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Introduction There is consensus in Peru about the need for a regulatory framework that will include rules promoting economic activity development. In modern societies, the State is charged with creating such framework, which will regulate exchanges among various economic players. However, creating this framework does not guarantee the normal development of market transactions. Efficient organizations are needed that will enforce those regulations and punish offenders. All this makes up the institutional framework that will make possible a good economic performance. Several economists, including Douglass North1, have recognized the need to have an institutional framework including flexible, intelligent, serious and timely regulations that will facilitate the normal development of market transactions. To ensure that these regulations will be enforced, a well-functioning Judiciary is necessary. If the Judiciary does not do its job, it will be of little use to have an exemplary regulatory framework because individuals will not be able to use it in regulating their behavior, nor will they be able to expect it to regulate other agents’ behavior. Because of its dynamic nature, the market requires that inevitable situations of conflict should be rapidly solved, as a growing economy usually multiplies those issues of dispute. Despite the importance of judicial institutions for the normal development of the economy, little work has been done to evaluate the impact or cost of an efficient administration of justice, in particular in underdeveloped economies like ours. Both IDESP2 as well as the Instituto Apoyo have prepared studies on this topic, focusing on the assessment of the Judiciary’s impact on intermediate or large firms. Both studies revealed, for instance, that an inefficient administration of justice had a negative impact on investment decisions and technological progress, while hampering labor’s specializations. Despite these efforts, studies on this respect are still scarce. Likewise, the study of the relationship between the formal system of justice administration and developing transactions in the micro and small business sector in Peru continues unexplored, although this sector is, without a doubt, one of the most dynamic in Peru. While the economy, generally speaking, failed to show signs of sustained growth in recent decades, micro and small businesses were among the few sectors that grew at a sustained and ever-faster pace3. However, opinions about this growth and its future role in the economy are varied. Some4 consider that growth of these activities simply translates the unemployment of vast numbers of Peruvians and reflects the failure of modern economy to absorb a growing population. Because most of these productive units have little capital and were created only as a way to ensure subsistence, their possibilities of growing and integrating the economic mainstream are, for many analysts, small and limited. Others, however,5 see this expansion with optimism as a sign of a dynamic economy that has the capacity to create new options for revenue and jobs. Nevertheless, a discussion on the potential of small and micro companies makes no sense if we are unable to examine the nature of their markets and the role of the institutional structure where they thrive. Consequently, we must 1



North, Douglass, “Instituciones, Cambio Institucional y Desempeño Económico”, 1990 IDESP, “Economic Costs of Judicial Inefficiency in Brazil”, 1997. 3 Chávez, Eliana y Chacaltana Juan, “Cómo se financian las Microempresas y el Agro”, 1994. 4 Távara, José, “Enfoques y Perspectivas sobre la Pequeña Empresa en el Perú”, 1995. 5 Villarán, Fernando, “Empleo y Pequeña Empresa en el Perú”, 1993. 2
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underscore the role of formal restrictions – including rules and regulations -, and informal constraints such as social norms and behavior codes, in structuring the relationships between the businesses and markets. A fact worth underscoring is that successful development experiences among companies around the world share the strength of their institutions, in particular those charged with the administration of justice6. Therefore, it is critical to assess the relationship between micro and small businesses and these institutions. This paper aims at filling such a gap and will propose assessing the impact and consequences of not having efficient institutions that will ensure effective compliance with agreements and contracts among micro and small firms. This study comprises six parts. The first describes the main characteristics of Peru’s micro and small business sector and their market relationship with various economic agents including vendors, customers, other companies and the State. The following section proposes a hypothesis about the various likely impacts of not having efficient institutions open to all economic agents for the administration of justice, solution of conflicts and sanctioning of offenders who failed to comply with their agreements and contracts. In the third section, the paper describes the methodology for the study as well as the tools used in gauging the impact of the Judiciary on decisions on micro and small firms, and test the work hypotheses mentioned in the previous chapter. Sections four and five characterize the firms sampled for the study and provide the main results reached. Finally, the study offers its conclusions and recommendations.
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Távara, José, “Enfoques y Perspectivas sobre la Pequeña Empresa en el Perú”, 1995.
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1. Micro and Small Business in Peru 1.1. Preliminary Considerations Preparing a study on micro and small enterprises is no easy task. In the first place, it must be accepted that there is no single criteria about the micro and small businesses. All definitions of micro and small business are arbitrary. Some specialists highlight the importance of sales volumes, number of workers, value of output or assets when defining these production units. Law N°27268, passed and enacted in 2000, defines small enterprises as all those economic units run by an individual or legal person employing under forty workers and whose annual total sales do not exceed two hundred tax units. Micro enterprises must not employ more than ten workers and their total annual sales must not exceed one hundred tax units. This law modified Legislative Decree N° 705 from 1991 concerning the number of workers acceptable for small companies7. Micro and small enterprises have become one of the most important sectors of Peru’s economy8. Undoubtedly, they are a major source of jobs9. Consequently, promoting them can be a tool to create jobs, given the small initial investment needed. Moreover, developing these firms can become a tool in the struggle against poverty. Since the 90s, both government and civil society have shown increasing concern for developing these firms. Several programs to promote their development have been initiated, including those to provide technical assistance, access to credit and support for their exports. To get closer to this sector and assist it, the State has, among other measures, created the Commission for the Promotion for Small and Micro Enterprises (PROMPYME), which channels State purchases to these companies and links them with intermediate and large private firms. As a consequence, over fifty terminals for State purchases in Lima and the interior were organized, and more than 20,000 firms sell their products to the State. Another measure to promote the sector was creating Mibanco, a private capital bank that addresses the issues of the micro and small entrepreneurs. A study about current micro finance supply10, shows this bank at over 45,000 followers in its portfolio, accounting for 61,9% of micro enterprises that received bank funding. It is worthwhile mentioning that the State was not the only agent concerned with implementing assistance programs for these companies. Several NGOs – both Peruvian and foreign – have developed loan access programs together with staff training for micro and small enterprises. Access to credit is one of the elements receiving the greatest attention. During the past decade, municipal and rural savings and loans were created, as well as Edpymes - financial organizations that give small loans to these companies, mostly for working capital. Another aspect worth underscoring is that the number of Business and Handicraft Service Centers providing training and assistance to many of these companies have increased substantially, while their services now reach a larger number of such firms. Moreover, the new administration has mentioned its interest in promoting management training and strengthening programs,
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According to which, small companies where all productive units with under twenty workers. Villarán, Fernando, “Empleo y Pequeña Empresa en el Perú”, 1993. 9 MITINCI, “Seminario Internacional: Competitividad, Globalización y Generación de Empleo en la Pequeña y Mediana Empresa”, 1996. 10 Portocarrero, Felipe, “La Oferta Actual de Microcrédito en el Perú”, 2000. 8
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and assisting in identifying new markets. To bring together sector support policies, a proposal has been made to create a Vice-Ministry for micro and small enterprises. Despite all these efforts, most micro and small enterprises in Peru have not been able to overcome the main issues hampering their growth and market consolidation. Generally, these firms exhibit very low levels of capitalization because their output is mainly directed at low-income populations, which are supplied with low quality and cheap products. Products with a larger value added can be sold to the most dynamic market segments depending on the firms’ capacity to meet distribution chains’ requirements, including high quality and good finishing, strict delivery deadlines and fixed output volumes, which for many of the small companies are beyond reach.



1.2. Micro and Small Enterprises to be assessed in the Study A large number of productive units may be classified as micro and small business. They are engaged in various activities that can be grouped in three categories: services, commerce and production. Although there is a vast number of small firms, the number of micro enterprises is even larger and makes up a group of very dissimilar units. Consequently, conventional literature about small-scale activities repeatedly mentions there are three levels of micro enterprises: growing or accumulating micro enterprises; survival micro enterprises and subsistence micro enterprises. On average, growing or transit micro enterprises that will become small companies amount to 30% of the total. They are mostly in manufacturing, are the largest of these firms, own more machinery and show a clearer division of labor. Growing micro enterprises are closer to the definition of a small firm, but they need to introduce certain technological, organizational and market knowledge changes. Subsistence or simple reproduction micro enterprises comprise about 40% of all micro enterprises, on average employ under five workers, are mostly engaged in commercial activities and, at least, recover the initial investment while providing the necessary revenues to pay labor. Finally, surviving micro enterprises, the remaining 30%, are characterized by a concentration on street vending. Their workers have not been able to join the modern sectors’ wageearning labor force or the small production units. These firms have trouble to recover their initial investment and soon collapse.11 This paper will focus on studying micro enterprises with the capacity to accumulate and showing some possibilities of development, as well as on small firms. Although a range of activities is open to these companies, the study shows those in production activities because they have the greatest chance of development, can make a larger contribution to economic growth and absorb a greater number of stable workers, and generally engage in a larger number of transactions with various economic players.12. These firms, that some studies classify as “small industrial businesses”,13 are mainly located in the larger Peruvian micro and small business production clusters. Another consideration in determining the type of firm to be studied in this survey is the degree of formalization. In Peru a vast number of informal companies work at the 11



Chávez, Eliana y Chacaltana, Juan, “Cómo se financian las Microempresas y el Agro”, 1994. Villarán, Fernando, “La Pequeña Empresa Industrial y su Papel en la Reestructuración Industrial Peruana, 1985. 13 Villarán, Fernando, “La Pequeña Empresa Industrial: de Corto a Mediano Plazo”, 1986 12
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margins of the law. Legally organized companies - other than having the option of accessing the justice apparatus - can also engage in a larger number of transactions compared to illicit companies. Corporate operations under the rule of law will become another building block for company consolidation, as well as providing the opportunity to link up with and engage in business with other, larger economic agents. Such situation has made this study to consider only “formal” firms, i.e. those with a municipal operating license and a taxpayer identification number (RUC). However, although many of these companies fill these two requirements, they not necessarily operate formally from a broader standpoint. Reference shows that Peruvian small and micro enterprises are substantially “informal” when it comes to labor, tax, relations with other economic agents, and other considerations14. Lastly, this study covers firms belonging to one of the main micro and small clusters in Metropolitan Lima. It is within those clusters that the largest number of transactions with various economic players may be identified, as well as the greatest number of firms with the option to accumulate and grow. Although the sample of companies for this study is not exhaustive from the viewpoint of the micro and small business universe, an attempt will be made to establish a sufficiently representative sample of micro and small enterprises and the issues they face at present. 1.3. A Profile of Micro and Small Business Micro and small business devoted to productive activities show certain characteristics that help in understanding their constraints as well as their potential for growth. Although Peruvian micro and small businesses are extremely diverse, they share the following characteristics. Economic Activity Production enterprises are involved in endless activities. The best-known cases are those of firms devoted to shoemaking (for instance, in the El Porvenir cluster in Trujillo and Caquetá in Lima), furniture (for instance, in the Industrial Park of Villa el Salvador in Lima), textiles and apparel (in the Gamarra cluster in Lima), machine-tooling and equipment repairs (in Tacora, Lima).



Geographical Location Generally, these firms are located in the marginal city areas and cities. Metropolitan Lima is the geographical area where the greatest number of workers employed by these firms resides. Other cities like Trujillo, Chiclayo and Arequipa also are home to a considerable number of small and micro enterprises.



14



De Soto, Hernando, “El Otro Sendero”, 1986
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Facilities A considerable number of these firms carry out their activities in facilities that are simultaneously used as residential places. This is the beginning of home “workshops”, which are a lot more frequent along micro enterprises. Some others, however, run facilities exclusively devoted to work activities (“workshops”). Firm Origin Interestingly enough in Peru, as compared to other countries, a large number of these firms were founded by migrants who failed to find jobs in the formal sector and therefore decided to create their own jobs. In very few cases, formal workers who lost their jobs decided to create their own micro and small business15. Market Life Most of these firms are well-established firms, i.e. they have been operating for more than one year. the Industrial Park in Villa el Salvador, Gamarra and Caqueta in Lima gather firms that have been in business for several years. Such a circumstance reflects that these “workshops activities” are not temporarily in nature. Access to Credit A factor that should not be missed when attempting to explain the great potential for these firms is their difficult access to formal credit, to obtain sufficient liquidity and thus keep production going. All these micro and small firms face this difficulty. Credit has been among the areas government has focused on in its intervention, following the lead of several NGOs and international cooperation at large. Loan supply increased during the past decade when Mibanco, the municipal and rural savings and loans, and the Edpymes were organized. However, although this development has brought partial solutions to some companies’ problems, most are still hampered from getting formal credits, which is reflected in the small percentage of loans to micro and small businesses compared to total bank loans.16. Statistics show that loans to micro and small credit total only 0.81% of the multiple banks’ credit portfolio.



