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Introduction

Thank you Chair, good morning ladies and gentlerhbave been asked to address you on Micro, Smdll a
Medium Enterprises (MSMESs) and the Informal Seetad policies and programmes to support them. If one
includes smallholder agricultural production (foeade) within the informal sector, this sector pdms the
backbone of broad-based income and (largely infgrramployment opportunities in PNG. The term
informal ‘economy’ is now generally preferred teetterm ‘sector’, but, as we are more familiar wtitle
term informal ‘sector’, I'll stick largely to thabday.

The informal sector comprises the bulk of micraafioe users. The commercial banks essentially settvee
formal sector, whilst the microfinance institutiogsrvice the informal sector. Micro enterpriseseasally
comprise the informal sector, without bank accouwtsereas small to medium enterprises fall in tirenfl
sector, using the formal banking sector. Theren@yever, no clear delineation between the formal an
informal sectors; with some enterprises fallingtlie middle ground, perhaps holding a bank accaamt,
affiliated to formal organisations (like an agroefeus enterprise or cooperative) or even beinggetascale
enterprise themselves but not registered or payiogme tax. There are also some enterprises whmre
between the two sectors, sometimes graduating titoformal sector, and then slipping back into the
relatively obscurity of the informal economy, pgshavhen times are hard or form filling becomes ssie.

There is an implicit policy, including by some demment partners, to encourage entry of micro-lessas

into the formal sector, both to gain the benefitsfarmality, but also to contribute to the costs af
functioning State. However, that implicit policy saat least until recently, not been well articetht
particularly in practical terms, either by govermner development partners, with the costs of fdityna
seeming to outweigh benefits for many small engepurs. There is, however a renewed awareness over
recent years of the role of the private sectorhasdriver of economic development, including thathe
informal sector, with government and donors sloaligning policies and programmes to respond to that
priority, as expressed in the MTDS (2005-2010) dodexample, AusAlID’s ‘Pacific 2020'.

Purpose Statement

The purpose of this presentation is to inform participants that the success of microfinance institutions (MFIs)
will very much be determined by the effort government, including town and other sub-national authorities,
put into successfully addressing the informal sector constraints.

Presentation Outline

| wish to briefly touch on the definition of infohsector and microfinance to help us see thebgtkeen
them; the importance of the informal sector, gowsnt’s support, the challenges posed and the wawafd
for the informal sector and the microfinance indyst



A. Informal Sector and Microfinance: Definition
Definitions of informal sector are varied. The infal sector is known by various names in different
countries and the following are some of those usenhe with negative insinuations; Black Market, d¢id
Sector, Informal Economy, Informal Opportunitiesyikible Sector, Irregular Sector and Unofficial
Economy, to mention a few. As stated, the inforseator is now widely referred to as the informal
economy.

Informal Sector: the term informal sector refers to the sector winemgicro-business and income earning
activities are generally unregulated. It entailsrexmic activity that is neither taxed nor closelgmtored by
government; and is generally inadequately refleatedNational Statistics, notably the Gross National
Product (GNP). PNG’tnformal Sector (Development and Control) Act 2004 defines an informal business as
one operating legally on a small scale, employingnore than five persons and not liable to payofine)
tax.

It is generally characterised by: -
* Relative ease of entry and generally unregulated,
» Small scale operation, usually family owned andhwétatively few, largely family, employees;
* Limited capital and relatively labour intensive;
» largely traditional or self-acquired skills, rathtban attained through formal training;
* Relatively competitive markets, although there rbaycartels,

Microfinance: on the other hand, microfinance refers to the igiom of financial services to poor or low-
income clients, with any lending generally for neidyusiness rather than consumption purposes. It
effectively means the provision of financial seegdo informal sector participants or micro-entsgs. It
provides individuals and micro-enterprise with moess to conventional banking services, an oppitytun
for modest savings and credit provision. For sonnealy also provide an entry into the formal bankiag
their enterprise grows in scale. Microfinance ofegs®@n lower cost arrangements, often entailingreomty
and peer group pressure and a network of loweragesits, or shared supervision. Microfinance prowis
and demand have been growing rapidly in PNG, atthatill only reaching a modest portion of the whol
informal sector in some towns and provinces. (Othfarmal or semi-formal credit arrangements efast
households, often lending at usurious rates.)

