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Executive Summary

This Report is the third in a series of reports' that evolved from a collaboration between the local
government of the City of Johannesburg and the World Bank in 1999-2000 on the theme of local
economic development. It presents the main findings of the 1999 GJMC2-World Bank informal
sector survey which covered 499. mostly black informal firm owners across 11 manufacturing
and service sectors. The findings in this Report are based on firm owners responses and firm
level data and are summarized below.

There are two objectives of this study. The first is to examine the characteristics and constraints
facing informal firms in Johannesburg. Since 1994, government has rested its goal of poverty
and inequality-reduction in South Africa on private sector-led job creation. Among other things,
in its commitment to reduce racial inequality, the government has made a political commitment
to black empowerment and allocated resources for credit and training, and other SMME
promotion programs. A second objective of this study is to explore the policy implications of
government assistance to the informal sector on grounds of poverty reduction and job creation
for the poor. The merit of supporting the sector on the basis of apartheid-created racial inequality
is also examined.

Who are Johannesburg's informal firm owners?

Unlike their formal counterparts, owners of Johannesburg's informal firms are not registered to

pay VAT, nor are they subject to any other formal regulation or taxation. The informal firm
owners are predominantly (97 percent) black Africans who, on average, generate 3 jobs per firm,
the same number of jobs as formal micro firm owners. 50 percent of them were long term
unemployed and only 36 percent had any previous work experience when they joined the
informal sector. One third of them started as self-employed businesspersons; the remainder as
small employers. With limited financial capital in the range of R 2000 - 10000 ( US $ 360 -
18003) and almost no vocational skills, most were motivated to join the informal sector because

it provided a source of income. 63 percent of the firms are post-apartheid i.e. they were
established in 1995 or after and are still in fledgling status.

Even though 44 percent of the informal jobs are performed by family labor, 93 percent are fully
remunerated, full time and permanent. Women constitute 38 percent of all business owners.
Gender affects employment patterns -- female owners are most conspicuous in retail and

hawking, shebeens, clothing and food.

Though the size of the informal firms is micro, job creation has grown impressively in recent

years. Trends indicate that during 1997-99, while formal job losses continued, informal firms
expanded and the number of jobs per firm rose from 2 to 3. Similarly, the pattern of investment

The other reports are "Constraints to Growth and Employment in South Africa: Report No. I - Evidence from the

1999 Large Manufactuning Firm Survey" by Chandra, Moorty, Rajaranm and Schaefer (2000), and " Constraints
to Growth and Employment, Evidence of the SMME Firm Survey," WB Report No. 24330-ZA by Chandra, Moorty,
Nganou, Rajaratnam and Schaefer, (2001).
2 GJMC: Greater Johannesburg Metropolitan Council.
3 The exchange rate used is R 5.5 = $1 in 1999 - 2000 at the time of the Survey.
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has been impressive at a time when overall growth is low. Compared to 33 percent of the
SMMEs, 61 percent of the informal firms increased investment. There is a positive relationship
between access to formal credit (bank loans and government assistance) and investment in the
informal sector even after controlling for other types of credit (from private lenders and
suppliers) and other determinants of investment such as profits from a proxy variable. In 1999,
as a share of the fixed capital stock, the scale of investment averaged 0.50.

Both employers and workers labor 26 days a month, 9 hours a day. In 1998, 55 percent of the
firms had a work stoppage due to a holiday, marriage, funeral or sickness. But flexible work
arrangements helped to build a resilience to temporary shocks. Only 28 percent of firm owners
lost revenues and coped by substituting either their own or their family's unpaid labor time. Most
firm owners are primary income earners in poor households but some are emerging
entrepreneurs preparing to graduate to the formal sector. Though business profit income averages
R1400 ($254) per month, low overheads allow informal businesses to provide a survival strategy
for the entire household. Comparing income per informal household member, the average South
African's income is 70 percent higher or the average Gauteng resident's income is 230 percent
higher. Informal employee wages are even lower. At an average of R 700 ($ 127) per month,
they range between 34 - 78 percent of the nationally negotiated minimum for semi- and
unskilled workers.

Constraints to growth

In order of importance, firm owners indicated that growth of informal firms is constrained in the
following ways: (1) lack of credit, (2) low demand, and variability in income/revenues, (3) high
cost of infrastructure (public transport) and services (electricity, water and telephone), and poor
access to business support centers, (4) poor access to training, and (5) lack of storage
spaces/permanent stalls, (6) lack of transport facilities, and (6) inadequate business space.
Constraint 2 reflects external factors such as low overall demand, competitive pressures from
other informal firms and variable income streams. Even though these constraints were listed by
firm owners, additional firm data associated with access to credit or poor training of owners
validates these perceptions.

Lack of credit

For 80 percent of informal firms, the primary constraint is shortage of capital. Because of poor
access and prohibitive interest rates, black informal firm owners use little formal and informal
credit. The average amount of start-up capital is RI 800 ($327) and 73 percent of the black firm
owners finance it from personal and family savings. Others use stokvels and retrenchment
packages. Only 5 percent rely on private money lenders. Working capital too is financed
informally by friends, relatives and stokvels. Fornal credit plays a minor role - less than 10
percent of the firm owners use banks. Only 12 percent have ever applied and 4 percent have
obtained formal credit, mainly because of complex application procedures, lack of collateral and
credit history and high costs. Empirically, survey data validates a statistically significant
relationship between access to all types of credit - e.g. finance from banks, government, private
lenders and suppliers - and investment while controlling for other investment determinants.
While it may be argued that poor access to formal credit is a characteristic that could apply
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worldwide to the poor in any informal sector, it also reflects the effects of past inequities
towards blacks in Johannesburg. Earlier in their lives, several generations of blacks were subject
to apartheid's discriminatory polices that restricted them from lawfully engaging in business
skills acquisition and business activity - production, investment and financial saving to acquire
credit records, collaterals and financial wealth. Their poor access to credit is proof of apartheid-
created inequality. Annex A provides a discussion of apartheid era laws pertaining to black
business development and their effects.

Infrastructure, services, transport and business space-related constraints

Half the informal owners operate businesses out of their homes while the other half do not have
fixed locations. Since business locations are dispersed, the challenge of upgrading informal
business districts is inextricably linked with the upgrading of poor residential areas and their
access to income opportunities. Some informal firms do not have adequate services and basic
infrastructure. 70 percent have access to water, sanitation and electricity but only 40 percent are
linked to postal services, telephones or public transport. So, while access to services is a key
issue for those (30 percent ) not connected, the high cost of services is a constraint for many who
have access. Public transport is a critical constraint. 40 percent of the business owners walk to
work or operate from home. Over 70 percent of employees simply walk or use taxis. For informal
firm owners, the historical separation of black townships from non-black markets with far greater
purchasing power creates additional obstacles. For most informal firm owners poor transport,
unaffordable business spaces and lack of storage facilities and theft pose yet other constraints.
30 percent of the business owners noted that they had been victims of crime on the street.

Shortage of skills and training

Apartheid's discriminatory polices such as the Bantu Education Act of 1953 also affected
adversely the quality of basic education in black schools with natural implications for human
capital accumulation and employment options. The Act legislated severe cuts in government
expenditures on African education and designed a school curriculum premised on the belief that,
unlike the white South Africans, blacks were not entitled to accumulate skills and jobs above
certain standards. These discriminatory practices and the system of separate education and
industrial training lingered until the 1980s. Survey data reveals that due to meager stocks of
physical and human capital, labor productivity in informal firms is low and mirrored in
correspondingly low wages. An encouraging fact is that 80 percent of informal firm owners have
between grade 4 - matric education and so are 'trainable' for basic business skills. Only a third
of them have had some type of informally imparted vocational training. 20 percent of the owners
received some training in business opportunity identification and machinery/equipment use.
Popular training providers are Small Business Development Centers (SBDCs), private firms, and
Industrial Training Boards, used by 4 - 9 percent of owners. Informal business owners flagged
their demand for training by showing their willingness to pay - about R 1000 ($182) for their
own training and R 850 ($155) for their employees.
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Linkages between informal and formal firms

The main channels of transactions between various formal tiers of industry and informal firms

are examined in terms of the proportion of informal firms that purchase inputs from or sell

outputs to other formal firms. Firm level data reveals that over 80 percent of the informal firms

depend on formal large, small and government firms for their inputs. This strong complementary

relationship between informal and formal firms can be informative in designing training

programs for informal firms. The sales relationship suggests the presence of competition and

substitution. 36 percent of the informal firms sell directly to formal firms, and over 50 percent

compete with them for customers. Polices targeted for SMME promotion may not automatically

support informal firm growth. Nevertheless, most informal firm owners consider the formal

sector important for their business and 26 percent would like to formalize to take advantage of its

higher and more stable income opportunities. Survey evidence suggests that as informal firms

reach a critical minimum size, their credit and other needs provide a natural incentive for them to

formalize. Given their poverty levels, govemment support conditional on their formalization and

taxation is likely to discourage them. There is a delicate balance between the social and political

pay offs from their voluntary graduation to SMME sector and their effort in shirking taxation

and control.

Policy implications for local and national governments

Survey findings show that at the inter-country level, the characteristics of the informal sector in

Johannesburg resemble those of an informal sector anywhere in Africa or South Asia, suggesting

that black informal firms are not special. As in the case of informal firm owners in Africa or

Asia, a rationale for government assistance on grounds of poverty reduction and job creation

could also be made for Johannesburg's black informal firm owners. Earnings in the sector for

firm owners and employees are below poverty level. Informal firms play a useful role in job

creation by employing the bulk of the unemployed poor blacks who do not have the pre-

requisites to enter the formal sector.

However, there is one critical respect in which Johannesburg's informal sector is unique - at an

intra-city level or within Johannesburg, its racial composition is lop-sided and reflects crucial

constraints applicable primarily to black firm owners. Relative to the 75 percent share of blacks

in the total South African population, the share of black firm owners is 97 percent in the informal

sector but only 7 percent in the formal SMME sector. Access to credit is also marked by racial

inequality. Survey data reveals that while 50 percent of formal, mostly white SMMEs had used

bank loans in the previous 5 years, only 33 percent of the formal black micro firms who were

fortunate to enter the SMME sector could do so. In contrast, only 4 percent of the black informal

firms owners had ever obtained a loan for working capital. Hence, the reduction of racial

inequities inherited from the past is an additional rationale that reinforces the case for

govermnent assistance to the informal sector. If apartheid had never been, South Africa's

informal sector, like any other informal sector, would have contained the poorest segments of

the population of all its races - whites, coloreds, Asians and blacks. Instead, with minor

exceptions for coloreds in the Westem Cape, South Africa's informal sector comprises primarily

of black Africans.
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Survey data and the responses of firm owners both jointly indicate the set of govemment actions
that can promote firm growth and job creation in the informal sector of Johannesburg. At the
level of the local government of Johannesburg, the following are the top priority actions: (1)
improved safety and security on the streets, (2) improved public transport to increase the
proximity of firms to the lucrative input and goods markets in the north of the city; this will
enable closer integration between the informal and formal sectors and promote outsourcing
opportunities and growth; (3) improved infrastructure (road maintenance, network development,
electricity, water); (4) provision of permanent market stores to improve storage and reduce theft;
and (5) training for informal entrepreneurs.

The remaining constraints in the areas of access to credit, training and skills development fall
under the sphere of national government and raise several complex issues, especially those
related to the viability of scaling up group monitoring and lending, public intervention, public
provisions and their fiscal sustainability. These are discussed in the context of international
experience and require further research.

International experience and issues for further research

International experience with microfinance research in the l990s shows that the long-standing
and fundamental assumptions about the bankability of the poor has been overtumed. There is
now available, well documented evidence from select developing countries which shows that
low-income clients such as micro entrepreneurs can use small loans productively, repay fully and
on time when there are incentives in place to do so and are willing to pay high real interest rates.
Some examples of best practice and the basic principles of micro finance and training for micro
entrepreneurs are presented from South Asia (Bangladesh, Indonesia) as well as West Africa
(Burkina Faso, Guinea and Ghana). However, more research is warranted for effective
adaptation of international experience to this sector.

Issues which may benefit from further research include an assessment of the fiscal costs of
supporting the black informal sector through micro credit and training programs; key elements in
the design, adaptation and implementation of best practice in micro credit, and the feasibility of
designing successful programs like PRIDE (West Africa) that based the availability of credit
contingent on successful completion of small business training. Given that black firm owners in
the informal and SMME sectors are deficient in both credit and skills development, this seems to
be a useful concept for further research.
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INTRODUCTION

MOTIVATION

This report evolved out of a partnership between the city of greater Johannesburg and the World

Bank during 1999-2000 on the theme of Local Economic Development (LED). The main

motivation underlying the partnership was to identify constraints to investment, growth and job

creation in the Greater Johannesburg Metropolitan Area (GJMA). A related objective was to use

the LED studies as inputs for the Bank's ongoing sources of growth study. Since structural and

real sector issues had not been systematically examined in post-1994 South Africa at either the

regional, national or city level, it was necessary to use large-scale firm surveys to understand the

nature of the structural constraints hindering growth in various tiers of Johannesburg's industrial

economy. Five surveys and studies were undertaken with the goal of identifying key constraints
and their policy implications for local (GJMC4 ) and national government.5 The report from the

first study focused on the large manufacturing firms' tier.6 The second report addressed Small,
Medium and Micro Enterprises (SMMEs) in the formal production and service sectors.7 This

report is the third in the series and focuses on informal firms, 97 percent of which happened to

have black owners in Johannesburg's main markets.8

The chapters of this report present findings from the 1999 GJMC-World Bank Informal Firm

Survey of 499 firm owners interviewed in the Greater Johannesburg Metropolitan Area (GJMA).

All interviewees were owners of survivor firms, i.e. firms that were able to wither the test of the

market forces and stay in business as opposed to those that shut down within a few years of

starting. The latter were not included in the sample. The Survey covered 11 production and

service sectors.9 Typical examples include shebeens, retail, hawking, sale of prepared food and

beverages, hair-salons. Informal firms are defined as firms that are not VAT-registered and are

not subject to any type of government legislation such as taxation, labor market regulations,

wage agreements, licensing laws, etc.. Since Johannesburg constitutes South Africa's largest

industrial area and contains the largest black townships, it also houses some of the largest

concentrations of informal markets. A study of its informal firms thus has larger implications for

South Africa's black informal sector comprising the bulk of the urban poor.

4 Greater Johannesburg Metropoltan Council.
5 Since a national sample frame was available for the large firm survey, many of its findings are more widely
applicable to the larger national economy.
6 'Fonnal' firns are defined as finns (with over employees) that are registered with the government and subject to
government regulations including taxes. The survey covered 325 firms, such ttiat each finn represented every 7 h.

firm in Greater Johannesburg. See South Africa Discussion Paper No. 14, World Bank 2000.
7 SMMEs were defined as formally VAT registered fnmns with 1 - 49 employees. The survey covered 800 firms in 4
production and 4 service sectors. See WB Report No. 24330-ZA, "South Africa Constraints to Growth &
Employment - Evidence of the SMME Firrn Survey."
8 The remaining two reports cover the two frontier sectors of South Africa: tourism and IT.
9 Prepared food and beverages, clothing, furiture, metals, construction, retaiL food hawking, non-food hawking,
shebeens, personal services and tourism.



SAMPLING AND WEIGHTED INDICES

The Survey was conducted at the firm level in the main markets of Johannesburg which have
informal firms. These included the Central Business District (CBD), other markets close to the
CBD, near the train station and the southern parts of the city including townships which have
large market areas. Since there is no register of informal firms, enumerators counted the total
number of informal firms in each sector in each market and then sampled proportionally to arrive
at the total number of firms required for each sector in each market. For example, if a field
enumerator was supposed to survey 10 firms in the clothing sector in Market A,. and after the
total count she found that there were 100 firms in clothing in Market A, she would survey every
1011. firm to arrive at the total count of 10. Approximately 45 firms were surveyed in each of the
11 sectors with a total of 499 firms: prepared food and beverages, clothing and garments,
furniture, metals, construction, retail, food-hawking, non-food-hawking, shebeens, personal
services (hair salons, barbers, shoe shines etc.) and tourism.

Survey data is typically presented in the form of charts or tables with cross-tabulated statistics.
However, for questions that required some type of ranked responses, such as a factor being a
'major', 'moderate' problem or 'not a problem' and 'n/a.,' or options requiring a rating of first,
second and third choices, it is useful to construct a weighted index. In most cases, weights are
attached to the rankings. So 'Major' = 3, 'Moderate' = 2 and 'Not a problem' - 0 weight for
example. Each firm's responses are multiplied by the appropriate weight and the sum of the total
weighted responses or frequencies are calculated for all respondents for each question. The
maximum score is normalized to 100 and the rest are divided by the maximum score and
multiplied by 100 to obtain the index. Note this approach allows us to control for both high
rankings assigned by a small number of respondents to some choices relative to others as well as
a low rank assigned by many respondents to the more popular choices. Earlier tests of robustness
with different weights such as 1, 2, 3 or 1, 3 5 showed that our results are fairly robust, their
subjective weights notwithstanding.

OBJECr1vES OF THE REPORT

As in any other city, Johannesburg's informal firm owners and employees represent the poorest
segments of the urban population. While this survey did not estimate the size of the informal
sector in Johannesburg, it is reasonable to assume that since the mid-1990s, mounting job losses
in the formal sector, especially manufacturing, have pushed a sizable and growing proportion of
Johannesburg's black township population to rely on informally generated income. Furthermore,
the slow pace of overall economic growth implies that at least in the medium term, the informal
firms sector will continue to remain a critical source of livelihood for a large proportion of
Johannesburg's poor black population.

There are two objectives of this study:

The first is to obtain an understanding of the characteristics and constraints facing the
predominantly black informal firms in Johannesburg. While firm owners views were elicited
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with respect to constraints, the validity of the latter was also compared with firm level data
collected in the process of surveying the firms. Therefore the results in the surveys are not mere
perceptions of firm owners. A note is made wherever the results pertain to only perceptions.

The second objective is to understand the rationale and nature of government support to the

informal sector. As in the case of the informal sector in many developing countries, South
Africa's black informal sector also merits government intervention for distributive reasons such
as poverty reduction and job creation. Since the economic effects of apartheid's racially
discriminatory policies have a strong probability to surface in survey findings, a related objective
is to investigate if there is a special case for black informal firm owners. This is achieved by

comparing the predominantly black informal and mostly white SMME and micro firms sectors.
The scope for government support is examined in terms of actions that local and national
governments can take to promote growth and job creation in the informal sector. Since actions
required on the part of local government are more likely to fall within the existing mandate of the
authorities, issues regarding their feasibility are likely to be less problematic. However, actions
pertaining to national government intervention are more likely to raise problems regarding their
fiscal sustainability, implementation, public provision etc.. These are cast in the context of
relevant intemational experience, but since they fall outside the scope of this report, they need
further research. Issues for further research are outlined.

OUTLINE OF THIS REPORT

The chapters in this report cover the responses of 499 informal firms owners in 1999 in
Johannesburg. Where relevant, comparisons with findings from the 1999 GJMC-World Bank

SMME surveys are made.

Chapter 2 presents the characteristics of informal firmrs and a profile of their owners. The third
chapter discusses key constraints to business growth in informal firms, especially in the context

of their peculiar location patterns and associated handicaps. The fourth chapter addresses
financial issues in the context of constrained access to formal credit. Chapter 5 focuses on

employment-related issues and evaluates the level of informal wages in the broader context of

the formal labor market and poverty. Training related issues are also noted. Chapter 6 considers
production-related issues while chapter 7 examines the economic relationships between informal
and formal firms. Chapter 8 concludes. The annexes provide details with respect to the
following firm categories where relevant: self-employed and employer firms, post- and pre-
apartheid firms, and female and male-owned firms. In particular, Annex A presents a brief

discussion of apartheid era laws and regulations that inhibited black economic activity and
pertain to issues associated with access to credit and weak human capital in black firms today.

Annex B presents statistical analysis pertaining to the relationship between access to formal

credit and investment.
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DEMOGRAPHICS

LNTRoDUCrION

The Johannesburg Informal Sector (IS) Survey covers a total of 499 informal firms' 0 across 11
sectors in the City of Johannesburg. Informal firms are defined as firms that are not registered to
pay VAT."' Like any other informal sector, Johannesburg's informal firms also have a high
turnover rate. The firms surveyed in 1999 are representative of only those which survived
competitive market forces. Surveyed firms are distributed across 4 production sectors'2 and 7
service sectors,13 and their distribution permits statistical analysis at the sectoral level.
Approximately 45 firms were interviewed in each sector (Table 2.1). As a group, the service
sectors cover 64 percent of the sample.

Table 2.1: GJMA: Informal sector sample by sector and employment size-class

Total Sectoral Self-employed Employer
number of share (1 employee) (2+ employees)

firms (%) (%) (%)
interviewed

Prepared Food and Beverages 42 8 24 76
Clothing 45 9 53 47
Furniture 45 9 11 89
Metals 49 10 24 76
Construction 44 9 18 82
Retail and Hawkers* 139 28 44 56
Shebeens 46 9 13 87
Personal Services 44 9 30 70
Tourism 45 9 69 31
Total 499 100 34 66

* Includes food hawkers, non-food hawkers and retail.

Since firm size is likely to affect the behavior of an informal firm owner, the sample is further
disaggregated into two employment size classes: (a) self-employed or one-employee firms, and
(b) employer firms or firms with two or more employees. Roughly 33 percent of the sampled
firm owners are self-employed. Furniture and shebeens have the least proportion of self-
employed owners while clothing and tourism have the most (Table 2.1).

'Since the total number of informal firms in the GJMC area is unknown, the survey sampled a sufficiently large
number of firms in each sector.
11 According to the ILO manual, there are several definitions of informal finns, depending upon the context. In the
context of South Africa, the most appropriate definition was considered to be "firms that are not registered to pay
VAT."
1 2 Prepared food and beverages, clothing, furniture and metals.
13 Construction, shebeens, personal services, tourism, retail, food hawkers and non-food hawkers. Because of the
sirilarities in the nature of their activities, the retaiL food hawker and non-food hawker sectors have been collapsed
into a unique sector (called retail and hawkers) in the analysis.
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Racial profile - unique within Johannesburg's and South Africa's industrial structure

Johannesburg's economy represents a disproportionately large share of South Africa's economy;
for example, its share of large firms accounts for over 40 percent of all large firms in the national
manufacturing sector and much higher proportions in many of the service sectors. While its large
firms, at least in manufacturing, are mostly white-owned, 14 and its middle-tier comprising of
formal SMMEs is also predominantly white-owned, there is an overwhelming concentration of
black ownership in its lowest tier - the informal sector. Such intra-city and indeed intra-country
segregation in economic activity makes Johannesburg's informal sector unique relative to the
informal sector in any other country.

Although from a poverty perspective, Johannesburg's informal sector resembles the informal
sector in other developing economies, its racially lop-sided profile mirrors distinctly the social
distortions carved by apartheid policies within Johannesburg's, and indeed within South Africa's,
industrial economy. (For a detailed discussion of these polices, readers are referred to Chapter 8
and Annex A.). Table 2.2 indicates the lumping of black owners (97 percent) in the informal
sector. In the very~ next industrial tier comprised of formal SMEs, the share of black owners
plummets to 7 percent. In comparison, the share of blacks in the national population is 77
percent. If apartheid had never been, Johannesburg's informal sector, like any other in the world,
would have displayed a reasonably fair representation of the poor of all four racial groups in
South Africa. Instead, the share of non-black (Asian, colored and white) informal firm owners is
extremely small at 3.2 percent and contrasts sharply with their share of 23 percent in the general
population.

Table 2.2: Racial composition of Johannesburg's formal
and informal sectors, sample 1999

Population Informa SMME - SMME -
share I sector full post-1995

sample sample'5

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _1 9 9 9
Black 77% 96.8 160/o 7% 13%
Colored 9.4% 2% 2% 2%
Asians 2.6% 0.2% 9% 10%
Whites 11% 1% 56% 53%
South African - no race n.a - 17% 15%
indicated I

Foreign n.a - 9% 7%

14 'Me share of non-white or Previously Disadvantaged Individuals' representation in large firms was only 14
percent in 1999. Most of this consisted of board membership.
S The share of post-apartheid ( post-1995) SMMEs was 30 percent in the full sample of 799 firms in 1999.

1 6 About 10 percent of the Black entrepreneurs immigrated to South Africa from neighboring countries in Southern
Africa and 2 percent came from West or East Afica.
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Since our sample1 7 covers only 16 non-black informal firms, separate conclusions for non-black
furms are not drawn in the remainder of this report, i.e. in essence, this is a report about black
informal firms.

GENERAL CHARACTERISTICS OF AN INFORMAL FIRM

Employment in the Informal Sector - similarity between formal micro and informal firms

In 1999, the 499 firms surveyed created a total of 1431 jobs.