Territorial clustering These companies are characterized by forming clusters that bring together a large number of micro and small firms, their suppliers and customers to take advantage of some economies at scale. The best known and analyzed cases are those of Gamarra in the district of La Victoria (Lima), devoted to the garment making; the Industrial Park in Villa el Salvador (Lima) district where a number of productive activities take place, including garment making, carpentry, machine tooling, shoemaking, etc.; and El Porvenir district in Trujillo, devoted to the shoemaking. Destination of products 15 16



Villarán, Fernando, “Empleo y Pequeña Empresa en el Perú”, 1993. Portocarrero, Felipe, “La Oferta Actual de Microcrédito en el Perú”, 2000.
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Another significant characteristic of the small and micro enterprises that merits underscoring is that they mostly direct their output to low-income sectors. Their products are low cost but also poor quality, because of insufficient machinery and workers’ skills. Only in the rare cases do small and micro enterprises send their products to export markets, where they must meet high quality standards. Gradually, some of these firms have overcome this hurdle and started working for intermediate group markets. Labor conditions Statistics reveal that over 80% of these companies do not register their workers formally and fail to give them a work contract.17 Work contracts are mostly verbal, revealing the precarious working conditions in a sector also characterized by high labor turnover. Additionally, wages are low and workdays long. Moreover, these firms generally hire relatives and friends. Worker and owner education Generally speaking, micro and small firms bring together workers with poor education. Statistics reveal that most of their workers only have basic schooling (primary and high school).18 Moreover, there is no significant difference in the bosses’ or owners’ level of schooling and the other workers’. Worker Distribution by Age and Gender The 25 - 45 year-old age bracket stands out, as it accounts for over 40% of the micro and small business workers. Among micro-business, this age brackets groups over 90% of workers. No significant nationwide gender differences were identified in the labor force.19



1.4. Micro and Small Business Operations This section gives an overview about micro and small firm operations and market transactions, to more clearly identify the types of business activities that could be impacted by inefficient justice administration or lack of guarantees for the transactions. The following narration was prepared on the basis of the series of studies and some interviews with representatives from non-governmental organizations currently engaged in support programs for this sector.20 The topics selected for our analysis include access to credit and relations with vendors, customers and other firms (whether small or big).
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INEI, “Perfil del Trabajador de la Pequeña y Microempresa”, 1997. INEI, “Perfil del Trabajador de la Pequeña y Microempresa”, 1997. 19 INEI, “Perfil del Trabajador de la Pequeña y Microempresa”, 1997. 20 Organizations included ECLOF, FOVIDA, INPET, CEPI, ADRA-OFASA and COPEME. 18
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Access to credit Access to credit has deserved significant attention when it comes to small and micro enterprises. Because issues related to access to credit generally have a greater impact on small entrepreneurs, companies often lack sufficient capital to keep operating. Clearly formal banks’ willingness to give loans changes on, among other factors, laws that will protect creditors and the coercive role-played by the relevant authorities (i.e. the Judiciary). Both factors will determine which are the lenders’ rights (the banks) and how they will be protected. If investor protection laws are not enforced, the risk to lenders increases. As a consequence, formal banks will refrain from giving loans, in particular to micro and small entrepreneurs. As mentioned by Sherwood,21 “poor enforcement of agreements and contracts hampers commercial credits in capital markets, because loan guarantees become more difficult to execute.” Even when followers may be willing to pay the interest rates needed to cover the transactions’ risks, giving out loans at such rates may not be sufficiently profitable for the bank because of the increased likelihood of the followers’ not honoring their payment agreements, thus reducing the banks expected return on its loan portfolio.22. So, not only the interest rates rise, but also- after a certain limit - loans will be rationed. This is explained by the fact that equilibrium in the loan market - when information is imperfect - takes place at higher interest rates, but always within the range of rates that maximize the lenders’ expected return. However, these rates do not necessarily balance the market’s supply and demand sides.23 Consequently, we can expect that in countries where investors are best protected by the law, credit to firms will be larger. Willingness to lend money and the terms of those transactions will depend on both respect for the loans’ terms and the likelihood of recovering the loan in some way (even if that implies executing the loan guarantee). However, in countries where there are not sufficient guarantees to enforce loan agreements, it can well be expected that certain sectors, including micro and small firms, will face serious trouble to get credit and may also be reluctant to request them because of the limited likelihood that they will get them. It is worth mentioning that other difficulties experienced by commercial banks when giving loans to these firms include the fact that many such firms cannot provide loan collateral, they request small loans (which are not profitable enough for banks and makes them more expensive to track) and show a high delinquency risk rate (which if, materialized, would force banks to file suit to enforce their rights/or execute the collateral involved).24 From the viewpoint of the formal banking institution, the number of elements taken into consideration as part of loan risk are hard to assess at smaller micro enterprises, including the borrowers’ profile, the line of business, the company’s economic and financial standing and the loan’s objective or purpose.25 Consequently, giving loans to micro and small entrepreneurs requires, among other things, increasing 21



Sherwood, Robert, “Judicial Systems and National Economic Performance”, 1995. Stiglitz, Joseph y Andrew Weiss, “Credit rationing in markets with imperfect information”, 1981. 23 Stiglitz, Joseph y Andrew Weiss, “Credit rationing in markets with imperfect information”, 1981. 24 La Porta, Rafael, “Law and Finance”, 1996. 25 Marthans, Juan José, “Las Microfinanzas y la Gestión de Centrales de Riesgo. Segundo Encuentro Anual de Banca”, 1998. 22
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efficiency in information management and creating alternative ways to ensure easy and safe access to information on potential borrowers. As a consequence, the cost of giving loans to micro and small businesses increases. Gradually, transactions with commercial banks have reached the micro and small business sectors, a fact revealed by the emergence of specialized agents that channel bank loan applications. These include those emerging in some clusters as Gamarra. However, micro and small businesses usually have recourse to informal sources of credits, including loans from family and friends, savings groups, pawnshops or local and/or professional loan sharks. It is worthwhile underscoring that little has been done to explore the cost of credit from informal funding sources. For the informal lender, advantages include knowledge of the firm, which to some extent reduces the risk of default in these kinds of agreements. Lender credit is another possible source of funding for micro and small firms. Generally, suppliers are contacted within the operations’ area and, after repeated transactions, a certain relationship of trust is established that opens lender credit for companies, governed by certain conditions, including the possibility of repeated purchases, larger purchase volumes, etc. Suppliers also have the advantage of a closer relationship toward their clients, better knowledge of the firm owner and a trust relationship, that as in the previous case reduces uncertainty.26 Some studies that looked into funding sources for small and micro entrepreneurs27, mention that industries including textiles often resort to suppliers’ credit. Other sectors where these kinds of arrangements exist include the shoemaking and machine-tooling industries.28 Generally though, the contracts and agreements entered into with these agents are of a highly informal nature. Trust and reputation are major factors in relationships with suppliers because they reduce a transaction’s uncertainty. Consequently, advantages enjoyed by clusters such as Gamarra, includes the fast flow of information about suppliers. Owners thus identify good suppliers and find out whether they honor or not their agreements with other players. Reputation is a much-valued asset in the relationship with suppliers and the possibility of getting loans from them. Loosing your reputation can lead to high economic losses. Moreover, a good reputation that is laboriously built over time can be lost very quickly. On the other hand, repeated transactions between a given supplier and a company reduce risk, leading the supplier to give companies not only more frequent loans, but also a number of other facilities. Relation with suppliers In what concerns the type of suppliers that provide raw materials to micro and small firms, some studies (Briceño, 1997, Távara, 1994, Visser, 1997) mention that generally these companies get into business transactions with all sellers and retailers in their 26



Távara, José, “Fuentes de Financiamiento de la Microempresa Urbana: El Caso Fondemi”, 1997. Visser, Evert-Jan, “Local Sources of Competitiveness: Spatial Clustering and Organizational Dynamics in Small-Scale Clothing in Lima, Peru”, 1996. 28 Távara, José, “Fuentes de Financiamiento de la Microempresa Urbana: El Caso Fondemi”, 1997. 27
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immediate environment and that they establish rather stable relations. Likewise, many of these transactions are highly informal and in only a few cases were these business operations documented with letters of changes, IOUs, post dated checks, invoices, and others. Small firms more often resort to these types of instruments. Studies also mention that small and micro business owners occasionally run into trouble with vendors, including setting of conditions to supply a given input. Authors explain that larger suppliers - that have access to more resources and manage a wider customer portfolio to offer their products - profit from their position to avoid the timely supply of products meeting given quality conditions to smaller customers, i.e. micro and small firms.29 Relations with clients Our literature shows that firms usually sell their output directly or by command. In both cases, there are several types of clients who are offered their output: final consumers, boutiques, small shops, street vendors, freelance, sales persons, wholesalers and other companies. The studies show that most businesses reviewed in the garment industry sold to wholesalers, whereas footwear companies sold their output to end consumers. Clients can also provide a source of credit, in particular wholesalers who place specific command orders. Credit from customers may be through cash advances, raw material or any combination thereof. Under these circumstances, clients set the terms and conditions for the loans (including expedient delivery, exclusive or special quality conditions; exclusive production is the most often required condition). Micro and small firms’ clusters also include those companies’ clients. The best known such case is Gamarra, where the cluster provides for easier contact with clients and allows to oversee and monitor customers who are given products either on credit or on consignment. Various case studies (Briceño, 1997; Távara, 1994; and Visser, 1997) mention that entrepreneurs nurture their relationship with customers, because this gives them access to better conditions and advantages such as larger sales volumes, while protecting them from the harsh competition which they face. It is also mentioned that the concerts or agreements are of a highly informal nature, and consequently not documented through letters of exchange, promissory notes or postdated checks. Very frequently these transactions are recorded only internally on purchase orders tabs, notes and company books, etc. Relationships among firms As in any other business, micro and small businesses can transact with other companies to earn a profit. For instance, companies outsource, create producers networks and may even merge. This allows them to increase their output level and reach larger markets. Moreover, this type of organization fosters quality improvement and unit cost reductions, and increases efficiency at each of the chains’ links, profiting from economies of scale in security, oversight and certain other mass services.30



29 30



Ponce, Ramón, “Asociados para Competir”, 1992 Távara, José, “Cooperando para Competir”, 1994.
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Subcontracting allows companies to focus on the job for which they have a greater efficiency and thus makes it easier to create economies of scale and profit from all the advantages derived from increased specialization. However, both outsourcing and specialization imply a number of challenges and risks that many of these firms are not willing to take up, including coordinating and monitoring activities performed by subcontractors. This may lead many companies to independently carry out all the steps of the production chain to prevent incurring risks and engaging in transactions with other players that would result in low quality and high unit costs products. Few cases of micro and small firms providing services to other firms were identified in the literature review. Remarkably, most cases of outsourcing are not geared at cost cutting or quality improvement, but occasionally make up for efficiencies of firms’ available equipment to perform given jobs or to accept orders they cannot meet individually. Most known outsourcing cases are those of darning in the garment industry, trimming in the shoemaking sector, welding in machine-tooling industry and baking in bread-making industry. Subcontracting is also characterized by a high degree of informality because in most cases no written contract was made, according to our literature review.31 Creating consortia - where a group of companies associate to produce given goods while their internal division of labor is preserved - has been considered as an option in some micro and small firm clusters. Although this type of corporate organization allows reducing costs and creating economies of scale, it fails to take full advantage of the benefits of specialization and labor division.32 Merger is another option to reduce costs and benefit from economies of scale. For small and micro enterprises, mergers imply re-defining their priorities while requiring a high degree of trust among associates. This is perhaps why firms are generally organized as production units within which oversight mechanisms and relationships are more clearly identified. Mergers imply creating efficient institutions that will provide arbitration and conflict resolution services in rapid, efficient, open and predictable manner. Our review of the literature show very few mergers, a fact which may show that company owners are reluctant to relate with other companies, in particular in the production stage. Although these firms must compete aggressively for market share, they won’t discard some types of cooperation including sharing customers, new market or technical knowledge, the sharing being based on the principle of reciprocity that will be mutually beneficial. Other types of cooperation emerge when a firm’s workers resign and set up their own shop, maintaining a friendly relationship with their former employer. This allows creating commercial relations (e.g., sales to new markets), thanks to the previous mutual knowledge. It is worthwhile underscoring that previous studies have isolated few linkages of micro and small businesses with intermediate and large firms. According to some analysts33, less than 2% of small firms are somehow linked to large firms, pointing to a huge development potential. Thus, micro and small firms could link up and integrate with 31



