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hy is the private sector yet to take off in much of sub-Saharan

Africa? Drawing on a unique set of enterprise surveys, Vijaya

Ramachandran and her co-authors identify the biggest
obstacles: inadequate infrastructure (especially unreliable electricity
and crumbling roads) and burdensome regulations. They then show
how ethnic minorities dominate the private sector in many countries,
inhibiting competition and demands for a better business environment,
and thus impeding the emergence of an entrepreneurial middle class.
Based on this careful diagnosis, the authors suggest investing in
infrastructure and reforming regulations to lower the cost of doing
business, and increasing the access to education for would-be
entrepreneurs to help foster the emergence of a broader-based
business class that crosses ethnic divides.

“An essential read for all struggling with the challenge of stimulating
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sharp focus on the most important constraints to growth and the right
solutions.”
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“In a field dominated by sweeping conclusions based on a few
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survey data to reach rock-solid conclusions. The book is a breath of
fresh air that should be read by all development economists and
policymakers.”
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Foreword

ross domestic product in Africa has risen steadily over the past few years
and is now growing at an annual rate of 6 percent. Economic growth in sev-
eral non—oil exporting countries has also reached a robust annual rate of
more than 5 percent, as those countries have seen significant improvement in
the diversification and management of their economies. Macroeconomic
reforms and improved political stability are producing significant results in
terms of economic growth, and policymakers across the continent have bet-
ter tools for combating inflation. Moreover, foreign direct investment in
Africa has increased significantly since the early 1990s.

Yet there is much to be done, particularly in the area of domestic invest-
ment. In this book, Vijaya Ramachandran and her coauthors, Alan Gelb and
Manju Kedia Shah, investigate the obstacles that Africans in the domestic pri-
vate sector must deal with on a daily basis. Analyzing data from the World
Bank’s Enterprise Surveys, they argue that lack of infrastructure is one of the
most serious constraints to the growth of Africa’s private sector. In particular,
the lack of a reliable supply of electricity significantly affects the productivity
of businesses, especially those that cannot afford generators. The lack of a
road network, resulting in the total absence of overland trade between Africa’s
two largest economies—Nigeria and South Africa—is also a serious prob-
lem. Finally, the authors argue that entrepreneurial capacity is constrained by
the absence of broad-based, competing business networks, which further
limits the ability of domestic investors to grow and thrive.
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The authors present several solutions to these issues. One is that Africa
has tremendous potential for the production of renewable energy: its reserves
of renewable resources, including hydro, geothermal, wind, and solar power,
are the largest in the world. There is scope for harvesting those resources, in
both small- and large-scale projects. The authors make a strong argument
that the time has come to make a real push toward helping Africa get on a
carbon-free path to power generation by using the best available renewable
energy technologies. And there is potential to address the transport bottle-
neck as well. A network of roads connecting all sub-Saharan capitals, along
with the African Development Bank’s proposed corridor network, would go
a long way toward improving intra-African trade. And finally, investments in
education, including nonformal methods of building entrepreneurial capac-
ity and business networks, would help to create a broad-based private sector.

In 2003, I chaired the Commission on Capital Flows to Africa. We produced
a report that argued that “increased capital flows can contribute significantly
to Africa’s development and that the U.S. government, together with the G-8
and OECD nations, could do much to stimulate and facilitate these flows.” We
said that the proposals in the report “would pay major dividends in terms of
advancing U.S. humanitarian, foreign policy, and national security interests.”
Those statements are perhaps even more relevant today. Given the current
global turmoil and the headwinds that the continent is likely to face going for-
ward, the conclusions in this book are all the more important. A strong,
vibrant private sector in Africa is central to creating jobs and economic growth
in the region, and it also will create demand for goods and services from coun-
tries around the world.

JaMEs A. HARMON
Chairman
New York Caravel Management
December 2008



Preface

t the Center for Global Development, we are concerned primarily with
rich-world policies on aid, trade, and other issues that shape the chances for
poor countries and poor people to improve their well-being. Among regions,
Africa has the largest number of countries that are highly dependent on aid,
and from our inception seven years ago, we have worked on reform of the
donor aid system and on debt relief programs that matter immensely for
Africa. However, the reality is that sustainable growth in Africa depends less
on aid than on global and domestic policies and investments that support the
creation of businesses and job growth.

As this book goes to press, growth rates in the developing world—and the
reductions in poverty that accompany growth—are at risk due to a global
financial crisis and economic downturn that began in the United States. The
prospect of a global recession raises the question of whether Africa’s growth,
at an average annual rate of between 3 and 5 percent over the past five years,
is adequately rooted in a thriving domestic private sector or whether it is
instead the outcome of external factors, including the commodity boom
driven by growth elsewhere (such as in China) and the increase in foreign pri-
vate inflows helped along until late 2008 by low global interest rates.

Vijaya Ramachandran and her coauthors address that question and many
others as well: Can African firms compete against the Chinese manufacturing
juggernaut? How do government regulations and the lack of infrastructure

Xi
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affect their costs and competitiveness? How well do local financial markets
provide credit, especially to indigenous firms?

Using carefully gathered and unusually thorough survey data, the authors
describe the state of small businesses and the obstacles facing them, and they
point policymakers toward the investments in infrastructure and education
that would help unlock the vast potential of the African people. The authors’
investment in practical evidence shines in their careful approach to its analy-
sis, which comes to life through the many examples of the difficulties that
businesspeople in Africa face. A firm in the Democratic Republic of Congo
must resort to airlifting cement to avoid poor roads. Manufacturers in Kenya
have been asked to operate at night to reduce the load on an overburdened
electrical grid.

Finally, the authors show that sparse and fractured markets in Africa make
trade less profitable and economies of scale more difficult to achieve. In this
already difficult business environment, large indigenously owned firms are
few in number and lag behind their non-indigenous counterparts. Support-
ing indigenous firms must be a focus of policymakers in order to create a
broad-based private sector.

Jim Harmon’s foreword calls attention to the implication of this work for
the global community, including the incoming administration in the United
States. Indeed, the analysis in this book expands on the policy recommenda-
tions in CGD’s The White House and the World: A Global Development Agenda
for the Next U.S. President, and it also builds on our earlier work on the future
direction of the African Development Bank.

The work that led to this book is part of the Center’s portfolio of policy
research on weak and fragile states, which benefits from the financial support
of the Australian Agency for International Development. We also are very
grateful to our board member, James Harmon, for his support of this work
and for his deep commitment to development and poverty alleviation in
Africa. Finally, we thank Edward Scott Jr., the chairman of our board, for his
ongoing support of the Center’s work.

NANCY BIRDSALL

President
Washington, D.C. Center for Global Development
December 2008
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Summary

he performance of Africa’s economies has improved recently, but there is
still a huge lag in terms of long-term growth, structural change, and indus-
trial development. Why is business performance lagging in Africa? And is
Africa different from the rest of the developing world?

This analysis brings together a number of issues emerging from Enterprise
Surveys that have been conducted in several countries in sub-Saharan Africa
and elsewhere. It does not cover all of the many causes that have been pro-
posed to explain the slow rate of growth in Africa. It concentrates instead on
what managers and entrepreneurs in the private sector in Africa are telling us
about the day-to-day problems that they encounter. The analysis in this book
is a reflection of their point of view. The businesses that they run are located
in the formal manufacturing sector, which, even though it is not the dominant
sector of economic activity, is vital in the chain of development.

Our central thesis is that the observed lags in the development of the pri-
vate sector in Africa are based on the interaction of several factors:

Exogenous factors. These include the small size of markets and overall eco-
nomic sparseness, which together discourage competition and innovation,
reduce the entry of new firms, and increase demands on infrastructure.

Infrastructure. The lack of infrastructure, particularly a reliable source of
power, emerges as a huge constraint on private sector activity. More than half
of all private sector firms rank infrastructure as their worst constraint. Firms
that are able to compensate for lack of electricity by using generators are able
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to survive better than firms that do not have a generator. Furthermore, the low
density of economic activity raises demands on infrastructure.

Segmented business sectors. Many African countries have private sectors
that are ethnically segmented or dominated by ethnic minorities or both;
these segmented networks exist for reasons of history, adaptation to risk, and
so forth. Segmented networks in already sparse economic environments limit
competition, encourage an ambivalent attitude toward facilitating a good
business environment, and constrain the growth of firms outside the domi-
nant network. Large markets may compensate for ethnic segmentation by
encouraging entry or sustaining multiple networks, but that is not the case in
much of Africa. We have yet to see the emergence of a broad-based business
class.

While the economic fundamentals are in place in many African economies,
there is no central authority to make critically needed regional investments—
no equivalent of a federal government or a pan-African highway administra-
tion or power authority with a mandate to fill the gaps in regional investments.
Internal markets remain small and segmented, exporters face high costs of
transportation, and key bottlenecks to growth are not alleviated.

What does all of this mean for the development of Africa’s private sector?
Several reforms are potentially important and can reinforce each other:

—Open borders, which encourage conglomeration, increase the scale of
markets and the density of economic activity.

—Improvements in key infrastructure constraints, especially power and
roads.

—Introduction of service guarantees to improve the responsiveness of
governments to the service needs of businesses.

—Efforts to broaden the base of the private sector, through the strength-
ening of private-public dialogue and support of home-grown efforts such as
the Investment Climate Facility for Africa.

Finally, what can rich countries do to help with the agenda above? There
is scope for both bilateral and multilateral assistance in all four areas, partic-
ularly in the area of infrastructure investment. The Overseas Private Invest-
ment Corporation (OPIC) in the United States and other organizations
should set up funds to support “clean infrastructure” projects that focus on
renewable energy sources. Newly emerging economies such as China and
India, as well as the United States and other rich countries, can help to shape
the African Development Bank’s portfolio, so that it can focus on the financ-
ing and implementation of infrastructure projects. Rich countries also can do
more to facilitate the transfer of renewable energy technologies to Africa.
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Entities that offer investment guarantees can expand their coverage to
domestic investors by introducing partial risk guarantees. Both rich countries
and multilateral banks can help African governments move toward creating
more open borders and a less onerous regulatory environment by supporting
the newly created Investment Climate Facility for Africa. And both can provide
assistance for programs, particularly in the area of business education, that
will help small entrepreneurs become more successful.






Africa’s Private Sector

n the summer of 2007, the government of Kenya made an urgent appeal to
the Kenya Association of Manufacturers. It asked the members of the associ-
ation to move their production schedule from their usual hours to a night-
time schedule of 11:00 p.m. to 5:00 a.m. The reason was that Kenya was run-
ning out of electricity and was unable to provide power for more than a few
hours a day; massive load shedding was required so that the power system
would not be overwhelmed. The association acknowledged the problem but
wondered how workers would get to and from work in the dark and what
sorts of logistical and security costs would be incurred. Kenyan firms already
were paying about 4 percent of sales in security costs to keep their workers
and equipment safe.

The same summer, President Museveni of Uganda decided to grant
7,100 hectares of Mabira Forest to the Mehta Group, an Asian-owned con-
glomerate that intended to use the land to grow sugarcane. He explained in a
letter to members of parliament that Asian entrepreneurs were crucial to the
success of the Ugandan economy and should be given every opportunity to
generate jobs for the Ugandan people. But many were not convinced. The
immediate reaction was violent rioting, which, according to media reports,
resulted in at least two deaths. The opposition Forum for Democratic Change
accused Museveni of favoring Asians and pointed out that doing so could
lead to racial tensions. Several commentaries in the Ugandan media argued
that Mabira Forest was an environmentally sensitive area that deserved to be

1



2 Introduction

protected, not destroyed by sugarcane cultivation. The Asian community and
the Kampala City Traders Association went to some lengths to assure every-
one that their relationship was intact and that the association included several
thousand Asian members. Ultimately, President Museveni backed down. But
the situation has served to highlight the issue of ethnic minority dominance
of the formal private sector—a contentious issue in many African countries.

These are two examples of the key issues affecting the performance and
structure of Africa’s formal manufacturing sector, which is the topic of this
book. Manufacturing constitutes only a modest part of Africa’s economies,
and generally it has not been their most dynamic sector. Why, then, focus on
it in this way? We offer three reasons. First, one of the characteristics of most
fast-growing developing countries has been their ability to evolve struc-
turally—away from the primary sector (agriculture) and toward a more diver-
sified mix of the primary, manufacturing, and service sectors—and to move
up the technology ladder. While currently high commodity prices may be
helping to sustain growth in many African countries, it is likely that without
such a structural transformation, their growth will continue to be sporadic
and to lag behind that of other countries.

Second, in Africa and other developing regions there has been more exten-
sive study of the manufacturing sector’s performance and its links to the busi-
ness climate than of that of other sectors, such as services and tourism. While
some of the factors affecting manufacturing may be specific to the manufac-
turing sector, many obstacles, whether related to infrastructure or governance
and other regulatory factors, will apply to a wider range of formal activity.
Third, a look at the structure and makeup of the manufacturing sector can
throw light on some of the political economy factors that influence the speed
at which countries are ready to implement deep business climate reforms.

Moving forward, perhaps the most important determinant of performance
will be the business environment in which firms operate. Does it encourage
firms to learn, to invest and grow, and to compete on a global scale? Or does
it involve high costs and risks that create disincentives for an entrepreneur
who might wish to establish a business, invest in it, or increase its productiv-
ity? Is the business environment competitive enough to spur innovation and
expansion, or does it impede change?

Particularly in Africa, however, we cannot consider performance without
considering “agency”—the capabilities and capacities of the firms them-
selves, of their entrepreneurs and managers. Are these agents able to take
advantage of the opportunities offered by an increasingly open and global-
izing Africa? If so, which kinds of owners, managers, and entrepreneurs have



Introduction 3

more access to opportunities and which have less? Are there major differ-
ences, in particular between indigenous firms and foreign- or minority-
owned businesses? If so, what might that mean for the political economy of
business-government relations?

That brings us to our discussion of policy solutions. A key question is how
to strengthen support for expanding opportunities and the political econ-
omy of pro-business reforms. What factors encourage governments to provide
essential infrastructure and regulatory services to businesses and to move
aggressively to improve the business climate? Is the business community likely
to push this agenda, or is it more likely to stand on the sidelines or even to
resist reforms? Are the gains from reforms seen as sufficiently attractive to off-
set the risks, including greater competition? And how are the trade-offs
affected by the structure and makeup of the business sector and the size of the
market in which it operates?

In focusing on these three topics we concentrate on low-income countries
in Africa that have progressed substantially in first-generation macroeco-
nomic reforms. Much of the analysis draws on firm surveys conducted across
many African countries between 2001 and the present. Chapter 1 presents an
overview of Africa’s economies, including data on GDP, economic density, and
the manufacturing sector. Africa is distinctive in several ways—in particular,
economies are both very small and very sparse, and their manufacturing sec-
tors are modest. These structural factors have several implications for indus-
trial structure and performance, through factors such as the cost of providing
infrastructure and the potential for competition.

Chapter 2 presents findings indicating that firms in many African countries
bear a heavy burden of indirect costs and losses that make their overall prof-
itability lower than might be expected on the basis of their factory-floor pro-
ductivity. These findings suggest that despite frequently low productivity and
serious skill deficiencies, unit labor costs may not be the binding constraint on
firms in Africa. Many of Africa’s firms are quite productive, and the question
often is how to bring down indirect costs and losses to enable higher-value-
added production and generate profits to feed into investment, fund growing,
and higher pay for the workforce. In addition to providing quantitative evi-
dence in firm surveys, firms also are providing useful qualitative feedback on
the perceived severity of different constraints. The relative importance that
firms place on physical infrastructure (in particular the cost and reliability of
power supplies), finance, governance, regulation, and services can be of great
use to policymakers who must decide what priority to give various interven-
tions to improve the business environment.
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Chapter 3 turns to another set of key issues—the patterns of ownership
and capabilities in different groups of firms in African countries. Productiv-
ity analyses suggest that, in addition to the dampening effects of a poor busi-
ness environment on all firms, many countries confront considerable
segmentation between larger and smaller businesses and between more and
less productive businesses. That segmentation often is related in a pronounced
way with whether a business owner is domestic or foreign and with the eth-
nicity of the owner. The question is not why there are so few “black-owned”
businesses. In all countries there are many such firms and indeed many highly
successful ones that increasingly are investing outside their own countries.
However, it is also often the case that bigger businesses, more productive
firms, and export firms are still largely foreign owned or owned by ethnic
minorities, whether Asian, Middle Eastern, or Caucasian. Why that is so is a
complex question with a variety of explanations, including colonial history,
the political and economic management of a country since colonialism, dif-
ferential access to information and finance, and possibly commercial culture.
Our data show, for example, that indigenous firms tend to start smaller and
grow more slowly than minority-owned businesses and that different factors
seem to influence their growth. We explore the reasons for this phenomenon
in the broader context of the political economy of the private sector in Africa.

Why have low-income economies in Africa not undertaken more aggres-
sive reforms? Certainly there are some notable successes, most recently, for
example, in Rwanda, where the government has undertaken a series of re-
forms to improve the business environment. Yet business climate indicators
reported in the World Bank’s Doing Business rankings still lag in many African
countries.! Some observers have noted a degree of ambivalence toward the
market-based model of economic development in Africa and less follow-up
on macroeconomic and trade reforms, which, in any event, are widely seen as
having been imposed during the structural adjustment period rather than
having resulted from countries’ own efforts to secure access to markets
abroad.? We consider some political economy explanations in chapter 4, in-
cluding the implications for small countries of having sparse, fragmented
business communities in which the indigenous sector is lagging.

These three issues—costs, the structure of the business community, and the
process of reforming the business environment—are seen as interrelated.
Without stronger business communities, including indigenous constituen-

1. World Bank (2001-07).
2. World Bank (2000).
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cies, support for better business services and more stable and predictable poli-
cies will continue to be weak. At the same time, the creation of an effective
lobby for broad pro-business reforms is constrained by unresponsive policies
and poor implementation. The central question is why the structure of the busi-
ness environment looks the way it does. What are the underlying factors con-
straining the performance of firms, and what policies will help address them?

Chapter 4 draws on the above analysis to suggest ways to encourage invest-
ment, focusing on solutions that have emerged from within Africa. There is
no single binding constraint and no “silver bullet” to eliminate it, but the
research and data that are becoming available on Africa’s firms and business
climate can help increase the possibility of accelerating regulatory and insti-
tutional reforms to complement improvements in infrastructure and macro-
economic management. We look for specific approaches to private sector
development that we believe will make a difference for growth in the African
private sector. Although the better information on the quality of regulation
and business services now becoming available can be a powerful tool for accel-
erating reforms, that information needs to be integrated more systematically
with reforms in other key areas of the business environment and into a struc-
tured dialogue between governments and private sector groups.



