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Executive summary

This article focuses on the institutions in thevpte sector for the country case study of
Tanzania. It continues on a previous line of deladeut the disconnect between the macro
performance and the micro level outcomes, whileding on the response of the firm sector
to the improvement in the macro environment. ltwdraon broadly similar, but largely
unconnected, schools of thought in economics amiblegy to generate an analytical
framework that is able to explain the muted respasfsthe firm sector and the heterogeneity
of firm performance. It probes into the underlyogferminants of firm performance that can
be found in the institutional and social environtner the firm and it looks into the
disconnect between the formal and informal insong. It concludes that support activities
by outsiders - whether government, official donorspon-governmental organisations - will
only succeed in fostering a positive firm respoifislee scope of activities is broadened from
strengthening formal institutions such as businesganisations towards influencing the
informal institutions that constitute the “play tdfe game” such as norms, trust, networks,

collective action and propensity to innovate.

Introduction

Tanzania is hailed these days for the rapid tuonrzdt in the nineties towards an ambitious
social and economic reform program. The improvenretite macroeconomic situation in
recent years is astonishing. Over the period 189904 growth rates of 4% and 5% p.a. in

real terms were attained, whereas the growth natteei early nineties was a meagre 2% p.a.

The rapid growth rate is mostly accounted for hyrigm, mining and other services. In fact
the export revenues boom largely due to high denframd China. Mining constitutes 3% of
GDP and grows with 14% p.a.. Growth in the agrimalt sector, which constitutes 50% of

GDP, remains at just 3% p.a.. During the same @ehe firm sector responds lukewarm to

the improved macroeconomic environment.

In a previous article by Eeckhout and Dekker (208&)ut the micro-macro linkages in
Tanzania, the evolution in the poverty situationha individual household was put centre
stage. In that article the poverty situation wascdbed on the basis of statistics from the
household budget survey (HBS). The HBS of 1991caieid 39% lived below the basic-
needs-poverty line. According to the HBS in 2001 years later this was reduced to 36%. In

terms of food poverty lines the respective statistiere 22% and 19%. Demombynes and



Hoogeveen (2004) argued that in the past decadamovement in the poverty situation did
occur, but that the effect was muted because aadee in poverty at the beginning of the
decade cancelled out the decrease in poverty bgrtief the decade. Conversely, Eeckhout
and Dekker (2005) argued that the improvementemtlcro environment did not affect the
individual firm and household level, because théfunationing at the intermediate level of
markets and institutions blocked the transmissidh@® macro effect to the firm level and

because the growth was mostly externally oriented.

The 2005 article explored the linkages betweemthero reforms and the results at micro
level. Its hypothesis was that the transmissiomftioe macro to the micro level via the
markets and institutions didn’t function well besauhe formal institutions established by the
state didn't fit well with the informal institutianestablished by the society. In the words of
Jutting (2003), apparently there occurred a diseonbetween the formal rules of the game
and the play of the game. It elaborated on twocgalomains e.g. marketing reform and
decentralization of service delivery and conclutted the results of the formal reforms were

disappointing because the implementation differadkedly from the intentions.

This follow-up article addresses the question wiethese macroeconomic achievements
resulted in improvements for individual househa@dsd firms. It continues the previous line
of debate while focusing on the response of thne fiector to the improvement in the macro
environment. It draws on broadly similar, but ldygenconnected, schools of thought in
economics and sociology to generate an analytiaeidéwork that is able to explain the
muted response of the firm sector and the hetesityenf firm performance (Bigsten and
Soederbohm, 2005). It aims to delve deeper thafirthesurvey literature by probing into the
underlying determinants of firm performance that ba found in the institutional and social
environment of the firm and it looks into the disoect between formal and informal

institutions.

It concludes that support activities by outsidenhether government, official donors, or non-
governmental organisations - will only succeedostéring a positive firm response if the
scope of activities is broadened from strengthefongal institutions such as business
organisations towards influencing the informal itagions that constitute the “play of the

game” such as norms, trust, networks, collectivima@nd propensity to innovate.

The article unfolds as follows: section one progideme background on Tanzania; section 2
reviews the literature; section 3 applies the fraork to Tanzania and section 4 concludes,

draws some lessons for policy relevance and sugifigsher research.






Section 1 Tanzania’'s recent development.

Background.

In the 1990's the reigning Washington consensusedanbe overtaken by a growing
awareness among policy makers and academics thatdfitutional capacity to implement
the reforms varied enormously between countriesdetermined the wide divergence of
outcomes with more or less similar economic padiciene famous words of Rodrik (2003)
were that institutions trump all. Quite reputabtemomists followed in this line of argument:
Stiglitz (1996, 1998)*Theory and evidence suggests that pervasive nharke institutional
failures are holding back the supply response afiyr@developing countries. As a result
LDC’s don’t have absorptive capacity for investmamd technology”[quoted in Lall, 2002]
Lall (2002):“Countries with similar factor endowments and p@s perform very differently
because their modes of social and political int¢icatdiffer”.”

Tomasi (2002): It is the details of the implementation that mattest the titles of the reform

It is all about the difference between de jure dedacto reforms”.

1.2 Recent socio-economic developments in Tanzania.

Tanzania undertook structural adjustment reforrmsfthe end of the eighties. The first five
years with home grown programs, after that witldgace from IMF and WB (ERF 1 and 2).
The track record of implementation of reform in fiiet period was chequered with few
successes and many failures. The reform programegagarly interrupted and taken up
again, thus creating an atmosphere of mistrustefjbvernment’s unpredictable and
unreliable policies. The response of the firm sewai@s muted because firms did not perceive
an improvement in the investment environment, didwant to take risks to innovate, and

responded lukewarm to the reforms.