The economic case for policy intervention in the informal sector is often based on its ability to
create jobs. The survey indicates that in 1999, Johannesburg's informal sector created the same
number of jobs per firm as formal micro enterprises in Johannesburg's SMME sector. Both
informal and formal VAT paying micro enterprises on average employed 3 workersl per firm
(see Chandra et al., 2001); 9 this makes the challenge for policy makers interested in promoting
sustainable employment creation quite comparable: for a formal micro firm, the policy challenge
lies in enabling the firm to graduate to a small SMME with more employees; similarly, for an
informal firm, the challenge lies in enabling the informal employer to graduate to a more
efficient firm size, preferably in the formal sector.

Informal firms in the construction and furniture sectors have slightly higher employment levels
(4 workers per firm) while firms in the service sectors have lower levels (2 workers per firm).
The relationship between employment and the physical age of a firm is quite consistent: informal
firms that are two or fewer years of age employ 2 workers20 on average; firms between 3 - 10
years employ 3 workers; employment rises to 4 workers per firm only after an informal firm's
age exceeds 10 years. Typically, informal female employers hire 2 workers while male
employers hire 3 workers.

Gender profile

Women constitute 38 percent of all business owners. Gender affects the pattern of employment -
only 56 percent of all female compared to 70 percent of all male entrepreneurs are employers.
The remaining 44 percent of the female firm owners are self-employed. Typically, informal
female entrepreneurs are most conspicuous in retail and hawking, shebeens, clothing and
prepared food and beverages sectors (Chart 2.1).

17 In a random drawing of 499 informal finms in the congested markets of greater Johannesburg, 483 were found to
be black, 10 Coloured, 5 hite and 1 Asian owned.
's Median levels are reported.
'9 In a contemporaneous survey of households engaged in informal businesses in Soweto, Piazza-Georgi (2001)
found that 68% of the businesses had no employees, 21% had less than 5 and 7% had 6-10.
20 Tfe appropriate statistic in this case was median rather than mean level of employment.
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Chart 2.1: Distribution of firms across sectors by gender
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Gender dominance
Research on the South African informal sector shows that certain sectors tend to display gender
dominance. For instance, Liedholm and McPherson (1991, p.12) write that "firms in sectors involving
trade and commerce tend to be run predominately by female proprietors, as are service oriented textile
manufacturing and food processing firms. On the other hand, metal production, wood processing and
transportation firms tend to be run by males. In addition, it has been proposed that firms owned by
women tend to grow at slower rates than those run by men (20% against 30% per annum). Finally, female
managed enterprises tend to be more of a supplementary source of income for the family than male
managed enterprises (World Bank, 1993a; Liedholm and McPherson, 1991).

Age

Age is an important marker of an informal firm's market experience and its survival capabilities.
These factors, in turn, affect its ability to access credit markets and graduate to the next size
class. Since South Africa's unique history stymied black entrepreneurship, an informal firm's
vintage in terms of its post and pre-apartheid status is a more meaningful marker than its absolute
age in years. Using 1995 as the benchmark, we found that 63 percent of the firms2 l are post-
apartheid i.e. they were established in 1995 or after. Characterized by little work experience,
over 60 percent of the post-apartheid firm owners are concentrated in services confirming the
relative ease of entry into these sectors relative to production.

A little more than a third of the firms are pre-apartheid and 55 percent of these are 8 years or
older. Most of them are concentrated in manufacturing. The latter raise at least two special
issues. First, what factors have constrained these firms from graduating to the formal sector,

21 56 percent of all firms are less than 3 years old, and 7 percent are over 9 years old.
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especially since 1994? Second, what incentives can help them to graduate to the next size-class,
or register in the formal sector as micro SMEs ?

Are most informal entrepreneurs immigrants?

There is a perception in South Africa that most of the informal entrepreneurs are immigrants
from other African nations exploiting South Africa's richer markets at the expense of its poor
who are unable to do the same because they do not have comparable business skills. The survey
does not validate this perception. About 87 percent of the informal entrepreneurs, and as many as
95 percent of the female entrepreneurs in the GJMA, were born in South Africa. Only about 10
percent of firm owners migrated from the neighboring countries in Southem Africa and about 2
percent came from West or East African nations. There is also a belief that the bulk of the
informal entrepreneurs have moved into GJMA from Gauteng's neighboring rural provinces. But
the survey reveals that for an overwhelming proportion of these entrepreneurs, Johannesburg's
black suburbs have always been home! About 89 percent have always resided in one of its
peripheral suburbs ,- Soweto, Alexandra, Tembisa etc.. Only 7 percent moved from Kwazulu
Natal to take advantage of Johannesburg's growing economy and 5 percent moved from
Zimbabwe (Annex 1, Table 1.2).

Fixed capital assets in informal firms

The value of the fixed capital stock in micro firms in South Africa draws the critical line between
formal and informal firms. For example, while the bottom third of the formal micro SMMEs
have a capital stock valued at less than R 50,000, the next third have stocks in the range of R
50,000 - 200,000. In contrast, the value of the capital stock in the top quartile of informal firms
exceeds R 20,000. The median capital stock is R 10,000 in employer-owned firms and only R
2000 in firms with self-employed owners. Construction (R 31,500) and shebeens (R 27,500)
have the largest stocks of capital while tourism (R 2500) and clothing (R 3000) have the smallest
ones (Annex 1, Table 1.1)

THE INFORA$L ENTREPRENEUR

Understanding the firm owner's motivation for starting an informal business provides an
important insight into a country's labor market dynamics. In many developing countries, the
informal sector serves as the employer of the last resort for its poor. For some, it serves as a
source of subsistence while they search for a formal sector job and graduate to it (Fields 1989).
In some cases, workers who are qualified to work in the formal sector prefer to operate in the
informal sector to evade taxes; in this instance, the informal sector serves as a tax haven for these
illegal operators. This section looks at the black African entrepreneur's motivation for operating
in Johannesburg's informal sector with a view to understanding how many are mere survivalists
whose lifecycles begin and end in the informal sector, and how many are gradualists growing at
a slow but positive pace, and preparing to join the formal sector.



Business profile

The informal sector in Johannesburg serves a variety of poor Africans. For the unemployed, it is
the first or a new point of entry into economic activity, while for those fortunate to have some
prior work experience or a small income, it is a source of income enhancement. 51 percent of the
informal entrepreneurs in Johannesburg were unemployed before starting their own business.
Another 20 percent were employees in non-mining businesses, 8 percent were partners in other
businesses and 16 percent earned very small explicit or implicit incomes as retirees, students and
unpaid family labor (Chart 2.2).

Chart 2.2: Activities of informal entrepreneurs before they started the business

Unpaid family
Em.loyee of nonworker of other firm Partner of another
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Chart 2.4 in the next section sheds further light on what motivated informal entrepreneurs to start
their own business.

Gender differentials in the profile of past activity suggest that the informal sector plays a greater
poverty reduction role for female entrepreneurs. Higher proportions of formerly unemployed
female owners (58 percent compared to 48 percent for male owners) and lower proportions of
former student female owners (7 percent as opposed to 15 percent for male owners) highlight the
greater importance of the informal sector as an income-generating mechanism for female
entrepreneurs.

9



Chart 2.3: Motivation for starting a formal SMME, 1999
black firms and full Johannesburg sample
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The relative ease of entry into the inform'al sector flagged by the statistics in Chart 2.2 contrasts
sharply with the challenges faced by owners offormal black SMMEs (Chart 2.3). Among the
latter, less than 5 percent were long term unemployed, and 75 percent had formal work
experience before they started their own SME (Chandra et al, 2001). In comparison, adding
across categories of those who had worked before, only 33 percent of the informal business
owners had work experience when they started their businesses. 45 percent, as shown in Chart
2.4, felt they could make a profit. Clearly, if the stock of initial formal work experience that an
entrepreneur has at the time of starting a business is a measure of human capital, then the poverty
of informal firm owners compares starkly with formal SvMME owners. Although the pattern of
the motivation displayed by black SM owners is quite similar to the remainder of the sample,
the scarcity of human capital among them, a direct outcome of apartheid's discriminatory
education, labor and job reservation policies (see Annex A for details) is underscored by the
snall share of blacks in thefull sample of SMME owners - it was only 7percent in 1999.

MOTIVATION TO START AN INFORMAL BUSINESS - A SOLUTION FOR AFuCAN
UNEMPLOYMENT?

As recently as 3 years ago, Johannesburg's Central Business District (CBD)'became an attractive
location for half of its informal businesses that moved to it from neighboring suburbs. About 37
percent of the informal owners began operating in the CBD about 4 - 9 years ago. Interestingly,
almost twice as many female (11 percent) compared to male (5 percent) entrepreneurs have been
operating in the CBD for over 9 years but have been unable to graduate to the formal sector.
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63 percent of the African entrepreneurs were motivated to start an informal business because
they were unemployed for over six months. However, for the largest proportion of entrepreneurs
(78 percent), the sector provided a break by offering a higher income or profit opportunity
relative to their previous activity. Typical candidates for this category are household members
who were unpaid employees, business partners or paid employees in other businesses. For
retirees and students, the motivation was to supplement meager incomes. Even though more
informal entrepreneurs in aggregate were motivated to join the sector to increase their income,
the single 'most important' reason remains prolonged unemployment (and recent layoffs)
indicating that Johannesburg's informal sector is still perceived as the temporary solution for the
pervasive unemployment in South Africa.

Chart 2.4: Motivation for starting an informal business in GJMA
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For a third of the entrepreneurs with poor access to transport or other home responsibilities, the
main appeal of the informal sector lies in the convenience to operate from home. Others, mostly
employer-owners, join the sector to continue the family business (Chart 2.4). The most important
reason is an increase in income and unemployment.

Earnings from an informal business

Unlike many developing countries where informal businesses typically provide a source of
secondary income, survey data indicates that approximately 93 percent of informal entrepreneurs
in GJMA work full time. Among the part time entrepreneurs, 90 percent have a second job. If it
is formal, then it is also the primary job and fetches more income than the present business, but
if is informal, it fetches less income. There is a larger proportion of female firm owners among
part time workers. Part time businesses are found mostly in clothing and garments, construction



and metals and metal products. In these sectors, no more than 10-13 percent of the entrepreneurs
operate part-time 22

Table 2.3: Income Pooling in an informal entrepreneur's household
(all income/earnings figures are in 1999 rands)

Median Mean South Gauteng
Africa ___

All firms
A. Number of adults in household 2 2.77
B. Number of children in household 2 2.40
C. Number of people bringing in income (excluding 1 1.56
entrepreneur)
D. Total monthly income of household R 2000 R 2623
E. Total monthly income contributed by your informal
business R 1000 R 1437
F. 2000 Personal disposable income per capita R 6000 R 7869 R 13502 R 25,988
(annual)* __

*Source: Bureau of Mrket Research, UNISA, Report 276, 2001

In 1999, the monthly earnings from an informal enterprise averaged R 1400 (Table 2.3).
Employers, especially male entrepreneurs, earned marginally more (Annex 1, Table 1.4).
Earnings from an informal business comprise roughly 55 percent of the entrepreneur's total
household income and are a key source of survival for its members. About 50 percent of the
entrepreneurs save some of their business profits for reinvestment purposes, but the most
important use of profits is to satisfy their family and personal needs (Table 2.4).

Table 2.4 Use of profits from an informal business
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22 In the set of part-time entrepreneurs, about 90 percent have a second job. Typically, the latter is a formal sector
wage job for 50 percent; and some other informal job or business for the remaining entrepreneurs. In 75 percent of
the cases, the second infonral activity provides less income than the prinmaiy informal business.
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A survivalist's platform

For 96 percent of the informal entrepreneurs, the main source of household income is their
business (Chart 2.5). For a quarter, earnings from another household member's wage job are an
important contribution. Income from rent2 or social pensions are other key sources of household
income for under 20 percent of the entrepreneurs.

A typical African informal entrepreneur's household earns a total income of just over R 2600 per
month. For a four person household, this translates into R 7900 per household member per year.
With incomes of less than R 8000 per year, African entrepreneurs operating informal businesses
in the poor areas of GJMA compare quite unfavorably with the average South African who earns
70 percent more or the average Gauteng resident whose per capita income is 230 percent higher
(Table 2.3).

Chart 2.5 Main sources of household income for an informal entrepreneur
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The use of business profits and the sources of household income in an informal entrepreneur's
household reinforces the hypothesis that the sector serves as a haven for black African
entrepreneurs who otherwise may not have a source of livelihood, thus underscoring the
importance of informal businesses as a critical mechanism for poverty reduction in South
Africa's black townships. Our findings confirm Post's (1992) comment that "the [informal]
business should be seen as an element in the survival strategy of a household". Post (1992) goes
on to write that "many small scale activities are by themselves not capable of guaranteeing the
livelihood of an entire household. Nevertheless, they keep operating, on the one hand because
overheads are minimal, and on the other hand because they make an indispensable contribution
to the entire household income".

23 Income from renting out backyard shacks or rooms in the main house constitutes a key source of household
earnings for many poor households.
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ECONOMIC AND BUSINESS ENVIRONMENT FACING
INFORMAL FIRMS IN JOHANNESBURG

Efficient service delivery, good infrastructure and safety and security are three key factors that
contribute to an attractive business location. In the informal sector, these factors acquire special
importance since informal.businesses are least able to afford their private provision. Another key
factor, frequently overlooked in general economic analysis is the physical location of a business,
especially if it is informal. In Johannesburg, this is particularly pertinent because one of the key
instruments that apartheid used to economic isolate blacks from market-led business activity was
the physical separation of black residential areas from markets or growth nodes of economic
activity. For the first time visitor to Johannesburg, the distinct divide formed by hills of
exhausted and closed gold mine earth between the prosperous white business districts of central
and northern Johannesburg and the poverty stricken southern townships (Soweto, Orange Farm
etc.) inhabited by blacks present the obvious case for the economics of space and location
factors. Factors like the size or the number of competitors in the local market assume particular
significance because unlike larger formal firms, informal businesses are limited in their ability to
directly penetrate white in-city local markets, and the larger regional or international markets to
off-load their surplus. This chapter considers two issues: (i) factual information on informal
firms' location and access to basic infrastructure, services and public transport, and (ii) business
owners views regarding the local business environment. The key constraints to business as
identified directly by informal firm owners are presented together with their ranking of the policy
actions that the local authorities of the Greater Johannesburg Council can take to promote
informal business growth.

The main findings of this chapter indicate that about half the informal owners operate businesses
out of their homes typically in the townships while, most of the remaining do not have a fixed
location: 70 percent of the businesses have access to water, sanitation and electricity but only 40
percent are linked to postal services, telephones or public transport. So, while access to services
is the pertinent issue for those not connected, the high cost of services is a constraint for many
who have access. Public transport is a key constraint to informal business growth. While most
business owners either walk to work or use personal cars and taxis, over 70 percent of employees
only walk or use taxis. Due to the lack of storage facilities, goods and supplies are transported
mostly on cars and taxis. The business environment facing informal entrepreneurs reflects
survivalist businesses restrained by several factors: low market demand constrains 66 percent of
the firms; lack of access to formal credit affects over 80 percent. These problems are further
compounded by a shortage of skills and training for at least 50 percent24 of firms. Unlike formal
SMMEs, only 30 percent of the informal firms (relative to 60 percent of SMMEs) were victims
of crime in 1998. Also, unlike SMMEs, over 35 percent of the informal firms encountered
problems in obtaining licenses to register as formal businesses. However, like SMEs, the bulk
of the informal firms lacked access to small business promotion programs and centers. The top
five priority actions for government identified by informal firms are: the restoration of safety and

24 As discussed later in this report the proportion of firms that identified lack of sldlls and training as a constraint
appears low. One reason might be that unlike tangible factors like telephones or transport, many firm owners are
either unaware that they are deficient in human capital or unaware of the benefits of business sllUs.
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security on the streets, help with access to credit, improved infrastructure (road maintenance,
network development, electricity, water), permanent market stores, and training.

LOCATION, INFRATRUCTURE AND ACCESS TO SERVICES AND TRANSPORT

Choice of location

47 percent25 of the informal entrepreneurs operate their businesses from home. Typically, they
are engaged in either production activities such as the preparation of food and beverages or
clothing, or services such as shebeens and retail. Significantly more female (57 percent) than
male (44 percent) owners operate from home. For 53 percent of informal business owners who
do not operate from home, business locations vary. A significantly larger proportion of
employers than self-employed businessmen have a distinct business location away from home.
A third of the employer-owned businesses are located in permanent structures away from home
(Chart 3.1). In contrast, roughly a third of the self-employed owners engaged in retail or
construction have no fixed business location, and only 15 percent have a temporary structure
(Annex 2, Table 2.1).

Chart 3.1: Location of informal businesses in GJMA
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Availability of proper business space is an obstacle to growth, especially for employer-owned
firms that have potential for growth relative to survivalist firms that can be operated out of a
home. For over 66 percent of the entrepreneurs, the leading reason for locating a business in a
particular area, i.e. home, is proximity to customers. Two other reasons that affect location
decisions were owners' inability to afford rent for separate business premises and the attraction
of being close to home. The absence of a distinction between the home and business and the lack
of permanent and visible business locations leads to a dispersion of business activity across poor

25 In a survey of black households with infonnally employed members in Soweto in 1999, Piazza-Georgi (2001)
found that 76 percent of the businesses did not have a separate business location.
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residential areas where these entrepreneurs live.2 6 The challenge of upgrading informal business
districts thus becomes inextricably linked with the upgrading of poor residential areas, making it
difficult for local authorities to target informal business locations without addressing the larger
problem of residential township-upgrading to improve infrastructure and service delivery.

At least 84 percent of the informal business owners had never shifted their business location.
Many revealed a strong preference to continue to remain where they are, even if they expand in
the future. Over 64 percent indicated that when they expanded business, they would expand in
the same premises and 20 percent would expand within the same neighborhood. Only 10 percent
would move to other neighborhoods in Johannesburg in the event of expansion. Continued
proximity to existing customers and a centralized location were the basic factors underlying
these preferences. However, the geographical prospects for informal firm growth are very
unequal in Johannesburg (Rogerson, 1994b) since growth is predicted to occur in the more
developed formal market areas with strong economic potential and relatively high purchasing
power (Falk, 1994). In light of these prospects, the location preferences of informal business
owners reflect stickiness suggesting that, ceteris paribus, it will be a challenge for local
authorities to plan for alternative market sites that are likely to be growth-inducing but far from
present markets and homes of the informal business owners.

Access to basic services

Chart 3.2: Informal firms - access to basic services
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Compared to their formal sector micro counterparts, informal firms are significantly constrained
in access to some of the essential services and in the event of their availability, by their high
costs. Around 70 percent of the informal firms in GJMA have access to water, electricity and

26 Our findings coincide with those of other reports: "the access to premises from which to work represents a serious
constaint on the growth and stability of many enterprises, particularly manufacturers, whose operations require
relatively developed infirtructure, such as telephones, electricity, storage facilities" (Iaskgro Report, 1993, p.22;
Khan (1993)).
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sanitation facilities but only about 40 percent have telephones and even fewer have access to
postal services or even local transport (Chart 3.2; Annex 2, Table 2.2, 2.3).

Besides reporting factual information, the survey also recorded the perceptions of informal
business owners with respect to infrastructure and service constraints to business growth. There
is a close correspondence between perceptions and facts. First, for the majority (60-70 percent)
of informal businesses with access, the key issue is the high cost of basic services and public
transport. However, for the 30-40 percent who do not have access, policy makers must still
grapple with the provision of basic services and public transport. 60 percent of the business
owners also pointed to storage problems that arise in the absence of permanent business
structures (Chart 3.7). Since informal business locations are identical to the homes of their
owners, the challenge of extending basic services and increasing the availability of well served
business space to propel growth in the informal sector is a complex problem. In this instance, the
welfare of the household is indistinguishable from the welfare of the firm, making the targeting
of informal businesses a tricky problem. In comparison to informal firms, 100 percent of the
formal SMMEs have access to almost all basic services except public transport. Hence, unlike
informal firms, the key issue among SMMEs is the reliability and cost of services rather than
access to services (Chandra et al., 2001).

Access to transport

During apartheid, discriminatory location practices. widened the racial divide in many ways.
Black businesses developed in black townships that were physically separated from non-black
centers of economic activity by vast stretches of land. Furthermore, poor access to public
transport exacerbated the isolation of the black townships. black business districts thus
developed in areas physically de-linked from Johannesburg's well-serviced business centers.
Even today, weak access to public transport in Johannesburg continues to affect the growth of
the predominantly black informal businesses and constrains their integration with better served
formal business districts that are well connected to markets and offer better prospects for growth.

Chart 3.3: Rankings of the main modes of transportation used for business
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In the townships of Johannesburg, very few informal businesses have access to public transport.
The main modes of transport are private - business folk either walk to work or use personal cars
and taxis. Generally, among business owners, 39 percent walk to work, 32 percent use personal
cars and 24 percent use taxis. Taxis are the second-most popular mode of transport after walk to
work. Among employers, especially of pre-apartheid businesses, personal cars are the more
common mode of transport. Over 70 percent of the employees of informal businesses either walk
to work or use taxis. Less than 12 percent use trains or buses. Goods and supplies are transported
mostly by taxis and personal cars (Chart 3.3). The responses of firm owners are presented in a
weighted index format. "First choice" is assigned a weight of 3, "second choice" a weight of 2
and "third choice" a weight of 1 to construct the index. Given the heavy reliance on private cars
and taxis to transport goods and supplies, public provision of permanent stalls and storage spaces
in markets should be an efficient intervention for local government to lower the transport burden
on informal businesses (Annex 2, Table 2.4).

Safety and security

Survey statistics indicate that compared to SMMEvfs, informal businesses were less afflicted by
crime. In 1998, 61 percent of the SMMEs relative to 30 percent of the informal businesses were
victims of crime. The survey indicates that pre-apartheid informal firms experienced a slightly
higher (38 percent ) crime rate. In 1998, break-ins and property theft were the most pervasive
forms of crime experienced by these firms. This statistic can be attributed to the lack of
permanent business locations and storage spaces and reinforces the case for their public
provision (Chart 3.4).

Chart 3.4: GJMA - Types of crime experienced by informal firms
that were victimized in 1998
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Chart 3.5: Key market-related problems facing informal businesses in GJMA
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Chart 3.6: Constraints to expand production capacity in the informal sector
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Chart 3.7: Infrastructure & services constraints in the informal sector
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ECONOMIC AND BUSINESS ENVIRONMENT - PERCEPTIONS OF ENTREPRENEURS

Key constraints

Informal business owners in Johannesburg perceive a variety of problems related to market
demand, financial capital, production capacity, infrastructure, and institutional and personal
factors. These contribute to a weak economic environment in which entrepreneurs operate at
poverty levels with low prospects of growth. 66 percent of the owners complained about the
instability of business earnings and almost 60 percent noted low profits associated with too few
customers, too many competitors, and low demand. The importance attributed to low market
demand was also noted by the owners of formal SMiMEs in the 1999 SMME survey. Non-
repayment of debt by customers and the absence of organized marketing channels for their
produce are perceived as some of the other factors responsible for a low market demand and low
investment (Chart 3.5).

Several basic factors constrain the capacity of informal entrepreneurs from expanding their scale
of production. For almost 80 percent of the business owners, lack of access to formal credit is the
most important constraint to production. For 50 percent of the owners, the credit constraint is
further exacerbated by lack of access to training and skills. Low skill may be an inherent feature
of informal firms, but given that black business persons were prevented from operating
businesses during apartheid and acquiring skills, it is possible that some informal business
owners are also unaware of their human capital deficiency or its potential contribution to profits.
Greater appreciation of the role of human capital in business growth would imply a higher
statistic for this factor. In spite of the easy availability of tools and machinery in the South
African market, over 40 percent of Johannesburg's informal business owners cannot afford the
essential tools, machinery and repair services required to expand their businesses (Chart 3.6).
These basic shortages in financial, physical and human capital confirm that the informal business
owners are operating as survivalists rather than emerging business persons preparing to graduate
to the formal niicro business sector.27

About 60 percent of the firms do not have access to small business support centers 28 (Chart 3.8).
Since 1996, although local and national governments have allocated substantial resources in
establishing such centers, especially to target support to small businesses, these centers/programs
have failed to reach and assist the bulk of the businesses. Among formal SMMEs too, awareness
of these centers is limited to under 20 percent of the firms and usage to less than 10 percent
(Chandra et al., 2001). This evidence makes a compelling point - a concerted government effort
to re-orient the awareness, access and usage of small business support centers (see Box 3.1) will
contribute to a better business environment for all tiers of business - informal and formal.