The Countries and the Surveys

ver the last decade, Africa’s economic performance has improved
markedly. Gross domestic product per capita has risen since 1994, relieving
some of the pessimism about the future that had been so prevalent before. No
longer is Africa seen as a “Hopeless Continent.”! Oil exporters have been
boosted by large terms-of-trade gains, and with better macroeconomic man-
agement, an opening to trade, and increased private sector activity, some
eleven low-income countries (which are not exporters of oil) have been grow-
ing at an average rate of 5 percent, reversing the twenty-five-year trend of
falling real incomes and rising poverty (Gelb, Ramachandran, and Turner
2007). Foreign direct investment (FDI) in many of these countries has
expanded fourfold since the early 1990s and has begun to diversify, including
investments in a widening range of goods and services as well as traditional
investments in natural resources. Moreover, the sources of FDI have diversi-
fied. While South Africa was the initial source of most such investment,
sources today increasingly include Asian countries.

These favorable economic trends have developed in a generally improving
political context. While there have been notable setbacks, many former autoc-
racies have moved toward multi-party elections, with indicators of civil rights
and political liberties showing substantial gains since the early 1990s, partic-

1. “Hopeless Africa,” Economist, May 11, 2000.
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ularly in the better-performing countries (Radelet 2008). While not always
fully free or fair, elections have provided an opportunity for local voices to be
heard and, in some cases, for greater accountability of governments and
stronger pressure on governments for more effective service delivery. Several
countries have seen peaceful transitions of government, in some cases more
than once. Seen in the context of new states—and considering the experience
of Latin America in the last century or the trials of Indonesia, now generally
considered a relatively successful case of development during its nation-
building period—Africa’s political trajectory is perhaps not as exceptional as
often supposed.

These factors augur well for Africa’s future. Yet there is still concern over
the sustainability of Africa’s economic gains, over the fact that they have not
been shared by all countries, and over the possibility that at least part of the
improved performance has been encouraged by exceptionally favorable
trends in terms of trade. Unlike the rapidly growing Asian economies, whose
rising incomes have been associated with structural shifts from agriculture to
industry, even the better-performing low-income African economies have
tended to move from agriculture toward the tertiary sector, with relatively
slow growth in industry and sluggish industrial employment growth (fig-
ure 1-1). In addition, total investment has often grown less than might be
expected given the substantial gains in FDI, suggesting that domestic
processes of accumulation and investment are still weak (Gelb, Ramachan-
dran, and Turner 2007). Moreover, because of low incomes in Africa, the gap
with other regions continues to widen in absolute terms even if there is a
slow convergence in percentage terms. This is very different from the picture
in China and other countries in Asia, where rapid growth and penetration of
world markets with manufactured exports are driving the economic and
social transformation of those countries.

Central to the issue of growth in Africa is the viability and vigor of its pri-
vate sector. Increased productivity is the driving factor of economic growth—
without it, there is no real chance for Africans to raise their standard of living
and quality of life. The private sector generates jobs and incomes and sustains
a middle class, which leads in turn to an increase in political accountability
and the strengthening of democratic institutions and processes. Many factors
can underlie global differences in productivity, not all of them well under-
stood. They can include, for example, demographics, human capital effects,
spatial factors associated with neighborhood effects, or technological break-
throughs, such as the Green Revolution, that favor one type of physical
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Figure 1-1. Sector Shares of GDP in Africa, 1990 and 2005
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Source: World Bank (2007).

environment over another. This book does not seek to be an exhaustive study
of all possible causes; it focuses instead on a set of factors related to the busi-
ness environment in Africa.

Before we move to our analysis, let us take a quick look at the twenty-nine
African countries covered in this book. Table 1-1 describes the gross domes-
tic product per capita of the countries in the sample. The first point to note
is the very small size of African economies. At barely $3 billion, the median
economy is a fraction the size of any of the comparator economies. With the
exception of a few middle-income countries, almost all have a per capita GDP
of less than $500 a year. The data on economic density provide additional
perspective. Most African countries are very sparsely populated in compari-
son with India, China, and Indonesia. Of the twenty-seven countries, only
seven have more than 100 people per square kilometer. Many are well below
fifty people per square kilometer—a density that is one-seventh that of India
and one-third that of China. The combination of low population density and
low incomes compounds economic sparseness. Africa’s GDP per square kilo-
meter is far below that of China, India, Indonesia, and the United States. With
the exception of Mauritius (a real outlier), South Africa, Cape Verde, and
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(marginally) Rwanda, every country produces less than $100,000 per square
kilometer. Some countries are in the range of $10,000 to $20,000. Nine coun-
tries—the Democratic Republic of Congo, Guinea-Bissau, Madagascar, Mali,
Mauritania, Mozambique, Namibia, Niger, and Zambia, produce less than
$10,000 per square kilometer, and some are relatively large. It is interesting to
note that some of these countries have had high growth rates in the past.
Nonetheless, sparseness of population has led to a low spatial density of eco-
nomic activity in comparison with density in India and China, which is more
than $200,000 per square kilometer in both.

Road density also is very low in Africa relative to density elsewhere. Most
African countries have less than 10 kilometers of roads per 100 square kilo-
meters of land, while there are 20 kilometers of roads in China, 70 kilometers
in the United States, and 113 kilometers in very dense India. Equally relevant
is another measure of economic density, GDP per kilometer of road. Most
countries in Africa produce less than $1,000 per kilometer of road, while the
figure is about $18,000 per kilometer in the United States and $11,000 in
China. This sparseness suggests the difficulty of connecting producers and
consumers in Africa, as well as the costs of maintaining roads and utilities rel-
ative to available resources.

Table 1-1 also describes the share of the manufacturing sector in GDP and
the importance of manufactured exports as a share of total exports. Manufac-
turing as a share of total economic activity, which is about 30 percent in China
and Indonesia, is still relatively low in most African countries, around 10 to
20 percent of total GDP. Manufactured exports as a share of total exports is
high for a few countries—Senegal, South Africa, Mauritius, Swaziland, and
Mali—but in most cases their exports represent early-stage processed primary
products, and the share is low elsewhere. In contrast, diversified manufactures
comprise a large part of comparators’ exports.

Africa’s low population density and low level of education suggest that it
is resource rich and skills poor. A cross-country study by Wood and Mayer
(1998) confirms that assessment and also suggests that such factor propor-
tions are strongly associated with a primary products-based export structure.
However, traditional comparative advantage based on factor proportions
does not provide a complete explanation of Africa’s low income level, its
dynamic path of factor accumulation (which has been fraught with the flight
of financial and human capital, despite the assumption that both are “scarce”
factors), or the fact that wages are lower in some African countries than in
manufacturing powerhouses like China, which often are assumed to com-
pete on the basis of cheap labor. Factor endowments are not the only driver
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of costs and factor prices. Two other theories, ably surveyed by Burgess and
Venables (2004), suggest other critical factors.

The first theory stresses an economy’s ability to provide non-traded pro-
ducer goods and services to underpin secondary sectors that typically are
more “transaction-intensive” than the primary products and subsistence agri-
culture sectors (Collier 2000). Various problems, such as poor business ser-
vices, including macroeconomic management and governance; policy insta-
bility; and inadequate infrastructure, regulation, security, and logistics, create
high costs and high risks (Moss 2007). They squeeze out potential invest-
ments across a wide range of sectors that include not only manufacturing
but also resource processing and tourism. The second theory (Krugman
1980, 1991a, 1991b) stresses producer externalities and learning created by
“thick” markets and a critical mass of producers. Both theories are highly rel-
evant for Africa’s very small and very sparse economies. The small GDP of the
median country is likely to reduce the incentives for new entry and to limit
innovative pressure due to domestic competition. The sparseness of Africa’s
economies means that there are few significant industrial clusters. Kenya’s
horticulture-floriculture complex offers one example; another is Madagas-
car’s zones for processing textile and garment exports. There are some signs
of “thickening,” including through developing tourism circuits, mostly in the
south and east of the continent. But relative to business in other regions, busi-
ness in Africa is sparse and has a relatively low connectivity.

This discussion leads to a question—is Africa “different” from other
developing regions? The question is difficult to answer, but the data pre-
sented above point us toward some of the differences that can be investi-
gated using Enterprise Survey data—notably the high cost of doing busi-
ness and the interaction between low economic density and the political
economy of regulation.

The Surveys and Data

Before proceeding any further, we want to say a few words about our data.
The analysis presented in this book is based largely on the World Bank’s data-
base of Enterprise Surveys. These are door-to-door surveys of businesses, and
they cover the manufacturing sector as well as other sectors such as services,
tourism, and so forth. The survey data reflect the views of the business sector
itself—how businesses view their own environment. This is a unique per-
spective and one not often found in the literature on Africa’s growth, much of
which relies on macroeconomic data or secondary sources of information.
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The surveys, which were conducted between 2001 and 2008, cover a strat-
ified, random sample of firms in each country. They focus on the measure-
ment of enterprise-level productivity and the characteristics of the invest-
ment climate in which the firms operate.? A standardized core questionnaire
was used in all countries, enabling benchmarking of the crucial variables of
investment, employment growth, and productivity for firms in the formal
sector. While the surveys cover a range of sectors, we focus on manufacturing
and on formal firms only, generally those with five or more employees, to
ensure strict comparability. Our analysis draws on studies already completed
and also uses new measurements, including dimensions of ethnicity and
ownership, when a more precise formulation of the relevant questions in
recent surveys enables a more focused analysis for a number of the countries.
Finally, although we do present country-level data in various sections of the
book, our analysis focuses more on intra-country variation in performance
than on inter-country differences.

The total sample includes some 5,000 observations from the following
countries: Angola, Benin, Botswana, Burkina Faso, Burundi, Cameroon, Cape
Verde, the Democratic Republic of Congo, the Gambia, Guinea-Bissau,
Guinea, Kenya, Lesotho, Madagascar, Malawi, Mali, Mauritania, Mauritius,
Mozambique, Namibia, Niger, Rwanda, Senegal, South Africa, Swaziland,
Tanzania, Uganda, and Zambia. Appropriate statistical tests were applied to
determine the adequacy of the sample size relative to the population; partic-
ularly in small African economies, the population of formal firms can be
small enough, relative to the surveys, to require use of sampling statistics
without replacement.’ Figure 1-2 shows the size distribution of firms in the
data. Small firms are defined as having between five and fifty employees,
medium firms as having between fifty-one and ninety-nine, and large firms
as having 100 or more.

The analysis below has a number of limitations. It does not cover agricul-
ture or other natural resource sectors, such as mining and forestry, although
agribusiness, food processing, and wood processing are included. Neither
does it cover informal firms or those with less than five employees. It also
does not take as core countries middle-income countries such as South
Africa, Botswana, or Mauritius, although survey results from these countries

2. Data are collected at the establishment level for each plant or operation rather than for the
company as a whole. For a company with operations in multiple locations, each location is treated
as a separate observation.

3. Full details of the sampling strategy for the Enterprise Surveys, along with the methodology
for replacement sampling, is available at www.enterprisesurveys.org.
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Figure 1-2. Size Distribution of Firms in the Sample
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Source: World Bank Enterprise Surveys (www.enterprisesurveys.org).

are noted where relevant. As pointed out above, formal manufacturing is not
a high share of GDP in most low-income African countries. Yet it is a critical
sector, and it is one that experiences most of the constraints that all firms in
the African private sector face. While manufacturing may not be the natural
path for all countries, the investment climate constraints identified by firms
in this sector will be largely the same for firms in other sectors. Also, many
countries will need to move into manufacturing—including resource pro-
cessing—as they transition out of agriculture in order to supply the domes-
tic market, markets in neighboring countries, or international markets.
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Camels versus Hippos

Do the data reflect the complete picture? Or are they badly contaminated by
self-selection—do they miss the real story because they do not consider infor-
mation from firms that have chosen not to locate in Africa or from firms that
simply do not exist? That question is raised in Hausmann and Velasco (2005)
in an anecdote about camels and hippos. If you interviewed some camels
about living and working in a desert, you would get a very different idea of
the main problems involved (perhaps heavy loads and mean camel drivers)
than you would if you interviewed some hippos, which live in rivers, lakes,
and wetlands. That implies that the really interesting thing to look at is the
underlying industrial structure (the camel-to-hippo ratio in the desert), from
which you can infer what other major problems might exist (for hippos and
humans, no water).*

It is certainly true that the mix of firms surveyed will reflect a degree of
self-selection, whether because of regulatory and governance issues or other
country characteristics. One would not expect to find many high-tech com-
puter firms in Burundi or a vibrant shipbuilding industry in Botswana.” Fur-
ther, as discussed below, there are indications in the survey results that severe
infrastructure constraints in some countries force firms to self-limit their
operations and markets. However, there also are several indications that sug-
gest that in practice, sorting effects do not dominate the firms’ responses.

First, within countries, responses are relatively uniform across types of
firm, including foreign-owned firms, whose managers presumably are better
able to compare the quality of business environments across countries. In
fact, major deviations in responses across types of firm occur only where
expected (for example, foreign firms are less constrained and small firms are
more constrained by finance).

Second, across countries, the intensity of complaints often correlates with
macro-level country indicators. For example, complaints about finance are
far more prevalent in countries with low financial depth. Using the camels-

4. We are grateful to George Clarke for discussions on this subject.

5. The approach taken by the World Economic Forum to construct its annual competitiveness
report adjusts for country differences by weighting different constraints differently at different lev-
els of development. The proposition that firms self-select is also implicit in theories of comparative
advantage, which can be shaped by costs of non-traded goods and services as well as factor pro-
portions. In extreme cases, the economy will consist of only subsistence farming and offshore oil rigs
or, as in rural Niger, cattle farming.
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and-hippos argument, firms in countries with low financial depth should be
self-selected and not see low financial depth as an especially severe constraint.

Third, perhaps the most convincing evidence is generated by looking at
firms that have actually adjusted to a constraint. Firms are not passive in the
face of constraints. When possible they will adjust to them, giving rise to the
question of whether the ability to adjust (presumably at some cost) means
that the constraint is no longer considered serious. To answer that question,
we ask another—whether perceptions about the electric power constraint are
affected by ownership of a generator (figure 1-3). The results show that firms
do not identify absent or unreliable power as less constraining when they
own a generator. Firms with generators actually complain slightly more about
electricity in many countries, perhaps because they tend to be more depen-
dent on electricity and because generator power costs about three times more
than power from the grid.

Evidence that generator ownership has no impact on a firm’s perception of
lack of power as a severe constraint suggests that firms recognize a constraint
even when they can adapt to it. It suggests, for example, that firms that are
able to secure services by paying large and costly bribes will nevertheless rec-
ognize the need to pay bribes as a constraint. Indeed, the camels-and-hippos
argument can be turned around. If the self-selection process for firms is
incomplete (as suggested above), the constraints identified by those present
will likely be seen as even more serious by those firms that have not chosen to
enter. If even camels would like to have more water in the desert (as we sus-
pect that they generally would), the data suggest that a host of other animals
would come in if the water constraint was alleviated. Alleviating Uganda’s
severe power constraint, for example, could bring in a multitude of new firms
as well as improve conditions for established firms.

Another important issue to consider up front is whether much of the pri-
vate sector’s performance can simply be attributed to overvaluation of
exchange rates in Africa. African countries do tend to have higher price lev-
els than those predicted by the Balassa-Samuelson rule, which holds that
lower relative price levels for non-tradables in poorer countries translate
into lower overall price levels. Earlier rounds of purchasing power parity
(PPP) data, admittedly rough, indicated that prices in Africa’s low-income
countries were higher in absolute terms than prices in China and South Asia
and about 30 percent above the level predicted by per capita income; in
comparison, prices in Asia were 13 to 20 percent below predictions (Eifert,
Gelb, and Ramachandran 2008). Our analysis confirms the tendency for
African prices to be higher than expected and for Asian prices to be lower.



Figure 1-3. Firms Ranking the Electricity Constraint as Major or Severe, Disaggregated
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High costs may also be associated with export structure. Eifert, Gelb, and
Ramachandran (2008) considered forty-two low-income countries and
found that price levels in those countries, where manufactures comprised a
major share of exports, were typically below those predicted by the Balassa
curve, while price levels in countries exporting fewer manufactured goods
were above predicted levels. Repeating this analysis with new PPP data
released at the end of 2007, we again find that to be the case: many countries
in Africa are above the trend line in terms of their price levels relative to
their levels of income. More recently, Johnson, Ostry, and Subramanian
(2007), which found a similar result, argues that overvaluation of the ex-
change rate is problematic in several African countries.

While prices are indeed high, we do not believe that exchange rate mis-
alignment is the main explanation. It is not unreasonable to think that
African exchange rates continue to be modestly overvalued because of large-
scale aid flows and resulting Dutch disease effects. It may be that overvalua-
tion raises the prices of inputs by about 20 percent or so. But when African
firms were asked about the prices that they paid for raw materials, the
responses that they provided indicate that prices were two fo three times what
firms in China paid (Eifert, Gelb, and Ramachandran 2008). That cannot be
due entirely to exchange rate overvaluation.

The data do show that in Africa, the price of capital goods is very high rel-
ative to the price of consumption goods. But they also show that there is a fair
bit of variation across sectors and firms. Exchange rate overvaluation cannot
generate price imbalances within countries between different sectors—the
imbalances must be driven by other factors.

Finally, exchange rate overvaluation should affect the cost of domestic
inputs relative to imported inputs rather than the total cost of inputs. That is,
it should be relatively cheap for African firms to import capital and inputs
from abroad and relatively expensive to use domestic inputs. For example,
aid-related Dutch disease makes it difficult for a country to compete in trad-
able goods by lowering the relative price of imports and raising the relative
price of exports. But we observe very high costs for imported inputs (includ-
ing capital) and often low quality as well—neither of which seems to be
explained very well by exchange rate overvaluation.



The Business Environment
in Sub-Saharan Africa

We have had no significant capital injection into generation and transmission,
from either the private or public sectors, for fifteen, maybe twenty years.

LAWRENCE MUSABA, Southern Africa Power Pool!

ow do firms see their business environment in Africa, and how does busi-
ness climate affect productivity? The data presented in this chapter summa-
rize key aspects of the business environment and the kinds of burdens that
firms face in their day-to-day operations. As shown below, there are many
similarities in the business environments across low-income countries in
Africa. We begin by looking at firms’ subjective perceptions of their operat-
ing environment and then move on to more objective measures of the busi-
ness environment.

What Matters Most to African Businesses?