This disappointing track record changed when peggitilkapa came to power in 1995. The
reform program was in disarray: The balance of paynand fiscal deficits were untenable,
the exchange rate overvalued, state banks weltgeoretge of bankruptcy and inflation was
skyrocketing. The investment climate was marreth Wwitreaucracy and clientelism. Mkapa
proclaimed and implemented a far reaching set d@hsand economic reforms and undertook
an ambitious civil service reform program. Struatweforms carried out by the government
focused on realigning the incentive structure talsaafficient use of scarce foreign exchange,
liberalizing markets for goods and services, amndicang the involvement of the public sector
in the economy. He also initiated an ambitious piyveeduction program (PRSP) in 2000

during his second term as president. The macroeaignmesults were astonishing, with

2 Refers also WB/PREM Lessons of the Nineties(2@0B) GDN Understanding reform(2005)



annual growth rates of 4 and 5 percent per yeamrtahe micro level of households and firms

the results apparently did not trickle down to shene extend.

Recent political developments in Tanzania.

The political situation in Tanzania is viewed aseptional for Africa. It maintains a stable
political system, a commonly shared sense of natiod, and a political system based on
class division not on ethnic division. Perhaps heealranzania has many diverse ethnic

groups, not one ethnic group is dominating andonetethnic political leader has supremacy.

Underpinning this stable political situation was 8ocialist ideology that the state would
provide for the basic human needs of the populatidimen the economy collapsed in the
eighties, the institutions that had been used iid oy Tanzania faltered. Under the previous
presidency of Nyerere the party leaders were reduo forsake private enterprise, but after
1985 party members acquired substantial propedyaarobserved by Dorye [quoted in Wield
2004]: ‘public office was used more and more for privategaSince the state did not
provide the public services for basic human neegsare, the urban and rural middle
classes retreated more and more into informal geraents for services. The other side of the
coin was that the traditional mistrust betweenghblic and the private sector aggravated. In
Murphy’s (2002) terminology: the level of generalilztrust in society rapidly eroded. This
process of citizens disengaging from the formalegoment institutions led to a major crisis
of legitimacy of government institutions includitite sole political party (CCM) and opened

the way for a more patrimonial style of government.

1.4 Recent developments in the firm sector in Tamza

In the meantime the firm sector reacted lukewartiéamprovement in the macro economic

situation During the nineties, the share of manufacturinG®P hovered around 6% and the

rate of private investment remained at 10 to 12%DP. The World Bank country assistance
strategy in 2000 blamed the poor investment climatéhe legal framework, administrative

and bureaucratic complexities and poor infrastmectu

In 2004 the Management for Development FoundatitbK) undertook a business climate

scan for the Dutch program on private sector dgratmt based on interviews with Dutch

% Landau observes that this started off the traomstis multi-party elections halfway the nineties.
However, multi-party democracy did not change miuncthe relation between societal actors, because
“the political liberalisation was in fact meantrestablish the party’s effective dominance oftjmsl

at both the national and local level” [Landau. latidnal politics in post-Nyerere Tanzania, 1998, pg
21, quoted in Evans]

* Grenier and McKay, CREDIT paper 1999/2: In theestties manufacturing contributed 13% to GDP,
by 1986 fell back to 7.9% and by 1994 to 7.6% sThieans that there was a recovery in absolute
terms in manufacturing, but in relative terms thiengry sector just grew faster.



and local firms. It limits itself to economic andnainistrative problems at the level of the
relationship between the firm sector and the gawemt and within the firm sector level
itself> The main problem areas were: taxation and adtraiiisn; business registration and
licensing; access to finance; utilities (electsi@nd transport); skills and attitude towards
entrepreneurship and corruption. According to WEdar 2001, in about 30% of contracts it
appeared a 10% kick back was expected. Only af@®d the government showed
commitment to implementing a private sector devalept program and prioritised the
private sector in the second poverty reductiortesgsapaper of 2005. The present government
thus shows a remarkable turnaround towards stimgléte private sector.

Another MDF firm survey in 2005 confirms that thaimproblems for micro firms are not so
much the costs of public services, but the bureaycsurrounding it. In their view it is not
the cost of public utilities that matters, but #rbitrariness of getting access to these utilities
such as electricity. Again, firms confirm it is rtbe level of taxation that matters, but the
unpredictability of the implementation of the tagatregulations. MDF recommends a
review of the poor behaviour of government offisisdwards the private sector. It
recommends that issues of private sector developanermerged in a comprehensive
strategy together with a governance improvemeatesiy. This points to Tomasi view of the

disconnect between formal and informal institutibns

Hypotheses

We grapple with a number of issues in explainirgrtiuted response of the firm sector in
Tanzania. While the macro environment improvedalast five to ten years, we are not
guite sure what happened to the quality of the &iinstitutions, how the behaviour and
attitude of government officials evolved towards tirivate sector, and how the relationship
between the firms transformed itself. Evidentlyisihot only a matter of supply of finance
and technology, but also a matter of demand fapvation. Also we need to know more
about the response of small firms in the sensefofial self-governance arrangements.
This leads to the first hypothesis, which will b@ered in the following sections, that the
performance of the firm sector in Tanzania is midy tlampered by lack of markets, finance
and technology etc., but also by the way the sweelationships within the private sector and
towards the public sector affect the economic perémce of firms. It may not be the only
constraint, but is too important to neglect. In thiélowing section an analytical framework is

presented to research in what way the quality ofasoelationships affects firm performance.

