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ABSTRACT 

Small and Medium Scale Enterprises are regarded as the promoters of nations’ economic growth. For SMEs to make a meaningful 

contribution to economic growth, finance is a crucial factor. The difficulty in accessing formal finance led SMEs operators to 

source for finance in informal markets. This study theoretically provided recent information on informal micro credit financing for 

SMEs and also examined the impact of micro credit financing on the performance of SMEs. In order to gain insight into various 

ways in which different forms of informal micro credit financing affect the performance of SMEs, the study reviewed various 

published research studies on the problem statement. Financial Liberalization Theory was used to support the study, based on the 

role of informal credit financing in liberating SMEs from financial constrain and contribution towards their performance. The 

findings from the content analysis of the reviewed literature provided an exhaustive and precise discourse of the effect that 

informal financing had on the performance of SMEs. The study concluded that informal micro credit financing contribute 

immensely to the performance of SMEs. The study recommends that SMEs should explore more on the use of informal micro 

credit financing sources such as personal savings and cooperative societies. Formation of more cooperative societies should be 

encouraged by government. Bank interest rate on loans should be reduced by government, especially, to SMEs operators. 
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Introduction 

Small and Medium Scale Enterprises (SMEs) have 

been recognised as significant performant in 

economic growth (Hashim and Wafa, 2002; 

Schlogl, 2004; Obokoh et al., 2014). According to 

Siyanbola and Gilman (2017), SMEs in advanced 

nations constitute over 90% of all business with 

contribution of over 55% to GDP. In developing 

nations, Ghana for instance, SMEs constitute 70% 

(Benzing et al., 2009), while in South Africa, it 

accounts for over 90% of registered businesses 

(Olawale and Garwe, 2010). SMEs account for 

about 90% of Nigeria’s manufacturing (Oyelaran-

Oyeyinka et al., 2007). The dominance of SMEs 

in most nations’ business economy shows its 

potential in transforming any nation economy. 

Though, series of factors have been identified as 

constrains to its performance. Researchers (Taiwo 

et al., 2016; Ikotun et al., 2017) identify 

insufficient financial credits as a major factor 

hampering the performance of SMEs. 

Governments have formulated series of policy to 

boost financial support to SMEs, unfortunate, 

little benefits were derived from these policies. 

The emergence of microfinance brought relief to 

business community as they belief that it will 

improve their access to loans which were difficult 

in commercial banks due to collateral securities 

(Ikotun et al., 2017). Inability to get loan from 

formal financial institutions based on collateral 

based lending have been identified as constrain to 

performance of SMEs (Osuka et al., 2018). 

Onakoya et al. (2013) intensify on collateral as a 

major hindrance to formal financing accessibility.  

Therefore, the resultant is to informal and semi-

formal financing. 

SMEs performance is positively linked to 

informal finance (Allen et al., 2019; Samawi et al., 
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2016; Gbandi and Amissah, 2014). Informal 

microfinance, have been able to expand 

businesses and contribute to household income 

which invariably have positive impact on food 

security, children’s education and savings for 

future (Ikotun et al., 2017). The impact of 

informal micro financing, especially, cooperative 

society cannot be estimated, as they form the 

major means of initial capital funding for most 

SMEs (Eton et al., 2017; Omondi and Jangogo, 

2018). Given the great potentials of SMEs to bring 

about social and economic development, it is of 

no surprise that the performance and financing of 

SMEs is of huge concern. Having access to 

finance gives SMEs the chance to perform and to 

acquire better technologies for production, 

therefore ensuring their competiveness. 

Performance is defined diversely by business 

organisations; some focus on profit margin, 

productivity, growth, and viability, while, some 

believe in customers’ satisfaction and image 

making. 

In whichever definition is given to performance of 

SMEs, performance cannot be attained without 

sufficient finance. According to Oladele et al. 

(2014), access to finance is a major influence to 

performance of SMEs. However, there is a huge 

challenge for SMEs globally when it comes to 

sourcing for initial and expansion capital (Taiwo 

et al., 2016). Omondi and Jangogo (2018) assert 

that SMEs funding by formal financial markets 

have been hindered by lack of collateral, this 

leaves most of the SMEs to result to informal 

finance.  Little research have been conducted on 

which source of informal finance is being used by 

SMEs owners and what are their effect/impact on 

the performance of SMEs. This gap motivates this 

study. The study is carried out theoretically to 

determine the source(s) of informal finance to 

SMEs operators and as well examine the 

effect/impact of these sources based on past 

research conducted on the problem stated. This 

study has been designed to provide theoretical 

evidence on the role that informal financing play 

on the performance of SMEs. 

