FINANCING THE INFORMAL ECONOMY: MICRO-CREDIT FOR THE POOR

ABSTRACT


The mainly goal of this work is to analyse the caracteristics and results achieved by most of the financing programs to the informal economy already existing in some countries, their principal limitations and the reason why it should be implemented in an underdeveloped country such as Brazil to foster the economic growth.

INTRODUCTION

After one year of the Plano Real, the Government has been discouraging consumption to avoid the coming back of the inflation. It might be an efficient policy for the short run, but if we look further this measure shouldn’t be maintained. Alternative methods to the solution of this problem should be sought. We exactly know the effects of a prolonged recession.


Instead of compressing the demand why not stimulate the supply? Brazil is a huge country with infinitive productive potentials. And we are far from reaching the state of full employment. It wouldn’t be a mistake to increase the productivity to attend the increase in the demand.


The formal sector is already supported by the traditional financial institutions when its firms decide to do new productive investments. But this is not what happens to the micro and small firms, the called informal economy. Entrepreneurs of this sector have always found credit restrictions what have been limiting their capacity to expand and to legalize the business. Of course, the purpose is not to support drug traffic or the criminal activities. Istead, we are refering to the sector that corresponds to, what is estimated to be, 50% of all the formal economy in Brazil. To ignore them is to deny the reality. 


Many studies have shown that the results achieved by the financing programs to the informal economy are many times greater than the costs of creating them. The profitability in these cases are also comparatively greater than in other undertakings. But why the need to create new forms of credit sponsoring? Aren’t the traditional financial institutions prepared to meet this another demand? Usually the banks are only ready to offer big amounts of credit, not matching the caracteristical needs of the informal economy: small loans. Moreover, the traditional banks stipulate lots of limitations to the small businessmen: securities, guarantees, etc. The great financial institutions are, finally, not interested in this kind of financing due to the small sizes and to the high costs involved in the attendance of this sector.

CARACTERISTICS OF THE PROGRAMS OF AID TO THE INFORMAL ECONOMY

The main purpose of these programs is to intermediate the communication between one who needs and one who offers resources, this is, small entrepreneurs and banks (in general). This is not only a financial activity but also a social work since in most countries these programs deal with economically discriminated groups (like women in Asian countries). 


The resources usually come from private donates or governal subsidies. The programs are implemented by non-governmental organizations, public and private institutions under many forms: comercial bank directed to the informal economy, paralell programs of aid, intermediates and development banks.


Usually the activities held by the programs include: resource mobilization, fulfillment of courses and conferences and related issues publications, concessions of reference and guarantees to small entrepreneurs when taking loans from comercial banks, coordination and support in financial operations and, finally, trainning for those groups of businessmen who usually do not have the basic lessons of finance and business management.

THE SUCCESS OF THE PROGRAMS


The programs are usually satisfactory in their purposes and this is due to their capacity of easening the access to credit by the informal economy while maintaining the discipline of the traditional institutions. This is achieved by the employment of specifically trained professionals to the managing of the programs. There are other reasons for the success:

1) Reduction of transaction costs - for creditors and debtors. Guarantees are here not required. On the other hand the first loan is small and will only increase if debtors achieve high rates of repayment (like the BKK Program in Indonesia). Sometimes, where possible, local references of the candidates for loans are analyzed. But what really reduce costs is the implementation of group-transaction  programs: small businessmen from the same line joint themselves to achieve common objectives. Such groups not only represent a smaller risk to creditors but also make cheaper the transaction costs (registrations, fees, taxes, etc). In such cases, each component of the group is aware to the others’ actions, since the fault of a single member may influence the funds destinated to the whole group. In addition, joinning people together makes easier to give professional trainning.

2) Deposit facilities - great amounts of deposits are not required but it is necessary for them to be held regularly in time. The deposits constitute the fund of repayment off loans in case of insolvence. They also increase the available resources that can be offered by financial institutions for additional credits. When there were high risks and few available resources, the aid had begun with a deposit incentive program and only started granting loans when the fund formed by the deposits were significant in amount (the SEWA in India began in 1974 with a deposit incentive program and only started granting loans in 1976).

3) Financial Techninques Improvement - it is extremely necessary to make small entrepreneurs understand how does the financial system work and how to make good use of the services offered by it.