Briceño, Luis, “Microempresas de Confección: Una Aproximación”, 1997. Távara, José, “Cooperando para Competir”, 1994. 33 MITINCI, “Seminario Internacional: Competitividad, Globalización y Generación de Empleo en la Pequeña y Mediana Empresa. 1996. 32
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intermediate and large companies, allowing to address issues derived from large-scale production. However, small scale entrepreneurs seem to be guided by the principle that businesses is an independent unit which oftentimes prevents them from filling large orders, leading to wasted business opportunities. Small and micro firms may find here a huge development option if there were organizations capable of smoothing out agreements, enforcing compliance, solving conflicts and sanctioning offenders.
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2. Study General Guidelines and Hypotheses Our review of the literature did not reveal studies aimed at the institutional aspects and their impact on micro and small business, including the latter’s relation with formal justice mechanisms to solve conflicts emerging from transactions with other market players. This paper aims at assessing the experience of micro and small business owners with the Judiciary and how they rate their operations. However, it may be that these companies have little recourse to judicial instances. In these cases, their assessment focuses both on the reasons as well as on the impact of “not using” the Judiciary, i.e., in determining which measures were taken by these firms or what types of organizations have been developed to reduce transaction costs, reduce default risk and punish offenders when contracts are not honored. In other words, we analyzed the private conflict resolution mechanisms that somehow substitute for the Judiciary’s task, and the impact of transacting in a market without sufficient elements that ensure compliance with concert or agreement terms and conditions. In sum, assessing the impact of the Judiciary’s inefficiencies on the micro and small firms’ - by analyzing the transactions these business owners engage in with other market players - should take account of the following considerations: a) The direct impact of resorting to the Judiciary, Judiciary’s expenses, proceedings outcome and quality of the administration of justice when these firms press charges before the Judiciary. b) Private mechanisms used by these firms in reducing the risks of default on the agreements and options to punish offenders who fail to meet contract terms and conditions, in cases where these business owners decide not to have access to the Judiciary. These mechanisms somehow regulate transactions and help ensure certain types of contracts. The study will determine which ones are the most frequent as well as their quality and efficiency. c) Businesses and opportunities lost due to the absence of an accessible and reliable justice system that will guarantee normal transaction evolution and compliance with agreements. As mentioned above, small and medium firms may decide not to go to the Judiciary to solve their problems. As a consequence, transaction costs rise because of greater uncertainty in enforcing exchange terms due to the absence a body that will punish offenders.34 On the basis of an analysis of how small and micro firms operate as presented in the chapter above, we offer some hypotheses on the impact of transacting at the margin of justice institutions for micro and small firms, when informal arrangements that can hardly be the subject of judicial proceedings become preponderant.



34



North, Douglass, “Instituciones, Cambio Institucional y Desempeño Económico, 1990.
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Hypothesis N° 1 Micro and small business owners have little recourse to the Judiciary mainly because of: this institution’s inefficiency to perform its role, including ensuring compliance with contract terms and providing appropriate conflict resolution; and the resulting institution’s discredit before business agents. An aspect that must be scrutinized in assessing the impact of justice administration on this sector’s activities is if business owners seek or reject formal conflict resolutions mechanisms. Research indicates a number of factors that hamper entrepreneurs from using these mechanisms. Firstly, filing charges initially requires documentation demonstrating any abuse against the plaintiff’s rights. As mentioned in the case studies reviewed for this research, many small and micro business in Peru transact with a range of agents on an informal basis and usually without resort to written sales’ contracts or securities including drafts, postdated checks or promissory notes. However, why business owners decide to remain at the margin of judicial institutions is not sufficiently accounted for. In fact, many may consider it useless to document transactions so that eventual claims may be filed, if they are persuaded the proceedings will not bring them any substantial benefits, because of the cost incurred in pressing charges. Thus, even if the involved parties have documented the transaction, their decision to press charges will be based on the perception on the relative efficiency of the administration of justice, including cost, expediency and impartiality considerations and the expected benefit from the proceedings’ outcome. If the parties perceive the Judiciary as not sufficiently reliable, most likely a great number among them will refrain from having recourse to the Judiciary.35 These factors have an impact on the decision of most micro and small firms to remain “at the margin” of Judicial instances. Hypothesis N°2 One of the consequences of lacking sound, efficient and available judicial institutions for micro and small firms is that the risk of agreement and contract default entered into with a range of market agents increases. It would therefore be expected that such agents would have designed mechanisms to reduce such a risk, which would allow them to enter into a larger number of transactions. However, such mechanisms are not cost free and therefore also have an impact on these firms’ business operations. Our literature review shows that transactions with “people that you know” are one of the main ways in which the above-described function is performed given the absence of efficient formal justice mechanisms. Exchanges of a “personal” nature somehow provide a guarantee for agreements and contracts. When those contract terms are not honored, not only will be likelihood of engaging in business will be lost, but also membership in a wider network of social relations.36 Linkages already established, as well as several forms of loyalty and shared beliefs, create a framework within which honoring agreements is seen as a valuable trait. These types of relations somehow guarantee the enforcement of agreements and provide a minimum amount of certainty that the exchanges will actually take place. Moreover, dealing with “people that you know” gives both parties information about their business partner’s behavior pattern and, consequently, reduces the cost linked to the need for minimizing asymmetry of 35 36



Hugo Eyzaguirre, “La Estructura de Incentivos y las Ineficiencias en tres Procesos Civiles”, 2000. Távara, José, “Cooperando para Competir”, 1994.
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information between the parties. For instance, it will no longer be necessary to incur in large costs to determine the transaction partner’s credit worthiness and tract record. Additionally, stable and permanent relationships as well as repeated deals allow both parties to better know each other, thus reducing transaction uncertainty. This relation also allows reaching a “cooperation” solution; to the extent both parties honor the agreements and contract terms and conditions. When repeated transactions with one agent take place, the profit from such deals may increase, compared to what may be gained if one such agent defects. Thus, the necessary incentives for the agreements to be honored are created.37 In this respect, we will examine whether businessmen actually will rather engage in business with previously known agents and what are the reasons for these decisions. However working with “known” agents comes at a cost for business owners. In an environment where there are no sufficient guarantees for exchanges, markets cannot grow and transactions are limited to a reduced space, thus affecting companies because of the limited number of potential clients. For example, transactions with “people that you know” may be costlier than those with other market agents, but because of the risk of the contract default, those deals are not made. At this point, we will assess lost business opportunities due to lack of trust in other agents, including hiring the supplier whose raw material and inputs are more expensive, but come from a “known” supplier. Hypothesis N°3 Using private mechanisms to reduce the risk of contract default in relations with other business owners does not totally eliminate that risk, and a high degree of total or partial default persists. The remaining partial risk has a negative impact on business growth and development. Although research on micro and small firms has not focused on the degree of compliance with concerts and agreements entered into by these firms, some surveys point to the fact that many such agreements in the small and micro firm market are not honored. We will study whether indeed business owners are constantly the victims of default by their commercial partners, and what are the relations between contract default and type of contract between business owners and vendors, customers and other economic agents. Both the literature mentioned above and the experience referred by NGO experts engaged in small and micro business support programs point to highly informal arrangements that operate besides the guarantee that could be provided by a judicial institution. It is expected that informal and hard to execute contracts should increase the risk compared to a situation where such instruments would effectively operate. Because compulsive compliance with agreements and contracts cannot be taken for granted, self-interest and opportunistic behavior become incentives to default on agreement terms.38 The issue to determine is whether existing informal mechanisms can actually alleviate this difficulty. Some of the type of contracts and agreements where our study will determine compliance include vendor timely delivery of goods according to quality specifications, collection from customers, outsourcing agreements, and others. 37 38
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Hypothesis N°4 Micro and small firms have not developed private mechanisms that can effectively sanction defaulting parties, the reason for this being that those firms cannot replace coercive third parties, thus accounting for little use of private sanction mechanisms, while those that exist are little effective in practice. One function of the Judiciary is to punish those who breach contract terms. If the institution operates efficiently and offenders are punished, agents would be more willing to exchange among themselves. However, if the Judiciary does not operate efficiently, and entrepreneurs refrain from going to the Judicial System to get their conflicts solved, firms will take individual or collective measures not only to protect themselves against eventual breaches, but also to punish those who do not strictly comply with the terms of the deal. For instance, business owners could individually resort to violence to enforce compliance with contract terms, or collectively refuse to engage in business with specific customers or suppliers in breach, or spread information about delinquent business partners so that other business owners will refrain from dealing with them. However, it is not expected to identify widespread use of such mechanisms given the cost involved in creating them. Hypothesis N°5 Operating at the margin of efficient judicial institutions regulating agreement and contract enforcement results in the agents’ lack of incentives to enter into a number of links with third parties. This will result in lost business opportunities in micro and small businesses. Poor operations in the Judiciary have a direct impact on the likelihood of entering into new market fields and in many cases foster inefficient use of resources, while an optimum operation becomes an ever-remote possibility. Thus, self-interest and opportunism - as reflected by the high risk of contract breach - prevents more complex transactions from ever taking place. In other words, lack of certainty in agreements implies a reduced level of efficiency in agents’ operations because it destroys the incentive to establish relations that would be justified from an economic cost-benefit analysis. Efficiency in micro and small business is reduced by promoting vertical integration, while links with specialized third parties in the production process may seem more convenient. Additionally, the willingness to associate, create production networks, merge with other firms, engage with joint purchase or sale agreements or outsource at a larger scale are all reduced, while a strong tendency is created for the independent performance of production tasks. An obstacle to the full exploitation of the economies of scale thus emerges, while the advantages of specialized labor on firms’ cost reduction are wasted. The above factors reveal the search of transaction security in economies where associated costs and uncertainty levels are high. Both the option of creating horizontal production networks and to merge will reduce costs and allow meeting larger orders, but both types of organizations will imply reaching more complex agreements that may seem to be rejected by most firms despite the expected benefits. Moreover, the option to hire services from and among these firms should allow fulfilling larger orders
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and benefiting from labor specialization. However, hiring always implies a risk, because there is no certainty about the quality of the job or whether it will be performed within deadlines. It does seem reasonable that many of these firms opt for performing all the required production tasks. However, absence of institution that ensure effective compliance with contracts and agreements has an impact not only on micro and small firms, but also on agents involved in transactions with them, who will see their incentives reduced to enter into a larger number of commercial relations with the small business. Consequently, the latter suffer a double impact, because from the above it can be gathered that other third party agents will decide not to engage in business with them, thus limiting their possibilities for growth. An important case that will be evaluated is granting of credit. Various credit sources - whether suppliers, clients or specialized institutions - refrain from granting credit because micro and small firms cannot provide the necessary degree of security.