Research Objectives 

The main objective of the study is to access the 

role of informal micro credit finance among 

SMEs: 

i. Identify various sources of informal financing 

and their influence on the performance of SMEs 

ii. To determine the overall impact of informal 

financing on SMEs performance. 

 

Theoretical Relevance 

Financial liberalization Theory was adopted for its 

relevance to this study. The theory was proposed 

by McKinnon and Shaw in the year 1973. The 

notion of financial repression was promoted as a 

monetary framework with arrangements that 

contort local budgetary markets and credit 

controls. The perception is that such a framework 

meddles with the fiscal improvement of a nation. 

The anticipation of the theory is that absence of 

repression would be related with higher genuine 

financing costs as controls would invigorate 

reserve funds which would prompt more elevated 

levels of ventures and thus, financial development. 

McKinnon and Shaw recommend that progression 

of budgetary markets would allow penetration of 

financial institutions among the helpless populace. 

The accessibility of finance to the helpless 

populace is believed by the proponents of the 

theory as an imperative tactic towards 

accomplishing financial growth. Access to credit 

facilities is posited to offer opportunity to the 

powerless people in expediting their business 

exercises (McKinnon and Shaw, 1973). 

In support of the theory, Ang and McKibbin 

(2007) proclaim that the capability of financial 

institutions to operate impressively have been 

hindered by financial despotism. On the other 

hand, Fry (1995) criticized McKinnon and Shaw 

theory on the basis that financial liberalisation will 

probably hinder economic growth rate because of 

credit restrictions. This study adopts financial 

liberalisation theory based on the state of the 

economy of developing nations, of which Nigeria 

is one. According to Obokoh (2008), SMEs need 

access to finance to be liberated from financial 
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constrain. The advent and embracing of different 

forms of informal credit financing such as mobile 

bankers, cooperative society, money lender and 

trade credits will liberate SMEs from financial 

constrain and improve their performance in 

relations to sales volume, profitability and market 

shares. Government’s interventions in determining 

credit flows through a system of subsidies, interest 

rate ceilings, credit allocation and direct 

intervention will alleviate SMEs from the 

financial constrain vicious circle. 

 

Literature Review 

Informal Financing and Performance of SMEs 

SMEs have been identified as economic driving 

force (Ikotun, 2017; Taiwo et al., 2016; 

Adanlawo, Vezi-Magigaba and Owolabi, 2021), 

for this assertion to be sustained, this sector must 

have access to finance. Unfortunately, formal 

financing has been recognised as inaccessible to 

many SMEs because of collateral security. The 

situation led most SMEs operators to source for 

fund in informal markets. Finance is believed to 

determine the performance of SMEs in several 

ways (Taiwo et al., 2016), access to finance has 

been found to have significant influence on the 

performance of SMEs (Omondi and Jangongo, 

2018; Moses and Adebisi, 2013). According to 

Eton et al. (2017); Lawal et al. (2018) formal and 

informal finance are the two essential components 

of finance to SMEs, formal financing is regulated 

by government, while informal is not. Studies 

have shown that the performance of formal 

financing is not proficient lately (Gbandi and 

Amissah, 2014; Rambe and Mpiti, 2017). 

Evidence from CBN report (2017) shows that 

loans to SMEs from commercial have reduced in 

Nigeria over the years. 

Moses and Adebisi (2013) declare that informal 

financing has the capability to close the gap 

created by formal form of financing. Informal 

financing is considered to be a supplement when 

finance is denied in a formal market. According to 

Adams and Hunter (2019), smaller scale of 

informal finance operates as a connecting factor 

between lenders and borrowers. Ngalawa and 

Viegi (2013) assert that some form of informal 

finance have the same basic features as formal 

financial system that encourage constant savings 

and provides advances. According to Oladele et 

al. (2014), connection exists between informal 

finance sources and business’ performance. This 

implies that finance is a major factor contributing 

to SMEs performance. In view of Mungiru and 

Njeru (2015), informal financing such as 

(cooperative society and trade credit) positively 

affect the performance of SMEs. Akingunola 

(2011) also emphasizes worthiness of informal 

financing on the performance of SMEs and 

economic growth. 

Similarly, Lawal et al (2018) posit that informal 

financing have significant positive effect on SMEs 

performance. Similarly, Eton et al. (2017) also 

support the notion that extending credit to SMEs 

enables them to expand business and increase 

production.  In view of Katerega et al. (2015), 

SMEs’ financing decision is a noteworthy 

prognosticator of its performance. Essien and 

Arene (2014) aver that access to informal credit is 

influenced by sex, age and social capital of the 

borrower.  In support of Essien and Arene, Ikotun 

et al. (2017) assert that women most times, are 

denied access to finance from micro-credit finance 

based on their gender. Notwithstanding the 

challenges encountered in accessing informal 

financing, it is believed to be easier in its 

accessibility to SMEs operators compared to 

formal source of financing. Informal micro credit 

financing have become more popular over the 

years and different forms come-up as 

entrepreneurs see it as an opportunity to liberate 

from economic poverty. 