Microfinance is not static, nor tied to establisimegichanisms. It must be attuned to the countrycaitdre

in which it operates. New arrangements to reacHl sazers and borrowers are being introduced, with
microfinance institutions often at the forefronh€Be particularly involve the use of mobile phondsch

are much more widespread than formal bank accoumt®st developing countries, and also enable lower
income households more accessible ways to accdssamage money, and move away from cash, for
example in South Africa using credit cards with logilings and Eftpos facilities in small villagests.
However, micro-enterprise and micro-finance, aswiisiness generally, do not operate in isolatod, are
dependent upon suitable business and investmeditioors to be able to develop.

From the definitions, we can see the direct andrdlak between the informal sector and microfiranc

B. Importance of the Informal Sector
Informal sector activities are found in every eamyo from the least to most developed countries. gy
its scale is hard, but in many developing countsesveys have estimated that it provides markgobater
employment than the formal sector, particularlythe rural sector and for women. According to therkV/o
Bank (2006), the informal economy in Africa wasrestted to have provided 42% of GDP in 1999/2000 and



41% of GDP in Latin America, whilst a survey in Tlaad in 1994 found the informal sector makingthe
majority of the overall workforce and almost thdienagricultural workforce.

The informal sector provides opportunities for tiekly unskilled people to earn incomes, and, tbgetvith
the wantok system, provides a social safety neluding against loss of formal employment duringibass
downturns. Whilst in the past the informal sectaswidely perceived as a temporary phase in dexedap

it's now recognised that it can be a major, vibramd entrepreneurial part of the economy, whicse here
for the long haul. According to the industrial pyrd in every economy, there are only a few large
enterprises at the top, with a larger number ofiomadenterprises, and at the bottom a very largelbmurof
informal sector or micro enterprises. Many governta®f developing countries now recognise the mfdr
economy as a critical generator of employment, pggvalleviation, and broad-based economic growth. A
vibrant informal sector can increase poor peoplefsortunities, security, and empowerment.

Poor rural infrastructure and services, and lackadfnomic opportunities in rural areas in PNG hiagen
pushing people towards our towns. However, whilgtenaccess to land and resources in rural areas hav
enabled rural households to secure food and soowmm, the urban informal sector in PNG has so far
provided fewer opportunities than in many develgpiountries, partly as a result of outmoded resins

by town authorities on informal trade, and lackfadilities provided, skills and awareness of thege of
opportunities generally developed in Asian informebnomies.

A survey in 1995 of PNG'’s urban workfofdeund 13% earning incomes through the informat@ebut an
astonishing 18.5% surviving principally throughnee (including prostitution), indicating that opparities

and incomes in both the formal and (legitimate)infal sectors were inadequate. Considerable urban
growth has occurred in PNG since 1995, includingaging numbers of vulnerable households, including
street kids, and the recent economic growth andestotbrmal employment growth have made little
impression on these burgeoning numbers.

Whilst the informal sector is criticised (fairly amfairly) for being untidy and disorganised, paiag a
haven for crime, not paying tax or fully contrilngito the cost of running the State, and unfaidgpeting
with the formal sector in some products, it mustgbeen the attention it deserves for the followglgring
reasons:

i. The formal sector has been, and remains, completelple to provide the level of needed
employment for PNG’s fast growing population, esakgc considering PNG’s dual economy,
with its large projects (including prospective LN@pviding limited broad-based employment;

ii.  The informal sector provides greater employmenbojnities at relatively low cost per job - It is
credited with generating the majority of employmewth over 85% of the PNG populace
involved in the rural and urban areas, combined;

iii.  Women play a key and leading role. 63% of womeneweund to be involved from the 2001
CIMC study.
So, assuming the right conditions and impediment®tlegal informal sector activity are removed:
Iv.  Rural-urban migration can be reduced
v. law and order problems addressed
vi.  poverty reduced

vii.  alarge portion of school leavers (or those nettending) can be absorbed, at least in the interim
viii.  opportunities provided for other unemployed/undaplyed, including the vulnerable
Restraining

ix. the growing income disparity in PNG society
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X.  the pressure to participate in criminal activitiegluding prostitution, and hence also a factor in
the spread of HIV/AIDS. Crime is encouraged by fadi employment and adequate income
earning prospects, combined with poor law enforcenaed deterrent, but in turn constitutes a
major constraint upon business and investment, cedfpe for smaller businesses, including
agriculture.