27 Our findings are supported by prior research. A USAID study in which 256 black township micro-entrepreneurs
were investigated (Liedholm and McPherson, 1991) revealed that the primary problems involved finance, markets
and competition. In particular, the results of Liedholm's and McPherson's study (1991) indicate that lack of credit
and working capital as well as lack of markets and excessive number of competitors are central dilemmas.

28 Inadequacies of infrastructure support such as "local service centers" are also pointed out by Manning (1993d).
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Chart 3.8: Government support services and crime-related constraints
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Box 3.1 Business support centers

Many researchers adopt the position that the lack of decentralized services is a major impediment to
improving the working conditions of both survivalist and growing informal firms (Rogerson, 1993c,
1994b; Ruiters et al., 1994). This problem could be addressed through the supply of a range of industrial
and trade extension services made accessible to infornal firms. Some observers suggest that the existing
network of business hives performs the same function. However, the services offered by them and by
similar "business opportunity centers" (Creamer, 1994) are very different from those offered by coherent
and comprehensive organizational support structures such as SBDCs and those found in developed
economies (Rogerson, 1993c; Manning, 1993d).

The perception of 50 percent of firms regarding public transport is directly reinforced by the
reality on the ground as noted earlier. This is not so with respect to crime. Perceptions of crime
among informal businesses are far more pervasive than the reality. Crime and theft seem to
constrain 50 percent of the informal businesses; and over 60 percent identified greater safety and
security on the streets as the leading action required of local authorities for stronger business
growth. In reality, only 30 percent of the firms were victimized by crime in 1998. A reason why
the incidence of crime is lower among informal businesses could be that many owners operate
from home and their physical presence is a deterrent to crime. Like SMMEs or larger firms,
perceptions of crime and violence among informal businesses are pervasive and explain the
urgency attributed to greater safety and security on the streets.

About 35 percent of the existing informal business owners tried to register in the formal sector
but failed because they had difficulties in obtaining business licenses. Compared to the formal
sector where over 85 percent of the SMMEs reported that the bureaucratic requirements for
obtaining a first-time license were fairly reasonable, the experience of informal businesses is
very different and signals some of the complexities associated with the formalization of the
sector.
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Complaints from business owners (30 percent) of poor treatment by the local authorities of
GJMC are far from unique to the informal sector - they echo the sentiments of small and large
firm owners among whom a significantly larger proportion found the attitudes of the local
authorities discouraging and unhelpful.

Informal business owners were asked whether female owners faced discrimination in the market
place. Interestingly, their index of weighted responses reveals that in general, gender
discrimination is not perceived as an issue by firms, 29 (Annex 2, Table 2.5).

GOVERNMENT'S CONTRIBUTION TO THE GROWTH OF INFORMAL FIRMS

Owners of informal business in Johannesburg believe that government can play a useful role in
promoting business growth. The top five actions they identified for government are: (1) the
restoration of safety and security on streets, (2) help with access to credit, (3) improved
infrastructure (roads, network development, electricity, water), (4) training and (5) permanent
market stores3 . This ranking is consistent with their listing of constraints to growth with one
exception - although poor access to small business centers was listed by 60 percent of the
informal firm owners as the key constraint to business growth, it appears as number 6 in their
ranking of local government actions (Chart 3.9). In contrast to employers, males owners and pre-
apartheid firm owners, owners of post-apartheid firms assigned a higher priority to permanent
market stores while female owners gave greater importance to training (see Annex 2, Table 2.6).

Chart 3.9: Priority actions that Government can take to promote informal business growth
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29 If the response "Not a problem at all" is assigned a rating of 100, the next response indicating that household
chores leave little time for business, or assaults on females is a problem only receive rating of 35 or below.
30 Like Liedholm and McPherson, 1991, our survey identifies issues of space (storage and cost), location and
infrastructure as important, although not primary constraints. A Taskgro study (1993, p. 23) identifies the need for a
"broader conception of infrastructure" than the mere provision of premises and storage space.

22



In a 1999 survey of black households in Soweto, Piazza-Georgi (2001) probed household
members for the three most important things that they perceived would improve their business.
The responses are fairly similar to our findings at the firm level. 'Less crime" was noted by 62
percent, 'remove unfair competition' and 'further education and training' by 50 percent each,
'easier access to loans' by 42 percent and 'better infrastructure' by 32 percent.

In this chapter, the predominantly black informal firm owners listed crime, lack of access to
credit, access to services and need for training as the top four constraints (Annex 2, Table 2.6).
As with other constraints, the particular issue of access to credit is likely the result of several
factors in South Africa. For example, 50 percent of the owners identified lack of credit as a
constraint and almost 60 percent noted low demand as a constraint to growth (Chart 3.5). The
two factors are likely to be highly correlated; high credit risks are normally associated with
informal firms because of their low and volatile nature of their demand/profitability as well as
the lack of observable credit information from their informal operations and the difficulties of
credit collection from this group. In addition however, the effect of past discrimination peculiar
to South Africa is also very clear with regard to the racial composition of firm ownership - with
black owners concentrated in the informal sector (see Table 2.2). When one compares the
rankings of informal firm owners with those of the predominantly white SMME owners in
Johannesburg, access to credit is clearly more of a problem for informal firms (see Chart 3: 10
and 3:11). The highly skewed distribution of racial ownership in both the population and in our
sample of informal firms in Johannesburg also makes it impractical to control for firm type to
further compare credit access among different types of owners within the informal sector (i.e.
with sufficient representation in each firm type). The financial issue is examined carefully next.

Chart 3.10: Formal SMME owners views of what local authorities
can do to promote SMMEs in Johannesburg, 1999
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Chart 3.11: Formal SMME owners views of what national authorities can do
to promote SMMEs in Johannesburg, 1999
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FINANCIAL CONSTRAINTS

INTRODUCIION

This chapter investigates how informal business owners finance their businesses and the
problems they encounter. Special emphasis is given to factors that constrain their access to
formal credit markets and the steps government can take to facilitate such access.

Survey findings reveal that with the exception of stokvels, black informal firm owners make
negligible use of informal credit lenders, a fact that contrasts sharply with evidence worldwide
(Ho (1980), Bigsten, Collier, Dercon, Fafchamps, Gauthier, Gunning, Soderbom, Oduro,
Oostendorp, Patillo, Teal and Zeufack (2000)). Because of poor access to formal credit sources
and the weak use of informal ones, growth of South Africa's predominantly black informal firms
sector seems to be dependent on the availability of personal savings. In a survey of black
households in Soweto in 1999, Piazza-Georgi (2001) supports this hypothesis: only 39 percent of
the informally self-employed ever took out a loan3' from either family members, friends,
stokvels, banks or money lenders, so the main and default source of business capital was
personal savings. In contrast, in most other countries, informal firms are known to have
overcome the shortage of capital by resorting to informal creditors. Tang (1995) notes that
informal credit markets are estimated to have financed more than a third of the total capital lent
to private enterprises in Taiwan; of course, these include formal and informal firms. Similarly, in
Peru, according to de Soto (1989), much of the informal sector's rise is attributable to the critical
role played by informal credit markets.

The main findings reveal that there is little use of credit from formal or informal sources,
primarily because of weak business growth, limited access to formal credit and prohibitive
interest rates. The average start-up capital required for an informal business is meager at R
1800.32 73 percent of the black informal business owners finance it from personal and family
savings. Others use stokvels and retrenchment packages. Less than 10 percent use banks or other
formal institutions and only 5 percent rely on private money lenders. Only 12 percent of the
owners have ever applied for formal credit, and 4 percent have obtained it. The main reasons for
poor access to formal credit are complex application procedures, lack of collateral and credit
history and high costs. Undoubtedly, these reasons could apply to any informal sector
worldwide. However, in South Africa, as discussed later in chapter 8 (and Annex A), until as
late as the 1980s, blacks were subject to discriminatory polices that restricted them from
engaging in most income generating business activity and accumulating financial savings. Since
business records and financial savings are essential for establishing a credit history and acquiring
financial wealth, the plight of black informal firm owners is a consequence of apartheid-created
distortions that have resulted in poverty and racial inequality in South Africa, both of which
pertain particularly to blacks in South Africa.

3 1 Among the 39 percent who did borrow, the majority of the loans were from family members (34%), friends
(17%), bank (25%), stokvels (10 %/6), money lenders (8 %/6) and cooperatives etc. (6%), Piazza-Georgi (2001), pp. 17.
32 At an exchange rate of Rl l=$1 (December 2001), this is equivalent to approximately $164 . In 1999, at the time
of the survey, R1800 was equal to about $ 360.
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SOURCES OF FINANCE FOR START-UP CAP1TAL AND OTHER BUSINESS NEEDS

Start-up capital

The average33 scale of start-up capital required for an informal business is around R1800 ($360
at the 1999 exchange rate) with some firms reporting as little as R100.The maximum of R 50,000
is reported by only one firm. Typically, self-employed business owners need as little as R 800
while larger employer-firms require thrice as much. Similarly, female owners reported an
average of R 1000 while their male counterparts reported twice as much. The nature of the
business affects the scale of start-up capital required. To start a construction business, owners
need R 5000 while a clothing and garments business is relatively easy to start with only R 900
(Annex 3, Table 3.1). Piazza-Georgi (2001) reports that in 1999, loans borrowed by informally
self-employed Sowetans ranged between R 101 - 1000 for 35 percent, R 1001 - 10,000 for 34
percent and over R 10,000 for 23 percent (Annex 3, Table 3.1).

Black informal firm owners make little use of either formal or informal credit. For start-up
capital, no more than 5 percent of the firms had used any formal sources such as banks or
government institutions. The main reason for this was lack of access to formal credit as well as
high interest rates due to a high risk factor applicable to firms who qualified. Similarly, no more
than 5 percent of the informal business owners use informal sources such as traditional money
lenders. The main reason for this is the high cost of credit.

The majority of the firm owners used their own capital and as many as 15 percent indicated that
they did not need any financing. As reinforced by Piazza-Georgi (2001) too, private savings are,
by far, the most popular source of start-up capital for informal firms. 73 percent of the firm
owners use this source, 40 percent rely on assistance/borrowing from relatives or friends, and
about 20 percent each initiate a business by investing their retrenchment packages or credit
obtained from stokvels or other informal rotating credit arrangements within their community
(Chart 4.1). Across sectors, this pattem is broken only by owners of shebeens who rely heavily
on retrenchment packages, possibly because many are retrenched miners with non-transferable
skills that are difficult to apply to any other sector (Annex 3, Table 3.2, 3.3).

This pattem of informal finance mirrors the pattem prevalent among formal SMME owners. 78
percent of the latter also rely on private, and family savings. However, the distinguishing mark
between formal and informal micro firms is that access to formal credit markets is available to at
least 50 percent of the formal SMEMs but only about 5 percent of the informal firms (Chandra et
al., 200 1).34

33Medians rather than means are reported.
3Previous World Bank research (World Bank, 1993a) and other studies have identified the gaps between the need
for and the supply of and access to financial services for infonnal firms (Liles, 1992; Manning and Mashigo, 1994;
Ruiters et al., 1994). In particular, Falk (1994) highlights that very little supplier credit or buyer advances were
available to informal manufacturers and builders.
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Chart 4.1: Sources of financing for informal firms
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Capital for other (non-start-up) purposes

As with start-up capital, the use of credit for other business needs such as working capital is also
quite limited in Johannesburg's informal sector. In the course of the previous 12 months, only 9
percent of all informal business owners had borrowed for business purposes. Less than 3 percent
had borrowed for non-business or "other" reasons.

Formal sources of finance such as banks meet the business capital needs of only 8-9 percent and
the "other" non-business needs (such as housing finance) of 25 percent of the owners. The
remainder of the borrowers' needs are satisfied either by their own savings or their families and
friends. Considerably smaller proportions of informal owners fulfill their credit needs through
customers, suppliers or contractors (16 percent), stokvels (9 percent) and private money lenders
(7 percent35 ). Self-employed business owners appear to rely exclusively on friends, relatives and
stokvels or other rotating credit schemes. In contrast, one fourth of the employers borrow from
customers, contractors, or suppliers and another 10 percent of employers, exclusively female, use
private money lenders as informal financiers of business loans (Annex 3, Table 3.4).

Business loans predominantly finance the purchase of raw materials, supplies, stocks of goods
and tools (Chart 4.2). A smaller proportion of business owners use them for other types of
working capital (replacement or repair, machinery, business premises, wages and salaries,

35 One possible explanation for this could be the absence of historically strong informal networks that typically
perform a useful monitoring function and facilitate the growth of private money lenders to meet the credit needs of
the informal sector. Restrictions on business activity in the Black community during apartheid discouraged the rise
of informal credit maikets in Johannesburg's townships.
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vehicles and business debt). About 8 percent of the informal owners also use business loans for
personal/consumption expenses related to a family sickness, marriage etc.. Self-employed
owners use them for raw material purchase but employers use them for other types of working
capital too (Annex 3, Table 3.5, 3.6)

Chart 4.2: Use of business loans in the informal sector
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The average amount borrowed ranges from R 2000 for a business loan to R 4000 for a non-
business loan. The period of the duration remains small because of the high cost of capital and
varies from 6 months for business loans to 12 months for non-business loans. The median
repayment on a R 2000 business loan is typically R 2450. At simple interest rates these rates
suggest a monthly interest rate of 3.8 percent or approximately 45 percent per annum for
business loans, partially explaining the low demand for informal credit among businesspersons
operating below poverty levels in Johannesburg. Piazza-Georgi (2001) notes that in 1999, the
loan repayment applicable to informally self-employed individuals in Soweto was 1 - 12 months
(35 percent), over 12 months (41 percent), and less than 1 month (8 percent).

Being lenders of the last resort, private money lenders charge extremely high interest rates that
range from 5 - 50 percent per month, and double in the event of late payments. Business owners
also reported that private money lenders frequently changed the interest rates causing disruptions
in their business activity. No more than 7 percent of the informal business owners use their
services.

ACCESS TO FORMAL CREDIT

Because of the informality of their business operations, informal firm owners are high-risk and
constrained in accessing formal credit which, if made available, is frequently cheaper. Only 12
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percent36 of them have ever attempted to obtain a business loan from a South African bank or
other credit institution and 3.6 percent have been awarded a loan (Table 4.1). Piazza-Georgi
(2001) reports that in 1999, 17 percent of the informally self-employed Sowetans noted that they
had unsuccessfully applied for bank loans in the past.

In spite of the minuscule numbers, there is a clear pattern across firms. Employers, especially
pre-apartheid male firm owners are more successful in accessing formal credit. Perhaps because
of their greater business visibility, thrice as many employers as self-employed business owners
obtained loans. Only half as many post-apartheid compared to pre-apartheid business owners
apply for formal loans and about 24 percent are successful in obtaining credit (Table 4.1).

Table 4.1: Informal firms access to formal bank loans

Percent of Of the applicants, Percent of firms
firns that percent that were (applicants+non-

applied for a awarded a loan appl.) that were
formal bank awarded a bank

loan loan
All firms 12.4 29.0 3.6
Self-employed owners 10.6 11.1 1.2
Employers 13.4 36.4 4.9
Post-apartheid owners 9.2 24.1 2.2
Pre-apartheid owners 17.9 33.3 6.0
Black male owners 14.6 22.2 3.2
Black female owners 11.7 34.3 4.0

Since most black informal businesses do not have a well-established credit history, or financial
capital, a collateral such as a physical asset is critical in accessing formal credit. Among the
informal firm owners that obtained formal business loans, the three most important formns of
collateral used reflect a poverty-stricken business environment37 . Of the 18 firms that obtained
loans, 56 percent (10 firms) used their existing businesses, 39 percent (or 7 firms) used family
assets, and 22 percent (or 4 firms) used their houses as the security required to obtain a loan. In
the absence of personal and family financial assets, basic assets such as tools, or household
physical assets such as furniture and cars, and houses serve as collateral for business loans. Thus,
for a large proportion of poorer business owners who do not own a house, or do not have a fixed
business location that can be easily appraised, lack of a credible collateral is a critical constraint
to formal credit for business expansion.

3 6 In terms of numbers, of the 499 firms that were surveyed, only 62 had applied for a formal loan and of these, only
18 were awarded the loan. 2 were self-employed owners while 16 were employers; 6 female and 12 male owners;
and 7 post-apartheid and 11 pre-apartheid owners.
37 Piazza-Georgi (2001) argues that among Informally self-employed blacks in Soweto, "stokvel membership has
the characteristics of a collateral in Soweto business life: namely that it serves as a security for loans, either through
the guarantee of a sizeable inconiing sum in a foreseeable future or generally as an indicator of trustworthiness,"
pp.(20).
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Chart 4.3: Reasons for failure in obtaining a bank loan
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Besides lack of a collateral, other equally important reasons also explain the low use of formal
credit. Between 12 - 18 percent of firm owners identified various factors ranging from
complicated application procedures38 , lack of interest on the part of banks, and high transactions
costs of applying and borrowing (Chart 4.3). Complex application procedures were particularly
problematic for self-employed informal businesspersons. The high cost of formal credit reflects
the high risk premium contained in the interest rate offered to informal businesspersons.
Presumably, these difficulties encourage at least 12 percent of the business owners to prefer their
own savings, use other sources of informal finance and even try to manage without borrowing.
Many post-apartheid employers fall in this category (Annex 3, Table 3.7). Piazza-Georgi (2001)
reinforces this hypothesis: 92 percent of the informally self-employed Sowetans noted that they
did not apply for a loan even when they needed one because of high interest rates (64 percent),
lack of collateral (60 percent), complex application procedures (32 percent) and perception that
"banks don't lend to people like me" (20 percent).

The reasons for not obtaining formal loans are not unique to South African black informal firms.
Bigsten, Collier, Dercon, Fafchamps, Gauthier, Gunning, Soderbom, Oduro, Oostendorp, Patillo,
Teal and Zeufack (2000)) find similar reasons why micro firms did not apply for formal loans in
6 African countries they studied. For example, they found that the main reasons were inadequate
collateral for 15 percent of micro firms, don't want additional debt for 9 percent, procedures are
too difficult for 13 percent, did not need a loan for 15 percent, did not think they would get a
loan for 23 percent, interest rates are too high for 4 percent and 'other' for 20 percent. Piazza-
Georgi (2001) notes that the lack of collateral (67 percent) was the main reason given by 17
percent of the informally self-employed Sowetans who applied but never received a loan. Like

38 Research in the Western Cape (Ruiters et al., 1994) indicates that that complexities involved in application
procedures are a major impediment in applying and receiving a loan
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informal firms elsewhere in the world, Johannesburg's predominantly black informal firm
owners display the typical signs of poverty and credit rationing. However, there is one important
difference. Given that apartheid was, as argued in this report, their plight today could not have
been any different.

FINANCIAL AND BUSINESS RECORD KEEPING IN BLACK INFORMAL FIRMS

There are several pre-requisites for obtaining access to formal credit. In addition to a collateral
and credit history, firm owners are required to have proper business and financial records to
demonstrate proper financial and business management, and skills to operate a profitable
business.

Chart 4.4: Profile of record keeping among informal business owners in Johannesburg
(1999)
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Consider the prevailing situation with respect to record-keeping in informal firms. 58 percent of
the informal business owners keep some type of business records, 42 percent keep none (Chart
4.4). Among the self-employed owners, about 64 percent do not keep records. While the latter
group would be denied access to formal credit institutions which require proper accounting
records, the profile of the 58 percent that keeps records could also be strengthened with support
from government through training and skills building in this area (Annex 3, Table 3.8).

About half of the business owners who do not keep records do not /now why records are
important and should be maintained, and a third need help in learning how to keep them (Chart
4.5). Business promotion programs that increase awareness among firm owners of the
usefulness of record-keeping and the cost-effectiveness of using formal over informal credit
would serve informal business owners well (Annex 3, Table 3.9).

31



CHART 4.5: REASONS wHY 42 PERCENT OF BUSINESS OWNERS DO NOT KEEP BUSINESS
RECORDS
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SOME POLICY CONSIDERATIONS

Similarities in the financial characteristics between Johannesburg's informal firms and those in
any developing country in Africa or South Asia seem to suggest that there may be a case for
government to support informal firms. Informal firms owners have weak access to credit because
they do not have credit records and other pre-requisites to be judged creditworthy by formal
lenders. The vast majority of them rely on private sources of capital but the latter are typically
available for start-up, not working capital. Since scarcity of working capital hinders the
entrepreneur's ability to implement productivity-enhancing technological change, informal firms
operate at low levels of technical efficiency. Productivity, profits and incomes remain below
poverty levels and firms are unable to grow and create more jobs. Hence, in many developing
countries, the most popular reasons for public support, to informal firm owners are based on (1)
poverty reduction, and (2) job creation. Typically, interventions have been in the form of micro-
finance (but with mixed success). Both objectives apply equally strongly to Johannesburg's
informal sector, hence there is a rationale for examining a case for a micro-finance program.
Lessons from international experience and some examples of best practice are presented in
Chapter 8 and indicate that success is critically contingent on efficient design and
implementation.

There is an additional rationale which reinforces the cause of black informal firm owners in
South Africa. Table 4.2 illustrates firm evidence from the 1999 Informal Sector and SMME firm
surveys.
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* First, the Table shows that informal firms rely more heavily than formal micro SMMEs
on private sources of finance for start-up capital. Since private capital is not available to
finance working capital, black informal firm owners, relative to formal or even black
SMME owners, are far more constrained for capital that facilitates firm growth and job
creation. This difference between the sources of working capital available to SMME
owners and informal firm owners is stark. The direct implication of this is that if two
micro entrepreneurs, one black and the other non-black, set up a micro enterprise with
private capital, ceterisparibus, the prospects for planned investment in the black informal
firm are likely to be lower than in the non-black firm that has access to alternative
sources of finance.

Table 4.2: A comparison of black-owned informal and formal Non-black and black SMMEs
(micro) in Johannesburg, 1999

Black Non-black Black
informal formal formal

firms SMMEs SMMEs-

Sources of start-up capital - share of fin-ns that use this
source_ 

-Credit from foiiial sources 5% 24% 17%
- Private savings & friends/relatives 100% 78% 89%

- Retrenchment package/stokvels 20% 3% 6.3%
- Retained earnings fr. previous business _11% 8.3%

Sources of working capital - share of firms that use this
source

- Have access used a loan in past 5 years n.a. 50% 33%

- Used bank loan in last 12 months 9% 50%_39 4%

- Retained eamings 0% 87% 87%

- Cheaper loan from parent company 0% 23% 8%

Main reasons for not using a bank loan
Lack of access:

- applied for a loan 13.4%
- awarded a loan 4%

Do not need a loan 67% 32%
Do not have the right collateral 13% 10% 32%
Do not have the right papers 6% 15%

Interest rates are too high 16% 12% 3%
Procedures are too complicated -don't know how to 18% - -

proceed I
Banks are not interested 17%
Prefers. to use own resources or borrow from other 27%
sources of credit _

3950 percent of SMME owners have access to bank loans but decided to use alternative cheaper sources of credit
because interest rates in 1999 were very high in real terms.
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* Second, historical racial discrimination surfaces in the financial characteristics of
SMMEs too. Even though formal SMME owners have reasonably good access to capital,
the small set of black SMME owners who have been fortunate to graduate to the SMME
tier remain relatively disadvantaged compared to their non-black counterparts.

* Fourth, while 50 percent of all SMME owners have access to credit, a much smaller
proportion uses it and many more do not need it. High interest rates, rather than access to
credit, appears to be more of an issue in the SMMIfE sector while access to credit is a key
issue in the informal sector.

Evidence from the Informal Sector Survey shows that improved access to credit was associated
with higher investment rates in firms. In 1999, 61 percent of informal firm owners made new
investments with an average (median) value of R 4000. The ratio of new investment to the resale
value of the fixed capital stock was 0.50. Further empirical tests based on multivariate analysis40
show that there is a statistically significant relationship between investment levels and variables
associated with access to credit for start-up capital. The level of investment was positively
related with (i) access to formal sources of credit such as bank loans, suppliers credit, and
financing from government programs; and (ii) access to informal sources of financing such as
stokvels and private money lenders. Investment levels were negatively related to high interest
rates in 1999 and absence of a collateral. Other factors that were positively related to investment
were the initial size of the capital stock, employment level, the value of the firm, and firm profits
(proxied by household income derived from profits). Annex B presents the results of the
regression.

On grounds of poverty reduction, job creation, racial equity and empirical evidence validating
the positive relationship between investment levels and start-up capital, a case for micro-
financial support to back informal firm owners can probably be made. However, Survey findings
also indicate that although the credit constraint is one of the key factors, it is not the only
constraint hindering the growth of black informal firms. A strategy for assisting the black
informal sector must recognize this (see Charts 3.5, 3.6, 3.9).