Various Source of Informal Finance to SMEs. 

Various forms of informal finance are available in 

most Africa countries, below is the overview of 

commonest ones: 

Personal savings 

Personal savings is identified by Terungwa (2011) 

as a personal mobilization of funds by which an 

individual who has plan to venture into business 
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in future set a certain amount of money aside for 

this purpose. Gulani and Usman (2012) identify 

personal savings as an important contributor to the 

finance of SME. The study of Adelakun (2011) 

found personal savings as a major contributor; it 

contributes 96.4% of funding to SMEs in Nigeria. 

Similarly, Ojo (2009) declares that personal 

savings constitute 96.4% of SMEs funding.  The 

findings corroborate the research conducted by the 

Nigerian Institute for Social and Economic 

Research (NISER) in 1983/84 which indicates that 

personal savings fund 73% of SMEs.  Gulani and 

Usman (2012) postulate personal savings to be the 

utmost convenient means of small business 

financing. 

Relative and friends contribution 

Contributions from family and friends is posited 

to be an alternate means to business finance. Abd-

Wahab and Abdesamed, (2012) avow that family 

finance is the commonest and cheapest source of 

informal financing among rural SMEs. As people 

tends to be their brothers’ keeper, most times they 

contribute certain amount of money to assist 

friends and family members in their business 

without interest. Even when interest is charged, it 

is at a very minimal rate, usually below 5%.  

According to Kadiri (2012), collateral is not 

required for funds from family and friends. 

Because collateral is not required, most times, the 

beneficiary do not remit back the fund as earlier 

agreed; thus, make assessment of fund difficult for 

another friend or member of family in need.  

Despite its challenges, it does account for 

considerable amount of financing to SMEs. Khan 

(2015) avows that friends and family members or 

relatives account for 61% of informal financing to 

SMEs. 

Savings collection 

Savings collection is a method by which a savings 

collector collects certain amount of money at an 

agreed time of collection, most times daily or 

weekly and gives back the accumulated sum of 

money at an agreed date. The collector removed 

one time contribution for the service rendered for 

saving the money. The motivation for 

participating in this form of savings is mostly 

based on earlier established financial relationship 

with the collector (Kadiri, 2012). Normally, 

participants are not granted credit, they receive the 

amount saved with the collector. Sometimes, the 

collectors give out part of the money with him/her 

as loans and receive interest on it before the 

agreed date of giving back the accumulated sum to 

the saver. It is unethical for the collector to give 

out the money, when he/she does, it is at his/her 

own risk. According to Adebayo (2015), the main 

challenge is that the amount intended to save is 

known from the commencement. It is too rigid, it 

does not give opportunity for adjustment whether 

to decrease or increase based on market situation. 

The importance of savings collecting in SMEs 

financing cannot be quantified, as it is used most 

times by traders to restock supplies, thereby, 

enlarge their business (Mwangi and Brown, 2015). 

Trade credit 

Martínez-Sola et al. (2014) refer trade credit to 

situation whereby the seller firm acts as a financial 

intermediary to smaller business that has restricted 

access to capital markets, thereby, financing the 

business customers' growth. According to García-

Teruel and Martínez-Solano (2010), business 

organisations with better access to credit at a 

lower costs can perform the role of financial 

mediators to smaller businesses that find access to 

credit difficult by granting finance. Trade credit 

increases the chance of small businesses to obtain 

bank credits, as it transfers information about the 

(small business) borrower’s creditworthiness to 

the financial institution. Ologunde et al. (2015) 

declare the importance of trade credit to small and 

medium-sized enterprises (SMEs) as a 

fundamental means to finance and an alternative 

source to bank finance. 

According to Martínez-Sola et al. (2014), seller's 

investment in trade credit facilitates business by 

reducing uncertainty about product quality. Allen 

et al. (2019) assert that granting trade credit does 

not only enable small business to credit but also 

improves bigger firm's sales that leads to higher 

profitability. Yang and Birge (2018) suggest the 
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use of trade credit for value increase to firm when 

there is instability in financial markets, thereby, 

inferring an ideal trade credit strategy. Fanta 

(2015) asserts from debtor’s perspective, that 

trade credit has two important purposes as an 

alternative means of financing and an indicating 

tool for bank credit acquirement. A primary 

function of trade credit according to Yang (2011) 

is to alleviate customers' financial resistances, 

thereby, expediting increased sales and market 

share growth.  Despite the advantages of trade 

credit, it thus has its demerits. According to Yang 

and Birge, 2018), a more common risk associated 

with trade credit is payment timing. Extending 

payment further than the agreed trade credit terms 

is exceedingly habitual. Trade credit has the 

capability to eradicate the restrain encountered 

through bank financing (Cai et al., 2014). 