3. Instruments to evaluate the Impact of an Inefficient Judiciary Two instruments were considered for gathering the information to evaluate the impact of the Judiciary’s appropriate or poor performance on a small scale business include a survey and follow-up visits on the activities of a small group of small and micro business owners. The survey asks owners or production bosses at small and micro firms in the productive sector about their relations with various economic players including suppliers, customers, loan makers and other firms. This will allow to examine the type of exchanges these entrepreneurs conduct in the market place, the nature of their agreements, the individuals they transact with, and the use of formal mechanisms for conflict solutions among other issues, with the view of assessing higher costs faced by these firms due to the Judiciary’s inefficiency. Two ways to conduct the survey were determined. The first was coordination with various NGOs and Technological Innovation Centers (CITE) to apply the survey to several entrepreneurs who attend their training courses. The other was to apply the survey through field visits at the business owners’ workshops and factories at the Industrial Park in Villa El Salvador, one of the largest and most important micro and small business clusters in Peru. For follow-up visits, we focused on collecting information through a questionnaire including previously defined indicators through a period of time. To the extent possible, field visits were to take place every two weeks during approximately two months. More accurate indicators were therefore obtained on the evolution of the firms’ activities as well as the cost data relating to poor performance of the Judiciary. However, this type of methodology creates a number of logistic difficulties, which limited the number of sample firms. The sample, therefore, cannot be taken as representative. It was also necessary to engage the business owners through a system of incentives to prevent dropout. These incentives included talks and advise on accounting and legal topics. A better understanding of the issues at stake and the costs incurred by micro and small firms in the market transactions was also achieved through a follow-up.
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Cooperation with Edpyme “Edyficar” allowed contacting with a small number of micro and small business owners for follow-up visits. 3.1. The Survey The survey, applied to businessmen or production heads of micro or small enterprises, is aimed at gathering information about the transactions these firms carry out with different agents in the market, such as suppliers, clients, other companies, lenders, among others, as well as the impressions and experiences they have had in judicial affairs. The survey’s objective is the study of “transaction costs” and the degree of use of state mechanisms specialized in the settlement of business conflicts in micro and small enterprises. The survey inquires about the main agents with which several transactions are made and in this way, explores the type of relations established in this kind of businesses and the problems that come up when trading in the market (to this effect, some specific transactions have been chosen). This instrument also permits to obtain information regarding input purchase modalities and final product sales, as well as the conditions fixed for paying suppliers and receiving payment from clients. Additionally, the survey permits to determine if these firms resort to the Judiciary or not to settle disputes produced in their transactions and gathers the surveyed people’s opinions about how the Judiciary works in topics such as costs, impartiality, agility and the experiences they have had, as well as the final result. Likewise, the idea about the need of a new institution that solves the deficiencies of the existing ones in dispute settlement is examined among micro and small entrepreneurs. With the survey’s information, a profile of the firms participating in the study is prepared according to the following criteria: economic activity, geographic location, number of workers, sales, respondent’s educational level, degree of legality and access to credit. Then, the survey identifies problems considered as the most harmful in developing these entrepreneurs’ operations (problems with suppliers, collection, liquidity, etc). It also evaluates which of these problems are directly or indirectly related to the administration of justice and other public institutions charged with dispute settlement (with particular attention to those problems that have become an obstacle to access such institutions). The survey pays special attention to the degree of formality in transactions, according to some criteria, such as the type of documents and the frequency with which they are used in transactions. According to the reviewed literature, in the micro and small businesses there are seldom written contracts and a scarce use of letters of exchange, promissory notes and other instruments permitting access to public institutions specialized in settling disputes. The reason for this research is that a high degree of informality makes it difficult to use judicial instances, because there is no documentary evidence to file a complaint. Thus, this lack becomes an element directly impacting access to the justice system. Also, the survey permits to analyze the private mechanisms generated to solve deficiencies in the justice system. In a world where there is a high risk of noncompliance of agreements among private agents (in this case small and micro enterprises), we can assume they have developed mechanisms to reduce the risk
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involved in their transactions. The survey evaluates the type of relationship and link between micro and small entrepreneurs and the agents with which they carry out transactions (which is particularly relevant in credit operations, because they mean additional risks). In these cases, many transactions are expected to be carried out with known people, who have been recommended or with which there is a stable and longer relationship. The establishment of permanent links mainly with agents on which there is a certain degree of information reduces risk, nor does it imply it is the most efficient and least costly solution. With the obtained information the people decide if they prefer to trade with people they already know, even if at a higher cost, than with agents with which they have previous non-compliance experiences. They also evaluate which are the necessary incentives to change supplier and start business with a new one. Additionally, the survey examines the mechanisms private agents –in this case micro and small entrepreneurs- have designed to sanction non-compliance, be it formal or informal. In this regard, these are mechanisms aiming at solving deficiencies in the Judiciary and other state institutions in settling disputes, specifically, the application of punishments that act as a disincentive to non-compliance. However, these mechanisms come at a cost and should not substitute for the work of an efficient Judiciary. The survey verifies the type of existing mechanisms, be they individual or collective, how they are used in addressing problems referring the terms stipulated in the exchange carried out with other agents and their efficacy as sanction. Finally, some business opportunities wasted by lack of confidence in agents have been identified. This lack of confidence is derived from the information asymmetry among them. To this effect, the survey gathers information on how disseminated subcontracting is, on some reasons that could explain why subcontracting is so limited (linked to disputes that could come up in this type of relations with agents alien to the company) and which characteristics a third party should have to be contracted for a specific job. Another kind of lost business occurs in certain modalities of production or trade organizations involving third parties, such as the organization of horizontal production networks or mergers, which can make it possible to offer larger production volumes to market and reduce costs, as well as to access to new markets. The survey gathers information on experiences in this regard also on how extended these experiences are and on micro and small entrepreneurs’ opinions for or against them. 3.2. The Follow-Up Visits The follow-up visits are aimed at gathering information about some costs micro and small entrepreneurs have to face when developing their transactions. Such costs are analyzed for a certain time period (2 months), with a special interest in aspects such as credit for these companies and collection problems with clients. These visits permit quantitatively and qualitatively analysis of these costs as the operation evolution is evaluated. The evaluated subjects will be the following: Credit Several studies have shown that the access to credit for micro and small enterprises is very costly and scarce. How these problems affect entrepreneurs and how they faced them will be analyzed in the visits. This evaluation will be carried out by comparing the



21



interest rates of the credit they access from different sources: clients, suppliers, informal lenders, EDPYMES, rural or municipal saving banks, NGOs and banks. In some cases, such as credits from informal lenders and suppliers, it is very likely that no credit interest rate is established. However, according to information on the operation period, we can deduce the operation’s implicit interest rate, from the loan amount and the payments entrepreneurs have to make.39 Besides, the possibility for the credit cost to be reduced if the entrepreneur does not comply with payments in the stipulated time must also be considered. Suppliers The analysis of relationships with suppliers was focused in the degree of trust existing between the supplier and the entrepreneur and how this makes transactions easier. Likewise, through visits, we evaluate problems coming up in the exchange between these agents. An example: when entrepreneurs receive poor quality or untimely inputs, what are the measures adopted by entrepreneurs to solve these problems and the consequences of these difficulties, particularly in terms of costs involved. Clients Qualitative and quantitative aspects are analyzed regarding this topic. Qualitative aspects, include the degree of formality of transactions, the degree of confidence existing between the entrepreneur and client and how this makes exchange easier. In what regards quantitative aspects, a sale record was made to then identify collection problems and measures adopted by entrepreneurs to solve these problems. This permit to calculate costs associated to delinquency. These costs can be grouped in two: those directly referred to what the entrepreneur loses due to not having the money in the stipulated terms- in terms of money’s cost of opportunity in the period of delay- and those related to collection expenses, such as hours devoted to this task, payments to collectors, and transportation, among others. In this regard, entrepreneurs were periodically asked if they had collection problems and what expenses they detect in connection with them, such as transportation and collector contracting. A more “real” value of sales will be obtained with this information. Experience with the Judiciary When entrepreneurs mention they have had any contact with the Judiciary, they are asked in detail about their experience, how they rate this institution’s work, costs incurred to file a complaint, and results. Also their experiences with alternative dispute settlement mechanisms, such as extra judicial mediation are examined.
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When there are loans obtained from clients and suppliers we must consider they vary according to the firm’s economic activity, the type of business and the relations existing between lenders and borrowers.
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4. Characterization of Micro and Small Enterprises participating in the Study With the information gathered in the survey and the follow-up visits regarding micro and small entrepreneurs operations, we have been able to characterize how this productive units work. This will help to better understand the effects of the Judiciary’s inefficiency in the decisions made by micro and small entrepreneurs. In total, 167 entrepreneurs responded the survey and 11 entrepreneurs participated in periodical visits. The entrepreneurs participating in the visit regime, located in the North Cone of Lima, are devoted to similar activities to those of other entrepreneurs making up the current study. Six of them are micro entrepreneurs and five are small entrepreneurs devoted to: the garment, footwear, crafts, machine-tooling industries, among others. As for the surveyed entrepreneurs, they belong to the North and South Cone of the city. With the information from surveys, guidelines have been established to prepare a description of the main characteristics of the companies being evaluated. We must say that this characterization is exclusive for the firms making up the sample of the study. Currently, there is no faithful information regarding the total number of micro and small enterprises in the country. This is why, and also due to the difficulty of obtaining information of a sector that is not completely formal, surveys have been carried out for one activity and/or a cluster of micro and small enterprises, in particular. Due to the limitations to work in this sector, there are also limitations to assure the results obtained can be generalized. However, the firms making up the sample belong to sectors and clusters in which most micro and small enterprises in the country operate, and therefore, we expect the sample reflects closely the problems this sector undergoes. Firm’s Size According to current laws, a micro enterprise is an economic unit operated by an individual or corporation not exceeding 10 workers. In the case of a small enterprise, it must not exceed 40 workers. Starting from this consideration, the surveyed companies have been classified as micro and small enterprises. The micro enterprises included in the study have, generally, more than 5 workers. Micro and Small Enterprise



Micro enterprise Small enterprise Total



Frequency 110 57 167



Percentage 65.9 34.1 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Firm’s Economic Activity The firms considered in the study are devoted to production activities.40 Aimed at having a sample permitting a better evaluation of Peruvian micro and small enterprises,
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No firm developing exclusively commercial or service activities has been considered.
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productive activities carried out by most of them have been chosen. They are garment, footwear, wood, crafts industries, among others. Firm’s Main Activity Frequency 67 42 36 15 7 167



Furniture Garment Footwear Craft Others Total



Percentage 40.1 25.1 21.6 9.0 4.2 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Entrepreneur’s Educational Level Most of Peruvian small and micro enterprises are businesses funded by migrants from the poorest areas in the country who, before the lack of jobs, decide to self-employ themselves. This is related to the entrepreneurs’ low education degree, as can be seen in the surveys. This characteristic helps to understand the firms’ problems. A low educational level explains, to some extent, some difficulties these entrepreneurs face, for instance, management and accounting problems, lack of information on the legislation regulating their activity, among others. Entrepreneur’s Educational Level



Primary Secondary Higher Technical Total



Frequency 4 92 43 28 167



Percentage 2.4 55.1 25.7 16.8 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Companies’ Formality Degree Almost all the firms that make up the sample have the minimum requirements to legally develop their activities. More than 90% of the firms making up the study have a municipal functioning license and more than 80% have a taxpayer identification number (RUC) to pay the corresponding taxes to the Tax Administration National Superintendence (SUNAT) both requirements permit firms to access more business opportunities in the market. For example, if the company does not have a RUC number it will not be able to issue the receipts many clients demand in transactions.
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Formality Degree (en percentages) It has RUC number Yes No Being applied for Total



99.4 0.6 0.0 100.0



It has Functioning License 82.0 5.4 12.6 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Although it is true that most of these firms comply with both requirements, that is not enough to classify them as “strictly formal companies”. For example, only one fourth of entrepreneurs use these securities in their credit operations. Also, there is a high degree of informality in work contracts, because the use of written work contracts is not extended among these entrepreneurs. Main problems Currently, small and micro enterprises face different difficulties that put hurdles to their growth. Specialized literature and several studies made about Peru’s micro and small enterprises have permitted to identify some problems in most of these businesses such as lack of credit and liquidity (which hurdles investments and work capital financing). However, we must consider that the bad economic situation in the country has dramatically affected these firms. The long recession experienced by the country in the last 3 years has been reflected in the little demand for products manufactured by micro and small enterprises. This situation explains why entrepreneurs say their main problem is the lack of clients. Besides, other problems pointed out, which are related with productive units size and their limited resources and operation, were the lack of credit and liquidity in operations, and the problems related to collection and raw material and input supply. In the first case, the problem is that many entrepreneurs do not comply with the requirements a financial institution demands, in the second case their problems lays in their insufficient capacity of monitoring clients and suppliers. Main problems faced by entrepreneurs * Lack of clients Lack of economic resources (liquidity) Lack of credit Problems with collection Problems with raw material and input supply Problems with the authorities (brives, extortion) Other Do not have any problems



Frequency 94 72 30 25 18 1 8 9



Percentage 56.3 43.1 18.0 15.0 10.8 0.6 4.8 5.4



* Two alternatives were accepted at most Source: Survey to Small and Micro Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo
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Relations with Suppliers To manufacture their products, entrepreneurs need to carry out a number of transactions with different economic agents in the market. One of their main transactions regards buying a great variety of inputs and raw materials necessary for production, which they purchase from different sources. Generally, suppliers of these companies are wholesale traders, large or middle-sized factories and retail traders. The kind of suppliers with which they carry out these transactions varies according to productive activity. However, most of them belong to the trader category. Most entrepreneurs work with a few suppliers (generally 3 or 4). Many of them are concentrated in certain geographic areas, depending on inputs and raw materials they provide to companies from certain sectors. For example, most of footwear entrepreneurs get their inputs in Caquetá (Rímac district). In the case of garment manufacturers, in the Central Market (Cercado de Lima district) and Gamarra (La Victoria district). Type of Main Supplier Wholesale traders Large or middle-size factories Retailers Small factories Imports Total



Frequency 90 37 29 7 4 167



Percentage 53.9 22.2 17.4 4.2 2.4 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



As for the modality of buying inputs and raw material, most of these transactions are carried out in cash. However, depending on the relation with the supplier, credit sales are made for, at least, some percentage of the whole transaction value (under different conditions). Particularly, when the relationship is longer and there is previous business experience, more facilities are granted. This element decides when micro and small entrepreneurs establish relationships with a reduced number of suppliers, because this permits to improve exchange terms. However, these transactions conditions are also determined by the type of activity, because the qualities of each input and raw materials market (the most important factor in these cases is the number of buyers and sellers), the value of these goods (relatively in each activity) and the frequency of purchasing from suppliers differ (work capital turnover is not the same). One of the most important conditions of transactions involving credit is the payment terms established with suppliers. These are brief, since they go from a week to onemonth -although most tend to be a one-week to 15-days term- to a great extent due to the frequency of operations with these agents. In some cases suppliers establish credit periods for to be able to monitor the entrepreneur’s actions so as to guarantee corresponding payments.
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Modality of Purchase from Suppliers (in percentage) In cash only Credit only In cash and credit Total



