs, SMEs will typically not be able to institute internal training, nor

for that matter, pay for employees to participate in external training programs (Fening et al., 2008).

Managerial capabilities

The importance of the characteristics of owners/managers for enterprise development is noted in several
studies. For instance, it has been argued that the management skills and education of owners are crucial
for the performance and survival of African SMEs (Cooper & Gimeno-Gason, 1992; Akinboade, 2015).
Kuada (2007) shows that a major constraint of enterprise development in the Ghanaian example is related
to limited managerial capabilities. A recent study on industrialization highlighted that differences in
management practice between enterprises and countries are responsible for much of the difference in

measured productivity (Newman et al., 2016).

Strategy factors

Strategy may mitigate the influence of internal and external performance contingencies (Tvedten et al.,
2014). Three particular types adopted by African SMEs are discussed in the literature: a) competitive

strategies; b) internationalization strategies; and c) political and network strategies.

Competitive strategies

Since the work of Porter (1981), it has been recognized that generic competitive strategies — cost,
differentiation or focus (niche) strategies — are key sources of competitive advantage. However, empirical
evidence on competitive strategies of African enterprises is limited. One exception is a study by Amoako-

Gyampah and Acquaah (2008) which examined the relationship between manufacturing strategy and



competitive strategy and their influence on performance. This study found that competitive strategy does
not directly affect performance. Instead, it was concluded that the main determinant of performance is

quality orientation.

Network and political strategies

As a consequence of widespread institutional voids in Africa, some authors suggest that informal networks
shape business transactions to a relatively large degree (Biggs et al., 2006). These networks are often
ethnicity-based (Jackson et al., 2008; Biggs et al., 2006). Informal networks reduce transaction costs of
inter-firm relations by increasing trust, reducing search, bargaining, and enforcement costs, and by
moving the enforcement of contracts to an extrajudicial sphere. Moreover, such networks are used to
gain access to inputs — such as capital, market intelligence, supplies, advice, etc. — that are difficult to
acquire in formal markets (Fafchamps, 2001; Biggs et al., 2006). For African SMEs, political networks may
be particularly important. Good political contacts are typically needed in order to gain up-to-date
information on often rapidly changing business regulations (Bhattacharya & Michael, 2008), to win
government concessions (Cooksey & Kelsall, 2011), or to be able to influence and shape regulations

(Whitfield et al., 2015; Charles et al., 2016).

Internationalization strategies

The International Business literature has emphasized the importance of networks and internationalization
for the success of firms in emerging markets (Elango & Pattnaik, 2007). Studies of African
internationalization have generally focused on export-based strategies. They examines whether and to
what extent enterprises with high productivity are more likely to embark on export strategies (the ‘self-
selection’ hypotheses) and whether and to what extent export strategies lead to productivity gains (see
Bigsten & Séderbom, 2006; Boermans, 2010). The literature generally finds that foreign direct investment
(FDI) is limited, but when it is present it is typically intra-regional, and aimed at supporting exports
(Fafchamps, 2004). SME internationalization typically takes place either to access markets or to access
resources and technologies. Often such market access and resource access strategies are connected.
Hence, Kuada (2007) argues that to succeed in export markets, African SMEs need to access the
technology, markets and knowhow controlled by foreign firms. By fostering linkages to foreign firms on
the input side (‘upstream internationalization’), African SMEs’ chances penetrating export markets

(‘downstream internationalization’) are enhanced.



Analytical framework

On the basis of this comprehensive literature review, we argue that the performance of African SMEs is
driven by firms’ business environment, capability, strategies, and any combination of these. This logic
largely reflects the contingency approach to studies of African enterprises advocated by Tvedten et al.

(2014). In the following we develop constructs and hypotheses in more detail.

Performance

The dependent variable of the study is the performance of SMEs. Among the most frequently used
measures of performance are EBIT, growth of employment or turnover, employee morale, survival,
market share, return on sales, return on assets, managerial performance, or IRR (Venkatraman &
Ramanujam, 1986). As performance is a multidimensional construct where different performance
measures may have different antecedents as well as strengths and weaknesses, we will — in accordance
with the advice of Ramsey & Bahia (2013) and Venkatraman & Ramanujam (1986) — employ several

performance measures simultaneously.

Performance drivers

Throughout the literature, the African business environment is emphasized as a key factor in explaining
the growth and performance of African enterprises. Among the most cited business environment factors
are infrastructures, institutions, and inputs/linkages. As business environments can be expected to vary
among the three countries studied, we expect that performance to vary depending on which country they

come from, even when controlling for other factors.

H1: Performance variations can be explained with the quality of the African business environment,

e.g. quality of infrastructures, institutions and intermediaries/linkages.