Cooperative society 

This is common in most Africa countries.  

Cooperative society is defined as a native system 

adopted by a group of people to make joint efforts 

in satisfying individuals’ needs (Oluyombo, 

2012). Cooperative society is owned by members 

with the motive to providing small scale financial 

services to members (Ademilua, 2017). 

Regardless of how cooperative is defined, the 

common goal is to solve/satisfy members’ need. 

In that sense, cooperative is meant to provide its 

members with some benefits and opportunities 

which ordinarily will cost more if it is to be 

derived outside the cooperatives. Therefore, 

cooperative societies are voluntary associations in 

which people come together to enhance their 

economic interest. In a report by International 

Labour Conference (2011), cooperatives have 

significantly contributed to economic growth 

throughout the world. The report states that 

cooperatives account for an estimated 100 million 

jobs and are economically significant in a large 

number of countries.  

Similarly, Kareem et al. (2012) affirm that co-

operative societies have effect on member’s 

welfare and play substantial role in poverty 

alleviation in most developing nations. Studies 

have shown that cooperative society provides the 

best funding alternative for SMEs than every other 

economic structure (Oluyombo, 2012; Oladejo, 

2013). Though, it has its own setbacks, Kareem et 

al. (2012) identify lack of managerial talent as a 

factor inhibit cooperative societies. Likewise, 

Oladejo (2013) recognises insufficient 

accumulated capital for SMEs need as a factor that 

has militated against the efficiency of cooperative 

societies. Ademilua (2017) classify poor and 

inadequate record keeping as a problem 

encountered by most cooperative societies. 

Notwithstanding the challenges faced by 

cooperative societies, they still possess the 

capability to propel SMEs to solid footing. 

Money lenders 

Money lenders offer credit to whoever is 

interested at an exorbitant rate of interest. The 

interest charged on credit given by money lenders 

is higher than any other form of financing. This 

source of informal finance cater for short-term 

needs. Ngoma et al. (2017) assert that they serve 

as last resort to borrowers in time of difficulties. 

Quaye and Sarbah (2014) aver that money lenders 

make funds available to businesses or individuals 

who are ready to agree to their payment terms. 

Since fund is available to anyone that needs it, 

money lenders charge high interest rates and even 

use violence to enforce payment to cover risk 

taken, (Allen et al., 2019). Borrower from money 

lenders needs to be ready to pay interest higher 

than the banks’ (Gulani and Usman, 2012). The 

last resort function of money lenders make them 

inevitable in the society as they always available 

during raining time. 

 

Conclusion and Recommendation 

The reviewed literature portrays informal micro 

credit finance as pertinent to the performance of 

SMEs. The contribution of informal financing is 

dominant to SMEs performance. Evidences 

revealed that informal micro credit financing had 

positive significant on the performance of SMEs. 

Though, there is a little stigma attached to gender 

most times, especially in Nigeria. Women are 
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denied access to finance from micro-credit finance 

based on their gender. Aside from this, informal 

financing is performing exceedingly. Past research 

studies on the problem statement portray 

relationship between informal sources of finance 

to SMEs operators and the performance of SMEs. 

Thus, informal micro credit finance have 

significant effect on the performance of SMEs. As 

the theory (Financial Liberation Theory) depicts, 

most SMEs operators are liberated from financial 

constrain with access to micro credit finance. The 

turn to different forms of informal credit financing 

such as savings collection, cooperative society, 

money lender and trade credits has improve SMEs 

performance in relations to sales volume, 

profitability and market shares.  The study 

revealed that informal micro credit financing 

practices such as cooperative societies and 

personal savings constitute larger contribution to 

SMEs financing which invariably lead to 

significant improvement in the performance of 

SMEs. Thus, informal micro credit financing 

practices constructs such as personal savings, 

savings collection, trade credits and cooperatives 

are strong predictors of SMEs performance. This 

study portray informal micro credit financing as a 

noteworthy player in the finance of SMEs.  

This study recommends the following: 

Savings in informal finance sources should be 

encouraged through regulation, as personal 

savings constitute a large proportion of most 

SMEs start-up capital. SMEs operators should 

explore cooperative societies and personal savings 

as alternative to formal financing of their business 

activities. Also, SMEs operators should be 

encouraged by the government to join and involve 

in cooperative societies that will facilitate their 

access to fund. Government should reduce interest 

on bank loans, especially, to SMEs operators to 

improve the performance of their business as 

formal financing is still regarded as the best means 

to SMEs financing, also, women participation is 

SMEs should be encouraged. 
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