Most of the people involved in the informal seciéne theunbankable, people who do have any access to
formal banking services, which MFIs are being idtroed to serve. PNG'’s informal sector participanats
be profiled in the following manner;

Profile of Urban Informal Sector Participants (from a survey of 5 urban centres) in Papua New
Guinea

Women are the majority 63%
Married 68%

With children 7%
Average age 33 years old
Education

No Formal 32%

Grade 1-6 41%

Above Grade 6 27%
Self-employed 7%

Informal Sector is sole source of income  69%
Average Income/week K60.50
Incomes >K251/week 22%
Average household size 7 members
Participants for >6 years 50%

New Participants (<1 year) 17%

(Source: INA 2001 — CIMC PNG Informal Sector Study)

C. Government Support
In recognition of the importance of the informabeomy and the need to provide more legitimate econo
opportunities, including in the urban areas, theniser for Community Development, Dame Carol Kidu,
championed the passage of tlrdormal Sector (Development and Control) Act in 2004. The Act was
designed to free up long-standing constraints fer informal economy, including by urban authorities
whilst still requiring the sector to comply withasidards, for example urban zoning, orderlinesdtthead
hygiene. Unusually, the Act was passed in the atesehan overarching informal sector policy, leavthe
Act as de-facto policy. There was clearly a needafesupportive policy framework, consistent witle th
MTDS, to enable suitable interventions, includinggramme support, to assist the development of the
informal economy. As such in 2006 the National Exie Council (NEC) endorsed a framework for an
integrated approach to developing a National Paicynformal Economy as a Poverty Reduction Stsateg

Since 2004, although some urban authorities haweiged some support to informal sector development,
most have either done nothing, usually constrametlinds, or continued to impose heavy restrictionsts
operation, continuing to see it as an unsightlyagt imposing costs and harbouring criminal elense The
urban sector has certainly not yet met a fractiobts@otential or the diversity prevalent in Asiaities.



Recently, the late Mr Mike Manning was engaged ByIC to help to finalise a Draft National Policy on
Informal Economy, based upon a framework prepasethé Informal Sector Task Force. Last Tuesday, 26
August 2008, a National Consultation Workshop weganised by CIMC, which brought in stakeholders
from all provinces, including town authorities, fibreir input on the draft policy for the informataomy.
Their comments are currently being incorporated the draft policy, intended for consideration bgbihet
later this year. It is hoped as a result of thidemparticipation, and feedback from an informak@esurvey
(commissioned by IFC during 2007) that there wi#l & strong sense of ownership of the new policy,
necessary for its subsequent successful application

D. Challenges
Although we now have the Act and a draft policyrently under review, there still remains much talbee.
According to the 2001 Informal Sector Study conddcby teams in 5 urban centres, the following were
identified as critical constraints to the developtnef the informal economy:
i.  Restrictive Laws and Regulations and overzealotmesment of those laws/regulations
ii.  Negative Attitude to the Informal Sector (althouginflicting views were found)
iii.  Lack of information and baseline data on the Infalrn8ector, to assist in planning sector
support
iv. Inadequate marketing, financial, technical, tragnand other support — including transport
and market facilities, micro-credit/finance, etc.
v. Uncoordinated institutional support
vi.  Cultural and gender issues,
vii.  Macro-economic impediments

Informal sector participants in a 2007 Survey & thformal Sector in 19 centres (commissioned HA)F
found access to market and transportation probkesrtie main obstacle (51%), followed by accesedad
(12%), and then crime/theft and disorder (10%).

Constraints cannot be addressed in isolation fraoh ether. Successfully addressing one impediméht w
have little effect, if another overarching consitastill exists. They need to be addressed as dewhy
respective authorities, including support from phirate sector and wider community. Whilst partésifs in
the 2001 study identified access to credit ascalitiexperience of both credit and the capacityépayment
was limited, so adequate awareness and training also clearly required.