Enterprises with strong internal capabilities may be able to mitigate the effects of a difficult business
environment. For instance, larger enterprises can be expected to be better at offsetting business
environmental challenges than smaller enterprises due to their stronger financial, managerial,

technological, and human resource base.

H2: Performance variations can be explained with capability factors such as size, capital,

technology, and managerial capabilities.



Drivers of African enterprise performance

Business environment
(Institutions, infrastructure and

linkages)

Strategy

(Competitive, international and

Performance

(EBIT and Gazelles)
network)

S

Ressource and
capabilities
(Size, technology/ capital /human
and management)

Hypotheses

HI: Performance variations can be explained with the quality qflhe /!fn'can business environment, e.g. quality qfir}fmsrructurex, institutions
and intermediaries/ linkages

H2: Pegrarmance variations can be explained with capubilit}'factars such as size, capital, technology, and managerial capabilities

H3: Performance variations can be explained with enterprises’ strategies, i.e. the extent to which they adopt competitive, network and

internationalization strategies.

Figure 1: Model

SMEs react differently to similar contingencies, and therefore external and internal performance drivers
may be partly modified by strategy factors. For instance, a business environment hostile to contract-based
business transactions may be circumvented by network strategies, where trust within the network allows
for interfirm collaboration without formal contracts. A particular form of network strategy is to foster
political networks to influence the regulation and enforcement practices that the enterprise is subject to.
Some enterprises may also try to improve performance by escaping the intense price competition
characterizing some markets by adopting focused strategies, where they carve out niches in specific
industry segments. A final strategy with potential implications for performance is the extent to which

enterprises use internationalization to strengthen their competitive position and performance.

H3: Performance variations can be explained with enterprises’ strategies, i.e. the extent to which

they adopt competitive, network, and internationalization strategies.



Methodology

This paper is based on a survey of food processing enterprises in Tanzania, Zambia and Kenya conducted
between 2013 and 2014 to assess factors driving the success of African enterprises®. The survey was
preceded by an extensive mapping phase. Due to the lack of a usable sampling frame of enterprises in the
food processing industry, the main objective of the mapping phase was to identify relevant enterprises in
the food processing industry in each of the countries. Research teams in each of the countries
consolidated lists from various institutions for example the Kenya Bureau of Standards (KEBS) and the
National Bureau of Statistics in Tanzania), combined with industry knowledge and key informant
interviews. Three selection criteria were applied: enterprise age of minimum five years; total number of
employees of minimum five, and having majority shareholding by citizens of the respective country.
Enterprise age and the number of employees were considered as the minimum criteria of successful
enterprises. The mapping exercise produced a population list of 480 enterprises in Tanzania, 100
enterprises in Zambia and 141 enterprises in Kenya. It was decided to survey all the enterprises but access
to many was very difficult. In the end, 210 enterprises participated in the survey with 124 enterprises from
Tanzania, 38 from Zambia and 48 from Kenya. The survey was self-administered by researchers in each of
the country teams. Questions asked were related to organization and management, strategies,
performance, and drivers of performance. Obviously, there are potential biases that need to be addressed
when generalizing from this study. First, it is a study of only relatively successfully enterprises, defined by
size and survival for at least 5 years. Hence, generalizations to all African SMEs must be made with great
caution. Second, responses from less than half the relevant enterprises were obtained which could create
certain biases; in particular, enterprises in remote rural areas and/or smaller SMEs are disproportionally

absent from the sample.
Measures

The database has information on four performance measures: a) EBIT; b) financial performance vis-a-vis
industry peers, assessed by the respondents; c) growth in turnover; and d) growth in employees. We chose
to focus our analyses on EBIT, as this measure is a reflection of the reported ability of the enterprise to

generate profits. In addition, we developed a performance construct using SPSS Classify K-means where

“Financial support for the field research has been provided by the Danida SAFIC project.
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we clustered the responding enterprises around the four above mentioned performance measures. This

clustering procedure grouped the sample into three clusters:

1) The ‘Gazelles’ are the high performers, with high values on all four performance indicators.
2) The ‘Followers’ have mixed values on the performance indicators, but generally located in the
middle.

3) The ‘Laggards’ perform below average on all performance indicators.