® Notably absent from the interviews for the MDF iness climate scan are issues of unreliability and
unpredictability of the macro environment such aktility of the exchange rate or high inflatioriga
Firm surveys limit itself to stroke of the pen adistrative measures.

® Tomasi (2002) quoteitiis not the rules of the game that matter, betway the rules are
implemented”.



The second hypothesis is that micro firms havetetea self governance system that
compensates for the lack of formal institutionsisas property rights and rule of law. These
informal self-governance mechanisms depend oresédfrcement mechanisms. These
mechanisms can only function in small-scale netwaikd for simple contracting relations.
Obviously, this hampers firms’ growth and amounta tow level equilibrium in the

manufacturing sector.

Section 2 Review of economic and social schoolthofight on firm sector performance.

2.1 Microeconomic firm survey literature.

The RPED (WB regional program for enterprise degwelent) database of firm surveys of
two hundred firms each in eight countries ovenjiears constitutes the most extensive
microeconomic evidence database of firm performamtiee nineties. According to Biggs
(1996) the objective of the program is to assespdrception of firms of the investment
climate in their respective countries. It enumesai@nstraints at different levels: a)

government towards the firm sector; b) individiahflevel constraints.

a) Constraints at national level government pdit@vards the firm sector mainly consist of:
unpredictability of the macro environment (excharage, inflation); unpredictability of
government policies toward the firm sector; pofiayures in the financial sector (lack of
access to credit); excessive regulation and buraaycAs a result, firms are not willing to
take risks because firms don't trust the policyimmment. Firms refrain from lumpy
investments in innovation and don’t specializeicafty [vDijk 1992; Biggs, 1996; Collier
and Patillo, 2000].

b) Constraints related to the individual firm penf@ance: In economic terms a distinction can
be made between the transformation costs of primu¢duch as high labour cost, lack of
skilled labour, lack of technical training) andtitansaction costs (such as information cost of
screening suppliers and clients leading to higlemery cost and frequent delays in

production and payments [Bigsten and Soederboh6§;Ziggs and Shah, 2006].

These economic constraints are valid points fontheperformance of the manufacturing
sector in general, but provide no answer to theesof large heterogeneity of performance
between countries and between firms, which BigatehSoederbohm (2005) describe. Firm

surveys point to the symptoms, not the causes tin@ioning. This underscores the



argument of Lall (2002) that countries with simifactor endowments and policies perform

very differently because their modes of social political interaction differ.

Firm survey literature most often focuses on thaiatstrative and economic reform
measures such as strengthening formal instituiasorganisations in particular business
associations. Recommendations often are limitédttoke of the peh measures a president
can take. The microeconomic evidence in the firmeyliterature does not take into account
the so called social dimension (of behaviour) dfepreneurs, which can be described with
certain features of shared values, norms, trusiyarks, collective action and collective
learning effect through innovation. This cannotda@sformed overnight. As they say trust

comes walking in and running out.

Recently, the firm survey literature became awdith@ need to broaden the scope from a
microeconomic analysis of transformation and tratisa cost towards a study of the social
dimension of entrepreneuring. For example Biggs$imah (2006) underscore the second
hypothesis of this article that social relationshipay be used to fill in the gap for (and
substitute) weak government institutions with relg@ar property rights and contract

enforcement.

2.2. Cluster theory.

In 1974 Mead already described industrializatioa @socess involving an increasing
complexity of production, which in turn demandsajeg reliance on other firms for certain
activities. To come to efficiency gains (lowerimgrisformation costs) requires technological
and organisational change. The assumption behirstiecitheory is that clustering makes
these changes easier. The assumption is thatrdlayethe groundwork for industrialization.

Clustering allows firms to grow in incremental ratlthan giant steps. [ref Biggs 1996].

This theory has hardly been tested for Africanwinstances. If it is correct that political,
economic and social institutions influence the teubehaviour then the experience in Africa
could be quite different from Asia and Latin Amexidt is obvious that institutions don’t
function well in Africa. Institutional weakness magcur in several domains such as:
markets, legal systems, financial institutionshtestogical systems and social structures.
Mc Cormick (1999) was the first to apply the theimad framework of cluster theory to six
case studies in three countries in Africa. The tiigcal benefits of clustering are the
opportunities of access to markets; the possuslitor collective action (e.g. quality control,

actions to get government attention); the riskabé@s to firm growth rather than being



forced to lumpy capital investment (e.g. borrowirogtly equipment and tools); and the
sheltering against risk and crises.

In the six case studies she found little eviderfidbeadvantages of clustering. Actually, she
concluded that: improved access to markets isdunio a few clusters where traders come to
buy the produce in bulk to distribute in rural anethat joint action is limited to application
for government subsidies; and that the collectegponse was limited to crisis situations in
case of failing quality control (the case of the loa Nile perch export). In line with the
argumentation by Barr (1998) she found that thenrhaction of networks in these African
case studies was sheltering against risk and criseppears the theoretical benefits of
clustering through improvement of collective eficcy’ don’t materialize due to limiting
factors in the social and economic environment. &meludes that:timay well be that the

political hurdles are too high to overcome to ohtany benefits of clustering”.

2.3 0Organisational theory of the firm.

Murphy (2003) micro economic study is useful indmening the analytical framework
beyond a study of the economic transaction costsdar to understand the working of
clusters and networks. The study is restrictethédirm sector itself, however, and does not
take account of the interlinkages with the pubtictsr.® Murphy proposes a relational
approach rather than a transaction cost approathH&mps) or a rational choice approach
(Barr). He argues that relations, patterns andge®es need to be taken into account when
assessing the limited potential of clusters inAféan reality. Trust is the pivotal element in
his view to facilitate the collective action, mutaasistance and information exchange which
is required to establish strong clusters or neta/dfirms needs trust first, then clusters will
spring up by itstelf, but without trust clusterdliwiot survive'®

Micro firms have different requirements for diffataypes of networks and generate different
types of social relationships to fulfil the diffetfunctions. Networks may have different
functions and their logic may show overlap. Themfanctions are access to credit,

information gathering and accountability ensurance.