What factors are most constraining to firms in Africa? Do the worst con-
straints vary systematically by country or by groups of countries? One way to
answer those questions is to ask the firms themselves. Ratings of the severity

1. Quoted in Wines (2007).
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of constraints are provided by businesses’ perceptions of constraints, as doc-
umented separately from the objective indicators in the Enterprise Survey
data. The surveys identify seventeen common constraints. Each constraint is
considered to be a perceived impediment if a firm rates it as “major” or
“severe.” The percentage of firms rating constraints in either of the two cate-
gories is considered to be the indicator of severity for a country.

Are these ratings really rankings? Experience suggests that they are a mix.
Faced with an especially serious constraint, firms are less likely to emphasize
other constraints, even if the latter are serious; to some degree the ranking
will affect ratings. On the other hand, firms in countries that have a business
climate that is relatively good are also less likely to rate obstacles as major or
severe, suggesting that the responses are not simply rankings.

Figures 2-1, 2-2, and 2-3 illustrate the responses for constraints of several
types across countries, ordered in terms of rising level of income per capita. In
the least developed countries in our sample—Burundi, the Democratic Repub-
lic of Congo, Malawi, Guinea-Bissau, Rwanda, Niger, Uganda, the Gambia, and
Madagascar—manufacturing firms are most likely to be concerned about the
most fundamental constraints to doing business. Is there a reliable power sup-
ply? Can financing be secured? Is it possible to obtain serviced land? Can the
firm plan ahead, or does macroeconomic instability make that impossible?

In some of these countries, individual constraints can be serious enough
to be considered truly binding. For example, electricity tariffs in Uganda
would have to increase to almost US$0.29 per kilowatt hour (kWh) if the
consumer were to bear the full cost of electricity, including the expensive
thermal generation used in attempts to plug capacity gaps. The cost of load
shedding to the economy is significant, and expensive back-up generation
has affected the competitiveness of industrial production. The cost of addi-
tional energy to address unmet demand has been estimated at about
US$0.39 per kWh, excluding multiplier effects (Power Planning Associates
2007). Not surprisingly, 87 percent of Ugandan firms considered electricity a
major or severe constraint in 2006. Even in South Africa, which has long
enjoyed a power surplus, things started to change dramatically toward the
end of the survey period, as several cities began to experience rolling black-
outs. The losses associated with power outages, as estimated by the firms, can
amount to more than 10 percent of sales in some countries. As discussed
later, such losses tend to be reflected in a similar loss in overall productivity.

Access to finance remains problematic even after the power situation
improves, and other constraints do not die away completely as the business
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environment improves. In South Africa, for example, macroeconomic insta-
bility is rated a serious problem by many exporters concerned about the
volatility of the rand.

A second set of problems tends to become more serious than basic business
constraints as countries move up the ladder toward lower-middle-income sta-
tus. In countries such as Tanzania, Guinea, Mali, Burkina Faso, Zambia, Benin,
Kenya, Mauritania, Senegal, Lesotho, and Cameroon, weak governance and
low administrative and bureaucratic capacity are serious concerns, evident in
the tax system (rates and especially tax administration), in government cor-
ruption, and in the control of crime and violence, which, as shown below,
imposes high costs on many firms. Poor governance, of course, may also be
responsible for some of the elemental constraints (for example, corruption
can mean that investments in power generation do not go ahead or are not
effectual), but firms may not experience the effects of poor governance
directly. Some aspects of regulation will be less troubling to firms in environ-
ments in which governance is weak. Even if labor laws are stringent, the weak
capacity of the state to enforce them means that they are less likely to be per-
ceived as a serious problem, certainly relative to other factors.

A third set of factors tends to be most problematic for firms in the more
developed, highest-income group, including Cape Verde, Swaziland,
Namibia, South Africa, Botswana, and Mauritius. Figure 2-3 sketches their
perceptions of labor policies and shortages of skilled labor. It is notable that
in most countries, even those that are more sophisticated and have higher
incomes, concern about the latter exceeds concern about the former. Why
might labor regulation be seen as a more serious problem at higher levels of
development? Unless higher income is due to exogenous factors such as large
hydrocarbon deposits, institutions tend to become stronger and the state
tends to become more capable at higher levels of income. Concerns about
infrastructure, access to finance, corruption, and access to land decrease con-
siderably; even concerns about crime fall relative to perceived difficulties in
the low-middle-income category. But business is not the only constituency in
such countries—labor also exercises its voice, and regulations need to balance
the interests of employers and employees.>

These data on firms’ perceptions suggest at least three areas for us to
investigate in greater detail—infrastructure, governance and the regulatory

2. Given that the emphasis of this book is on low-income Africa, we do not focus on labor pol-
icy here, but we do explore these results in other work (Gelb and others 2007).
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Figure 2-3. Firms Ranking a Labor Constraint as Major or Severe,
ordered by GDP per Capita®
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Source: World Bank Enterprise Surveys (www.enterprisesurveys.org).
a. Concerns about labor policy and worker skills tend to peak at the high end of the income range.

environment, and access to finance. We focus our analysis in these areas,
using more objective measures provided by the Enterprise Surveys, to com-

plement the data on perceptions described above. In the area of access to

finance, we consider the situation of smaller, black-owned firms specifically.
That is not to say that other areas of the business environment are not
important for specific countries or even for the region as a whole. Our
approach here is to look at what emerges as a key constraint from the point
of view of the business sector to try to understand why the manufacturing

sector in Africa is growing so slowly.
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Infrastructure: Power and Transport

There is perhaps no greater burden on African firms than the lack of a reliable
supply of electric power. Figure 2-4 shows the number of days on which a
power outage was reported across countries. A handful of countries—
Namibia, South Africa, Mauritius, and Botswana—reported outages on fewer
than ten days in the year. Firms in six countries—Mali, Lesotho, Swaziland,
Senegal, Guinea-Bissau, and Zambia—reported outages on between ten and
fifty days. Firms located in the remaining countries experienced outages on
more than fifty days in the year. The worst cases were the Gambia, Guinea,
and the Democratic Republic of Congo (each with more than 150 days of
outages); Uganda, Rwanda, and Tanzania were not far behind. It is fair to say
that an outage occurs almost every working day in these countries, excluding
weekends and holidays. It is worth noting that power outages are not just fre-
quent but also lengthy. The average length of an outage in Africa is five hours;
in some countries, the average length is more than twelve hours.

How do firms cope? Not very well and at high cost. In Cameroon, Rwanda,
Guinea, Senegal, the Gambia, Angola, Guinea-Bissau, and Kenya, more than
50 percent of firms own generators to offset the load shedding and erratic
supply provided by the public grid. Even in very low-income countries such
as Madagascar, Niger, Benin, and Mauritania, about 20 to 30 percent of firms
own generators. Kenya, where 70 percent of firms own generators, tops the
list; electricity is now an even greater constraint than corruption, about which
Kenyan firms have long complained. The ability of enterprises to offset power
fluctuations varies greatly by enterprise size. Figure 2-5 shows that for the
most part, only larger firms (those with 100 or more employees) are able to
cope with Africa’s power crisis. In Zambia, for example, large enterprises are
twenty times more likely to own a generator than small and medium-size
enterprises (SMEs). In Mauritania, 100 percent of large firms own generators,
as they do in Niger, the Gambia, and Cape Verde. That figure is anywhere
from two and a half to five times the rate of generator ownership among
SME:s in these countries.

Perhaps no country in Africa suffers more from power outages than Nige-
ria. Data from surveys and other sources show that almost 40 percent of elec-
tricity is privately provided through generators. In 2005, researchers in Ni-
geria found that the cost of electricity from generators was three times the
cost of electricity from the public grid—>5 versus 15 naira per kWh (Adenik-
inju 2005). Almost all firms owned generators, of varying quality and vintage,
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Figure 2-4. Number of Days on which Power Outages Occurred
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Source: World Bank Enterprise Surveys (www.enterprisesurveys.org).

in an attempt to offset the load shedding and erratic supply provided by the
Nigerian Electric Power Authority (NEPA—often referred to by the citizenry
as “No Electricity Presently Available”). Fuel is sometimes hard to find in this
oil-exporting country, and maintenance of generator equipment imposes
further costs on firms (World Bank 2001).

Frequent outages impose a substantial loss in terms of sales (figure 2-6).
For those countries in which a question about the impact of outages was
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Figure 2-5. Firms Owning Generators
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a. SME = small and medium-size enterprises (less than 100 workers).

asked, losses were estimated to be up to one-third of the wage bill. Moreover,
the percentage of sales losses is mirrored in productivity losses. Energy as a
share of total costs also is high for African firms (figure 2-7). Firms in Mo-
zambique, Benin, Burkina Faso, Senegal, the Gambia, Madagascar, and Niger
spend more than 10 percent of their total costs on energy. In China, the cost
of energy is only 3 percent of total costs. As mentioned previously, much of
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Figure 2-6. Estimated Sales Lost Due to Power Outages

South Africa 3
Namibia /3
Botswana [———1
Swaziland ——1
Mauritania ————1
Burkina Faso —1
Mauritius ————1
Zambia ———————— 1
Guinea-Bissau —————
Angola ]
Lesotho ]
Kenya ]
Cape Verde ]
Benin ]
Madagascar ]
Congo DR ]
Uganda ]
Tanzania ]
Burundi ]
Gambia, The ]

2 4 6 8 10 12 14 16
Percent of sales

Source: World Bank Enterprise Surveys (www.enterprisesurveys.org).

South Africa currently experiences rolling blackouts. Additional data on the
cost of energy for selected countries (not reported here) show that the
median number of hours of each outage is anywhere from two hours a day to
almost nineteen hours a day across the continent!

Given such data, it is not surprising that the responses of businesses to the
question regarding their most severe constraint overwhelmingly indicate that
lack of a reliable supply of electrical power is the key constraint in much of
sub-Saharan Africa. Almost half of all businesses surveyed indicated that it
was their worst problem. In late July 2007, twenty-five of the forty-four coun-
tries in sub-Saharan Africa were experiencing crippling power shortages
(Wines 2007). Currently, several major cities experience daily blackouts.
More recently, power outages of several hours a day led opposition parties in
South Africa to call for the termination of power supply arrangements with
other countries, and outraged commuters in Pretoria set fire to trains in early
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Figure 2-7. Energy as a Share of Total Cost
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January 2008 when the power went out for several hours and shut down parts
of the transit system (Shaw 2008).

Transport is almost as serious a problem as power. The limited availability
and high cost of physical infrastructure in sub-Saharan Africa—including
roads, railways, and air transport—also put a brake on private sector com-
petitiveness. The low-income economies of sub-Saharan Africa lag far behind
those in developing countries in other parts of the world in terms of paved
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roads and modern freight and passenger transport systems. The lack of ade-
quate transportation has a direct impact on the level of business activity be-
cause it lowers productivity and limits the entry of new firms. Poor transport
affects firms in two ways—poor-quality roads cause loss of goods and trad-
ing opportunities, while delays and losses in transit, including those due to
roadblocks, relate to poor governance. Firms in Africa either supply only frag-
mented regional markets or restrict themselves to market opportunities in
which profits are high enough to cover high transport costs.

Transport bottlenecks typically are a long-term problem, unlike the power
supply, which can improve or deteriorate rapidly. Bad roads and limited
transnational links usually are well known to the private sector, and they lead
to self-selection of markets and activities. This geographical sparseness of
economic activity, as described in the previous chapter, means that produc-
tion technologies are likely to be exogenously transport-intensive.

Keeping these problems in mind, we look at the ranking of transport bot-
tlenecks by firms that are in the market. In the Enterprise Surveys, firms were
asked whether transport problems present an obstacle to firm operation and
growth, and the rankings show large differences across countries that are cor-
related with overall level of economic development and infrastructure. In
middle-income countries such as Botswana, South Africa, Mauritius, Swazi-
land, and Namibia, less that 20 percent of firms complain about transport
problems, whereas in Kenya, 53 percent of firms consider transport to be a
major obstacle. In very-low-income countries in Africa, the camels-hippo
effect comes in—the vast majority of firms sell their goods only in the local
market and do not even consider selling their goods anywhere else. Survey
results therefore underestimate the problem of transport bottlenecks.

Figure 2-8 shows that transport also is a very real constraint for larger
businesses (those of 100 or more employees). In most countries large firms
are more likely to complain about transport than smaller businesses. They
account for a large share of manufacturing employment and industrial value
added, and they are most likely to expand beyond local markets. Yet, in a
region with few navigable waterways, in all but the richest countries in our
sample, less than half of inputs were delivered by road. Many firms rely on
costly air shipments to meet their needs. A manager of a large cement man-
ufacturing company commented that he occasionally airlifts cement across
countries—probably an unheard of method of delivery in any other part of
the world.

Finally, firms were asked about losses due to transport failures—the per-
centage of consignment value lost due to theft or breakage in transit. These
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Figure 2-8. Businesses Ranking Transport as a Major or Severe Obstacle,
Disaggregated by Size
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losses are presented in figure 2-9. Firms in the low-income economies of sub-
Saharan Africa suffer the most, and larger firms suffer greater losses than
smaller ones. The losses incurred are much higher than those in China or
India, where the average loss for large firms is just 1.3 percent of consignment
value. Of course, lack of roads and power does not affect just manufacturing
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Figure 2-9. Estimated Losses from Breakage, Theft, and Delays in Transport
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but agriculture as well—the lack of infrastructure has meant that farmers
often are unable to increase value added through processing or to transport
their goods overland to domestic markets or international ports.

The Regulatory Environment

The regulatory burden on African firms has been the focus of much attention
in recent years, due at least in part to the World Bank’s Doing Business reports.
According to Doing Business data, African firms suffer some of the most bur-



The Business Environment in Sub-Saharan Africa 33

Table 2-1. Days to Get Utility Connections and Permits

Construction Import

Country Telephone Electricity Water permit license
Angola 265.1 79.1 81.3 50.8 20.5
Benin 159.7 70.4 62.0 125.3 38.2
Botswana 25.8 32.7 14.1 79.5 26.5
Burkina Faso 44.8 22.3 24.0 45.0 2.1
Burundi 34.6 51.8 30.0 152.3 6.6
Cameroon 73.1 62.9 84.2 109.4 17.2
Congo DR 16.9 476 219 29.0 1.7
Gambia, The 15.8 76.5 1.1 417 14
Guinea 115.4 30.9 22.2 36.3 13.9
Guinea-Bissau 25.9 25.6 80.0 38.1 21.5
Kenya 34.2 52.1 25.9 34.0 134
Lesotho 101.8 433 57.3 141.1 1.3
Madagascar 60.4 413 n/a n/a 17.9
Malawi 100.7 100.5 7.6 726 26.2
Mali 70.6 35.3 324 69.0 327
Mauritania 12.0 20.9 27.8 22.2 1.6
Mauritius 25.3 22.3 21.5 113.0 8.5
Mozambique 29.2 n/a n/a n/a n/a
Namibia 8.5 132 18.8 115 8.4
Niger 24.7 40.6 116.8 4.8 13.1
Nigeria 8.3 8.2 12.5 12.8 25.4
Rwanda n/a n/a 254 5.0 6.1
South Africa 6.5 4.6 8.3 8.0 5.9
Senegal 17.0 13.2 9.4 57.4 18.2
Swaziland 20.5 1.7 n/a 29.9 9.2
Tanzania 22.6 52.8 28.0 47.9 16.8
Uganda 15.1 4.4 22.7 15.6 18.9
Zambia 88.5 184.1 26.8 343 1.4
China 6.8 18.5 n/a n/a n/a
India 12.0 26.1 17.1 n/a n/a

Source: World Bank Enterprise Surveys (www.enterprisesurveys.org).

densome regulations in the world. In the “ease of doing business” rankings of
178 countries provided in these reports, only two African countries (Mauri-
tius and South Africa) are in the top fifty; another two countries—Kenya and
Ghana—are in the top 100. The remaining countries are mostly at the bottom
(World Bank 2001-07). Despite various reform efforts and decades of tech-
nical assistance, government responsiveness and delivery of basic services
remain problematic in many countries. Regulatory weaknesses exacerbate the
problems caused by a lack of physical infrastructure.

The number of days to get other utility connections is shown in table 2-1.
Obtaining water, telephone, and electric services is not easy—apart from a
handful of countries, firms in much of Africa must wait several days and
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Table 2-2. Trade Indicators

Cost to export Cost to import Trade integration
(US$ per (US$ per (trade as
Country container) container) percent of GDP)
Angola 1850 2325 97.2
Benin 1167 1202 43.1
Botswana 2328 2595 87.6
Burkina Faso 2096 3522 325
Burundi 2147 3705 63.6
Cameroon 907 1529 50.3
Cape Verde 1024 1024 110.2
Congo, Dem. Rep. 2307 2183 92.8
Congo, Rep. 2201 2201 1226
Eritrea 1331 1581 56.4
Ethiopia 1617 2793 50.0
Gabon 1510 1600 94.2
Gambia, The 809 869 95.1
Ghana 895 895 105.5
Guinea 570 995 75.6
Guinea-Bissau 1445 1749 80.9
Kenya 1955 1995 55.9
Lesotho 1188 1210 158.1
Madagascar 1182 1282 66.3
Malawi 1623 2500 70.8
Mali 1752 2680 66.6
Mauritania 1360 1363 1254
Mauritius 728 673 131.1
Mozambique 1155 1185 95.7
Namibia 1539 1550 102.4
Niger 2945 2946 46.8
Nigeria 1026 1047 76.4
Rwanda 2975 4970 39.2
Senegal 828 1720 719
South Africa 1087 1195 67.1
Tanzania 1212 1425 60.8
Uganda 2940 2990 47.1
Zambia 2098 2840 74.6
China 390 430 75.6
India 820 910 45.2
Indonesia 623 667 56.7
United States 1160 960 28.6

Source: World Trade Indicators 2008 (www.worldbank.org/wti2008).

sometimes months to get connections. Construction permits and import
licenses also are fairly hard to come by. China does very well in comparison
with almost every African country in the table.

Table 2-2 and figure 2-10 show that the cost in terms of money and time
of importing and exporting goods in Africa is high compared with costs in
India and China. The cost of exporting or importing a container of goods is
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Figure 2-10. Days to Comply with Trade-Related Regulations
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as much as four or five times the cost in China and two or three times that in
India. In much of sub-Saharan Africa, it takes weeks to comply with trade-
related regulations in order to ship goods in and out of ports. If the goods
being exported are perishable or are otherwise of a time-sensitive nature,
such shipping times are a great burden to export businesses; a useful rule of
thumb is that for time-sensitive products, a one-day delay is equivalent to a
1 percent drop in sales price. That does not compare well with shipping times
in China, where it takes only a few days to comply with regulations to turn
goods around at port and the process is nowhere near as expensive as it is in
Africa. India’s times are good but financial costs are high; however, it is worth
remembering that India has a far larger economy and its share of trade in
GDP is far lower than the share in many countries in Africa.