1. As Charts 3.5 and 3.6 show, while credit is perceived as an important constraint by 8041
percent of firm owners and 50 percent would like government's help with it, significant
proportions of firm owners also noted other equally challenging constraints such as overall
market demand. Presumably, credit is likely to be ineffective in alleviating the shortage of
overall demand unless policy makers can address constraints such as the apartheid-created
locational disadvantage of black informal firms. Their locational isolation is compounded by
poor public transportation that continues to keep them segregated from Johannesburg's
prosperous growth nodes and access to input markets and customers including larger firms
who can offer subcontracting opportunities. In almost all other countries, since the informal
sector is not spatially separated from the formal sector, the two co-exist alongside sharing the

40 A simple econometric analysis is presented in Annex B.
41 This finding is very similar to the conclusions of many previous empirical studies carried out in various parts of
South Africa (Horn et al., 1993, Liedholm and McPherson,1991 and Matsebula 1993).



same input and product markets (for example, supermarkets and side-walk fruit sellers), and
mutually profitable subcontracting arrangements.

2. Business skills and training is another critical constraint identified by informal firm owners.
The lack of these pre-requisites is also associated with their historical past. Until almost
1990, apartheid-created restrictions and laws systematically undermined the ability of blacks
to climb up the job and income ladders and acquire financial and human capital. Laws
associated with Bantu Education, and job reservation sought to prevent the blacks from
acquiring technical business skills, (see Annex A for more details). Against this backdrop, it
seem useful for policy makers to explore the merits of designing a strategy that jointly
addresses the key constraints of black informal firms owners.

Box 4.1: Credit alone is not sufficient for informal sector growth - skills\training-enhanced credit
will help

Falk (1994) puts the issue of financing as a constraint to informal businesses in a broader context. He
underscores that financing alone does not have the potential for creating sustainable informal finns: 'only
together with, or even preceded by the provision of infrastructures, information, training, access to
markets, etc...' will improved access to financing result in reducing the constraint to informal business
development. Swainson (1992, p.7) and Liedholm and McPherson (1991) also reinforce the same idea:
the issue of access to credit for informal firms can be more effectively addressed if thought of as part of a
system where increased training and higher levels of managerial skills are a necessary complement to
financial improvements.
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SKILLS, EMPLOYMENT AND WAGES IN THE INFORMAL
SECTOR

In most developing countries, the informal sector is the employer of the last resort. It creates
many jobs, not all of which are fully remunerated and not all of which are full-time or
permanent. This chapter examines employment and wage statistics from the 1999 survey in
Johannesburg against the background of these issues.

The main conclusions of this chapter underscore the job creation potential of the black informal
sector against the backdrop of an economy which has witnessed a persistent decline in formal
relatively unskilled jobs since 1996. On average, a third of the informal firm owners are self-
employed; the remaining are 'employer'-owners who create about 3 jobs per firm, a number that
is identical to the jobs created infor7nal micro firms (SMMEs). 93 percent of the informal jobs
are fully remunerated, full time and permanent. 44 percent of the jobs are performed by family
labor. Employment trends indicate that during 1997-99, as formal job losses continued, there was
impressive job growth across the board in informal firms - the average number of jobs per firm
rose from 2 to 3 workers. At R 700 per month, the average informal wage is between 32-78
percent of the national minimum, depending upon the sector, and 34 - 50 percent of the
Minimum Living Level. Informal wages are not complemented by benefits - almost 55 percent
of the firms do not provide any benefits.

80 percent of the informal firm owners have between grade 4 and matric education but only a
third have had some type of vocational training. The latter is mostly self-taught or learnt from
relatives. Only about 20 percent of the informal owners have received some form of assistance in
the past in the form of training, business opportunity identification and machinery/equipment
use. Among the leading assistance providers for informal firms are small business development
centers (SBDCs), private firms, and Industrial Training Boards who serve about 4 - 9 percent of
the informal firms. As in the case of small micro firms, the scope for government support
through more and better equipped business development centers is substantial, especially if the
informal sector is envisioned as the stepping stone to the SMME sector.

PRESENT EMPLOYMENT LEVELS AND PAITERNS

Informal firms generate fairly stable and sizable employment,4 2 comparable in magnitude to
levels created by formal micro firms in Johannesburg. In 1999, a third of the firms were owned
by self-employed businesspersons but the remaining two thirds that were employer-owned
created roughly 3 jobs per firm (Annex 4, Table 4.1). This number is identical to the average
employment in formal micro enterprises. Pre-apartheid firms had slightly higher employment
numbers.4 3 Across sectors, construction and furniture firms appear to be the most employment-

42 In 1999, the 499 informal firms surveyed created a total of 1431 jobs. Two thirds of the firms were employer-
owned and created 1261 jobs, averaging roughly 3 workers per firm.
43 Pre-apartheid' informal firms employed 4.09 workers and more immigrant workers (3.05).
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intensive - they create about 4 jobs per firm. In contrast, prepared food and beverages, retail and
hawking and tourism sectors generate only 2 jobs per firm,44 (Annex 4, Table 4.2).

Immigrant workers are popular among some employers. In 17 percent of the employer-owned
firms, immigrant workers constitute a significant share of the overall workforce. In 1999, in
these firms, the number of immigrant workers per firm averaged 2.4, yielding a ratio of 1.5

immigrants per domestic workers.

The nature of the relationship between firm owners and the labor force depends upon the type of
remunerated employment created, i.e. paid full-time or paid part-time jobs and the extent to
which family labor is preferred to non-family workers. The pattern of employment in
Johannesburg's informal sector reveals that 93 percent of the informal workforce is comprised of
paid labor. The distribution of the workforce is split almost evenly between family and non-
family or what is referred to as "other" workers (Chart 5.1). The share of family labor is 44
percent in the informal workforce. Migrants account for 11 percent of the informal jobs.4 5

Only 7 percent of all jobs are performed by unpaid family workers. The rest are all fully
remunerated.

Chart 5.1: Pattern of employment in informal employer-owned firms in Johannesburg,
1999

Other hired
nugrant Unpaid

7%

.- Eg ruHred &mily
Other hired labor
domestic 44bo%
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38%

The use of flexible labor arrangements

The quality of employment in the informal sector can be gauged by a variety of flexible work
arrangements. Hiring part-time as opposed to full-time workers provides one type of
employment flexibility for employers. Typically, part-time and temporary workers are more

44 96 percent of the workers in informal firms were Africans and 67 percent were men (Annex 4).
4 5 This low figure could be a reflection of respondent's reluctance to reveal hiring foreigners out of fear of legal
retaiiations.
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cost-effective because they do not earn employee benefits. In Johannesburg's informal sector, 93
of the workforce is employed full-time with approximately equal shares of male and female
workers. The average number of full-time workers per firm is 3.56 compared with 0.29 part-time
workers per firm. Among both full- and part-time employees, male workers comprise
approximately two thirds of the workforce.

The use of temporary as opposed to permanent workers is another type of labor arrangement that
provides employers flexibility to grapple with demand uncertainty. In Johannesburg, 91.6
percent of the informal employers hire permanent workers (Chart 5.2). The share of employers
using temporary workers is thus quite small and contrasts sharply with the 33 percent share of
formal micro enterprise owners (Chandra et al., 2001). Sectors that use the most temporary labor
are construction (18 percent of firms) and furniture (13 percent of firms)

Chart 5.2: Use of permanent workers in the informal sector
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In sum, Johannesburg's informal sector creates as many jobs as its formal micro enterprise
sector. The majority of these jobs are full-time, permanent and fully remunerated. Family labor
accounts for roughly half of workforce. Only 17 percent of firms employ immigrants but when
they do, the ratio of immigrants is 1.5 per domestic worker.

EMPLOYMENT TRENDS IN THE INFORMAL SECrOR

Employment trends in Johannesburg's informal sector show phenomenal growth and provide
support for the hypothesis that the South African labor market is gradually 'informalizing', i.e. in
recent years, the decline in better paid formal sector jobs46 has been paralleled by an impressive

46 Data from Statistics South Africa suggest that after growing at 2.4 percent in 1996, national manufacturing sector
employment registered a 5.4 percent decline in 1997, 3.8 percent decline in 1998 and 2.3 percent decline in 1999.
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growth of informal jobs. Like other countries, the size and growth of the informal sector are
clearly symptomatic of the problems of the formal sector - i.e. the informal sector is the home
and workplace of last resort for millions unable or waiting to find high-paying jobs in the
organized sector. The pattern and growth are examined further below.

An important question is whether employment in the informal sector is indeed growing steadily
or whether job creation is due to the emergence of new firms! with a high turnover. This is
determined by examining recent employment trends at the level of the sector and the firm.
Between 1997 and 1999, in employer-owned firms employment rose phenomenally at a rate of
over 100 percent (Table 5.1). While all sectors expanded substantially, the four sectors with the
highest growth rates were construction, prepared food and beverages, retail & hawking and
tourism

Table 5.1: Employment trends in the informal employer-firms

Employment Employment Employment Growth
1997 1999 1997-99(%)

All informal firms 581 1167 100.9
Clothing 127 182 43.3
Construction 52 137 163.5
Furmiture 93 180 93.5
Metals 77 112 45.5
Personal services 55 109 98_2
Prepared 34 84 147.1
Food/Beverages _

Retail & Hawkers 77 211 174.0
Shebeens 62 123 98.4
Tourism 4 29 625.0

Rapid growth in employment levels can occur because of the emergence of new firms and an
increase in the number of jobs created in existing firms. During 1997-99, across all sectors,
median employment in employer-owned firms rose from 2 to 3 workers, confirming that the
increase in employment was indeed across the board. During 1997-98, about 66 percent of firms
kept their employment levels unchanged. However, in 1999, when the economy recovered
slightly from the slowdown of 1998, job creation grew rapidly in most informal firms. Only 5

percent of the employers reduced employment, 67 percent increased employment and 28 percent
kept employment levels unchanged. Sectors with the largest proportion of employment-
expanding firms were furniture, clothing and tourism (Annex 4, Table 4.3).

Employment trends in the informal sector thus suggest that in recent years, the sector has
mushroomed significantly to absorb many of the workers laid off in the formal sector. Since it
has continued to create sizable and steadily rising employment at a time when the formal sector
has continued to shed jobs, it has indeed offset some formal employment losses. Does this trend
signify a trade-off? What is the quality of informal job creation?

4T The extremely high growth rates in tourism are explained mostly by the extremely low base employment levels in
1997.
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REMUNERATION IN THE INFORMAL SECTOR

75 percent of the employers in the informal sector claim to pay the minimum wage. Clothing and

furniture are the two exceptions where only half or even fewer employers adhere to the

minimum wage (Table 5.2). The median monthly wage reported by employers was R 700 in
1999. In U.S. dollars, this translated into a monthly wage of $ 140Q4 Given South Africa's

income level (approximately US $3120), the informal wage is approximately 54 percent of the

per capita income.

Table 5.2: Wage paid in the informal sector
(Rands per month)

% of firms at Median wage paid
say they pay the per month
minimum wage (Rands peT

month)

All informal firms 74.8 700

Clothing 52.4 1080
Construction 82.4 740
Furniture 30.0 975
Metals 74.3 685
Personal services 83.9 780
Prepared Food/Beverages 93.5 700
Retail & Hawkers 80.0 650
Shebeens 89.2 690
Tourism 92.3 670

The hallmark of the informal sector is its regulations-free status. One would expect that in a

setting with unusually high levels of formal unemployment, the informal sector wage would

reflect market wages. We decided to cross check how the wages paid by informal employers
compare with some national minima4 9. Table 5.3 reports these statistics by way of illustration.

For some selected sectors, the wages paid by informal employers measure between 32 - 78
percent of the national minima set by bargaining councils for 1999. Another comparison shows

that the informal wage in metals was only 67 percent of the minimum wage for a grade 1 worker
in mining and metals. Assuming that many informally employed workers are actually more
skilled than grade 1 workers, it appears that informal wages are significantly below the minimum
wage.

As noted earlier, the informal wage is typically the only source of income for an informal
household. Comparing this with either the Minimum Living Level50 (MILL) for 1999 or

4s Using an exchange rate of Rand 5 to a dollar for 1999.
49 Source: CASATU website.
so The Minimum Living Level (ILL) is a measmue of basic living costs calculated by UNISA's Bureau for Market

Reseach (BMR).
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Household Effective Level reveals that the informal sector household income for a family of 4-5
earned by an informal worker was only 34 - 52 percent of the corresponding national minima.

Table 5.3: Comparisons of informal monthly wages with the national minima, 1999

All Construc- Furniture Metals Personal Prepared
National firms -tion services food &
Minima beverages
for hh
of 4-5
persons

1) Infornal actual wage - R700 R740 R975 R685 R780 R700
WB Survey 1999 _

2) Minimum wage in 1999- R1150 R1250 R1950 R1194 R2156
based in union agreements _ _

3) Inf. actual age as share 64% 78% 35% 65% 32%
of national minimum (1/2) 
4) Inf. actual wage as share 67%
of minimum wage for grade
1 level mine worker

Minimum living level R1335
(MLL) 1999 (UNISA) _

Household subsistence level R1778
(HSL) 2000, (Univ. of PE)
Household effective level R2039
(HEL) 2000 (Univ. of PE)

nf. actual wage as share of 52%
MLL _

Inf. actual wage as share of 39% _
HSL _

Inf. actual wage as share of 34%
HEL

In addition to wages and salary, the quality of employment also depends on the amount of the
remuneration in the form of benefits such as sick and maternity leave, compensation for
retrenchment, etc.. One of the prime advantages of a formal job is the magnitude of the benefits
package in addition to the minimum or higher level of wages.

In the informal sector of Johannesburg, almost 55 percent of the firms do not pay any benefits. A
third allow leave for holidays or sickness and only 12 percent provide paid sick leave. Maternity
leave is provided by only 5 percent of the firms and retrenchment benefits are almost negligible.
Sectoral affiliation matters in an important way. For example, only 5 percent of the firms in
clothing and 15 percent in metals do not pay benefits, indicating that surprisingly, these sectors
are quite regulated even though they are in the informal sector! In contrast, in prepared food and
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beverages, shebeens and retail, over 65 percent of the firms do not pay workers any benefits
(Table 5.4).

The scale of job creation in the informal sector is thus large, stable and growing steadily, forcing
many of the retrenched and unemployed to either make a living by operating a self-employed
business or running a small micro enterprise with a few workers, or to simply join the vast pool
of the poorly remunerated informal workforce that may earn 35-78 percent of the minimum wage
but not too much more.

Table 5.4: Benefits paid in the informal sector (percent of firms that pay)

No Leave for Paid sick Maternity Retrenchme
benefits holidaylsickness leave leave nt, other

All informal 55 33 12 5 2
firms _

Clothing 5 81 0 24 5
Construction 44 44 19 8 3
Furniture 15 57 2 3 0
Metals 81 13 11 0 0
Personal services 58 29 23 0 3
Prepared 69 25 9 3 6
Food/Beverages ___I
Retail & 67 23 14 5 0
Hawkers
Shebeens 67 22 3 5 0
Tourism 57 36 0 7 0

SKILLS AND TRAINING IN THE INFORMAL SECTOR

The informal sector owner's education and skill levels

The extent of skills development in the informal sector is critically dependent on the
entrepreneurs and workers educational background and skills levels. Fortunately, in
Johannesburg, the vast majority of the informal business owners have some education although
the legacy of apartheid-created inequality in education and skills is apparent from the low
proportions of workers or employers with post-matric technical and higher degrees. Only 5
percent of all firm owners did not have any education. In the self-employed category, the number
was close to 9 percent. 80 percent of all informal firm owners have between grade 4 and matric
level of education. Only 3 percent have a post-matric, technikon or university diploma (Annex 4,
Table 4.4). These statistics are similar to those in Piazza-Georgi (2001) for informally self-
employed Sowetans5l and indicate the potential for training and skills development among
informal firm owners. With the advantage of having attended school critical skills like book-

5' 3% had none or less than standard 1 education, 87% had matric or less, 1% had artsanalAechnical education, 5%
had post-matric diploma and 2% had a university degree (Piazza-Georgi, 2001, pp.5).
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keeping, considered essential for obtaining formal loans, can be imparted fairly easily in the
informal sector.

Unlike the experience with traditional schooling, a large majority or 67 percent of all
respondents have no vocational training. This is particularly true of black female entrepreneurs.
81 percent have had no vocational training. About 16-17 percent of the informal firm owners
have had semi-skilled worker-level vocational training. Another 10 percent have been trained as
craftsmen (Table 5.5). At the household level, among informally employed Sowetans, Piazza-
Georgi (2001) found slightly higher numbers. 59 percent had attended at least one type of formal
training course. Only 7 percent had attended business skills training.

Table 5.5: Informal firm owner's hig est level of vocational training
Percent of firms

No vocaional qualificaton 66.7
Semiskilled worker 16.2
Skilled craftsman (technical certficate) 7.8
Master craftsman (certficate) 2.2
Technician (diploma) 5
Other 2

In the absence of any formal vocational training, most informal firm owners have over time
acquired skills through their own efforts. About 33 percent have self-taught skills. Others
developed business skills mostly through informal sources such as learning from relatives (22
percent), or on-the-job training/previous job experience (17 percent).

As many as 20 percent of the business owners indicated that they did not need any skills to
operate their businesses. These numbers suggest that one reason why only 50 percent of the
black informal owners identified the need for training and skills is that many are not aware of the
potential benefits of additional business skills.

Chart 5.3: Means of skills acquisition in the informal sector

iter<Sion services/programs (Govt)~~~~~~~~~ .... ......... .............. ............ ... ............... ........... .. ....... ....... ... :....._ f
Extenision services/progran-x (Govt.)

Extension services/programs (NGOs)

Traditional apprenticeship

University, school or training center _

Other on the job/Previous work experience

No skills needed

Relatives - - U

Self-taught

0 5 10 15 20 25 30 35
Percent of firms

43



Formal sources of skills development such as university, school or training centers, or extension
training programs offered by government or donors or NGOs are used by less than 16 percent of

the informal firms. The literature also points out to a lack of "coordination" of training efforts by
NGO's, universities and large corporations and to insufficient planning at the national level for
"the training and development of the informal sector as a whole (Hirschowitz 1993).

Training and assistance

81 percent of all informal firm owners have never received any business assistance or training.
The share is even higher for self-employed (90 percent), black female (86 percent) and post-
apartheid owners (82 percent).

For the 19 percent of firms that received some assistance in the past, the latter was mostly in the
form of training, business opportunity identification and machinery/equipment use. Loans were

fourth in order of importance. Assistance with legal advice, orders for production and marketing
of products was extremely limited. These areas should be regarded as important and necessary
targets for future training (Annex 4, Table 4.5).

Chart 5.4: Sources of training and other assistance in the informal sector
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Among the leading training and assistance providers for informal firms are small business
development centers (SBDCs), private firms, and Industrial Training Boards. These have
provided assistance to about 4 - 9 percent of the informal firms (Chart 5.4). Other government
programs are of even less importance. As in the case of formal SMMEs, it seems that with the
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exception of government-financed SBDCs, firms prefer private training and business assistance
providers over govemment providers.

In recent years, government has instituted a variety of training initiatives to impart training to the
workforce. As in the case of the unemployed, many informal firms and workers are unable to
take advantage of such programs. In 1999, for example, 96 percent of the informal firm owners
were not enrolled in any training program. Among the 4 percent that were being trained, there
was a disproportionate share of employers relative to self-employed business owners (Annex 4,
Table 4.6). The type of programs that employers opted for were business and financial
management, hair dressing, brick laying/plastering, plumbing and even some university courses.
Informal workers opted for the following programs that taught basic sector-specific skills such as
training for hair dressers, electricians, computer skills, dress-making, and welding (Annex 4,
Table 4.7).

It seems that in the informal sector the costs of skills acquisition through training are even higher
than the start-up capital required (R 1800) to set up an informal business. Plausibly, the high
costs of training are a deterrent to skills development. For examnple, 52 employers pay between
R 2400-2600 with a minimum of R 700 for their own training, whereas the cost of training an
employee is about R 1000. The majority of the employers pay for their own training but some
also receive assistance from their family and the firm. Most workers on the other hand either pay
for themselves or obtain free training. Most of the trainees attend university, school or some
training center or else obtain training from suppliers such as suppliers of hair care products, hair
academy etc..

The low level of skills development through formal training in the informal sector is reflected in
the informal business owners' attitudes to training. About 40 percent of them indicated that they
had a distinct need for their own training while 21 percent noted that their workers required
further training. Black female owners constitute the category with the highest training needs for
themselves (48 percent). Pre-apartheid owners fall in the category with the highest training needs
for their workers (25 percent). In order of importance, the five main areas in which training was
needed were business management, book keeping, hair-dressing, carpentry, and dress-making.
On average, owners were willing to pay about R 1000 for their own training and R 850 for their
employees.

THE INFORMAL SECTOR - A TRAINING PLATFORM FOR NEW BLACK SMME OWNERS

Informal firm owners attitudes to training indicate that (1) they are willing to be trained, and (2)
they are also willing to pay partly for their training. It can be argued that education and skills
training are public goods with positive spillovers and the individual ability of informally
employed blacks adults to apply their personal resources to vocational education and skills
training is limited. There is a trade-off between earning a livelihood and trying to play catch-up
for fundamental skills that should have been acquired during school-going years. Relative to
whites, blacks in the informal and indeed, even in the formal sector, have weak human capital.

52 In a sample of 499 firms, only about 4 percent or 20 were being trained in 1999. Only 12 firms were willing to
provide training costs-related information. It is more appropriate to use these numbers as examples.
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This is evident from the negligible proportion of workers or employers who have technical
education and occupy positions that require professional, managerial and technical, even
artisanal skills. As documented later in chapter 8, the reasons for this inequality are founded in
the apartheid era laws such as the Bantu Education Act, Job Reservation Act, and job reservation
bars.

The racial inequality in human capital among black and non-black business owners suggests that
there may be scope for achieving equity-enhancing interventions through skills development and
training for black business owners. International experience also suggests that there may also be
a second case on grounds of job and income creation. Since 1996, informal employers have been
creating jobs for poor blacks in the face of job losses among the relatively less-skilled in the
formal sector. Are there efficiency gains to be garnered from identifying formal instruments for
human capital development among black informal firm owners and workers?5 3 The potential for
using efficient design and good business practices is to give incentives to black informal firm
owners to formalize their businesses, thus transforming the informal sector into a large-scale
training platform for black SMME owners warrants further attention. In the context of large
scale training provision in the informal sector, it may be useful to explore the role of (1)
existing private networks of training/skills providers; and (2) institutions like Ntsika and Khula
with budgetary resources allocated for the promotion of small businesses, and (3) the
Departments of Trade and Industry and Labor's small business support programs.

5 3 Similarly to our findings, other studies point to the major inadequacies in the structure of training delivery
(Hirschowitz et al., 1991; Hirschowitz, 1993). Hirschowitz (1993, p. 16) indicates that the training system "is not
suited to giving the worker the confidence, autonomy, independence and self-reliance which is needed for entering a
small business in either the formal or informal sector". Other authors such as Morake (Morake et al., 1994) and
Ruiters (Ruiters et al, 1994) have identified the major gaps between the current training system and the real needs of
informal entrepreneurs throughout South Africa.
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PRODUCTION AND ASSETS

The ability of informal firms to expand in the short term and grow in the medium term depends
upon external demand conditions, the internal characteristics of the firm such as the efficiency
and skills of its owner, as well as its capacity to expand based on its capital assets and investment
levels, and its technological efficiency, i.e., the efficiency with which it manages and organizes
its labor and capital resources. For medium term growth, it is also essential for the owner to be
able to withstand a sudden downturn in profits. This chapter examines these issues.

The main findings indicate that the assets of informal firms are mainly physical and in the form
of old or new machinery, property, vehicles, supplies, and finished goods. The total value of the
capital stock is R 5000 (replacement value) and R 6500 (resale value), averaging R 2250 per
worker in employer firms. Compared to 33 percent of the SMMfEs, 61 percent of the informal
firms increased investment in 1999, signaling growing economic activity, albeit low level. As a
share of the fixed capital stock, the scale of investment was also higher than SMvEs and
averaged 0.50. For both employers and employees, the length of the average working time is 26
days a month, 9 hours a day. Although there are no binding labor regulations, in 1998, about 55
percent of the firms had a work stoppage for at least one day. Less than 10 percent of the firms
were also affected by insufficient demand, lack of transportation or working capital, and theft.

CAPITAL ASSETS

Apart from determining the value of a firm, the stock of its physical and financial assets
influence its production capacity and ability to expand in the :short to medium term. While
informal firm owners did not report any financial assets, two thirds noted that their main physical
assets were in the form of either old or new machinery, property and vehicles valued on average
at R 5000,54 and supplies valued at R 1000. About 44 percent of the owners own 'other' assets
averaging R 1500; and 16 percent own finished goods worth R 700 on average. The valuation of
informal firms is reported in two ways: replacement and resale values. In 1999, the replacement
value (median) was R 5000 (Chart 6.1) and the resale value was slightly higher at R 6500.55 In
several sectors, like shebeens, a higher resale value can be explained by the presence of a large
stock of unsold goods/inventory.