Table 1. Correlation matrix

Correlations matrix, dependents
Growth in Growth in
EBITin employees Turnover Dummy for Dummy for
percentage of  between between relative GazeI);e
total turnover 2007 and 2007 and financial Cluster
for 2012 2012in 2012in performance
percent Categories
Pearson g - |
EBIT in percentage of total  correjation 1 150 0081 0.138 594
turnover for 2012 Sig. (- 0,050 0,287 0,056 0,000
tailed)
Pearson - - .
Growth in employees between correjation 150 t 279 0.047 824
2007 and 2012 in percent  Sig. (2- 0,050 0,000 0,527 0,000
tailed)
Pearson - - -
Growth in Turnover between  cyrrolation 0,081 279 1 0,073 1203
2007 and 2012 in Categories  Si9- (2- 0,287 0,000 0,327 0,009
tailed)
arson |
Dummy financial performance oo relation 0138 0047 0073 1 159
ifabove average, 0 otherwise ~ Sg. (2- 0,056 0,527 0,327 0,042
tailed)
:”“SI"T 594" 324" 203" 159" 1
Dummy for Gazelle Cluster orresation
Y Sig. (2- 0,000 0,000 0,009 0,042
tailed)
**. Correlation is significant at the 0.01level (2-tailed).
. Correlati significant at the 0.05 level (2-tailed).

As can be seen from the correlation matrix (Table 1), the performance measures are generally correlated.
A notable exception is that EBIT is not correlated with self-assessed performance, which could suggest
that respondents have unrealistic self-assessments of their performance. As also observed by Akinboade
(2015), employment growth is correlated with EBIT. And the aggregate performance measure ‘Gazelles’
is strongly correlated with the other four performance measures, suggesting that this represents the

various performance measures very well.

In the subsequent analysis, we focus on two performance measures, Gazelles and EBIT, which, while
strongly correlated, are distinct measures of performance. By including both measures in the analysis, we
aim to get a more comprehensive picture of performance than if we had used just one, while at the same

time keeping the complexity of the data analysis manageable.
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Table 2: Three countries’ macro-level performance

Indicator Kenya Tanzania Zambia Source
GDP per capita, PPP | 2009: 2,405 2009: 2,049 2009: 3,061 ‘}:"Of"/’/ga”k \dbank.org/ind
. . . ttp://data.worldbank.org/indicato
(c:‘)nsta:’t s 2011 | 2014:2,818 2014: 2,421 2014: 3,725 +/NY.GDP.PCAP.PP KD
internationa
GDP growth (annual %) 2010: 8.4 2010: 6.4 2010:10.3 ‘}:"Of"/’/d \dbank.org/ind Bank
ttp://data.worldbank.org/indicato
2011:6.1 2011:7.9 2011:6.3
r/NY.GDP.MKTP.KD.ZG
2012:4.6 2012:5.1 2012: 6.7
2013:5.7 2013:7.3 2013:6.7
2014:5.3 2014:7.0 2014:6.0
Average (calculated): 6.02 6.74 7.2
Exports of goods and | 2009:20.0 2009: 17.4 2009: 29.3 ‘:’Of'?/ga"k bankorg/ind
. ttp:, ta. . indicat
services (% of GDP) 2014: 16.4 2014:19.5 2014: 40.9 r/N‘;EX;GaNWF‘;TZS ani.org/indicato
Foreign direct | 2009: 0.3 2009:3.3 2009: 4.5 ‘}:"Of"/’/ga”k \dbank.org/ind
. . . . . ttp://data.worldbank.org/indicato
/(r;/e;tmen)t, net inflows | 2014:1.5 2014:4.3 2014:5.6 +/BX.KLT.DINV.WD.GD.ZS
% of GDP,
Foreign direct | 2009: 0.1 2009: 2009:1.8 World Bank o
investment, net outflows | 2014:-0.1 2014: 2014:-3.6 Ty crB/ndlcato
(% of GDP) No data available
Manufacturing value | 2005:1,522.5 2005:1,318.3 2005: 420.4 Tanzania Industrial Competitiveness
added 2010: 1,882.2 2010: 1,991.7 2010: 549.8 Report 2012
able2, page 25
(MVA) performance
Manufacturing/ GDP 2007: 14% 2007: 8% 2007: 9% World Bank Development Indicators
2014: 11% 2014: 6% 2013: 8%
Ease of doing business | 2009: 82 2009: 127 2009: 100 World Bank
index 2014: 129 2014: 140 2014: 91 http://data.worldbank.org/indicato
' : : r/IC.BUS.EASE.XQ
(Rank: 1 to 189) 2015:108 2015: 139 2015: 97

Concerning country-level factors, we use simple country dummies to capture differences in the business
environment. What these differences in business environment are can be seen in Table 2. Kenya appears
to be the most advanced of the three countries we study in terms of GDP/capita, quality of business
environment, and industrial development. At the other extreme, Tanzania has relatively low scores on
industrialization, doing business, and GDP/capita. Zambia has relatively high growth rates and better
doing business scores than the two other countries. The economy is much more internally-oriented both
in terms of exports and FDI — a fact largely explained by the importance of extractive sectors. In all three
countries the manufacturing sector, which is dominated by food and beverages, is infant: where
manufacturing in Asian developing economies such as Vietnam or Bangladesh is 15-20% of GDP, it is

around 10% in our three case countries.