Microfinance Institutions in PNG
a) Access to start-up capital - Access to micro-finance for start up capitalvidely identified as one of

the major impediments. This was again echoed dyaaigthe recently held National Consultation
Workshop on Informal Economy Policy organised byMCL The 2001 study highlighted that
participants have very little access to creditparticular from formal institutions. Whilst micro-
finance outlets and numbers of accounts and trinsadave been expanding rapidly in recent years,
with support from development partners — includiigGSDP - and formal banking institutions, there
still remain relatively few micro-credit and savingchemes operating in PNG to meet the many and
varied demands of informal sector participants.

b) Access to savings institutions — Although many micro-enterprises provide very lowomes, and
little opportunity to save, informal sector panpiants do endeavour to save for household needs and
for future investment, and some earn well aboveatterage and are in a stronger position to save
significant amounts (e.g. in the 2001 survey 8%he@amore than K500 per week). So, apart from the
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d)

need to access credit for start-up capital, inférgeator participants also need to save their egmi
securely for future needs, including against pdssiainy days and away from prying hands,
preferably earning interest to counter the seefrage current higher inflation rates.

If more than 85% of the population is in the infalnsector, we can safely assume that virtually that
same percentage has no access to formal credatvorgsarrangements, although various customary
saving arrangements are known to operate, espedimalblving women’s groups. Papua New
Guineans are not renowned for saving habits, affEsnding earnings as soon as received. This lack
of a saving culture is understandable considenimitdd traditional mechanisms, notably the short
storage life of most of PNG’s traditional foodssuking in times of plenty and times of shortage.
Traditionally saving was replaced by reciprocityheseby surplus was exchanged, with the capacity
to call up dues when required. Nevertheless som& Bbicieties did traditionally have savings
mechanisms, including the traditional accumulabbshells and pigs and other wealth prior to major
Mokas, for example, and the accumulation for wegsliand various customary events. Formal
mechanisms and training need to be reinforced w@blenmicro-enterprises to save for future
investment and other needs, and to nurture busisefss the long term, rather than draw down
capital or sell out for short term income. Sim§arthere is the need to encourage maintenance of
agricultural tree crops, to provide long term sin&d yields.

The potential from 85% of the population in theomhal economy is considerable if adequately
supported. With a high risk of theft, poor infrastiure and lack of retail outlets in rural arelsye is
limited incentive to earn cash incomes above amim target level. Digicel has demonstrated that
formal business is willing to take a challenge gaget PNG’s rural communities, and provide rural
services, income and job opportunities. Improveshmunications, including telecommunications is
critical to rural economic development. Mobile f#eny itself provides immense opportunities for
informal sector businesses, as highlighted in #reudry ICT workshop co-hosted by INA at UPNG,
with vegetable, fish, flower producers and trademsexample, detailing the advantage of placind an
receiving orders and monitoring safe delivery afduce by phone.

Considerable further opportunities for micro-busses and households will become available with
the use of mobile phones transmitting data, inclgdor mobile banking, , including in rural areas.

More details of these opportunities will be highligd in an October workshop on mobile banking
which the INA will be co-hosting. The mobile phoredfectively removes the handicap of

inaccessibility to established bank branch netwaok®ven the mobile banks being developed in Fiji
and Solomon Islands. It even stretches the netabtarefoot’ microfinance agents, but utilises the

same principles of lower costs community based oedsv

Special licenses by Bank of PNG - the current microfinance institutions operatinghe country are
operating on special licenses issued by the BanlPM6G. The need for appropriate licensing
arrangements and oversight will be critical for tbager term development of the microfinance
industry in PNG, along with adequate linkages arse seeking to ‘graduate’ to the formal sector

Fundamental Pillarsin Business — Business success is based upon adequate capitaljrsituding
sound management, having the right products andgbable to market them successfully and
profitably as well as suitable operating conditiqfesv and order, market conditions etc). The
microfinance institutions cannot take on the rdiswupporting all aspects, but they can work closely
with informal sector participants, local authostiand training institutions to help identify sui@ab
conditions for micro-entrepreneurs to operate dmivé on their own, or through group marketing
arrangements, including helping identify alternatigproducts and markets, so that the level of
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competition is not excessive in the current narrawge of products. Gaining some economies of
scale and reducing individual overheads, throuffiiaions with larger enterprises, including
through agro-nucleus enterprises, has recogniseahtatjes, including in the management of credit
and savings.