The survey data also show that managers spend between 5 and 10 percent
of their time dealing with regulators. However, in about nine countries, man-
agers spend well over that amount of time; in Lesotho and Madagascar, for
example, managers spend almost 20 percent of their time dealing with the
government.

Firms in most African countries also need to pay bribes to get things done,
whether to obtain a utility connection, a license, or an evaluation from an
inspector that allows the firm to continue operations (figure 2-11). Due to the
sensitive nature of the questions and the fact that firms often fear retaliation,
they were not asked whether they paid bribes but rather whether bribes “are
necessary in their industry” The responses were used to infer what percentage
of firms paid bribes. Data from a small number of countries in our sample—
South Africa, Cape Verde, Namibia, Mauritius, Rwanda, Botswana, and Sene-
gal—show that not more than 20 percent of firms paid bribes. With the excep-
tion of Rwanda, they are some of the higher-income countries in our sample.
Between 20 and 50 percent of firms in a large group of countries indicated that
bribes were necessary. In our final group—Mali, Kenya, Mauritania, Democra-
tic Republic of Congo, and Guinea-Bissau—the vast majority of firms appear
to pay bribes. The percentage of sales estimated to be lost in paying bribes also
varies across countries—from much less than 1 percent in the higher-income
countries to well over 3 percent in several other countries in our sample. It is
useful to think about bribes as an additional burden to firms, besides the high
cost of energy, other indirect costs, and energy-related and transport losses.

Since 2001, the World Bank’s Doing Business database has provided infor-
mation on the cost of setting up a business. The data are not based on surveys
but on the costs faced by a “median firm” operating under the laws of the
country in which it is located. Table 2-3 summarizes the cost and the days
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Figure 2-11. Firms Paying Bribes
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required to register a firm in the twenty-seven African countries included in
this analysis and gives the global ranking of each. The Doing Business data
show that the cost of starting a business is generally very high. Of the
178 countries ranked in the ease of doing business index, only one African
country (Mauritius) is in the top fifty and only a few more are in the top 100.
Most African countries are ranked at or near the bottom of the list. While
India does not do a whole lot better, China is ranked more highly than almost
all the African countries on the list.



38  The Business Environment in Sub-Saharan Africa

Table 2-3. The Time and Cost of Starting a Business

Starting a business

Minimum
Ease of Cost (per- capital
doing centage  (percentage

business Procedures Time ofincome  of income
Country rank Rank (number) (days) per capita)  per capita)
Angola 167 173 12 119 343.1 50.5
Benin 151 137 7 31 195 354.2
Botswana 51 99 " 108 9.9 0
Burkina Faso 161 105 6 18 82.1 415.7
Burundi 174 124 " 43 251 0
Cameroon 154 160 13 37 129.2 1771
Cape Verde 132 156 12 52 40.1 53.4
Congo DR 178 146 13 155 487.2 0
Gambia, The 131 94 9 32 279 0
Guinea 166 m 13 4 138.3 466.5
Guinea-Bissau 176 178 17 233 255.5 1,006.6
Kenya 72 112 12 44 46.1 0
Lesotho 124 126 8 73 374 14.3
Madagascar 149 61 5 7 227 3334
Malawi 127 108 10 37 188.7 0
Mali 158 149 1 26 1321 434.6
Mauritania 157 167 1" 65 56.2 503.1
Mauritius 27 8 6 7 5.3 0
Mozambique 134 125 10 29 21.6 115.8
Namibia 43 101 10 99 22.3 0
Niger 169 153 " 23 174.8 735.6
Rwanda 150 63 9 16 1715 0
Senegal 162 159 10 58 107 255
South Africa 35 53 8 31 7.1 0
Swaziland 95 142 13 61 38.7 0.6
Tanzania 130 95 12 29 471 0
Uganda 118 114 18 28 92 0
Zambia 116 82 6 33 30.5 22
China 83 135 13 35 8.4 190.2
India 120 m 13 33 746 0

Source: World Bank (2001-07).

What are some of the factors underlying those numbers? It may well be
that weak governance has led to firms that are exogenously intensive in their
use of bribes, informal payments, and private security costs. In an analysis of
the political economy of reform, Emery (2003) notes that the “overall com-
plexity [of doing business] places a premium on means of circumventing, or
speeding up the process, which creates a flourishing environment for cor-
ruption.” Emery argues that most firms in Africa are operating outside the
law in at least one or more respects and are vulnerable to government inspec-
tors, no matter how minor the deviance. The survival of a business is conse-
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quently heavily dependent on a personal relationship with a minister or other
high government official that often is difficult to document or quantify. Such
relationships are crucial to firms that need to anticipate ad hoc policy or reg-
ulatory changes. Emery concludes that “this vulnerability, combined with the
arbitrary nature of enforcement arising from poor governance means that
firms can be closed down or worse for operating in exactly the same way as
their neighbors, their competitors, or their clients and suppliers.”

Dismantling some of the key controls that governments continue to main-
tain is consequently difficult. Sources of both patronage and control can be
used to penalize firms that represent a political threat. While the situation is
changing, sometimes quite quickly, some governments still seem to fear a pri-
vate sector that generates wealth independent of government control and
makes its own, unfettered decisions. Reforms that target individual regula-
tions are therefore less likely to succeed over the long term.

Finally, a word on how Africa’s business environment compares with that
of China and India. From the data presented above, it can be seen that the
business environments in these two manufacturing giants are well ahead of
Africa’s in many respects. In many areas, China’s business environment also
appears to be better than that of India and well ahead of that in almost every
African country, including the middle-income countries in the sample. The
differences between Africa and India are less clear. Some aspects of India’s
regulatory costs and electricity problems seem to be comparable with Africa’s,
but it is useful to remember that India also lags China quite substantially in
the manufacturing sector. Research by Lall and Mengistae shows that a sig-
nificant part of India’s productivity lag can be explained by the severity of its
power shortages (Lall and Mengistae 2005a and 2005b). But certain costs are
less critical for a large economy like India, especially those related to trade,
and in a number of important areas, including security, it rates substantially
better than Africa.

So why does Africa lag behind? To address that question, we turn to an
analysis of business performance and market structure, which is followed by a
discussion of political economy factors that determine the supply of entrepre-
neurs. While high costs themselves might not be a sufficient explanation for
Africa’s performance, the interaction of the high-cost business environment
with political economy factors may help explain why growth has been so slow.

Is Access to Credit a Problem?

As noted, many African firms complain about lack of access to credit. There
is a large literature that looks in depth at that issue in sub-Saharan Africa
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(Ayyagari, Demirguc-Kunt, and Maksimovic 2006; Bigsten and others 2000;
Raturi and Swamy 1999). The reasons for lack of access include the lack of
depth in the formal banking sector (which limits access for all businesses),
crowding out due to public sector debt (which also limits financial flows to
the private sector), selective lending to establishments with connections to
the banking authorities, and high collateral requirements and costs of capital
that ration out all but the most profitable businesses. Others have argued that
indigenous firms are at a special disadvantage—they are rationed out by the
banking sector due to their lack of credit history. Supplier credit also is con-
strained for this group because of lack of information networks and reputa-
tion channels.? It is clear that firms rank access to finance as a very serious
concern in many countries in Africa.

Figures 2-12 and 2-13 show the sources of finance used by firms in the
entire sample, as well as the percentage whose accounts were audited. We see
that most firms used internal sources of financing for their operations, which
implies that access to finance might be problematic. But we also see that in
many countries, a significant share of firms do not have their accounts
audited, making it difficult for lenders to assess their creditworthiness.* Our
data also show that small firms were far more likely to complain than larger
firms. That raises the question of whether firms are truly credit constrained
or whether it simply is not possible to assess their creditworthiness.

Learning Channels

Finally, a word on learning channels. In some surveys, firm owners are asked
whether their firm has a website, whether it is ISO certified, and whether it
offers a training program. We refer to these variables as “learning channels”
because they likely represent means by which the firm can improve its pro-
ductivity. Figure 2-14 shows that these variables generally are correlated with

3. The World Bank recently presented a comprehensive action plan for financial sector devel-
opment in Africa in a report titled Making Finance Work for Africa (Honohan and Beck 2006). In it,
the authors argued that the financial sector agenda needs to take a two-pronged approach—first, by
focusing on the formal financial sector to improve access to finance for larger firms as well as for the
housing and infrastructure sectors; second, by improving the access of low-income households and
small entrepreneurs through microfinance and other mechanisms. Building on the momentum
generated by the report, the G-8 summit in Heiligendamm, Germany, adopted the key message of
the report in 2007.

4. The data for China and India, while not strictly comparable, reveal that firms in these coun-
tries do not use bank financing very much either. Only 20 percent of surveyed Chinese firms
reported having a bank loan; the number was 30 percent for Indian firms. Interestingly, Indian
firms reported heavy reliance on internal sources of finance (50 percent said that they used this type
of financing) while 50 percent of Chinese firms reported the use of informal sources of finance.
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Figure 2-12. Sources of Finance
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Figure 2-13. Firms with Audited Accounts
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income—firms in the richer countries in our survey were more likely to have
a website or to be ISO certified.

The Performance of African Firms

How productive are African firms? How is their productivity affected by the
adverse business environment? There is a considerable amount of research in
this area that suggests that the productivity of firms in much of low-income
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Figure 2-14. Share of Firms in Sample with Learning Channels
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Africa is low compared with that of firms elsewhere. The reasons given range
from the lack of skilled labor to macroeconomic instability, exchange rate
fluctuations, adverse business climate, and lack of institutional development
(Guasch and Escribano 2005; Fafchamps 2004; Collier and Gunning 1997;
Biggs, Srivastava, and Shah 1995; Soderbom and Teal 2003; Mazumdar and

Mazaheri 2003; Dollar, Hallward-Driemeier, and Mengistae 2005).

Impact of the Business Environment

In earlier work we examined the impact on firm performance of high indirect
costs rather than shortages, focusing on energy costs in particular. That
analysis showed that the lack of good infrastructure and the overall fragility
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Figure 2-15. Impact of the Business Environment: Average Gross versus Net Total
Factor Value, Indexed Relative to China

|
Zambia _ 1 Gross TFV
B Net TRV
Ve | —
Tanzania t
Kenya —

Uganda

India

China

Senegal

Source: Eifert, Gelb, and Ramachandran (2008).

of the business environment reduced the overall productivity of African firms
vis-a-vis firms in other parts of the world (Eifert, Gelb, and Ramachandran
2008). The results are summarized in figure 2-15. “Gross” total factor value
added is defined as sales minus the cost of raw materials, and “net” total fac-
tor value added is defined as sales minus the sum of raw materials and indi-
rect costs—for example, for power, transport, licensing fees, and bribes.
African firms look substantially less productive when indirect costs are
accounted for—in some cases as much as 40 percent less productive.

The intuition behind this result is fairly straightforward. If a firm incurs
very high costs due to the need to pay for security services and costly, unre-
liable power or to transport its goods long distances on poor-quality roads,
those costs are not reflected in a standard performance metric generated
from regressions of sales on labor, capital, and raw materials. But it will show
up in augmented estimations, which include indirect costs as well. When
they leave indirect inputs aside and focus exclusively on more traditional
inputs of raw materials and capital, studies that attempt to benchmark the
performance of manufacturing firms across countries in the developing
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Figure 2-16. Impact of the Business Environment: Distribution of the Ratio of Net
to Gross Value Added, Africa versus China, Kernel Density Estimation
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world have typically underestimated the gap between African firms and their
comparators elsewhere.

Figure 2-16 illustrates that effect. It shows the difference in the distributions
of net and gross value added across firms within China, Kenya, Tanzania, and
Zambia. The China distribution is heavily skewed to the right, with most of the
mass of firms between 0.75-0.95. The African distributions have a great deal of
mass on the left, in the 0.30-0.60 range, suggesting that many African firms see
their ability to produce value beyond the cost of their direct and indirect inputs
as heavily constrained by the magnitude of the cost of the latter. That is true in
Zambia in particular, where the distribution is centered around 0.40.°

5. Several other studies have examined allocative efficiency and enterprise productivity using dif-
ferent approaches (Haltiwanger, Scarpetta, and Schweiger 2006; Escribano and Guasch 2005; Bas-
tos and Nasir 2004; Biggs, Srivastava, and Shah 1995). Many of those studies show that an adverse
business climate has a significant negative impact on firm performance. Other studies have found
conflicting results, particularly when examining the role of regulation and governance in enter-
prise performance (Hallward-Driemeier, Wallsten, and Xu 2003). Reinikka and Svensson argue that
a time tax on management due to a high regulatory burden can be positively correlated with pro-
ductivity—firms that pay bribes are more productive than others (Reinikka and Svensson 2006).
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Figure 2-17. Labor Productivity of Firms®

Gambia, The [—1
Guinea [
Mozambique [—1
Madagascar [—1
Guinea-Bissau [
Burundi [
Uganda [—1
Rwanda [
CongoDR [—1
India |
Malawi 1
Benin 1
Tanzania ]
Mauritania 1
Zambia [ 1]
Lesotho [ ]
Angola 7]
Kenya ]
Nigeria ]
Mali ]
Swaziland ]
Mauritius ]
Botswana ]
China |
Senegal ]
Namibia ]
South Africa ]

2 4 6 8 10 12 14 16
Thousands of U.S. dollars

Source: World Bank Enterprise Surveys (www.enterprisesurveys.org).
a. Labor productivity is measured as value added per worker in USS$.

Labor Productivity

Figure 2-17 shows that enterprises in middle-income Africa have much
higher labor productivity than those in low-income Africa. Average labor
productivity in India is similar to that of lower-income African countries,
while China’s labor productivity is comparable to that of middle-income
African countries. We also examined the entire distribution of the labor pro-
ductivity of firms across different income groups in sub-Saharan Africa;
those kernel density estimates are presented in figure 2-18. The figure shows
that there is very little overlap in labor productivity between firms in middle-
income and low-income African countries. The width of the distribution,



The Business Environment in Sub-Saharan Africa 47

Figure 2-18. Distribution of Labor Productivity (Log), by Level of Income, Kernel
Density Estimations
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which captures the dispersion across firms in these countries, is also much
greater for the low-income countries and is skewed to the left, indicating that
the majority of firms have very low productivity.

Labor productivity, however, is only a partial measure of the productivity
and competitiveness of the labor force; workers’ wages also need to be con-
sidered. If wages are correspondingly low, workers in these countries can still
compete with workers in other parts of the world. This issue can be examined
by looking at unit labor costs, which measure the ratio of wages to value
added and indicate the relative competitiveness of labor across countries.
Comparing across countries, we see that almost all countries in Africa are
less competitive than China and India (figure 2-19).

However, the competitiveness of labor also captures only a partial picture
of productivity, because it does not take into account the amount of machin-
ery and equipment available to each worker and the productivity of capital. To
examine the impact of capital and labor on enterprise output differences, we
use the OLS regression approach, examining differences in value added across
firms after controlling for capital and labor usage and for sectoral differences.
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Figure 2-19. Unit Labor Costs
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Differences in the residual, which measures total factor productivity differen-
tials, is presented in figure 2-20, which shows that the productivity of firms in
lower-income countries in Africa is much lower than that of firms in middle-
income countries such as South Africa, Namibia, and Swaziland.

Total Factor Productivity

We estimate total factor productivity with a model that includes firm-specific
characteristics that drive productivity differentials; the results are presented
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Figure 2-20. Total Factor Productivity Relative to South Africa
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in appendix table A-1.° We examine productivity for each income group sep-
arately and also control for differences in performance across sectors and
countries within each income group. After controlling for these intercept dif-
ferences, we see that in low-income countries, learning channels such as ISO
certification and Internet connections are very significant and positive in
determining productivity.

Enterprises that report higher losses due to power outages are not less pro-
ductive than others, and firms that report higher transport losses—losses due

6. Due to survey limitations, the augmented TFP regressions are estimated for sixteen countries
for which we have comparable data.
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to breakage or theft—are in fact more productive than others, ceteris paribus.
Those results seem counterintuitive, but closer examination of the data shows
that firms that face higher demand for their products in low-income envi-
ronments are more likely to report transport and electricity outages; these
firms also are the more productive firms. As expected, having a generator (a
sensible precaution) endogenizes the problem—firms that have generators
are likely to be more productive than others. For lower-middle-income coun-
tries, in which demand is more predictable, firms reporting higher sales losses
due to power outages are likely to be less productive and those with genera-
tors more productive than others, ceteris paribus.

For middle-income countries in Africa, where there are many fewer power
outages, the dispersion is lower and the productivity of firms that report
higher outages is no different from that of others. However, in those coun-
tries, firms that secure a more reliable power supply by using generators are
likely to be more productive than others, indicating the importance of sub-
stitute power in overcoming the power shortage problem.’

Finally, we turn to the interaction of market structure and firm perform-
ance. An adverse business environment might not only affect productivity
but also skew the market structure toward firms that can offset their losses
with higher revenues resulting from market share advantages, political con-
nections, or better coping mechanisms. As a result, firms with greater market
power might suffer more delays and costlier regulation but nevertheless sur-
vive because they do not have to compete with other firms.

It is difficult to tease out the effect of market structure from the Enterprise
Survey data. In a few countries, questions on influence peddling were in-
cluded (unfortunately, that is no longer the case). Anecdotal evidence sug-
gests that African manufacturing firms have continued to retain their market
leadership in domestic markets by investing in their relationship with gov-
ernments, thereby maintaining high barriers to entry and reduced competi-
tion. Analysis of the Enterprise Survey data confirms that assessment. Com-
parisons with selected countries in Asia show that lobbying in East Africa is
different from lobbying in Asia—in East Africa, larger firms and firms with

7.1t is important to note that the results described above show correlations between different
variables and productivity; they do not show causation. Without time-series data, it is not possi-
ble to push our conclusions any further. At this point, they are indicative of the key drivers of busi-
ness performance and worthy of much more investigation as multiple rounds of survey data
become available. Nonetheless, the results do show that total factor productivity is correlated
with country-level variables as well as with firm characteristics and various aspects of the busi-
ness environment.
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Table 2-4. Enterprises Lobbying Government and Market Share

Mean Mean
Percentage Number of self-reported self-reported
of enterprises enterprises market share ~ market share of
lobbying lobbying of lobbying non-lobbying
Country government government enterprises enterprises
Senegal 8.3 21 36.8 37.2
Mali 39 3 332 25.7
Tanzania 134 35 31.9 17.9
Uganda 16.4 49 32.7 20.2
Kenya 354 97 32 15
Zambia 43.7 90 38 21.1

Source: Ramachandran, Shah, and Tata (2007).

higher market share lobby; in Asia, market share is not a significant determi-
nant of lobbying activity.