"H. Schmitz (1999) in his article about collectaficiency coins the termiskable stepsvhich help to

climb up the innovation ladder.

8 |bid H. Schmitz (1999)

%in that sense he does not follow up on the seminak by Evans (1996) who stresghs interlinkage
with government to create synergy between publitivate sectoand to enhance complementarity
and embeddedness.

1% Moore (1999) points out that trust is used in me@anings a) as an ascribed characteristic of pertai
(groups of) individuals and b) as generalized wosthiness backed up by an incentive framework. As
Evans (1996) sayJirust is an endowment but is also constructiblasriar as government can scale
up generalized trust.

10



Murphy’s paper of 2002 takes a slightly differeetgpective and focuses on the pivotal
element of trust as a requirement for innovatioareGonomic terms of so called collective
learning effects). The line of argument is thatdhality of social relations within and
between firms determines the type and scale ofviaiun. He distinguishes between
responsive and creative innovation. The innovatigpacity depends on social characteristics
and features of trust at different levels. Firmsdwetrust first, then innovation will follow.
Responsive innovation will occur in case of geneeal trust of the surroundings (thus of
government and citizens) and creative innovatidhtalke place in case of micro level trust
between two persons. Social relations may helpatesmit information, facilitate knowledge
creation, foster mutual assistance and will heijfdigocial capital. The downside is that
social relations may limit information sharing tetinsider group, and may restrain mutual
help to exclude outsiders. It may stifle informateccess and maintain status quo and
discourage innovation. A conducive environmentdfoth responsive and creative innovation

is required in order to generate sustained gromthe firm sector.

Murphy (2002) makes the analytical distinction bextw: micro level trust, which corresponds
to bonding relations between persons with credybifi personal behaviour and meso level
trust which corresponds to ascribed trust betweenific groups. This enhances efficiency in
transactions through greater accountability andmigigation, but does not foster innovation.
Macro level trust corresponds to generalized fruite community and the government. It
will express itself in a kind of general goodwiltards all citizens in the society. Macro level
trust means trust in contract enforcement mechan{grhether based on government
mechanisms, private mechanisms or self enforcem@agponsive innovation will only

flourish in an environment with a high degree ofglized trust.

The levels of trust are reflected in the typeseadidviour of entrepreneurs from maximalist
and pragmatist to isolationists. Murphy equatelatgmist with micro enterprises of the so
called ‘jua kali” type. Typically these produce in the open aindurce a low quality product,
compete on price, depend on clients advance payimamly deal with credit relationships
and generally are conservative and suspiciousisnua kali type of firm meso level trust of
ascribed characteristics such as race, local baakgr religion and wealth status are primary
determinants. This limited degree of trust will somulate innovation and will hinder firm

sector growth. In section 3 this framework will dg@plied to the case of Tanzania.
2.4. The elusive quest for clarity in the concdpgaxial capital.
Some researchers are very positive about the contepcial capital. They even point to the

guality of social capital as the deep determinanfifm’s growth.

11



Knowles (2005) draws together different schoolthofught on the social dimension of
entrepreneurship and concludes that the perspdobivesociology and institutional economy
overlap considerably Social capital is generally interpreted as the dagof trust,
cooperative norms and networks and associatiortsinvé society. This implies that social
capital can be modelled as a deep determinant @fi@nic development.”

Lall (2002) asserts that social capital certairdg an influence on economic development:
"Social capital smoothes economic adjustment aithtamarkets through collective action;
association; lower transaction costs. It also faatles information flows; lowers risk; allows
joint action and supplements formal contracts amapprty rights.”

At the same time he refers to the World Bank dgwelent report (WDR 2002) which
describes the same features but calls it informstitutions e.g.“norms, trust and networks
that allow for collective action between actors”

And Douglas North while describing informal institins, quotes the same features and
transmission channels as the social capital saflawhs e.g’ institutions provide the rules
and enforcement mechanisms: a) to structure ecanbatiaviour b) reduce the cost for
managing information and exchanges and c) consttarationality of the agent’s

behaviour” [quoted in Murphy,2003].

Some other researchers, however, are more scegiioat the usefulness of the concept of
social capital. Social capital is a tricky concegimce the terminology is by no means
generally accepted and it is by no means cleathiohwphenomena of social capital the
optimists refer to. The sceptical school assedtgbciological concepts can explain the same
phenomena with more clarity [ref Berner 2005 footining and even Durlauf and Fafchamps
(2004) who point to statistical weaknesses (inuges and abuses) of the concept of social

capital in their recent paper].

In summary, most authors use the term social cepiten in actual fact they refer to social
phenomena which have economic effects. In thaedbagerm may not have value added
and only increases the miscommunication betweemoacists and sociologists. In the
following text, social phenomena will de descrilb@othe country case study. The term social
capital will be avoided as much as possible untesgerm is explicitly used in the referred

literature.

2.5 Institutional economics applied to the firm dec.
The most extensive application of institutional mamics to the firm sector is an Unido study
by Knorringa and vStaveren (K-S, 2006). The autlkardore the usefulness of the term

social capital at different levels of analysis iofif sector performance. K-S propose a broad

12



description of the concept of social capital whiefers to the impact of different types of

social relations on economic outconiés.