Total 52.7 5.4 41.9 100.0



Footwear 27.8 19.4 52.8 100.0



Garments 64.3 4.8 31.0 100.0



Furniture 67.2 0.0 32.8 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Entrepreneurs who buy only in cash are more than two thirds of all in the wood business, this is because purchases are less frequent- because businesses work on demand to a great extent- and also due to how products are sold, basically to the general public and in cash. On the contrary, the footwear industry buys mostly by credit, because purchases occur repeatedly in short periods. This permits to grant credit with a lower risk involved. Also, a good deal of production is directed to commercial distributors or shops, which are also supplied on credit. As for the degree of formality in the transactions with suppliers, most of the established agreements are very informal: the use of securities or sale contracts and, even, in some cases, other commercially used documents, such as receipts or delivery slips are not very much used. We must say that the degree of use of these documents is different in the case of micro and small enterprises, which is clearly related to the sales volume of productive units within each category. Use of securities in buying on credit from suppliers (in percentage) Yes No Total



Total 25.7 74.3 100.0



Micro enterprises 13.7 86.3 100.0



Small enterprises 49.1 50.9 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



The use of securities is clearly not extended. According to information in the survey, among the possible causes for this situation we have: lack of knowledge about these instruments, inefficiency of the institutions charged with supervising compliance and the fact that their use is not required by many suppliers (with which a permanent relation is held). Transactions with suppliers show some problems. These are of different kinds and each one has a similar impact in the relations established with these agents. Some of them relate to the non-compliance of raw material or input delivery terms and changes in the agreed goods quality or prices. Footwear entrepreneurs were those who pointed out the most problems with suppliers. They mostly mentioned input quality. During this work, we have had the chance of talking to some footwear entrepreneurs and to specialists belonging to a footwear technological innovation center (CITECCAL), which develops
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programs to specialize micro and small entrepreneurs. They pointed out that the raw materials quality problem was generalized. Oftentimes, entrepreneurs are taken in by suppliers who sell them products with a different quality than the one agreed upon, which considerably damages sales because finished products result in poor quality. Main problems with suppliers (in percentage) Change in the agreed quality of inputs Non-compliance with input delivery terms Change in agreed input prices Other Do not have problems Total



Total 24.6



Footwear 36.1



Garment 16.7



Furniture 19.4



12.6



27.8



7.1



10.4



13.8 3.6 45.5 100.0



8.3 2.8 25.0 100.0



19.0 4.8 52.4 100.0



16.4 1.5 52.2 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Relations with clients The clients with which the surveyed firms work are mostly factories, wholesalers, small shops and the general public. However, when analyzing the type of clients the entrepreneur addresses its production to, it is necessary to consider there are significant discrepancies per activity. This is explained by the different relative value of products in each activity and the possibility of directly selling to the public due to the existence of geographic concentration of producers. Main types of clients* (in percentage) Middle or large factory Small factory Wholesaler Small shops General public State institutions Peddlers



Total 13.8 10.2 23.4 42.5 68.9 4.2 0.6



Footwear 25.0 11.1 50.0 38.9 36.1 13.9 0.0



Garment 21.4 4.8 31.0 38.1 61.9 0.0 2.4



Furniture 4.5 11.9 9.0 43.3 91.0 3.0 0.0



* Two alternatives were accepted at most. Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



In the furniture industry, clients are mostly the general public, this is due to, to a great extent, to the higher value of the products they sell and to the existence of a geographic concentration of vendors in this industry (for example, Industrial Park in Villa el Salvador, from where almost all the surveyed entrepreneurs in this industry come). There, entrepreneurs open their own shops to sell their production independently with no need for middlemen. In other activities, such as the garment industry, the strong proportion of sales to the general public and to small shops can be explained by similar
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reasons. In this case, many of these entrepreneurs sell their production at important markets, such as Gamarra, a commercial conglomerate. On the contrary, in sectors such as the footwear industry there are no important conglomerates where suppliers can concentrate and offer their products. This is why many of them resort to a middleman to sell their production. As for the sale modality, we can point out that it is not the same in all the firms surveyed. It varies according to activities and the relationship each company has established with its client portfolio. The sales modality is important when establishing the degree of incidence in collection problems. In the furniture industry, because the merchandise sold is of a higher value as compared to that from other activities (such as garment and footwear), the number of transactions is lower and basically in cash. On the contrary, in footwear and garments the number of transactions involving credit is higher since sales are strongly directed to shops and distributors, with which businesses are more frequent and a long term relationship is established. In some occasions, entrepreneurs are forced to grant credit and other facilities to place their production in the market. As for the payment terms established in sales to clients, this depends on the stability of this relation, the frequency with which operations are carried out and the value of products. Generally, these are brief periods, from a few days to a week or 15 days. Forms of sale to clients Only cash Only credit Only on consignment Cash, credit and on consignment Other Total



Frequency 44 13 3 103 4 167



Percentage 26.3 7.8 1.8 61.7 2.4 100



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



The use of securities in transactions with clients is not very frequent. Basically, payment vouchers and delivery slips are used. Very often, these are demanded by the clients themselves, mostly for tax purposes. However, although this gives a transaction a certain degree of formality, that does not mean clients will declare their operations and pay taxes. If the frequency of use of securities is analyzed according to the company’s size, very few micro enterprises are found to use these instruments while a larger percentage of small firms in the sample use them. In spite of this, we can state that their use is not extended. Use of securities on credit sales to clients (in percentage) Yes No Total



Total 23.4 76.6 100.0



Micro enterprises 15.5 84.5 100.0



Small enterprises 38.6 61.4 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo
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Another formality that these firms can have in transactions with their clients is the signature of written sale contracts. Evidence regarding the use of these contracts is very scarce, which confirms the little formality small and micro enterprises have in the relations with other agents. Equally, micro enterprises are the ones that use contracts the least. This situation leads to a question concerning the modality of agreements these entrepreneurs establish, most of all regarding credit sales where there is a risk of noncompliance in payment for merchandise. Through periodical visits to the group of entrepreneurs and several interviews with coordinators of programs supporting micro and small entrepreneurs, it was found that in many of these transactions verbal agreements prevail and that there are few back-up documents. Use of sales contracts with clients (in percentage) Yes No Total



Total 26.3 73.7 100.0



Micro enterprises 20.0 80.0 100.0



Small enterprises 38.6 61.4 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



All these facts lead to a limited generation of financial information, which is fundamental to access a wider range of formal financing sources, such as banks. However, these entrepreneurs have little capacity to demand more formality in the transactions they carry out with their business partners, since this could imply the loss of business opportunities. As for the problems micro and small entrepreneurs face with their clients, the main regards bill collection. This impacts payments to suppliers and different financing sources with a strict respect for stipulated conditions. Losses connected to this problem are significant, since they not only imply the cost of collecting debts- in time, transportation, communication with clients, etc.- but also the money’s cost of opportunity. In this case, this cost is essentially reflected by the profitability of reinvesting funds in their own business. Collection problems are quite complex. This is due to the terms entrepreneurs establish with their clients. They are generally quite flexible and oftentimes, new conditions are renegotiated in case of non-compliance of any of them. Thus, in many cases, entrepreneurs are forced to accept delays, because they keep a permanent relationship with their clients and prefer to preserve it. With permanent clients, in spite of delays in debt collection, good terms are kept most of the time. Some footwear entrepreneurs we talked to stated that due to the fact that sales were for very short periods, clients only pay part of what they buy when the merchandise is delivered and leave the other part unpaid for some days (and even this term is not often respected). This situation forces many to start a new business with clients in order to collect the debt balance, thus leaving new merchandise with clients. In other cases, when clients are occasional, collection problems are even more serious, since many clients take advantage of the fact that there are no documents to prove that the transaction had been made. This is why many of these entrepreneurs have been taken in more than once.
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Collection problems with clients in the last 4 months Frequency 95 24 119



Yes No Total



Percentage 79,8 20,2 100,0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Access to Credit Micro and small firms can obtain financing from different sources, such as banks, EDPYMES, local lenders, clients, input and raw material suppliers, non-governmental organizations, state organizations among others. Different researches have pointed out that financing has always been one of the main problems these firms have faced. The sample shows that very few companies obtain financing from formal lenders such as banks, which forces many to look for other credit sources, such as suppliers, clients or local lenders. Most entrepreneurs who obtain loans from banks, apply for them as individuals, something that was verified through visits to the group of entrepreneurs who participate in the study. Firms that obtained a bank loan



Micro enterprises Small enterprises



Frequency 20 11



Percentage 18.2 19.3



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Entrepreneurs stated that their main financing source were raw materials and inputs suppliers.41 They grant credit essentially for buying raw material, that is, for work capital. The possibility of having these facilities is based upon the relationship between supplier and client. In these cases, there is a long-term relationship with frequent transactions and a trust link between both, due to previous business experiences, geographic location, etc. Another financing source that is more important every day is that granted by financing companies specialized in micro credits such as EDPYMES. These entities permit access to the necessary capital for investment, not only in work capital but also in fixed assets. Other financing sources used to a lesser extent by entrepreneurs were clients and local lenders. As for credit to clients, as advances over the value of sales, this has become less important due to recession in the country. However, the incidence of credit to clients differs according to how generalized are sales on demand as part of direct sales. In what refers to local lender credit, such as neighbors or family loans, these agents generally provide small credits, mostly used for work capital and have been identified in several studies as one of the most expensive financing sources. All these sources that can be ranked as “informal”, generally establish very short periods for loans. For example, suppliers establish terms from very few days to one month. Similarly, credit from 41



Several studies as those by Visser (1995) and Távara (1997), among others, have also detected that the main financing sources of micro and small entrepreneurs are their suppliers and clients.
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clients is for brief periods, between 1 week and 15 days. Finally, state organizations are not important financing sources for these companies as per the sample.42 If you have obtained a credit, what have your main financing sources been? * Supplier An EDPYME Clients Local lenders An NGO A state organization Other sources



Frequency 53 11 6 3 3 1 1



Percentage 65,4 13,6 7.4 3.7 3.7 1.2 1.2



* two alternatives were accepted at most Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Relations with other firms Entrepreneurs can also establish a number of relationships with other firms of the same sector to obtain benefits both in the production and sale of their products. This study analyzes 3 possible relationships between firms: subcontracting, grouping for joint raw material and input purchases and partnerships for final production sale. Subcontracting (or outsourcing to carry out one or several stages of the productive process) depends on the activity being analyzed and on the market conditions for these services, such as a developed market, the number of suppliers, etc. For example, in garments, subcontracting possibilities are wide, because this activity involves a number of activities, such as design, patterning, cut, mesh mending, recovering, sewing and finishing, which means the use of different machinery and qualified personnel for each activity. Subcontracting is an option used for certain types of orders, because these orders require non available technology or large scale production, or due to lower costs because of the lower costs of outsourcing. The sample’s entrepreneurs generally stated they did not outsource. On the other hand, the formality of outsourcing agreements is low: agreements are basically verbal, very few are written agreements with all the conditions stipulated to provide these services. Do you typically subcontract any specific task in the productive process? Yes No Total



Frequency 23 144 167



Percentage 13.8 86.2 100



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



42



In the survey, there were some entrepreneurs who did not identify suppliers or clients as financing sources even if in previous sections they had stated they bought inputs on credit or received advances. In these cases, these agents were considered as financing sources for these entrepreneurs.
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Another relationship these firms can establish is partnering to buy inputs, that is making a “joint purchase”. This partnering modality gives them a better negotiation power when trading in the market, which is very important if we take into account the relative size of micro and small enterprises as compared to other agents, and, therefore, more favorable exchange conditions. Some technicians devoted to organizing micro and small entrepreneurs to carry out joint input purchases, declared that the profits for entrepreneurs who carry out these activities are around 10% of the inputs value. Besides, they can demand better quality of inputs for higher purchase values. Nevertheless, the sample analyzed shows that practically no entrepreneur enters into this kind of partnership. Finally, the third form of partnership considered in the present work is the possibility of entrepreneurs to become partners and offer their production to market, specially when certain types of clients require merchandise under certain conditions regarding quality, terms, volume, etc, which an entrepreneur cannot fulfill individually. We must point out that this form of partnership does not necessarily imply merging productive units, since they can be temporary agreements for certain particular businesses or longer ones but with a permanent independence in spite of these links. The great majority of entrepreneurs in the sample did not participate in this type of partnerships, only 16% of them had participated in them. The partnering companies are, generally, those belonging to the wood industry and are located in the Villa El Salvador producers and sellers conglomerate. Partnerships with other entrepreneurs (in percentage) Yes No Total



Joint purchasing 1.8 98.2 100.0



Joint sales 16.8 83.2 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



To conclude this section, we must underscore that a large proportion of these companies does not get into partnerships of any kind with other companies. These productive units try to minimize this type of relations with other agents in the market, and undertake all the production process stages independently. As pointed out in some researches43. These entrepreneurs try to minimize “the risk of dependency”.