4) Credits for small entrepreneurs trainning - in many countries, such as Brazil, small business cannot survive for a long time because their managers lack information and trainning for their function. The Programs of Aid to the Informal Economy also provide this kind of trainning with the aim of promoting the managing capacities and increasing productivity. Unfortunately there are few resources and few professionals prepared to this managers-trainning function.


Summing up, the success of the Financing Programs is explained by their capacity of adapting the rules of the traditional financial system to the specific needs of the small business. It also had the local presence of the programs executors, possibiliting a direct interaction with the small entrepreneurs.

THE  RESTRICTIONS  OF  THE  PROGRAMS

Financing Programs for the Informal Economy are very recent development strategies. The first models appeared in the 70’s. Due to this fact, they are still immature forms and, although very efficient in many ways, still present many restrictions. They should, therefore, be analyzed and improved in order to become effective tools for raising productivity and fostering economic growth in underdeveloped countries. Which are the main problems faced by these programs?

1) Discrimination against the informal economy - this sector is usually discriminated and overlooked by academicals, politicians and governors. Little attention is given to the informal economy by researchers and financial institutions since they always relate it to illegal activities. Brazil had also always discriminated its thousands of small firms. But this has been changing since the last decade, specially due to the effort of SEBRAE (Brazilian Service of Support for Micro and Small Firms).

2) Ignorance of the social cost / benefits involved in such kind of program - even the programs executors fail in giving information about operational costs, gross and net benefits begeted, average lifetime of firms taking loans, etc. Therefore there are no concrete numbers about the real efficiency of the programs. Without those numbers it is quite difficult to convince financial institutions to provide resources to the informal economy even with the positive results shown by some researchs on the subject.

3) Skepcticism on the survival and profitability of the businesses in the infomal economy - the lack of credibility is a great task to be faced by the entrepreneurs of this sector. Bankers still think that granting credit to small firms is a highly-risky activity. But this fear is unfounded. Researchers have shown that small business are as fragile as big ones. Moreover, the experience of the programs to the informal economy have shown three caracteristics: i) the smaller the firm the more punctual will it be in its financial obligations;  ii) the “mortality” of the entrepreneurships is opponsingly related to the amount of aid received from the programs;  iii) programs that grant not only financial credits but also personal contact of the executors with the entrepreneurs (through intensive trainning and coordination) have very few chances to fail.

4) “Insistence” on remaining in the informal sector - the Brazilian Government bureaucracy really acts discouraging firms to legalize their business. Maybe even after knowing how to do so, entrepreneurs preferer enter to the formal economy.

5) Lack of informal business associations - without unity no conquest can be achieved. Since there are no kinds of associations and cooperative joints within the firms of the informal economy, little have been improved in this sector. In the past few years SEBRAE has been joinning small firms and have, doubtless, achieved many conquests for the sector.

6) Lack of resources, specially those destinated to the trainning of small entrepreneurs - this is one of the major problems. Although the trainning results are evident, its costs are high and demands a long period of time. The resources for this purpose usually come from public subsidies and private donations, this means, in a very limited source.

7) Lack of avaliation and acknowledge of the achieved results - very few researchs on the subject have been done. There are no sufficient data to evaluate the implementation of the programs. Even successful programs do not care to show its positive results among the community.

8) Lack of trainning for the programs executors - managers and staff that are responsible for the programs must be highly qualified for the function as coordinators of the little businessmen and also as dealers next to bankers and government. It is not easy to find people with this background and willing to work in these programs. Many times the staff have enough social but not enough technical preparation. The opposite also happens.

CONCLUSION

To ignore the informal economy is to delay the growth of a country such as Brazil. It is neccessary to know how to support it while generating benefits to everyone. Financing programs to the  informal economy may be one of this forms. We must therefore improve such programs and make them available to a greater number of small entrepreneurs. It is a national development task.

	PROGRAM
	COUNTRY
	TYPE
	N. of Benefits
	LOANS*

	ADEMI
	Dominican Rep.
	Non-Gov. Org.
	19,430
	527.00

	Bank of Pacific
	Ecuador
	
	4,210
	300.00

	CAMCCUL
	Camaroon
	Non-Gov. Org.
	68,000
	2,264.00

	IDESI
	Peru
	Informal Sector
	140,570
	1,375.00

	FED
	Ecuador
	Non-Gov. Org.
	2,937
	59.00

	PRODEM
	Bolivia
	Non-Gov. Org.
	13,200
	1,150.00


* average in US$

Source: Holt, S. and Ribe, H.
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