More employers (75 percent) than self-employed (50 percent) own physical assets. Moreover,
the asset values of employer firms, especially black males and pre-apartheid owners, are more
than four times as high as the assets of self employed owners. In general, black female owners
have fewer assets, valued at two thirds the value of their male counterparts (Annex 5, Table 5.1,
5,2, 5.3).

The sectors with the highest valued physical capital assets56 are furniture (R 15000) and
construction (R 12150). By using the value of physical assets as a proxy for fixed capital and

54 Median values are used.
5 5 The resale value of 58 percent of informal firms is under R 10,000, of 11 percent of the finns in the RIO, 001-
20,000 category, and of 24 percent of the firms in the over R20,000 category.
5 6Rpliment values are used.
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controlling for the number of employees across firms permits us to gauge the capital-intensity of
a sector. The average capital-intensity in employer firms is R 2250. The most capital-intensive
sectors are furniture and tourism and the least capital-intensive sectors are personal services and
retail & hawkers (Chart 6.1).

Chart 6.1: Value of informal firms assets by sector, (median 1999 Rands)
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NEW INVEsTMENT

Although it is not possible to compare investment growth rates, evidence from the two surveys -
the 1999 Informal Firm Survey and the 1999 SMME survey - indicates that in 1999, a
significantly larger proportion of informal firm owners compared to SMME owners invested in
physical capital formation. While only 33 percent of the SMME owners invested in new
capital,57 as many as 61 percent of informal firm owners made new investments (Chandra et. al,
2001). Informal firms invested an average (median) of R 4000 in new capital assets and supplies.
About half the firms invested in machinery and equipment and a fifth in vehicles and new
supplies. As noted in Chapter 4, survey evidence established a statistically significant
relationship between investment levels and access to formal credit from banks or government
programs while controlling for other determinants of investment (Annex B).

Investments by self employed owners measured only 33 - 50 percent of the investment made by
employers (Annex 5, Table 5.4). After controlling for the number of employees per firm, the
median level of investment per worker stood at R 1900. The highest investments per worker
were between R 3500 - 4000 in shebeens and prepared food and beverages sectors, and the
lowest of R 800 in clothing (Annex 5, Table 5.4).

57 New capital was defined as any amount in excess of 10% of the fixed capital stock value. The 10% cut-off
allowed for depreciation.
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New investment as a ratio of the resale value of the fixed capital stock registered an average of
0.50. The highest ratios (0.60 - 1.40 percent) were recorded in tourism, prepared food and
shebeens. Clothing and metal had the lowest ratios (0.17 - 0.20 percent, Chart 6.2). Clearly,
even the lowest sectoral average in informal firms (0.17) well exceeds the cut-off of 0.10 applied
to SMMEs, indicating that (1) more informal firms than SMMIvEs increased investment in 1999,
and (2) the average scale of investment as a share of fixed capital was generally higher in the
informal sector.

Chart 6.2: Ratio of investment to fixed capital stock in informal firms,
(1998 Rands)
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INVENTORY IN INFORMAL FIMS

With the slowdown of the overall economy in 1997 followed by further worsening in 1998, the
proportion of informal firms that were unable to sell their output increased from 29 percent in
1997 to 40 percent in 1998. The amount of unsold output also rose slightly from 17- 20 percent
during 1997-98. Relative to self-employed owners, employers were worst affected, both in terms
of the proportion of firms that accumulated inventories and the share of output they were unable
to sell. Across sectors, the least affected were tourism and furniture. By 1998, in clothing,
construction, shebeens and prepared food and beverages, over 50 percent of the firms had
accumulated sizable stocks of inventories (Annex 5, Table 5.5).

LENGTH OF WORK[NG HOuRS

Although the vast majority of the jobs in the informal sector are full- time, the number of days
worked per month are a good reflection of the economic conditions in the sector. Unlike their
f6rmal sector counterparts, in the informal sector, on average both employers and employees
work harder clocking in about 26 days a month, 9 hours a day. Post-apartheid employers,
especially males work a few more days (28 or 29) each month. Across sectors, there are
significant differences. Employers and workers in all the service sectors, except construction,
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work 30 days a month for almost 10 - 11 hours a day. In contrast, at 21 working days a month,
the numbers of hours worked in clothing reflect the economy-wide decline of this sector (Annex
5, table 5.6).

TEMPoRARY WORK STOPPAGES AND COPING IN THE INFORMAL SECrOR

Temporary work stoppages are another sign of slowdown in economic activity. In the formal
sector of South Africa, most of these are associated with industrial action initiated by workers to
protest against labor market legislation or decisions made by employers. In the informal sector,
however, since there are no binding labor regulations, work stoppages are due to different
reasons. In 1998, about 55 percent of the informal firms had a stoppage in business operations
for at least one day. At 68 percent, firms in production activity experienced significantly more
disruptions than their counterparts in the service sectors (47 percent). In clothing (93 percent)
and furniture (89 percent), the bulk of the firms had temporary work stoppages (Annex 5, Table
5.7).

The two leading reasons for work stoppages in informal firms are personal - a holiday, marriage
or funeral and sickness or death in the family. Other reasons that affect less than 10 percent of
firms are insufficient demand, lack of transportation or working capital, theft etc.. The lack of
micro credit to finance working capital, frequently flagged as the primary reason for disruptions
in business, does not appear to be a key factor affecting business operations in the informal
sector (Chart 6.3).

Chart 6.3: Reasons for work stoppages for at least 1 day in 1998 in the informal sector
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Informal firms display a tremendous resilience to temporary shocks. Even though about half the
firms were affected by temporary work stoppages, the good news is that only 28 percent
experienced a decline in revenues in 1998 - 99. The flexibility afforded by the informal labor
market arrangements permits business owners to survive disruptions in operations, in spite of the
low level of economic activity and profits. The majority of those affected by work stoppages
coped with the situation by substituting either their own or their family's unpaid labor time .
Some also lengthened the number of hours their workers worked per day.
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RELATIONSHIP BETWEEN THE INFORMAL AND FORMAL
SECTORS

It appears that the informal sector can play a critical role in promoting government's objective of
job creation and poverty alleviation for the poor. However, as entrepreneurs in this sector, by
definition, fall outside the policy net, an understanding of the business relationships and linkages
between the formal and informal sectors is useful in exploring the scope for government
assistance to the sector. This issue is examined in this chapter in light of the survey evidence of
the informal sector.

This chapter focuses on the main transactions channels between the informal and formal sectors.
The main finding is that over 80 percent of the informal businesses depend upon the formal
large, small and government firms for their purchase of inputs/supplies. There is a strong
relationship between the formal and informal sectors that can be exploited by policy- makers in
extending skills and training from larger formal firms to informal firms. While over 50 percent
compete with formal firms for customers, about 36 percent of the informal firms sell their
products directly to formal firms. This suggests that the downstream (through sales) relationship
between the two sectors is one of substitutes and competitors and that there is some potential for
more subcontracting. In fact, most informal firms consider the formal sector important for their
business especially because it guarantees a stable income when it purchases informally produced
output and is a critical source of input supply and training. 26 percent of the informal
entrepreneurs would like to formalize by registering -their firms and take advantage of the higher
and more stable income opportunities offered by the formal marketplace.

The outline of this chapter is as follows. To understand better the nature of the economic
relationship between the formal and informal sectors, the next section focuses on the backward
and forward linkages of the informal sector. The role of subcontracting and the nature of the
complementarity between the two sectors are examined next. The last section looks at the role of
the formal sector as perceived by informal business owners.

ECONOMIC RELATIONSS AND LINKAGES BETWEEN INFORMAL AND FORMAL SECTORS

Backward linkages exist when an industry uses outputs produced by another industry as inputs.
Forward linkages exist when an industry's output is used by another industry as inputs. In the
context of the informal sector, instead of industries or sectors, it makes sense to examine the
nature of the relationship between the informal and formal sectors. Of course, a proper
understanding of the linkages between these sectors is best derived from data on the level/value
of the transactions that firms in the informal tier conduct with firms in the formal tier. However,
in the absence of such information, it is still useful to know the extent to which informal
businesses conduct economic transactions with formal businesses. This allows us to know
whether informal firms are linked significantly with formal firms that could be large, small or
micro in size or whether they do business mostly with other informal firms.
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Backward linkages

In terms of economic relationships, informal firm owners are heavily dependent upon formal
firms. 80 percent of the informal businesses purchase inputs/supplies from large formal firms,
64 percent purchase them from small formal or informal firms, 30 percent from government
agencies and 25 percent from customers. Only about 10 percent of the inputs are self produced in
the informal sector (Annex 6). The category of 'small firms' includes other informal firms
whereas 'large' denotes only formal firms. The only exceptions are self-employed and pre-
apartheid firm owners who report purchasing slightly more from customers than from
government agencies.

As shown in chapter 5, one of the critical inputs for an informal firm owner is training and only
20 percent of the informal firm owners had any formal access to training. Most of the privately
provided training occurs through large formal providers. Since the majority of informal business
owners are already engaged in economic transactions with the formal sector through input
purchases, policy makers could exploit this existing link to promote skills development in the
informal sector. This could occur through targeting more extensively training provided by
formal suppliers of equipment and other inputs as well as the direct provision of skills training
from formal to informal firms.

Chart 7.1: Informal firms' input purchases from other tiers of the economy
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Forward linkages are examined by looking at who the informal firm owners sell their products to
and how many receive subcontracts from larger formal firms or government agencies.
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Chart 7.2: Sale of output from informal firms to various buyers
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Informal firms are weakly linked with formal firms through the sale of their products and
services. Roughly 88 percent of the informal firms sell their products directly to private
individuals or households. Only about 20 percent of the informal firms sell their output to small
formal firms (SMMvEs) and less than 5 percent sell them to larger formal firms. Aggregating
small and large formal firms, middlemen and contractors as well as government shows that no
more than 36 percent of the informal firms rely on the formal sector for sales (Chart 7.2).

Their relationship with the formal sector reflected through output sales suggests that any policies
targeted at promoting the formal sector, especially SMMs, will have a limited direct effect on
informal firms. Only about a third of them can benefit directly through positive spillovers in the
form of greater demand for their products. For the others, the benefits can only occur through
improvement in overall demand. In this sense, growth of informal firms depends to a large extent
on growth within the informal sector itself. Any exogenous increases in individual/household
incomes for the poor will translate into more business for informal firms owners.

Subcontracting

Forward economic relationships also depend on the extent of the subcontracting of activities
from one type of firm or individual to firms in the informal sector. About 14 percent of the
informal firms, especially pre-apartheid, male employers, were engaged in such subcontracting
in 1998. Extensive subcontracting would have indicated that the relationship between formal
and informal firms was complementary - i.e. good news for one would translate into good news
for the other.

About 44 percent of the informal firms had received at least 1 contract, and 11 percent had
received between 2 - 10 contracts from large formal firms in 1998. They also received contracts
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from firms of their own size. For example, between 15 - 20 percent of the informal firms
received 2 - 10 contracts from businesses oftheir own size while 1O percent received even more.
Only about 5 percent of the informal firms received contracts from individuals. Across the board,
the main contracts involved supplying beer, cool drinks, clothing, furniture, cement, sand, bricks
etc.. The median value varied from R 2000 - 2050 for contracts originating in larger formal firms
or even smaller firms to R 7500 for contracts from individuals. The average duration of the
contracts was 2 - 3 weeks (Table 7.1).

Table7.1: Value of contracts given to informal firms in 1998 (Rands)

Contracts with large Contracts with Contracts with
finns same size finrs individuals

Median contract value 2000 2250 7500
(Rands)
Contract value range 100-120000 300-125000 1000-40000
(Rands)

Median contract 2 1 3
duration (weeks)
Contract duration 1-52 1-52 1-50
range (weeks) I I

This information confirms that a significant increase in the scale of subcontracting from larger to
smaller firms can play an important role in promoting growth and income generation in the
informal sector. Government policies that promote such support for smaller formal businesses
are already in place. While there would be difficulties in directly promoting contracts for
informal businesses, polices that promote the same for small fornal businesses would also have
beneficial effects on promoting more subcontracting from smaller to informal firms.

When asked how they felt about subcontracting out from larger ifirms, about 56 percent of the
informal firm owners indicated that they were 'satisfied with such contracts' and were 'very
happy .' The main reason for this response was attributed to stable income or sales that these
contracts generated for the informal owners. However, about 18 percent of the informal owners
felt dis-satisfied because they did not receive a share of the profits that the larger firms made
through the subcontracting.

COMPETMTION

In order to understand the nature of forward economic relationships between informal and formal
firms, the nature of the competition between these firms is examined next. At least 50 percent of
the informal firms face equally heavy competition from other informal sector firms and small
formal businesses or SMMEs. This suggests that the relationship between informal and formal
small firms is one of substitutes rather than complements, especially because only 14 percent of
the informal firms are engaged in subcontracting for the formal sector. A smaller proportion of
informal firms also compete with larger formal firms, foreign firns (possibly in the sale of art
and craft to tourists) and government agencies (Chart 7.3).
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Chart 7.3: Informal firms' competitors across all tiers of industry
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IMPORTANCE OF THE FORMAL SECTOR

At least 60 percent of the informal firms owners, especially black male employers, consider the
formal sector to play an important role in their business. However, about 60 percent of the self-
employed consider the formal sector to be unimportant.

Reasons why informal business owners consider the formal sector to be important is because
transactions with the latter help raise the profits of informal owners, serve as a source of supplies
or customers, help to improve business standards, advance skills by the provision of training and
provide stability in the neighborhood by offering employment.

PATTERN OF GROWTH IN THE INFORMAL SECTOR

The economic performance of informal firms shows fairly strong performance across at least two
thirds of the businesses in most sectors. This affects their future prospects for integrating with
the formal sector. Since inception, business has expanded in 62 percent of the informal firms,
contracted in 6 percent and remained constant in 32 percent. Across sectors, 80 percent of firms
in furniture and 78 percent in tourism have expanded. While such strong growth in furniture is
against the recent trend in formal furniture firms, the pattern of growth in tourism is consistent
with the overall growth pattem in formal firms. In contrast, the highest proportion of firms that
contracted are in retail and hawking (10 percent) metals (8 percent). Because of its emerging
status, business in informal tourism firms has at worst remained constant (Chart 7.4).
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Chart 7.4: Growth patterns in informal firms since inception
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Informal firm performance in recent years, such as 1998 was slightly less impressive than shown
in Chart 7.4. In 1998, 55 percent of the firms planned expansion but only 45 percent of all
informal firms actually undertook the planned expansion. Sectors in which expansion plans
failed the most were clothing, retail and metals (Chart 7.5).

There was a strong and significant relationship between investment levels and access to credit
from formal sources such as banks and government financed programs as well as access to
stokvels and private money lenders (Annex B and Chapter 4.)

Chart7.5: Informal firms that planned and undertook expansion in 1998
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EFFORTS TO FORMALIE

Only 7 percent of the informal firms have tried to register as formal firms in the past but failed.

Within this small subset of firms, 14 percent noted that the lack of funds and their inability to
pay taxes was the main reason why they could not register. Around 11 percent of the firms
explained that fines for selling without licenses, or bureaucratic red-tape (unknown status of their
application, applied but never received a response etc.) were the reasons for their rejection to

register formally. Around 6 percent of firms noted that they cannot register because the city
council refuses to give licenses or sign contracts, govemment does not want them to register
small businesses and they are unable to obtain full information about registration procedures.

In sum, in most cases the main reason for not registering was either financial or procedural.
Nevertheless, this information, although representing a very small proportion of firms, indicates
that at least some informal firms aspire to integrate with the formal sector. We explore this issue

further by examining informal firms plans for their future.

In 1999, about 39 percent of the informal firm owners wished to expand their business, while 48
percent wished to continue operations without any major changes. Against the backdrop of the

economic slowdown of 1998, such widespread inertia in 1999 in a sector in which over 60
percent of the firms have expanded since inception is hardly surprising. Only 13 percent of the
firms indicated a desire to contract their scale of business - the largest proportions are in

shebeens and construction sectors.

Chart 7.6: Informal owners most important business plans for 2000 - 2002
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As in the case of their business plans for 1999, the majority (71 percent) of the firm owners
noted that looking forward over the period 2000-2002, their most important plan was to
'continue and maintain the business at its present size,' thus reflecting a lack of optimism
towards informal business activity in the future. 42 percent of the owners reinforced the

importance they attribute to skills development when they indicated that their plan was to
'acquire new or better business skills.' 33 percent of the business owners, comprising mostly of
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post-apartheid firms, wanted to 'switch to another line of business,' and 26 percent wanted to
change their informal businesses to formal ones. About 7 percent of the firms, mostly self-
employed owners, preferred to discontinue their business and take up a wage job (Chart 7.6).

Chart 7.7: Motivation for joining the formal sector**
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** Chart 7.7 reflects the responses of 26 percent of infonmal owners that wanted to register as formal
businesses and 7 percent of firms owners who wished to take up a wage job.

Across all informal business owners, only 26 percent appeared keen to formalize by registering
their businesses formally. Their reasons for wanting to do so provide an interesting insight into
what they expect to gain from this switch. Almost 60 percent of those who wished to register
formally, were attracted to the formal sector because it appeared to offer better business
opportunities in the future as well as more income. They also considered it advantageous to have
the legal status to operate their businesses formally. In addition close to half of these owners
perceived that relative to the informal sector, the formal sector offered them more income
stability (Chart 7.7, Annex 6).

Informal business owners who wished to take up a wage job also perceived the formal sector to
offer many of the benefits identified by those who wished to formalize their business but with
some important differences. They considered income stability to be the main attraction and the
availability of employee benefits in the formal sector to be the second attraction. More income
and better future opportunities were ranked slightly lower.

The motivation of 26 percent of the informal businesses to formalize suggests that three may be
gains from enlarging the scope of existing and new programs to support newly formalized micro
firms. The responses of the informal business owners also suggest that public assistance in the
areas of simplifying and advertising registration procedures, business advice and training and aid
through small business support centers would be logical starting points. As in the case of the
lessons from the formal SAME survey, it appears that in addition to facilitating the entry of
newly formalized firms, it may also be productive to provide regular business development
support, such as skills development, to newly emerged SMMEs to ensure their survival in the
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sector. These issues can be studied further in the context of the group of informal firms that are
willing to register as formal enterprises.

In the context of the vast majority (74 percent) of informal business owners who do not wish to
formalize, there may still be a case for addressing their lack of training and business skills on
grounds of poverty reduction. These business owners indicated that the second priority in their
business plans for 2000 - 2002 was to address their skills shortage. This is yet another issue that
merits further study. Expanding the coverage of government's training programs to include
informal business owners keen to acquire formal skills such as bookkeeping has the potential of
promoting more stable business growth and incomes for the poor.
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POLICY ISSUES, INTERNATIONAL COMPARISONS AND
AREAS FOR FURTHER RESEARCH

There were two objectives of this study. The first objective was to obtain a better understanding
of the informal firms sector in Johannesburg in terms of its characteristics, key constraints both
as perceived by firm owners and supported by factual firm data, and some policy issues
emerging from firm owners views of what they consider key priorities for government assistance
to the sector. Previous chapters of this study addressed the first objective by employing the
findings of the Johannesburg informal sector survey. This chapter now turns to the second
objective which is to examine further if the informal sector in Johannesburg has characteristics
that provide a rationale for government assistance and what are some of the best practices from
other countries for giving. assistance. To do this, this chapter examines the following - (i) it
establishes the unique grounds for public intervention by comparing briefly the informal sector
of Johannesburg with other informal sectors in the world as well as with the firms in the SMNMIE
sector within Johannesburg; and (ii) having explained the reasons, it then draws some of the
lessons and best practices from international experience in two priority areas of assistance
identified in the study - micro finance and training.

JOHANNESBURG'S INFORMAL SECTOR

The key constraints facing informal firm owners in Johannesburg were analyzed using their
perceptions and survey data. Both types of information indicate that the following key
constraints affect informal firm owners: (i) lack of access to credit, especially for working capital
requirements; (ii) low demand and large variability in sales, compounded by spatial isolation
from centers of economic activity and customers in Johannesburg; (iii) basic business skills and
training and lack of access to business support centers; (iv) lack of access to public
transportation to get to and from work and place of business; (v) shortage of storage places and
permanent stalls leading to crime related problems; and (vi) access to basic services for about 40
percent of firms.

Firm owners also identified what they perceived would be useful government interventions to
promote growth in the informal sector. The list of these interventions suggests that the
local/metropolitan authorities of Johannesburg could play an important role in assisting
informal firms owners through the following actions.

* improved safety and security on the streets
* efficient public transport to bring the spatially segregated informal firms in townships

and the central business district (CBD) closer to the main markets and growth nodes in
Johannesburg. This intervention can also integrate better the informal and formal SMME
sector and, at least partially, alleviate the problem of low demand for the products and
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services of informal firm owners. Improved proximity will also encourage more
outsourcing from formal to informal firms.

* provision of storage spaces and permanent shops in the market areas to enable informal
producers to reduce transport costs and protect themselves better against crime.

* Improved service delivery.
* Extension of the network of small business support centers and training to informal firm

owners.

The local authorities of Johannesburg have already moved to address some of these constraints
through improved policing, service provision, transport costs.

The remaining constraints in the areas of access to credit, and training and skills development
fall under the sphere of national government and raise several complex issues. Is there a rationale
for government intervention in the informal sector? Since the sector falls outside the purview of
government regulations, what form should the interventions take? Are they fiscally and
practically feasible? What is the international experience with these types of interventions? Some
of these issues are briefly discussed below, others require additional research.

A COMPARISON OF THE JOHANNESBURG INFORMAL SECTOR WITH INFORMAL SECTORS IN
OTHER COUNTRIES

Cross-country empirical evidence in recent years shows that even though the appearance of the
informal sector in almost all developing countries may be similar, the motivation for entering it
varies between the middle-income countries of Latin America and low income countries in
Africa and South Asia. In the past decade, research by de Soto (1989), Loayza (1996) and
Levenson and Maloney (1998) has shown that firm owners recognize their constraints and make
a rational choice to enter the formal or informal sector. In Latin America, the motivation to be in
the informal sector is excessive government regulation.58 In middle income East Asia too,
Alonzo (1991) cites that red tape is the main reason for the emergence of the informal sector in
the Philippines. In the early 1990s, the share of informal GDP in overall GDP averaged 39
percent in Latin America,59 raising concerns regarding the repercussions of additional informal
growth on formal GDP growth (Loayza, 1996). In African and Asian countries, as in South
Africa, these trends do not exist and the subject of the informal sector in association with
survivalist economic activity and its associated problems remains the pertinent paradigm.

In South Asia and Africa, informal firm owners have a different reason for being informal. Their
economic circumstances, given by high unemployment and a rapidly shrinking formal job
market, offer them no alternative to earning an income and surviving in the informal sector.
Because of its ease of entry, the informal sector has emerged as a key source of income and job
creation for the poor. Research (Webster and Fidler, 1996) shows that in Southern Africa during
1980s - 90s, net employment in informal firms grew at 7 percent per year; these firms accounted

5 Examples of the number of months it takes to register an enterprise are as follows: 10 months in Peru, Bolivia,
Brazil and Chile, 2 years in Guatemala Similar activity took 4 hours in New York and 3.5 hours in Florida.
59 The share of informal to formal GDP was 58 - 66 percent in Bolivia, Brazil and Peru; 18-21 percent in Chile and
Argentina in the 1990s.
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for 40 percent of the new jobs created in the region; and because the total number of enterprises
was so large, even small growth increments created a large number ofjobs.

In Johannesburg, the informal sector appears to be closer to the informal sector in the rest of
Africa and South Asia. As such, there appears to be no special case for treating it differently.
Recent research from 12 West African countries shows that as in Johannesburg's informal sector,
the leading non-financial constraints to business growth identified by informal owners in West
African are (i) lack of markets signifying low demand; (ii) problems in marketing, associated
with lack of product differentiation which itself is an outcome of poor skills; and (iii) poor
infrastructure. Unlike informal firms in Latin America, West African and South African black
informal firm owners did not identify legal and regulatory problems as key constraints. The most
critical financial problem is lack of working capital and no source to borrow from. Private
savings, funds from family and friends, capital from money lenders, suppliers and customers'
credits, rotating savings clubs and NGOs are the main sources of informal finance. Places to
deposit savings are scarce. Credit unions are the most formal financial institutions that serve
informal sector clients in West Africa (Webster and Fidler, 1996).