Table 2-4 looks at mean self-reported market share and at how many firms
acknowledge that they invest in their relationship with the government by
lobbying. Firms were asked directly whether they themselves lobby the gov-
ernment to influence the content of laws and regulations that affect their
business; lobbying activities included the seeking of special arrangements
that would raise the profitability of the enterprise, such as exemptions on tar-
iffs and taxes, quicker clearance at land or sea ports, access to land or other
resources, and sole source contracts.

The first striking conclusion is the very high level of self-reported market
share. Table 2-4 shows that a limited number of enterprises control market
share in many African domestic markets. That finding is likely a reflection of
the sparseness of economic activity: even relatively small firms see themselves
as having a high share of the domestic market. In most cases, market share
controlled by lobbying enterprises is even higher than that reported by enter-
prises that do not lobby the government.

Is the degree of influence peddling greater in Africa than elsewhere?
Most likely it is not—there is a great deal of evidence to suggest a high level
of lobbying activity in East Asia and elsewhere (Amsden 1989). The more
interesting difference is in self-reported market share. Available data for
East Asia show that there is a significant difference between the self-
reported market share of lobbying firms in Asia and those in Africa. While
firms that lobby in Africa report that they control more than one-third of
the market for their main product in the country in which they operate,
Asian firms report their share to be just over one-tenth of their far larger,
denser, markets. This area needs further investigation—it may be that Asian
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firms lobby for things like export licenses while African firms lobby to
retain domestic market share.

The relationships among market structure, the business environment, the
capacity of individual firms, and the performance of firms across different
levels of income will be easier to untangle as time-series data become avail-
able. The simple approach that we take indicates that the business environ-
ment does drive productivity in some areas but that other factors also may
play a role in determining outcomes for firms. In the next chapter, we discuss
a related set of issues that may shed additional light on the questions raised
here, including ownership and entrepreneurial and managerial capability and
the question of why there are so few large black-owned businesses in Africa.
Understanding these issues as well as the business environment helps us
understand the political economy of the private sector in many African coun-
tries and what real reform needs to look like.



Black Ownership of Businesses
in Africa

here are many thousands of black-owned firms in Africa, but few of them
are formal, registered firms and even fewer are medium-size or large busi-
nesses. The vast majority of black-owned firms are very small businesses with
fewer than ten employees. Many of these firms can be described as informal,
operating on the margins of the private sector with very little working capital
or other resources. The formal business sector, on the other hand, is domi-
nated by medium-size and large businesses, often owned by ethnic minorities.
These firms produce the vast majority of value added. It is this phenomenon
that we consider in this chapter.
Several similarities were found to exist among fourteen African countries
in which questions regarding the ethnic identity of a firm were asked in a
consistent way. Of the countries—Angola, Botswana, Burundi, the Demo-
cratic Republic of Congo, the Gambia, Guinea-Bissau, Guinea, Kenya, Mau-
ritania, Namibia, Rwanda, Swaziland, Tanzania, and Uganda—most, if not
all, had been colonized by European countries. Almost all pursued a post-
independence industrialization strategy that focused on import substitution
and the creation of a large state-owned sector. That in turn led to the emer-
gence of an inefficient, dualistic manufacturing sector, in which a large num-
ber of informal and small firms coexisted with a few relatively large, capital-
intensive businesses. Some countries, such as Tanzania, adopted socialist
policies that sought to marginalize the business class; others, such as Angola,

53
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Burundi, and Uganda, experienced devastating civil wars or dictatorial rule
that severely disrupted normal business development.

Most of the countries also adopted World Bank—initiated structural ad-
justment programs in the 1980s or 1990s to reform their economies and pur-
sue outward-oriented growth. However, as discussed below, their manufac-
turing sectors remain small and fragmented—the majority of manufacturing
remains under the control of either the state or ethnic minority groups,
which account for much of the employment generation in non-extractive
industries in the formal private sector. Understanding why black-owned
firms in the formal private sector tend to be small is important because fur-
ther broad-based growth of manufacturing can occur only with the partici-
pation of domestic businesses, including those of the indigenous majority.

Indigenous and Minority-Owned Firms in the Formal Private Sector

The discussion that follows is based on survey data for the fourteen African
countries in which questions regarding ethnic identity of the firm were asked
consistently. We use the data to identify key characteristics of indigenous
(black African—owned) firms in the formal private sector. It is important at
this point to define “indigenous” and “minority-owned.” “Indigenous” refers
to firms that are black African—owned, including those that are run by owner-
entrepreneurs, those with black African majority shareholders, and those that
are owned by black Africans from a country in Africa other than the one in
which the business is located. “Minority-owned” refers to firms that are
owned by individuals or shareholders who are not black African but are
African nationals of Asian, Caucasian, or Middle Eastern descent. Minority
firms that are foreign-owned include firms whose owners are, for example,
from Europe or Asia and who do not have African citizenship; foreign-owned
minority firms also are included in our definition of “minority-owned.”

The distribution of indigenous and minority-owned firms in our sample
shows that many of the firms are in fact indigenous (figure 3-1), but we can
also see that the relatively small share of minority-owned firms controls the
vast majority of value added (figure 3-2). Except in three countries—Angola,
Guinea-Bissau, and Swaziland—minority-owned firms control 50 percent or
more of value added in industry. In Guinea, Tanzania, and Kenya, they con-
trol more than 80 percent of value added.

The size distribution (as measured by number of employees) in our sam-
ple also is revealing. Figure 3-3, which gives the start-up and current size of
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Figure 3-1. Distribution of Firms in Manufacturing, by Ethnicity?
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indigenous and minority-owned firms, shows that indigenous firms entered
the market at significantly smaller sizes than minority-owned businesses.
While the average firm size at start-up of minority-owned firms in Tanzania
was about sixty employees, the number was just under twenty for indigenous
businesses. For most countries, minority firms started at a size that was two
to three times greater than that of indigenous businesses.

We also see that the difference in size persisted over time—size at the time
of the survey did not differ much from size at start-up for indigenous busi-
nesses. In Uganda, for example, there was virtually no difference between the
current size of indigenous firms and their size when they started—in other
words, there had been virtually no growth. In some countries, a wide gap
emerges over time between indigenous and minority entrepreneurs. Data on
the age of firms surveyed (not reported here) show that minority-owned
firms are not all that much older than indigenous businesses; therefore it is
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Figure 3-2. Distribution of Value Added, by Ethnicity
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not that they are bigger because they have been around longer. Over roughly
the same period, minority firms were simply able to grow at a faster rate in
many countries in Africa. The size differential between minority and indige-
nous firms at the time of survey was close to ten in Uganda, four in Tanzania,
six in Rwanda, ten in Guinea, and almost five in Angola.

It is not easy to separate out the productivity effects of ownership because
of the strong correlation with size. As seen in the previous chapter, larger
firms tend to have higher productivity than small firms across the sample of
countries surveyed. Larger firms are also far more likely to be minority
owned. Size picks up much of the differential in capabilities, access to net-
works, and other factors that reflect ownership. Consequently, it is difficult to
identify the impact of ownership on productivity. However, we are able to
identify the differences in the growth rates of black-owned and minority
firms and to investigate the reasons for those differences.
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Figure 3-3. Start-up and Current Size of Indigenous and Minority-Owned Firms
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Do some black-owned firms grow faster than others? Owners’ attainment
of a university education was very important in determining the size of the
firm (figure 3-4). We also observe that indigenous entrepreneurs with a uni-
versity education started much larger firms than those that did not have a uni-
versity degree in almost all of the countries surveyed.! University education

1. There are other analyses of the role of ethnicity in the private sector in Africa. Most notable
is Taye Mengistae (2001), which looks at the role of ethnicity in the indigenous private sector in
Ethiopia. More recently, Fafchamps (2004) examines the dynamics of the private sector, including
the role of ethnicity, in a comprehensive analysis of markets in sub-Saharan Africa.
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Figure 3-4. Average Current Firm Size, by Education of the Owner
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appears to be correlated with a larger size at start-up and a higher rate of
growth for black-owned businesses.*

There are three possible interpretations of the finding regarding the
impact of university education: a university education provides an owner
with the tools to run a firm; completion of a university degree reflects greater
ability on the part of an owner and consequently greater potential for success
of a firm; and a university degree enables an owner to access a network of
other professionals who provide information or facilitates access to credit.
This finding is worthy of further investigation to indentify which of those
factors is driving our results.

Do indigenous firms have less access to credit? That is the key question.
Are they less likely to have bank accounts, overdraft protection, and loans? Is

2. Not reported here is the gap for minority firms according to educational attainment. This gap
is much smaller; not being university-educated is less of a disadvantage for this group in starting and
building a business.
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Figure 3-5. Firms with Overdraft Protection, by Ethnicity
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access to the banking sector correlated with financial depth? Or are banks
simply sorting firms according to their creditworthiness? In almost all the
countries in our sample, we see that indigenous firms have less access to over-
draft protection than minority-owned firms (figure 3-5).?

But the data also present evidence suggesting that the financial sector sorts
firms to determine their creditworthiness. Figure 3-6 shows that there also are
big differences in the percent of firms with audited accounts when disaggre-
gated by ethnicity. Similarly, indigenous firms are less likely than minority-
owned firms to own their business premises; consequently, they have less col-
lateral with which to obtain financing (figure 3-7). These firms are less likely
to be creditworthy and so have less access to finance.

3. Access to loans follows a pattern similar to that for overdrafts, but the differences across eth-
nicity are not pronounced. In fact, in countries such as Botswana, Namibia, Swaziland, and Namibia,
more indigenous firms than minority firms use loans. It may well be that indigenous firms simply
choose to use a different type of financing.
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Figure 3-6. Firms with Audited Accounts, by Ethnicity
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Supplier Credit

Do indigenous firms have lower access to supplier credit? This type of credit
enables the purchase of key inputs with a sixty- or ninety-day payment
period. Figure 3-8 presents data on the percentage of firms using supplier
credit. In all cases, indigenous firms have less access to supplier credit than do
minority-owned firms.

Less access to supplier credit could be related to indigenous firms’ age or
to lack of a history of business transactions with suppliers—again, lenders
may simply be sorting on the basis of creditworthiness rather than engaging
in race discrimination. Figure 3-9 shows that firms that used trade credit did
have longer relationships with their suppliers than those that did not use
trade credit, except for firms in Botswana and Uganda. Overall, the evidence
does not point strongly toward discrimination against black-owned firms but
more toward the notion that banks do not lend to firms when they are unsure
of being repaid.
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Figure 3-7. Firms Owning Premises, by Ethnicity
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Determinants of Access to Credit

The descriptive statistics show that indigenous firms have less access to credit
than minority firms in some types of financial products but not in others.
Indigenous firms also are less creditworthy—they are less likely to have
audited accounts and land that can be used as collateral for a loan. However,
all of that could be because they generally are younger and smaller. It already
has been established that indigenous firms own smaller firms. The banking
sector and suppliers could simply be rationing out firms that are less estab-
lished and that have a higher risk of failure.

We examine these hypotheses by running multivariate probit regressions
with access to credit as the dependent variable. The results are presented in
appendix 1, table A-2. In all cases, larger firms are much more likely to obtain
credit than smaller businesses, ceteris paribus. Firm age is not significant in
our estimations.

Indigenous firms also are less likely to have working capital finance such as
overdraft protection and trade credit, and that remains true even after the
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Figure 3-8. Firms Receiving Supplier Credit, by Ethnicity
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analysis controls for size and age. However, they are more likely to have bank
loans for investment. Having land to use as collateral matters—those owning
land are much more likely to have bank loans and overdrafts than others.
University education matters, too, particularly for indigenous businesses, for
gaining access to working capital finance from banks; managers with higher
education are more likely to have overdraft protection than owners without.
Surprisingly though, education does not matter for having bank loans, per-
haps indicating preferential treatment of indigenous entrepreneurs on the
part of banks and other lending institutions.

Overall, our results present a mixed picture—indigenous firms may suffer
from less access to credit in some situations, but other explanations also are
possible. One is that the financial sector is likely to be sorting firms on the
basis of creditworthiness. Another is that the need for credit may differ across
firms, rather than access. Our results do point toward the need to establish
credit registries and other means of evaluating firms rather than simply
focusing on the expansion of the supply of credit.
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Figure 3-9. Average Years of Relationship with Supplier, Indigenous Firms
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Why Are Indigenous Firms Lagging in Africa?

An important aspect of the success of firms is their ability to survive and grow.
We formulate a simple econometric model that enables us to test hypotheses
regarding the determinants of start-up size and firm growth. At this stage, our
cross-sectional data do not allow us to develop an identification strategy that
would lead to conclusive results on causality. But we can look at correlations
between firm growth (as measured by number of employees) and variables
such as age, size, and owner’s educational attainment. We can do this for the
entire sample as well as for indigenous and non-indigenous firms separately,
as the appropriate statistical test (F test) allows us to break up the sample in
this manner. In particular, we look at two key variables—access to overdraft
protection and attainment of a university degree—to see whether they are cor-
related with start-up size and rate of growth. The results are presented in
appendix 1, table A-3.

The first set of three regressions looks at the determinants of growth for
the whole sample as well as for indigenous and non-indigenous businesses.
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The first equation shows that after we control for several factors, indigenous
firms have a lower rate of growth. We also see that although secondary edu-
cation and vocational training are not significant, a university education is
significant in determining a firm’s growth rate. On disaggregating the sample,
we see that the university education variables are significant only for indige-
nous businesses. It may be that university education imparts much-needed
skills to operate a firm and to survive exogenous shocks or that it provides
access to a network of business professionals who in turn provide access to
knowledge, capital, and other inputs necessary for survival and growth.

It is also interesting to note that indigenous firms of foreign origin grow
faster than those of local origin. In other words, a black African entrepreneur
who has moved from Kenya to Tanzania is likely to build his or her firm
faster than an entrepreneur operating in his or her own country. It may well
be that a businessperson of African origin who can operate across national
boundaries is more able or skilled than one who operates only within
national borders.

Networks play a critical role in the African private sector. Our data show
that the ethnicity of a business owner remains an important determinant of
access to credit and a number of other performance variables, even when con-
trols such as owner’s education level and title to marketable assets are included
in regressions. Usually within ethnic minority communities, networks help
firms overcome the limitations of financial markets. At the same time, they
effectively exclude outsiders from areas of business. Networks operate in many
other regions, including fast-growing Asian countries, where they may have
similarly positive effects in enabling their members to compensate for dys-
functional market institutions. But their overall impact is likely to be different
in Asia and Africa, because of differences in economic density and market size.
In Asia, their adverse effect in stifling competition is likely to be small because
of the competitive pressure that results from having many firms that belong to
many networks. However, in Africa’s very small economies, the adverse effect
of a few dominant networks or firms is likely to be far greater. Firms in sparse
economies are likely to give more weight to the costs and risks of encouraging
entry through reforms than are firms in dense economies.

Small, sparse industrial sectors dominated by a few, often ethnically seg-
mented, firms with high market share are therefore likely to see less dynamic
competition. The greater access of larger, networked firms to technology,
credit, and business expertise creates rents that, even if shared with govern-
ment, would be dissipated by more open entry. That can reduce the incentive
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to push hard for better regulation and business services. As discussed above,
the segmented nature of many African business communities can complicate
the process of developing effective means of communication between the
business and government sectors to improve the business environment. At
the same time, the prominent role of minority and expatriate firms increases
the public’s reservations over the market economy model, including large pri-
vatizations. The danger is a low-level equilibrium with high costs, limited
pressure for reform from the business community and the public, and limited
response from government.

Africa is not the only region where indigenous participation in larger-scale
businesses lags behind that of some ethnic groups or foreign investors. Sim-
ilar situations prevail in parts of Latin America, the Andean countries in par-
ticular, while concern in Malaysia over the level of indigenous participation
in commercial agriculture and modern industry and commerce has been an
important factor shaping policies there. Foreign investments in “sensitive”
sectors have also been a matter of political controversy in the United States.
In many African countries, firm surveys indicate that indigenous black-
owned firms lag behind minority-owned firms and foreign-owned firms on
a number of dimensions, including size and the rate of growth.

From the narrowly economic perspective, ownership patterns may not
seem to be vital. But from the broader perspective of political economy, the
issue is clearly of considerable concern. First, to the extent that ownership
imbalances reflect inequitable barriers to participation, the economy loses
the benefits of widespread access to opportunity. Second, as recognized in
many countries, including Malaysia and South Africa, severe imbalances in
the patterns of ownership and perceived wealth and power have the potential
to encourage populist policies that can derail development. At best, owner-
ship imbalances can generate a climate of mutual suspicion between govern-
ment and a large part of the business community, which undermines the con-
fidence to invest; at worst, such imbalances can lead to xenophobia and the
expulsion of economically important minorities, with dire consequences for
the economy as a whole. The domination of the business sector by a few large
businesses, usually minority or expatriate owned, in countries with low eco-
nomic density helps to sustain the ambivalent public attitude toward private
sector—led development that has been noted, for example, in Afrobarometer
surveys (Bratton, Mattes, and Gyimah-Boadi 2005). The danger lies in set-
tling for a “low-level political equilibrium” with marginal reforms, leaving
Africa falling further behind the rest of the world.
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A clearer understanding of why indigenous firms often lag behind those
owned by minority and foreign interests is therefore important in under-
standing the reasons behind the structure of business groups in Africa and
the resulting political economy of reforms. We know that markets are thin
and that the sparseness of economic activity results in the persistence of one
dominant network in most countries. We also know that overall, the business
environment is difficult, imposing high costs and risks on all businesses.
Some may be better able to cope with certain difficulties than others. For
example, in the face of unreliable power, larger firms with greater resources
are more likely to be able to afford generators than smaller businesses. Cer-
tain large firms may also be more able to make special arrangements to pro-
tect themselves from predation. Yet at the same time, evidence from firm sur-
veys suggests that often larger firms are also more vulnerable to failures in the
business environment than small businesses. They transact over longer dis-
tances, are more dependent on sophisticated logistics, and are less able to
operate under the radar of official scrutiny.