Concerning capability factors, we focus on the size of enterprises, measured in terms of the log of the
total number of employees in 2012, and on labor intensity, measured as the wage bill expressed as
percentage of turnover. In addition, respondents were asked to rate which capabilities they perceived as
the first, second, and third most important drivers of growth. Among a list of options presented to the

respondents were managerial leadership, technology and machinery, capital, and human resources.
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These variables were then transformed into dummies and assigned the value 1 if respondents rated them
as the first, second, or third driver of growth, and otherwise zero.

Concerning strategy factors, respondents were asked to rate the enterprises’ strategies they perceived to
be the first, second, or third most important behind the growth of the company. If rated, they were
assigned the value of 1, otherwise zero. The list of strategic options presented to respondents included

international linkage strategy, cost focus strategy, niche strategy, and political strategy.

As food processing encompass a wide variety of industry segments with different technologies and go-to-
market strategies, it was to control for industry segment based on a distinction between grain milling,

sauce-jams-and-snacks, and other (including dairy and edible oils).

Analytical strategy

Data was processed using a multiple regression procedure. The model for the regression is:
P=a+Bao+ Coy + Sax+ €

where P is a matrix of the two performance measures; a, B, C, and S are constant, matrixes of business
environment, capability, and strategy factors respectively, and € is a matrix of idiosyncratic error terms.
o’s are the coefficients to be estimated. The equations are estimated using OLS regression (in the case of
the interval level EBIT variable) and logistic regression (in the case of the nominal level gazelle dummy
variable). Based on the results on Variance Inflation Factor (VIF) Tolerance (see Table 4 below), there was
no multicollinearity problem in the model. According to the test of heteroscedasticity using Cameron &
Trivedi’s decomposition of IM-test, the variances were homogeneous, while the K-density test revealed

that the residuals were normally distributed (Table 3).

The study is unique in several respects. It is probably the most comprehensive study of performance in
African enterprises since the World Bank RPED study, providing information on dozens of enterprise
capability and strategy dimensions. Contrary to most other performance studies, the study measures
performance in several dimensions simultaneously, which makes more robust to interferences regarding
performance. While the study only focuses on one manufacturing subsector, this is the by far most
important subsector in all three countries. Of course, the database does not have panel data and
instrumental variables, which is why the generalizations made are about associations, not causality. We
would also have liked to examine for possible interaction effects between the independent variables (see

dotted lines in Figure 1), but due to the sample size this was not statistically possible. However, when
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presenting and discussing the findings, we have made conjectures where such interaction effects may

influence and qualify our findings and conclusions.

Table 3: Homoscedasticity and normality

Checking Homoscedasticity of Residuals
Source Ch|2 df p Kernel density estimate

.04

.03

Heteroskedasticity | 127.36 | 118 | 0.262

02

Skewness 19.69 | 15 0.1841 =
Kurtosis 026| 106106 )
Total 14731 | 134 | 0.2038 Norml dary

kernel = epanechnikov, bandwidth = 3.1460
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Analysis

Sample description

Of the responding enterprises, 64% were based in Tanzania, 21% in Kenya and the rest in Zambia (Table
4). Consequently, the majority of enterprises were located in the country with the relatively most difficult
business environment. The most frequently cited business environment barrier to growth were costs and
the availability of inputs (cited by 82%), followed by political intervention and corruption (42%). With
respect to the industry, the majority (45%) of firms was involved in grain milling; 15% were involved in

sauce, jams, and snacks; the rest were in edible oil, dairy, and others.

With respect to the capabilities behind the success of food processors, the majority of enterprises ranked
managerial capabilities (78%) and product and market development (63%) as the main capabilities behind
their success. Access to capital and the application of technology and machinery were ranked by few

enterprises.

In terms of strategies, the majority of enterprises (80%) had adopted a focus strategy. This could enable
them to compete with cheaply imported foodstuffs and expand their market, which is relatively
dominated by low-income earners. However, apart from cost focus strategy, sample enterprises also
seemed to focus on niche markets in order to succeed. Relatively few enterprises (37%) indicated
international linkages as the strategy behind their success, and even fewer (9%) indicated political strategy

as the factor behind success.

In terms of performance, it was found that the EBIT of the sample enterprises was quite high, on average
18% in 2012. In comparison, in the US the average industry EBIT was 16% the same year and 7% in the
food processing industry specifically. This demonstrates that African enterprises, once they are off the
ground, generate high earnings. The apparent high financial performance of these firms could be
explained by the fact that competition in food processing is relatively low in these markets, due to low
market integration and high industry entry barriers. Another explanation could be ‘adverse selection’, i.e.
that only activities that present the prospects of generating very high earnings will be initiated in these

risky business environments with high cost of capital and high inflation.