A COMPARISON OF THE BLACK INFORMAL SECTOR WrrH NON-BLACK SMME AND MICRO
FIRMS W1THIN JOHANNESBURG- A SPECIAL CASE

In spite of similarities with informal firm owners elsewhere, a vital difference distinguishes
Johannesburg's informal sector - 97 percent of the owners in the 1999 survey of 499 randomly
chosen informal firms are black. This Report is therefore essentially about black informal firms.
Most are employers who create as many jobs (3 per firm) per firm as formal micro SMME
owners. Like informal business owners in any other part of the world, informal firm owners in
Johannesburg are poor. They earn wages or profits that are a fraction of what they would earn in
the formal sector, primarily because they do not have access to credit, skills and training that will
permit them to operate their firms more efficiently. However, unlike informal firm owners
elsewhere, the predominantly black informal firm owners in Johannesburg are fraught by a
complex set of factors created by race, history and inequality of human and financial capital.
Had it not been for apartheid's discriminatory policies, today, Johannesburg's formal and
informal sectors would have been representative of all South African races, thus precluding the
case for a special status. A related issue is the lop-sided racial composition of Johannesburg's
formal sector related to the small share of blacks. In 1999, the share of blacks in its formal
SMMs was only 7 percent. One explanation is that blacks do not have the pre-requisites - basic
business skills and experience for entry into the SMME sector (Chandra et. al., 2001).
Moreover, even though government has introduced a variety of programs to promote black
SMME development since 1996, because they lack pre-requisites, success in directly
transforming unemployed blacks into SMME entrepreneurs has been limited.

In light of apartheid's discriminatory polices that systematically sought to suppress business
development in the black community, it is difficult to overlook the lop-sided racial composition
of Johannesburg's formal SMME and informal sectors as a mere coincidence and place the black
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informal sector at par with its counterparts in the developing world. In almost all other countries,
the informal sector is an outcome of poverty and affects the poor of all races. In Johannesburg, it
is largely the outcome of racial discrimination against a single race that caused the blacks to
remain poor. While policies underlying this discrimination are discussed in more detail in Annex
A, they are briefly described below for readers unfamiliar with them.

An examination of the regulatory controls on black businesses during 1950s - 1980s and even
into the early 1990 reveals that apartheid curtailed legally the development of entrepreneurial,
artisanal and business management skills among black South Africans. A handful of examples
are presented from Altman (1996). The titles of the laws reveal their intended objectives.
Throughout the 1950s-80s, the Influx Control Act and Group Areas Acts levied controls on the
movement of the black population between different regions of South Africa, including within
cities or between a township and a city. The vast majority of blacks were confined to living in
the homelands or Bantustans or townships that were physically isolated from urban areas. The
Separate Development ideology in the 1950s stipulated that black Africans residing in the
townships and outside the homelands were to be treated as "temporary sojourners" in white
South Africa. On an extremely limited basis, it allowed some black industry within Bantustans:
'Africans could not form companies or partnerships, could only receive trading rights if they
qualified for residence in urban areas, they were not allowed to construct their own business
premises; they could not engage in more than one business, and could not establish any kind of
business in white areas.' Black owners of existing businesses had to move to the Bantustans.
Other equally discriminatory laws included Wage and Industrial Conciliation Acts (1956 and
1957), racial employment bars and Job Reservation legislation (1957), Population Registration
Act which classified the population by 'race, appearance, descent and general acceptance,' and
the Bantu Education Act of 1953 which stipulated a separate curriculum for black schools such
that unlike the Europeans, blacks were not entitled to accumulate skills and jobs above certain
stwndards. Most of these discriminatory practices persisted until the late 1980s and some lasted
until 1990.

The preceding discussion in this section suggests that the cumulative effect of the apartheid
state's policy-induced distortions on black business skills and enterprise development was severe
and lasted long after the policies were abolished towards the mid-late 1980s. The effects of these
discriminatory policies are evident today in the crux of the constraints facing black informal
firms.
i. The absence of a sufficiently large critical mass of black entrepreneurs. Relative to the 75

percent share of blacks in the total population, the share of black businesses in the formal
SMME sector of Johannesburg in 1999 was only 7 percent but in the informal sector it
was 97 percent.

ii. Apartheid's location-related distortions constrained informal black firm owners from
integrating better with the City's prosperous business districts. While training and market
opportunities tend to shift north of Johannesburg's central business district (CBD)
towards richer suburbs with the strongest purchasing power, informal firm growth has
remained concentrated to the south in the CBD and townships that are poorly linked by
public transport with the richer markets.
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iii. The small presence of black entrepreneurs in production and services other than retail,
shebeens, transport, and food and beverages. Since the capital, business experience and
skills requirements of these activities are fairly high, the lingering effects of apartheid
polices serve as critical constraints to entry into these better paying sectors.

iv. A scarcity of professional, managerial, technical, tertiary and artisanal skills in the black
labor force among employed and unemployed workers.

v. Generally weak credit history, ratings, credentials and other business records among
black business owners. Because of legal restrictions on operating almost all except the
very basic economic activities and capital markets, black business owners did not have
the opportunity to develop even the most elementary business credentials and credit
history that are prerequisites for access to formal credit markets today.

vi. Because of the racial restrictions and spatial segregation, outsourcing from larger white
firms to poorer black firms did not occur and stemmed the development of black
enterprises that could have evolved into SMMEs in the post-1994 era. The absence of
industrial competition between white and black firms led to the evolution of an industrial
structure dominated by large white oligopolistic firms.

vii. The weak development of a. market for all types of professional, technical, managerial,
artisanal skills in the black community. Since blacks could not enter a wide range of
production or service sectors, there was no demand for professional, artisanal and other
technical skills in the Bantustans where the black entrepreneurs could operate. Moreover,
the absence of a market for skills discouraged the training and supply of skilled black
workers.

The preceding discussion is validated to a large extent by evidence from the 1999 surveys of
informal sector and SMME firms (see table 4.2 and related discussion for example). It suggests
that relative to other racial groups in Johannesburg, the recent political and social history of
South Africa played a discrete role in determining the human, business and financial capital
owned by black informal firm owners. There may be a special case for assisting black informal
firm owners on grounds of racial equity. But this issue needs further investigation in light of
government's experience with some of its recent programs instituted to assist the black informal
sector.

INTERNATIONAL EXPERIENCE IN GOVERNMENT SUPPORT TO THE INFORMAL SECTOR

Typically as unemployment rates rise and poverty worsens, the poor and unemployed are forced
to turn to the informal sector for survival. Webster and Fidler (1996)60 in their examination of
World Bank research in African countries, found that many donors and governments have
recognized the role of the informal sector and committed themselves to (i) increasing economic
growth, (ii) reducing poverty and (iii) reducing income inequality, by supporting microfinance
and training programs to promote informal entrepreneurs. The main reasons banks do not serve
microenterprises in West Africa are the same as in South Africa: small size of transactions, lack
of collateral, inexperience, high mobility of firms, lack of bookkeeping and information about
the borrower and predictability of transactions. Similarly, Steel et al. (1994) in a study of 133

0 L.Webster and P. Fidler, ed. The Infornal Sector andMicro Finance Institutions in WestAfrica, World Bank
Regional and Sectoral Studies, World Bank, Washington, D.C..
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microenterprises in Ghana found that lack of access to bank credit, especially for working
capital, is a common characteristic of micro-enterprises. Among the various sources of start-up
and working capital, while equity finance dominated as a source of start-up capital in Ghana in
1991-92, credit from external sources such as suppliers and bank loans was more common as a
source of working capital. 44 percent of the small firms had obtained at least one bank loan and
74 percent had saved in a bank. Compared to 5 percent of the 499 informal firms surveyed in the
South African case, these numbers are much higher and closer to statistics for formal SMMEs in
South Africa. Among the latter, 50 percent use bank loans. Steel et al. concluded that even
though the lack of credit may be overstated as a constraint, on the basis of the strong track record
of the firms measured in terms of profits and job creation, and willingness to pay above-market
interest rates, there was a case for external financing to enhance their capability to expand.

Research from the 1990s suggests that the case for assistance to the informal sector in most
developing countries, like Ghana or West Africa or South Asia, is based on (i) poverty reduction
and (ii) job creation. In addition to the rationale for racial equity noted in the preceding section,
these two criteria apply equally to Johannesburg's black informal sector - it directly generates
incomes for the unemployed and poor, and as discussed in Chapter 5, it has potential to serve as
the stepping stone to the formal SMME or micro firm sector. In fact, the 1999 SMME survey
indicated that the share of black business owners in the SMME sector remained small because
formal sector work and business experience was a pre-requisite for starting a SMME. Since
most poor blacks do not have this, their entry into the SMME sector has been limited. By
providing hitherto unemployed blacks with the business experience, the informal sector has the
potential to become an effective conduit for the emergence of black SMIMEs. This option needs
to be explored further. Some examples of international experience with such policies may be
helpful in this context and are presented below.

Research shows that most interventions61 in the informal sector have been in the areas of micro
credit and training. International experience with microfinance research in the 1990s shows that
the long-standing and fundamental assumption about the bankability of the poor has been
overturned. There is now available, well documented evidence from select developing countries
which shows that low-income clients such as micro entrepreneurs can use small loans
productively, repay fully and on time when there are incentives in place to do so and are willing
to pay high real interest rates. Micro finance has been highly particularly if group/peer
monitoring and lending are properly employed to overcome local information and credit
collection problems. This research also shows that micro entrepreneurs save and often need
savings services as much as credit services (Webster and Fidler, 1996). Another breakthrough in
microfinance relates to new lending technologies that are effective in reaching low-income
borrowers in large numbers and in pushing microfinance institutions towards greater financial
sustainability.

61 Anderson (1998) documents that the practice of a formal-informal sector partnership resolved the problem of
scarcity of business, shop and storage spaces in markets for informal traders in Mongolia. Because informal firm
owners in Mongolia are mandated to register their firms and pay a flat monthly tax, they have greater accountability.
The latter has attracted the formal private sector that develops privately-owned indoor markets where counter or
kiosk space is rented out to informal finns.
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Best practice in microfinance focuses on outreach, quality of services, and measures of financial
sustainability based on the assumption that donor funds are limited, and that microfinance
institutions long-run capacity to deliver services will depend on their ability to generate revenues
to cover operating costs. Some examples of each aspect of best practice cases follow.

Outreach: (1) Bank Rakyat Indonesia (BRI) which provides financial services to 2 million
microborrowers and 12 million savers in Indonesia. (2) Grameen Bank in Bangladesh which
offers financial services to low income microentrepreneurs in almost half the villages in
Bangladesh. Depth of outreach measures if the institution can reach the very poor. Examples
of these are Badan Kredit Desa (BKD) in Indonesia. In West Africa, there are at least two
institutions with more than 10,000 outstanding borrowers: Credit Rural in Guinea and Sahel
Action in Burkina Faso.

Sustainability: BRI, Indonesia, Lembaga Perkreditan Desa in Indonesia., Grameen Bank in
Bangladesh. In West Africa, a best practice examples are Credit Rural and Credit Mutual de
Guinee. Together they have more than 76,000 members and savers and caisses in 131 locations.

Efficiency indicators include measurement of productivity given by number of clients per staff.
Best practice examples of the latter are Foundation for International Community Assistance
(FINCA) in Costa Rica, and Bankin Raya Karkara in Indonesia with average staff ratios of more
than 200.
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Box 8.1: Ten principles for sustainable lending to micro-entrepreneurs

1 Offer short-term loans. Offer initial loans of three to six months with frequent repayment
periods.

2. Offer small initial loans. Start with very small loans appropriate for meeting day-to-day
financial requirements of microenterprises and motivate repayment by offering larger loans
as incentives for repeat customers.

3. Concentrate on working capital to firms with a proven track record. New businesses have
high failure rates, and initial financing should be left to friends and families. Microfinance
institutions should focus on providing working capital to existing enterprises.

4. Specialize services, diversify portfolio, ignore the temptation to target. Institutions should
specialize in the provision of either technical assistance or financial services, but not both. It
is the loan portfolio, not the range of services, that should be diverse. Portfolio should be
diversified to counter supply-driven, targeted credit programs and to reduce the risks
associated with a homogeneous portfolio.

5. SimplI.f services. Make the credit program customer-friendly. Use a simple application
process (often less than one page) appropriate to low levels of literacy and numeracy and
streamline operations to minimize staff time per loan.

6. Localize services, focus on scale. Locate close to entrepreneurs. Select staff from local
communities, including people with lower levels of education (and salaries), rather than
from staff in formal banks. Locate where there is a critical mass of clients in order to reduce
transaction costs. Microfinance programs reach sustainability in part by maldng large
volumes of loans.

7. Shorten turnaround time. Limit the time between loan application and disbursement. Since
the majority of rnicroloans are for working capital, speed is ideal for borrowers and saves
administrative costs for lending institutions. Turnaround time can be lowered by relying on
solidarity groups to screen clients and by decentralizing loan approval.

8. Motivate repayment. Motivate repayment via group solidarity and joint liability. Group
lending is efficient because it externalizes costs. Character-based lending to individuals (as
opposed to groups) can be effective where the social structure is cohesive and there is little
potential for political abuse.

9. Recognize that the poor do save. Credit programs are more sustainable when they are
financed with personal savings. Savings are often the forgotten half of informal finance.
However, accepting deposits is labor-intensive and therefore quite costly. Moreover,
unstable programs can rob the poor of their savings. Great care must be taken when an
institution accepts fiduciary responsibilities.

10. Charge fill-cost interest rates (factoring in inlation, loan losses and delinquency, and the
cost of loanfinds). The administrative costs of lending to the poor require interest rates that
are substantially higher than rates charged by commercial banks. Micro-entrepreneurs have
shown a willingness to pay high rates for services that meet their needs.

Box. 3.2 in L.Webster and P. Fidler, editors, (1996), Yhe Informal Sector and Micro Finance Institutions in
West Africa, World Bank Regional and Sectoral Studies, World Bank, Washington, D.C..
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Some examples of best practice follow.

PRIDE: Projet Rural Integre pour le Developpement des Enterprises in Guinea: Even
though this program develops microenterprises in rural Guinea, its underlying principles provide
useful insights into the basic ingredients of a self-sustaining micro-credit program and could be
modified appropriately to suit the informal sector anywhere. The Program began'in 1991 with
capital from USAID and is implemented by U.S. NGOs. The principles are solidarity-based
lending with ongoing training for borrowers. The credit aspects of the program are based on
Bangladesh's Grameen Bank experience. The hallmark of PRIDE is the ongoing emphasis on
training designed for a clientele that is not too literate and is offered free of charge. Availability
of credit is made contingent on completion of basic training. After a loan is granted, borrowers
are mandated to participate on one business training session per month. Between 1992 - 1994,
PRIDE had disbursed 10,000 loans with near 100 percent repayment rates.

West Africa: Experience in microfinance in the context of "mutualist" credit unions: Since
the South African black informal sector shares many characteristics of West African informal
firms but lacks a system like the local savings and credit union, it may be useful to examine the
West African experience. Most credit unions are modeled after the French "mutualist" system
and have a membership structure and network of branches linked by a federated union, The basic
principle is to emphasize the mobilization of savings rather than loans among the poor in the
informal sector. The maximum loan size is a multiple of savings deposited at the credit union
and so, is fairly small. Many credit unions in West Africa operate on sound financial principles.
Two popular ones that emerge as best practice are Reseau des Caisses Populaires in Burkina
Faso and Credit Mutuel de Guinee.

Burkina Faso: Mobilization of local savings for local credit needs with assistance from
government and donors: The strength of Burkina Faso's microenterprise support programs
rests on its existing savings and credit programs as exemplified by Reseau de Caisses Populaires,
Six "S" and Sahel Action. Many of these institutions have moved towards attaining self-
sustainability and greater efficiency relative to when they were started. Several institutions that
take the form of savings and credit unions and provide basic banking services in villages and
urban neighborhoods are supported by government agencies, and donors through NGOS. Loans
are made available together with training at interest rates ranging from 17 - 32 percent.
Repayment rates are between 90 - 98 percent seem to be explained in part by mobile agents who
visit villages at least once a week to make new loans and collect payments.

Ghana: Strategies to increase small firms' access to credit - some options: The experience of
Ghana provides a useful reference point. In the mid-1980s, Ghana undertook an Economic
Recovery Program that focused on eliminating financially repressive policies controlling interest
rates, competition'and credit allocation. In 1994, empirical findings from a 1991-92 World Bank
small firm survey led to the following conclusions:
1. "Lack of credit may be overstated as a constraint because entrepreneurs tend not to view

their own management weaknesses as limiting their ability to use credit
effectively.....Nevertheless, the study concluded that the ability of many small
enterprises to exploit highly profitable opportunities would be enhanced if external
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financing were more accessible. High rates of application for loans among sample firms
and their willingness to pay above market rates of interest indicate strong excess
demand." (Steel et. al., 1994).

2. It is well recognized that the challenge of public assistance is deeply rooted in the design
of the programs or instruments used to deliver it. Several useful points for deliberation
emerge from the Ghana study. These are listed below:

* the Program of Action to Mitigate the Social Costs of Adjustment (PAMSCAD). The
latter's loans were administered by a commercial bank. "While this program
demonstrated that special efforts can broaden access to finance and help establish viable
enterprises, its repayment rates have remained too low to demonstrate to banks that micro
enterprise lending is profitable." (Steel et. al., 1994)

* The Ghana Study indicates that while the demand for credit was pervasive throughout the
sample of 133 firms in Ghana, there was a direct link between profitability and the
demand for credit which can be used as efficient means of screening loan applicants.
Since small firms tend to have high rates of failure, banks in Ghana relied on an
entrepreneur's track record.

* The following factors discourage lenders/banks from cultivating smaller firms as clients:
(i) a higher risk of failure; (ii) lack of collateral that makes it difficult to enforce
repayment, offset losses and screen applicants and (iii) poor financialVbusiness records.
As long as banks have larger clients that can help reduce the transactions costs, they have
no incentive to lend to smaller ones. The Ghana study suggested the following options to
increase small firms' access to credit:

o to reduce the high processing costs of small loans, banks could focus initially on
loans for working capital as opposed to start-up, letting firm owners bear the
initial risk of investing personal capital and plowing back profits into the firm.
"Investment lending should be concentrated on SAMEs that have already
reinvested substantial internal resources but need supplementay externalfinance
in order to move to a larger scale or higher productivity." (Steel et al., 1994)

o The notion of character-based lending could minimize risk of default. This
implies lending to firms owners who have a good track record in firm growth and
job creation and close on-site monitoring. To minimize costs of the latter,
decentralization to smaller tiers such as local bank/branch offices could be
considered.

o To compensate for inadequate collateral, banks could devise alternatives to
property as collateral, depending on the situation at hand. In the Ghanaian case,
alternatives such as personal guarantees, sales contracts, and liens on equipment
were flagged contingent on the ability of the legal system to enforce these.

o Local bank branch officers could be trained in lending techniques applicable to
smaller firms as well as be offered improved incentives to undertake small firm
lending and savings mobilization. For more details, interested readers should refer
to the full study.

In Leasing to support to small businesses and micro enterprises, J. Gallardo (1997) enlists how
the expansion of leasing can be a useful approach to promote the development of small
businesses and microenterprises. In most developing countries capital markets are relatively
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underdeveloped and banks are unwilling to lend to small firms who are not creditworthy.
Leasing is an option to expand small businesses access to medium term financing for capital
equipment and new technology. In a lease-financing contract, the lessor-financier retains
ownership of the assets, lease payments can be tailored to fit the cash flow generation pattems of
the lessee-borrower's business and the collateral is smaller than the equity stake required in
conventional bank financing. If small businesses require medium-term financing to purchase
tools and equipment needed to support production and expansion, leasing is an attractive new
financing option. Best practice examples of successful leasing arrangements are associated with
a microenterprise development project in Pakistan, an alternative energy project in Indonesia,
and the purchase of small tools and equipment by Grameen Trust in Bangladesh.

Long-term impacts of micro credit programs and their sustainability: The findings of a
2000 study of the micro credit experience of the Grameen Bank and other programs in
Bangladesh, show that 10 years since the first study (1991-92), there is new evidence to reinforce
the poverty-reducing long term effect of micro credit. In the 1991-92 study, micro credit
programs through the Grameen Bank were found to have substantially reduced poverty among
the borrowers, especially women. Ten years later, the sustainability of micro credit programs and
their effects on poverty show that micro credit has significant positive effects on household
welfare as measured by such indicators as net worth and per capita consumption. Micro finance
increases labor supply and helps generate employment. Non-credit inputs play an important role
for both male and female borrowers. In fact, they seem to be more important than credit in
influencing some behavioral outcomes (Khandekar and Pitt, 2001).
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Box 8.2: Principles underlying best practice in training of micro entrepreneurs

To further the debate on the wisdom of financing training for micro entrepreneurs, in the 1990s, the
Education and Training Division of the Africa Technical Department of the World Bank, the OECD
and the ILO jointly sponsored a large research project in 11 common activities in 4 West African
towns. Their research indicated that:
1. Completion of primary school education is a key predictor of the ability of the

microentrepreneur to succeed.
2. Very large systems of apprenticeship training are the primary route through which informal

entrepreneurs learn their trades. Training should be closely linked to market demand and have
built-in flexibility to respond to changing demand patterns.

3. Fornal training programs seldom reach micro entrepreneurs.

Key principles of training underlving best practice in the 1990s.

1. Treat microenterprises as clients not as beneficiaries
(a) Aim for cost recovery
(b) Charge fees for service
(c) Find at least quasi-sustainable ways to provide services

2. Aim for scale
(a) Adopt indirect rather than one-on-one mechanisms to increase leverage and reach more

people
(b) Intervene systematically to affect many more firms with a single program

3. Aim for cost-effectiveness and lower per unit costs
4. Use the market and its signals

(a) Let the market determine fee for service
(b) Tailor the product to market demand
(c) Identify opportunities for higher payoffs

5. Adapt training to the needs of the weakest clientele
(a) Use sector specific analysis to identify effective systematic interventions

6. Use partners that understand all of the above

Box. 3.2 in L.Webster and P. Fidler, editors, (1996), The Informal Sector and Micro Finance Institutions in
West Africa, World Bank Regional and Sectoral Studies, World Bank, Washington, D.C..

ISSUES FOR FURTHER RESEARCH

Discussion of some examples of best practice suggest that several governments have successfully
supported the informal sector on grounds of poverty reduction and job creation. The Grameen
Bank and other studies also indicate that if carefully designed with group monitoring,
participation and collection, these programs can be self-sustaining and continue to have a
sustainable impact on poverty. However, the examples given above indicate that critical to the
success of such intervention is the efficient adaptation and design of the instrument to country-
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specific circumstances. Some of the issues which need further research in the context of the
South African informal sector are:

* The fiscal feasibility of micro credit and training proigrams to support the black informal
sector; how much of the local group monitoring and collection can be scaled up with
government assistance without losing their viability or inherent advantages.

* Key elements in the design and implementation plan of micro credit programs and their
estimated effect on poverty reduction, job creation and most important of all, informal
firm growth and prospects for graduation to formal SMIMEs. Since informal employers
currently generate the same number of jobs as formal employers, it will be useful to
examine the implications of transforming the sector to serve as a training ground for new
black SMIMEs - a development that is unlikely to occur on its own at a sufficiently large
scale since unemployed backs do not have the pre-requisites for entry to the SMME
sector.

* Best practice examples from Burkina Faso and PRIDE suggest that the availability of
credit contingent on successful completion of small business training is necessary for the
success of government support to the informal sector. Given that black firm owners in the
informal and SMIME sectors are deficient in both credit and skills development, this
seems to be a useful concept for further research.
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ANNEX A

THE LEGACY OF APARTHEID-DESIGNED DISTORTIONS -
CONSTRAINTS TO BLACK EMPOWERMENT TODAY

An examination of the regulatory controls from the 1950s - 1980s on the establishment and
expansion of black businesses during apartheid reveals that government policies were engineered
to curtail legally the development of entrepreneurial, artisanal and business management skills
generally among non-whites but especially among black South Africans. The long-lasting and
intended effect of this policy manifests itself even today in several generations of black South
Africans. The examples that follow illustrate how controls on black Africans were designed to
limit their vertical mobility up the job-ladder and horizontal mobility between geographic areas
within South Africa. Over time, they resulted in severely limiting the evolution of a class of
black businesspersons who could graduate naturally into formal SMIME or large firm business
owners.