The K-S study describes social capital as all tygfesocial relations between firms having
economic effects through multiple transmission cledg The impact of these social relations
is broader than the economic effect of transaatasts. It embraces also the collective action
and technology learning effect. The study proposesvery important refinements in the
concept of social capital. It introduces an esaédistinction between manifestations of
social capital ahational, micro and meso levél distinguishes between social capital as a
personal asset, secondly as a general trait afdbiety, and thirdly at meso level as the
density and quality of the firm level network.

- At national level social capital articulatesgeneralized trust in the society in general and
the functioning of the government. It works throygkdictable policies, enforcement of
property rights and the rule of law and protectigainst risk and vulnerability.

- At micro level social capital articulates in ttiensity of group membership and network
participation of the individual. This can be sesraa individual asset stock that determines a
person’s reputation and creditworthiness whichlifatés its access to finance.

- And at meso level social capital in the sector be seen as the type and quality of social
relations having economic effects on firm perforg®through the relationships between
firms and within firms e.g. in the form of networlksint action lobby networks and business
associations. The downside of strong meso levatiogls could be the narrow group
affiliation and thus the limited information exclggnand limited potential for responsive

innovation.

The second essential distinction the study intredus between so callédnding social
capital and bridging social capitallhe first type is based on strong ties of ascdriiast

within a closely knit society. This type of relatibelps to reduce the transaction costs of
screening suppliers and customers. It will enhamoeuntability and contract enforcement in
case of price competition with low quality goodfefe are limits to the expansion of this
type of neighbourhood groups and ethnic networégidver, based on the span of control of
an actor e.g. of the number of contacts an actooearsee. The well known case study of A.
Greiff (1996) describes how Maghrebi traders lwilthese close knit relations to facilitate

contract enforcement through reputation and saciatrol mechanisms and how they finally

™ A point in case is Durlauf and Fafchamps arti@@04) who after years of research on the concept of
social capital in their latest study reject thertdrecause of its statistical weaknesses and abuses.

12 actually, Evans (1996) asserts that the stocloofad capital in society increases through the
embeddedness of local government and through coneglary government interventions

13



succumbed to overly optimistic expansion of netwdhat made direct oversight impossible
(quoted in Murphy, 2003).

A second type of relationscalled bridging capital is based on weak ties needed for firms to
communicate with other communities, grow and adept technologies. It then becomes
important to have contacts with a wider networkisTit facilitated by a type of bridging

social capital based on vertical (and earned).tRatinstance firms expand operations
through building up networks with customers andosieps in other towns or countries.
Expanding firms need contacts with larger firmsgéat banks and exporters to acquire
contracts for export. The conclusion is that thasm$formation from bonding to bridging type
of social relations is a prerequisite for firmsmable to specialize and to link up to
international or global value chains. In Murphyésrs it requires a certain level of general
trust and goodwill in the society - including towarthe government - to have relationships

that build across communities and social groups.

In summary, this study indicates how social relagibave an economic effect on firm’s
performance and through which transmission chantiedseffect is obtained. It is debatable,
in my view, whether the authors need the sociatabgoncept to explain the workings of this
mechanism. The core contribution of the study thitk in national, meso and micro types of
relations and to think as well in bonding and biitgrelations. These elements will be used
to build an analytical framework for the case studie will use standard sociological

concepts to describe these phenomena.

Section 3 Generating a framework for analysis fdret country case of Tanzania.

This section explores whether an institutional lefisprovide a better framework for
explaining the heterogeneity of firm performancke hypothesis of this article is that firm
surveys based on national business climate scansaable to explain the heterogeneity in
the performance between firms. Some firms are abtepe and even to thrive in a difficult
business climate and others don't survive and gdrogt. Until now there is no good
explanation what factors are at play. We need ad@oframework that puts economic and
sociological elements into perspective. Elemerds ¢tbme to mind areshared values,
collective norms, trust, networks, collective actio clusters, enforcement of contracts and
the propensity to innovation.

As mentioned in section 1, the second hypothesfgisthe small firm sector creates its own

informal governance arrangements to substituténfotack of property rights and contract
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enforcement. In that sense formal institutionsldagind the informal arrangements. Trust,

power and political governance may very well previdbetter explanation.

This section seeks to apply the analytical framévesroutlined above to the situation in
Tanzania. Rather than covering the broad rangeatfifes of social relations it will seek to
elaborate on a few elements of the quality of daelations e.qg. in building trust in networks
and in informal arrangements for contract enforagrbetween firms. The article will end

with a proposal for further research along theioetof the analytical framework.

3.1. micro economic evidence about the firm sedtofranzania.

While the macro performance improved in Tanzamia stagnation in manufacturing exports
continued over the period 1990 to 1998. Grenie®9)9 quoting WB data and Tanzanian
economic surveys - indicates that the manufactuweagor contributed 13% of GDP in the

seventies, but it decreased to 7% in the eighties.

The Tanzania business climate scan - implementédiy in 2004- pinpointed a number of
problems micro firms face in their dealing with gowment. The macro environment in the
sense of maintaining a stable exchange rate aladiam was not mentioned by interviewees,
but regulatory burden and rule of law were freglyemientioned. Unfortunately, the scan
does not distinguish between formal rules and egguris and the perception of the way the
rules and regulations are being implemented. Iwéen the lines one can read that the firms
mostly complain about the way services are providpdcifically about the unpredictability
and unreliability of services. In other words inist the formal rules that matter, but the way
the rules are implemented. This points to a seriiiasonnect between the formal and

informal arrangements.