Table 4 also reports on the composite indicator, ‘gazelle’, the enterprises that are high-performing on all
performance measures. Here the results indicate that 36% of enterprises were gazelles while the rest

were either followers or laggards.
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Table 4: Descriptive statistics

Variable N Minimum Maximum Mean Std. Deviation
ICountry factors
Country Kenya 210 0 d .21
Country Zambia 210 0 1 15
Country Tanzania 210 0 1 .64
Barrier to growth dummy: Cost/availability of input* 209 0 1 .82
Barrier to growth dummy: Weak linkages* 209 0 1 A3
Barrier to growth dummy: Unfair competition* 209 0 1 .30
Barrier to growth dummy: Pol.intervention/corruption* 209 0 1 42
Barrier to growth dummy: Weak infrastructures* 209 0 1 .26
Industry controls
Business Area Dummy Grain Milling 192 .00 1.00 .45
Business Area Dummy Sauce Jams Snacks 192 .00 1.00 15
Capability factors
Human capital Intensity in Categories - The Total wage 180 1.00 4.00 2.38 1.10
bill as % of turnover**
In number of employees*** 191 2.30 7.90 3.88 1.24
Number of employees (permanent and casual) in 2012 191 10 2700 138 354.94
0O-Advantage Dummy Human Resources 184 0 1 42
0O-Advantage Dummy Technology and Machinery 183 0 1 .39
O-Advantage Dummy Capital 183 0 1 31
O-Advantage Dummy Product and Marketing 187 0 1 .63
O-Advantage Dummy Managerial Cap. 187 0 1 78
Strategy factors
Strategy Dummy International Linkages 155 0 1 .37
Strategy Dummy Cost Focus 159 0 1 .80
Strategy Dummy Niche Strategy 157 0 1 .59
Strategy Dummy Political Strategy 149 .00 1.00 .09
Performance measures
Dummy for Gazelle Cluster 163 .00 1.00 .36
EBIT in percentage of total turnover for 2012 192 -38.00 79.00 18.23 14.93

* Note: Value 1 assigned if enterprises report barrier as either 1%, 2™, or 3 priority.
** Note: 1 (1-9%) = 28.9%; 2 (10-15%) = 23.3%; 3 (16-29%) = 28.3%; 4 (>30%) = 19.4%.
***Note: In means natural logarithm.

The drivers of performance in African SMEs

OLS and logistic regressions were conducted to assess the overall explanatory power of the model and

the ability of individual factors to explain variance when controlling for other factors in the model.

The overall predictive power of the model
As seen from the regression matrix, our model explains 37% of variation in EBIT and 22% of variation in
gazelle enterprises. This means that the model is quite effective in explaining variance in performance,

especially as related to EBIT. While the explained variance is satisfactory — and surely at level with or
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beyond other performance studies (for a review see Hansen & Gwozdz, 2015) — it also suggests that there
are important factors outside the model that may/can explain the performance of African SMEs, and/or

that the measures employed in the survey do not adequately reflect the underlying phenomenon.

As demonstrated in the regression matrix (Table 5), the two performance measures, EBIT and the
composite performance measure gazelles, produce more or less the same results in terms of which factors
significantly explain variance, a finding that reassures us that we have robust findings. Hence, country,
human capital intensity, management capability, niche strategy, and political strategy are consistently
associated with high performance, regardless of the measure employed and when controlling for other

factors.

Looking at the specific coefficients, we see that political strategies and country factors are particularly

strongly associated with performance, however measured.

Business environment

As demonstrated in the regression matrix, variations in performance are significantly related to business
environment factors. The fact that business environment factors — here proxied by country — are
associated with performance was also the conclusion of the RPED study (see e.g. Biggs et al., 2006).
Hence, we find that enterprises in Zambia have on average 13% lower EBIT than enterprises in other
regions and are 24% less likely to be gazelles — a finding that suggests that the performance of Zambian
enterprises is particularly adversely affected by business environment factors. We speculate that the
relatively weak performance of Zambian food processors could reflect the fact that industrial activity in
this country is diverted away from domestically-oriented manufacturing sectors towards foreign-

dominated extractive sectors.

From the regression analysis, we do not know which specific factors related to country explain variance,
as we only included country dummies. However, as seen in Table 4, costs and the availability of inputs are
the main challenges for enterprises, cited by 82%. Hence, it is clear that the main business environment
concern for African SMEs is related to the lack of functioning intermediate markets for products and
services. This observation corroborates earlier studies by Ramachandran et al. (2009), Arnold et al.,
(2006), Ishengoma (2016), McCormick (1999), and Hansen et al. (2014), which suggest that high input
costs, lack of inputs, and lack of inter-firm linkages are the main obstacles to enterprise growth in East

Africa.
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Table 5: Results of regression analysis