Between the 1950s-80s, the Influx Control Act and Group Areas Acts levied controls on the
movement of the black population between different regions of South Africa, including within
cities or between a township and the neighboring city. For instance, while the majority of black
African workers residing in townships worked and spent a large part of their day in white areas,
the Group Areas Act stipulated that Africans could operate businesses only in black residential
areas. Altman (1996) points out that there was discriminatory legislation restricting African
traders as early as the 1920s, but these restrictions intensified after the mid-1950s with the
evolution of the Separate Development ideology. According to the latter, through a 1963 circular
issued to the local authorities by the Department of Bantu Administration and Development,
black Africans residing in the townships and locations outside the homelands were to be treated
as "temporary sojourners" in white South Africa. The policy of Separate Development was
officially introduced after the Sharpeville shootings of 1960. On an extremely limited basis, this
policy promoted black industry within Bantustans and designated surrounding areas to keep the
¶Bantu nations' within their respective 'Homelands'. The legislation accompanying this policy
stipulated that

* Africans could not form companies or partnerships

* Africans could only receive trading rights if they qualified for residence (under section
10 of the Native (Urban Areas) Consolidation Act of 1945) in urban areas.

* Only local authorities could provide buildings for trading. Africans were not allowed to
construct their own premises.

* Africans could not engage in more than one business.

* Africans could not establish any kind of business (trading, manufacturing or financial) in
white areas. Local authorities were advised to encourage owners of existing businesses to
move to the Bantustans.

* Africans in the townships could only trade in the day-to-day necessities. Hence the only
businesses allowed "were those of grocer, butcher, fish frier, green grocer, eating house,
dairy, wood and coal dealer. An African could not legally establish an industrial firm.
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Such widespread legal exclusion from all except the very basic type of businesses had the
debilitating effect of stifling the evolution of a black entrepreneurial class that could engage in
the process of production, accumulation of business capital, and the growth of business skills that
evolve with business experience. The effects of these controls on black business development
were far-ranging.

* These controls directly limited the number of black entrepreneurs. Consequently, the
sheer size of the black business class is extremely small today.

* Growth of black businesses was severely limited because of access to credit markets.
Since blacks were not permitted to legally and freely engage in economic activity, their
ability to earn, save and invest as individuals and hence as a community was also
constrained. The scope for using individual or community savings or retained earnings as
sources of investment capital was therefore limited among black businesses. Legal
restrictions on access to formal credit for black businesses comprised another critical
obstacle to business growth. The lack of freehold rights in urban or rural areas precluded
the possibility of using real estate as collateral against loans. Collectively, regulatory
controls on access to formal credit markets and the stunted development of informal
credit institutions for business finance curtailed exposure to standard business and
accounting practices. Today, these effects manifest themselves in the inability of many
black business owners to show proper business records and a strong credit history and
access formal credit.

* Because of the restrictions on the type of activities for black entrepreneurs, today the
latter are only weakly represented in the range of production and service activities
prevalent in the South African SMME or large firm sectors. By being legally forced to
operate only in the Bantustans, the majority of the small black businesses remained
restricted to services such as general retail, garages, hotel ownership and transport.
Restrictions on the location and movement of black business also fuelled inefficiency by
raising the cost of inputs that had to be bought from white markets and hindering the sale
of their output to these markets. Today, the majority of the black businesses are to be
found in retail trading and service sectors such as prepared food and beverages, shebeens
etc..

* By spatially isolating black entrepreneurs, these controls prevented them from sharing the
benefits associated with technological innovations and their spillover openly available to
non-black businesses that operated in and around centers of market activity. This directly
affected the black business community's ability to keep pace with global market forces,
especially in the context of competition and business development since 1994.

Many of the legislative restrictions on black business were eased to some degree in the late
1970s and more by the late 1980s. Altman (1996) notes that in 1976, the number of business
activities legally open to black Africans was increased from 7 to 26 and in 1997 to 66. By the
end of 1977 most of the legal restrictions on black African traders levied since 1963 were lifted.
However, even in 1979, black businesses could not operate at more than one site. Controls to
exclude them from urban markets were finally lifted in the early 1980s. The Influx Control and
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Group Areas Acts were revoked in 1985 and 1990 respectively and the Bantustans were
reintegrated with the Republic of South Africa in 1994.

In addition to controls on the establishment and expansion of black business, apartheid policies
towards industrial decentralization and the labor market had an equally devastating effect on the
development of human capital among black workers. A comprehensive discussion of
decentralization and labor market policies is found in Altman (1996) and the references therein
and briefly presented in the remainder of this section.

Apartheid policies sought to promote a unique industrial decentralization process that relied on
financial incentives and legislation to encourage the re-location of white firms from developed
urban areas to the periphery of the Bantustans as early as the 1960s. Fiscal subsidies financed the
input costs and additional savings for white firms accrued from tax relief, low interest rates and
low rents. The objective was to curtail violence among the urban African community by locating
factories, the sources of black employment, as close to the Bantustans as possible. In 1959, the
Bantu Investment Corporations were established to develop commercial African industry in the
'Reserves' or Bantustans. By 1968, in spite of cheap labor in the Bantustans, it was apparent that
fiscal subsidies had failed to attract white firms to the outlying areas. Subsequently, incentives
were increased and white firms were allowed to establish businesses within the Bantustans. For
example, in 1982 the total wage bill of white firms was subsidized by as much as 80 to 95
percent if they moved to designated locations. The intended effect of these discriminatory
business practices was to discourage black business development both within and around the
Bantustans. Due to unfair competition, black firms were unable to reap the efficiency gains
associated with economies of scale, even in activities that they were legally permitted to operate.
Another direct effect of decentralization was to limit the demand and supply of business skills in
the black business community.

Between 1956 and 1993, the apartheid state pursued an active labor market policy through strong
regulatory controls on the movement of the black population, regulations on wage determination
and Wage and Industrial Conciliation Acts (1956 and 1957), racial employment bars and Job
Reservation legislation (1957) that further inhibited the ability of black workers to accumulate
human capital. and develop business skills. Since collective bargaining and worker organization
privileges were permitted only for whites, black workers could not collectively organize to
protest these discriminatory practices. In fact, African trade union activity was legalized in the
South African provinces only in 1979. Until 1994, unions were illegal in the Bantustans.

The Job Reservation Act had a long-lasting effect on the skills development of the black labor
force. It was designed as a solution to the "poor white" problem and introduced initially in the
gold mines in 1893. South Africa's protectionist trade regime sought to reserve jobs for poor
Afrikaners. Consider the example of the clothing sector. Until the 1950s, the clothing sector
workforce was predominantly composed of white Afrikaner women from the rural agricultural
sector and teenagers earning apprenticeship wages. After the Second World War, as the white
workforce aged, and the use of teenage labor declined, white workers were substituted by
Coloured women and Coloured teenagers. Accordingly, only white workers could move up into
middle and higher level jobs with higher productivity, and in higher wage industries. This
created a shortage of middle level skills in industries such as clothing. Consequently, as Altman
(1996) describes, the job bar was modified with policies that either reserved certain skilled and
better paying jobs for whites or sanctioned a limited ratio of black to white workers. Before the

82



job reservation policy was extended to the manufacturing sectors, the apartheid state implicitly
encouraged firms to observe the job bar by threat exclusion from tariff protection or diminished
access to supplies. "Moreover, the 1924 Industrial Conciliation (IC) Act allowed white workers a
relatively significant role in determining the occupational structure, access to training, and
wages. The unions recognized by this Act worked to exclude Africans from skilled jobs. While
these restrictions were relaxed to some extent during the war, the entry of the Nationalist Party in
1948 brought greater intensification," (Altman, 1996). These practices contributed directly to a
shortage of managerial and professional skills in the black labor force.

In 1950, the Population Registration Act sanctioned the population to be classified by "race,
based on appearance, descent and general acceptance," (Altman, 1996), thus reinforcing
similarly tiered structures of racial hierarchy and labor markets. After the Job Reservation Act
was legalized in manufacturing, together with the Section 77 of the 1957 Industrial Conciliation
Act, it was stipulated that job reservation could occur for "specific racial groups in any industry,
trade or occupation". For example, in 1957, in the clothing industry, Job Reservation
Determination No. 1 reserved 70 percent of the jobs for whites, and the remainder for coloreds.
Even though these proportions were later relaxed when severe shortages of technical,
professional and administrative skills developed, the goal remained to exclude blacks from
technical positions. When these practices began affecting economic growth negatively, the
apartheid state legislated a 'floating job bar' with the objective of allowing less skilled aspects of
work to be done by blacks. However, the latter were not permitted to be trained in white areas
which offered quality education and skills training.

Through the system of Bantu education introduced by the Bantu Education Act of 1953,
apartheid policies worked to nip human capital accumulation early on in the process of black
schooling and training. The Act legislated severe cuts in government expenditures on African
education and designed a school curriculum premised on the belief that, unlike the Europeans,
blacks were not entitled to accumulate skills and jobs above certain standards. These
discriminatory practices persisted until the 1980s. Even though the system of job reservation
was abolished in 1979, the system of separate education and industrial training lingered until the
1980s. Altman (1996) notes that "even by 1986, a very small proportion of apprenticeships in
white areas were allocated to Africans. For example, from a total of 11,573 apprenticeship
contracts, 9,246 were awarded to whites. Only 5.8 percent (666) were given to blacks. From
1972, financing for African education rose; yet, sufficient curriculum reform did not ensue and
the policy of separate education continued." Apparently, between 1960-80, the proportion of
Africans in professional and managerial occupations grew only marginally from 1.3% to 3.2%.

The preceding discussion in this section suggests that the cumulative effect of the apartheid
state's policy-induced distortions on black business skills and enterprise development was severe
and lasted long after the policies were abolished towards the mid-late 1980s. Among the effects
of these discriminatory policies that are evident today, the following comprise the crux of the
constraints to black empowerment at the grass-roots level:

viii. The absence of a sufficiently large critical mass of black entrepreneurs in the formal
SMME or large firms sectors. Relative to the share of the black population, the share of
black businesses in the formal sector is small. For example, according to the 1999 GJMC-
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World Bank SMME survey, the share of blacks in formal SMME owners in the Greater
Johannesburg Metropolitan Area (GJMA) was only 7 percent. In the smaller set of
SMMEs that were established in post-1995, the share of black-owned SMMEs in GJMA,
home to South Africa's largest concentration of black households and townships was
only 13 percent.

ix. Apartheid's location-related distortions constrained informal black firm owners from
integrating better with more prosperous business districts. For instance, while training
and market opportunities tend to shift north of Johannesburg's central business district
towards the richer suburbs where the strongest purchasing power abounds, informal firm
growth tends to remain segregated to the south of the City.

x. The small presence of black entrepreneurs in production and services other than retail,
shebeens, transport, and food and beverages. Since the capital, business experience and
skills requirements of these activities are fairly high, the lingering effects of apartheid
polices serve as critical constraints to entry into these sectors.

xi. A scarcity of professional, managerial, technical, tertiary and artisanal skills in the black
labor force among employed and unemployed workers.

xii. The generally weak prevalence of proper credit history and ratings, credentials and other
business records among black business owners. Because of legal restrictions on operating
almost all except the very basic economic activities and capital markets, black business
owners did not have the opportunity to develop even the most elementary business
credentials and credit history that are prerequisites for access to formal credit markets
today.

xiii. Typically, unequal business relations encourage the outsourcing of certain stages of
production from large businesses to smaller often informal firms that employ relatively
labor-intensive technology. However, because of the racial restrictions on occupational
entry, and locational patterns, the system of outsourcing from larger white firms to poorer
black firms in the Bantustans did not emerge. This stemmed the development of black
informal and formal enterprises that could have evolved into SMMEs and large firms in
the post-1994 era. The absence of subcontracting discouraged industrial competition
between white and black firms and led to the evolution of an industrial structure
dominated by large white oligopolistic firms whose plants were located around and
within the Bantustans during apartheid and pose tough competition for new black entrants
today. Altman (1996) also points out that the large factory sizes and weak competition in
South Africa's present day industrial structures is partly explained by the small pool of
managerial skills maneuvered by the apartheid state.

xiv. The weak development of a market for all types of professional, technical, managerial,
artisanal skills in the black community. Since blacks could not enter a wide range of
production or service sectors, there was no demand for professional, artisanal and other
technical skills in the Bantustans where the black entrepreneurs could operate. Moreover,
the absence of a market for skills discouraged the training and supply of skilled black
workers.
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ANNEX B

RELATIONSHIP BETWEEN ACCESS TO BANK LOAN AND LEVEL OF
INVESTMENT

LIST OF VARIABLES
nomoney = no money was required to start the business;
retrpac = retrenchment package financed start-up
stokvels = stokvels or rotating credit institution financed start-up;
priender = private lender financed start-up capital;
supplier = suppliers credit financed start-up capital;
bankloan = bank loan financed start-up capital - shows access to bank loans;
govhelp = help from government program financed start-up capital - shows access to
government programs;
highrate = high interest rate effect on investment;
noguaran = I have no guarantees or collateral for a loan;.
lincapit = log of stock of initial capital required to start a firm;
Iresvalu = log of resale value of business;
lempsize = log of number of employees in business;
seconstr = construction sector;
seshebee = shebeens;
setouris = tourism sector;
sefurnit = furniture sector;
hhincom = household income from this business (proxy for profits)

Model:
Log investment = f(various variables including sector dummies);
Using backward selection method;
All variables significant at the 15% level were reported.

The Methodology:
An 'automatic general-to-specific' type of model selection available in the SAS software was used for the
multivariate analysis. The regression procedure is 'Reg procedure, Model statement' of SAS with the
selection option 'backward SLSTAY' specifying the significance level for staying in the regression that
was set at 0.15. In other words, we first included all the 32 variables into the original OLS regression and
then we let the computer program progressively select those variables'that are significant at 15 percent
through a backward elimination process. It turned out that after 16 steps, 16 variables were left in the final
model. (See SAS manual for details on this procedure).

Analysis and Results:
See Chapter 4, Financial Constraints, section "Some policy considerations."
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The SAS System 00:06 Sunday, February 24, 2002 131
The REG Procedure

Model: MODEL3
Dependent Variable: linvest
Backward Elimination: Step 16

Variable retrpac Removed: R-Square = 0.2775 and C(p) = 8.8539
Analysis of Variance

Sum of Mean
Source DF Squares Square F Value Pr > F

Model 16 9562.62203 597.66388 10.78 <.0001
Error 449 24900 55.45707
Corrected Total 465 34463

Parameter Standard
Variable Estimate Error Type II SS F Value Pr > F

Intercept -14.07272 3.87716 730.60877 13.17 0.0003
nomoney 2.09350 1.08526 206.36344 3.72 0.0544
stokvel 2.13699 0.88685 321.99972 5.81 0.0164
prlender 4.71471 2.07075 287.48336 5.18 e.0233
supplier 3.35467 2.20594 128.25374 2.31 0.1290
bankloan 2.84495 1.94879 118.18864 2.13 0.1450
govhelp 3.37121 1.95445 164.99825 2.98 0.0852
highrate -4.69654 1.86407 352.03864 6.35 0.0121
noguaran -2.03127 1.18604 162.66504 2.93 0.0875
lincapit 0.33407 0.10018 616.68931 11.12 0.0009
lresvalu 0.64799 0.11415 1787.03357 32.22 <.0001
lempsize 1.03429 0.60095 164.27378 2.96 0.0859
seconstr 2.01105 1.29698 133.33106 2.40 0.1217
seshebee 2.40687 1.22862 212.82613 3.84 0.0507
setouris 3.29239 1.64391 222.44651 4.01 0.0458
sefurnit -4.07375 1.46191 430.62768 7.77 0.0056
lhhincom 0.80553 0.51928 133.44969 2.41 0.1215

Bounds on condition number: 1.9811, 330.61

All variables left in the model are significant at the 0.1500 level.

Summary of Backward Elimination

Variable Number Partial Model
Step Removed Vars In R-Square R-Square C(p) F Value Pr > F

1 relative 31 0.00(0 0.2903 31.0035 0.00 0.9527
2 pmlender 30 0.0000 0.2903 29.0094 0.01 0.9391
3 rotsav 29 0.0000 0.2903 27.0176 0.01 0.9276
4 midagent 28 0.0000 0.2903 25.0335 0.02 0.8993
5 ownsav 27 0.0001 0.2902 23.0643 0.03 0.8602
6 ngodonor 26 0.0002 0.2900 21.2109 0.15 0.7004
7 banks 25 0.0061 0.2899 19.2932 0.08 0.7729
8 senfoodh 24 0.0004 0.2895 17.5208 0.23 0.6309
9 lage 23 0.0004 0.2891 15.7860 0.27 0.6e38
10 relfrien 22 0.0010 0.2881 14.3959 0.62 0.4309
11 colinfor 21 0.0011 0.2869 13.0900 0.71 0.4006
12 govinsti 20 0.0014 0.2856 11.9219 0.85 0.3574
13 colform 19 0.0019 0.2837 11.0863 1.19 0.2762
14 ngohelp 18 0. 017 0.2819 10.1265 1.06 0.3035
15 sefoodha 17 0.0020 0.2799 9.3597 1.26 0.2626
16 retrpac 16 0.0024 0.2775 8.8539 1.52 0.2177
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ANNEX 1 - DEMOGRAPHICS

Table A1.1: GJMA - Resale value of informal firms capital assets, by category, 1999

% Median R1 - 2000 R2001- R5001- R10001- Over
.(Rands) 5000 10000 20000 R20000

All 92.6 6500 25.1 18.6 14.2 10.6 24.0
Self- 87.1 2000 45.3 20.6 9.4 6.5 5.3
employed
Employer 95.4 10,000 14.6 17.6 16.7 12.8 33.7
Post- 91.4 5000 28.3 17.8 14.6 10.2 20.6
apartheid .
Pre- 94.6 8000 19.6 20.1 13.6 11.4 29.9
apartheid

Clothing 100.0 3000 33.3 34.4 4.4 4.4 13.3
Construction 95.5 31,500 11.4 11.4 11.4 4.5 56.8
Furniture 97.8 8000 8.9 22.2 26.7 13.3 26.7
Metals 95.9 8000 14.3 22.4 30.6 22.4 6.1
Personal 97.7 4500 38.6 13.6 11.4 18.2 15.9
services
Prep. Food 97.6 8000 35.7 11.9 11.9 9.5 28.6
Retail & 92.1 5000 32.4 18.7 7.2 11.5 22.3
hawkers
Shebeens 100.0 27,500 8.7 15.2 21.7 2.2 52.2
Tourism 57.8 2500 28.9 6.7 15.6 6.7 0.0

Black 93.5 5000 30.3 22.7 12.4 8.6 19.5
females
Black males 91.9 8000 23.2 15.8 15.8 11.1 26.2
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Table A1.2: GJMA: Profile of informal entrepreneurs by country of origin (Percent)

Unkn RSA Mozam- Zim- West East Swazi- Bots- Malawi
own bique babwe Africa Africa land wana

All firms 0.6 86.8 2.8 4.6 2.0 2.2 0.6 0.2 0.4
Black females 0.0 94.6 1.1 2.2 0.5 1.1 0.5 0.0 0.0
Black males 1.0 81.5 4.0 6.4 3.0 3.0 0.7 0.3 0.7

Post- 0.3 83.8 4.1 5.7 2.9 0.0 0.0 0.3 0.3
apartheid

Pre-apartheid 1.1 91.8 0.5 2.7 0.5 0.0 1.6 0.0 0.5

Table A1.3: GJMA: Profile of informal entrepreneurs by place of residence
before they moved to their present location in CBD to operate a business (Percent).

Soweto Kwazulu- Alex- Tshiawelo- Evat6n Johannes- Zim- East Rand, Tembisa, West Rand,
Natal andra Molapo, burg babwe Springs, Sedibeng, Dobsonville,

Mapetla Boksburg, Ivory Park Senoane,
Vosloorus, Krugersdorp,
Wakfontein, Moroka,
Edenvale Pimville,

Mohlakeng
All firms 58.5 6.9 8.9 3.2 2.9 4.8 4.5 3.7 3.4 3.2
Self-
employed 53.3 7.5 12.5 3.3 2.5 1.7 7.5 5.0 3.3 3.3

Employer 60.8 6.6 7.3 3.1 3.1 6.2 3.1 3.1 3.5 3.1

Black 60.0 5.0 12.9 2.9 3.6 2.9 2.1 4.3 1.4 5.0Bemalea

Black 60.8 8.5 7.2 3.6 2.7 1.3 6.3 3.6 5.0 0.9males
Post- 57.4 4.5 10.7 3.7 3.7 2.9 5.8 4.6 3.3 3.3
-apartheid .

Pre-
apartheid 60.3 11.0 5.9 2.2 1.5 8.1 2.2 2.2 3.7 2.9
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Table A1.4: Income Pooling in an informal entrepreneur's household
(all income/earnings figures are in 1999 rands)

Median Mean N
All firms
A. Number of adults in the household 2 2.8 499
B. Number of children in the household 2 2.4 499
C. Number of people bringing in income 1 1.6 499
D. Total monthly income of household 2000 2623 483
E. Total monthly income contributed by your business 1000 1437 488
Self-employed
A. number of adults and household 2 2.7 170
B. Number of children in the household 2 2.2 170
C. Number of people bringing in income 1 1.5 170
D. Total monthly income of household 1500 2018 164
E. Total monthly income contributed by your business 800 946 167
Employers
A. number of adults and household 2 2.8 329
B. Number of children in the household 2 2.5 329
C. Number of people bringing in income 1 1.6 329
D. Total monthly income of household 2400 2933 319
E. Total monthly income contributed by your business 1300 1692 321
Black females
A. number of adults and household 2 2.6 185
B. Number of children in the household 2 2.5 185
C. Number of people bringing in income 2 1.6 185
D. Total monthly income of household 1800 2351 181
E. Total monthly income contributed by your business 900 1190 183
Black males
A. Number of adults and household 2 2.9 298
B. Number of children in the household 2 2.4 298
C. Number of people bringing in income 1 1.5 298
D. Total monthly income of household 2000 2652 287
E. Total monthly income contributed by your business 1000 1488 290
Post-apartheid
A. Number of adults and household 2 2.8 315
B. Number of children in the household 2 2.2 315
C. Number of people bringing in income 1 1.6 315
D. Total monthly income of household 2000 2532 303
E. Total monthly income contributed by your business 1000 1335 306
Pre-apartheid
A. number of adults and household 2 2.7 184
B. Number of children in the household 3 2.7 184
C. Number of people bringing in income 1 1.5 184
D. Total monthly income of household 2000 2776 180
E. Total monthly income contributed by your business 1000 1607 182
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ANNEX 2: LOCATION AND THE ECONOMIC ENVIRONMENT
IN GJMA'S INFORMAL SECTOR

Table A2.1: Location of informal businesses in GJMA (Percent)

All Self- Employer Post- Pre- Black- Black-
employed apartheid apartheid female male

Home 47 47 47 47 48 57 44
Permanent
building other 24 12 30 20 30 20 23
than home

Fixed stall in a 746464
market 5 7 4 6 4 6 4
Vehicle, cart,
temporary stall 3 4 3 3 3 4 3
in a market
Other
temporazy 11 15 9 13 8 11 12
structure , l

Construction 3 2 4 1 4
sites 3_____ ___2_2_4___4

No fixed 19 33 12 23 13 18 21
location/mobile 1 3 2 1
Other 2 2 2 2 2 1 3

Table A2.2: Access to basic infrastructure and services by type of informal business (Percent)

All Self- Employer Post- Pre- Black- Black-
employed apartheid apartheid female male

Own transport 43 23 53 39 50 35 46
Toilet 73 58 81 67 84 77 69
Electricity 74 55 84 68 84 76 71
Gas 8 .5 10 11 4 10 8
Water 71 53 81 65 81 76 67

Telephone/cell 43 24 53 42 45 37 45
p ho ne__ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

Fax 2 1 2 2 2 2 0
Electronic 6 10 5 5 8 3 9
media

Postbox 30 31 29 29 32 34 28
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Table A2.3: Informal firms' access to basic infrastructure and services by sector
(Percent)

Cloth Cons- Fur Metals Personal Prepared Retail She Tourism
-ing truction - services food &

niture hawkers beens
Own transport 29 66 51 43 25 40 65 38
Toilet 100 86 100 88 68 55 66 100 4
Electricity 100 93 100 84 80 60 62 98 13
Gas 0 5 0 4 7 48 6 13 0
Water 98 89 100 76 70 60 63 100 0
Telephone/cell 40 61 53 37 52 40 40 59 9

Fax 7 2 4 4 0 0 1 0 0

Electronic 0 0 0 33 11 7 6 0 0
m e d ia_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

Postbox 11 48 13 18 32 33 35 63 7

91



Table A2.4: Index of main modes of transport used by informal businesses

Bus Taxi Train Walk Personal, Other
to car
work -

Owner's mode of transport
All firms 7 79 14 100 82 6
Self-employed 10 98 20 100 35 2
Employers 4 60 9 91 100 8
Post-apartheid 7 83 10 100 68 8
Pre-apartheid 6 65 19 92 100 2
Black females 5 72 18 100 49 5
Black males 8 83 11 100 96 7
Worker's mode of transport _ _
All firms 7 87 18 100 19 5
Self-employed 0 31 6 100 0 38
Employers 7 89 19 100 19 4
Post-apartheid 6 81 14 100 14 6
Pre-apartheid 8 99 27 100 28 3
Black females 5 92 19 100 9 8
Black males 7 79 16 100 19 4
To transport goods/supplies
All firms 4 100 14 1 99 69
Self-employed 7 100 21 1 39 38
Employers 1 67 6 0 100 63
Post-apartheid 4 100 11 1 83 68
Pre-apartheid 3 87 15 0 100 53
Black females 4 100 19 1 54 26
Black males 3 72 6 0 100 78

Table A2.5: GJMA - Index of perceptions regarding the prevalence
of gender discrimination in the informal sector (index of weighted responses)

All Self- Employers Black Black Post- Pre-
employed females males apartheid apartheid

No problem 100 100 100 100 100 100 100
Discrimination by banks when 16.8 10.5 20.2 26.6 12.9 15.9 18.5
applying for loans I__
Pressure from spouse 17.6 21.6 15.5 35.3 10.5 18.2 16.6
Lack of safety from assaulti 26.1 20.6 29.1 51.2 16.1 23.8 30.4
business area 51_2_16_1 23_8_ 30_
Difficulty finding someone to 26.1 15.4 31.9 43.7 19.1 26.1 26.2
do your work during maternity I_I
Household/family duties are 35.6 45.1 30.5 72.6 20.7 31.2 43.5
time consuming _
Other 4.2 3.9 4.4 3.2 4.6 6.0 1.0
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Table A2.6: Actions that government can take to promote informal businesses in
Johannesburg (Rankings)

Rankings All emp- Employ Black Black Post- Pre-

All1 0yed -ers females males apartheid apartheid

Safety & security on the 1 1 1 1 I 1 1
streets l

Infrastructure (road
maint.,network dev., electr., 3 5 3 4 3 4 3
water)
Small business support
centers (marketing, book- 7 7 5 6 7 7 7
keeping)
Improved attitude of local
officials towards local 8 9 7 9 9 9 9
residents

High ethical standards of 9 10 9 10 10 10 10
local officials
Help with access to credit 2 2 2 2 2 2 2
Public transport 7 8 8 8 8 8 8
Training 4 4 4 3 5 5 4
Permanent market stores 3 3 4 5 4 3 5
Other 5 6 6 7 6 6 6
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ANNEX 3: FINANCIAL CONSTRAINTS IN THE INFORMAL
SECTOR

Table A3.1: Start-up capital required in informal firms - Rands

Self-emplod _o Employers
Mean Median Min. Max. _ Mean Median Mmin. Max.