43



Visser, Evert-Jan, “Local Sources of Competitiveness: Spatial Clustering and Organizational Dynamics in Small-Scale Clothing in Lima, Peru”, 1996.
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5. Impact of the Judiciary’s Inefficiency on Micro and Small Enterprise Decisions The Judiciary is in charge of evaluating disputes and imposes binding solutions to the parties. This can include sanctions of different types. Its good or poor work will affect the decisions that micro and small entrepreneurs adopt in the activities related to their businesses. To evaluate this point, the information obtained in the survey and follow-up to the group of entrepreneurs will be used. The analysis of the Judiciary’s effects on micro and small entrepreneurs is divided in 5 sections. Each one refers to the hypotheses proposed in the first part of the study. The results follow. 5.1. Reasons to operate “outside” the Judiciary The former paragraphs have pointed out what the Judiciary does. However, this does not guarantee that all the economic agents will resort to the Judiciary to settle their disputes. This is why we have analyzed if micro and small entrepreneurs use this institution to make claims on their rights. According to results, only 11 entrepreneurs declare having resorted to the Judiciary, which shows the little use of this institution in solving problems and disputes that arise from their activities. Out of the total of cases, seven are related with bill collection problems, others were due to different problems: fraud, tenant eviction, loss of merchandise and dispute due to excessive interests with a financial entity6. In the last 6 months, have you filed any complaints or gone to the Judiciary due to some problem you have had with your suppliers, clients or other companies? (in percentage)



93.4



100 80 60 40 20



6.6



0 Yes



No



Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



6



We had the chance to discuss some details in these cases in the follow-up made to the micro and small entrepreneurs group. Two of them said they had filed complaints in the Judiciary. In one of these cases, a trial regarding theft of merchandise in a transportation company, no concrete solution has been reached yet, even if the complaint was filed more than three years ago.
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This situation leads us to wonder why these entrepreneurs do not usually resort to the Judiciary to settle disputes. Some factors that could explain this are presented as follows. Need of a conflict solving institution The fact that the entrepreneurs do not resort to the Judiciary to settle their disputes does not mean they do not need it. This is why they were asked if they considered it was necessary to have an institution in charge of these functions. As the following figure shows, most of them considered an institution of this type is necessary. This shows that these entrepreneurs acknowledge the usefulness of an institution that would administer justice even though most of them do not resort to the Judiciary. Besides, it shows that entrepreneurs experience a sensation of void in the fulfillment of their needs, because they do not have an institution, which “actually” performs the role of third party in dispute settlement in an efficient way. In the development of your business, do you think you need support from an institution that could help settle disputes and solve problems you have with other people (such as suppliers, clients or entrepreneurs)? (in percentage)



100 80



80.8



60 40 20



19.2



0 Yes No Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Agreement Informality A factor that could influence the decision of entrepreneurs about suing is the possession of documents, such as security or written contracts to prove the existence of obligations accepted by each of the parties. If the degree of agreement informality is assessed it can be in fact observed that micro and small enterprises have very informal transactions. Approximately, only 25% use securities in their credit transactions with suppliers, 23% with clients and 36% use written contracts in some of their sales. However, the possession of documents that could permit suing is not enough to explain why agents abstain from resorting to the Judiciary. Perhaps entrepreneurs do not use these instruments to claim their rights before the Judiciary. To evaluate if this premise can be supported, those entrepreneurs who do use securities in their credit sales were asked if they resorted to the Judiciary in case of noncompliance with payments. According to results, only 13% of the entrepreneurs who had the necessary documents resorted to a court, which shows that seeking solution through a judicial instance is not very attractive. In these cases, the main reasons pointed out to avoid starting any sues where 35



the high costs linked to them (50%) and their slowness (41%), which would show that the reasons to avoid resorting to the courts are more related to the Judiciary’s inefficiency. If you use letters of exchange, promissory notes or checks and the client does not comply with paying on the agreed date, do you usually resort to a court to be able to collect money from your client? (in percentage) 100



87.2



80 60 40 20 0



12.8



Yes



No



Sample size: 39 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Knowledge about the Judiciary’s Work Another reason that could explain why entrepreneurs make little use of the Judiciary is the lack of knowledge among them about the procedures that must be complied with to start litigating. If entrepreneurs do not know how they must claim for their rights before this institution, they will not resort to it to settle their disputes. The little dissemination by the authorities regarding the Judiciary’s functions, added to the lack of knowledge of the necessary steps to start a proceeding before this institution, contributes to explain why they do not use the Judiciary to settle their disputes. Accordingly, approximately 10% of the respondents mentioned they did not know what paperwork was necessary in the court in order to claim for their rights. On the other hand, in visits made to entrepreneurs, even if these visits focused in conflicts during the development of their operations, most entrepreneurs were not found to be interested in knowing more about the paperwork a trial would involve, since they prefer to avoid any contact with courts. This was even true in cases in which they had been offered legal consultancy.44 The Judiciary’s Inefficiency Finally, the agents’ decisions to avoid the Judiciary also depend on how well this institution works and how they perceive its efficiency in complying with its tasks. If the 44



The main interest in the case of consultancies was labor issues, entrepreneurs usually underscore their interest expressing uncertainty about new policy measures in this field.
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Judiciary is rated as inefficient by the entrepreneurs, most of them will not be interested in resorting to it when a dispute arises. Results show that most micro and small entrepreneurs have a negative opinion about the Judiciary’s work. More that 60% rated its work as “poor” or “very poor”. Opinion Regarding the Judiciary’s Performance (in percentage)
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Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Additionally, we evaluated the entrepreneurs’ perception regarding specific aspects involved in the Judiciary’s performance. As several studies show, a justice system is inefficient if judicial litigation is slow and costly, if decisions are uncertain, if there is corruption in the proceedings and if access to service is unequal. The results, somehow predictable due to this institution’s discredit, rate the Judiciary as slow, costly and partial in most of the cases. Approximately 80% of respondents perceive this institution as inefficient in these three aspects, which shows that negative perceptions about the Judiciary’s performance are, in fact, important factors to explain why this institution is not very much used by these entrepreneurs and the little interest they show in getting more information about judicial proceedings. Opinions about costs, expediency and impartiality of the Judiciary, by micro and small entrepreneurs (in percentage)



Very bad Bad Fair Good Very good No answer Total



Costs 35.9 47.9 11.4 0.6 0.0 4.2 100.0



Expediency 34.7 50.3 10.8 0.6 0.0 3.6 100.0



Impartiality 20.9 54.5 19.2 1.2 0.6 3.6 100.0



Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo
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We should point out that not only micro and small Peruvian businessmen characterized the Judiciary as inefficient. In a survey applied to 170 large and medium businessmen45, 70% of these entrepreneurs said that this institution was inefficient in all three aspects. If we consider that opinions about the Judiciary are even more negative among micro and small businessmen, and that in small scale-businesses the amounts involved in transactions are lower, these entrepreneurs will not be very likely to have recourse to the Judiciary in order to solve the dispute.



Case study: Collection problems and the use of securities In order to evaluate how entrepreneurs deal in practice with the inconveniences of an inefficient Judiciary, we studied the most common problem that affects the majority of entrepreneurs in the sample: the defaults on payments in merchandise transactions that involve the use of securities. In these cases, the entrepreneurs have the possibility to file charges in order to obtain collection of their debts. In order to do so, they will have to evaluate the costs and benefits of pressing charges in order to collect their debts. These costs are twofold: legal costs (hiring a lawyer, paying fees and judicial rates and other amounts collected by the courts), illegal costs (associated with unlawful transactions demanded by court officials in exchange of special favors), the uncertainty about the outcome of the proceedings (due to the impossibility of predicting with a degree of certainty the evolution, complexity and results) and the length or duration of each stage of the judicial proceedings. We should point out that the time aspect can be very significant, because in most proceedings the set length of each stage is nor respected. On the other hand, the legal framework has gaps and lacks definition, and it is possible that the other party uses tactics in order to extend the proceedings unnecessarily.46 As has been pointed out, only 13% of businessmen in the sample had filed charges because of payment default, showing the lack of incentives for businessmen to have recourse to the Judiciary. In these cases, the majority of opinions in the survey pointed out that costs associated with proceedings (50%) and their excessive duration (41%) were the main motives for not filing charges. During the follow-up visits we asked about the costs of filing charges in cases of payment default. All of the interviewed entrepreneurs sustained that they did not sue in these cases because of the costs involved and the uncertainty of the outcome. On the other hand, some of them said that they did not want to start proceedings for payment default because they wished to avoid any contact with the Judiciary, due to its lack of prestige or the past bad experiences with this institution (associated mainly to the excessive length of lawsuits and the high costs of hiring a lawyer, paying the judicial fees or other reasons).



45



Eyzaguire, Hugo, Salhuana, Roger y Andrade Raúl, “Poder Judicial: Impacto en Decisiones de la Empresa Peruana"” 1998. 46 Regarding costs, a survey carried out by Instituto Apoyo among lawyers intervening in proceedings related to debt collection (2000) showed that most of them indicated that judicial proceedings due to overdue securities lasted an average of four months, if there was no appeal. If the sentence is appealed, the proceedings could last more than a year.
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Reform of the Judiciary: Extra-judicial Conciliation One of the most recent efforts to reform the Judiciary has been to promote Extra-judicial Conciliation. Conciliation is a new institution in Peruvian civil law, and has been included as a compulsory stage in civil proceedings (under the form of a hearing). However, it had not been used in the past as an extra-judicial alternative to solve these conflicts.47 In 1997, Congress approved Law N° 26872, Law of Conciliation, which declares the institutionalization and development of Extra-judicial Conciliation a mechanism of national interest as an alternative to the Judiciary for dispute settlement. Within this framework, the parties go to a conciliation center or to a circuit court in order to get assistance in searching for a consensual solution to the conflict. Extra-judicial Conciliation is an alternative that offers many advantages over the Judiciary: proceedings are shorter, access is easier and more flexible, and there are other additional benefits such as the reduction of court caseloads. Apart from that, total or partial agreements – as stated in the conciliation deed – are enforceable as court sentences, a fact that results in effective recognition and juridical protection. Extrajudicial Conciliation is not compulsory in Peru; however, it is possible to seek conciliation for some aspects related to by micro and small entrepreneurs’ commercial activities, such as payment of debts, and contract violation, cancellation or termination, among others. The results showed that these entrepreneurs do not seek Extra-judicial Conciliation. Only four of them reported having resorted to a Conciliation center in order to solve problems or conflicts related to their commercial activities.48 In the last six months, have you resorted to a Conciliation or Arbitrage Center in order to solve your conflicts with suppliers, clients or entrepreneurs? (in percentage)
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Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo
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It is noteworthy that in certain cases conciliation within the Judiciary does not serve the purposes for which it was created and is just an element that makes processes last longer. For example, a businessman involved in an eviction process said that the other party did not come to the conciliation audience, and that this conciliation did not contribute to the solution of the process but just extended the term and generated additional expenses. 48 One of the businessmen that had recourse to extra-judicial conciliation rated it as a fast mechanism, with reduced costs, resulting in an appropriate and equitable solution for both parties.
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There is a contradiction in the fact that – in spite of the potential benefits of Extrajudicial Conciliation and the high percentage of entrepreneurs that indicated they required the support of an institution for conflict resolution– a very small proportion of the sample said that they had resorted to such mechanism. However, it should be taken into account that Extra-judicial Conciliation and arbitrage are still little known mechanisms, and that there is mistrust regarding their advantages as an alternative to dispute settlement (for example, about the enforceability of the outcome). These facts could explain this phenomenon. 5.2 Mechanisms developed in order to reduce default risk As a hypothesis, it was stated that businessmen had developed private mechanisms based on trust in order to reduce the risk of default on agreements. In this section, we will examine the validity of this hypothesis regarding the transactions carried out by micro and small businessmen. In this sense, we asked entrepreneurs about the measures they took in order to avoid default on agreements established with commercial partners. Indeed, the results showed that the main measure adopted was to work with clients and suppliers classified as “known”. Other steps taken were to work with firms of well-recognized prestige or to ask for guarantees or collaterals. So, while 60 % use mechanisms based on trust, only 21 % use formal tools that allow them to initiate judicial proceedings. Main measures adopted by entrepreneurs in order to prevent default on agreements by clients and suppliers
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Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