Variables

OLS regression model for

Logit model for Gazelle

EBIT

Coef. (Std. Coef. (Std. dy/dx

Err.) t P>t 1/VIF Err.) (Std. Err.) z
Business environment
factors and industry
Country Kenya (dummy) -2.330 0.200 0.0339

(2.091) -1.11 0.706 | (0.495) 0.4 (0.086) 0.39
Country Zambia (dummy) -13.029%** -2.271%% -0.236™

(2.162) -6.03 0.803 | (0.948) 2.4 (0.053) | -4.48
Business area Grain milling 1.433 -0.093 -0.015
(dummy) (1.705) 0.84 0.738 | (0.458) -0.2 (0.075) | -0.21
Business area Sauce, jams, 3.631 0.879 0.168
snacks (dummy) (2.448) 1.48 0.675 | (0.590) 1.49 (0.128) | 1.31
Capability factors
The total wage bill as % of 3.081%** 0.458** 0.075%*
turnover (0.776) 3.97 0.800 | (0.201) 2.28 (0.032) 2.33
Number of employees 0.980 -0.015 -0.002

(0.692) 1.42 0.686 | (0.172) -0.09 (0.028) | -0.09
Human resource 2.259 0.830** 0.141%**
advantages (dummy) (1.684) 1.34 0.772 | (0.419) 1.98 (0.075) 1.9
Technology and machinery 2.117 -0.269 -0.043
advantages (dummy) (1.749) 1.21 0.731 | (0.464) -0.58 (0.073) | -0.59
Capital advantages 2.592 0.044 0.007
(dummy) (1.842) 1.41 0.775 | (0.473) 0.09 (0.079) 0.09
Product and marketing 1.561 -0.369 -0.062
advantages (dummy) (1.634) 0.96 0.842 | (0.435) -0.85 (0.074) | -0.84
Dynamic capabilities 4.851%* 0.920* 0.131%**
advantages (dummy) (1.984) 2.44 0.708 | (0.530) 1.74 (0.067) 1.97
Strategy factors
International linkage 3.503** 0.576 0.100
strategy (dummy) (1.784) 1.96 0.771 | (0.458) 1.26 (0.083) 1.2
Cost focus strategy 1.170 0.336 0.053
(dummy) (1.771) 0.66 0.758 | (0.485) 0.69 (0.074) | 0.72
Niche strategy (dummy) 5.809%** 0.848%* 0.141%*

(1.697) 3.42 0.742 | (0.436) 1.94 (0.073) | 1.94
Political strategy (dummy) 153337+ 2.813%%% 0.605™**

(3.070) 4.99 0.925 | (0.805) 3.49 (0.134) | 4.53

cons -4.958 -3.810%**

- (4.010) -1.24 (1.141) -3.34
Prob > F 0.000
Adj R-squared 0.370
LR chi2(15) 51.480
Prob > chi2 0.000
Pseudo R2 0.219

estimates

- Marginal effect after Logit: y = Pr(gazelles) = 0.206

- Note: ***, **and * imply significant at </=0.01, </= 0.05 and </=0.1 respectively. Figures in brackets are standard error
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Capabilities

Managerial capabilities strongly explain the variation in performance as measured through EBIT. This
finding corroborates several studies that emphasize the decisive role of managerial capabilities in the
survival and growth of African enterprises (Cooper & Gimeno-Gascon, 1992; Akinboade, 2015; Kuada

(2007); Newman et al., 2016).

While several studies have suggested that technological resources (Ouma & Whitefield, 2012; Oyelaran-
Oyeyinka, 2006), human resources (Abor & Quarteey, 2010; Fening et al., 2008) or financial capabilities
(Gelb et al., 2007; Arnold et al. 2006) are key determinants of performance of African enterprises, our
study concluded that although such factors were cited as important by many respondents, they could not
explain the variations in performance to a significant extent when controlling for other factors in the

model.

The regression analysis suggests that the main capability factor interacting with variation in performance
is wages relative to turnover (labor intensity): a 1 percent increase in labor intensity increases the
likelihood of being a gazelle by 8% and EBIT performance 3 percent. The strong influence of this factor
may reflect that enterprises with many highly paid employees (i.e. skills-intensive enterprises) are better

positioned to command a premium in the market, thus enhancing performance.

The literature generally predicts that firm size is a strong predictor of performance in African contexts
(Hallberg, 2000; Esuha & Fletcher, 2002), and that in particular SMEs will have problems surviving and
growing. However, in this study, size (measured in terms of number of employees) as such does not
appear to be a strong predictor of performance when controlling for other factors. Bigsten & Séderblom
(2006) report similar findings from the RPED studies. This finding suggests that it may be problematic to

analyze SMEs as a homogenous group in relation to performance.