Overall, the evidence does not support the thesis that ownership imbal-
ances are simply the result of an asymmetric business environment for
indigenous and minority- and foreign-owned businesses, although social fea-
tures of certain minority groups, in particular their ability to network to sup-
port “clusters” of related businesses, may assist them in overcoming some of
the constraints of a poor business environment. The data support a more
complex thesis—that the interaction of a high-cost business environment, a
low-density economic environment, and the dominance of minority-owned
businesses may underlie the absence of a broad-based private sector in many
African countries.

Some Africa scholars argue that it is convenient to have a private sector
that is dominated by ethnic minorities, who do not pose a significant threat
to political power and often provide a steady stream of rents. The minority
Asian community in East Africa, which has thrived even in difficult times,
often coexists with a small, wealthy, indigenous private sector, and both are
closely aligned with the president or his associates (Tangri 1999). The survival
of this group depends on its political connections and rent-sharing arrange-
ments with the government. The government in turn relies on it for extra-
budgetary revenues. Other scholars reinforce this perspective, arguing that
the political elite in Africa have found mechanisms by which to preserve rent-
seeking arrangements with the help of a small private sector enclave (van de
Walle 2001). When faced with donor country—driven reforms, governments
often have reacted by accomplishing partial reform, thereby satisfying the
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rich countries, while preserving rent-seeking arrangements (van de Walle
2001). As a result, there has not been much change in the structure or com-
petitiveness of the private sector. Indeed, reforms often have increased the
level of uncertainty for the business community more than anything else.

On the whole, relatively little research has been done on the factors
responsible for the imbalances in the business environment, and any conclu-
sions on their causes are somewhat speculative. However, we present three
possible explanations: culture and the ability to network, history, and risk
diversification. We recognize that this is an area that requires further research.

Culture and the ability to network. Evidence suggests that many clusters of
minority-owned firms belong to networks that usually are based on trust
between members of a relatively small minority group and that can help
firms overcome the limitations of a poor business environment (Fafchamps
2004). The data on access to finance do not suggest that black-owned firms
are denied access to credit; instead, they indicate that firms of all races are
sorted according to creditworthiness. However, Biggs and Shah (2006) show
that the ethnicity of business proprietors remains an important determinant
of access to credit and a number of other performance variables even when
other dimensions, such as the education level of proprietors and title to mar-
ketable assets, are included as explanatory variables.

At the same time, networks effectively exclude outsiders from many areas
of business. Networks operate in many other regions, including fast-growing
Asian countries, but their overall impact is likely to be different in Asia and
Africa because of differences in economic density and market size. In Asia,
their stifling effect on competition is likely to be small because of the com-
petitive pressure generated by having many firms belonging to many net-
works. However, in Africa’s very small economies, the adverse effect of a few
dominant networks or firms is likely to be far larger. Dominant firms in
sparse economies are likely to give more weight to the risk that reforms may
encourage entry than are firms in dense economies; as a result, they are less
likely to lobby aggressively for reform.

Indigenous value systems do not always encourage investment, wealth-
creation, and risk taking (Platteau and Hayami 1998). Some value systems
embody a strong ethic of sharing, placing heavy obligations on successful
members to share gains with other members of the group. Platteau and
Hayami argue that in land-abundant societies (more likely to be in Africa),
the sharing of assets and income other than land is more significant than in
societies that are land-scarce (in Asia). They pose detailed theories on how re-
sources are shared and how people who do not conform to social norms are
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punished. They also discuss attitudes toward wealth and argue that many
African societies stress egalitarianism over the accumulation of wealth by
individuals. Other researchers argue that norms regarding wealth sharing
may lead to a disincentive to migrate from a village to a town to become an
urban worker or entrepreneur. Kinship, they argue, can be viewed as a
poverty trap (Hoff and Sen 2006).

History. During the colonial period and at independence, most larger-
scale agriculture, industry, and commerce were in the hands of minority and
expatriate investors. One of the consequences, in many countries, was a wave
of indigenization and nationalization that was reversed in the course of the
1990s. Few countries, therefore, have grown strong indigenous business
communities that are accustomed to operating in a competitive market
environment.

Risk diversification. Firm surveys find that higher education of the owner
is one of the predictors of business success for indigenous businesses but that
relatively few owners and managers of indigenous firms have had access to
higher education. Faced with highly unstable and uncertain politics and
economies, many of Africa’s educated elite have migrated outside the region
(Ndulu and O’Connell 2006).

In contrast, investment in Africa’s economies by minorities and foreign
investors often is part of an investor’s multicountry investment and risk-
diversification strategy. Increasingly, these investors include black investors
from other African countries and sometimes black Africans who have immi-
grated to other countries. Survey results suggest that firms owned by such
investors are little different from those owned by other foreign investors. This
supports the view that the issue is not race per se; it is instead the range of
opportunities and capabilities possessed by different groups and the impact
of culture in helping firms surmount some of the difficulties posed by the
business environment.
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Today, countries like Uganda are still 90% unserved by electricity. Can you
imagine not having power in 90% of any country and still trying to grow the
economy? Do we expect Africans to wait for grid electricity to incrementally
reach people or are there disruptive innovations that can provide off-grid renew-
able energy to rural Africans in scaleable ways? What would this look like given
large geo-thermal and bio-diesel reserves in East Africa and can renewable
energy sources provide opportunities for greener solutions in Africa? Interacting
with dynamic and bright Africans under 30 (who make up 70% or more of most
African countries), I cannot help but wonder what is on the horizon. People are
innovating all over the continent with bio-gas, small scale hydro, wind, and solar
power. Where people have electricity, there is a massive difference in economic
activity, public services, productivity, and hope about the future. Energy is truly
a platform that affects nearly every aspect of rural life. Today, Africa is mostly
unserved by power grids but given innovation possibilities, are there not scalable
ways to introduce renewable energy to millions of people who are completely
unplugged from the global economy today?

ALEEM WALJTL, from the Google.org blog, July 9, 2008

nterprise surveys conducted in many African countries point to a number of
constraints that are slowing the emergence of vibrant, competitive business
sectors. Most obvious and immediate is the need to improve the poor quality
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of infrastructure services, power especially but also transport. Also important
are two other issues: the need to overcome the constraints imposed by small,
sparse national markets with limited competition and the need to broaden
the base of the private sector. Low competition and the split of many national
business sectors along the twin dimensions of size and productivity and eth-
nicity complicate the political economy of reform, making it less likely that
governments and business will form unified fronts to push for better business
services, greater openness, and more competition.

The problems are real, but there is room for optimism as well. On the
infrastructure side, advancing technology, partly impelled by concern about
climate change, holds out special promise for Africa. So do new approaches
toward project finance, including public-private partnerships and
approaches based on regional cooperation. In terms of policy, African lead-
ers are more pro-business than before, and they are eager to get away from
aid dependence and donor conditionality. The private sector in Africa has a
stronger voice as well—for example, it is now more common to see private
sector representatives at consultative meetings with rich country aid organ-
izations. More African leaders and members of cabinets are being drawn
from the private sector, and the concerns of this new generation, such as
high levels of unemployment, poverty, and dependence on foreign aid, are
different from those of their predecessors who were more concerned with
independence, statehood, and the maintenance of power (Emery 2003).
Moreover, businesses based in African countries are beginning to invest
across borders, creating a potential constituency that can be helpful to drive
initiatives for regional integration.

Another reason to be optimistic is the rising technocratic class in sub-
Saharan Africa that is well aware of the challenges to raising income and com-
peting globally, including infrastructure investments, regulations, and mainte-
nance. This is not the Africa of the 1970s and 1980s when many infrastructure
projects failed because of poor design and lack of capacity to regulate and
maintain services. Most countries in Africa have undergone macroeconomic
reforms and have inflation under control. Many non-resource-rich countries
have been enjoying high growth rates for over a decade (Gelb, Ramachandran,
and Turner 2007), and some, such as Ghana, are now able to borrow from com-
mercial markets. Central banks and finance ministries are run now largely by
very competent, highly trained individuals. In several countries, democratically
elected leaders have searched the world to bring the best talent back to their
countries.
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Plugging the Infrastructure Gap: Clean Energy,
Better Roads, and Regional Cooperation

The evidence on the constraints as seen by businesses discussed in chapter 2
points overwhelmingly to the need to invest in infrastructure. In particular, a
steady and reliable supply of electricity is hard to come by in many countries.!

Conventional energy investments will continue to be vital to sustain
growth in Africa. But the continent also has a unique opportunity to lead the
way for the rest of the world—to become a producer (and even an exporter)
of energy with zero net emissions of greenhouse gases, notably hydroelectric
and solar power. Countries in Africa can avoid the predicament that some
rapidly growing countries now find themselves in—rising incomes accom-
panied by a high incidence of ill health and respiratory disease caused by
severe air and water pollution.

Africa has tremendous potential for the production of various kinds of
renewable energy (OECD 2003/2004). African reserves of renewable
resources are the highest in the world (Buys and others 2007), and many
countries have a potential for solar, wind, hydro, and biofuel generation that
greatly exceeds their total energy consumption. Buys and colleagues list the
top thirty-five countries in the world that have the biggest total reserves of
solar, wind, hydro, and geothermal energy—the set includes seventeen coun-
tries in sub-Saharan Africa. Of the top thirty-five countries, Africa also has
twenty-one for solar energy, six for wind, eleven for hydro, and seven for
geothermal. Buys and colleagues show that Africa has renewable energy
reserves to meet its future needs and possibly the needs of other parts of the
world, including Europe.

Much of sub-Saharan Africa receives solar radiation of the order of
68 kilowatt-hours (kWh) per meter squared per day—some of the highest
levels of solar radiation in the world. For firms now paying upward of 15 to
20 cents per kWh for electricity that is unreliable and of low quality, the
installation of solar panels can reduce reliance upon poorly maintained grids
and would lower costs, which in turn would enable them to compete more
effectively in the global market. Solar energy generated via rooftop panels is

1. Macroeconomic analyses of the returns to infrastructure also confirm the importance of a reli-
able supply of power and roads (Munnell 1992; Calderon and Servén 2004; Demurger 2001; Can-
ning and Pedroni 1999). The lack of infrastructure has also been shown to have negative impacts on
intra-African trade, shrinking cross-country and cross-regional flows to a fraction of their poten-
tial levels (Limao and Venables 1999).
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Figure 4-1. Solar: Annual Average Latitude Tilt Map at 40 km Resolution for Africa?
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Source: Adapted from Solar and Wind Energy Resource Assessment (SWERA) of the United Nations Envi-
ronment Programme (UNEP) and National Renewable Energy Laboratory (NREL) of the U.S. Department of Energy,
Office of Energy Efficiency and Renewable Energy, 2005 (http://swera.unep.net/typo3conf/ext/metadata_tool/
archive/download/africatilt_218.pdf).

a. The latitude tilt measurement of solar radiation is the total radiation (sun plus sky and clouds) falling on a
flat plate that is angled from the ground toward the sun equal to the latitude. The sun is closer to being perpendi-
cular to the plate during parts of the year, and the overall solar resource is somewhat higher than the “global hor-
izontal” data and likely to be the most relevant for our purposes.

also less problematic in terms of the regulation and management issues that
have plagued delivery of grid-based energy by public utilities. Figure 4-1
shows the solar radiation and solar energy potential of the African continent.
In a 2007 article, the Economist argues that solar energy will become cost
effective in Africa if costs are lowered by 30 percent.?

Some types of renewable energies are the most cost-effective solutions
right now, according to a publication from the Energy Sector Management
Assistance Program (ESMAP) of the World Bank (World Bank 2006a). Given

2.“The Dark Continent,” Economist, August 16, 2007.
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its title, “Technical and Economic Assessment of Off-Grid, Mini-Grid and
Grid Electrification Technologies,” this report does not exactly jump off the
shelf. But it has particularly important implications for the private sector in
Africa. The good news in the report is that for much of Africa, where millions
of people have yet to be connected to a power grid, renewable energy may
well be the cheapest option. The report carefully costs out a variety of power
generation technologies that range from 50 watts to 500 megawatts (MW)
and that include renewable energy technologies (such as photovoltaic, wind,
geothermal, hydro, biomass-electric, and biogas-electric) as well as conven-
tional generation technologies. The costing exercise was conducted for three
periods—2005, 2010, and 2015—incorporating uncertainty and sensitivity
analyses around key assumptions. It concluded that renewable energy is more
economical than conventional energy for off-grid generation of less than
5 kW—exactly the sort of power currently needed by almost half of the
500 million people who do not have access to modern energy. Renewable
energy is also potentially the cheapest source of power for mini-grid genera-
tion. Conventional power generation still holds the advantage for large-scale
needs, but for much of sub-Saharan Africa, it is off-grid and mini-grid gen-
eration that is necessary to meet the needs of a sparsely distributed popula-
tion and to enable businesses to widen their geographic spread, especially the
smaller businesses that are unable to absorb the costs of generator power.

New research also shows that baseload-scale solar thermal power is now
lower cost than high-efficiency coal-fired power, at a carbon dioxide emis-
sions charge below the level that is set by the European Union’s new climate
action plan, and far below the level recommended by the Stern Review
(Wheeler 2008). Using carbon charges to guide project selection is increas-
ingly feasible, because new bilateral and multilateral clean technology funds
are available to finance the incremental cost gap between dirty and clean
power. The World Bank has recently launched a Clean Technology Fund, for
which the United States, the United Kingdom, and Japan have already
pledged several billion dollars. This fund must always focus on major shifts
toward clean energy as opposed to changes at the margin. In the medium to
long term, clean energy funds would have to grow tenfold in scale to handle
the emissions problem globally: the International Energy Agency estimates
that $30 billion annually will be required to close the incremental cost gap
between clean and conventional energy investments. Africa should position
itself to benefit from the opportunities created by such funds.

Firms in rich countries are increasingly engaged in research and develop-
ment of a vast array of newer, cleaner sources of power, much of which can
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be transferred to Africa. Exciting new developments include hydro, wind
power, and biofuels, such as oil from the jatropha plant. Micro hydro projects
in Africa are now providing electricity for several hundred households each,
bringing modern energy to far-flung areas. In Kenya, the community-owned
Tungu-Kabiri Micro Hydro project, located in Mbuiru, supplies 18 kW of
power and has 200 shareholders, each of whom has bought shares in the
enterprise.”> On an even smaller scale, pico hydro schemes that typically sup-
ply power up to 5 kW are also proving to be good value. In two towns in the
Kirinyaga district in Kenya, very small-scale hydro units (so called micro
hydro and pico hydro) are providing power to about sixty households each,
while substantially reducing the use of kerosene and biomass fuels (Television
Trust for the Environment 2002). These options are extremely relevant for a
continent where it is likely that the costs of expanding traditional grid-based
electricity will limit its spread to sparsely populated areas.

Dozens of firms in the United States and Europe, fueled by venture capi-
tal investments, are engaged in research and development to bring down the
cost of such renewable energy alternatives. Venture capital activity in solar
energy increased almost fourfold, from $59 million in 2004 to $308 million in
2006.* The U.S. government’s interest in the development of alternative ener-
gies, in addition to legislated emissions reductions, is creating demand that
investors see as a major incentive for investments in renewable energy
sources.” Solar efficiency has increased dramatically since the 1970s, with
accompanying declines in costs. The goal of the U.S. Department of Energy
is to make the cost of solar power competitive with the grid by 2015, and
many in the field think that that is a conservative target.° Some companies in
the United States and Australia are trying to build large-scale plants that will
store and supply base-load power on a twenty-four-hour basis at competitive
prices. Appendix 2 lists some of the venture capital-funded efforts in the
United States and other rich countries that are focused on solar energy.

Rich countries can use incentives such as tax credits to lower the risks of
technological development, speed up the production of clean technologies,
and facilitate contact between solar energy developers and relevant partners
in Africa. For example, the Overseas Private Investment Corporation (OPIC)

3. For more information about this and other hydro power projects, see Practical Action’s web-
site (www.practicalaction.org/?id=region_east_africa_energy).

4. “Bright Prospects,” Economist, March 8, 2007, citing Cleantech Venture Network.

5. Twenty-five states plus the District of Columbia have binding clean energy standards. Cali-
fornia’s recent greenhouse law requires the state to reduce its overall emissions by 25 percent by 2020.

6. “Bright Prospects,” Economist, March 8, 2007.
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has a strong tradition of providing support to the private sector and can play
a key role. In 2007 OPIC launched a program to reduce emissions from
OPIC-supported projects and to support projects that are focused on energy
efficiency and clean technology. OPIC has also announced the creation of a
private equity investment fund—the Catalyst Private Equity Fund—with a
target capitalization of $100 million to invest in projects in the water and
clean energy sector in the Middle East and North Africa. That type of market-
driven mechanism can be expanded to sub-Saharan Africa, where it can be
combined with risk insurance and financing to firms investing in the devel-
opment and provision of clean energy. In general, aid institutions can play a
key role, monitoring new developments in solar, wind, and hydro power;
facilitating the transfer of new technologies; and funding start-up and other
costs in bringing these technologies to Africa.

Large-scale hydropower projects also have the potential to meet a signifi-
cant share of Africa’s power needs. These projects continue to generate con-
troversy because of environmental and governance concerns, but there are
new best practice models that can be relied on to mitigate negative effects.
Several hydropower projects are currently under consideration or at the early
stages of development in Uganda, Ethiopia, and elsewhere that have the
potential to address Africa’s energy crisis. In 2007 the African Development
Bank commissioned a feasibility study for Grand Inga. It is the most ambi-
tious of all and seeks to vastly expand Africa’s power generation capacity by
harnessing the Inga Falls on the Congo River. Inga sends 42.5 million liters of
water pouring into the Atlantic Ocean every second—a flow volume that is
second only to the Amazon. It is estimated that Grand Inga will cost upwards
of $40 billion and generate up to 39,000 MW of electric power, supplying the
needs of many African firms and households and even possibly those in
Europe and the Middle East.”

No approach is without its concerns, however. One is the risk of increas-
ing countries’ dependence on hydropower during an era of drought and
unreliable rainfall induced by climate change. But water storage capacity is
grossly underexploited and estimated to be only about 5 percent of potential
storage levels. Increased capacity can provide considerable potential for
hydropower even in areas of variable rainfall.

Issues of governance have also been of concern in the delivery of large-
scale projects. In recent years, energy projects have had to deal with charges

7. John Reed, “The Inga Hydroelectric Plant: Coincidence Inspires Hope,” Financial Times,
November 20, 2006. p.4.
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of bribery and corruption. Multilateral institutions and individual countries
have taken action against large firms, albeit in a somewhat piecemeal fashion.
Ironically, these efforts have led to the exit of some large firms that are capa-
ble of delivering large infrastructure projects. In 2003 the world’s largest
power-producing company, AES, pulled out of the Bujagali Falls project,
resulting in delays that have left much of Uganda with rolling blackouts of
8 to 10 hours per day (Environment News Service 2003). AES’s decision was
driven in part by economic reasons, but the company also fell victim to prob-
lems of corruption; in 2003 it was alleged that AES paid, or agreed to pay,
bribes in violation of the U.S. Foreign Corrupt Practices Act. In addition, the
original contract between AES and the government of Uganda was kept
secret; when legal action forced the document to become public, civic organ-
izations complained that the payments to AES would have been greatly in
excess of what would be considered fair compensation.

