
The World Bank Economic Review, 34(Supplement), 2020, S58–S62
doi: 10.1093/wber/lhz035
Supplementary Article

Economic Transformation in Africa from the Bottom
Up: New Evidence from Tanzania
Xinshen Diao, Josaphat Kweka, Margaret McMillan, and Zara Qureshi

Abstract

Tanzania’s rapid labor productivity growth has been accompanied by a proliferation of small, largely infor-
mal firms. Using Tanzania’s first nationally representative survey of micro, small, and medium-sized enterprises
(MSMEs)—this paper explores the nature of these businesses. It finds that these firms are located in both rural
and urban areas and that they operate primarily in trade services and manufacturing. Roughly half of all busi-
ness owners say they would not leave their job for a full-time salaried position. Fifteen percent of these small
businesses contribute significantly to economy-wide labor productivity. The most important policy implication
of the evidence presented in this paper is that if the goal is to grow MSMEs with the potential to contribute to
productive employment, policies must be targeted at the most promising firms.
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Africa’s impressive performance over the past two decades has been accompanied by a proliferation of
small firms, many of which operate in the informal sector. Researchers at the African Development Bank
(2013) estimate that the informal sector accounts for around 55 percent of Sub-Saharan Africa’s GDP
and 80 percent of its employment.1 This is potentially alarming, since firms in the informal sector are
widely viewed as unproductive employers of last resort.2 On the other hand, very little is known about
these small firms (Li and Rama 2015).

Tanzania is no exception. Between 2002 and 2012, Tanzania’s economy grew more rapidly than at
any other time in recent history; average annual GDP growth was 6.5 percent, and average annual la-
bor productivity growth was 4.1 percent. More than three-quarters of this labor productivity growth
was accounted for by structural change; the remainder of the growth is largely attributable to within-
sector productivity growth in agriculture. The growth attributable to structural change is almost entirely
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explained by a rapid decline in the agricultural employment share and an increase in the nonagricul-
tural private sector employment share. However, only 11.4 percent of employment growth in the private
nonagricultural economy is due to the expansion of the formal private sector. The remaining 88.6 percent
of this employment growth occurred in the informal sector.3

Using Tanzania’s first nationally representative survey of micro, small, and medium-sized enterprises,
this paper explores the nature of these firms. It begins by describing the geographic location and lines
of business of these firms. It then examines the self-reported motivations of business owners. To get a
sense for the potential of these firms to contribute to economy-wide labor productivity growth, firm-level
labor productivity is analyzed. The study concludes with recommendations for policy makers based on
its findings.

1. Where are These Firms and What Do They Do?

The Micro, Small and Medium Sized Enterprise Survey (MSME) 2010 is nationally representative and
covers a little over 3 million businesses and around 5 million employees. It primarily covers firms in the
informal sector. The sampling frame for this survey is households, and the selection of households is
based on the 2002 census. This poses at least two problems. First, because the survey is household based,
it is representative of households and not businesses. Thus, since Tanzania is still a very poor country,
the study is likely to be missing some of the more productive businesses. Indeed, an analysis of the data
reveals that medium-sized firms are under-represented in this dataset (Financial Sector Deepening Trust
2012). Second, because the sampling framework is 2002, it oversamples rural households. This is because
there was a significant reduction in rural activity between 2002 and 2012 (Diao, Kweka, and McMillan
2016). Therefore, the reader should keep in mind that this analysis is likely to understate the contribution
of small businesses to economy-wide productivity and employment and also to understate the importance
of small businesses in urban areas.

The firms in the sample operate in all 26 geographic regions of Tanzania. Unlike the distribution of
firms, the distribution of employment is almost evenly split between rural and urban areas, indicating that
firms in urban areas have on average more employees. Overall, the distribution of employment in small
firms is roughly proportional to population size with the highest concentration of employment in MSMEs
located in Dar es Salaam (17.32 percent) and the lowest concentration of employment in Kusini Pemba
(0.35 percent). Apart from Dar es Salaam, other regions with a high concentration of MSMEs include
Mwanza (10.7 percent), Mbeya (8.02 percent), and Morogoro (6.44 percent).

Although the MSMEs operate in a wide range of activities, the bulk of these activities can be classified
into trade services (79.9 percent) and manufacturing (16.7 percent). Manufacturing enterprises operate
in the following six subsectors: grain milling (1.7 percent), beverages (8.3 percent), textiles (3.4 percent),
wood (0.5 percent), building materials (1.1 percent), and furniture (1.6 percent). Firms in the trade ser-
vices sector operate primarily in retail (47.1 percent), food services (22.3 percent), and beverage services
(7.9 percent).Many of these activities appear to have strong links to agriculture but without further infor-
mation, it is not possible to identify which ones and exactly how these linkages work. This is an important
area for future research.

2. Self-Reported Motivations of Small Business Owners

TheMSME survey includes three questions designed to elicit the reasons for which businesses are opened.
The first question is: What was your main occupation before you started this business? Overall, 36.73

3 This paper’s definition of informality is based on that of the Tanzanian government, which distinguishes formal from
informal firms based on licensure status and size. For details on the calculations, see Diao, Kweka, and McMillan (2016).
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percent of respondents reported that they were previously farming, 21.23 percent of respondents reported
that they were previously working in another business, and 19.99 percent of respondents reported that
they were previously housewives. Only 7.56 percent of respondents reported that they were previously
unemployed.