Strategy factors

Among the strategy factors, political strategies were especially strongly associated with variation in
performance (both EBIT and gazelles). Hence, the relatively few enterprises reporting that they adopt
political strategies are 60% more likely to be gazelles than lower performing enteprises, and enterprises
adopting political strategies have on average 15% better EBIT performance. This is a notable finding and
could suggest that enterprises that are able to foster contacts within the political system are rewarded
with higher performance. This corroborates other studies that have suggested that political networks are
important for enterprise success in Africa (Bhattacharya & Michael, 2008; Cooksey & Kelsall, 2011;
Whitfield et al., 2015; Charles et al., 2016).
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Enterprises adopting international linkage strategies generally had better EBIT performance than
companies that did not have such linkages, a finding that corroborates several studies emphasizing the
role of international collaboration and linkages for SME performance and growth (Kuada, 2007; Hansen,
2014). However, it should be noted that causality cannot be implied: international linkages may be

disproportionally fostered by high performing enterprises.

Finally, it was found that niche strategies were consistently positively correlated with performance. This
is in contrast to Amoako-Gyampah and Acquaah (2008), who did not find a role for competitive strategies.
In combination with the observation that wage-intensive enterprises have higher performance and that
grain milling enterprises are negatively correlated with being gazelles while snacks/sauce/jams
enterprises have a positive correlation, it can be concluded that enterprises operating in wage-intensive
niche markets with high demands on marketing and distribution — such as snacks/sauce/jams — have
better performance than enterprises — such as grain milling — operating in capital-intensive markets

producing products with commodity features.

Discussion and implications

Our study provides unique and — given the breadth and depth of the study — quite robust insights into the
determinants of successful African enterprises. The paper progresses significantly a literature that is
otherwise still embryonic when it comes to strategic and managerial factors behind company
performance. It may have important implications for literature and industrial policy. Some of these

implications are discussed in more detail below.

With average EBIT around 18%, it is evident that the sample of 210 African food processing enterprises
are on average capable of performing very well and definitely better than the average food processing
enterprise in industrialized countries. The high performance suggests that difficult business environments
and resource constraints do not destine African enterprises to stay stuck in low value-added, low
performance trajectories. While the observed high performance may be partly influenced by adverse
selection (African enterprises need extraordinarily high profits to compensate for the greater risks and
costs of capital), our study nevertheless suggests that there are significant opportunities to develop
successful manufacturing activities in these countries. In particular, the enterprises that were labeled
gazelles were interesting: they were able to score highly on several performance dimensions
simultaneously, such as EBIT and employment and turnover growth. Knowing more about what drives

these highly successful enterprises may have important implications for industrial policy in Africa.
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The paper revealed a number of insights into why some enterprises may produce high EBIT and become
gazelles while others don’t. The typical expectation of the literature (see e.g. Svensson, 1998; Bohn &
Deacon, 2000; Fjeldstad et al., 2006; Charles et al., 2016) is that African enterprise performance is strongly
associated with the business environment (H1) —. Supporting this hypothesis, our study found that country
variations were indeed a strong predictor of variation in EBIT and gazelles, even when controlling for other
factors. Hence, Zambian enterprises consistently displayed lower performance than other enterprises.
The study suggested that the business environment factors affecting performance adversely were related
to costs and the availability of inputs. From an industrial policy perspective, this suggests that SME
development measures should focus on improving the functioning of intermediary markets and inter-firm
linkages. This would imply initiatives aimed at both of making available inputs such as supplies, capital,
technology and services, and reducing the transaction costs of contractual relations (linkages) between
enterprises (Hansen, 2014). Another business environment factor cited by respondents as inhibiting
performance was corruption and political interference in business. In terms of industrial policy this implies
that efforts should be undertaken to improve market-supporting institutions and governance of the

private sector.

In line with several studies (see e.g. Gelb et al., 2007; Ouma & Whitefield, 2012; Oyelaran-Oyeyinka, 2006;
Akinboade, 2015; and Kuada, 2007), the statistical analysis suggested that also capability factors are
relatively strongly associated with variance in performance (H2). What stands out as a key capability in
our study is managerial capabilities specifically. That these capabilities are decisive is somewhat surprising
as the literature typically points to capital and technology advantages as the main performance
determinants (see e.g. Gelb et al. (2007) or Ouma & Whitefield (2012). Our interpretation of why
managerial factors is cited as a main capability factor is that managerial discretion and foresight are key
to navigate the rapidly changing and constantly challenging African business environments. The
implications for industrial policy are important: instead of building superior technological or financial
capabilities in African enterprises, focus should be on assisting them in developing the managerial skills
that allow them to adjust to rapidly changing and difficult business environments. This could, for instance,
be achieved by fostering an entrepreneurial culture, intensifying on-the-job training of managers, and

strengthening management training and education in general.