Similar fates have befallen Lahmeyer International GmbH, a major infra-
structure company operating in several countries around the world, and
Acres International, a Canadian enterprise specializing in infrastructure
(World Bank 2006b, Bretton Woods Project 2004). Both companies are large
and capable of delivering major infrastructure projects. Between 2002 and
2003, both were convicted of bribery and corruption charges in Lesotho. Sev-
eral more construction and engineering firms from the United States, the
United Kingdom, Canada, and Japan currently appear on the World Bank’s
list of debarred businesses. Many firms capable of delivering on large-scale
infrastructure projects either are wary about bidding on projects in Africa or
are already on the list of debarred businesses. This reduces the number of
firms that can bid on any given project and therefore means less competition
in the construction sector.

The management of large-scale projects by national governments raises a
number of governance-related issues, including tendering and procurement
processes, the collection of tolls, and contracts for maintenance of roads and
power plants. Some may be pessimistic about the capacity of African govern-
ments to manage these administrative functions well. However, new best
practice models are available to governments and investors (such as the Nam
Theun 2 hydroelectric power project in Laos) as well as a vast amount of
technical capacity from multilateral institutions such as the World Bank and
the African Development Bank. In addition, moving to a regionally coopera-
tive project base could secure a degree of separation from national political
pressures and so help in containing corruption. It may seem that national
governments lose a degree of sovereignty in regional investment projects that
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are backed with large amounts of international funding. But it is important
to keep in mind the benefits that come with these projects—good project
design using the lessons of best practice can create layers of safeguards as well
as more transparent and rigorous methods of procurement, distribution,
maintenance, and pricing of services. Agreed tariff policies should be imple-
mented vigorously, and competitive bidding, in the most transparent manner
possible, must be the focus of all infrastructure projects.

Concerns about resettlement due to the loss of homes and farmland and
the destruction of environmental assets, including the loss of habitat for
wildlife, are indeed serious. But they can be addressed by consultative
processes, involvement of community organizations at every stage of design
and construction, and external monitoring by relevant agencies. The Nam
Theun 2 project serves as a good example of this process.® On the basis of an
extensive, multiyear consultative process, this 1,070 MW hydropower project
has a number of environmental and social safeguards to protect the people
affected by the project and to preserve the biodiversity in the area (Asian
Development Bank 2007). Although not based in Africa, the Nam Theun 2
project can serve as an important model of learning from outside the region,
especially for the design and planning process for large-scale infrastructure
development. Governance and environmental concerns can and do coexist
with infrastructure development, but we can mitigate them by learning from
experience and best practice models, both from within Africa and from other
regions.’

The New Partnership for Africa’s Development (NEPAD) has placed high
priority on the need to build infrastructure, including projects on a regional
basis, and end Africa’s power crisis. NEPAD recently held a roundtable on
Grand Inga, which attracted 120 participants from the public and private sec-
tors, regional institutions, utility companies, nongovernmental organiza-
tions, civil society, and the media. In 2006 NEPAD launched its Infrastructure

8. See www.namtheun2.com.

9. Many of the locations that would be ideal for road or power projects in Africa are also of great
importance from a conservation point of view. But detailed information is now available that can
substantially mitigate the effects of new construction. A database compiled by the Global Environ-
ment Facility, the World Bank’s Development Research Group, and the World Conservation Union
contains information about habitats and other data relating to 5,329 amphibians, 4,612 mammals,
and 1,098 endangered birds. These data enable the overlay of biodiversity maps with potential road
networks to identify sensitive zones (Buys, Deichmann, and Wheeler 2006). International agencies
and individual governments can tap into the scientific community’s considerable expertise on bio-
diversity to ensure that conservation planning is a mandatory component of infrastructure projects
in Africa.
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Investment Facility (NIIF)—a private sector—led initiative to raise domestic
financing for infrastructure projects. NEPAD is also encouraging the growing
effort to raise funds for private investment in infrastructure. It includes six
main areas—advisory services (help individual clients to bid, develop, and
construct infrastructure projects), capacity building (conduct training
courses, workshops, and seminars to increase the understanding of private
participation in infrastructure development), clearinghouse for information
(collect and disseminate information on opportunities for investment), advo-
cacy (NIIF would advocate that governments open up infrastructure projects
for private participation), collaboration (work with other technical assistance
providers), and outreach (reach potential developers as well as government
agencies, international institutions, and so on). NIIF is an outcome of dis-
cussions of the Africa Business Roundtable, a private sector forum that is well
aware of the burden of poor roads and inadequate power supply.

There is potential to address the transport bottleneck as well, especially
with strengthened regional cooperation. Buys, Deichmann, and Wheeler
(2006) make a compelling argument for the creation of a major road network
in sub-Saharan Africa, estimating that a network of roads connecting all sub-
Saharan capitals and major cities with populations of 500,000 or more would
result in an expansion of overland trade by about $250 billion over fifteen
years, with both direct and indirect benefits for Africa’s rural poor. They point
out that overland shipments between South Africa and Nigeria—the two
largest economies in Africa—are almost nonexistent because of the very poor
quality of roads in transit countries such as the Democratic Republic of the
Congo. Figure 4-2 presents the transnational road network proposed by Buys,
Deichmann, and Wheeler along with the transcontinental corridors proposed
by the African Development Bank.

Are such ambitious schemes viable? For a gain of $250 billion in trade, it
does not seem difficult to justify road upgrading, even at a substantially
greater cost than the $20 billion and a further $1 billion in annual mainte-
nance estimated by Buys, Deichmann, and Wheeler. Financing mechanisms
similar to those proposed above for power (for example, from OPIC) could
also facilitate the development of a transnational road network on the African
continent, bringing together American construction companies and African
governments. Furthermore, road construction is labor intensive, and a
transnational upgrading could generate much-needed jobs across several
African countries.

Investments in roads should be sensitive to the need to preserve biodiver-
sity and wildlife habitats and also include efforts to improve road safety.
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Figure 4-2. A Proposed Transnational Road Network

OXRAR KHARTOUM

Capials and Cies
with Population abowe 500,000 r :‘

Trarm - AMrican Rosd Network

= ADB Proposed Comidors

Source: Buys, Deichmann, and Wheeler (2006).

Africa is estimated to have a very high road death rate relative to the size of its
vehicle fleet—10 percent of global road deaths with only 4 percent of global
vehicles (Jacobs and Aeron-Thomas 2000). This may partly reflect the fact
that only 12 percent of roads in Africa are paved, but safety issues have in gen-
eral received little attention or funding. As interest in infrastructure is grow-
ing and new players enter the picture, it is very important that road con-
struction reflects safety concerns and that every available technology be
considered to reduce the rate of death and injury on African roads.
Together with small-scale local power generation using new technologies,
regional cooperation is therefore likely a key to easing infrastructure con-
straints.'® But an active thrust toward regional cooperation requires, in the
first instance, governments wanting to collaborate and, in the second, support

10. The G-8 and partners launched the Infrastructure Consortium for Africa in 2005 to ensure
that financing is available for infrastructure, but funding levels (while rising) are still below the lev-
els reccommended by the Commission for Africa and the High Level Panel Report of the African
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from donor institutions now structured to operate at country, rather than at
regional, level. One example of successful cooperation is the West African
Power Pool, in which collaborating governments have successfully given up
some decisionmaking power so that the supply of electricity can be maxi-
mized on a regional basis."" Under the umbrella of the Economic Community
of West African States (ECOWAS), heads of state meet periodically to set the
terms of the regional electricity generation and distribution system. In many
ways, this type of investment in large-scale infrastructure is more likely to
succeed than efforts that come with less money, less international attention,
and fewer safeguards.

Many donors are heavily focused on country-level programs within which
incentives to encourage regional cooperation have been minimal. Several
years ago, IDA (the World Bank’s soft loan facility) introduced a regional
project component to its funding. Energy and road projects are well suited to
this new funding window, which can supply two-thirds of the funding for
regional projects to complement allocations of funds from country aid
envelopes. This type of funding, therefore, creates a strong incentive for
national governments to cooperate. Resources for the regional component of
IDA can also be used to help with grid management and with regulatory
reform connected to traditional utility provision. Other donors could simi-
larly strengthen the regional components of their programs, sending a strong
signal by rewarding cooperative countries. Donor institutions can go further,
however. In addition to introducing regional funds, they could also allocate
part of their own operating budgets to multicountry projects on a matching
basis to further provide incentives to encourage country units to collaborate
on the development of regional projects.'

Even with improved fiscal management and aid, public funding will not be
enough to plug Africa’s infrastructure gap. Governments must also make

Development Bank (2007). At a recent meeting, the Infrastructure Consortium for Africa con-
cluded that infrastructure needs are on the order of $38 billion per year, about two-thirds of which
is required for the energy sector (ICA 2008). In 2007 consortium members committed about $10 bil-
lion in infrastructure funding. The EU-Africa Infrastructure Trust Fund, launched in 2007, is also
receiving pledges from several EU member states.

11 For further information, see its website (www.ecowapp.org).

12. Regional funds from IDA hold particular promise because they can be used for projects
such as the ones described above. But none of this is easy, and not just because of the scale of these
projects. The World Bank Group and other aid institutions, including the African Development
Bank, are largely geared to serving the national level. The World Bank, for example, is mostly organ-
ized along country units, with budgets allocated to country directors to fund work on national pro-
grams. Although this has many advantages, getting managers to work collaboratively across country
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every effort to develop public-private partnerships to attract capital for the
funding of infrastructure projects. Public-private partnerships (PPPs) are
often mentioned as key to improving services and infrastructure in sub-
Saharan Africa, where government capacity and revenue can be too limited to
support the volume and size of needed investments (Farlam 2005). The
opportunity to leverage private expertise and share project risk is attractive in
many ways, but governments cannot expect PPPs to be the magic bullet. As
with any project, corruption during tendering, implementing, and monitor-
ing can make a viable project turn bad very quickly. And ensuring appropri-
ate tariffs, project terms, and regulatory conditions is as essential as it is com-
plex. Despite these difficulties, successful PPPs in sub-Saharan Africa show
that they are useful instruments, provided that the project, responsibilities,
and expectations are clearly defined.

African governments are fortunate that the global economy is creating
large pools of savings seeking suitable investments. During a recent speech,
World Bank president Robert Zoellick noted that sovereign wealth funds held
an estimated $3 trillion in assets and argued that “if the World Bank Group
can help create the platforms and benchmarks, the investment of even one
percent of their assets would draw $30 billion to African growth, develop-
ment, and opportunity” (Zoellick 2008). The World Bank and other actors
can facilitate such investments in infrastructure by devising new and better
instruments for underwriting and reducing risk for investments in so-called
frontier markets. There is a good base to build on: The record of IDA and
IBRD partial risk guarantees, discussed further below, suggests that public
funding can be structured to leverage-in far greater volumes of private capi-
tal; the leverage ratio for these operations has averaged almost 10:1.

What about the maintenance of road and power projects? This is often cited
as a bigger challenge than building infrastructure, but there are two reasons to be
optimistic: the development of better-practice models for road construction and
maintenance and the rise of a technocratic class in many African countries.
Maintenance can be included in construction contracts, outsourced to inde-
pendent providers, or contracted in other ways based on competitive bidding.
User charges can also play a role in funding maintenance costs. Funding for

lines can be difficult; for staff, it means reporting to multiple country directors as well as to other
managers. In sum, there are limited incentives to launch regional projects and to press for countries
to collaborate. Disbursement rates on commitments to regional projects also appear low, and this
may be due partly to such coordination problems and bureaucratic hurdles. While the main impe-
tus needs to come from the countries concerned, the shareholders of aid organizations should con-
sider how they can further reinforce internal, as well as country, incentives to cooperate.
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infrastructure projects, no matter the source, must include mechanisms by
which maintenance costs can be met, with these costs acknowledged upfront
and provided for when the infrastructure contract is signed. One way to encour-
age competitive bidding is for maintenance projects to be bundled regionally,
thereby providing enough scale to interest a large number of bidders.

The final potential success factor on the infrastructure front is the emerg-
ing role of China and potentially other middle-income countries such as
India. Will China (and potentially India) step in to fill the infrastructure gaps
in Africa? Despite the attention this question is getting, it is still quite difficult
to predict how much will be achieved. China has indicated a strong interest
in delivering infrastructure projects in Africa, often in exchange for natural
resource concessions. Letters of intent have been signed at high-level public
events; for example, in Nigeria, China has agreed to finance and build a
$1.5 billion, 2,000 MW plant on the Mambila Plateau in exchange for oil
exploration rights. Similar deals, involving oil or mineral resources, have been
made between China and host country governments in Angola, Ethiopia,
Sudan, Zambia, and Zimbabwe. Appendix 3 lists ongoing and proposed Chi-
nese investments that reflect a strong interest in infrastructure. India also is
interested in Africa’s oil reserves and has entered into agreements for infra-
structure development in Sudan.

The role of China in Africa is beyond the scope of this work. But it is
worthwhile to take a look at what China has done in the area of infrastructure
investments. Detailed data on the activities of Chinese firms have been col-
lected by at least two organizations—the Organization for Economic Coop-
eration and Development (Goldstein 2007) and the Centre for Chinese Stud-
ies at Stellenbosch University in South Africa (Centre for Chinese Studies
2006). These studies shed light on countries in which China has become a
major investor, including Zambia, Angola, Ethiopia, and Sierra Leone. The
data show that infrastructure-related projects carried out by Chinese firms
rely heavily on financing from China, that sometimes they are not competi-
tively bid, and that they use labor from China and the host country in about
equal measure. Management of the projects is, not surprisingly, carried out
by the staff of the Chinese firm rather than by local staff.

At this point, we do not have sufficient information to determine what is
actually happening on the ground. There are daily reports in African news-
papers about new projects that will be undertaken by the Chinese govern-
ment, but many of these projects have yet to take off. There is some evidence
that Chinese investors are running into many of the same problems that
other foreign investors encounter. Take the case of Zambia. The Zambians
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have made a concerted effort since 2003 to attract Chinese financing.
Despite this, only one hydropower project had been completed as of 2007—
the Kariba North dam. This is not to say that investment is not moving for-
ward. In the construction sector in Ethiopia and Angola, for example, there
is a large and visible Chinese presence. But in Angola, which has been a main
target of Chinese interest, given its oil reserves, less has happened than was
previously anticipated. Some fairly large-scale road construction projects
have begun, but recently the Financial Times reports that several projects
have been stalled, downsized, or simply never started. China has run into
some of the same problems that other countries and donor agencies have
encountered, such as unforeseen delays and cost overruns. Recently, the
Angolan government revised estimates of its lines of credit from China
downward by two-thirds."?

In the medium-to-long run, China, and potentially other middle-income
countries, probably will make a considerable contribution to the enormous
task of infrastructure building. At present, its companies are certainly pro-
viding stiff competition for the traditional contractors for infrastructure,
something that is potentially to Africa’s advantage. But for now, one should
be patient in assessing China’s performance in Africa. The popular fear about
China and its motives in Africa vastly exceeds knowledge of actual events.

Regional Integration: Wider Markets, Increased Economic Density,
and Greater Competition

Infrastructure is not the only argument in favor of regional or pan-African
economic ties. The surveys suggest that in terms of opening up space for
greater competition, and also potentially for increasing economic density,
regional integration of markets in Africa can play a significant role.

Regional integration of markets and the accompanying harmonization of
customs, regulations, and trading rules will expand the size of the market and
the number of firms in the marketplace. This will reduce firms’ market shares
from their currently very high levels, making it harder and less worthwhile for
any given domestically entrenched enterprise to invest resources to retain
market share. Regional integration might also meet with less resistance as
opposed to further trade liberalization if local firms perceive that additional
profits may be made in a larger regional market.

13. Alec Russell, “Infrastructure: Big Projects Fall behind Schedule,” Financial Times, January 24,
2008, p. 3.
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An expanded regional market that is not dominated by any single govern-
ment or firm and in which the gains from entry are potentially larger relative
to the costs of establishment may also make it easier for new firms to enter the
picture. This will impact economic density as well as increase levels of com-
petition. To the extent that they present a new opportunity to increase the size
of the market while attracting new entrants, regional reforms may be easier
to implement than some other types of reforms.

Regional integration could also spur greater competition for investment,
not only between national governments but among subnational govern-
ments. In much of East Asia, competition has been a hallmark of develop-
ment, not only among firms but also among national and local governments
vying for investment and seeking to overtake competing jurisdictions. In
China, for example, from the early years of reform onward, communities
have competed vigorously with each other for investors and resources (Byrd
and Gelb 1990). States and regions continue to benchmark their performance
against each other and compete.' States in India are now also beginning to
compete for investment and new business.

How can such competition be unleashed in Africa, where most jurisdic-
tions have a low density of economic activity? In addition to the opening of
regional markets, which will help to establish a wider range of benchmarks,
fiscal arrangements might be reviewed to encourage active competition—at
present, in contrast to China, they provide limited incentive to municipali-
ties to compete. This could include introducing municipal incentive funds
that are based on a municipality’s success in attracting investors, as well as
competitions offering prizes and free publicity to successful municipalities.
Performance-based incentives could also be considered for key providers of
business services, such as port management and customs and tax adminis-
tration. These would need to be based on a combination of fiscal revenue
targets (when appropriate) and business-related performance indicators,
such as clearance or transit time. None of this will happen, however, unless
national governments themselves are convinced of the need to become
regionally or globally competitive.

Broadening the Base of the Private Sector

In his seminal work on Africa published over two decades ago, Robert Bates
provided several reasons for why governments were slow to pursue market-

14. For the example of Singapore and Johore province in Malaysia, see Kassim (2006).
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based reforms (Bates 1981). Despite decades of donor advice and some sig-
nificant reforms, it is still relatively difficult to find policymakers who really
trust markets to deliver results; given the choice, governments often prefer a
regulatory or administrative solution (Emery 2003). Governments are some-
times concerned that liberalizations or reforms will benefit already en-
trenched business groups. In other cases, of course, they may be concerned
that reforms are potentially threatening to the position of the relatively few
large businesses, which often have large market shares and long-standing
relationships with governments.