The second question is: For what reason did you choose your line of business? A little under half of
all business owners said that the reason they chose their line of business was because they saw a market
opportunity. This response is more pronounced in trade services than in manufacturing. The second most
common reason for operating in a particular line of business is that the owners’ capital could finance
only that line of business. The third and most common reason for picking a line of business was having
friends and family who operated a similar business. And the fourth reason for opening in a particular line
of business was business experience.

The third question is: if you were offered a full-time salary paying job, would you take it? Only 46.57
percent of small business owners would leave their current business for a full-time salaried position; 63.92
percent of the respondents who would prefer a full-time salaried job say they would like to work for the
government. This is consistent with results reported in the analysis of Banerjee and Duflo (2007) of the
economic lives of the poor. Another 23.99 percent of the respondents say they would prefer to work
for a large private company. The reported reason for preferring a full-time salaried position is better
security of income. The responses to this question reveal that not all small business owners are “reluctant
entrepreneurs.”

3. The Productive Heterogeneity of Small Firms

The study uses kernel densities of the log of value added per worker to examine the productive hetero-
geneity of MSMEs. Value added is computed as the firm’s average monthly sales minus the firms’ average
monthly costs of production. Firms in the MSME database report sales on a monthly basis, and thus it
is possible to take seasonality into account. The analysis of the productive heterogeneity of firms in the
MSME sector reveals two important features of these firms.

First, there is significant overlap in productivity between “formal” and “informal” firms. Two defini-
tions of formality are used. First, firms are considered formal if they are registered with BRELA,Tanzania’s
business registration and licensing agency. Second, firms are considered formal if they have a tax identi-
fication number (Tax ID). The overlap in the distribution of productivity between formal and informal
MSMEs is significant. Thus, it would be a mistake to classify all informal MSMEs as unproductive and
all formal MSMEs as productive.

Second, a little over half of the firms in the MSME sector have labor productivity levels higher than
the economy-wide average labor productivity in agriculture. This is not surprising and is consistent with
the authors’ previous work showing that average productivity in the sectors dominated by small firms is
consistently higher than average productivity in agriculture—at least for now. What is more surprising is
the fact that 15 percent of the MSMEs have labor productivity higher than economy-wide manufacturing
labor productivity. These firms account for 70 percent of the total value-added generated by the MSME
sector. By contrast, the remaining 85 percent of theMSMEs account for only 30 percent of the value added
generated by the MSME sector. This is important because it underscores the productive heterogeneity of
the informal sector.

4. Policy Discussion: What has been Learned?

The results presented in this paper indicate that it is a mistake to lump all MSMEs together.
Some MSMEs are very productive; at the other end of the spectrum, the least productive MSMEs are

typically owned by people who would rather not be in business. The implication is that blanket policies
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that offer assistance in the form of business training and access to credit with a view to growing these
businesses is likely to be a waste of time andmoney. Instead, policies targeted at theMSMEs with potential
for employment and productivity growth may have large payoffs.

This is not the way MSME policy in Tanzania is conducted today. On the one hand, it would be easy
to conclude that MSME policy in Tanzania is not well designed because the people at the top don’t really
care about MSMEs. For example, Tanzania’s proposed Integrated Industrial Development Strategy for
the years 2016/2017 through 2021/2022 accords a “special” role to MSMEs in the industrialization of
Tanzania. But it includes no details about why they are special or how they might be included in Tanzania’s
development strategy (Overseas Development Institute 2015). On the other hand, Isaga, Mwagike, and
Rasheli (2016) provide an excellent up-to-date overview of the Tanzanian governments’ official initiatives
vis-à-vis MSME development. They identify at least 14 government or quasi-government institutions that
deal with MSMEs in one way or another. There appears to be very little coordination between these
institutions, and none of these programs have been evaluated in terms of their impact onMSMEs. Instead,
they have been evaluated in terms of outputs such as how many training sessions they run.

Tanzania is not special in this regard. One of the most “successful” programs to support MSMEs
has been the Indian government’s small-scale reservation policy. It was successful in that it reached large
numbers of small entrepreneurs by reserving products in the manufacturing sector for production only by
small enterprises. But after nearly 60 years, the policy was widely perceived as a failure and was gradually
dismantled beginning in 1997 (Martin, Nataraj, and Harrison 2015). Instead of targeting products, the
Brazilian government used subsidized credit which lead to a proliferation of inefficient firms (De Paula
and Scheinkman 2011).

On the other hand, there is some very recent evidence from Nigeria that targeting high-potential firms
through business plan competitions can have a positive impact on employment and productivity growth
(McKenzie 2015). Banerjee et al. (2017) find that a microcredit program in India that had no significant
“average” effects, did have an impact on a specific groups of firms which they call the “gung-ho” firms.

In Tanzania, some interesting and very recent programs have been started by young entrepreneurs
whose goal is to target and assist businesses with growth potential. For example, Darecha Limited—a
start-up founded by Julius James Shirima and incorporated on August 11, 2014—is bridging the gap
between some of Tanzania’s wealthiest firms and MSMEs through microventure capital and mentorship
(Shirima 2016). MerseyTel is following a different model but also with the aim of targeting financial
assistance to promising young entrepreneurs. MerseyTel does not offer loans but instead offers microven-
ture capital. These programs are very new, so it is obviously too soon to tell what kind of impact—if
any—these programs will have.

Taken together, the most important policy implication of the evidence presented in this paper is that
if the goal is to grow MSMEs with the potential to contribute to productive employment, policies must
be targeted at the most promising firms. The challenge lies in finding an instrument—credit or business
services—that is attractive to the firms that have the potential to grow, and not attractive to business
owners who would rather be doing something else.
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