Just an example from the 2004 business scan: ¥kestiment authority decrees the regulation
on tax exemption for foreign based firms, but txéenue authority ignores the ruling and
insists that firms have to pay Value Added Tathdin takes two years to pay back the VAT
to firms who formally are exempt from VAT. Worseagmple is that local government still
maintains certain local fees and taxes, although tlave been formally abolished by national
decrees, because it fears abolishing taxatiomaritow their discretionary control over
locally based firms. The MDF 2005 review confirrhe Bbove. It suggests a better dialogue
between the local officials and the business aatoos, but at the same time observes that
some close bilateral relations between certainnssi men and certain officials undermines
the formal institutions of dialogue and communieoatiThis disconnect between the formal

and the informal systems reinforces the inequéaliiyveen "the have and the have not”. In
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this case it privileges firms who have good netwahd sufficient working capital to work

their way around the rules above the firms who hraveetworks and no connections.

Fjeldstad (2004) argues that firm surveys alwaysecap with the same list of constraints for
the business sector. Mostly the surveys focus ondbinstitutions and often make no
distinction between small enterprises and micrerpnises. His own survey of 160 micro
firms (130 in Dar es Salaam and 30 in Moshi) cotoesdifferent ranking of constraints:
micro firms don’t complain about access to finanegher about insecure property rights.
They complain about severe (price) competitionlamddemand (for the same low quality
good) and complain about the government behavioterms of harassment and bribing that
accompany the taxation (not the level of taxati@iters, but the way the regulation is

implemented).

The MDF 2005 review of pro poor private sector depment among micro firms confirms
the general results from the business scan 2004rmaptiasizes the difference between the
formal rules and the implementation of the ruleg,:e

Registration of a firm is a bureaucratic hassldy omurban areas the government institutions
make it easier; however the business license rtedusrenewed annually for every firms
with more than 20 min Tsh turnover;

Access to finance through banks, mostly the admnatien surrounding it; only 4 banks out
of 60 financial institutions provide credit to micfirms;

Lack of technical capabilities and business skills;

Lack of types of business associations for maik&afje and global value chains;
Complex and non-transparent tax regime; howevetakeate is only 30% corporate tax,
20% VAT and 19% income tax;

Traders syndicates that maintain price fixing fgouts and supplies;

Lack of access to markets and weak market linkages;

Expensive utilities and administrative burden sunding it.

When addressing the issue of enhanced communicatidialogue structures between the
local officials and the business associations, Mb&erves that the bilateral relations
between certain business men and certain officiatermines the formal channels of
communication. A yearly dialogue in the nationasibess council (NBC) cannot remedy
this. It pinpoints the core of the problem in thaywthe rules of the game are applied.
Tanzania seems a long way off from the ideal simatvhich Evans (1996) eloquently
describes asthe synergy between public and private sector theconstructability of social

capital in society” When it comes to policy recommendations the M8port, unfortunately,
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falls back on administrative and economic meastaretrengthen formal institutions. It
recommends district level training for busines®eaisdions and district officials and
strengthening business associations. The repgobpsrthis will solve the motivational

issues and will change the culture and mindsd#tthe societal actors.

3.2. Organisational theory, firm behaviour and ldgeof trust in Tanzania.

Murphy (2002) explores the framework of differeeéls of trust leading to different types of
innovation behaviour in the town of Mwanza, a fishing business town on the shores of
Lake Victoria. The main activities in the regior dishing, gold mining and cotton farming.
The survey was held among 41 micro firms mostlumiture making and metal works. The
level of technology and capital intensity variedt most were so callegua kali” (open air)
firms. The main constraints mentioned by thesediwere access to credit; low technical
capacity; lack of access to outside markets angrbeatory behaviour of municipal
government. The complaint was about harassmenfafinal enterprises and purging
campaigns against itinerant traders. Generallyethas low trust in government institutions
and a low degree of general goodwill in generalaAsatter of fact there was more trust in
own networks based on religion and ethnicity. Imeotwords it is a matter of ascribed trust,

not generalized trust. As a result upscaling ofvoéts cannot be expected.

Murphy’s theoretical framework relates the typeaétions of entrepreneurs with the level of
trust and the intensity of networking. Entrepresesmtertain three types of relations which
are partially overlapping: relations based on axtesredit; relations based on building its
individual reputation and relations based on infation gathering. He then categorizes the
social behaviour of the entrepreneurs in threeggotine minimalists, the pragmatists and the
maximalists. He equates minimalist and isolatiobedtaviour with micro enterprises of the so
called ‘jua kali” type who produce in the open air, who producevadjuality product,

compete on price, depend on clients advance paymmamly deal with credit relationships
and generally are conservative and suspiciousisnua kali type of firm it seems meso level
trust of ascribed characteristics such as racal lwackground, religion and wealth status are
primary determinants. This environment does natwdtte innovation and the limited level of
trust hinders expansion. The pragmatists use tékations strategically for innovation in cost
reduction and in price competition, but sociallg apt maximalists. They stick to their own
networks based on race, local background, religimhwealth status. The maximalists build
relations among very different groups and usenfaiination acquired to the maximum to
respond with suitable innovations. The maximald$® have the largest degree of bonding

trust in individuals which they use to maximizeatige innovation opportunities. Thus only
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the maximalist entrepreneur who is capable of cainbithe different types of trust (micro
bonding trust and macro bridging trust) makes maxinuse of the opportunities to

innovate®®

Murphy’s (2002) main conclusion is that macro tri@stso called generalized trust) is
missing in Mwanza, which affects negatively thepmesse of entrepreneurs to innovation. He
suggests the first priority should be for the goweent to improve its attitude towards the
micro firm sector and to respect the rule of lawretowards micro entrepreneurs. This is a
prerequisite for slowly rebuilding the macro trastong entrepreneurs. Without macro level

trust entrepreneurs remain risk adverse and wilstep up innovation opportunities.