E. Way forward

As a way forward for microfinance institutions, bke the following recommendations;

Vi.

Address constraints identified - Firstly and most importantly, it is absolutelyperative that the
wider needs of the informal sector must be givea tlimost and coordinated attention (by
government, local authorities and wider stakehaldér the microfinance institutions are to be
successful in fulfilling their role effectively. B means the constraints as identified in the 204l
2007 surveys, referred to above, must be adequatety promptly addressed by respective
authorities;

Microfinance governance— more specific institutional arrangements migégédh to be established
through the Bank of PNG to ensure effective lortgem support and oversight for the microfinance
institutions. Clearly, the informal sector is noslort term arrangement, but will provide a major
economic and social function long into the futwse,institutional support (by the authorities aslwel
as the private sector) should recognise this aspbred accordingly;

Microfinance Institutions Association — if it's not in place already, an associationlddoe formed
for Microfinance Institutions, as with the BankeAssociation, with some public financial support,
able to promote the skills and other needs of tleeafinance institutions and their clients.

Attention on the business fundamental pillars— Microfinance institutions, whether set up by
commercial banks or as cooperative-type entitiaggela strong interest in the success of theirtslien
enterprises. Their clients have less capacity thanbanks’ clients to access training, market and
other support. Monitoring and supporting their mlg needs and capacity will remain a greater
function of the micro-financing organisations thie formal sector institutions. The micro-finance
providers therefore need to be ready to reviewtiegjspolicies in the light of changing needs,
capacity and opportunity in a fast evolving marketjuding the use of new technology (including
mobile phone banking, use of village-based findraidéets etc)

Set up a separate Authority- since the informal sector comprises more th& 85the populace of
this country, there is the need for an effectiverdmating institution in government focussed oe th
needs of the informal sector, as there is in otteamtries like India where they have a separate
ministry known as the Ministry of Micro, Small arMedium Enterprises. This needs also to be
constantly seeking to knock down the bureaucratc @ther institutional barriers for informal sector
participants to ‘graduate’ to the formal sectoglinling simplifying business registering, operatang
bank account, and ultimately paying taxes (apamnfVAT). The steps to formalisation or partial
formalisation should be simplified and sped upfasas practical, including through use of new
technologies

Government must actively dialogue with the privatesector to iron out the impediments to
business and investment, whether by large or neateepreneurs, at the national, provincial and
local levels.Mechanisms which exist, such as CIMC'’s informalteseccommerce and services and
agriculture sector committees, should be utilisetiyfand reinforced, whilst others which have
become moribund, like the valuable National Worki@goup on Impediments to Business and
Investment, should be restored. Such mechanismdidtygue are needed at provincial and district
levels, to ensure community needs are met, and befgsee the effective utilisation of the
considerable District grants now available, whioh fandamental to restoring local infrastructurd an
services, needed by micro, small and medium ensexpand the wider community.



F. Conclusion
When one talks abouticrofinance ingtitutions, one is essentially talking abdaformal sector participants,
who comprise the majority of PNG’s population, dadn its current and potential client base. Theeptal
is immense, and whilst security for credit cannetpoovided through land, but rather by long terwirsgs
and business performance, building up the crethiloli the micro-enterprise, as well as possible wamity
peer group pressure, greater community awarenesgsofiess and new technologies and markets can open
up opportunities. The potential can, however, lBaty enhanced by government and town authoritieisd
their infrastructural, law and order and other cespbilities seriously and government and the wider
community, including micro-finance institutions, rigeisly addressing the marketing, training and iothe
needs of the informal sector and small and medintarprises.

Business of any scale entails risk and some elepfesttioice. Risks cannot be eliminated, but in PiIN&e
is considerable room for them to be consideraliyced. Microenterprises are more jeopardised lxythisn
larger and more diverse businesses. They alsotndaslaware of the level of risk and require firmdgance
on those risks and the responsibilities when camsid borrowing for a new enterprise.