How can governments be convinced that a broad-based, relatively unfet-
tered private sector is both possible and in their interest? As noted above,
some governments have tried drastic measures to curb the rights of minority
entrepreneurs, but these have not resulted in viable opportunities for indige-
nous entrepreneurs. Others fear the emergence of a private sector that will be
“unmanageable,” but experience from around the world suggests that a more
competitive private sector will not immediately translate into a threat to who-
ever is in office. Available evidence shows that for the most part, reforms to
promote private sector development have led, at least in the early stages, to a
proliferation of small and medium-size firms in countries such as Taiwan
and Malaysia. These firms are hardly a challenge to political incumbents and
indeed are probably less likely to lead to political problems than systems that
foster the rise of a small, wealthy class of tycoons and the continued domi-
nance of a minority ethnic group.

A first point to emphasize is that reforms that benefit a large number of
firms, such as licensing reforms, the abolition of “nuisance taxes” and regula-
tions that serve only to make firms more vulnerable to harassment, and
improvement of the functioning of financial markets (including setting up
credit and asset registries, which seem to be potentially important in widen-
ing the access to finance), should be pursued as energetically as those focus-
ing on trade, which may be seen as benefiting importers and larger exporting
firms more than anyone else. Benchmarking regulatory performance in these
areas can be helpful. Tax regimes, too, need to be reviewed to ensure equity.

Strong links can be created between institutions carrying out systematic
research on the business climate and public-private consultative groups
tasked with recommending approaches to reforms and contributing to the
design of reforms. This can help to ensure a substantive agenda of reform that
is underpinned by sound analysis.

The “network effect” within minority ethnic groups may be of particular
significance in Africa, as information flows and contract enforceability are
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weak in much of the region. Minority entrepreneurs within a network have
greater incentive to stick to their contractual obligations since members of the
network will monitor contracts and inflict penalties for violations. Indigenous
entrepreneurs who are not operating within a network are not bound by these
types of enforcement mechanisms, nor are they able to generate enough cred-
ible information to enable them to access trade credit and other resources.
Members of the network have detailed knowledge of each other’s firms and
the characteristics of the owners and managers; this enables a positive flow of
credit, technology, and other resources on terms that are unavailable to firms
outside the network.

In these conditions there may be a concern that the real beneficiaries of
reforms will be a small group of entrenched firms, often composed of ethnic
minorities. Some populist governments have in the past sought to penalize
ethnic minority groups to promote indigenous entrepreneurs, but the under-
mining of confidence in the business sector has made such efforts very costly
and counterproductive. Efforts are therefore needed to help indigenous busi-
nesses and create alternative, competing networks. These concerns can be
addressed with interventions that will help small domestic investors operate
sustainable businesses.

One essential component will be higher education. The surveys show that
university education is significant in determining the performance and rate
of growth of indigenous businesses. This result may partly reflect the role of
education in easing entry into a network of business professionals that
serves as an alternative to ethnic minority networks. Access to a network
may enable the flow of information—about business performance, charac-
teristics of the entrepreneur, and other vital data that enable lending, the
supply of trade credit, and the transfer of technological know-how. If this is
the case, it points to the need for more and better education, whether it
comes through formal educational institutions or some other type of train-
ing directly related to business-specific skills. It might also be in the form of
workshops or entrepreneurial boot camps. Enhancing local capacity to pro-
vide such training should be an important objective. Outside of South
Africa, African business schools are generally much in need of skills
enhancement and curriculum development. Initiatives such as the Global
Business School Network (GBSN) that seek to build the capacity of selected
African business schools by bringing them together with leading business
schools in industrial countries can play a role. Until recently, for example,
there were no African business cases to provide teaching materials; under the
auspices of the GBSN, case writers have been trained and sets of Anglophone
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and Francophone cases have now been produced and are in active use in
East and West Africa."

Is there scope for affirmative action in the African context? Countries such
as South Africa and Zambia have launched major initiatives, such as the Black
Empowerment Act, to address the huge gaps between the indigenous and non-
indigenous populations. Several other countries, including Liberia, are con-
sidering legislation that would grant certain groups preferential access to
loans, equity, and services. But is this a good idea? A detailed discussion of
affirmative action is beyond the scope of this book. But it is worth noting a
recent paper from the Brenthurst Foundation in South Africa. It discussed
Malaysia’s efforts in this area and concluded that affirmative action may have
some relevance, if implemented according to strict guidelines (Stead 2007).
The Malaysian program stressed participation in, rather than control over, the
economy by the indigenous population, thereby making its programs more
viable. But in the end, it has not increased participation by all that much.
Malay ownership in the local economy stood at 18.4 percent in 1990 in con-
trast to the goal of 30 percent. Steve Stead argues that there should be a clear
time limit on such programs and that they often “run the risk of becoming
divisive and self-defeating.” Writing in the context of South Africa, he con-
cludes that securing commitment of the nonindigenous population to the
future is at least as important as attempts to increase local ownership. Capital
flight at the first sign of trouble is suggested to be perhaps the most damaging
aspect of the current ownership pattern in South Africa and elsewhere.

Another option to encourage domestic investors could be to make avail-
able more broadly some of the programs that have been used to encourage
foreign investment. Partial risk guarantees from the World Bank and IDA
have been used for the last decade to facilitate private investment in large
infrastructure projects. Experience from twenty-eight projects around the
world suggests that leverage ratios are quite high, with total guarantees of
$2.9 billion catalyzing private capital of almost $30 billion, for an average
leverage ratio of close to 10:1. Examples in Africa include Azito Power and the
West Africa Gas Pipeline.'® In such operations, aid can be used to enhance

15. For more information on business school development in Africa, the reader is directed to the
Management Education & Research Consortium, which works in partnership with members of the
Global Business School Network and the Association of African Business Schools. See its website
(www.mercnetwork.org/).

16. The Multilateral Investment Guarantee Agency’s Africa portfolio has also been growing rapidly.
Twenty-one contracts totaling $180 million were concluded in 2006, many in traded goods sectors such
as agribusiness, manufacturing, and tourism. Programs have also been initiated to use guarantees to
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credit quality by providing a “first loss” reserve that enables private insurers
to provide cover at lower cost.

An essential step in leveling the playing field would be to offer partial risk
guarantees to domestic investors on an equal basis with external investors,
including long-term savers like pension and insurance funds. Except possibly
for the repatriation of investment and profits, most of the contingencies cov-
ered by a partial risk guarantee, such as expropriation and government failure
to fulfill contractual obligations, apply equally to domestic and foreign
investors. That would require developing an appropriate process to deal with
covered domestic investments, a step that would not seem to be insuperable.
For example, domestic pension and insurance funds might be covered through
the syndication of their financing with that of covered external investors. Wider
application would likely require specific arrangements with governments on
the treatment of covered domestic investors.

Partial risk guarantees could also be broadened to include “service guaran-
tees,” which also would be available to domestic and foreign investors on an
equal basis. Under such an approach, countries implementing reforms in key
areas such as power, customs, licensing, and so on, would commit themselves to
service standards. Firms could purchase insurance against service failures, per-
haps not on an individual basis (since that would invite moral hazard) but on
the basis of overall performance. These contracts would be underwritten by risk
guarantee programs, possibly funded by donor countries through international
financial institution (IFI) programs. Widespread or persistent failure to provide
business services to agreed standards would then activate the guarantee. This
would do more than just compensate firms for lost business. It would force the
question of business service standards to become a priority topic of discussion
among policymakers. The guarantees would then serve two purposes: to provide
risk mitigation for investors and to strengthen the credibility of reforms in the
business environment and of performance-based government.

How might such guarantees work? Although they are a form of insurance,
service guarantees could not be implemented like political risk guarantees:
the transaction costs of such an approach would be prohibitive because they
would cover large numbers of businesses, providing relatively small payments
against periodic service lapses. Using available data, governments and firms
would need to reach a consensus on the most serious impediments to invest-
ment and the effective operation of existing businesses. These might include

increase the volume of trade credit, an area of particular interest for smaller firms not able to tap into
existing networks.
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the unreliability of power supply, slow port and customs clearance times for
imported inputs and for exports, long delays in rebating import duties or
VAT to exporters, and poor security.

Donors may already have projects that address these areas. A private sec-
tor program, encompassing all of these projects, would aim for an agreed set
of performance standards, between the private sector and the government,
and systems for monitoring performance. Some services can be benchmarked
against international norms. Businesses, perhaps starting with those in export
processing zones (EPZs), would be offered the opportunity to purchase ser-
vice guarantees. The guarantee would not insure against lapses in service pro-
vided to that particular business; it would insure against lapses in average
service provided to firms in general (perhaps starting with those in EPZs).
This is necessary to avoid moral hazard and also to simplify monitoring.

To ensure that firms would not be able to profit just by betting on the per-
formance of government, payouts would be subject to two ceilings, one related
to the level of insurance purchased by a firm and the other to the volume of
sales or exports. Monitoring would be on a monthly basis; it would be part of
the performance agreement between government and the responsible min-
istry underpinning the private sector program; and it would be reviewed by a
tripartite commission representing government, the private sector, and the
funding donors. Lapses in performance beyond specified levels would trigger
automatic compensatory payments to covered businesses. For firms in an
EPZ, for example, these could be provided simply in the form of rebates on
rent, fees, and other service charges. In cases of extreme nonperformance, fees
inclusive of rebates would be negative. Only in truly extreme cases (for exam-
ple, war or severe natural disasters) would the service standards be waived.

Compensatory payments above the levels of funding provided by the pre-
miums would be provided from a fund guaranteed by donors through a com-
ponent of the private sector operation. Total liability would be capped at a
multiple of the total payments by firms that would be accepted in a given
operation (for example, total liability of up to ten times the premiums) and
a limit set on the term of the guarantee program (about ten years). Calls on
the guarantee facility would trigger a government counterguarantee to the
donor (for example, if to World Bank, this would be funded by an IDA credit
that would come out of the country allocation).

This type of program could offer several potential benefits to the private
sector. By forcing governments, businesses, and donors to focus on service
delivery results, it would provide a framework for capacity building and
investment. Without picking winners, it could play a role in encouraging
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investment, especially in export-oriented activities, and could serve as an
important signal to potential investors that the private sector is taken seri-
ously by the government. Most important, it would enhance the level of pol-
icy dialogue and reform in the business environment area by restructuring
accountability, ensuring that governments and development partners bear
some real accountability for poor implementation of programs in this area.
Even if firms do not sign up for the program in large numbers, many of its
purposes are served—with performance shortfalls, small guarantee payments
are made, performance lapses are documented, and the issue is pushed to
high levels of policy dialogue.

Conclusion

Africa’s infrastructure needs pose an enormous and urgent challenge. Rather
than focus on conventional, national-level investments in power and roads, we
argue that large-scale investments made under regional cooperation agree-
ments will yield the greatest benefits. Africa’s vast potential for renewable
energy sources suggests another avenue as well—very small-scale technology
to harness solar and hydropower that will power villages and small towns
without having to rely on a public grid. Finally, a transcontinental road net-
work has the potential to increase overland trade within the continent itself.

The base of the private sector remains very small and must be broadened
to sustain a vibrant business sector and a middle class. To achieve this, we
propose that commonalities of purpose be identified and be used as the basis
for merging the various business forums that currently exist in any given
country. The business-government dialogue can be strengthened by such
convergence, and real gains can be made against the constraints faced by the
private sector. Investments in education, especially to build entrepreneurial
skills, are also important to build a broad-based private sector.

Finally, rich countries must support the efforts of individuals and govern-
ments, but they must also do no harm."” Large amounts of aid can lower the
need for private sector reforms because they can be seen as replacements for
tax revenues that would otherwise be generated from the private sector. In the
longer term, dependence on donors can lead to real disincentives to reform
and grow. Rich countries need to balance this problem with the need to pro-
vide financing in critical areas such as infrastructure and training.

17. Birdsall (2007).
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Table A-2. Probit Estimations of Access to Credit

All businesses Indigenous
Current Trade Current Trade
loan Overdraft credit loan Overdraft credit
Intercept —1.471%** —1.28*** 0.08 —0.94%** —1.70%** -0.24
(0.211) (0.216) (0.204) (0.246) (0.263) (0.230)
Log(workers) 0.32%** 0.34%** 0.16%** 0.31%** 0.39%** 0.17%**
(0.034) (0.035) (0.033) (0.050) (0.053) (0.046)
Log(firm age) -0.07 0.03 0.05 —-0.05 0.02 0.07
(0.049) (0.051) (0.045) (0.066) (0.069) (0.056)
University 0.07 0.21** 0.04 -0.01 0.27** 0.07
education (0.078) (0.082) (0.072) (0.099) (0.105) (0.086)
Indigenous —-0.23%**  0.21** —0.23%** — — —
(0.085) (0.085) (0.080) — — —
Own land 0.42%** 0.30*** 0.05 0.40%** 0.22%* 0.08
(0.074) (0.078) (0.069) (0.098) (0.105) (0.084)
Burundi 0.17 -0.20 —1.17%** -0.14 -0.30 —1.18***
(0.186) (0.193) (0.193) (0.221) (0.235) (0.229)
DR Congo —1.17%** —1.50%** —1.20%** —1.48*** —1.74%** —1.03***
(0.200) (0.221) (0.173) (0.272) (0.350) (0.212)
Uganda —0.70%** —1.06%** —0.61%** —0.91%**  _1.16***  —0.57**
(0.156) (0.164) (0.151) (0.192) (0.210) (0.182)
Angola —1.65*** —1.97*** —1.45%** —2.08*** —2.01*** —1.48***
(0.220) (0.277) (0.174) (0.287) (0.344) (0.205)
Swaziland —0.56%** -0.19 0.19 —0.55%* -0.30 0.16
(0.207) (0.207) (0.217) (0.262) (0.274) (0.270)
Namibia -0.11 0.43** 0.29 -0.13 0.59%** 0.27
(0.181) (0.181) (0.190) (0.225) (0.230) (0.231)
Rwanda 0.19 -0.32 —1.20%** 0.21 -0.24 —1.14%**
(0.218) (0.219) (0.222) (0.262) (0.263) (0.265)
Tanzania —0.57*** —0.84*** —0.70%** —0.81***  _0.81***  _0.76%**
(0.155) (0.160) (0.152) (0.197) (0.208) (0.189)
Kenya 0.24 0.06 0.17 0.18 0.04 0.22
(0.144) (0.148) (0.151) (0.196) (0.205) (0.200)
The Gambia -0.42 0.07 —0.87%** —0.54% 0.23 —0.75%**
(0.283) (0.271) (0.267) (0.312) (0.301) (0.293)
Guinea —1.08%** —0.80%** —1.01%** —1.62%**  —0.88***  —0.96%**
(0.225) (0.210) (0.180) (0.297) (0.250) (0.208)
Mauritania —0.43** —0.47** —-0.35% —0.58** —0.43* -0.27
(0.203) (0.206) (0.194) (0.232) (0.240) (0.221)
Food -0.05 -0.07 -0.07 -0.01 0.08 -0.03
(0.091) (0.095) (0.086) (0.122) (0.130) (0.108)
Textiles and —0.37*** —0.39** —0.471%** -0.26* -0.02 -0.42
garments (0.110) (0.114) (0.104) (0.151) (0.161) (0.134)
Wood and -0.26%** -0.18 -0.14 —0.32** -0.03 -0.15
furniture (0.110) (0.115) (0.097) (0.136) (0.145) (0.115)
Metal 0.01 -0.02 -0.05 -0.15 -0.09 -0.17
(0.122) (0.129) (0.113) (0.165) (0.178) (0.137)

(continued)
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Table A-2. Probit Estimations of Access to Credit (continued)

All businesses Indigenous
Current Trade Current Trade
loan Overdraft credit loan Overdraft credit
Log likelihood -907.5 -819.57 -1100.5 -537.21 —465.72 -767.28
N 2,026 2,026 2,022 1,395 1,395 1,395

Source: Authors’ calculations.

***Significant at the 1 percent level; **significant at the 5 percent level; *significant at the 10 percent level.
DR Congo = Democratic Republic of the Congo.

— Not applicable.

Table A-3. Econometric Estimations of Growth

Growth rate Size at start
All All
Variable businesses Indigenous  Minority businesses Indigenous  Minority
Intercept 0.26%** 0.245%** 0.272%** 2.097%** 1.668*** 2.4871%**
—-0.012 -0.014 —-0.03 —0.146 -0.137 -0.423
Log(employment —0.034***  —0,004***  —0.024***
at start) —0.002 —0.003 —0.003
Log(firm age) —0.050%**  —0.042%** 0.062%**
—0.002 —0.003 —0.005
Log(years of 0.059%* 0.101***  —0.025
experience) —-0.027 —-0.029 —0.061
Foreign ownership 0.015*** 0.020%** 0.008 0.178*** 0.208*** 0.191*
—0.005 —0.009 —0.008 —0.065 —0.093 -0.11
Secondary education -0.011 —0.006 —0.032 0.013 0.068 —0.632
—0.007 -0.007 —0.026 —0.081 -0.075 -0.373
Vocational education —0.001 0.001 0.6416 0.041 0.105 —0.584
—0.006 -0.007 —0.025 —0.078 -0.073 -0.366
University education 0.011* 0.013* —-0.002 0.476%** 0.441***  —0.009
—0.006 —0.007 —0.024 —0.076 -0.072 -0.349
Postgraduate degree 0.018*** 0.022%** 0.001 0.856%** 0.854*** 0.391
—0.008 -0.01 —0.024 —0.091 -0.101 -0.355
Overdraft 0.03%** 0.031%** 0.029%** 0.461%** 0.408%** 0.503***
—0.005 —0.006 -0.007 —0.056 —0.065 -0.104
Indigenous —0.021%** —0.555%**
—0.005 —0.062
Food 0 —0.004 0.004 0.212%** 0.185%** 0.217*
—0.005 —0.006 —0.008 —0.059 —0.065 -0.12
Textile and garments -0.001 -0.012* 0.003 0.054 —0.265*** 0.661%**
—0.006 —0.007 -0.01 —0.069 —-0.076 -0.146
Wood and furniture —0.006 -0.01 0 —-0.027 —-0.105 -0.104
—0.005 —0.006 —0.013 —0.066 —0.068 -0.186
Metal working —0.004 —0.009 0.003 0.003 -0.116 0.165
—0.006 —0.008 —0.012 —0.078 —-0.083 -0.181
N 2,025 1,417 601 2,029 1,420 602
Adjusted R squared 0.3317 0.3508 0.3307 0.2964 0.2247 0.1681

Source: Authors’ calculations.
***Significant at the 1 percent level; **significant at the 5 percent level; *significant at the 10 percent level.
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