This result confirms the conclusions of several studies about the effects of an inefficient justice administration on the development of business.49 The alternative most frequently 49



Borner, Silvio, Brunetti, Aymo y Weder, Beatrice, “Institutional Obstacles to Latin America Growth”, 1992.
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used as a protection against possible defaults were measures based on trust, such as the “guaranty” that agreements would be respected by both parties due to the value accorded to the relationship and the expectation of future transactions. Additionally, the entrepreneurs in the sample were asked specifically about the relationship established by micro and small businessmen with their two main business partners: input suppliers and the clients for their end products. In both cases, approximately 85 % of them said that the relationship with their suppliers and clients was permanent and stable. Do you establish a permanent relationship with your suppliers and clients? (in percentage)
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Sample size: 167 entrepreneurs Source: Survey of Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



We further explored the nature of the relationship with these agents through the followup visits on the operations of this group of micro and small entrepreneurs. Businessmen pointed out that establishing a relationship with a commercial partner requires time and several previous business experiences with no default problems. On the other hand, these entrepreneurs also said that they prefer to operate on a relationship basis mainly because of the fear of working with agents with an unknown behavior pattern. In fact, some entrepreneurs said that they continued dealing with the same suppliers and clients with which they worked when they started their business. It should be pointed out that transactions with “known” suppliers and clients imply certain advantages for entrepreneurs. For example, in the case of suppliers it is possible to obtain more information about the inputs and raw materials that are being bought, to have access to credit and payment facilities, to obtain better prices in some transactions and get a better service (for example, 91 % of businessmen who obtain credit from their supplier maintain a stable and permanent relationship with that agent). In the case of clients, the advantage is mainly a certain “fidelity”, in the sense that these agents prefer to carry out business with the same entrepreneur. Although transactions with “known” agents represent some advantages for entrepreneurs, they also imply certain costs. First of all, it is not possible for 41



entrepreneurs to inquire about the behavior pattern of all their business partners, a fact that effectively limits the spectrum of their potential clients or suppliers. In other words, it becomes impossible to expand the impersonal relations that are usually present on the market and increase the number of transactions, a fact that excludes these entrepreneurs from the benefits of market mechanisms. In general, micro and small businessmen find that there are strong disincentives for carrying out business with “unknown” agents, because the lack of information turns these operations into high-risk transactions. In this sense, they lose many business opportunities: for example, the possibility of buying raw materials and inputs from a supplier that offers a lower price. In order to evaluate the incidence of this factor, we asked entrepreneurs how they would react if presented with a business opportunity with an unknown agent (in this case, a supplier offering a lower price on inputs and raw materials). Would you be prepared to change your supplier for a new unknown one, but who offers a lower price on inputs or raw materials? No Only if I receive at least a 40% discount Only if I receive at least a 25% discount Only if I receive at least a 10% discount Total



Frequency 50 20 59 38 167



Percentage 29.9 12.0 35.3 22.8 100



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



As seen on the chart, a third of all entrepreneurs in the sample would not carry out such a transaction (30%), and approximately half of these (48%) would require at least a 25% discount on the price. In other words, 80% of the entrepreneurs are unlikely to change suppliers, or would only change if there was a very significant discount on the price (which is improbable). Therefore, businessmen do effectively lose business opportunities that could significantly reduce their production costs. These results confirm the strong disincentives to carry out business with “unknown” suppliers. At this point we decided to compare the firms in the sample with other Peruvian firms, in order to determine if this mistrust regarding unknown agents has a similar incidence. In a study carried out by Instituto Apoyo about the effects of an inefficient Judiciary on the decisions made by medium and large entrepreneurs,50 it was found that these were not so prejudiced against working with new suppliers. Only 17% of those surveyed answered that they would not change their supplier for a new one that offers lower prices, while 63% of entrepreneurs in the sample indicated that they would be prepared to do so if offered a discount. Considering that micro and small businessmen have less available resources to reduce the asymmetry of information in market transactions with unknown agents, and that their power of negotiation is less due to smaller volumes, their reluctance to change suppliers seems logical.



50



Eyzaguire, Hugo, Salhuana, Roger y Andrade Raúl, “Poder Judicial: Impacto en Decisiones de la Empresa Peruana"” 1998.
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The cost derived from working only with known clients is basically equivalent to the loss of opportunities of doing business with new clients. Entrepreneurs are very reluctant to accept proposals of carrying out transactions (in these cases, sales of merchandise) with “new” clients, because the degree of uncertainty about their behavior is very high. On this subject, the follow-up visits carried out with micro and small entrepreneurs indicated that in the past year all of them had rejected business proposals with unknown clients because they prefer to prevent possible losses. An additional cost detected in relations with clients is the reduction of the temporal horizon of these exchanges: in other words, entrepreneurs minimized the number of transactions that involved extending credit to the client. This fact has a negative impact on the development of business for micro and small firms, because the possibility of selling on credit would allow them to increase their number of clients and sales volume. In the shoemaking and garment business, 20% of businessmen said that they only sell cash; while in carpentry this percentage rises to almost 40%. The main reason cited for only selling cash was to avoid payment problems, a behavior based on bad experiences in the past. In conclusion, the characteristics of business relations between micro and small businessmen and their suppliers and clients are explained by the perceived uncertainty in matters of compliance and respect for obligations assumed in agreements. As a result, entrepreneurs face a series of disincentives to carry out business with agents of an unknown track record. This results in the restriction of their growth possibilities, because a larger number of transactions would require more impersonal relations. 5.3. Degree of default on agreements in Micro and Small Enterprises A third aspect to analyze was if business carried out with “known” agents effectively protected entrepreneurs from possible default. The working hypothesis for this section was that this mechanism is not very effective, as micro and small businessmen continuously face problems related with default on the transaction terms agreed on with these agents. This section examines if entrepreneurs truly face continuous default problems in the following commercial transactions: purchasing input materials from suppliers, credit selling to clients, and hiring other entrepreneurs for specific tasks in the production process (outsourcing). Suppliers According to the survey results, more than half of the entrepreneurs that dealt with “known” suppliers have had some default problems in their transactions. The main problem detected was the delivery of materials not corresponding to the specified quality. The second type of problem was a change of price of the materials, although the price had been previously agreed on; the third type of problem was the non-compliance with the delivery terms of these materials.
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What is the main problem you experience with your suppliers? (in percentage) Total 25.4 17.0 12.0 4.2 46.5



Change in the agreed quality of inputs Change in agreed input prices Non-compliance with input delivery terms Others Do not have any problems Sample size: 142 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



All these problems generate costs for businessmen. In the follow-up carried out with a group of businessmen, this type of default forced them to carry out new input purchases in order to avoid later complaints on behalf of their clients, to modify or remodel the product or to delay the manufacturing process. It should be pointed out that suppliers are not the only ones to violate the terms of input purchase agreements. It has been detected that entrepreneurs frequently do not honor their obligations towards suppliers. As shown by the next graph, more than 70% of entrepreneurs admitted that they did not pay on time when they bought materials on credit. The majority of them said that they delayed payments “sometimes” or “almost never”. On these occasions, suppliers are the ones that have to assume the costs derived from default.51 When buying input materials on credit, did you experience problems in paying your suppliers on time? (in percentage)
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Sample size: 72 entrepreneurs



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo
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It is possible that these results are underestimated, because the delinquent party is also the one that provides the information in this case.
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These results show that relations established with input suppliers are subject to default on behalf of both parties. Obviously there are certain incentives to default on agreements because of individual benefits (for example, in the case of sales on credit, if the entrepreneur delays payment the implicit interest rate of the transaction is reduced). Clients In the case of clients, the commercial transaction to evaluate was the sale of merchandise on credit. Default in this type of transaction shows up in collection problems, when clients do not comply with merchandise payments. In the study sample, collection problems show a high incidence rate. Approximately 80% of businessmen in the sample sell part of their production on credit and maintain a stable relationship with their customers. However, they stated that this type of problem keeps coming up. During the last four months, did you experience any collection problems with regard to your clients? (in percentage)
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Sample size: 100 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Default on behalf of clients always generates costs for entrepreneurs. In the first place, the resulting liquidity problems seriously reduce the firm’s production capacity (in the follow-up visits of entrepreneurs, it was detected that these problems can even cause a total production stop). In the second place, collection problems always force the entrepreneur to default on payments with other business agents. The experiences of entrepreneurs participating in the follow-up visits show that default by “known” suppliers and clients is usually partial, i.e., the business partner fails to comply with certain conditions established in the agreement. In these cases, clients profit from their long relationship and previous business experience with entrepreneurs, and delay payment on credit sales, but do pay in the end. On the other hand, new or “unknown” clients usually default “totally” i.e., they swindle the entrepreneurs by keeping the merchandise without payment. It is noteworthy that even in cases of client default where entrepreneurs do have the necessary documents to press charges, they very seldom have recourse to the Judiciary. According to the results of the survey, only 13% said that sometimes they sued their clients for default, which shows that entrepreneurs frequently lose money on credit sales. 45



Subcontracting The third relationship evaluated in the survey was subcontracting, i.e., hiring another agent to carry out specific tasks in the production process.52 Here, approximately 57% of entrepreneurs stated that thy experienced problems with work execution, quality and timely delivery of the services offered by the subcontractor. Problems you have experienced with subcontractors Did not carry out the task Carried out the task, but did not deliver on time Carried out the task, but the quality was bad Did not experience any problems Total



Percentage 17.4 26.1 13.0 43.5 100.0



Sample size: 23 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



As in previous cases, default on the terms of the agreement also implies costs for entrepreneurs. In the first place, the situation might prevent entrepreneurs from delivering the goods to their clients on time. On the other hand, the entrepreneur is subject to certain quality standards and conditions regarding the merchandise he delivers to his clients. Therefore, any quality deficiency on behalf of subcontractors would force him to incur in additional expenses in order to have the work remade or modified, in order the comply with the conditions previously agreed on with the client. All this leads to the conclusion that commercial partners qualified as “known” exhibit opportunistic behaviors, unless faced with the final severance of the relationship they maintain with entrepreneurs. Although the relationship established between the entrepreneurs and these agents offer a certain guarantee, they do not ensure total compliance with the transaction terms. The default is usually partial, and in these cases commercial partners profit from the lack of an institution charged with enforcing contracts and sanctioning default, a fact that affects the conditions of exchange. Nevertheless, as the default does not usually affect the whole transaction, the relationship is not severed and future business remains possible. In general, there are two types of costs derived from this situation: one is related to delays and default, and the other – probably more important – is the continuous negotiation process implicit in pushing the relationship to a limit without severing it completely. 5.4. Mechanisms developed to sanction default In the previous section, we showed that entrepreneurs frequently face problems derived from default on behalf of their commercial partners. We will now describe the measures adopted by entrepreneurs when faced with default, and the resulting costs.
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Outsourcing is less common among micro and small entrepreneurs. Of the sample, only 23 said they had entered into this type of agreement.
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In the case of relations with suppliers, the most frequent alternative for default is a compromise or negotiated solution. This alternative was chosen by 47.2% of entrepreneurs. The second alternative is to stop buying materials for that supplier and severing the relationship. The third most frequent reaction is not to take any measures when facing default, which means that entrepreneurs resign themselves to assume the costs associated with this type of problems. Measures adopted by entrepreneurs when suppliers fail to comply with transaction conditions Negotiates a compromise Stops buying materials from that supplier Does not do anything Tells other entrepreneurs about his problems with that supplier Others Total



Percentage 47.2 30.8 16.5 4.4 1.1 100.0



Sample size: 91 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



It is noteworthy the main measure adopted (to negotiate a compromise) is not a sanction mechanism. Moreover, it reveals that entrepreneurs prefer to maintain the relations with suppliers, even if the latter fail to fulfill their obligations, before resorting to more extreme measures. This may be due to the fact that entrepreneurs prefer not to sever a relationship with a known supplier, because new relations might be worse and new suppliers may be even more prone to default. On the other hand, the alternative of stopping purchases from a delinquent supplier does constitute a sanction mechanism. However, it does not necessarily constitute a substantial disincentive for opportunist behavior, because it only prevents the supplier from future transactions with that particular entrepreneur. Therefore, it does not constitute a mayor sanction or “punishment”, nor does it send sufficient signals to the market about the supplier’s default. The second type of relationship analyzed as to the measures taken by suppliers when faced with default is the sale of merchandise on credit. When clients do not pay on time, entrepreneurs usually decide to collect the debt personally or to send one of their workers in order to do so (61.8%). As a second alternative, entrepreneurs try to refinance the debt (23.6%). A fact that stands out is that – as well as in the case of relations with suppliers – entrepreneurs prefer to negotiate a compromise and preserve the relationship with the client instead of resorting to more extreme measures. The results suggest that entrepreneurs perceive the severance of relations with clients as negative, and prefer to negotiate a compromise before taking the risk of dealing with new clients with unknown track records.
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Measures adopted to solve collection problems Carries out the collection himself or sends one of his workers Refinances the debt, to be able to collect at least part of it Hires a collector to harass the debtor and make him pay Does not do anything and loses the money Files charges against the debtor Total