The tragedy of Tanzania may well be that trustatnm level - so called generalized trust -
has eroded rapidly during the liberalization perddhe eighties, while the micro level of
trust is too limited to overcome the political hieslof patrimonial government. At the same
time the meso level of trust is mostly based oniethetworks, from which African
indigenous entrepreneurs are excluded. The chalisngerhaps to scale up the informal
networks which rely on narrowly constructed ethmétworks into bridging type of relations
and networks which will foster creative and respaminovation. The challenge then is to
overcome a situation where even those firms whe laawple resources, skills and market

access do not feel confident to innovate.

3.3 Evidence about informal institutions: the casé contract enforcement in Tanzania.
The study by Kakkonen, Lee and Semboja (2001) sligittson the role of legal institutions
in economic development. It is based on a survély #05 firms in 1997 with follow-up
surveys among 25 firms in 1998 and 1999 among ange well established firms, which are
on average 14 years old and have less than 10@geqd. The sample covers firms in the
food industry, chemicals, woodcarving and furnitoraking. 60% in Dares Salaam, 20% in
Moshi and 20% in Mwanza. The study assumes thefuséormal contract arrangements in
micro firms is probably even higher than the mimnE studied here. In general the
perception of the quality of public governance ahdpholding the rule of law is very
negative. The survey reveals that major conssdortfirms are taxation policy and
administration, bureaucracy, inflation and lackin&nce. On the contrary, problems with
contract enforcement are not often mentioned becaresperceived as a fact of life and are
normally solved within one’s own network. In otlveords micro entrepreneurs don’'t even

count on government in upholding rule of law.

13 This resembles Moore’s distinction in individaald general trust.
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Firms have established in a way a self-governaystes. Most firms prefer to maintain good
relationship with well known and long term suppi@nd consumers. Firms rely on their
social network which is often based on ascribest tamong ethnic or religious groups. Even
though 80% of firms have problems with contracthwlients and suppliers, they prefer not
to escalate the situation by entering open disp8&% of the firms rely on self enforcement
or private enforcement of contracts. African owfieds encounter 25% more problems than
Asian owned or government owned firms esp. witlarddo late payment of customers.
Private enforcement is preferred above (even thngag with) legalistic measures. The
confidence in the government system is very lowinGo court may take up to twears,

own enforcement two and half months. To go to csunbt a complement to own enforcement
methods, but is perceived as a substitute foniactual fact, there is hardly any confidence & th
government system. It is hardly surprising that mgkecourse to the formal system implies that the
informal relations between the quarrelling parties disrupted and the relationship ends there and
then. The results strongly indicate that self-ecgonent is much more relationship-preserving than an

other mechanisms.

The difference between Mwanza and Moshi indicdtas gtronger competition leads to more
legalistic enforcement. Entrepreneurs in Mwanzaddpmore on social capital and close knit
networks. In Moshi there is more competition and dapends less on social capital. The
explanation is that when more suppliers and custernre around it is not so important to
keep good old relationships, which require the fioomegotiate and bargain its way out to

peaceful settlement.

Kakkonen summarizes his observations as folloiWihe situation on the ground is such
that small businesses are confronted with high risknd uncertainty in their relations
with other businesses. Small firms often rely on fiormal, simple contracts and half of
all trade credits are delayed. Complex contractings impossible. Often small firms
assess that the continuation of trustworthy relatias is more important than timely
payment. Therefore most businesses renegotiate tbhentract when the contractor is
delayed”. Then he concludes pg 8: “The substitutioof policing through social networks
for strong formal enforcement mechanisms therefor@appears to have direct detrimental
effects on productivity growth, scaling up of tradenetworks, on financial requirements

and indeed entry requirements”.

Section 4 Conclusions, policy relevance and sugipest for further research.

Conclusions
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Tanzania is how on the right track. The new goveminshows more commitment to private
sector development and in general the nationatpelivironment is more reliable and
predictable than a decade ago. Macroeconomiciltylén exchange rate and inflation has
come down. The transformation and transaction @odbing business is decreasing. In that
sense, the first order determinants for a conduoiwestment climate are in place. The
second order determinants for a conducive invedtoignate, however, are still a long way
off and the growth of the private sector is stilappointing. This article has drawn attention
to the insights from cluster theory, organisatioeadry and social capital school about the
importance of the social aspects of entreprenedionthe economic performance of firms.
This requires a certain complementarity betweehdimg formal institutions and anchoring
them firmly in the social structure of the sectdore specifically, when a certain degree of
generalized and individual trust in society obtaswial networks will expand and will lead
to joint action and collective learning. The degoégeneralized and individual trust is
pivotal for doing business. It may not be the adystraint, but it is important enough not to

overlook.

The two hypotheses this article forwarded are efited: First, the performance of the
Tanzanian firm sector is hampered not so much ¢y dé markets, high taxation and lack of
credit. Many of these hurdles have come down. \k#ragins now is awareness building of
the way social relationships with the public seetod within the firm sector affects the
economic outcomes. In that respect the firm sulitesature provides little insight in the
determinants of the malaise in the firm sector levtiie social and institutional analysis
deepens the insight into the causes of the mataissiderably. Constraints may play out for
instance at the national, meso or micro level aflysis at the same time, as the K-S study
indicates.