Another key capability factor identified by the study was wage intensity where it was found that
enterprises that have a high wage bill relative to turnover were performing better than capital intensive

enterprises. This could suggest that developing human resources and moving towards more skill intensive

21



production (e.g. focusing on activities with high intensity of marketing and service or R&D skills) is the way

forward to create high performance.

In line with several studies (see e.g. Elango & Pattnaik, 2007; Biggs et al.,2006; or Fafchamps, 2004), the
paper hypothesized that strategy factors may influence performance, irrespective of capability and
business environment factors (H3). . Corroborating this hypothesis, we found that political strategies —
e.g. seeking influence on new regulations and fostering network relations to the political system — albeit
only pursued by few enterprises, was exceptionally strongly correlated with high EBIT performance and
gazelle enterprises. This is a notable finding, suggesting that enterprise strategies aimed at aligning with
political interests are highly rewarded in African business environments, at least until now. The
implications for industrial policy are mixed. While it may have been advisable for companies to embark
on political strategies to survive until now, it can be debated whether enterprises with ability to connect
to the political system should be rewarded as these may not necessarily be the most efficient or
productive enterprises and as successful political strategies of individual enterprises may come at huge
costs to consumers, competitors and taxpayers. Moreover, even if political strategies may have been
successful in the particular political economies of past private sector development in these countries, they

may not be successful in the current or future political economies.

Overall, we observe that the size of the company, measured in terms of number of employees, was not a
good predictor of performance. This suggests that private sector intervention and industrial policy —
instead of focusing on SMEs per se (Hallberg, 2000) — should focus and select enterprises based on
characteristics other than size, e.g. specific management capabilities or strategic orientation. Whether
this suggests that policy should focus on further facilitating the kinds of enterprises that have a proven
high performance track record (e.g. enterprises with strong managerial capabilities adopting niche
strategies and/or fostering international linkages) or on upgrading enterprises that are weak on these
dimensions (e.g. capital-intensive enterprises with weak linkages adopting cost differentiation strategies)
cannot be decided based on the evidence of this paper; this would require a detailed analysis of the cost

and benefits of public investments in laggards versus public investments in gazelles.

This study has given a preliminary impression of which factors are more important than others and their
relative importance in regard to enterprise performance, thus bringing the extant literature a large step
forward. But there are limitations of the study that could be addressed by future research. First, while this
study has generated knowledge about which factors are correlated with enterprise performance when

controlling for other factors, we still know little about how the various factors interact to explain
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performance. Are there for instance specific combinations of strategy and capability factors that are
particularly conducive to high performance in certain business environments? Future research should
focus more on potential interaction effects which would require larger data sets than the one available
for this study. Second, while this study has produced evidence of correlation, it has not produced evidence
of causality. Future research on African enterprise performance should seek to build evidence of causality,
e.g. by generating time series data or by conducting detailed case studies of performance trajectories of
African enterprises. Third, this study has focused exclusively on those enterprises that to a higher or lesser
extent have succeeded.. While this focus generates valuable information about drivers of success, it
obviously does not provide insights into what causes low performance, insights that from a management

and policy perspective would be equally valuable.

Conclusions

Understanding whether and how SMEs evolve into profitable and growing enterprises is crucial to
informing African industrial policy and management practice. The findings of this study of food processing
SMEs provide new and important insights into African SME performance and its antecedents. Based on a
unique data set of 210 food processing enterprises in Tanzania, Kenya and Zambia, we examined
variations in performance of African SMEs and analyzed the causes of these variations. Based on a review
of the extant literature on the performance of African enterprises to date, we developed a model for
analyzing performance variations. Essentially, it was hypothesized that performance is associated with

business environment, capability, and strategy factors.

The paper found that the sample of successful African SMEs were, on average, relatively profitable.
However, there were large variations in performance, beyond the benchmark that all the selected firms
had survived for at least five years. Through a cluster analysis, three generic types of SMEs were identified:
laggards, followers, and gazelles. The gazelles were typically medium-sized, skill-intensive enterprises
engaged in the production and sales of relatively processed products. The laggards were typically small
capital-intensive enterprises involved in grain milling, adopting a cost focus strategy. Through a regression
analysis, it was suggested that performance was strongly correlated with country, which would suggest
that the quality of the business environment is crucial to the performance of African SMEs. The key

business environment factors related to the availability and costs of inputs and corruption/political
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interference. We found that those enterprises embarking on political strategies have significantly better
performance than those that do not, indicating that in the difficult African business environment, political
alignment —for better or worse - is essential to enterprise growth and profitability. Also, international
linkages seem to be positively correlated with performance, which suggests that international linkage
promotion should be a key ingredient in SME development policy. Finally, we found that managerial
capabilities were strongly correlated with performance, a finding suggesting that the future promotion of

African SME sectors should emphasize management training and development.
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