Clothing 976 700 200 2500 2210 900 200 10,000
Construction 2763 750 100 15,000 _ 14066 10,000 1000 50,000
Furniture 4800 4000 2000 8000 4886 2000 300 30,000
Metals 2118 1000 200 10,000 _ 2294 1000 100 10,000

Personal 1650 1000 200 5000 7413 4000 1000 40,000
services_

Prep. Food & 4489 500 100 15,000 9744 3250 100 50,000
beverages _

Retail/hawking 3368 500 100 30,000 7136 2000 100 50,000
Shebeens 2000 1850 200 4000 13489 5000 100 50,000
Tourism 2562 650 100 19,000 _ 4393 4500 200 10,000

Table A3.2: Sources of investment capital for informal firms
(index of weighted responses)

Self- Emp Post- Pre- Black Black
employed -loyer apartheid apartheid female male

No money needed/took over 21.5 14.9 15.7 19.0 18.6 13.9
business

Own savings 100 100 100 100 100 100
Retrenchment package 25.8 26.7 24.8 29.0 23.8 26.4
Assistance or borrowing 69.9 45.7 59.7 42.2 56.1 53.4
from relatives/friends 45_7_59_7 4225_15_
Money from stokvels or 22.2 21.7 21.3 22.7 27.6 19.3
other rotating credit
Loan from private money 2.9 3.3 3.3 2.9 4.7 2.4
lender
Credit from customer, agent 2.5 2.8 3.9 0.9 3.5 2.4
or supplier
Loan from bank 1.8 4.7 4.9 2.0 2.6 4.8
Loan or assistance from 0.0 5.0 3.2 4.0 1.7 4.2
government institutions
Loan or assistance from 1.8 4.2 4.0 2.6 3.5 3.1
business associations
Other 0.7 6.8 5.6 3.7 3.8 5.9
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Table A3.3: Sources of start-up capital in order of importance across sectors
(Index of weighted responses)

Clothing Cons- Furn- Metals Personal Prepared Retail/ Shebeens Tourism
truction iture services food hawking

No money needed/took 24 10 33 10 12 12 15 19 24
over business
Own savings 100 100 100 100 100 100 100 100 100
Retrenchment package 44 13 43 32 13 22 16 42 41
Assistance or borrowing 87 26 46 70 73 40 54 26 81
from relatives/friends
Stokvels or other rotating 34 9 11 16 23 32 24 27 20
credit__ _ _ _ __ _ _ _ __ _ _ _

Loan from private money 0 3 0 0 6 0 6 5 0
lender
Credit from customer, 0 3 3 0 0 2 6 4 0
agent or supplier
Loan from bank 0 5 0 0 4 6 8 I 0
Assistance from 0 5 8 0 6 I 4 3 0
government institutions 0
Assistance from business 1 1 4 0 0 1 4 0
associations
Other 4 4 0 13 8 6 6 3 1
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Table A3.4: Sources of finance for business loans in the informal sector
(Percent of firms)

All Self- Emp Black Black Post- Pre-
firms employed - female male apartheid apartheid

loyer
Relative or friend 70.5 92.9 60.0 87.5 57.7 78.8 45.5

StockvelJrotating 9.1 7.1 10.0 6.3 11.5 3.0 27.3
credit I_ _ __ _

Cooperative 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Bus. Assoc.,
NGO, donor 2.3 0.0 3.3 0.0 3.S 3.0 0.0

Private money 6.8 0.0 10.0 18.8 0.0 9.1 0.0
lender _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

Customer,
middleman, 15.9 0.0 23.3 12.5 19.2 15.2 18.2
supplier I .

Bank 9.1 0.0 13.3 0.0 15.4 6.1 18.2

Govt. institution 2.3 0.0 3.3 6.3 0.0 0.0 9.1

Other 2.3 0.0 3.3 0.0 3.8 3.0 0.0

Table A3.5: Sources of finance for non-business loans in the informal sector
(Percent of firms)

All Self- Emp Black Black Post- Pre-
firwms employed loyer female male apartheid -apartheid

Relative or friend 41.7 33.3 44.4 40.0 42.9 57.1 20.0

Stockvel/rotating 16.7 0.0 22.2 20.0 14.3 28.6 0.0
credit _ _ _ _

Cooperative 0.0 0.0 0.0 0.0 0.0 0.0 0.0

NGO, donor 8.3 0.0 11.1 0.0 14.3 14.3 0.0

Private money 16.7 66.7 0.0 20.0 14.3 14.3 20.0
lender ____

Customer,
middleman, 8.3 0.0 11.1 20.0 0.0 0.0 20.0
supplier .
Bank 25.0 0.0 33.3 20.0 28.6 14.3 40.0

Govt. institution 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other 0.0 0.0 0.0 0.0 0.0 0.0 0.0
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Table A3.6: Needs/purchases financed by business loans in formal sector
(Weighted index of various uses)

All Self- Employer Post- Pre- Black Black
firms employed apartheid apartheid females males

Purchasing raw
materials/supplies/resale of 100.0 100.0 100.0 100.0 100.0 100.0 100.0
goods/tools
Maintaining/improving
business 19.6 0.0 31.4 14.5 34.5 7.7 28.4
premises/machinery/fumiture
Purchasing vehicle/transport 9.8 0.0 15.7 9.6 10.3 10.3 10.4
equipment
Wage/salary payments to 14.3 0.0 22.9 10.8 24.1 7.7 13.4
hired workers
Repayment of debt 10.7 4.8 14.3 10.8 10.3 23.1 4.5
Acquisition of business
share/co-operative 2.7 0.0 4.3 3.6 0.0 7.7 0.0
membership
Special needs of respondents
or family (e.g. sickness, 8.0 2.4 11.4 7.2 10.3 20.5 1.5
marriage etc.) _

Table A3.7: Reasons why informal business owners do not access formal credit markets
(index of weighted responses)

All Self- Employer Post- Pre- Black Black
firms employed apartheid apartheid females males

Procedures are too 100 100 100 100 100 100 100
complicated
Costs are too high 75 45 100 67 85 57 74
Respondent lacks 63 56 68 52 76 53 69
required collateral
Banks are not
interested in this type 81 64 94 92 67 72 87
of business
Respondent prefers to 75 57 90 93 55 40 73
use own resources
Other sources of
credit are more easily 58 50 64 66 49 38 56
accessible
Reason for refusal of
loan was not 12 11 13 6 19 19 8
explained by the bank
Other 19 24 16 25 13 18 21
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Table A3.8: Record-keeping among informal owners in Johannesburg
(Percentage of firms)

All Self- Employer Post- Pre- Black Black
firms employed apartheid apartheid females males

No records/accounts 42.1 64.7 30.4 45.1 37.0 45.9 40.9

Income/expenditure 44.3 27.6 52.9 40.6 50.5 38.4 46.3
records _ _ _ _ __ _ _ _

payments 45.3 26.5 55.0 40.6 53.3 45.9 43.3

Records of credit to 30.3 18.8 36.2 27.0 35.9 28.1 31.9
custom ers__ _ _ _ _ _ _ _ _ _ _ _ __ _ _ _ __ _ _

Stock control 25.9 18.2 29.8 25.7 26.1 24.3 26.5
Loan repayment 2.4 1.2 3.0 2.5 2.2 2.2 2.7

Other 0.6 0.0 0.9 0.3 1.1 1.1 0.3

Table A3.9: Reasons why informal business owners do not keep records
(Percent of owners)

All Self- Employer Post- Pre- Black Black
firms employed apartheid apartheid females males

Not needed/important 67.6 70.9 64.0 69.0 64.7 65.9 68.0
Can't read/write 5.2 7.3 3.0 3.5 8.8 9.4 2.5

Don't know how to
keep records 28.6 26.4 31.0 30.3 25.0 32.9 24.6
No time 26.7 16.4 38.0 15.5 20.6 31.8 22.1

What are 'business
records"? 9.5 11.8 7.0 10.6 7.4 15.3 5.7
Other 1.0 0.0 2.0 0.0 2.9 0.0 1.6

Not needed/important 67.6 70.9 64.0 69.0 64.7 65.9 68.0
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ANNEX 4: EMPLOYMENT AND THE INFORMAL SECTOR

Table A4.1: Averae number of workers per firm

All Post- Pre- Female Male
apartheid apartheid

%of %of %of %of %of
Mean firms Mean firms Mean firms Mean firms Mean firms

Full time 3.6 99.7 3.4 100.0 3.9 99.2 3.1 100.0 3.7 99.5

Part time 1.7 17.0 1.7 18.2 1.6 15.1 1.6 15.4 1.7 17.2
Combined
emply. 3.8 100.0 3.7 100.0 4.1 100.0 3.4 100.0 3.9 100.0

Unpaid
family 1.6 16.7 1.5 19.7 1.7 11.9 1.6 23.1 1.6 13.9
Hired
family 1.8 94.2 1.9 92.6 1.7 96.8 2.0 91.3 1.7 95.2
Other
hired 3.4 55.0 3.3 49.3 3.5 0.8 3.3 37.5 3.4 61.7

Migrant
workers* 2.4 17.0 2.1 18.2 3.1 15.1 2.6 8.7 2.4 22.0

Male 3.0 86.6 2.9 87.7 3.1 84.9 1.7 57.7 3.3 100.0

Female 2.2 58.7 2.0 57.6 2.4 60.3 2.4 100.0 1.9 37.3
African 3.7 99.1 3.6 100.0 3.9 97.6 3.4 100.0 3.9 100.0

*Migrant workers includes migrants from foreign countries and other parts of South Africa.

The % of firms are with respect to the total number of employer firms in each category

(ex: there were 203 employer firms in the post-apartheid category and 126 employer firms
in the pre-apartheid category).

Table A4.2: Sectoral distribution of employment in informal firms, 1999
1999 full-time 19 9 part-time 1999 total time

Total Med- Total Med- Total Med-
____ Emp. Mean ian Emp. Mean ian Emp. Mean ian

All informal
firms 1167 3.56 3 94 0.29 0 1261 3.83 3

Clothing 182 8.67 3 8 0.38 0 190 9.05 3
Construction 137 3.81 3 30 0.83 0 167 4.64 4
Furniture 180 4.5 4 13 0.33 0 193 4.83 4
Metals 112 3.03 3 7 0.19 0 119 3.22 3
Personal Svcs 109 3.52 3 7 0.23 0 116 3.74 3

Prepared
Food/Bev 84 2.63 2 6 0.19 0 90 2.81 2
Retail+Hawkers 211 2.71 2 12 0.15 0 223 2.86 2
Shebeens 123 3.075 3 8 0.2 0 131 3.28 3
Tourism 29 2.07 2 3 0.21 0 32 2.29 2
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Table A4.3: Percent of firms that increased, decreased or kept employment unchanged
between 1997 - 99

From 1997-98 From 1998-99
Increased Decreased Unchanged Increased Decreased Unchanged

ALL 24 8 68 67 5 28

Post Apartheid 24 8 68 65 5 30
Pre-Apartheid 24 9 68 71 4 25

Female Black 29 8 63 68 7 24
Male Black 21 9 71 65 4 32

Clothing 36 14 50 84 11 5
Construction 30 9 61 63 0 37
Furniture 46 7 46 92 5 3
Metals 15 4 81 50 3 47
Personal
services 32 16 53 64 7 29
Prepared food 27 27 47 59 5 36
Retails/hawkers 9 3 89 62 2 37
Shebeens 14 0 86 59 931
Tourism 0 33 67 100 .0 0

Table A4.4: The informal firm owner's highest level of education

Percent of firms

No education 5.2
Std.1/Grade 1-3 4.8
Std. 2-5/Grade 4-7 16.8
Std. 6-9/Grade 8-11/NTC1&2 33.1
Matric/Std. 10/Grade 12/ NTC3 29.9
Diploma after matric 6.6
Apprenticeship 0.6
Post-matric diploma/technikon 2
University 1
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Table A4.5: Types of assistance provided and sources of assistance used by informal firms
(absolute number of firms in the random sample of 500 firms)

Busine
ss Privat Indust

Partne e rial Self-
rs sector trainin help

Type of Gover (SBDC compa g organi Donor
assistance nment L ny board NGO zation project Other Total

Loan 0 7 3 0 2 0 0 0 12
Machinery/Eq
uipment 0 9 5 1 0 0 1 2 18
Training 6 17 8 18 3 0 13 7 72
Business
opportunity
identification 2 8 5 1 2 0 0 2 20
Legal advice 0 1 2 0 0 0 0 0 3
Orders for
production 0 0 3 0 1 0 0 0 4
Marketing of
products 0 1 2 1 0 0 2 1 7
Other 1 0 0 0 0 0 0 0 1
Total 9 43 28 21 8 0 16 12

Table A4.6: Percent of informal firms that received training in 1999

Percent of firms

All 3.8

Self-employed 0.6
Employer 5.5

Black female 3.2
Black male 4

Post-apartheid 4.1
Pre-apartheid 3.3
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Table A4.7: Type of training received in informal firms by owner and employees, 1999
(absolute numbers in a sample of 500 firms)

All firms All firms
Yourself Your workers
Business management 2 Electrician 1
Financial management,
book keepin 1 Hair dressing 7

Hair dressing 3 Computer-training/skills 1
Dress-

Brick-layer/plastering 1 making/knitting/tailoring 1
Degree/BA/BSclB.Com. 1 Cooking/baking 1
Plumbing 1 Welding 3
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ANNEX 5: PRODUCTIVE ASSETS ETC.

1 able A5.1: Asset ownership in intormal firms (Percent of firms)

Machinery, d O a
property, vehicles Supplies Finished goods Other assets

All firms
New 41.5 63.1 J 11.8 40.7
Old 26.1 3.2 4.4 3.0
NA 32.5 33.7 83.8 56.3

100.0 100.0 100.0 100.0
Self-e ployed

New 30.6 54.7 17.1 37.6
Old 21.8 1.8 8.2 1.2
NA 47.6 43.5 74.7 61.2

100.0 100.0 100.0 100.0
Employer/owners

New 47.1 67.5 9.1 42.2
Old 28.3 4.0 2.4 4.0
NA 24.6 28.6 88.4 53.8

100.0 100.0 100.0 100.0
Black female-owners

New 44.9 62.7 14.1 41.1
Old 20.5 2.7 2.7 3.2
NA 34.6 34.6 83.2 55.7

100.0 100.0 100.0 100.0
Black male-owners

New 40.3 62.8 :11.1 41.6
Old 29.2 3.7 '5.7 3.0
NA 30.5 33.6 83.2 55.4

' 100.0 100.0 100.0 100.0
Post-apartheid owners

New 46.3 61.0 13.0 7 37.1
Old 23.2 3.2 j 5.1 3.2
NA 30.5 35.9 81.9 59.7

100.0 100.0 100.0 100.0
Pre-apart eid owners

New 33.2 66.8 .9.8 46.7
Old 31.0 3.3 1 3.3 2.7
NA 35.9 29.9 87.0 50.5

100.0 100.0 100.0 100.0
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Table A5.2: Replacement value of firm assets, 1999 (median, Rands)

Total value
Property/ Total value of assets
vehicles/ Finished Other of assets per

machinery Supplies goods assets (median) employee
All 5000 1000 700 1500 5000 2250
Self-employed 2900 400 750 800 2000 2000
Employer 7000 1000 700 2000 8300 2500
Black females 3550 500 650 700 4000 2000
Black males 6000 1000 1000 2000 6000 2634

Post-Apartheid 3800 1000 550 1500 4000 2000
Apartheid 6000 1000 1000 1200 7500 3300

Retail+hawkers 4000 1000 400 1250 3000 1708
Clothing 4000 400 n/a 5500 5400 4000
Construction 9000 4000 5000 6000 12150 2000
Shebeens 8000 1900 3000 2150 6750 3267
Personal
services 2000 1000 700 1000 2400 1000
Prepared food 2750 1000 800 1900 4200 2100
Metals 1000 1000 n/a 1200 3750 1742
Furniture 1200 1000 n/a 1250 15000 5000
Tourism 10000 1000 500 3500 7050 4750

Table A5.3: Resale value of informal firms by sector (median, Rands)

|_______ Mean Median R1-10000 R10000-20000 over R20000
All 23689 6500 57.9 10.6 24.0

Clothing 9991 3000 82.2 4.4 13.3
Construction 45381 31500 34.1 4.5 56.8
Furniture 33325 8000 57.8 13.3 26.7
Metals 14787 8000 67.3 22.4 6.1
Personal
services 15972 4500 63.6 18.2 15.9
Prepared
food&beverages 24220 8000 59.5 9.5 28.6
Retail&
hawkers 15980 5000 58.3 11.5 22.3
Shebeens 56183 27500 45.7 2.2 52.2
Tourism 4523 2500 51.1 6.7 0.0
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Table A5.4: 1998 Investment in machinery, equipment, vehicles, supplies and other capital
equipment in Rands

Machinery & Supplies Vehicles Other capital Total
equi ment investment investment

% of % of % of % of % of
firms Median firms Median firms Median firms Median firms Median

All 52.7 2300 19.0 3000 19.6 12000 11.8 1200 61.1 4000
Self-employed 32.9 1750 10.6 1000 5.3 7000 13.5 1000 44.7 2000
Employer 62.9 3000 23.4 5000 27.1 12000 10.9 2250 69.6 6000

Post-Apartheid 54.0 2000 19.0 3000 19.0 10500 12.1 1200 62.2 3400
Apartheid 50.5 3000 19.0 5000 20.7 12500 11.4 1600 59.2 5700

Black females 53.0 2000 19.5 4000 14.6 7000 11.4 600 61.6 3000
Black males 52.7 2600 19.8 3000 23.5 12500 12.8 1750 61.4 5000

Clothing 37.8 1500 N/A N/A 4.4 15000 N/A N/A 37.8 1500
Construction 75.0 4000 34.1 8000 45.5 8000 15.9 3100 81.8 10000
Fumiture 42.2 2400 N/A N/A 2.2 70000 N/A N/A 42.2 2400
Metals 61.2 1200 N/A N/A 16.3 17500 12.2 15000 63.3 1400
Personal
services 63.6 2000 25.0 900 11.4 15000 9.1 3300 68.2 2450
Prepard food 71.4 2550 40.5 5000 21.4 12000 9.5 1500 76.2 7250
Retail+hawkers 48.9 3000 24.5 2000 15.8 12000 13.7 600 59.7 3800
Shebeens 73.9 4500 37.0 5000 50.0 13000 19.6 4000 84.8 10000
Tourism 8.9 1750 2.2 -8000 17.8 11000 22.2 900 40.0 5750
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Table A5.5: Status of inventories in informal firms, 1997 - 1998

Percentage of firms with Median percentage of
inventories output unsold

1997 1998 1997 1998
Self-employed 22.4 32.4 10 18
Employer 31.9 43.5 20 22
All 28.7 39.7 17 20

Black females 35.7 50.3 15 18
Black males 25.5 34.9 20 28

Post-apartheid 17.8 34.3 15 22
pre-apartheid 47.3 48.9 20 20

Clothing 51.1 57.8 10 8.5
Construction 47.7 59.1 25 35
Furniture 8.9 11.1 15 10
Metals 20.4 30.6 55 40
Personal services 27.3 40.9 17.5 30
Prepared food & beverages 26.2 50.0 12 18
Retail & hawkers 32.4 46.0 18 20
Shebeens 37.0 50.0 20 30
Tourism 0.0 0.0 0 0
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Table A5.6: Length of hours worked by owners and workers
in the informal sector, 1999

Owners Workers
Owners - no.of Owners: no. of Workers - no.of Workers: no. of

days worked per hours worked per days worked per hours worked per
month day month day

All 26 9 26 9
Self-employed 26 8 n/a n/a
Employer 30 9 26 9

Post-Apartheid 30 9 26 9
Pre-Apartheid 26 8 26 8

Black females 26 8 26 9
Black males 28 9 26 9

Clothing 21 8 20 8
Construction 26 8 26 8
Furniture 24 8 20 8
Metals 26 8 26 8
Personal services 30 10 30 10
Prepard food 30 9 26 10
Retail+hawkers 30 10 30 10
Shebeens 30 11 30 11
Tourism 26 8 26 -8

Table A5.7: Proportion of firms that experienced a work stoppage for at least 1 day in 1998

Produc-
Self- Post- Pre- Black tion Service

All employed Employer apartheid apartheid females Black males sector sectors
54.9 64.7 49.8 51.7 60.3 53.5 54.4 67.8 47.5

Construc- Personal Prepared
Clothing tion Furniture Metals services food Retail+hawkers Shebeens Tourism

93.3 34.1 88.9 55.1 38.6 47.6 43.2 30.4 86.7
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ANNEX 6: FORMALIZING THE INFORMAL SECTOR

Table A6.1: Index of business plans of informal firms over 2000 - 2002

Self Black Black Post- Pre-
All employed Employer Females Males apartheid apartheid

Continue and
maintain business at
present size 100 100 100 100 100 100 100
Switch to other line
of business 46 48 45 44 50 55 34
Change my informal
business to formal
business 36 29 40 34 39 40 31
Stop business and
take up wage job 10 20 5 9 12 15 3
Give business to
children and retire 14 9 16 19 12 16 11
Sell business and
retire 5 6 4 7 3 6 3
Acquire new or better
skills through training 57 57 57 59 59 61 52
Employ somebody
and retire 9 11 7 10 6 10 6
Other 11 10 11 11 11 12 9
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ANNEX 7: RELATIONSHIPS BETWEEN THE INFORMAL AND FORMAL SECTORS |

Customer Foreign sales
24.6% perFson

Government Self
produced

10%

Small
business I Obtained64sis.3\ %g firee 3.2 %

Large Other
business source 3%

80.1% so.l% ~ ~ g Informal finnsa

t ~in CaMA 

Private A: Governmen
individua t2%
Is 88.8%

SM I Foreign
business firms

20.2% Informal Large
firms Agent business

Contract 4.8%
or 9.2%

Comipetition
Informal firms 51.3%; Small business 51.1%; Private individuals30.9%; Large business 28.5%; Foreign firms

18.2%; Government 15.6%; Agent/Contractor 14.6%
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