Secondly, the firm sector responds to the lacloohfl institutions of property rights and rule
of law by creating a self governing system, whiepehds on self enforcemerithin narrowly
defined networks. The result is simple contractiregtical integration and risk aversion. This hampe

up-scaling of activities and inhibits technical @wation. It thus leads to a low level equilibrium i

manufacturing.

No need for pessimism?

Some readers will now succumb to utter pessimistdnvéth repeat Platteau’s conclusion in
his seminal article (1994) of the tragedy of ¢hesion of generalized trust and moralitlis
too easy to blame everything on generalized mgratilack of trust. There is some reason
for optimism that the level of trust is not onlyatural endowment e.g. Mick Moore

comments on that article in the sense thatia relations underlying markets can be created
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more rapidly than Platteau assumes through theatdieis and trust built up through the
experiences of market transactions: for instanceuph inter-business markets and
institutional reputation mechanismisEvans (1996) also professes to belong to thedabf
optimists in the sense that the level of trushimitight institutional context can be influenced
by outside players. The way forward is thus to loakefully for opportunities to enhance
trust between networks, build bridges between neétsvand demonstrate the benefits of joint

action.

What further research needs to be done?

Further work needs to be done to analyze constrairdocial relationship issues at the
macro, meso and micro level (in light of the K-8dsf):

Constraints may refer to the interlinkages betw&erpublic sector and the private sector at
national level such as maintaining macro stabiptgdictability and reliability of policy
measures; to the rule of law in the implementatibthe reform measures; to governance
issues such as the attitude of public servantsei@tivate entrepreneurs; to building
generalized trust and to providing a social safetyor insurance mechanisms so that
entrepreneurs can take the risk to innovate.

Constraints may be located at the meso level leegsdcial relations within the firm sector
which affect economic outcomes; such as the patiefiati bonding and bridging social
relations and for scaling up of networks; or theigloconditions for responsive and creative
innovation.

At the same time, constraints may be located anitigidual level of the firm where the lack
of social relations affects firm access to markit$inance and to information about suppliers

and clients.

Findings of direct policy relevance

There is no shortcut to improve the investment aterthrougtstroke of the pepolicy
measures or transplanting western institutiongduires deep understanding of the
underlying processes of social relationships tatifiethe binding constraints which hold
back the expansion of activities. [Biggs and SI2806]

The binding constraints may be located at micrasov@nd macro level at the same time. An
effective PSD strategy comprises interventiongfédrént levels and needs to be embedded
in the social structure. [K-S, 2006]

Clusters don't seem to function in an African igtonal context. Therefore establishing
Business Associations (BA) and providing Businesgtbpment services (BDS) may not
suffice to create clusters. BA's may serve diffémmposes to different types of entrepreneurs.

BA’s need embedding in the social structidcCormick]
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Entrepreneurs may prefer social networks for bampdimd bridging type of relations and thus
require different composition of the network. Seglup networks to include different ethnic
and religious groups may help expanding firm atidgi[K-S, 2006].

Trust building within the firm sector needs moreation. Perhaps government can support
by providing a screening mechanism for creditwortss of business partners and by
providing safety net and insurance mechanismsrr[B& Cormick]

Trust building at nation wide level is a number pnierity. The Tanzanian National Business
Council* dialogue between (representatives of) the prisattor and government officials is
an encouraging initiative, but should not be limdite the private sector. The objective should
be expanded to build generalized trust in soctbtpugh better governance, rule of law and
reliability of public administration.

A trust building strategy could consist of threepst A useful first step would be a code of
conduct for government officials. Step two shoutdabstrict sanction mechanism in case the
code of conduct is not respected and step thrdd beua mobile phone number where
citizen’s complaints about the code of conducttaken seriously and get acted upon. [Evans
1996]

Moore argues that trust can be considered as @nduodl trait and as a function of the
institutional context. Government can perhaps artilte the outcome of the incentive
assessment for trustworthy behaviour through pingido called “coordinated sanction
mechanisms” such as screening database for cretliimess of business partner; issuing
guality assurance certificates; offering membersiiigelect networks and sanctions in case
of misconduct. Either government steps in itsalfalternatively establishes a private

implementation agency [Moore 1999].

How to ensure the research findings will enter th@olicy dialogue?

This article only briefly pointed to a number oéapsible constraints for firm sector
performance. The analysis needs deepening andéimag It is suggested to:

Delve deeper into the determinants of the bindmgstraints for private sector development
with the use of the “drivers of change” methodolégyanalyze the drivers in the private
sector and implement a multi-stakeholder analysgommon goals and common constraints

for private sector development.

4 The TNBC was created in 2003 to provide a platfeanmdebate about PSD among private sector
representatives, government representatives atat@mid decentralise level and the civil society.
Another interesting platform could be the Interoaél Investors Roundtable chaired by Mkapa.
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Then use the outcomes to look at sector specifiediments to cooperation and look for
opportunities for joint action involving severaltwerks where cooperation makes a
difference for success.

Broaden the diagnosis of binding constraints byatia the issues raised in the “drivers of
change” analysis during the yearly Tanzanian Nati@usiness Council meetings. The aim
is to raise awareness of the social dimensicntépreneuring brought forward by the drivers of
change analysis. Then deepen the case studiesgier.s

Broaden the policy dialogue between civil socigtyyernment and donor community around
the second phase of the poverty reduction strgiagywabhili called Mkukuta) to include a

dialogue on binding constraints for private sed&velopment.

Finally, as the above clearly points out, there is

no shortcut to a conducive investment climate.

5 The TNBC was created in 2003 to provide a platfeandebate about PSD among private sector
representatives, government representatives atatamid decentralise level and the civil society.
Another interesting platform could be the Interoaél Investors Roundtable chaired by Mkapa.
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