Percentage 61.8 23.6 7.3 6.4 0.9 100.0



Sample size: 110 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



It is noteworthy that each of these measures implies some costs for the entrepreneur. In the case where the entrepreneur or one of his workers goes to collect the debt, the costs derive from the time lost in collecting the debt (instead of other activities) and overhead expenses (e.g., transport costs) associated with these tasks. In the follow-up applied to group of micro and small entrepreneurs we found significant evidence of these costs. Entrepreneurs who personally carry out their collections spent between 12 and 30 hours a week doing so. Apart from that, the overhead costs regarding transport are equivalent to about 3 to 6 % of the sales. Finally, the survey analyzed if entrepreneurs had organized themselves in order to enforce some collective measures and sanctions for default. The fact that most micro and small entrepreneurs in the survey were located in clusters would facilitate such an action. However, according to the results, only 3.6 % answered that they adopted this type of actions, which means that these measures are not very much in use. In conclusion, when faced with default entrepreneurs do not usually apply effective sanctions. This is due to the fact that it is not advisable to sever already established relations in a market where dealing with unknown agents is too risky. For this reason, they prefer to negotiate a compromise instead of adopting more drastic measures. However, this forces entrepreneurs to assume a series of costs. 5.5 Business opportunities lost due to the Judiciary’s inefficiency As has been pointed out in previous sections, the consequence of the Judiciary’s inefficiency is that agents act in a market dominated by risk and uncertainty. This leads to a lack of incentives for entrepreneurs and agents to establish a larger number of relations with third parties, and to the loss of several business opportunities that would allow them to reduce costs and enlarge their markets. In this part of the study, we shall examine some of the main business opportunities lost by these entrepreneurs. Subcontracting Subcontracting is an alternative for entrepreneurs to reduce costs, supply demand peaks (in cases where their firm is not able to fulfill the whole order), improve quality and profit from the advantages of labor specialization. However, there are some costs associated with coordinating and monitoring the work carried out by the subcontractor. This includes specifications of production quantities, quality of service, delivery dates
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and others. Taking into account these aspects, we asked entrepreneurs if they normally rely on subcontracting. Do you normally “have somebody carry out a task” or do you hire other entrepreneurs to take charge of a stage in the production process? (in percentage)
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Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



As seen above, only 13.8% said they would rely on subcontracting for any of the production stages, which means that this is an infrequent practice. In order to evaluate the disincentives for subcontracting, we asked entrepreneurs what they were afraid of when assessing this possibility. The answers show that entrepreneurs mainly harbor two fears: that subcontractors will not comply with the specified quality and the delivery date. Why do you prefer not to subcontract but to carry out on your own all tasks involved in the production process? * Fears that quality standards are not met Fears that delivery date is not met It’s expensive Others Does not need to hire anybody



Percentage 36.1 21.5 10.4 1.4 43.8



Sample size: 144 entrepreneurs * Two alternatives as a maximum. Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



On the other hand, we decided to find out if these fears are well founded. Indeed, of those entrepreneurs that did engage in subcontracting, 57% said that they had experienced problems, mainly related to non compliance with delivery dates (26%), the effective execution of the work (17%) and quality standards (13%). Creating horizontal networks International experience shows that firms who associate in partnerships, jointly facing and sharing more complex problems, are better prepared to meet the demands of
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competing in an open economy. Indeed, entrepreneurial partnerships or consortia – where partners take charge of different production stages - constitute an alternative for these firms to enlarge their markets and reduce their costs. The first entrepreneurial partnership we evaluated was the joint purchase of input materials. This strategy allows to obtain discounts for larger volume purchases and to demand better quality input materials, which in turn reduces production costs and improves the quality of end products. However, the alternative is not very much in use among micro and small entrepreneurs, and only 2% said that they had engaged in this type of business. Entrepreneurs that are opposed to this practice pointed out that they mainly fear problems in payment and delivery of merchandise. Reasons for not engaging in joint purchases Fears there will be problems in paying for input materials Fears there will be problems in delivery of input materials Others Did not know that one could buy materials in this manner Does not need to do so Total



Percentage 30.5 9.8 9.1 18.9 31.7 100.0



Sample size: 164 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



We also inquired if entrepreneurs associate in order to produce and supply larger orders. In these cases, creating a consortium would allow them not only to supply larger orders, but also to expand their activities into new markets. However, entrepreneurs usually do no take advantage of this possibility, and only 17% said they had associated with other partners in order to fulfill larger orders. Do you normally engage in partnerships with other entrepreneurs in order to sell your production to the market? (in percentage)
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Sample size: 167 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo
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In these cases, the main reason for not engaging in associations or partnerships was the fear of conflicts or problems arising once the agreement was established, mainly in the areas of coordination and planning. This again is a sign of high transaction costs that act as disincentives for entrepreneurs to enter into partnerships. Main difficulty for engaging in partnerships with other entrepreneurs in order to fulfill large orders There might be problems and/or conflicts with the other partners Product quality differs among partner firms Machinery differs among firms Others Total



Percentage 68.3 20.4 7.8 3.6 100.0



Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



Access to credit We assessed the business opportunities lost by micro and small entrepreneurs as a result of their reluctance to expand their transactions in order to prevent possible inconveniences. However, they are not the only ones to be affected by a reduced number of transactions: the same happens to their commercial partners, who also face disincentives to increase their exchanges. The most frequently studied case is the restriction of formal credit and the high interest rates charged on loans to micro and small enterprises, which causes serious financing difficulties for these production units. The Judiciary’s inefficiency leads lenders to protect themselves against possible default by requiring excessive guarantees. That situation affects the majority of micro and small businessmen, because they find it very difficult to meet these standards with their reduced volume of activities.53 The survey confirmed this situation, as only 25% of entrepreneurs have applied for a bank credit. The majority of entrepreneurs stated that they had not applied for a bank loan because they cannot meet the guarantees demanded by banks and because interest payments on loans are very high (30% and 35% of answers in the sample, respectively).54 In the past decade, great efforts were made in order to promote formal financing sources for micro and small firms. This lead to the creation of specialized micro-credit institutions such as EDPYMES, and municipal and rural savings and loan associations. However, these institutions are very conservative in granting credits, because although they require guarantees for default, proceedings to execute these guarantees are slow and very costly. In these cases, the Judiciary’s inefficiency affects the development of such institutions, because their function is to grant loans and not to accumulate assets due to debtor default. Credit restrictions force most micro and small firms to resort to informal financing sources. Informal credits come from different sources: e.g., from suppliers, clients and 53



In Peru, very few banks have a credit department specialized in loans to micro and small firms. Usually, banks require personal and material guarantees. If loan amounts are larger, the banks tend to ask for a mortgage.
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local lenders, among others. According to survey results, 61% of entrepreneurs have obtained credit from suppliers, followed by clients and local lenders. Access to credit from informal financing sources (in percentage)
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Sample size: 86 entrepreneurs Source: Survey to Micro and Small Entrepreneurs, Instituto Apoyo, 2001 Prepared by: Instituto Apoyo



However, it must be considered that loans from informal sources are usually even more costly.55 In order to assess the situation, we calculated the annual interest rate in soles on informal loans received by the group of entrepreneurs that were part of the survey and the subsequent follow-up.56 In the case of supplier credit, estimated annual rates are 150% in soles. In the case of client credit, estimated annual rates lie above 200% in soles. Finally, entrepreneurs who obtained credit form local lenders or friends and neighbors had to pay even higher interest rates, sometimes as high as 500% annually in soles. It should be pointed out that informal loans have very short maturity periods, such as a fortnight.57 If we compare these rates with the ones charged by banks and EDPYMES - that fluctuate between 70 and 80 % annually in soles - we conclude that indeed informal credit sources are much more expensive.58 All this leads to the conclusion that the high degree of default risk and uncertainty involved in transactions by micro and small entrepreneurs stimulates an inefficient assignment of resources, which in turn results in a loss of business opportunities and limited possibilities of development and expansion.
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Távara, José, “Fuentes de Financiamiento de la Microempresa Urbana: El Caso Fondemi”, 1997. This assessment included only 11 entrepreneurs, and therefore the results are only exploratory. 57 In order to estimate the cost of the suppliers' credit, two questions were used: What is the discount you would receive from your supplier if you pay in cash?, How long is the period the supplier gives you to make the payment? In the case of clients' credit, the questions were: In average, how long is the period the client gives you to receive the product?, In average, what is the discount you offer to your customer if he gives you an advance payment over the total value of the operation? 58 We should note that credits from formal sources generally last between 6 and 24 months. 56



52



6. Conclusions and Recommendations Micro and small entrepreneurs seldom have recourse to the Judiciary in order to solve the problems and conflicts they experience in their commercial activities. This is due in part to the fact that most entrepreneurs are unaware of the Judiciary’s functions and the kind of protection it can offer. On the other hand, the institution itself has a bad image, and its role (to administer justice and guarantee the contract enforcement) is viewed as unfulfilled. Apart from the Judiciary’s inefficiency, there is also room for improvement in the degree of formality of the micro and small enterprises. Formality should be promoted through dissemination campaigns among micro and small entrepreneurs about the Judiciary’s functions and the use of different instruments. Previous efforts in this sense have been insufficient. Entrepreneurs perceive the judicial institutions as alien to their problems. This situation does not generate the necessary incentives to improve the degree of formality in their transactions. When entrepreneurs start enlarging their operations and their circle of relations, the resources involved are higher and the use of these documents becomes much more necessary. If entrepreneurs do not use them, the growth of their firms might be hampered. Therefore, a reform of the Judiciary becomes even more necessary, and it should take into account the needs of this economic sector. Operating as if there were no judicial institutions results in a high risk of default on the agreements established by entrepreneurs with different market agents. In order to face this situation, entrepreneurs have developed mechanisms to reduce the risk of default. The main one is establishing stable and permanent relations with commercial partners. It allows businessmen to obtain information about an agent’s behavior pattern and creates a framework in which agreements are valued. However, the use of informal mechanisms does carry its own costs. Entrepreneurs use up their resources in trying to obtain information about the behavior pattern of other business agents. Apart from that, the fact of transacting only with “known” agents results in a loss of efficiency, because it limits potential exchanges. In these cases, entrepreneurs are forced to work with only a group of commercial partners and to reject business opportunities because of the fear of engaging in transactions with unknown persons. Although these mechanisms reduce the risk of default, they do not eliminate it. In fact, even commercial partners classified as “known” default on their obligations. However, this default is usually partial, as it is possible to establish more flexible conditions and negotiate a compromise. Businessmen do not have the necessary incentives to take drastic measures against default (such as changing business partners), because engaging in business with unknown persons is perceived as too risky. This, forces agents to assume the costs derived from default, such as the cost of renegotiating an agreement. The lack of effective judicial institutions creates disincentives for the increase of market exchanges, both for businessmen and the agents they transact with. The scenario in which micro and small businessmen operate is characterized by risk and uncertainty, resulting in the loss of business opportunities such as subcontracting, partnerships for
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joint purchase of input materials or product sale, and the access to less costly financing sources. The potential benefits from these business opportunities are lost. The costs faced by entrepreneurs due to the Judiciary’s inefficiency point to the urgent need of a judicial reform. This reform should promote alternative means of conflict resolution such as conciliation and arbitrage, in order to counteract the excessive degree of formality and the slowness of judicial proceedings, the expenses related to lawsuits and the lack of access to justice. These are effective means to achieve a more efficient administration of justice. However, in order to promote these alternative mechanisms of conflict settlement, it is not enough to enact an appropriate law. There should also be plans and programs to disseminate the advantages of these alternatives, and an adequate monitoring and control on behalf of Ministry of Justice. One last recommendation, not to be left aside: the need to amend the existing laws, adapting them to the characteristics of micro and small firms, their transactions and production modalities. The changes should speed up and simplify the procedures to enforce rights, particularly if the costs of this enforcement are perceived as too high in relation with the benefits expected.
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